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The Life Insurance (C3) Subcommittee convened at 3:30 p.m. in the Red Lacquer Room of
the Palmer House in Chicago, Monday, June 4, 1979, All members of the committee or their
representatives were present with the exception of Guam.

1. Report of the Life Insurance Cost Disclosure Task Force.

Erma Edwards of the Nevada Insurance Department delivered this report (attached).
Commissioner Anderson moved receipt and adoption of the report, and it was unanimously
adopted.

It is to be noted that the report calls on the chairman of the (C3) Subcommittee to appoint
a task force to evaluate the NAIC’s Model Life Insurance Solicitation Regulation.



MAIC Proceedings ~ 1979 Vol 11 469

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

The (C3) chairman reported that the task force chairman has asked to be relieved of that
position due to travel problems, and that there would be no written report. A new chairman
will be appointed to continue the work.

3. Report of the Advisory Committee on Policy Lapsation.

In view of the fact that this subject is included in and related to item number 2 above, no
report was given.

4. Other Matters Discussed.

A. It was reported that Commissioner Shaw of West Virginia had a desire to discuss the
matter of deposit term insurance. He was not present but it was noted that this subject is
under consideration by another task force in the NAIC.

B. The privacy question in connection with authorizations for attending physicians and
similar statements has been brought up by C.N. Burwell of the Rails Company in
Maplewood, New Jersey and others. It was pointed out that this too was the work of
another task force, namely the Privacy Task Force, and therefore no discussion was held.

C. John K. Booth of ACLI called the committee’s attention to the fact that the question of
sex and marital discrimination in connection with certain life insurance and health products
needs further discussion in light of the work of the (D3) Subcommittee and its proposed
revisions to the Unfair Trade Practices Act. He cited the NAIC Model Regulation to
Eliminate Unfair Sex Discrimination as stating, under 6, “. .. However, nothing in this
regulation shall prohibit an insurer from taking marital status into account for the purpose
of defining persons eligible for dependent benefits . . .”

His suggestion thus is that, under Section 4(7)(D) of the Model Unfair Practice Act, a
sentence should be added to the existing wording to read, *However, nothing in this section
shall prohibit an insurer from taking marital status into account for the purpose of defining
persons eligible for dependent benefits.”

D. Superintendent James Montgomery of the District of Columbia recommended that a
task force be appointed by the (C) Committee to look into abuses in the debit insurance
field. It was the unanimous vote of the (C3) Committee to approve such a recommendation.

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

Mr. Ted Becker, chairman of the task force, presented his report in the form of a May 2
special report (attached).

Considerable discussion was held with particular emphasis on guideline D of the report
concerning single premium deferred annuities. Speaking against the adoption of the guide-
lines were Gregory I. Carney, ASA actuary for Anchor National Life; Carrol Pritle of the
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same company; Richards S. Barger, attorney representing Anchor National Life; Walter
Rugland of Milliman & Robertson, Inc., also representing Anchor National Life; and Bill
White, associate actuary of the American Council of Life Insurance.

John Montgomery of California Insurance Department indicated that California would not
consider the guideline to be “retroactive,” because they had always followed the principle
of that guideline. [Underlined material added by the parent (C) Committee. See p. 326 .}

After considerable discussion back and forth, it was moved by Commissioner Anderson of
lowa that the committee receive the report and adopt it, with the exception of guideline D.
The motion was seconded by Commissioner Voorhis, of Texas. Bradford S. Gile, A.S.A.,
spoke in favor of Guideline D as Wisconsin’s representative of the subcommittee and as a
member of the technical task force. He stated, however, that the guideline requires amend-
ment for those states which have not enacted the revisions to the Standard Valuation Law
adopted by the NAIC in December, 1976. He moved for a substitute amendment to
guideline D which would have left the guideline unchanged in those states which have
adopted the revisions, but would have stated that methods other than the Commissioners
Annuity Reserve Valuation Method might be demonstrated to the Commissioner as meeting
the provisions of the Standard Valuation Law in those states which have not enacted the
1976 revisions. The motion was seconded and, after some discussion, failed. The Anderson
motion was then unanimously adopted.

The committee interpreted this action as meaning that proposed guideline D will continue
to be considered by the task force for further revision along with their other research
projects in progress. Some of these are: a2 new mortality table for individual life insurance;
possible revision of the standard valuation and nonforfeiture law; model variable annuity
nonforfeiture regulation; and further guidelines.

6. Adjournment.

Having no further business, the subcommittee adjourned at 5:10 p.m., June 4, 1979.

Hon. J. Richard Barnes, Chairman, Colorado; Hon. Herbert W. Anderson, Vice-Chairman,
Iowa; Hon. William H. L. Woodyard IlI, Arkansas; Hon. James Montgomery III, Acting,
District of Columbia; Hon. Ignacio C. Broja, Guam; Hon. Edward J. Birrane, Jr., Maryland;
Hon. Walter Weaver, Nebraska; Hon. Donald W. Heath, Nevada; Hon. Lowell L. Knutson,
South Dakota; Hon. Durwood Manford, Texas; Hon. Susan Mitchell, Wisconsin.

{C3) Life Insurance Cost Disclosure Task Force

Chicago, Hlinois
June 2, 1979

The (C3) Life Insurance Cost Disclosure Task Force met on April 1, 1979 at the New Orleans Hilton Hotel in New Orleans
and on June 2 at the Palmer House in Chicago. Task force members sttending the June 2 meeting were Commissioner
William Woodyard 111, Arkansas; Commissioner Herbert Anderson, Iowa; Thomas Kelly, New York Department; Larry
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Gorski, Hlinois Department; Erma Edwards, Nevads Department. James Montgomery III, Commissioner, District of
Columbia, was not able to be present. Other persons present at the Executive Session included John Montgomery of the
California Department, Ted Becker of the Texas Department, Richard Hemmings, NAIC Milwaukee office, and Brad Gile
of the Wisconsin Department.

The task force received the charge at the December NAIC meeting to study the various regulations proposed by the State
that differ from the NAIC model. Cathy Hildebrand volunteered at the Aptil meeting to send letters to the various states
requesting copies of any proposed regulations that differ essentially from the NAIC model. A compilation of the replies
will be distributed to task force members in the near future.

Lapsation Advisory Committee

At both the April and June meetings, there was considerable discussion of the report of the Lapsation Advisory
Committee. This report was circulated as an exposure draft at the December NAIC meeting in Las Vegas. The repott
includes a disclosure statement that could be included in the annual statement to provide regulators with a reasonable
indication of the level of a company’s persistency.

At the April 1 meeting William White, American Council of Life Insurance, gave a verbel report on the Council's Legislative
Committee meeting on lapsation. He said the consensus of the ACLI Committee meeting was that the advisory committee
report was a very thorough report. They felt that while the disclosure system would appear to satisfy the requirements
imposed by the task force, it was complicated and would not be particularly useful to the regulators. They considered
three generul alternatives to the proposed disclosure system, including addressing the problern of lapsation through the cost
disclosure mechanisms, market conduct examinations or modifying the disclosure form recommended by the advisory
committee. Helen Noniewicz, Chairmen of the Advisory Committee, reported that one concern expressed to her commit-
tee was that the dislcosure of lapsation rates would be used by companies as a competitive tool in their advertising. Other
concerns included the cost to companies of completing the form. Bob Carlson,Vice President Research Division, LIMRA,
recommended that individual companies should be tested with the proposed disclosure system and that LIMRA could
provide the norms for such testing.

At the June 2 meeting, written response to the lapsation study was submitted by John Glover, Travelers Insurance
Company; Mel Campbell, Aetna; and the ACLL The primery objection expressed in their position papers was the inclusion
of the disclosure form in the annual statement. Copies of these position papers sre attached. The msk force reviewed the
response to the lapsation disclosure study. It was decided to ask the lapsation advisory committee through LIMRA to
collect the required data for the disclosure statement from 2 broad range of companies and to submit the results to the task
force. The task force will circulate the results to the commissioners, along with guidelines for their application in the
disclosure statement and will solicit responses from the various state insurance departments as to the usefulness of the
information.

Dividend Philasophy, Principles and Practices

Progress reports of the Society of Actuaries Committee on Dividend Philosophy and the American Academy of Actuaries
Committee on Dividend Principles and Practices were given by Bart Munson at both meetings and are attached to this
report. Mr. Munson explained the two committees were established in order to expedite the work in this area. The Society
Committee will work on the development of the final opinion and its supporting recommendation and the Academy will
simultaneously consider means of implementing appropriate standards of pructice in connection with the allocation and
illustration of dividends in life insurance policies. Jack Moorehead referred to the use of the word “nominal” in the last
sentence of the introduction of the exposure draft Opinion 57, The task force agreed to write a letter to the Society and
ask for clarification of the term. At the June 2 meeting, further definition of the term “nominal” as used in the Opinion
was submitted to the task force members and is attached.

Life Solicitation Regulation
At the April meeting the report of the Advisory Committee on monitoring the impact of the NAIC Model Life Solicitation

Regulation was given by Charles Greeley, Chairman of the Advisory Committee. An additional report was submitted by
Harold Leff at the Chicago meeting, Both reports are attached.
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The task force discussed the possible necessity for amending the NAIC Life Insurance Solicitation Regulation. They voted
to recommend to the (C3) Subcommittee that it assign to an appropriate task force the cherge of evaluating the current
NAIC model.

A report by the Special Task Force in Wisconsin to study the proposed Wisconsin Life Solicitation Regulation was given
by Bill Snell at both the April 1 meeting and the June 2 meeting. Both reports are attached.

Manipulation Advisory Committee

An oral report for the Manipulation Advisory Committee was given at the April meeting by Julius Vogel, Mr. Vogel stated
that at their initial meeting the committee considered the mezning of “‘manipulation.” Although no definition was agreed
upon, it was considered to be broad enough to possibly include any clements of the policy’s benefits, pricing, method of
cost disclosure, advertising or sales promotion which is likely to rmislead a consumer to favor a particular policy. The
committee agreed their primary purpose is to develop a method which will help regulators identify manipulation tending
to produce unrealistic cost indexes. This advisory committee was recently reconstituted and no further meetings have been
held. Thomas Kelly of the New York Department has been named chairman of the new committee. A list of members of
the new committee is attached.

During the June meeting a draft set of guidelines for deposit term type contracts was distributed to the task force members
by the chairman, These guidelines were originally developed in the Valuation and Nonforfeiture Technical Task Force and
were referred over to the Cost Disclosure Task Force. The Cost Disclosure Task Force will consider these guidelines at its
next meeting. (The draft guidelines are attached to the Valuation and Nonforfeiture Task Force regular June 1979 report.
See p. 377 )

The June 2 meeting adjourned at 6:00 p.m.

Erma Edwards, Chairman, Nevada; James Montgomety III, District of Columbiz; Bill Homan, lows; Walter Weaver,
Nebraska : Frank Howatt, Oregon.

To: Ms. Erma Edwards
Deputy Commissioner
Nevada Department of Insurance

From:  john H. Glover
Second Vice President
The Travelers

Date: Aprit 12, 1979
Re: Proposed Life Insurance Lapse Rate Disclosure System

I am sorry I was not able to attend the meeting of your task force hearing on April 1. However, I have heard through Helen
Noneweicz and others that there was some support for and some opposition to the proposed reporting system. It concerns
me, as | know it concerns Helen, that it seemed to be a concensus of your task force to adopt the proposal without giving
sufficient time for the consideration of viable alternatives.

Very quickly, let me state our position:

1, We favor a reporting system which will serve as a useful tool to regulstors to monitor and to serve as a basis for
taking action against companies (and agents) whose marketing and servicing practices cause inordinately high lapse
rates and waste of consumers’ money. We think this can best be accomplished as a part of the market conduct
portion of the tricnniel examination.
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2, We believe that such a reporting system must discreetly recognize the different markets served in terms of demo-
graphics of consumers (income, age, educational and cultural differences). We know, for instance, that certain
companies tend to sell to specifically targeted markets of more affluent people, which, of course, will result in lower
lapse rates. Other companies, such as The Travelers, serve very broad markets which include both more and less
affluent people, These compenies will tend to have somewhat higher lapse rates. This begs the question: shouldn't
the reporting system be such that it will not misrcpresent to the regulators and our various publics what may
become a quantifiable measure of & company’s marketing and servicing efficiency? Company A, with a 10% first-
year lapse rate, may appear superior to Company B, with 2 15% firsc-year lapse rate, but Company A may be serving
a very narrow and affluent market while Company B may be serving a very broad market.

3. We believe that the regulator should be provided with the techneology to interpret data reported by the reporting
system. By this, we mean that there are statistical tools available which can be applied to the data presently called
for in the industry advisory committee report to “normalize” the data for buyer, seller and other characteristics and
which would make the interpretation of the data more meaningfui to the regulator. I believe you will find LIMRA
willing and able to perform such a normalizing process,

4, We do not believe that the data in the presently prescribed form should be allowed in the public domain where the
risk of abuse far outweighs any possible usefulness to the customer. I would question the ability of anyone to give
a meaningful and consistent interpretation to a first-year lapse rate on nonpension permanent life insurance for a
particular company without a considerable amount of digging into the marketing and servicing practices of that
company. On the other hand, once such information on 4 comparative basis is placed in the public domain, it can
be readily used and abused for competitive purposes. Tq illustrate this point, 1 have enclosed a portion of a sales
presentation made here on the premises of The Travelers home office. Please note in Exhibit 1, the use of data
taken from “the Hart Committee in Congress” by the highlighted company for its “top competitors.” Now, please
observe in Exhibit 2 similar data from a recent LOMA, report (“The Challenge of Servicing Orphan Policyholders,”
November 1978 Report No. 46), authored by an official of that same company, which compares what he calls
“leading companies.” The data are essentially the same but the use and the content differ dramatically and, I think
you would agree, are strongly biased in Exhibit 1. It is the similar use of lapse rate comparisons and the context in
which they may be made which seems to be such an inordinate risk.

5. Unless the lapse rate data are used with great discretion, we see the probability of marketing and servicing trends
which could be both paradoxical and counter-productive to consumers and to our industry, such as: (a} steering
away from lower income markets, (b) abandoning new agent development programs, (c} inhibiting EEO Affirmative
Action Plans, and (d) inhibiting companies’ equitable replacement of their own business.

LIMRA's Quality Business Committee has been continuously engaged in focusing attention on research and the develop-
ment of practices to improve lapse rates for more than 40 years, I have been priviledged to serve on that committee for che
last nine years, two of which I served as its chairman. 1 know that its membership (which makes it the largest as well as the
oldest standing committee of LIMRA) is vitally interested in the proposed disclosure system. At its last semi-annual
meeting here in Hartford, we stressed to the members the importance of studying the IAC Report, weighing its implica-
tions and providing input to viable solutions through the ACLI Task Force. I believe some viable input will now begin to
flow and I would ask that you provide the opportunity for it to be heard.

I would suggest that the IAC Report be allowed an sdditional six manth exposure period.
LA E L 2 1L
Exhibit I

1976 Million Dollar Round Table Staristics

1976
20 Largest Life Companies Number of Round Table Total %
Listed by Asscts Agents Members of Apents
Prudentizl 24934 298 1.2
Metropolitan Life, NY 31,000 383 1.2
Equitable Society 7,716 341 4.4
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1976
20 Largest Life Companies Number of Round Table Total %
Listed by Assets Agents Members of Agents

New York Life 10,404 1,185 111
John Hancock 10,596 146 1.3
Aetna Life 18,650 183 9
NORTHWESTERN MUTUAL 3,418 883 25.8
Connecticut General 1,155 150 129
Travelers 30,153 44 15
Massachusetts Mutual 3,465 538 15.5
Mutual of New York 4,000 338 8.4
Sun Life of Canada 3,741 145 3.8
New England Life 2,148 442 20.5
Teachers Ins. & Ann. - - —
Connecticut Mutual 2,143 337 15.7
Bankers Life, 1A 1,872 34 4,2
Mutual Benefit 1,747 280 16
Lincoln National, In. 1,380 115 8.3
Manufacturers Life 1,681 151 89
Penn Mutual 2,310 198 8.5

Question: Why can or do some companies have more agents reaching this coveted goal? Would policy costs and caliber of
agents be contributing factors? Could it be the service provided by agents? When NML hes the largest per cent of agents
with this “success” pattern (even more than Prudential and Metropolitan combined even though they have over 40,000
more agents} there has to be a reason, Why?

Something clse to think about: One very important factor to always consider is SERVICE. What kind of service are you
likely to receive in the future? This is something tht can’t be measured in dollars and cents and yet it obviously has a value
for most people. Part of service is what the agent actually does for you, BUT another facet is what is his likelihood of being
in business 5-10-15 years hence. Below are some statistics compiled by the Hart Committee in Congress. In essence thisisa
study to sce what per cent of full time agents hired'by a company actually remain with the company - remain to service
YOU. The study encompassed 82 companics. Here are statistics on the cight companies normally considered to be NML's
top competitors. It is based on full time agents starting in 1962 and still with the company § years hence (1967) and 10
years hence (1972).

Company After § Years After 10 Yegrs
Bankers Life {Iowa) 12% 9%
Connecticut Mutual 18 16
Massachusetts Mutual 22 16
Mutual Bernefit 14 11

New England Mutual 16 14

New York Life 11 11
NORTHWESTERN MUTUAL 34 25

Penn Mutual 10 4

Again, the question is why? Can those ...

shivehnn

Exhibit I1

The home office sponsors management clinics for field management covering topics on selection and training of new
agents, supervision, sevice to policyowners, and other field management areas. Candidates for field management participate
in a work-study program and the LIMRA management training course, General agents are evaluated on the number of
agents they recruit and retain. The most important factor in a policy staying on the books is whether the agent remains
with the company. Service satisfaction depends on policy persistency which in turn depends on 2gent retention.
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in 1975, the Senate Subcommittee on Anti-Trust and Monopoly published figures on agent retention for agents who came
under contract in 1962 and 1967 and were still under contract in 1972, The figures for some leading companies are shown
in the following tables.

Percentage of Full Time Agents
Contracted in 1962
(still under contract in 1972)

Aetna 33.3%
Bankers Life (lowa) 7.8%
Conn. Mutual 16.1%
Mass, Mutual 15.8%
Mutual Benefic 11.1%
New York Life 11.3%
New England Life 14.2%
Northwestern Mutual 24.9%
Penn. Mutual 4.0%
Travelers 35.3%
Percentage of Full Time Agents

Contracted in 1967
{still under contract in 1972}

Aetna 33.2%
Bankers Life (Iowa) 12.0%
Conn. Mutual 18,3%
Mass. Mutual 21.8%
Mutual Benefit 13.7%
New England Life 15.5%
New York Life 11.1%
Northwestern Mutual 34.4%
Penn. Mutual 9.5%
Travelers 33.7%

At Northwestern Mutual, persistency of business is measured by agency and by individusl agent. First year persistency is
especially crucizl to agent compensation. Good persistency (i.c., lapses which are less than 40 percent of the company's
average first year lapse rate) is rewarded by increasing renewal commissions up to 12 percent. A new determination is made
each year ...

“sRIREEY

To: NAIC Task Force on Lapse Rate Disclosure
From: John H, Glover

The Travelers
Re: Statement on Lapse Rate Disclosure

1. We believe it is in the industry’s enlightened self-interest to reduce lapse rates. Qut of every $1.00 lost in a 1st duration
lapse, we estimate the consumer loses $.35; the company (Travelers) loses $.43 and the agent loses $.22, Therefore, almost
2/3 of the loss is borne by the company and the agent — twice as much as the consumer.

2. We believe the IAC proposed reporting system is incomplete and can be misleading. Qur research shows that, of charac-
teristics at point of sale we measured, 5 of the 10 characreristics that explained most of the variability in lapse rates related
directly to “market” and explain 30% of the variability that can be “controlled” at point of sale. These facts could steer
companies away from markets that have very legitimate needs for coversge.
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In addition, of the “reasons for termination” in Table 14 on pages 60 and 61 of the IAC report, about 70% may be beyond
the control of the company or the agent. Therefore, we believe both short-term and long-term lapse rates can be subject to
misrepresentation.

3. We think it somewhat ironic that the NAIC would entertain 2 lapse rave disclosure system when it has just recenty
endorsed 2 regulation that facilitates replacements. The data supporting Table 14 “reasons for termination’ was taken
from a 1960-61 study by LIMRA. 24% of the “reasons” shown were replacement related. I would suspect that percentzge
waould be higher today.

Far these reasons, we support the proposal of the ACLI, Disclosure is not 4 proper solution. We believe inter-action
between the company and the regulator during the examination process is the right solution.

AL L IR AL LR R LA RN ENS I EA A I TSR IR T A2 Y Y]

To: Life Insurance Cost Disclosure Task Force

From:  Dean E. Wolcott, Senior Vice President
Aetna Life & Casualty

Re: Posirion Comments on A Lapse Disclosure System Proposed to NAIC
by The Industry Advisary Committee

The charges to the committee from the NAIC were as follows: (1} “The authorities want to be able to identify the com-
panies that have excessive cash value plan lapse rates so that they may chailenge those companies to either improve or
to explain why the level is justified. The committee’s task is to develop a disclosure system that will avoid unfairness and
misrepresentation of the data the authoritics are seeking. (2) The committee is to develop a report on lapsation in reply to
the six global questions posed by the regulators:

.

Is there a lapse problem?

Howe extensive is the lapse problem?

What are the factors affecting persistency?

What effect do lapses have on rates for 2ll other insureds?

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

N

The Aetna feels that highly beneficial and excellent work has been done by the committee on the Part 2 of its charge.
There is not a great deal new or unusual to its findings, but the compilation of material and observations are accurate and
complete,

Unfortunately, the committee has been unable to fulfill the first part of the charge. In fact, the disclosure system recom-
mended is on several points in contradiction with conclusions made in connection with the Part 2 portion of the charge.

While the committee seemed cognizant of the differences in markets and other characteristics which contribute to lapses,
its end product — the disclosure system — does not take these obvious differences into anywhere near sufficient considera-
tion. Aetna has severe misgivings about the recommendation for & display in an annual statement of ratios of companies’
actual to industry “expected” lapses in 24 different categories. How will “expecteds™ gain unanimity of acceptance, or will
actuaries rightfully feel they are inadequate to reflect all the influences affecting withdrawal for 1, 2, 3-5, 6-10, and 11+
policy years? How often will the “expecteds” be changed, and how will edjustments be determined?

The Aetna feels that it is improbable, if not impossible, to measure meaningfully the lapse resuits of many companies with
differing markets against an industry “expected” norm which cannot (and does not) take into account all these marketing
differences. We feel the most effective way for regulators to monitor this important area is to have each company show
trend lines which indicate the bettering or worsening of results relating to that company's marketing operation. This type
of system would avoid any forced withdrawal from lower social/economic sale markets as a result of unfavorable compari-
son with an industry “‘expected” which does not take into account these important markets to be served.
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Industry concerns abeut the power to produce an effect of “expecteds” will distract comnpany managements from the
review of their own lapse trends. Rather, these management talents will be directed into explaining their own result by
pointing out the shortcomings of the industry “expecteds.”

The Aetna’s recommendation is that the NAIC try to improve the excessive poor lapse situations of some companies by
means of the regular, normal company examinations. This company feels that the only fair way to display persistency data
(if such data is absolurely necessary) is to utilize the *‘trend line” method. In this fashion, all companies will indicate to
any reader what improvements (or negative results) they are experiencing. The Aetna voices strong disapproval of the
disclosure system being recommended by the industry advisory committee for the reasons stated above.

SORUNLLNSRERERRSNR NI RN NN AL REC NN AN NN AR PR RO RN N R EC RN EERAn g

To: The NAIC Life Insurance (C3} Cost Disclosure Task Force

From: The American Councit of Life Insurance

Date: May 25, 1979

Re: The Report of the Industry Advisory Committee on Policy Lapsation

This statement is presented on behalf of the American Council of Life Insurance, whose 484 member companies account
for 95 percent of the life insurance in force in the United States.

I. Introduction

After the submission of the draft report by the Industry Advisory Committee on Policy Lapsation to the Life Insurance
{C3) Subcommittee in Las Vegas on December 6, 1978, the council appointed u special tusk force of member companies to
review and recommend & position on the draft report. That task force’s recommendations have been reviewed and
approved by the appropriate committees and the Board of the Council.

The council is in basic agreement with much of the industry advisory committee's report. We feel that it furnishes an
excellent analysis of the subject and that it will be a valusble reference work. From s factual standpoint, we have only one
concern. Chapter II contains a comparison between lapse rates reported by LIMRA and by the council. In Item 4 on page
32, there is a reference to “the impact of data-related errors on the trend of the ACLI series™ that we believe is unfor-
tunate. As mentioned in the report, the lapse studies of the two organizations involve different groups of companies and
measure different rates. We feel it is imporuant to emphasize that the dissimilarities between the LIMRA and the council
(ACLI) lapse rate trends are due to these differences rather than to suggest that data-related errors in cither set of results
are respansible for the differences.

II. Industry Motivation to Control Lapses

As pointed out in the industry advisory committee’s report, life insurance companics use many means to attempt to
control lapses. The greatest incentive for any company to minimize its lapses, especially those occurring in early policy
years, is self-interest. Companies operate on the principle that essentially there are three parties whose interests are vitally
involved in 4 contract of insurance: the consumer, the company, and the agency force. Companies realize that if the
consumer becomes dissatisfied a lapse is likely, resulting in financial loss to all. The company and the consumer are both in
a loss position for several years under a typical permanent insurance contract, and if lapse occurs during this period both
will suffer & loss. For the agency force, lapses result at the very least in a loss of future commissions, and in addition most
companies have devised commission charge-back systems, persistency penalties or incentives, etc., to ensure that petsistent
business is pursued vigorously.

III. Regulators’ Motivation to Control Lapses
We recognize the regulators' interest in helping companies to achieve the desirable goal of minimizing lapses. They have

4 duty to alleviate the financial burdens of early lapse on all policyholders, not only those who terminate early but also
those who persist but pay a higher cost for their insurance because of early lapses by other policyholders,
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Questionable sales practices are one cause of carly lapsetion. Therefore, it is important that laws and regulations concerning
disclosure, deceptive or misteading sales practices, and replacement be enforced.

IV. Disclosure System Proposed by Industry Advisory Committee

The council’s recommendations relate primarily to the disclosure system proposed by the industry advisory committee.
This system involves a display in the annual stztement of ratios of actual to expected lapses in 24 different categaries
chosen by the committee. It should be noted that the committee in its report specified that it was making this proposal in
response to en NAIC request and was “not necessarily advocating such,”

The council does not feel that the proposed disclosure system will fumnish regulators with meaningful data that will be
helpful in attempting to improve company lapse experience. Accordingly, we are recommending an alternate approach,
discussed in the next section, that we feel will be considersbly more effective in this respect.

We identify a number of problems and concerns with the proposed disclosure system. Some of these were cited in the
committee’s report and include the following:

1.  There are many characteristics not recognized in the proposed disclosure system that are highly influental in
determining lapse rate levels. Prominent among these are the socio-economic market of the company, the age
distribution of the business, the distribution of the business by mode of premium payment, the company’s mar-
keting system (e.g., direct mail, brokers, career agents), and company size.

2. There is 2 valid concern that companies will be driven out of legitimate and socially desirable markets in order to
avoid lapse rates considerably above industry “standards.” This concern also had been expressed by an earlier NAIC
committee locking into lapses.

3. Smaller companies are concerned that the standards will be based largely on data supplied by large, well-established
companies whose lapse rates tend to be lawer.

4, There is the problem of credibility of the dats for smaller companies. The lapse of one or two large policies can
affect the rates disproportionately.

5. Companies are concerned with the burden and cost of producing additional annual statement data that will not be
useful in accomplishing the avowed purpose of improving lapse experience, Some regulators feel that the annual
statement is already overburdened with data. This consideration argues against edopting a scheme that would be
elaborate enough to reflect some of the important factors listed previously.

6. The proposed disclosure in the annual statement makes the data available for public use without appropriate inter-
pretation. This could lead to abuse or misuse of the data.

V. Alternate Approach Recommended by the Council

In lieu of the disclosure of lapse experience proposed by the industry advisory committee, the council recommends that an
analysis of lapse performance be made a part of the examination of companies by state insurance departments. This
alternate approach will ensble regulators to make meaningful analyses of both the level of the company’s lapse expericnce
and the effectiveness of its efforts to control this experience. They also will be able to determine whether company sales
practices are causing excessive lapses.

To measute the level of the experience, companies would be asked to make available to the examiners their lapse rates
for each year covered by the examination. It is recommended that only first year rates be required. The greatest losses to
consumers and companies arise from first year lapses, and they are more amenable to company conwrol then lapses
occurring in later policy years. Given these considerations, we feel strongly that the development of lapse rates for policy
years after the first would add vo the complication of the work required of the companies but would not produce com-
parably valuable information for the regulators.
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With the level of the experience influenced by numerous characteristics, we feel that the calculation of actual-to~cxpected
ratios as suggested by the committee would cerry with it the strong possibility of producing distorted conclusions about
the quality of a company’s performance. (Some of these characteristics that arc not recognized in the committee’s
proposed disclosure system were listed in Section IV of this statement.) For this reason, we recommend that companies
not be asked to calculate actual-to-expected ratios. Instead, we propose that a table be developed showing appropriate first
year lapse rate ranges for the major characteristics that affect policy persistency. This table would be in a form that can be
used by regulators in interpreting a company’s experience. In this connection, it is our feeling that the general trend of a
company’s experience should be an important element of this interpretation.

The committee’s proposal calls for a subdivision of lapse results into four categories of business. Term insurence and
permanent insurance would be reported separately and, within the latter category, there would be a separation between
regular, ordinary, debit ordinary, and pension trust business. We generally support this type of classification of first year
lapse rates, although there is concern that some companies may have difficulty in segregating their experience into these
specific categories, We think that finer subdivisions of the results should not be required, but that companies should be
free to develop data for any additional classifications that might facilitate & meaningful analysis of their experience.

Finally, we recommend that companies and regulators study the excellent presentation in Chapter VI of the committee’s
report regarding techniques that can be effective in improving lapse results, This information cen be particularly useful to
companies that appear to be experiencing lapse problems.

To summarize the council’s recommendations:

1. Lapse performance would be reviewed as part of the examination of companies by state insurance departments
instead of through reliance on annual statement disclosure.

2. Companics would make available, for each year covered by the examinarion, their first year lapse rates subdivided
into the type-of-business categories specified in the industry advisory committee’s report. Companies would be free
to develop data for any additional classifications that might facilitate analysis of their experience.

3. Appropriate first year lapse rate ranges would be developed in a form that can be used by regulators in interpreting
company experience. The general trend of a company’s experience should be an important element of this inter-
pretation.

4. Companies gnd regulators should give considerzstion to the techniques for improving lapse results that are presented
in the industry advisory committee's report.

The council feels that this alternate approach to the industry advisory committee’s proposal will develop necessary
information and provide it to those regulators who should be in the best position to make use of it. This approzch should
be the most cffective way to accomplish the general improvement of lapse experience, which of course is the fundamental
goal of all parties involved — the industry, the regulztor, and the consumer.

BEEEIREEEDRERERN N Ct.‘.‘#t..‘#t...‘#C..‘#C...#t..ll‘t....'t.‘..t.
To: Life Insurance (C3) Cost Disclosure Task Force
From:  Society of Actuaries Committee on Dividend Philosophy
Date: April 1, 1979
Re: Status Report

Since our last written report to you {(October 10, 1978 in Indianapolis), you've received the November 29, 1978 letter
from Paul Barnhart, President of the Society, commenting uporn the developments at the Society meeting last October. As
Mr. Barnhart's letter indicated, Ed Lencaster has been named chairman of the committee. He has asked me to share these
observations with you on behaif of the committee.
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At the conclusion of this report, for your general information, is s listing of the current committee members. Most con-
tinue from the membership we had prior to last fall; several new minds have been added, to bring fresh ideas and to give us
a more complete complement for the task shead.

We also view as active participants with us and liaison to others the chairman of the related commirtee in the American
Academy of Actuaries (John Harding, Vice President and Actuary, National Life Insurance Company), the chairman of the
related committee in the Canadian Institute of Actueries (Charles Galloway, President, National Life Assurance Company
of Canadas}, and John Booth, Vice President and Chief Actuary of the American Council of Life Insurance.

We recognize the direction given by the Society’s Board of Governors, as reported to you in Mr. Barnhart's November 29
letrer. You may wish to know the specific motion adopted by the Boerd on October 22, 1978:

The Board of Governors accepts the submitted report of the Society’s Committee on Dividend Philosophy;

Authorizes continuation of the Committee on Dividend Philosophy with regard to continued and newly
identified research and Society discussion ;

Takes the position thet any results of the committee’s work, as it affects actuarial practice, should take effect
as standard practice;

Requests Vice-President Lackie to work with the Presidents of the CIA and AAA and the Chairman of the
Society’s Committee on Professional Conduct to set in motion implementation of appropriate standards of
practice as called for by the Committee on Dividend Philosophy that emerge from the current and future
work of this committee as accepted by the Board of Governors.

The profession’s reactions to our exposure of an opinion, 1s found in our report released last October and shared with you
in Indianapolis, have been supportive, The general and seemingly widely held belief is that we are on the right track, fora
difficult subject; and the profession is eager to wrestle with more details and specifics.

To that end, our committee met last on March 16 in Chicago. All but two members were present, and they each were
represented by an associate from their office, In addition, all three linison persons identified above were present.

As agreed at that March 16 meeting, specific actions we are pursuing, with the intended timetable, include:

1. All committee members are currently wrestling with the specifics of a recommendation which would support the
opinion we have exposed. Thoughts zre being shared on a very preliminary outline draft of such a recommendation.

2, By the first of May a subcommittee will redraft the outline, and this will be shared with all committee members by
mid May.

3. The committee plans to meet next in Kansas City on May 24 to discuss the progress on that drafting.

4, Simultaneously, another subcommittee is attempting to develop a clearer understanding of the practices of stock
companies which might relate to our charge. We will then evaluate how those practices relate to our opinion and
supporting recommendation. As our draft opinion stated, we intend it should apply to “mutual companies and the
participating business of those stock companies which treat such business essentially as though it were a sepatate
mutual company.” After our survey we will better be able to see what should fall within our opinion and recom-
mendation and what might more appropriately be addressed elsewhere — for example, by the American Academy of
Actusries committee.

5. It is our intention to have a useful draft of a rather detsiled recommendation available to Society members this fall,
for discussion at the October 22-24 Society annual meeting.

We recognize this a5 a rather ambitious schedule, considering the scope and complexity of the subject. We adopted itass
reflection of the importance we place on the matter and our desire to be of scrvice, as s profession, to the regulators, the
insurers we serve, and the public who rely on the dividends paid and illustrated.
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We are pleased to keep in close contact with you. Don't hesitate to contact Chairman Lancaster or the undersigned when
and if you huve any questions or desire further information.

Mr. E. B. Lancaster, Chairman, Executive Vice-President, Metropolitan Life Insurance Company; Mr. J. A. Fibiger,
Executive Vice-President, Home Office Administration, New England Mutual Life Insurance Co.; Mr. H. D. Garber,
Executive Vice-President, Equitable Life Assuraace Society of the United States; Mr. R. P. Hill, Vice-President, Prudential
Insurance Company of America; Mr. R. R, Jensen, Senior Vice President, Operations, Northwestern Mutual Life Insurance
Co.; Mr. R. A. Miller, VicePresident & Corporate Actusry, Aetna Life and Casuslty; Mr, D. B. Maier, Acting Secretary,
Actuary, Mctropolitan Life Insurance Company; Mr. R. S. Miller, Senior Vice-President 8 Chief Actuary, Southwestern
Life Insurance Company; Mr. W, N. Miller, Vice-President and Actuary, New York Life Insurance Company; Mr. B. L.
Munson, VicePresident & Actuary, Insurance Products, Aid Association for Lutherans; Mr. D. S. Rudd, Senior
VicePresident, London Life Insurance Company; Mr. W. A, Spare, Vice-President and Actuary, Provident Mutual Life
Insurance Co.; Mr. T. C. Sutton, Second Vice-President, Individual Actuarial, Pacific Mutual Life Insurance Co.

BANSERER
To: Life Insurance (C3) Cost Disclosure Task Force
From: Society of Actuaries Committee on Dividend Philosophy
Date: June 2, 1979
Re: Status Report
This report covers the progress of the committee since our last report to you dated April 1, 1979,
The major work of the committee since that time has been proceeding with the development ot a papet presenting *‘recom-
mendations concerning actuarial principles and practices in connection with dividend determination and illustretion.™ A
subcommittee went through several drafts prior to the committec’s last meeting in Kansas City on May 24, 1979. At that
meeting, the latest draft was reviewed in some detail. It continues to be the goal of the committce to have a useful drafc
dimributed to the Society members at the October 22-24 meeting in Bal Harbour, Florida, for discussion.
A draft questionnaire to be sent to stock companies was also distributed to the members at the May 24th committec
meeting. The purpose of this questionnaire is to survey stack company practices with respect to nongusranteed benefits.
This will help the committee consider the extent to which its recommendations should apply to stock companics and what
practices of stock companies would not be given separate consideration. It is planned that this questionnaire will be in final
shape for distribution this fall,

Once again, we are pleased to have this opportunity to keep you informed of our progress. Of course, Chairman Lancaster
or I would be pleased to respond to any further questions you may have,
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To: Life Insurance (C3) Cost Disclosure Task Force

From: American Academy of Actuaries Committee on Dividend Principles and Practices

Date:  April 1, 1979

Re: Status Report

Our committee has been formed since the exposure of the Society of Actusries drafted Opinion $-7: “Actusrial Principles
and Practices in Connection with Dividend Calculation and Itlustration.” It is cur purpose to assist in implementing stand-

ards of practice for the actuarial profession in the United States in this subject area.

Qur committee's charge, as given by the Academy's Board of Directors, reads:
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The purpoe of this committee is to consider means of implementing appropriate standards of practice in
connection with the allocation and illustration of dividends on fife insurance policies. The committee shall
coordinate its work with the Society of Actuaties’ Committee on Dividend Philosophy and with any appro-
priate committee of the Canadian Institute of Actuaries.”

The committee membership, found at the end of this veport, includes three members of the Society Commictee, for some
overlapping membership was felt to be needed to assist in the close coordination between the two committees.

Our committee, it appears, will hold its first meeting in Kansas City on May 23 or 24. As we prepare for that meeting, we
are giving particular thought to these three areas related to the actual development of a recommendation by the Society
Committee:

i. What type of “Actuarial Certificate on Dividend Computation” (as it was called in last fall’s report of the Society
Committee) would be appropriate for the annual statement (or elsewhere)? This can be pursued, albeit not fully
concluded, while the standards of practice to which it refers are being developed.

2. What, if anything, can or should be done with Schedule M to relate to the developing actuarial standards of practice
and to make the schedule more usefui?

3. What might be developed as a “consumer impact statement” which would assist the consumer in more clearly
understanding the nature of dividends, paid end, particularly, illustrated, consistent with the developing zctuarial
standards of practice? This is related to the variety of caveats used, or not used, by insurers today to describe to the
buying and insured public the nature of dividends.

These are particular areas which our Academy Committee appropriately can pursue while we also attempt to assist the
Society Committee in its simultaneous development of the final opinion and its derailed supporting recommendation.

At the risk of ovemsimplification, perhaps a word sbout the nature of both the Academy and the Society would assist in
understanding how these two committees view their roles. The Society is more the scientific body. It is engaged heavily in
research and in the education and examination of its members. It is international in scope, covering both the United States
and Canszda. The Academy, on the other hand, is a US-only body. (Its US-only nature explains the creation of a similar
committee in the Canadian Institute of Actueries.) It has the function of interfacing more directly and frequently with
government. Thus, it is a logical and practical division of effort in this large and complex task that the Society Committee
develop the specifics of the standards of actuarial practice and the Academy Committee “consider the means of imple-
menting" them.

You might also find useful a brief outline of the mechanics we envision for stating our standards of actuarial practice on
this subject. There are precedents which serve to illuminate the path we're on, and a structure is in place for our use.

There are four levels of stated principles and practices. From the more genersl to the more specific, they are: Guides to
Professional Conduct, Opinions as to Professional Conduct, Recommendations, and Interpretations. Each level serves to
support and amplify the more general level(s} above it. Both the Society and the Academy have adopted essentially identi-
cal guides, seven in number. They are general and brief, varying from one to four paragraphs each. Similarly, both the
Society and Academy have adopted six essentially identical opinions, These are of somewhat greater detail and length,
averaging three pages each in our Year Books. It is such an opinion that the Society Committee exposed last fall.

What is being pursued now by the Society Committee, and which our Academy Committee would help implement, is a
supporting recommendation, perhaps with interpretations. There are two such detailed documents currently in place to
guide actugrial conduct. Both are Academy adoptions. One is “Financial Reporting Recommendations and
Interpretations.” The other is “Pension Plan Recommendations and Interpretations.” While length per se is no criterien,
you may wish to know that these number 44 and 21 pages, respectively, in the 1978 Academy Year Book. It is our best
guess that the “Dividend Recommendations and Interpretations’ (or whatever it will be named) that is currently being
pursued also probebly will run many pages.

The Academy Committee is pleased to be in place and looks forward to assisting both our profession and its publics,
including specifically the NAIC, as this matter is pursued over the coming months.
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John Harding, Chairman, Vice-President and Actuary, National Life Insurance Company; Jon Christopherson, Assistant
Actuary, Woodmen of the World; J. Jacques Deschenes, Vice President and Actuary, Sun Life Assurance Company; James
Kamble, Towers, Partin, Forester and Crosby William Krisher, Senior Vice-President, Connecticut Mutual Life Insurance
Co.; Walter Miller, Vice-President and Actuary, New York Life Insurance Company; Bartley Munson, Vice-President and
Actuary, Insurance Products, Aid Association for Lutherans: Paul Overberg, Senior Vice-President and Chief Actuary,
Allstate; Michael Ristau, Assgciate Actuary, CNA Insurence Company; John Roberts, Senior Vice-President, Cororate
Services, Pan-American; Richard Robertson, Vice-President, Lincoln National Corporation; Richard Stenson,
Vice-President and Associate Actuary, Equitable Life Assurance Society; Thomas Sutton, Second Vice-President, Pacific
Mutual Life Insurance Co.

EL LTI L]

To: Erma Edwards, Chairman
Life Insurance (C3) Cost Disclosure Task Force

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

Date: May 29,1979
Re: Update on Committee Activity

This committee met in Kansas City on May 23 and 24, to explore in detail the nature of the problem we are trying to solve
and to agree on a course of action.

The probiem is the scope of practices with regard to dividend allocation and illustration has been expanding significantly in
the past decade. This expansion has occurred as a result of two primary factors. First, consumer and regulatory interest in
cost disclosure has made companies more concerned with the illustration of low-cost products. Second, advances in com-

puter technology have made it possible for companies of 2ll sizes to adopt far more elaborate methods to allocate and
itlustrate dividends.

The Society of Actuaries Committee on Dividend Philosophy is defining appropriate standards of practice for dividend
allocation and defining the relationship between dividend allocation and dividend illustration. These standards of practice
will necessarily and properly give the actuaries and companies broad scope in the allocation process, but at the same time,
they will force consistency between allocation and illustration.

While these standards of practice will limit the range of permissible dividend illustrations, there will still exist dividend
illustrations which are not truly comparable. The pattern of the solution to this problem is expected to be the following
nature:

This Academy Committee will use the work of the Society Committee as the basis for establishment of a proper frame-
work to:

A.  Provide full disclosure to company management with regard to the method of dividend allocation and its consis-
tency with actuarial standards of practice and the relationship between allocation and illustration; and

B, Inform and disclose to the insurance commissioners and the informed public that the standards for allocation and
illustration have been met, with full disclosure of any exceptions, This will include a certification by the responsible
gctuzry in the annual statement. It may also include a revision of Schedule M to provide more information relevant
to the company’s practices of allocztion and illustration ;and

C. Inform the prospective buyer of the nature of the dividend illustration presented and itg impact upon cost compari-
sons.

Drafts of items B and C arc being prepared and distributed within the committee. It is expected that substantial progress

can be made with these drafts through the use of telephone and mail. The date of the next meeting will depend upon the
rate of this progress.
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To: Erma Edwards, CLU, FLMI
Chairman, Cost Disclosure Task Force

From:  Edwin B. Lancaster
Society of Actuaries’ Committee on Dividend Philosophy

Date:  April 23,1979
Re: Draft Opinion 5-7

Your letter of April 9, 1979 indicates that Jack Moorhead raised a question as to the interpretation the Dividend
Philosophy Committee had in mind for the word ‘“nominal” when its draft opinion stated that it related primarily to
mutual life insurance companies and that participating business of stock life insurance companies which *except for &
nominal contribution to sharcholder interests, is conducted as though it constirutes & separate mutual company.”

Section 216 of New York's Insurance Law provides that no company can issue both participating and nonparticipating
business in New York unless it agrees that no profits on participating business shall inure to the benefit of stockholders
“in excess of the larger of (a) ten percent of such profits, or (b) fifty cents per year per one thousand dollers of partici-
pating life insurance. . .” This is what we had in mind when we referred to a “nominal” contribution to sharcholder
interests.

As indicated in Bart Munson's report to you, we are plenning a survey to determine the range of practices of stock com-
panies writing participating business. When this survey is completed, we will be in a better position to more specifically
define the kinds of participating business of stock companies to which the mutual company opinion should apply and then
to consider just whst approach we or the Academy of Actuaries’ Committee might take with respect to other participating
business of stock companies.

1 hope that this note satisfactorily responds to your question. While it is nor likely that we can respond much more spe-
cifically at this time, please feel free to call me (212-578-3181) or Don Maier (212-578-2955) if you wish to discuss this
further.
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To: Erma Edwards, Chairman
Cost Disclosure Task Force

From: Charles Greeley, Chairman
Advisory Committee on Monitoring the Impact of the
NAIC Model Life Insurance Solicitation Regulation

Date: March 15, 1979
Re: The Activity and Current Status of the Advisory Committee

The first meeting of the committee was held on January 31, 1979, It was recognized that considerable research has aiready
been dene in the area of public attitudes toward the purchase of life insurance. As an initial step, we felt it essential to
review and codify che existing material — not only to avoid duplication of effort bur, more importantly, to document the
trend of public attitudes and industry responses over the years.

Accordingly, we asked that the ACLI staff develop a bibliography of relevant existing materials, the result of which is
attached to this letter. The bibliography has been annotated to indicate the nature and major findings of each of the
studies. Of course, we intend to expand this bibliography as addidonal information becomes available. For example, the
study by Professor Formisano is now underway and its results will obvicusly be taken into account in the commirtee’s
considerations.

The committee also reached agreement as to certain fundamentals which would apply to any method for monitoring the
impact of the NAIC Model Life Insurance Solicitation Regulation - as follows.
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1. Comparative Trends

A major purpose of the NAIC Model is to educate the insurance-buying public, both with respect to types of insurance
which can meet individual needs and methods for evaluating the relative costs of similar policies. Education by its nature is
a continuing process, and the cumulative impact over a period of years is probably more significant than the results of 2
study made at any given point in time.

Various industry market surveys in past years can serve to provide a starting base of the general level of public under-
standing that existed prior to the introduction of the NAIC Model. However, surveys conducted currently and in the
recent past would indicate only the initial impact of the educational process. Time will be needed to measure a full impact
— as the NAIC model becomes more widely distributed, and as the public becomes increasingly familiar with its contents.
Thus, the committee betieves than an effective monitoring system must be an on-going process which focuses on the trend
of public attitudes over a number of years.

2. Objectivity

As 2 second fundamental consideration, the committee believes that the broadest possible parameters must be used to
obtain an accurate and objective picture of consumer understanding and educational trends. Surveys should cover repre-
sentative areas throughout the United States, rather than a limited area within one state. They should look et reactions

from different segments of the broad market — i.c., from those who purchase small versus large insurance amounts, and
from the young to the old insuring ages.

In this connection, attached is a copy of a letter sent by Mr. Albus, Associate General Counsel of the National Association
of Life Underwriters. The letter is addressed to Professor Formisano and sets forth general concerns as to possible areas of
bias which would affect the objectivity of survey results,

The committee also believes that a monitoring system should not be limited to a survey of recent purchasers of life insur-
ance, but should be comprehensive and cover the impact of changing demands on companies and agents, as well as the
general public.

sedditEn

Consumer Reaction to Cost Disclosure:
An Annotated Bibliography of Studies

1. “Life Insurance Consumers: A Review of the Literature,” Life Insurance Agency Management Association and the
Institute of Life Insurance, LIAMA Research Report 1973-10, Hartford, Connecticut, 1973,

First of a series of three joint reports prepared at the request of the NAIC Life Insurance Cost Comparisons (3) Task
Force. A review of the literature of information on what consumers know about life insurance and want to know at
the point of sale. Most of the information is taken from nationwide surveys. A bibliography is also included.

2, “Life Insurance Consumers: An Exploratory Study of Artitudes and Expectations Regarding Cost Comparison,”
Institute of Life Insurance and Life Insurance Marketing and Research Association, New York, May 1974.

Second of three reports prepared at request of the NAIC Task Force. Findings from an exploratory study in which
300 respondents were interviewed in depth about the meaning of life insurance costs, the role of cost information in
the purchase decision, and receptivity to various cost information sources and methods.

3. “Life Insurance Consumers: A National Survey of Cost Comparison Attitudes and Experience,” Institute of Life
Insurance and Life Insurance Marketing and Research Association, August 1975,

Third and last in a series of reports prepared at request of the NAIC Task Force. Describes the findings of a nation-
wide survey of 2,036 adult household heads interviewed in Fall 1974. Based on the exploratory tesearch described
in the prior report, this survey dealt with the meaning of the cost of life insurance to consumers, saliency of cost,
expetiences in comparing cost, and reactions to specific cost comparison methods.
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“A study of Consumer Reaction to and Comprehension of a Life Insurance Buyer's Guide"” prepared by Actionfacts
for the NAIC, May 28, 1976,

This report, prepared for the NAIC, surveyed consumer reaction to an NAIC Buyer's Guide. Interviews were con-
ducted in March 1976 by telephone with 326 respondents. Respondents were promised a silver dollar if they com-
pleted the interview. The study found that consumers displayed little interest in the Buyer’s Guide. Those who
did read the guide found it understandable, informative and helpful. Recall of the mzin topics covered was good.
However, the cost section appears to have been confusing to many respondents.

“Impact Among Policyowners of the New Business Booklet 3,” Prudential Life Insurance Company, 1976.

A survey of policyowners, who received the NAIC Buyer's Guide, conducted in Summer 1976 showed that about
two in three recelled receiving the guide. Four in five who recalled receiving the guide stated that the document was
helpful. However, ability to understand the surrender cost index was very low.

“Life Insurance Policy Selection, Monitoring the Impact of Product Beliefs, Affect Toward Agent, and Exvernal
Memory,” R. W. Chestnut, unpublished Ph.D. Dissertation, Purdue University, 1977.

A study of life insurance decision-making based on an experimental study of 96 college undergraduates. The relative
importance of beliefs about such values, beliefs about life insurance protection and attitudes toward the agent were
measured as respondents chose between hypothetical term and whole life insurance products. A principal finding
was that attitudes toward the sgent are highly related to the araount of information acquired.

“Consumer Accessing and Use of Information in Making Life Insurance Purchase Decisions,” Technical Report
submitted to the Life Insurance Task Force of the Federal Trade Commission under contract No. L0226, J. Jacoby,
D. A. Sheluga, W. D. Hoyer and R. W. Chestnut, August, 1978.

Reports on an experimental study (involving 238 respondents) designed to test the extent to which consumers use
cost information when making a life insurance purchase, the extent to which consumers utilize other information,
and how different types of cost disclosure information affect consumer demands for information. Of special interest
was the importance of premiums on purchase decisions and the relationship of cost information received to cost of
policy selected. Another major goal of the study was to compare five cost “‘yardsticks” in terms of how much they
helped respondents choose policies, which yardstick led to the fastest decisions, and which yardsticks respondents
preferred most.

“Effectiveness of the Proposed FTC, NAIC and Belth Cost Disclosure Systems,” A Technical Report Submitted to
the Life Insurance Task Force of the FTC under contract No, L0226, J. Jacoby, D. A, Sheluga, W. D. Hoyer and M.
C. Nelson, August, 1978.

A presentation of the results of an experimental study of the effectiveness of five disclosure systems. A control
group that received neither buyer’s guide nor yardstick was also included in the study. Experimenta] subjects were
asked to select the lowest “cost” of eight policies, given a test of knowledge of life insurance and asked to choose
whether term or whole life insurance was appropriate for various hypothetical individuals. The performance of
experimental subjects given different cost disclosure information was compared.

“Life Insurance Marketing and Cost Disclosure Report Together With Dissenting Views” by the Subcommittee on
Ovwersight and Investigation of the Committee on Interstate and Foreign Commerce. House of Representatives,
December, 1978.

An evaluation of state regulation of life insurance marketing and cost disclosure. Specific issues addressed were does
the life insurance market operate smoothly to provide consumers the products they need, what are indicants, causes,
consequences and remedies of any market shortcomings, what is appropriate role of the FTC, and what does the
experience of the NAIC cost disciosure role indicate about state regulation. Among the witnesses who testified were
Albert Kramer, Director of the FTC's Bureau of Consumer Protection and Julius Vogel of the Prudential Insurance
Company.
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10.  “Approaches to Complying with Disclosure Regulations: A LOMA/LIMRA Joint Study,” LIMRA Research Report
1978-8, Hartford, Connecticut, 1978,

This report described the results of a survey of the membership of LOMA and LIMRA dealing with the practices of
companies in meeting the cost disclosure regulations in the various states. It also covered voluntary practices in
states that had not, at the date of the survey, adopted such regulations. The amount of business sold under disclo-
sure procedures is described, as are special assistance and training procedures provided by companies to the field.
The survey was conducted in October 1977 among 232 companies.

(LR 41171}

To: Professor Roger A. Formisano
Assistant Professor of Risk and Insurance
University to Wisconsin

From:  William N, Albus, Associate General Counsel
National Association of Life Underwriters

Date: November 2, 1978
Re: Questionnaire Objectivity

On behalf of Jim Douds and myself, let me say that it was a distinct pleasure meeting you last week and having the oppor-
tunity of discussing your projected survey to determine the effectiveness of the New Jersey Life Insurance Solicitation
Regulation.

As [ believe we indicated at that time, NALY has no serious objection against the zttempt to assemble accurate statistical
information regarding the effectivity of the subject regulation. As I mentioned to you, I am not personally knowledgable in
the methods and procedures for obtaining such data. I do, however, realize that objectivity should, at least logieally, be the
basic criterion for eliciting responses which will comprise the material upon which your anslysis will be based. I also know
both from my courtroom experiences as a trial attorney as well a5 common sense that many sought-after answers can be
obtained by the form and direction of the questions. For these reasons and without delving into the complexities of
market research, NALU strongly objects to the lack of objective balance in your questionnasire.

I appreciate your candor at the meeting whereby you indicated some of the individual issues were inserted at the insistence
of the FTC and I understood that you did not necessarily agree with them. This, however, does not alleviate the problem
of questionable questions. Certainly, if the study is directed toward equating whole life insurance purchases with other
forms of investment and emphasizing, however subconsciously, the advantages of term insurance over permanent and the
disadvantages of whole life without concomitant comments regarding the weaknesses of investmnents and term insurance,
it seems, to me at least, that the results will be immedistely suspect. If the FTC would only consult its own sister federal
agencies such a5 the Veteran’s Administration, they would be able to learn that term insurance is not in many instances a
particularly good buy. NALU has attempted to demonstrate this point philosophically, but the Vetetan’s Administration
has learned empirically of the inherent problems regarding NSLI purchases during the Second World War.

We feel, Professor Formisano, that the investigation is intended to engender a particulsr result. We are in no way accusing
you of deliberately attempting to do this but I believe if you detachedly examined the questions, you would discover that
such is the case. Although we appreciate the limitations which have been placed upon you by your employer, we cannot
accept the prémise that the perlustration as presently constituted will develop as unbiased, factual, unprejudiced and valid
conclusion.

At the meeting, I believe you indicated a willingness to amend st lesst some of the material before using it. Perhaps the
revision will give the process more objectivity. In any event, may we have a copy of the revised material when it becomes
available?

Once again, Professor, it was a plessure meeting with you and we appreciate the opportunity to comment upon your
project.

A0RINEEY
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To: Erma Edwards, CLU, FLMI
Chairman, Cost Disclosure Task Force

From:  Chatles Greeley, Chairman
Advisory Committee on Monitoring the Impact of the
NAIC Model Life Insurance Solicitation Regulation

Date: May 11, 1979
Re: An Updated Report on the Activity and Current Status of the Committee

In my first report I indicated the committee’s belief that & major purpose of the NAIC model is to educate the insurance-
buying pubtic;and that education is necessarily & continuing process which must be measured on & cumulative basis overa
period of years. The public education goal is really at the end of a chain of steps — through state requirements, company
compliance and voluntary actions, agent training, and finally consumer understanding and response. Our committee feels
that this long-term nature must be emphasized in order to avoid raising unrealistic expectations.

However, certain intermediate steps can be taken very soon. For example, the question of whether the NAIC model can
work might be addressed; e.g., are companies delivering the Buyer’s Guide and Policy Summary; are agents being trained to
explain this material and to use cost comparison indexes; and do agents discuss disclosure information with their cus-
tomers. Other steps aiming at a longer-vange study might be started, building upon ongoing industry research in the areas of
agent and public attitudes,

The necessary work to implement both short- and long-range projects was discussed at the second meeting of the advisory
committee held on April 1, 1979, following the meeting of the NAIC Life Insurance (C3) Cost Disclosure Task Force. The
following five projects were then outlined, with sny necessary decisions to be reached at the committee’s next meeting:

1. State Requirements — Information will soon be available as to the number of states that have adopted the NAIC
model; the number of companies voluntarily complying on a nationwide basis; and the percentage or purchasers
who are receiving the disclosure material called for by the NAIC model. A survey was conducted by LIMRA in
October 1977 and it is now being updated.

2, Impact on Companics — The committee is considering a survey of life insurance companies to determine: agents'
training programs: measures to ensure delivery of Buyer’s Guides and Policy Summaries;and the extent of feedback
(complaints or questions) from purchasers.

3. Impact on Agents — Information will be sought through the NALU and LIMRA to determine if agents’ opinions
and sales experience are being changed as a result of cost disclosure. LIMRA has for some time been producing a
“Survey of Agency Opinion"; specific questions on the NAIC madel will be included in the next survey scheduled
for release in the fall of this year.

4. Impact on Consumers — Since 1968 ACLI has conducted nationwide surveys of public attitudes toward life insur-
ance (called *Monitoring Attitudes of the Public™), The 1979 version is being releascd in May and includes questions
developed and reviewed by committee members, directed at the importance consumers attach to cost comparison
information and whether they fecl they are now getting sufficient information. Also under consideration is a joint
ACLI/LIMRA project to survey recent purchasers and consumers who were recently contacted by agents but did
not buy.

5. Statistical Information — The committee is considering the gathering of statistical information from companies in
&N attempt to measure the extent to which competition has intensified and buying patterns have changed — e.g.,
sales volume trends; any change in the number of policies returned under a “free look™ provision; and the splic
between term and permanent insurance sales.

In addition to the above the committee will continue to review and analyze the results of other activities which bear upon
our charge — such as, the Purdue University study, Dr. Formisano's study, and the recent hearings in Wisconsin.
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It is possible that the above projects will not only measure the general effectiveness of the NAIC model, but may reveal
certain particular areas of deficiency. While we understand that the present charge to your task force and our committee
is not to consider amendments to the model, we will, of course, inform you if our research suggests that certain changes
would be appropriate,

SRERINZRPIRNNA RN R NP RN IR RRI RN EDUSSRINERSANE RO NCANFEENEEANES

Report to the (C3) Task Force on Cost Comparisons
by the Special Task Force in Wisconsin

April 1979

At the public hearings held in Wisconsin on a propased solicitation regulation, Ins. 2.14, the industry requested that the
rate of return be eliminated from the regulation, and instead a special task force be formed to further study the matter.
One of the reesons for the suggestion was that in no event would rate of return information be required before January 1,
1980.

The suggestion was adopted by former Commissioner Harold Wilde, Jr.

A task force was appointed in October, 1978 consisting of the following members: William A. White, Associate Actuary,
American Council of Life Insurance; William M. White, Jr., Director of Government Relations, Connecticut General;
Bradford §. Gile, Actuary, State of Wisconsin Insurance Department; Donald B. Maier, Actuary, Metropolitan Life
Insurance Company; Stephen M. Rieth, Assistant Actuary, Aid Association For Lutherans;and William M. Snell, Associate
Actuary, Northwestern Mutual Life, es Chairman.

Our charge was as follows:

1. What is the relationship between the Linton yicld and the surrender cost index and what are the unique values of
each for purposes of understanding and comparing the costs of life insurance products?

2. Can additional meaning and context be given to the surrender cost index which would provide it with independent
significance and make it unnecessary to use a rate of return index?

3. Whet assumptions and context should be preseribed for all insurers to follow if a rate of retum index is to be used,
cither for cost comparison purposes, or to provide a measure of investment “‘yield” which is not subject to misrepre-
sentation?

Our first meeting was in November 1978, and we have met monthly since then. Total meetings to date number five. Qur
accomplishments to date are:

1, A conclusion that for the limited use of Linton yield now required by Ins. 2.14, there is no need to establish new
YRT rates. We do not endorse the rates set forth in the regulation, but the cost/benefit ratio does not justify further
work at this time.

(2.14 provides: “Any sales presentation which repeatedly refers to an insurance premium or element of the insur-
ance premium as & deposit, an investment, a savings or in any other phrase of similar impact, and does not disclose
the Average Annual Rare of Return Index for 10 and 20 years is an unfair marketing practice .. ."”)

2 We are in our penultimate draft of guidelines for providing policy summaries for in force policies. These guidelines
will be sent to all life insurance companies operating in Wisconsin, and hopefully decrease the number of questions
now being received by the Wisconsin insurence Department.

(2.14 requires: *‘For policies already issued and paying premiums on the effective date of this rule, policyholders
shall have the right to obtain a Policy Summary at cost. The company may charge a reasonable fee for preparing this
Summary, not to exceed $5, and may utilize reasonable assumptions in providing the cost disclosure information, so
long as they are clearly disclosed.”)
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3. We have requested data from companies writing in Wisconsin in order to carry out the Tirst charge given to us by the
Commissioner. Approximately 100 questionnaires have been received so far, and the programming is being checked
out. The work will be done at NML, but the questionnaires will be coded when we receive them for processing so
that the identity of individual companies will be preserved.

4, A qualitative analysis fo the Linton Yield method is also being drafted.

We will have another meeting before June 1979, and if the task force meets in Chicago, an additional progress report could
be made at that time.

We hope to be able to answer our charge by late 1979,

SEFEEDAS

Report to the (C3) Task Force on Cost Comparisons
by the Special Task Force in Wisconsin

Chicago, Hlinois
June 2, 1979

This report supplements that given to the task force on April 1, 1979 in New Orleans.
Data from approximatety 180 companies has been coded, checked, and is available from our data base.

Currently, Linton Yield percentages and Interest Adjusted Cost figures are being calculated. The raw data will be available
for the next meeting of the special task force later this month.

In addition 4 report is being written on all of the facets of the Linton Yield Method. Each member was assigned 2 specific
portion to write. First draft will be discussed at our meeting in late june 1979.

We are still aiming for a fall report on the viability of the Linton Yield Method.
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Actuarigl Guidelines

The {C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation recommends that the (C3)
Life Insurance Subcommittee adopt the four additional actuarial guidelines proposed in this special report and that these
actuarial guidelines be recommended to the (AS5) Financial Condition Examination Subcommittee for inclusion in the
actuarigl section of the Financial Condition Examiners Handbook. The four zdditional actuatial guidelines recommended
are:

Acceptable Approximations for Continuous Functions,

Interpretation Regarding Use of Joint Life Mortality Tables,
Interpretation Regarding Calculation of Equivalent Level Amounts, and
Interpretation Regarding Reserves for Single Premium Deferred Annuities.

Cowp

These four sctuarial guidelines were taken from a list of interpretations entitled “Interpretations of the California
Insurance Code with Respect to Valuation and Nouforfeiture Requirements Applicable to Life and Annuity Products.”
This list of interpretations was originally prepared within the California Department of Insurance. The interpretations in
the list are concerned with the Standard Valustion Law and the Standerd Nonforfeiture Lew, and they are of genersl
interest in all states which have passed these model laws. The Technical Task Force has been considering the interpretations
in the list on an individual basis.

Only the four actuarial guidelines identified above are being recommended at this time, but 2 number of other interpreta-
tions in the list are still being reviewed. Some of these other interpretations may be recommended in the future.

The text of each of the four recommended actuarial guidelines is given below, along with s brief description of the back-
ground material and the purpose and essential features,
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A.  Interpretation Regarding Acceptable Approximations for Continuous Functions

Text:
For reserves and values using continuous functions:
@ Dy=,f 1Dy, dt
By assuming that D, . is linear for 0 gt €1
D, $1/2 (D, + Dy q).
By assuming that the deaths in the year of age x to x+1 are uniformly distributed over that year of age,
D, +1(8—d)/521 Dy + [G — 81821 Dyyy

where: d = iv = i1+
& = force of interest
i = interest rate.

() Cy= of 1 DysrHysp dt

By assuming that deaths in the year of age x to x+I are uniformly distributed over that year of age,
C, 2/ 8) Cype

By assuming that the total deaths are concentrated at the middle of the year of age,
Ty 21400172, or (14i2)C,,.

Background Material

The actuarial mathematics used in caleulating net premiums, reserves and nonforfeiture values for life insurance policies
was first developed using two basic assumptions. These basic assumptions are: (1) that all death benefits are payable at the
end of the policy year of death and (2) that all gross premiums due under the policy arc payable annually at the beginning
of the policy year. Actuarial values which are caleulated under these two basic assumptions are described as being caleu-
luted using curtate functions. For any specific mortality table and interest rate, all the necessary actuarizl values are
uniquely defined for a policy using curtate functions.

The Standard Valuation Law and the Standard Nonforfeiture Law define minimum reserves and minimum nonforfeiture
values, respectively, for life insurance policies using curtate functions. These two model laws originated in the early 1940's
when almost all insurance companies were using the two basic assumptions inherent in the curtate functions. However, the
wording of the model laws does not prohibit insurance companies from using other aessumptions if the resulting reserves
and nonforfeiture values will always be at least as large as the minimum zmounts defined in these laws.

Nowadays, many insurance companies do prefer to use glternative assumptions in computing the reserves and nonforfeiture
values for their life insurance policies. These companies consider the alternative assumptions more appropriate for their
policies. These alternative assumptions are: (1) that all death benefits are payable immedigtely upon death and (2) that all
gross premiurns due under the policy are payable continuously throughout the policy year.

Actuarial values which are calculated under both of the alternative assumptions, pertaining to death benefits and gross
premiums, are described as being calculated using continuous functions. However, the underlying mathematics for con-
tinuous functions involves two integrals, representing the actuarial functions T, and D, which must be approximated.
In the past, there has been some disagreement among actuaries as to which approximations for the two integrals are the
most suitable. Because of the use of different approximations for these two integrals, actuaries have obtained different
numerical amounts for the necessary actuarial values using continuous functions even though these actuaries were working
with the same mortality table and interest rate,
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Some insurance companies prefer to calculate their reserves and nonforfeiture values assuming: (1) that death benefits
are payable immediately upon death and (2) that all gross premiums due under the policy are payable annually at the
beginning of the policy year. Thus, these companies are using the alternative assumption pertaining to death benefits and
the basic assumption pertsining to gross premiums. The underlying mathematics for the combingtion of these two assump-
tions involves the integral C,,, which must be approximated. Thus, the use of these two assumptions together gives rise to
essentially the same problem as using continuous functions.

Purpose and Essential Features

This actuarial guideline lists the approximations for each of the integrals, representing B, and C,, which are considered
acceptable for use by actuaries.

Once B, and T, have been determined, all the other necessary actuarial values will be uniquely defined for z policy using
continuous functions. Any two actuaries working with the same mortality table and interest rate would then obtain
exactly the same numbers for all these other actusrial values, at least if we assume that no errots in arithmetic will be
made.

The policies which assume: (1) that death benefits are peyable immediately upon death and (2) that all gross premiums
due under the policy are payable annually at the beginning of the policy year do not present any special mathematical
problems. The approximations in this actuarial guideline are all that an actuary needs to calculate net premiums, reserves
and nonforfeiture values.

This actuarial guideline would be helpful to state insurance departments in specifically listing those approximations which
can be accepted. This actuarial guideline may be helpful to insurance companies in advising their actuaries which approxi-
mations for D, and C, sre acceptable, possibly before any great amount of time or money is used in making calculations
of net premiums, reserves and nonforfeiture values on the basis of some other approximation. It is hoped that this actuarial
guideline will result in a uniform interpreation in most or all states, so that insurance companies can use a single set of
such calculations in most or all of the jurisdi~tions in which they operate.

B. Interpretation Regarding Use of Joint Life Mortality Tables Text:

Reserves and nonforfeiture values for joine life insurance benefits may be calculzted by treating the joint life table as
a single life table and applying the Stendard Laws accordingly.

Background Material

The great majority of life insurance policies provide single life insurence benefits. These policies identify one specific
individual as the named insured. A death benefit under the basic policy is payable if this named insured dies while the
policy is in force, Usually, there are no further gross premiums due on and after the death of this named insured. The
basic policy may provide endowment benefits which are conditional on the survival of this named insured. The policy
does not contain any provisions whereby the amount of the death benefits, endowment benefits or gross premiums are
affected by the survival or nonsurvival of any other persons besides the insured, except possibly in the settlement option
provisions or in the provisions of an attached term insurance rider which requires an extra premium.

In contrast to policies which provide single life insurance benefits, policies which provide joint life insurance benefirs
depend on the survival or nonsurvival of two or more named insureds. Until quite recently, virtually all policies which
provided joint life insurance benefits were written on the whole life insurance plan. Such policies paid the face smount as
# death benefit on the death of the first of the named insureds to die, provided that the policy was then in full force. No
further gross premiums were duc after the first death, and the policy terminated upon payment of the death benefit.

Recently there has been incressing interest in plans providing joint life insurance benefits, and insurance companies have
developed a variety of new life insurance plans. For example, some policies provide for payment of a death benefit only on
the death of the last to dic of the named insureds.

The Standard Valuation Law and the Standard Nonforfeiture Law cleatly apply to policies which provide joint life insur-
ance benefits as well as to policies which provide single life insurance benefits. Both of these model laws define as “expense
allowance™ which is added to the present value of the future guaranteed insurance benefits under the policy, end which
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affects the modified premiums used for computing minimum reserves and the adjusted premiums used for computing
minimum nonforfeiture values. A different amount of *‘expense ellowance™ is defined for nonforfeiture values than that
defined for reserves, but the principle is much the same.

Insurance companies are allowed to select “expense allowances” for use in computing their reserves and nonforfeiture
values up to the level of the “‘expense ellowances” defined in these model laws. A higher “expense allowance’ would
produce reserves or nonforfeiture values which are less than the minimum defined in the model laws, and therefore state
insurance departments can not permit companies to use 2 higher amount as 2n *‘expense allowance.”

The wording of these model laws is generally clear and precise in defining the “expense allowances” which are permitted
for policies which provide single life benefits, However, the proper level of the “expense allowances” for policies providing
joint life insurance benefits is not so clear. The “expense allowance” defined in the Standard Valuation Law depends on
the modified net premium for a policy on the 20 payment whole life insurance plan, and the “expense allowance” defined
in the Standard Nonforfeiture Law depends on the adjusted premium for a policy on the ordinary life plan.

Actuaries have had different opinions as to how to apply the joint life insurance mortality tables in order to obtain the
modified net premium and the adjusted premium required by model laws, so as to calculate the “expense allowances”
which ere appropriate under those laws. The question has become increasingly important with the development of the new
plans providing joint life insurance benefits.

Purpose and Essential Features

This actuarial guideline specifically states that insurance companies may treat the joint life mortality table as a single life
table, for the purpose of applying the Standard Valuation Law and the Standard Nonforfeiture Law.

This was the interpretation most commonly used for the original type of policy with joint life insurance benefits, written
on the whole life insurance plan with a death benefit of the face amount payable on the first death. The actuarial guideline
permits this interpretation to be used for all life insurance policies which provide joint life insurance benefits.

The purpose of this actuarial guideline is to assist state insurance departments, and insurance companies and their acruaries,
by setting forth one acceptable mannet of treating policies which provide joint life insurance benefits. Again, it is hoped
that this actuarial guideline will result in a uniform interpretation of what is scceptable in most or all states.

C. Interpretation Regarding Calculation of Equivalent Level Amounts Text:

Pure Endowments will not be considered in the determination of equivalent level amounts for valuation and nonfor-
feiture purposes.

Background Material

The "Background Material” section relating to the previous actuarial guideline went into some detail concerning the
“expense allowances” defined in the Standard Valuation Law and the Standard Nonforfeiture Law. (See Actuarial
Guideline B: “Interpretation Regarding Use of Joint Life Mortality Tables."”)

This Actuarial Guideline C is also concerned with the level of these “expense allowances’ defined in these model laws. The
most common plans of life insurance provide a level face amount as the death benefit, during the period the policy is in
full force. These plans do not provide for any benefit which is payable as a pure endowment. (A pure endowment benefit
pays a specified amount of pure endowment to the policyholder if the insured is still alive on the specified maturity date
and if the policy is still in full force on this maturity date.) However, policies which provide for a death benefit which

varies with the duration and policies which provide one or more pure endowment benefits can be legally written in most
staces.

The Standard Valuation Law and the Standard Nonforfeiture Law do apply to such policies with varying death benefits or
pure endowment benefits. In fact, the wording of the model laws shows that considerable thought was given to the treat-
ment of these kinds of policies. In the case of both model laws, the present value of future guaranteed benefits under
the policy cleatly includes both the death benefits and the pure endowment benefits provided. A more difficult question is
involved in the calculation of the “expense allowances” defined under these model laws.
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The Standard Nonforfeiture Law includes a paragraph which reads as follows:

In the case of & policy providing an amount of insurance varying with duretion of the policy, the equivalent
uniform amount thercof for the purpose of this Section shall be deemed to be the uniform amount of insur-
ance provided by an otherwise similar policy, containing the same endowment benefit or benefits, if any,
issued at the same age and for the same term, the amount of which does not vary with duration and the
benefits under which have the same present value at the dave of issue as the benefits under the policy; pro-
vided, however, that in the case of 2 policy providing a varying amount of insurance issued on the life of 2
child under age ten, the equivalent uniform amount may be computed as though the amount of insurance
provided by the policy prior to the attainment of age ten were the amount provided by such policy at age
ten."”

While the wording of the above paragraph is rather complex, the meaning scems to be actuarially precise. The paragraph
defthes an “equivslent uniform amount™ which affects the “‘expense allowance™ defined in the law. The phrase “containing
the same endowment benefit or benefits, if any” effectively means that pure endowment benefits sre to be ignored in
computing this “‘equivalent uniform amount.” This “cquivalent uniform emount” is often described informally as the
“equivalent level amount.” This “equivalent uniform amount” or “equivalent level amount™ becomes a sort of weighted
average of the death benefits provided by the policy, an average which is not affected in any way by the pure endowment
benefits which may be provided by the policy.

The Standard Valuation Law is not nearly so clear on this point. It contains wording as follows:

Reserves according to the commissioners reserve valuation method for (1) life insurance policies providing for
a varying amount of insurance---- shall be calculated by a method consistent with the principles of the
preceding paragraph----."

(Note that the quoted wording refers back to the preceding paragraph in the Standard Valuation Law. It does not intend
to refer to the paragraph quoted from the Standard Nonforfeiture Law.)

Most actuaries have interpreted the Standard Valuation Law 50 as to use an “cquivalent level amount” which is not
affected by any pure endowments included in the policy. They would then use this “cquivalent level amount” to calculate
the “expense allowance” defined in the model law. This “‘equivalent level amount” is also a weighted average of the death
benefits provided by the policy, in the same fashion as the *equivalent uniform amount™ used in applying the Standard
Nonforfeiture Law. Some insurance companies use the same “equivalent level amount,” for the purpose of the Standard
Valuation Law, as the “equivalent uniform amount” defined in the Standard Nonforfeiture Law. Other companies use a
very similar calculation to obtain a special “equivalent level amount,” for the purpose of the Standard Valuation Law,
based only on the death benefits provided on and after the first policy anniversary.

Some actuaries have felt that the wording of the Standard Valuation Law permits an alternate calculation of the “equiva-
lent level amount™ which would be affected by pure endowment benefits. Such an “equivalent level amount” would be
used to calculate an “expense allowance” under the Standard Valuation Law, even though the “equivalent level amount”
no longer has the character of a weighted average of the death benefits provided by the policy.

The inclusion of the pure endowment benefits in the calculation of the “equivalent level amount” would affect the level
of the “expense allowance” defined in the Standard Valuation Law, and therefore it would affect the level of the minimum
reserves required by the policy. Typicelly, the denominator of the fraction used in caleulating the “equivalent level
amount” would remain the same, but the numerator of this fraction would be increased because of this inclusion. Thus,
the “equivalent level amount” itself and the resulting ““expense allowance” defined in the Standard Valustion Law would
also be increased with the inclusion. The end result of the inclusion would be lower minimum reserves at every duration.

Purpose and Essential Features

The chief objection to the inclusion of pure endowment benefits into the *‘equivalent level amount” is that such inclusion
was not clearly intended by the Standard Valuation Law. The inclusion would generally act to lower the level of minimum
reserves required in policies which do contain pure endowment benefits.
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If the inclusion were expressly permitted, some insurance companies who wished 1o do so might be able to engage in
manipulation to lower the reserves on their new policies. Such companies would accomplish this by revising their current
policy forms so as to add purc endowment benefits to the current forms, or to increase the pure endowment benefits
already included in the current forms.

If the amounts and maturity dates of the new pure endowment benefits were carefully selected, a considerable degree of
reduction in the reserve factors would probably be possible.

This actuarial guideline would expressly prohibit including the pure endowment benefits in determining the “equivalent
level amount” for either valuation or nonforfeiture purposes. As explained under “Background," the need for this actuatial
guideline arises primarily for valuation purposes under the Standard Valuation Law. The wording of the Standard
Nonforfeiture Law is sufficiently precise that this actuarial guideline is virtually a truism for the purpose of calculating
nonforfeiture values.

The purpose of this actuarial guideline is to assist state insurance departments and insurance company actusries by

identifying a method of caleulzting “equivalent uniform amounts” and “expense allowances” which is not considered
proper and which will not be accepted.

D. Interpretation Regarding Reserves for Single Premium Deferred Annuities Text:

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

Background

This actuarial guideline relates to the calculation of resetves for annuities. It is especially concerned with adequate reserves
for single premium deferred annuities having high cash surrender values. There is no future premium income to the insur-
ance company on single premium annuities, and the growth in cash surrender values from one contract year to the next
year is effectively limited to the interest earnings on the net single premium. (The net single premium is the balance of
the gross single premium which remains after deductions for the insurance company’s expenses.)

Most of the state insurance departments do not feel that they have the authority to disapprove a single premium deferred
annuity contract, because its schedule of guaranteed cash surrender values is such that the insurance company must eamn an
interest rate higher than the maximum interest rate allowed for calculating its reserve for such contracts. However, the
hazard inherent in gusranteeing such high interest rates must be recognized. If an insurance company chooses to sell such
single premium deferred annuities, it must set up reserves on the basis that it may not be able to earn interest in the future
at a rate higher than the statutary basis.

The Standard Valuation Law defines minimum reserves for annuity contracts as well as for life insurance contracts. Some

states have already passed the most recent version of the Standard Valuation Law. It contains a paragraph which reads as
follows:

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

This actuarial guideline becomes & truism in these states. It should be noted that the wording of this paragraph distin-
guishes carefully between “present values,” which are calculated at the maximum rate of interest allowed for company
reserves, and “future guaranteed benefits,” which are computed at the interest rate or rates specified in the contract for
determining guaranteed benefits. In the case of single premium deferred annuities, there are no future valuation considera-
tions and the “future guazanteed benefits” are the cash surrender values at the various durations.
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The real need for this actuarial guideline arises in the remaining states, which have not yet passed this most recent version
of the Standard Valuation Law. In most of these remaining states, the applicable portion of the Standard Valuation Law
reads as follows: “Reserves according to the commissioners reserve valuation method for ---- (2) annuity and pure endow-
ment contracts ---- shall be calculated by a method consistent with the principles of the preceding paragraph ----."

However, the preceding paragraph of text in the Standard Valuation Law does not [end itself to the calculation of reserves
for these types of single premium deferred annuities. The wording is somewhat ambiguous as it relates to annuities in
general, and it gives no guidance whatever to state insurance departments in providing for the special hazards of a high
guaranteed interest rate in the cash surrender values for these single premium deferred annuities.

Purpose and Essential Features

The most recent version of the Standard Valuation Law was adopted by the NAIC in December 1976. While some state
legislatures have already considered and passed it since that time, other state legislatures have not yet done so, Some of the
remaining states may pass this version later, when they have had more time to review and consider it.

In the meantime, there is a continuing trend toward high interest rates throughout the marketplace. Single premium
annuities with relatively high cash surrender values are becoming increasingly attractive to the public, especially if the
increase in the gueranteed cash surrender values from one policy year to the next is reasonably competitive with interest
rates available elsewhere such as the rates pzid by banks or savings and loan institutions. More and more insurance com-
panics are offering such annuity products,

The problem of determining proper reserves for these single premium annuities can not be postponed indefinitely. It has
generally been settled in those states which have adopted the December 1976 version of the Standard Valuation Law.
However, it does not seem prudent for the insurance departments in the other remaining states to wait for legislative
action. The annuity contracts in question are subject to a recognized hazard, unless they are properly reserved; and the
solution to the problem will have to be fairly prompt in order to adequately protect the policyholders in these states from
the distress of a possible insolvency.

The actuarial guideline would adopt the same method described in the December 1976 version of the Standard Valuation
Law zs the proper method of reserving these single premium deferred annuities. There does not appear to be any conflict
with the version of the Standard Valuation Law currently in effect in these other states. Rather, this actuarial guideline fills
in a “gap” where the law is ambiguous and unclear,

Like other actuarial guidelines in this group, this actuarial guideline will assist state insurance departments, and insurance
companies and their zctuaries, by identifying the proper reserve method for these single premium deferted annuities. It is
also hoped that this actuariz] guideline will result in g uniform interpretation of reserve requirements for these annuities in
most or all states.

(C) Committee Technical Task Force to
Review Valuation and Nonforfeiture Value Regulation

Life Insurance
June 1979
CONTENTS
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A, Proceedings of the NAIC Technical Task Force

This report concerns only the proceedings of the NAIC Technical Task Force To Review Valuation and Nonforfeiture
Value Regulation since the December 1978 meeting. Recommendations for appraval of four guidelines, which are intended
to be sent on to the (A5) Financial Condition Examination Subcommittee for inclusion in the Financial Condition
Exzminers Handbook, were made in a Special Report dated May 2, 1979, and sent to all members of the NAIC.

The report includes the minues of the meeting held on December 2 and 3, 1978, (Artachment A); a mailing to the NAIC
Technical Task Force members daved April 20, 1979, which contained an instrument entitled “Disclosure Guidelines for
Partisl-Endowment-Type (“Deposit-Term-Type”) Insurance” and which requested that the members vote on these guide-
lines (Attachment B); u letter from Arthur C. Cragoe of Franklin Life Insurance Company to John K. Booth of the
American Council Life Insurance dated January 25, 1978, pertaining to the definition of an annuity, slong with a trans-
mittal letter from Larry M. Gorski of the Technical Task Force dated December 14, 1978 (Attachment C). Also included is
a letter from Ronald L. Benedict of Ohio National Life Insurance Company dated April 3, 1979, relating to single premium
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immediate annuities (Attachment D); a letter from Eerl E. McCann of the Connecticut Insurznce Department dated May 3,
1979, relating to the practice of using gross premium sufficiencies a5 an offsct against deficiency reserves (Artachment E);
an exposure draft of a report from the Society of Actuaries Committee To Recommend New Mortality Tables for
Valuation to the Board of Governors of the Society {Society will publish; not reprinted bere], along with a transmittal
memorandum from Committee Chairman C. A. Ormsby dated January 25, 1979 (Attachment F); a revised draft of the
proposed variable annuity nonforfeiture regulation, along with a2 transmittal memorandum from Jerome S. Golden,
Cheirman of the Variable Products Advisory Committee, dated March 1, 1979, and other related information (Attachment
G); and a letter from John K. Booth dated May 11, 1979, relating to reserve strengthening for insurance companies earning
lower interest rates than the rates assumed in their reserves (Attachment H),

In the past it has been customnary for the NAIC Technical Task Force to meet twice during each semi-annual period from
December 1 to May 31, and June 1 to November 30. However, a meeting which was planned for April 10 and 11, 1979,
had to be cancelled because it became apparent that a quorum of the members could not be present. In response to the
mailing of April 20, 1979, identified above as Attachment B, the NAIC Technical Task Force members voted in favor of
referring the guidelines to the NAIC Life Insurance Cost Disclosure Task Force, with the recommendation that these
guidclines be approved by the task force. The NAIC Technical Task Force did not take any other official action after the
December 1978 meeting.

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

1. Actuarigl Guidelines

. Four actuarial guidelines are recommended at this time. (See the Special Report dated May 2, 1979, which
immediately precceded this report.)

b. One additional set of guidelines entitled *“Disclosure Guidelines for Partisl-Endowment-Type {“Deposit-Term-
Type™) Insurence™ is being referred to the NAIC Life Insurance Cost Disclosure Task Force, with the recom-
mendation that these guidelines be approved by that rask force. (See Attachment B.)

These guidelines would apply to the types of life insurance policies which are commonly described as
“deposit term plans” or “modified premium whole life plans.” Thesc guidelines are concerned specifically
with disclosure, and they do not include any speciail reserve or nonforfeiture value requirements for these
types of policies.

c. The NAIC Technical Task Force is now working on three actuerial guidelines relating to annuities.

(a)  Definition of an Annuity: Annuities need to be precisely defined so that they can be distinguished
from life insurance contraces. The problem manifests itself in contracts were the insurance company’s
risk in providing a death benefit is relatively small, in relation to the other benefits under the contract.
The minimum standards for reserves described in the Standard Valuation Law will be quite different,
depending on whether or not such a contract is classified as an annuity. Also, in those states which
have passed the Standard Nonforfeiture Law for Individual Deferred Annuities, the minimum nonfor-
feiture values will also be quite different. Generally, the minimum nonforfeiture values would be
higher in these states if the contract s considered as an annuity. Because these laws themselves do not
define an annuity, state insurance departments need an appropriate definition to apply to contracts
which have some of the aspects of an annuity. It should not be necessary for a state insurance depart-
ment to have to rely entirely on the title given to the contract by the insurance company which offers
it.

Attachment C describes three alternative definitions for an annuity. The NAIC Technical Task Force
will discuss these three definitions at its June 1979 meeting, and attempt to develop a suitable
actuarial guideline.

(b}  Definition of a Group Annuity: For similar reasons, group annuities need to be distinguished from
individual annuities, The minimum standards for reserves described in the Standard Valuation Law are
different for group annuitics then for individual annuities, because a different mortality table and
interest rate are used in the computation. Generally, an insurance company would have to hold higher
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reserves for the same type of obligation to provide income benefits if the contract is considered as an
individual annuity. Also, the Standard Nonforfeiture Law for Individual Deferred Annuities defines
and requires minimum nonforfeiture benefits for the typical individual annuity, but this law applies to
group annuities only to e very limited extent.

The major question before the NAIC Technical Task Force is to determine the extent to which a
group annuity can properly allocate benefits to specific individuals, other than the benefits which
become payable at death, termination of employment or retirement. Many contracts which are labeled
s group annuities have some of the aspects of individual annuities. For example, the contract terms
may allow individuals to withdraw from the annuity 2t any time they choose in exchange for a speci-
fied cash surrender value. A guideline which defines group annuities would assist state insurance
departments in defining and identifying group annuities for the purpose of the two lews described
above,

The NAIC Technical Task Force discussed this subject in December 1978, and it will be considered
further at the June 1979 meeting.

(c)  Definition of an Individual Single Premium Immediate Annuity: 5till another question involves the
definition of individual single premium immediate annuities ;which also needs to be considered by the
NAIC Technical Task Force. Here the problem lies in distinguishing individual single premium
immediate annuities from other individual single premium annuities. The Standard Valuation Law
allows a higher interest rate to be used in calculating minimum reserves for individual single premium
immediate annuities than for any other types of individusl annuities. A guideline which defines
individual single premium immediate annuities would assist state insurance departments in defining
and identifying the annuities which can properly be reserved at these higher interest rates. This ques-
tion was presented to the NAIC Technical Task Force very recently and it will be discussed for the
first time at the June 1979 meeting. Attachment D is a letter related to this question.

d. The NAIC Technical Task Force is also working on other possibie actuarial guidelines, in connection with &
list of interpretations of the California Insurance Department. (Please sce the 1978 NAIC Proceedings, V. II,
pp- 452-3 for the original list of these interpretations.) The four actuarial guidelines now being recommended
were developed from interpretations in the original list, and eight other interpretations in the list are stitl
under consideration for development into sctuarial guidelines. Attachment E is a letter which relates to one
of these eight remaining interpretations,

It has also been suggested that the NAIC Technical Task Foree shouild develop 2 guideline for caleulating
nonforfeiture values for life insurance policies with varying gross premiums, under existing laws, with a target
date of December 1979 for completion of the project. This suggestion is & new proposal, and it has not yet
been discussed at any of the NAIC Technical Task Force meetings.

New Mortality Tables for Individual Life Insurance

The Society of Actuaries Committee To Recommend New Mortality Tables for Valuation has now prepared its
report to the Board of Governors of the Society. The Board of Governors has received this report, and it has author
ized release of the report for exposure to members of the Society. The board had a number of comments and
points, which it has asked the committee to consider and then report back on. It is expected that the further expo-
sure may raise additional points for consideration by the committee in the future. The proposed new moruality
tables are expected to be discussed in detail at the annual meeting of the Society of Actuaries in October 1979,

A copy of the report of the committee is included as Attachment F [not reprinted bere]. However, it should be
understood that exposure within the Society will not be completed for several months.

One significant difference between the recommendations in Attachment F and the mortality tables now in use is
that the recommended mortality tables were developed separately for males and females, with each table being
derived from groups of insured lives which were confined to that sex. The mortality tables currenty in use make
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use of essentially the same table of mortality rates, but these rates are intended to reflect male mortality. Insurance
companies are permitted to use an age setback of a specified number of years in applying these tables to female
lives. The most recent versions of the Standard Valuation Law and the Standard Nonforfeiture Law allow companies
to assurne that @ female insured is as much as six years younger than her actual age,

It should be noted that the charge of the Society of Actuaries Committee which produced Attachment F is directed
toward valustion, the computation of reserves for life insurance policies. Considerable work is necessary in order to
determine the suitability of these mortality tables for the computation of cash surrender values and other nonfor-
feiture values. This question will involve the testing of various assumptions for “expense allowances.” These trial
*expense allowances” would be used in computing “‘adjusted premiums” and then applied prospectively to obtain
minimum eash surrender values.

The NAIC Technical Task Force can make only imited progress on this topic at its June 1979 meeting, since the
Society of Actuaries has not yet completed its recommendations. The NAIC Technical Task Force expects to
discuss the material contained in Attechment F, the “‘expense allowances” which might be used with the proposed
tables, and the procedures for performing tests in connection with this general subject. The NAIC Technical Task
Force is also concerned with the question of whether the new mortality tables should be expressed in a formula
suitable for convenient use in computer operations.

Revision of the Standard Nonforfeiture Law and the Stendard Valuarion Law

a The introduction of new mortality tables for individual life insurance would require changes in the wording
of both of these model laws. Also, the “expense allowence” used in computing “adjusted premiums” is
defined in the Standard Nonforfeiture Law, and a change in the method of determining the “expense alow-
ance” would require & change in the wording of that law. The preceding section of the report discusses
these two potential changes.

b. The NAIC Technical Task Foree is also considering a revision of these two laws, so that the interest rates used
for computing minimum reserves and minimum nonforfeiture values would be changed at regular intervals
(probably at the beginning of each calendar year) in accordance with the current economic conditions pre-
vailing at a reference date shortly before the beginning date of cach interval. Thus, all life insurance policies
written in the calendar year 1989, for example, would have minimum reserves and minimum nonforfeiture
values based on a specially calculated intetest rate determined perhaps on October 1, 1988, This same interest
rate would continue to be used for determining minimum reserves and minimum nonforfeiture values for
these policies issued in 1989, no matter how long those policies remained in force. However, a new interest
rate would be calculated on October 1, 1989, to apply to all life insurance policies issued in the calendar year
1990, no matter how long they remained in force. Similarly, new interest rates would be calculated on
October 1, 1990, and each year thereafter, for use with life insurance policies issued during the appropriate
calendar year.

The above procedure can be described informally as a “floating” interest rate assumption. It would have 2n
advantage over the current wording of the model laws in that specific action by state legislatures would no
longer be necessary, every time that economic conditions suggest that a change in the interest rate for new
policies is in order.

It should be noted that the “floating” interest rate is for the purpose of computing minimum reserves and
minimum nonforfeiture values, so 4s to effectively define the maximum interest rate which insurance com-
panies can use if they wish to do so. Insurance companies which preferred to use a lower, mote conservative
interest rate to compute the actual reserves and the actual nonforfeiture values for their policies would be
free to do this. It should also be noted that & type of “floating™ interest rate is defined in the Actuarial
Guideline entitled “Reserve Requirements with Respect to Interest Rate Guarantees on Active Life Funds
Held Relative to Group Annuity Contracts.” This actuarial guideline was previously developed by the NAIC
Technical Task Force, and this guideline is now included in the current NAIC Financial Examiners
Handbook.

¢ It has also been suggested that the NAIC Technical Task Force should consider possible revisions to the
Standard Nonforfeiture Law which would affect the calculation of minimum cash values for varying gross
premium p.ans. This is 2 new proposal, and it has not yet been discussed at any of the NAIC Technical Task
Force Meetings.
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4, Varizble Annuity Nonforfeiture Regulation

The Variable Products Technical Committee has reviewed the previous draft of this regulation, and has presented
new draft for consideration by the NAIC Technical Task Force, Attachment G includes the current draft of the
proposed regulation, as well as some pertinent explanatory material. The transmittal letter from Jerome S. Golden
endeavors to show how this material relates to the specific requests which the NAIC Technical Task Force had made
to the Variable Products Technical Committee on October 26, 1978, and which were described in the minutes for
the NAIC Technical Task Force meeting held on that date.

The NAIC Technical Task Force will consider this new draft of the regulations at its June 1979 meeting.
5. Problem Plans
No such plans have been submitted to the NAIC Technical Task Force during the period covered by this report.

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

This is a joint topic which invelves credit insurance and accident and health insurance in addition to life insurance.

There are two separate aspects within this topic. One of these is in better identification of those insurance com-
panies for which a problem does exist, and the other is in establishing the proper remedy for the problem once
such a company has been identified.

With regard to identification of insurance companies, the NAIC Technical Task Force has discussed certain proposed
changes in the Annual Statement blank at its December 1978 meeting. However, no specific recommendations were
made. It should be noted that certain revisions in Page 6 of the Annual Statement blank (Analysis of Increase in
Reserves During the Year), which had been proposed by the (A3) Subcommittee Task Force on Life and Health
Insurance Early Warning System Tests, were not actually adopted.

These propased revisions were current at the time of the December 1978 mecting, and the NAIC Technical Task
Force did not wish to make any alternative proposals for revising Page 6 at that time.

With regard to a remedy for such a problem, the NAIC Technical Task Force discussed reserve strengthening at its
December 1978 meeting as one possible solution but did not reach any specific decision. John K, Booth's letter of
May 11, 1979, (Artachment H) states his conclusion that there are 2 number of other remedies which might be

suggested, and that reserve strengthening is an inappropriate remedy in some circumstances where the problem
exists.

The NAIC Technical Task Force expects to consider both aspects of this topic again at its June 1979 meeting.

B. Recommendations

See the Special Report dated May 2, 1978, for recommendations to the (C3) Life Insurance Subcommittee.

See Part A, Section 1b, and Attachment B elsewhere in this June 1979 report for comments concerning a recommendation
to the NAIC Life Insurance Cost Disclosure Task Force.

No other recommendations are made with this report.

Ted Becker, Chairman, Texas; John O. Monigomery, California; james Montgomery III, District of Columbia; Larry
Gorski, Illinois; Erma Edwards, Nevada; Thomas J. Kelly, New York; Thomas A. Bickerstaff, Pennsylvania; Bradford S.
Gile, Wisconsin.
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ATTACHMENT A

(C) Committee Technical Task Force to
Review Valuation and Nonforfeiture Value Regulation

Las Vegas, Nevada
December 2-3, 1978

The NAIC (C) Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation met from 9 a.m.
to 3:30 p.m. on Saturday, December 2, 1978, in Conference Rooms 1 and 2 of the Las Vegas Hilton Hotel in Las Vegas,
Nevada. The Technical Task Force met again on Sunday, December 3, 1978, in Conference Rooms 4 and 5 in the same
hotel. There were separate morning and aftemoon sessions at the December 3 meeting. The morning session began at 9
%.m. and continued until 12 noon. The afternoon session began at 2:30 p.m. and continued until 5 p.m.

Because of unfavorable weather and difficult travel conditions, certain individuals were not able to attend the December 2
meeting. It was necessary to depart from the prepared sgenda, and to reatrange the order in which the varigus topics were
considered. Some of the topics had to be postponed from December 2 until December 3.

Thus, the Technical Task Force considered topics pertaining to the (C1) Accident and Health Subcommittee on December
2, and again at the moming session on December 3, The Technical Task Force considered topics pertaining to the (C2)
Credit Insurance Subcommittee at the morning scssion on December 3. The Technical Task Force considered topics
pertaining to the (C3) Life Insurance Subcommittee on December 2, and again at the afternoon session on December 3.
The Technical Task Force considered one joint topic pertaining to all three subcommittees on December 2.

The following Technical Task Force members were present on both December 2 and December 3: Ted Becker, Chairman,
Texas; John Montgomery, Vice Chzirman, California; Erma Edwards, Nevada; Larry M. Gorski, Ilinois; James R.
Montgomery 1II, District of Columbia.

Another Techpical Task Force member was present on December 3: Thomas J. Kelly, New York.

Other State Insurance Department representatives were also present on both December 2 and December 3: Douglas A.
Broome, South Carolina; N. Barry Greenhouse, New York: Jay Koleski, Minnesota.

One State Insurance Commisssioner was present on December 2 only: E. V. “Sonny" Omholt, Montana.

The following persons were present on both December 2 and December 3: Wilbur M. Bolton, Occidental of California;
John K. Booth, American Council of Life Insurance; David M. Holland, Munich American Reassurance; Anthony J.
Houghton, Tillinghast, Nelson and Warren; Ken Jones, Cuna Mutual; Richard S. Miller, Southwestern Life; William A.
White, American Council of Life Insurance.

Another person was present only on December 2: Mike Medland, Cuna Mutual.

The following additional persons were present on December 3 only: James F. Allen, Kemper Life Insurance Company;
J. Stephen Beckman, United Investors Life; Will Burgess, Bankers Life and Casualty; Gregg Carney, Anchor National Life;
Carroll Dietele, Anchor National Life; Ann B. Enarson, Kempet Life Insurgnce Companys W. J. Fitzgibbon, Actna Life and
Casualty; Harvey Galloway, Nationwide Corporation; Burnett A. Halstead, Kemper Life Insurance Company; George
Harding, University Life; H. C. Jaros, United Investors Life; Howard Kayton, Security First Group; Harold Leff,
Metropolitan Life; R. A. Miller [Il, Actna Life and Casualty; Robert Sable, National Consumer Law Center; Rabert
Shapland, Mutual of Omaha; Anthony T. Spano, Equitable, New York; Peter Thexton, Health Insurance Association of
America; William S. Timmons, Blue Cross-Blue Shield; Eugene R. Volpi, Actna Life and Casualty.

Mr. John Montgomery, Vice Chairman of the Technical Task Force, presided at the December 2 meeting and at both
sessions of the December 3 meeting. Mr. Becker, Chairman of the Technical Task Force, acted as secretary.
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(C3) Life Insurance Subcommittee
December 2-3, 1978
Construction of New Mortality Tables

Mr. Bolton, 2 member of the Society of Actuaries Special Committee to Recommend New Mortality Tables for Valuation,
gave an interim report on this topic on December 2, 1978, This committee has not yet completed work on its report to the
Board of Governors of the Socicty, but this report is expected to be submitted. to the board in January or February, 1979.
The Board of Governors of the Society may wish to take additional time to consider the report after it has been submitted
by the commiteee.

Mr. Bolton noted that the proposed new tables would be entircly distinet for males and females, (Thus, it would not be
possible to obtain female mortality rates by merely applying an age setback to the rates for males.) Both the male table and
the female table would terminate at age 100. He also noted that net premiums under the proposed new tables would tend
to be slightly less than net premiums under the Modern C.S.0. Table (described in Transactions of the Society of
Actuaties, Vol. XXVII, 1975, p. 624).

In response to a question from Mr. Booth, Mr. John Montgomery stated that he felt the earliest possible date on which
these proposed new tables could be adopted by the NAIC would be June 1980,

These proposed new tables are being developed for computing reserves. There was some discussion as to how these tables
might be tested to see if they would also be suitable for computing nonforfeiture values.

The Technical Task Force decided to consider this question further in Executive Session. Please see the section of these
minutes entitled “Executive Session,”

Definition of An Annuity

The Technical Task Force proceeded to discuss the question of distinguishing an annuity from a life insurgnce policy on
December Z. This question had not been resolved at previous meetings. The Technical Task Force also discussed the related
question of distinguishing a group annuity from an individual annuicy.

Mr. Booth mentioned that the American Council of Life Insurance has a committee which is working on matters involving
ennuities. This committee might be able to suggest possible answers to these questions, for subsequent consideration by the
Technical Task Force. Mr. Booth felt that the proper answers should be based on what the contract actually does, not
merely on how it labels itself.

It was generally agreed that the degree of allocation of funds is critical in any attempt to distinguish individual annuities
from group annuities. In response to z request from Mr. Miller, Mr. Becker agreed to circulate a report from an Advisory
Committee to the Texas Commissioner of Insurance which is pertinent to this topic.

Mr. Miller mentioned that the Internal Revenue Service definition of an annuity might be considered by the Technical Task
Force, This definition refers to “incidental” life insurance, and under this definition the typical retirement income policy
would be classified as an annuity,

The Technical Task Force deferred any decision on these questions until Executive Session. Please see the section of these
minutes entitled “Executive Session.”

Guideline on Deposit Term Insurance

On December 3, Mr. Booth reported on the most recent draft of proposed guidelines, which he had prepared in a lerter
dated November 8, 1978, There are now two separate proposed guidelines. One of these proposed guidelines relates to
disclosure and the other to minimum nonforfeiture values. The titles and the text of these proposed guidelines now refer
to “partial endowment” type policies, rather than to “deposit term™ type policies, The titles to the proposed guidelines are
“Disclosure Guidelines for Approval of Partial Endowment Type Insurance” and “Minimum Nonforfeiture Guideline
Requirements for Approval of Partial Endowment Products.”
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Mr. Harding commented on the proposed disclosure guidelines. He was especizlly concerned about the first item in the
list of minimutn disclosure requirements. Requirement 1 specifies that all advertisements for these products must fully and
fairly inform the applicant as to future premium, benefits and related options. My. Harding felt that this language could be
used to prehibit any sort of advertising which attempts to generally describe these products, and he noted that such
restrictions would not be applicable to any other plans of life insurance policies. He suggested that the words “fully and
fairly” be replaced by the word “adequately.” Mr. Harding also had suggestions for changing the wording of Requirement
5, which relates to sales material for policies containing a voluntary deposit provision, and of Requirement 6, which now
requires a separate explanation sheet,

Mr. Holland noted that the title of the proposed disclosure guideline uses the word “approval,” but the guidelines go
beyond mere policy approval since they impose requirements on advertising and sales materials that would be used after
the policy form has already been approved.

The Technical Task Force agreed to delete the words “approval of” from the tide of these proposed disclosute guideline.
However, the Technical Task Force decided not to make any of the changes in the wording of the proposed guidelines that
Mr. Harding had suggested.

At the suggestion of Mr. James Montgomery of the Technical Task Force, the minutes of the Technical Tesk Force will
state that a form which simply invites 4 prospect to request information is not intended ta be considered as “advertising,
sales material or sales presentation” within the meaning of Requirement 1. The critical factor would be whether or not the
form makes any attempt &t a partial description of the policy. If there is an attempt at partial description, the form would
have to be considered as advertising. No change in the wording of the proposed guideline was deemed necessary in connec-
tion with this interpretation,

The Technical Task Force agreed to make a number of technical changes in the wording of the proposed disclosure guide-
lines that were suggested by its members. Requirement 5 was revised so as to substitute the words “excess of the first
year premium over the renewal premiums” for the words “additional first year premium.” Requirement 6 was changed so
as to make the explanation sheet a requirement rather than & recommendation. Also, in the ninth line of Requirement 6,
the words “of the contract” will be added between the words “the first twenty policy years” and “and representative
policy yezrs.”

It was pointed out that the rules of the NAIC appeared to effectively prohibit any further action on the proposed disclo-
sure guidelines at the NAIC annuzl meeting of December 3-8, 1978. The (C3) Life Insurance Subcommittee can only
consider materiz] which is prepered and circulated among its members thirty days in advance of its meeting, The Technical
Task Force also discussed the possibility of referring the proposed disclosure guideline to the (C3) Life Insurance Cost
Disclosure Task Force.

The Technical Task Force did not reach a decision as to how to proceed with the proposed disclosure guidelines at this
meeting. The Technical Task Force did not discuss or take any action on the other proposed guidelines, relating to mini-
mum nonforfeiture values. i

Revision of Standard Nonforfeiture Law and Standard Valuation Law

On December 3, the Technical Task Force also discussed a proposed revision of the Standard Nonforfeiture Law, which
had been presented by Mr. E. James Morton in a letter dated October 13, 1978. This proposed revision would affect
minimurm nonforfeiture values only for those plans of life insurance with premiums that decrease the first ten years. The
revision would spply 2 method for computing minimum values similar to the method used in computing reserves for
annuities, under the Model NAIC Amendments to the Standard Valuation Law previously recommended by the Technical
Task Force.

The Technical Task Force agreed not to take any action on Mr. Morton's proposed revision at this meeting. It was felt
that this proposal could not be recommended as an isolated piece of legislation, but that the proposal might be given
further consideration when the Technical Task Force proceeds to recommend a general revision of the Standard
Nonforfeiture Law.

There was some discussion of the goals of the Technical Task Force in the next general revision of the Standard
Nonforfeiture Law and the Standard Valuation Law. It was agreed that there should be some type of “floating” maximum
interest basis. The maximum interest rate under the “floating” basis would be the same for all life insurance policies sold in
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2 given year; this interest rate would be determined from current economic conditions on 1 reference date shortly before
the beginning of that particular year. The maximum interest rate would be adjusted annually in succeeding years, and the
adjusted interest rate would apply to new life insurance policies sold during the one year period following each adjustment.
However, once a policy was issued, the same interest assumptions would continue to apply to that partuculsr policy just as
long as it remained in force. Thus, a change in the maximum interest after the date of issue of a policy would have no
effect whatever on its cash vatues, nor would there be any effect on the reserves attributable to that policy.

It was suggested that the mortality rates might also be allowed to operate on a “floating ” basis in the same manner.
However, the Technical Task Force did not reach any definits conclusions with respect to these proposed interest rates and
martality rates under the “floating™ basis.

Relationship of Successive Cash Values

The Technical Task Force discussed this topic on December 3. It was noted that the present wording of the Standard
Nonforfeiture Law defines minimum cash values at all durations for life insurance policies, but that it apparently does not
require any relationship between the cash values which are actually provided in successive policy years.

Mt. Allen had suggested & possible test for the relationship of cash values in successive years in his letter to Mr. Booth dated
September 6, 1978, which had previcusly been distributed to the Technical Task Force. Under this test, the cash value at
the end of & specific policy year would be discounted at the loan interest rate; the gross annual premium foz that policy
year would then be deducted, and the result would be compared to the cash value for the previcus policy year.

Mr. Leff pointed out that the report of the Special Committee on Valuation and Nonforfeiture Laws of the Society of
Actuaries had recommended a single set of minimum cash values, in the same manner as the present Standard
Nonforfeiture Law. This committee did not recommend any tie-in of successive cash values. (Transactions of the Society of
Actugries, Vol. XXVII, 1975, pp. 549-633.)

The Technical Task Force decided not to take any action on this subject at this meeting. There was some fecling that
problems relating to the subject could be considered by the (C3) Life Insurance Cost Disclosure Task Force in its review of
manipulation of cash velues.

Qther Guidelines for Life Insurance and Anguities

The Technical Task Force considered this topic on December 3, 1978, They proceeded to review the second exposure draft
of “Interpretations of the California Insurance Code with Respect to Valuation and Noaforfeiture Requirements
Applicable to Life and Annuity Products.” The twelve numbered interpretations in this draft were presented as possible
actuarial guidelines, which might be suitable for inclusion in the NAIC Examiners Handbook.

Mr. Kayton and Mr. Carncy stated that there was z possible conflict between Interpretation 10 and 11 and between
Interpretations 10 and 12. Mr. John Montgomery indicated that Interpretation 10 was intended to apply to annual pre-
mium life insurance policies only, whereas Interpretations 11 and 12 related only to annuities.

Mr. John Montgomery zlso suggested that the Technical Task Force review the interpretations on an individual basis at this
meeting. Some of these interpretations could possibly be recommended as guidelines right away. The remaining interpreta-
tions could be considered at subsequent meetings, so that there might be a second set of recommended guidelines resulting
fram these interpretations later.

The Technical Task Force agreed to go ahead on this basis. The interpretations were then considered individually, and in
numerical order.

There was considerable discussion of Interpretation 1, dealing with group permanent iife insurance. It was agreed that it
would be desirable for the nexr general revision of the Standard Nonforfeiture Law and the Standard Valuation Law to
specifically address group permanent coverage. At the suggestion of Mr. Kelly of the Technical Task Force, the words “the
Standard Valuation Law and the Standard Nonforfeiture Law” were substituted for the words *valuetion and nonfor-
feiture provisions of the California Insurance Code.”
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In response to a question from Mr. Minck, Mr. John Montgomery stated that Interpretation 1 was intended to a2pply only
to group permanent coverage purchased by employee considerations. It was not intended to apply to the type of group
permanent coversge paid for by employer considerations. Mr. Kelly suggested that the wording of Interpretation 1 be
changed to specifically restrict it to those group permanent plans which are based on employee considerations.

Mr, White mentioned that the New Jersey Department is requiring the minimum cash value under a group permanent plan
to be calculated on an asset share basis. Thus, cash values would always be at least as large as the corresponding asset
shares.

The Technical Task Force agreed that more research was needed in connection with Interpretation 1. Mr. Minck was
requested to gather information on this subject; he was asked to work with the Group Insurance Committee of the
American Council of Life Insurance, if this is feasible.

In response to a question from Mr. Booth, Mr. John Montgomery stated that Interpretation 2 was intended to apply to
individual annuities only. It was not intended to have any effect on group deposit administration contracts. Mr. Gorski of
the Technical Task Force suggested that the approach in Interpretation 2 was satisfactory for interest rate purposes, but
that the method of computing reserves would have to be the same as for a flexible premium annuity.

The Technical Task Force decided to defer action on both interpretations 2 and 3.

Severzl changes in the wording of Interpretation 4 were made. The first line was expanded $o as to read, “For reserves
_and values using continuous functions, any of these assumptions are acceptable.” Also, a technical error in part (b} was
corrected by changing “C,” to “C,." on the left hand side of ail three equations.

The Technical Task Force proceeded to discuss Interpretation 5. Mr. Becker felt that the wording of the first sentence
might allow the insurznce company to use either age last birthday or age nearest birthday assumptions st its discretion,
regardless of how the age of the insured is determined when the company considers the application for insurance and
issues g policy.

It was also noted that the wording of Interpretation 5 seems to require the company to actually show the nonforfeiture
factors necessary to determine any cash values after the twentieth policy year. The Technical Task Force deferred action
on Interpretation 5 for the Executive Session.

There was some discussion of Interpretations 6, 8, 10 and 12 ;but the Technical Task Force agreed that they need further
work.

A change was made in the wording of Interpretation 7. The Technicel Task Force agreed to introduce the words “at the
joint equal age” between the words “single life table” and the words “and applying.”

The Technical Task Force then agreed to recommend Interpretations 4, 7, 9 and 11 as guidelines, without any further
changes in wording.

The Technical Task Force decided to consider Interpretation § further in Executive Session. Please see the section of these
minutes entitled “Executive Session.”

Other Matters

There was no report from the Variable Products Advisory Committee at this meeting. This committee had previously
submitted a proposed Variable Annuity Nonforfeiture Regulation. At its October 1978 Meeting, the Technical Task Force
had asked this committee to do some additional research and to consider certain specific questions. It is understood that
the committee is now working on these matters, and the Technical Task Fotce expects to have a report from the commit-
tee in the near future.

On December 3, Mr. Booth mentioned a life insurance policy form, which purports to be a whole life insurance plan, but
this policy has a schedule of increasing gross premium rates somewhat like a one year renewable term plan.
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The gross premium rates gre extremely low and increase annually up to about gge 70. There is a stecp increase in the gross
premium rate at that age, and the premiums remain level thereafter. The gross premium rates in the early policy years are
such, that if a one year renewable term policy had been offered at the same premium rates, then the guideline developed
by the Technical Task Force would have required a special reserve for the low guaranteed rates. However, the company
offering this policy considers it to be 2 whole life policy; the company aillegediy calculates net premiums 4s proportional to
corresponding annual gross premiums with no deficiency reserve or special reserve for the low guaranteed rates being sec
up.

Several of the Technical Task Force members commented that this policy should require reserves at least as high as a one
year renewable term policy with the same gross premium rates. However, no action was taken at this meeting.

Please sce the section of these minutes entitled “Joint Topic for (C1) Accident and Health Subcommittee Report, (C2)
Credit Insurance Subcommittee Report, and (C3) Life Insurance Subcomtnittee Report” for a report on the topic
“Companies Esring Lower Rates Than the Interest Rate Assumed in Their Reserves.” This topic was considered by the
Technical Task Force on December 2, 1978, The topic relates to accident and health insurance and to credit insurance, as
well as to life insurance.

Please note also that the “Executive Session” section of the minutes contzins additional material on certain life insurance
topics described above.

Joint Topic for — (C1) Accident and Health Subcommittee Report,
(C2) Credit Insurance Subcommittee Report, and
(C3) Life Insurance Subcommittee Report
December 2, 1978

Companies Eaming Lower Interest Rates Than the Rate Assumed in Their Reserves

The Technical Task Force began consideration of this topic by discussing possible changes in the Annual Statement blank,
which might help to identify this problem.

Mr. John Montgomery noted that the (A3) Subcommittee Task Force on Life and Health Insurance Early Warning System
Tests had already proposed certain revisions in page 6 of the Annual Statement blank. (Analysis of Increase in Reserves
During the Year.) He questioned whether the Technical Task Force should come up with any additional suggestions for
revision of page 6 at this time, However, he stated that it would be desirable for this page to show information on reinsur-
ance.

Mr. White suggested that the Annual Statement blank might be revised to show additional information on investment
income. He felt that page 4 (Summary of Operations) could be revised for this purpose. Mr. Miller mentioned page 14b
(Five-Year Historical Data) as an alternative place for the revision.

Mr. John Montgomery pointed out Exhibit ¢ (Aggregate Reserve for Accident and Health Policies) as another part of the
Annual Statement blank which needs consideration by the Technical Task Force.

Several alternative methods for amending Exhibit 9 were discussed, including expanding Exhibit 9 to make it more similar
to Exhibit 8 or adding a line to Exhibit ¢ calling for required interest. It was felt that any revision of Exhibit 9 should not
make this exhibit too complex, and that the instructions for filling in the revised Exhibit 9 would have to be very precise
in order to avoid ambiguity.

The Technical Task Force voted to recommend adding a new Part C to Exhibit 9, which would include additional informa-
tion such as interest on claim reserves. However, a definite format for this revision will have to be worked out after the
meeting. The Technical Task Force decided not to recommend any changes in page 4, page 6, or page 14b of the Anpual
Statement blank at this meeting.

Mr, Gorski of the Technical Task Force pointed out that the general problem of insurance companies which earn low rates
of interest had not been resolved zt the October 1978 meeting, and that the proposed change in Exhibit ¢ of the Annual
Statement biank would help to identify the problem but would aot correct it.
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Mz, Booth suggested that once an insurance company has been identified as carning interest at a lower interest rate than
the rate assumed in its reserves, then that company should be required to strengthen its reserves. The recalculated reserves
would be calculated at a lower interest rate which the company is actually able to earn.

There was considerable discussion on this suggestion. It was generally agreed that any such reserve strengthening should be
mandatory, so that the Insurance Commissioner of the domiciliary state for the company would be required to order an
increase in its reserves. It was felt that an additionaf smount of mandatory securities valuation reserve would not be an
acceptable substitute for the strengthened reserves. The problems involved in the reserve strengthening were recognized as
very complex; one problem is that various blocks of business may generate quite different needs for reserve.

The Technical Task Force asked Mr, Booth to develop proposed guidelines for such resetve strengthening. It was recom-
mended that the proposed guidelines include suggestions for state insurance departments. For example, the guidelines
might seek to identify policy forms which are hazardous to the company and which need to be removed from the market.

Executive Session

The Technical Task Force adjourned and convened in Executive Session on the afternoon of December 2, 1978, immedi-
ately following the meeting in open session. The Technical Task Force convened again in Executive Session on both
the morning and the afternoon of December 3, 1978, immediately following the meetings in open session.

Two topics pertaining to the (C3) Life Insurance Subcommittee were comsidered in the Executive Session held on
December 2, and one additional topic pertaining to the (C3) Life Insurance Subcomemittee was considered in the Executive
Session heid on the afternoon of December.

(C3) Life Insurance Subcommittee — Executive Session
Construction of New Mortality Tables

In Executive Session on December 2, the Technical Task Force discussed the testing of the proposed new tables for non-
forfeiture purposes in more detail. Mr. John Montgomery stated that he felt the state insurance departments would need to
do at least some of the testing for themselves. He hoped to be able to make certain computations to check out the expense
loadings described in Charles Richardson's recent paper (Transactions of the Society of Actuaries, Volume XXIX, 1977, p.
209}, Mr. Gorski said that he might also be able to make some computations.

Definition of an Annuity

The Technical Task Force also discussed the problem of defining an “annuity” and a ‘group annuity” again in Executive
Session on December 2. It was pointed out that the next general revision of the Standard Valuation Law and the Standard
Nonforfeiture Law needs to be entirely clear and unambiguous as to what is meant by an “annuity” and by & “group
annuity.” The Technical Task Force asked Mr. Gorski to work with Mr. Arthur Cragoe of Franklin Life Insurance
Company to develop a suggested method for distinguishing an individual annuity from en individual life insurance contract.
The Technical Task Force did not take any action an the question of distinguishing group and individual annuities.

Othet Guidelines for Life Insurance and Annuities

In the Executive Session on December 3, the Technical Task Force gave further consideration to Interpretation 5 of the
“Interpretations of the California Insurance Code with Respect to Valuation and Nonforfeiture Requirements Applicable
¢ Life and Annuity Products.” The Technical Task Force was in general agreement with the underlying philosophy of
Interpretation 5. However, no alternate wording was decided upon; and work on this Interpretation was deferred until the
next mecting, along with Interpretetions 1, 2, 3, 6, 8, 10 and 12.

Ted Becker, Chairman, Texas; John O. Montgomery, California; James Montgomery IiI, District of Columbix; Larry
Gorski, Illinois; Thomas J. Kelly, New York; Erma Edwards, Nevada ;Thomas A. Bickerstaff, Pennsylvania; Bradford S.
Gile, Wisconsin.
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ATTACHMENT B

To: Members of the NAIC Technical Task Force to Review
Valuation and Nonforfeiture Value Regulstion

From: Ted Becker, Texas, Chairman

Date: April 20,1979

Rei Deposit Term Insurance

PLEASE NOTE THAT AN IMMEDIATE RESPONSE TO THIS MEMORANDUM IS REQUESTED!

For vatious reasons, it appears that it is feasible for our Technical Task Force to vote on only one matter prior to our June
2 and 3 meeting in Chicago. This is in connection with the Disclosure Guidelines for Partial-Endowment-Type (*‘Deposit-
Term-Type') Insurance.

I have enclosed the December 1978 draft of these guidelines. This is the most recent version; snd it incorporates certain
changes made in the October 2, 1978, draft at the December 3, 1978, meeting of the Technical Task Force. (Those changes
were confined to pages 1 and 5 of the October 2, 1978 draft.)

I have provided a short ballot and a self-addressed envelope. The ballot solicits your decision as to whether or not our
Technical Task Force should refer these guidelines to Erma Edwards® NAIC Task Force an Life Insurance Cost Disclosure,
with 2 recommendation that these guidelines be approved by that task force.

Please mail in your completed ballot to me next week, so that all ballots will be received in Austin by Monday, April 30,
1979. Thank you for your consideration and assistance on these guidelines.

I plan to get out a general mailing”to our Technical Task Fotce and to other persons on our mailing list in the next few
days. This mailing will cover a variety of other topics which our Technical Task Fotce is now studying.

LA L2 L L))

Disclosure Guidelines for
Partial-Endowment-Type {“Deposit-Term-Type'") Insutance

(Draft of 12/3/78)
Scope
These guidelines deal with those annual premium individual insurance products which require the payment of 4 premium in
the first contract year higher than a level series of premium in the renewal contract years. The excess of the first year
premium over the renewal year premiums is sometimes described as a “deposit.” *Deposit term insurance,” “deposit whole
life insurance” and “modified premium whole life insurance’ are names which arc 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 premiums. The excess of the first year premium over renewal year premiums is often mistakenly characterized

as an initial “deposit™ which is returned to the policyholder at the end of 4 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 “automatic attained age conversion' toa
whole life plan at the end of the initial period. The maturity value that is notmally payable at the end of a partial endow-
ment 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 at the time of automatic conver-
sion, the nonfarfeiture values of the whole life policy may or mey not be augmented by the value of the maturity value.
Some converted policies provide nonforfeirure values which progress so that the maturity value gradually disappears
over the life of the whole life policy. Modified premium whole life policies generally offer the policyholder the option to
“roll over” the maturity value and start 4 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 us the “additionsl first year premium™ for the
new coverage. Thus, it is possible for a modified premium whole life insurance policy to be rolled over several times so that
it in effect becomes a series of renewable partial endowment insurance coverages.

The nature of partinl-endowment-type products is such &s to enhance the possibilities of misunderstanding unless such
products are carefully sold and fully explained, For this reason, these guidelines set forth minimum disclosure requirements
for partialendowment-type products.

Minimum Disclgsure 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 future premium changes, benefits and related options
constitute a misrepresentation as to materisl facts.

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

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 accumuiations 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 constitures 2 misrepresentarion as to material facts.

5. If the policy contains 2 provision permitting the making of voluntary deposits which will accumulate at interest, the
nature thereof shall be disclosed, and such disclosure shall distinguish such deposit provision and the insured’s rights
thereunder from the excess of the first year premium over the renewal premiums.

6. It is a requirement that an “explanation” sheet be given to every applicant or propsective insuted with pertinent
figures inserted for the specific case showing the following amounts for each of the first twenty policy years of the
contract and representative policy years thereafter sufficient to clearly illusirate the premium and benefit patterns:

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.

<. 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 palicy 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 displayed beyond the twentieth policy year)

f. Guaranteed endowment amounts payable under the policy which are not included under guaranteed cash
surrender values asbove.
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Various options should be explained, with premium rates shown. The explanation sheet should set forth a reason-
ably complete picture of the plan. It would be advisable to have the applicant acknowledge receipt of the explana-
tion sheet on a 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 donc 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 a true and complete disclosure of
partisl-endowment-type plans in clear and unambiguous terms. Each company should examine its own particular
products to determine how it can most effectively meet its responsibility.
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ATTACHMENT C

To: Mr, Ted Becker, Chairman
(C) Committee Technical Task Force
Texas Insurance Department

From: Larry M. Gorski, A.S.A., Life Actuary
State of lllinois Department of Insurance

Date: December 14, 1978
Re: Cragoe Letter on Classifying Annuities

I wrote to Mr. Art Cargoe of Franklin Life insurance Company with a request for his thoughts on criteria for classifying
contracts as either life insurance contracts or annuity contracts. He responded to me with a copy of a letter that he had
sent to Mr. John Booth of the ACLI on this subject. This [etter to Mr. Booth contained three proposals on a classification
rule. The third proposal was actually a variation of the second, so I will only discuss the first two proposals. The first
proposal dealt with a decomposition of the net level premium for the contract into a protection premium and a savings
premium with the rule being based on a refationship between 2 protection premium and the total net level premium, The
second proposal dealt with the so-called 100 times rule, The contract was considered an insurance contract if the death
benefit at all durations exceeded the monthly income purchased with the guaranteed cash value at maturity by at least 100

times. This proposal contained guidelines for the application to flexible premium plans and for contracts with unspecified
maturity dates,

I think from an administrative standpoint the second proposal is more acceptable to myself. It would be rather casily
applied and understood by Insutance Department Personnel. I suggest that we circulate this propesal amongst the task
force members to gather their opinions on the proposal. At the same time, we might be looking at contracts which we
subjectably feel are either life insurance or annuity contracts and see how they are classified by this rule.

One person we should definitely contact is Brad Gile from the Wisconsin Department since he was the first person inter-
ested in developing such a rule.

ot b

Ta: Mr. John K. Booth, Associate Actuary
American Council on Life Insurance
Washington, D.C.

From:  ArtCragoe
Franklin Life Insurance Company

Date: January 4, 1978




514 NAIC Proceedings - 1979 Vol. 11

Re: Classifying Policies as Life Insurance or Annuities

Here is another approach to the problem Mr. Richard Miller brought up on December 2. The problem has to do with when
to treat a product under life insurance nonforfeiture laws and when to use the new annuity nonforfeiture laws. I have been
in written conversation with an insurance department who asked for similar mathematical tests. They wanted the
“protection” and “savings” elements of a product expressed as net level premiums. For an n pay, m year endowment.

m
Protection = I Gy (DB, — CV) if positive

t=1

Ny = Ny4n

m
Savings = I Dy g [V CV, —CV, 41

1

Ny —Nyin

After doing this for several common plans, at various ages, the department still could not settle on a proper percentage
relationship between the protection and totzl net level premium. I had written a program and tested many varieties of
income endowments and other plans. As you know there are $10,00 income endowments at 55 and $15.00 or $20.00
income endowments at 65 that are very heavy in savings element.

As an alternative I have suggested a paraphase of the “100 times" rule which the Federal Government uses in establishing
the presence of incidential life insurance features under qualified pension plans. Thus to be automaticaily considered a life
plan, the death benefit of the plan at all durations must equal or exceed 100 times the monthly income derived from the
guaranteed cash value of the plan at its maturity daie, or at age 75 if earlier. The last phrase is to cover plans with no
maturity date such as ordinary life,

For plans with optional maturity dates, the last such date would be used to determine the monthly income, or age 55 if
carlier. This would prevent an artificial early date to be inserted merely for nonforfeiture qualification purposes yet would
permit income endowment plans to be approved which are designed by several companies with optional retirement dates
and larger than $10 monthly retirement income at the later dates such as age 65.

This rule would be consistent and fair for all n pay, m year plans. It works on a 10 year endowment, an 18 year endow-
ment, a 20 year endowment, an endowment at (any age), & 20 pay endowment at (any age), in that they would be
considered life insurance at all ages under the guaranteed settlement options I know about. A flexible premium plan could
be considered to be a level premium to maturity plan for the purpose of determining 100 times the monthly income
produced from maturity cash value. Thus the typical flexible ennuity and retirement annuity would fail the test even if a
one or two year higher death benefit were inserted.

Another way to consider which plans would qualify and which would not under the suggested rulé would be to consider
the guaranteed income factors per $1,000 proceeds, For a $1,000 endowment amount, the monthly income factor per
$1,000 would have to exceed $10 to cause a problem with 4 100 times rule. We use the 1937 Standard (—1, —6) at 2%%
and our largest factor is $9 at ages 85 and over. Also there may be companies that have a regular income endowment at age
65 that provides $15 or $20 of monthly income and we may want such plans to be considered under the life laws. There
are plans that mature for $10 per month at ages under 65. They may or may not allow later optional maturity ages. Thus
the 100 times could be modified to 75 or 66 times to give 1 bit of margin or perhaps even 50 times. This would be & matter
of how close we wish to stick to the $10 monthly income at maturity per $1,000 initial face as a dividing line between life
&nd annuity plans. Perhaps the dividing line should be $12.50 per $1,000 or §15 per $1,000 to give 4 margin. This would
be a matter of judgment for the Insurance Departments.

In words we could say nonforfeiture values according to the annuity nonforfeiture law shall be required for any contract
or rider which calls itself an annuity. For contracts or riders which call themselves life insurance, minimum nonforfeiture
values shall nonetheless be required according to the annuity nonforfeiture law if the death benefit of the contract or rider
does not, at all policy durations, exceed 50 times the monthly income derived from the guaranteed cash value of the
contract or rider at its maturity date, or at age 75 if earlicr.
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For plans with optional maturity dates, the last such date would be used to determine the monthly income, or age 55 if
earlier.

Perhaps some of these thoughts may be of use to you.
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ATTACHMENT D

To: Mr, John O. Montgomery, Chief Actuary
California Department of Insurance

From: Ronald L. Benedict, Assistant General Counsel
The Ohic National Life Insurance Company
Cincinnati, Ohio

Date:  Aprit 3,1979
Re: Single Premium Immediate Annuities

We have recently received a number of inquiries and requests for quotes on our single premium immediate annuities for
purposes other than the typical retirement annuity situation. Such requests are made by casualty insurance companies for
the purpose of funding settlements on personal injury claims where the terms of the settdement call for payments to be
made 1o the clzimant for a specified number of yezrs or for life.

Evidently, our rates for single premium immediate annuities are very competitive at younger ages, so several casualty
companies have sought us out for such products. Such companies are, of course, interested in obtaining annuities for this
purpose at the lowest available premium. For that reason, they have no desire to purchase any annuity which might gener-
ate cash values or nonforfeiture rights prior to commencement of annuity paymeats.

Examples of the kinds of benefit configurations for which we have received inquiries, or for which inquiries might be con-
templated, include the following:

1. Annuity payments incresse annually or at some other specified interval in order to provide for anticipated inflation.

2, Annuity payments increase at & specified future date and then later reduce, such as in 2 case where a child is
awarded monthly income for life with balloon payments during the anticipated college years, such as from age 18 to
22,

3. Annuity payments commence at a later date, such as one year from the date of settlement of judgment, because the
personal injury settlement also provides for an immedizte lump sum payment to meet accumulated and curmrent

needs.

4. Annuity payments commence when the child claimant reaches the age of majority. (In such cases chere is often a
separate award to the child’s parent or guardian to provide for the child’s needs during the continuance of his or her
minority.)

5. Annuity payments commence at a later date and then reduce, such as 3 situation where payments are to commence

in August of the year 2 child is scheduled to enter college, then discontinue or reduce to some specified lesser
amount in June of the anticipated year of graduation,

We believe that single premium immediate annuities are apprapriate in each of the above situations because, at the time
such contracts are purchased by the casualty company, the mode of settlement is fixed and cash values cannot be reached
or withdrawn by the annuitant or beneficiary except as payments come due. The funds zre thus locked in and cannot be
withdrawn prematurely, as could be done if deferred annuities were to be used for such purposes. Thus, we believe it is
appropriate that contracts such a5 those described above should be reserved for as SPIA’s. We trust that you concur with
this conclusion. Please let me know at your earliest convenience if such is not the case.
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ATTACHMENT E

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

From: Earl E. M¢Cann, Chief Examiner
Connecticut Division of Insurance

Date: March 28, 1979
Re: Offsets Against Deficiency Reserves

The state of Connecticut adopted and voted into law the NAIC sponsored nonforfeiture and valuation law effective as of
October 1, 1978.

Since the law has gone into effect, we have had two problems atise, both in relation to the valuation portion, with our
domestic companies asking for a clarification. Both problems concetn deficiency reserves.

The first question concerned the “most recent minimum standard.” This question was answered by the latest correspond-
ence from the most recent NAIC meeting held in December 1978. The NAIC directive in this case was the same as that
taken by our state and we were gratified by your decision.

The second question concerned the use of sufficiencies to offset deficiencies. As you might imagine, our life companies’
deficiency reserves are now growing to good size and are becoming increasingly unpopular.

Our stand on sufficiencies has been to let the company apply 2 sufficiency on one policy to offset a deficiency on that
same policy, but we do not allow sufficiencies to be applied by bulk — that is, on valuation cells or blocks of business, etc.

We are wondering if your committee has discussed this problem and if you have made any ruling and, if not, do you have
any feelings on this problem?

I look forward to your reply. Thank you very much for your time and effort, This problem is of considerable magnitude to
us and we are most anxious to resolve it.

CRAERENF RN ERBNENRN EE RN RN RSN RSN ENG AT I SAI PSRN R RPN SRDEERIGEES
ATTACHMENT F
To: Members of the Society of Actuaries Committee to Recommend New Mortality Tables for Valuation

{N. M. Anderson, W. M. Bolton, W. J. Davidson, Jr., K. P. Hinsdale, H. L. Jones, Jr., ]. C. F. McKibbon,
W. K. Nicol, G. N. See, Sibigtroth, Vice Chairman, C. D. Silletto, J. G. Stewart, and W. A. White)

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

Date: January 25, 1979

Re: Our Report to the Board of Governors Recommending a New
Minimum Standard for the Valuation of Individual Ordinary

You will recall that two weeks ago we sent to all members of our committee for final review the fourth draft of our pro-
posed report to the Board. You will be interested in knowing that further suggestions have been made for improving the
fourth draft, resulting in a retyping of Pages 1, 2, 10, 15, 16, 20, and 41.
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OQur fifth draft, which is now ready, will be considered finzl unless we receive word before February 1 that one or more
members of the committee believe further revision is necessary or justified. In the absence of such communication, I shall
request that Vice President Leckie submit 2 copy of the report to the Board of Governors. [The report, which will be
published in full by the Society of Actuaries, is not reprinted here.]

Obviously, when our report is prepared for publication, additiona! editorial changes (uniformity of typeface, spacing for
readability, etc.) will be made in the Exhibits.

As Francis Bacon has szid, we each owe a debt to our profession. You will no doubt agree that one of the best ways for us

to honor that indebtedness is to participate in carrying out a professional assignment of this nature. I enjoyed working with
you over the past two yesars and thank you for your splendid cooperation.
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ATTACHMENT G
To: Members of Technical Task Force on Valuation and Nonforfeiture Value Regulation

From: Jerome S, Gordon, Chairman
Variable Products Advisory Committee
The Equitable Life Assurance Society of the United States
New York, New York

Date: March 1, 1979
Re: Variable Annuity Nonforfeiture Regulation

During the Executive Session on October 26, 1978, the task force developed several new assignments for our committee.
You asked us to review the regulation, analyzing the impact of inflation on expenses and the offserting effect of asset
charges. In addition, you asked us to consider the question of providing for & specific charge for transfers in the regulation.

Because of this broad charge, our committee decided to review the regulation from first principles. Based on that review
and analysis we are now proposing several changes to the regulation included in the report to the (C3) Subcommittee
dated June 1978, Attached is a retyped version of the regulation containing various proposed amendments, New material is

underscored and deleted material indicated by brackets, Preceding it is a summary which shows the reasoning behind each
of the specific changes,

A few general principles underly the new set of recommendations,

1, Although consistency with the fixed annuity nonforfeiture law is an important objective, it is not achievable in
every instance.

2, The regulation should not provide for expense charges which may increase after the issue of the contract. A portion
of the asset charge should be adequate to cover the risk that the charges determined at issue become inadequate
because of the impact of inflation.

3.  The regulation should not have to be revised every few years and should be “dynamic” in its provision for certzin
expense allowances. The proposed changes in the regulation would permit — for new coneract filings only — (a)
contract charges to be adjusted to reflect inflation after June, 1979, and (b} premium tax charges to reflect changing
tax rates.

4, The regulation should be limited to contracts which are funded solely by separate accounts. It would cover, there-
fore, contracts permitting transfers between one or more separate accounts or investment divisions within a separate
account, but would not cover combination contracts which provide for transfers between fixed and variable
(separate) accounts.
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5. The regulation should make clear that demonstration of compliance involves an aggregate test based on the total
charges under the contract.

6. The regulation should provide expense allowances for & limited number of transactions. Changes for relatively
infrequent transactions, eg., partial withdrawals or partial surrenders, preparation of tax reports, etc., must be
covered by the overall margins.

We did not complete a detailed study of variable annuity expenses primarily because the business is still relatively imma-
ture for most companies. Operating expenses are running shead of expectations, and because of the large overhead
expenses associated with variable annuity processing and dissppointing sales resuits, expense rates have not reached their
“ultimate” levels. Income from asset charges is still not significant, particularly since it may be needed to offset higher than
anticipated investment mansgement and accounting expenses, and is further offset in most companies by federal income
taxes.

As you may remember, we proposed that the nonforfeiture regulation be included as a new Article VII in the NAIC Model
Variable Annuity Regulation. That regulation is limited to contracts which provide for annuity benefits which vary
according to the investment experience of a separate account. Our proposed variable annuity regulation, therefore, does
not address combination contracts. If the task force feels it appropriate, our committee would be willing to address the
question of designing rules applicable to combination contracts.

As we agreed, [ have sent this material to John Booth of ACLL If there is any additional information you will need before
the Austin meeting, please drop me a line.

LE R A 11l )

Summary of Suggested Changes to
Variable Annuity Nonforfeiture Regulation

1.  Paragraph 4 ~ Line 8
Suggestion: Delete phrase “sllocated to the account or accounts funding the contract.”

Reason: Deletion of this phrase is necessary to reinforce notion thet minimum nonforfeiture amounts are based on
allowances in regulation rather than on actual contract charges.

2, Paragraph 4 — After Item (iii)

Suggestion: Add new item (iv) as follows: “A wansaction charge of ten dollars ($10.00) for each transfer to
another separate account or to another investment division within the same separate account.”

Reason: Provision for & transfer charge should permit greater equity. Companies will be able to allocate charges to

specific transactions (e.g., premium collection and transfers) rather than including average costs in a single annual
contract charge.

3. Paragraph 4 — New last paragraph
Suggestion: Add following language: “The annual contract charge of thirty dollars ($30.00) and the transaction
charge of ten dollars ($10.00) referred to above will be adjusted to reflect changes in the Consumer Price Index in
accordence with Paragraph 6."

Reason: This new paragraph provides a cross-reference to the adjustment for inflation in Paragraph 6.

4. Paragraph 5 — Items (g) and (b)

Suggestion: Add phrase “less any charges for premium taxes.”
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Reason: By providing for a specific allowance for premium taxes, the regulation should provide for greater equity.
In addition, it will make the regulation “dynamic” in that changes in premium tax rates will not require changes in
the regulation.

5. Paragraph 5 — New last paragraph

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

Reason: This new paragraph provides cross-reference to adjustment for inflation in Paragraph 6.

6. New Paragraph
Suggestion: Add paragraph on demonstration of compliance, see draft following item #8 of this summary.
Reason: This paragraph presents specific assumptions to be used in demonstrating complisnce with regulation. It is
designed to take into account varicus transaction charges and, thus, for example, assumes monthly premium mode
for the periodic payment contract to test premium collection charges. By spelling out specific assumptions to be
used, the compliance test will be uniform among the various states.
Adjustment of contract charges to reflect increases in the Consumer Price Index after June 30, 1979 will keep the

regulation “‘dynamic,” eliminating the need for frequent updating. This proposed change in the regulacion does not,
however, permit charges which increase after issue of the contract.

7. Renumber paragraph 6, 7, 8, ¢, and 10

8. Paragraph 10
Suggestion: Replace “and the total consideration paid prior to such period amounted to less than $2,000" with
“gnd both (i) the total considerations paid prior to such period, reduced to reflect any partial withdrawals from or
partial surrenders of the contract, and (i) the accumulated value, amount to less than $2,000.”
Reason: The proposed change recognizes that a test {(to determine the right to cancel small annuities) based only on
premiums ignores the fact that partial withdrawals or surrenders are in a sense pegative premiums. The proposed
change does limit the insurer’s right to cancel even if the premium/withdrawal test is met and requires that the
accumulation value must be less than $2,000.

Pgragraph on Demonstration of Compliance

6. Demonstrate that 4 contract's nonforfeiture amounts comply with this Article shall be based on the following assump-
tions:

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

(c)  If the contract provides for transfers to another separate account or to another investment division within the same
separate account, one transfer per contract year should be assumed;

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

(¢)  With respect to contracts providing for periodic considerations, monthly considerations of $100 should be assumed
for each of the first 240 months;
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(f)  With respect to contracts providing for a single consideration, a $10,000 single consideration should be assumed;
and

()  The following contract charges should be used:

1, For contracts filed in 1980 or earlier, the annual contract charge of thirty dollars ($30.00) referred to in
paragraphs 4 and 5, the charge of ten dollars ($10,00) per transfer referred to in paragraph 4, the collection
charge of one dollar and twenty-five cents ($1.25) per consideration referred to in paragraph 5, and the
contract charge of seventy-five dollars ($75.00) referred to in paragraph 5(b).

2. For contracts filed in 1981 or later, the above contract charges multiplied by the ratio of (i) the Consumer
Price Index for June of the calendar year preceding the date of filings, to (ii) the Consumer Price Index
for June 1979,

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

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

LA LA L L LY ]

ARTICLE VII: NONFORFEITURE BENEFITS

{Note: This section should be included only if the Standard Nonforfeiture Law for
Individual Deferred Annuities has been adopted in the particular state.)

L. This article shall not apply to any (i) reinsurance, (ji) group snnuity contract purchased in connection with one or more
retirement plans or plans of deferred compensation established or maintained by or for one or more emplayers (including
partnerships or sole proprictorships), employee organizations, or any combination thereof, other then plans providing
individual retirement accounts or individual retirement annuities under Section 408 of the Internal Revenue Code, a5 now
or hereafter amended, {iii) premium deposit fund, (iv) investment annuity, (v) immediate annuity, (vi) deferred annuity
contract after annuity payments have commenced, (vii} reversionary annuity, or to any (viii) contract which is to be
delivered outside this state through an agent or other representative of the company issving the contract.

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

3. In the case of conwract issued on or after {insert operative date of this article, which should be at least 18 months after
adoption), no variable annuity contract, except as stated in Paragraphs 1 and 2, shall be delivered or issued for delivery in
this state unless it contains in substance the following provisions, or corresponding provisions which in the opinien of the
commissioner are at least as favorable to the contractholder, upon cessation of payment of considerations under the
contract:

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

(b} If & contract provides for 2 lump sum settlement at maturity, or at any other time, that upon surrender of the contract
4t or prior to the commencement of any annuity payments, the company will pay in lieu of any paid-up annuity benefit a
cash surrender benefit as described in the contract that complies with Paragraph 3. The contract may provide that the
company rescrves the right, at its option, to defer the determination and payment of any cash surrender benefit for any
period during which the New York Stock Exchange is closed for trading (except for normal holiday closing) or when the
Securities and Exchange Commission has determined that a state of emergency exists which may make such determination
and payment impractical.
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(c) A statement that any paid-up annuity, cash surrender or death bencfits that may be available under the contract are
not less than the minimum benefits required by any statute of the state in which the contract is delivered 2nd an explana-
tion of the manner in which such benefits are altered by the existence of any additionat amounts credited by the company
to the cootract, any indebredness to the company on the contract or any prior withdrawals from or partial surrenders of
the contracs.

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

The minimum nonforfeicure amount on any date prior to the annuity commencement date shall be an amount equal to the
percentages of net considerations {as specified in Paragraph 5) [allocated to the account or accounts funding the contract]
increased (or decreased) by the net investment retum allocated to the percentages of net considerations, which amount
shall be reduced to reflect the effect of:

(i>  any partial withdrawals from or partial surrenders of the contracr;

(i)  the amount of any indebtedness on the contract, including interest due and accrued;

(iif)  an annual contract charge not less than zero and equal to (&) the lesser of thirty dollars ($30.00) and 2% of
the end of year contract value less (b) the amount of any ennual contzact charge deducted from any gross

considerations credited to the contract during such contract year;and

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

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

The annual contract charge of thirty dollars ($30.00) and the transaction charge of ten doilars ($10.00) referred to above
will be adjusted to reflect changes in the Consumer Price Index in accordance with Paragraph 6.

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

(a) With respect to contracts providing for periodic considerations, the net considerations for & given contract year used to
define the minimum nonforfeiture amount shall be 2n amount not less than zero and shall be equal to the corresponding
gross considerstions credited to the contract during that contract year less an annual contrict charge of thirty dollars
($30.00) and ess a collection cherge of one dollar and twenty-five cents ($1.25) per consideration credited to the contract
during that contract year less any charges for premium taxes. The percentages of net considerations shall be sixty-five
percent (65%) for the first contract year and cighty-seven and one-half percent (87%4%) for the second and later contract
years, Notwithstanding the provisions of the preceding sentence, the percentage shall be sixty-five percent (65%) of the
portion of the total net consideration for any rencwal contract year which exceeds by not more than two times the sum
of these partions of the net considerations in all prior contract years for which the percentage wes sixty-five percent
(65%).

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

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




522 NAIC Proceedings - 1979 Vol. II

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

(a) Values should be tested at the ends of each of the first twenty (20) contract years;

{b) A net investment return of 7% per year should be used;

{c} If the contract provides for transfers to another separate gccount or to another investment division within the same
separate account, one transfer per contract year should be assumed;

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

(e} With respect to contracts providing for periodic considerations, monthly considerations of $100 should be assumed for
cach of the first 240 months;

(f) With respect to contracts providing for a single consideration, 4 $10,000 single consideration should be assumed;and

() The following contract charges should be used:

1. For contracts filed in_1980 or carlier, the annual contract charge of thirty dollars ($30.00) referred to in
paragraphs 4 and 5, the charge of ten dollars ($10.00) per transfer referred to in paragraph 4, the collection
charge of one dollar and twenty-five cents {$1.25) per consideration referred to in paragraph 5, and the
contract charge of seventy-five dollars ($75.00) referred to in paragraph 5(b).

2, For contracts filed in 1981 or later, the above contract charges multiplied by the ratio of (i) the Consumer
Price Index for June of the calendar year preceding the date of filing, to (ii) the Consumer Price Index for
June, 1979.

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

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

6.1 7, Any paid-up annuity benefit available under a variable annuity contract shall be such that its present value on the
annuity commencement date is at least equal to the minimum nonforfeiture amount on that date. Such present value shall
be computed using the mortality table, if any, and the guaranteed or assumed interest rates used in calculating the annuity
payments.

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

[8.19. Any variable annuity contract which does not provide cash surrender benefits or does not provide death benefits at
least equal to the minimum nonforfeiture amount prior to the annuity commencement date shall include a statement in 4
prominent place in the contract that such benefits are not provided.

[9.110. Notwithstanding the requirements of this Article, a variable annuity contract may provide under the situations
specified in (2) or (b) below that the company, at its option, may cancel the annuity and pay the contractholder its
zccumulated value and by such payment be released of any further obligation under such contract;

(a) if at the time the annuity becomes payable the accumulated value is less than $2,000, or would provide an income the
initial amount of which is less than $20 per month; or
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(b) if prior to the time the annuity becomes payable under a periodic payment variahle annuity contract no considerations
have been received under the contract for a period of two (2) full years [and the total consideration paid prior to such
period amounted to less than $2,000] and both (i) the total considerations paid prior to such period, reduced to reflect

any partial withdrawals from or partisl surrenders of the contract, and (ii) the accumulated value, amount to less than
$2,000,

{10.] 11, For any variable annuity contract which provides, within the same contract by rider or supplemental contract
provision, both annuity benefits and life insurance benefits that are in excess of the greater of cash surrender benefits ora
return of the gross considerations with interest, the minimum nonforfeiture benefits shall be equal to the sum of the
minimum nonforfeiture benefics for the annuity portion and the minimum nonforfeiture benefits, if any, for the life
insurance portion computed sas if each portion were a separate contract. Notwithstanding the provisions of Paragraph 4,
additional benefits payable (a) in the event of total and permanent disability, (b) as reversionary annuity or deferred
reversionary annuity benefits, or {¢) as other policy benefits additional to life insurance, endowment, and annuity benefits,
and considerations for all such additional benefits, shall be disregarded in ascertaining the minimum nonforfeiture
amounts, paid-up annuity, cash surrender and death benefits that may be required by this Article. The inclusion of such
additiona! benefits shall not be required in any paid-up benefits, unless such sdditional benefits separately would require
minimum nonforfeiture amounts, paid-up annuity, cash surrender and death benefits.
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ATTACHMENT H

To: Mr. Ted E. Becker, Life Actuary
Texas State Board of Insurance

From: John K. Booth, Chief Acruary
American Council of Life Insurance
Washington, D.C.

Date: May 11, 1979
Re: Companies Eaming Lower Interest Rates Than the Rate Assumed in Their Reserves

In the minutes of the December 1978 meeting of the NAIC (C3) Committee Technical Task Force To Review Valuation
and Nonforfeiture Value Regulation, there is & discussion of companies that earn lower interest rates than the rate assumed
in their reserves. In that discussion, it is mentioned that I suggested that such companies should be required to strengthen
reserves,

The purpose of this letter is to put this remark in the proper context and to indicate that this was only one of 2 number of
things that might be sppropriate when a company is unable to earn the interest required to maintain its reserves. The
problems of companies in such situations are not necessarily improved by the mechanical application of a reserve
strengthening formula, whatever that formula may be. Minimum Valuation Standards are designed to establish a conserva-
tive measure of expected life insurance company experience with respect to interest and mortality for the industry but not
to take care of all the aberrations of particular companies. The fact that a company’s earnings are below those that are
required for its reserves may have nothing to do with the particular policy forms or insurance products that it offers but
may be related to other factors which may or may not indicate a serious financial problem.

To require an individugl company to automatically strengthen reserves when its earnings rate drops below the interest
required to maintain reserves might arbitrarily force that company into insolvency and liquidation when there may be
other more satisfactory ways to handle the situation. For example, en increase in premium scales, a reduction in policy-
holders’ or stockholders’ dividends, a slowdown in the rate of expansion, an expense reduction program, a tumaver of
part of the asset portfolio, or an increase of capital through the sale of stock might provide means of strengthening the
company and restoring higher yields. Therefore, I hope that the Technical Task Force will avoid any arbitrary measure
which may not fit the particular circumstances of those companies that fail to meet 2 test based on 2 comparison between
actual interest carned and interest required to maintain reserves.

The point 1 was attempdng to make at the December meeting is that many of these situations of low interest earnings calt
for the seasoned judgment of an insurance regulator unhampered by a rigid mechanical formula.
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PROPERTY AND CASUALTY (D) COMMITTEE

1978 Proc. Il p. 464
1979 Proc, I p. 717

Hon. Bill Gunter, Chairman - Florida
Hon. Edward J. Birrane, Jr., Vice-Chairman — Maryland
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1. Report of the Redlining Task Force.

2, Report of the Task Force on Property and Liability Policy Readabilivy,

3. Receive report of Property Insurance (D1) Subcommittee.

4, Receive report of Liability Insurance Other Than Automobite (D2) Subcommittee.
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The meeting of the Property and Casualty (D) Committee was called to order on June 7,
1979 in the Grand Ballroom of the Palmer House Hotel, Chicago, Illinois at 1:30 p.m.
Commissioner Bill Gunter of Florida presided with all members of the committee or their
representatives present.

1. Atlanta Minutes

The minutes of the (D) Committee meeting held in Atlanta, Georgia on April 30, 1979
were received by the committee (attached).

2. Redlining Task Force

Commissioner Susan Mitchell of Wisconsin presented the report of the NAIC Redlining
Task Force and recommended the adoption of the report by the (D) Committee. Ms, Laura
Sullivan of State Farm Insurance, Chairman of the Advisory Committee to the NAIC Red-
lining Task Force, then presented comments on the report. Ms. Sullivan noted the unani-
mous opposition of the Advisory Committee for the proposed general amendment to the
NAIC Unfair Trade Practices Act. However, Ms. Sullivan stated that the Advisory Com-
mittee supported the Model Declination, Termination, and Disclosure Act being proposed.

The (D) Committee received written statements on the recommendations of the NAIC Red-
lining Task Force from the following:

a.  Alliance of American Insurers (attached).
b. Independent Insurance Agents of America (attached).
c.  U.S. Commission on Civil Rights (attached).

There was considerable discussion and debate on the recommendations of the Redlining
Task Force. Several amendments to the task force report were considered by the (D)

Committee, and the following amendments to the report of the Redlining Task Force
were adopted:

a. The words “agent or broker” in the first and fourth lines of Section VIC(1) of the

April 30, 1979 draft of the proposed Property Insurance Declination, Termination, and
Disclosure Model Act were deleted.

b. A substitute specific amendment to the NAIC Model Unfair Trade Practices Act was
adopted in lieu of the proposed general amendment of the Redlining Task Force (artached).
Because of the inclusion of the substance of the task force’s proposed model regulation

within the substitute specific amendment, the need for a separate model regulation was
obviated.

The cha_irman of the (D) Committee then instructed the Redlining Task Force to consider
developing a2 model Automobile Declination, Termination, and Disclosure Law, with the
target date for the completion of this project of December 1979.

A motion to adopt the report of the Redlining Task Force, as amended, was made, seconded
and passed.
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3. Readability Task Force

Commissioner William H. Woodyard of Arkansas, chairman of the Task Force on Property
and Liability Policy Readability, presented an oral report to the committee on the activities
of the task force. Mr. Woodyard indicated that the task force was working on a model bill
and would develop a final draft for consideration by the (D) Committee at the December
1979 meeting, The report was received and unanimously adopted.

4. Property Insurance (D1) Subcommittee

Ms. Angela Ables, Deputy Insurance Commissioner of Oklahoma, presented the report of
the Property Insurance (D1) Subcommittee. The report was received and adopted.

5. Liability Insurance Other Than Automobile (D2) Subcommittee

Director John Trimble of Arizona presented the report of the Liability Insurance Other
Than Automobile (D2) Subcommittee. The report was received and adopted.

6. Automobile Insurance (D3) Subcommittee

Commissioner Fletcher Bell of Kansas presented the report of the Automobile Insurance
(D3) Subcommittee, Director John Trimble of Arizona then moved to amend the (D3)
Subcommittee report by deleting the “Resolution on Insurance Classifications™ attached to
the report of the Rates and Rating Procedures Task Force. In lieu thereof, Director Trimble
proposed a “Substitute Resolution on Automobile Classifications” (attached). After consid-
ering and adopting several amendments to the “‘substitute” resolution, the “substitute’’
was adopted as amended. Thercafter, a motion to adopt the report of the (D3) Subcommit-
tee, as amended, was made, seconded and passed.

7. Surety, Mortgage Guaranty and Miscellaneous (D4) Subcommittee

Commissioner Edward Birrane of Maryland presented the report of the Surety, Mortgage
Guaranty and Miscellaneous (D4) Subcommittee. The report was received and adopted.

8. Recinsurance, Syndicates and Pools {D35) Subcommittee

Commissioner Wesley Kinder of California presented the report of the Reinsurance,
Syndicates and Pools (D5) Subcommittee. The report was received and adopted.

9. Workers’ Compensation (D6) Subcommittee

Deputy Don Gabay of New York presented the Workers' Compensation (D6) Subcommittee
Report. The following amendments were then made to the report:

a. The second paragraph of the (D6) Subcommittee report was deleted and the following
paragraph substituted:

The subcommittee voted to receive the report of the Loss and Expense Measure-
ment Task Force presented by R. Michael Lamb. A motion to adopt the “Resolu-
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tion Calling for a Joint Analysis of the Workers’ Compensation System” in the
task force report was made but failed. A motion to adopt a “‘substitute resolu-
tion” was made and unanimously approved. A motion by Director Trimble to
adopt the second item of the “Summary of Recommendations” of the task force
report was also unanimously approved.

b. The original resolution was then deleted.

¢. “Whereas” was substituted for “Be It Further Resolved That” in the ninth paragraph
of the “substitute” resolution and that entire paragraph was made the “substitute” resoju-
tion’s fourth paragraph.

d. “George Reall” was substituted for “David Hannum" in the third paragraph of the
report.

In-addition,~the <D} Committee agreed at-the request-of Director-Frimble-to-suggest-to the
bée)-Subeommittee that the (D6)-Subecommiteee seek teehnical -assistance-from the insur-
anee-industry -through « formal teehnieal-advisory—committee— In addition, the (D) Com-
mittee voted on a motion by Director Trimble to instruct the (D6) Subcommittee to seek
technical assistance from the insurance industry by appointing a formal technical advisory
committec_to the Loss Expense Task Force. [Material lined through was deleted, and
material underiined was added, by the Executive Committee. See p.37 .]

A motion to adopt the report of the Workers' Compensation (D6) Subcommittee, as
amended, was then made, seconded and unanimously approved.

10. Other matters

Commissioner Birrane of Maryland diswributed to members of the (D) Committee copies of
a “Consumer Statement” from Mr. Hans Dieter Meyer (attached).

No further business coming before the Property and Casualty (D) Committee, the commit-
tee adjourned at 6:10 p.m.

Hon. Bill Gunter, Chairman, Florida; Hon. Edward ]. Birrane, Jr., Vice-Chairman, Maryland;
Hon. John N. Trimble, Arizona; Hon. Wesley J. Kinder, California; Hon. Fletcher Bell,
Kansas; Hon. Michael D. Markman, Minnesota; Hon. Donald W, Heath, Nevada; Hon. James
J. Sheeran, New Jersey; Hon. Albert B. Lewis, New York; Hon, Gerald Grimes, Oklahoma;
Hon. William P. Daves, Jr., Texas.

Property and Casualty (D) Commitzee
Atlanta, Georgia
April 30,1979

Commissioner Bill Gunter opened the meeting with a brief discussion of the objectives and goals of the Property and
Casualty (D) Committee, its six subcommittees and task forces.

He announced that any suggestions or ideas could easily be incorporated into the work goals already named and stressed
the importance of the subcommittees and task forces being ready for the June 1979 meeting,
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Mr, Dick Keintz was asked for a report by the Redlining Task Force. A brief history of the organization and work of the
task force was given. Mr. Keintz discussed exhibits which had been prepared: Exhibit A which is a proposed general
amendment to Section 4(7) of the Unfair Trade Practices Act and Exhibit D which contains a proposed Property Insurance
Declination and Termination madel act, (These are attached to the June 1979 report of the Redlining Task Force.) A
meeting of that task force had already been held on March 21 in Chicago, and another earlier in the day on April 30, in
Atlanta. Additional changes in the two models were being made. Suggestions were heard from the Industry Advisory Com-
mitree,

It was suggested by Commissioner Gunter that a final draft of the amended Unfair Trade Practices Act be furnished well in
advance of the June 1979 meeting. Mr. Keintz asked if the task force should consider the Holtzman Amendment, He asked
also if the task force should be disbanded following the June 1979 meeting. These questions were left open.

Ms. Sullivan, Chairperson for the Advisory Committee, stated that they would be reporting in June on depopulation and
underwriting rules and guidelines in a homeowners program, as well as on amendments to the Unfair Trade Practices Act.
She feels all these issues need to be reviewed by the (D) Committee in June 1979,

An oral progress report by the Task Force on Property and Liability Policy Readability was presented by Ms. Reva
Fletcher, Assistant Commissioner of the Arkansas Department. A meeting of the task force was held April 11 in Phoenix,
Arizona, and a session with its Advisory Committee was conducted during the Zone V meeting in Santa Fe. Proposals
are to be presented to the task force at a meeting tentatively scheduled for May 15 in St, Louis. A preliminary report
will be presented in June, but it was felr that December 1979 would be realistic timing for the final draft of a proposed
statute and regulation.

Ms. J. Angela Ables, Associate Counsel with the Oklahoma Insurance Department, represented the Property Insurance
(D1) Subcommittee at & meeting with the Inland Marine Definition Advisory Committee on Interpretation, She stated
that a report from that Advisory Committee would be made in June.

The (D1} Subcommittee requested Mr. John Wrend, acting as secretary of the All Industry Committee on Arson, to
provide information to them. Ms, Gloria Jiminez, the Federal Insurance Administrator, has also been contacted to discuss
arson, the recent nuclear accident and FAIR plans.

NAIC President Hudson announced that during the Zone V meeting in Santa Fe, it was suggested that the (D1) Subcom-
mittee address the question of excess nuclear losses, building on previous efforts in this arca. Mr. Ralph Nader is accusing
the NAIC of being unresponsive to this type of problem. Commissioner Hudson believes it is urgent that the (I31) Sub-
committee address this issue in spite of the predicability question in nuclear losses being quite elusive,

Commissioner Gunter requested Ms. Ables to netify Commissioner Grimes, Chairman of (D1), that his subcommittee is
to address this problem gnd it should be made a part of the agenda for the June 1979 meeting.

Mr. Dick Brock, representing Commissioner Fletcher Bell as Chairman of the (D3) Automobile Insurance Subcommittee,
provided an update on its progress. The Rates and Rating Procedures Task Force is to offer final recommendations
regarding the use of sex and marital status in automobile insurance classification systerns for action by the NAIC in June.
The Automobile Cost Containment Task Force is considering recommendations regarding duplication of benefits in auto
insurance. Mandatory preinspection of metor vehicles prior to issuing or continuing auto physical damage comprehensive,
fire and/or theft coverage and a post-crash reinspection program are also being reviewed. The Automobile Insurance Avail-
ability Task Force wili review the results of a questionnaire which was distributed to all commissioners and decide on a
possible direction to pursue, Finally, a review and consideration of the development of model no-fault guidelines and/or
alternatives will be undertaken,

As Mr. Brock stated, the subcommittee was continuing its comprehensive study of auto insurance. The (D3) wiil meet
agzin in Kansas City on May 22, Commissioner J. W. Newman felt that the performance standards residual market mechan-
ism could best be handled by the NAIC, not just An all-industcy committee. He asked if Commissioner Bell’s subcom-
mittee could make zn in-depth study.

Commissioner Gunter suggested that the item be placed on the May 22 agenda. Commissioner Newman is to write Com-
missioner Bell, and Mr, Brock stated that the letter would be placed on the May 22 agenda.
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Under the Surety, Mortgage Guaranty and Miscellaneous (D4) Subcommittee, Commissioner Donald Heath announced that
the Service Contracts Task Force has scheduled a conference with its Advisory Committee for May 24 and 25 to discuss
auto warranties and home service contracts. Unfortunately, the Title Insurance Task Force has not met since 1976,

Commissioner Gunter next read from a report furnished by Commissioner Kinder who chairs the Reinsurance, Syndicates
and Pools (D5) Subcommittee. (It currently has no rask forces.) The subcommittee will be reviewing che problems relating
to “fronting.” The biggest hurdle facing the subcommittee is to define fronting and identify those aspects which need
NAIC attention.

The report from the Workers' Compensation (D§) Subcommittee by Mr. Hank Lauer of the New York department was an
announcement that the Legal Marketing and Rating Task Force has not met and that a meeting of the Loss and Expense
Measurement Task Force was held in Las Vegas last month, but due to weather conditions, no one from the New York
Department could attend.

Commissioner Gunter presented a report of the recent Las Vegas meeting of the Loss and Expense Measurement Task
Force which inciuded discussions of the present classification system utilized by the National Council on Compensation
Insurance as well as a discussion of the National Council's statistical data committee. The task force had voted to place a
resolution before the (D6) Subcommittee which suggests to the National Council that they review the entire classification
system now used, and place before the NAIC's task force suggestions for technical improvements.

Commissioner Hudson announced he had made a statement to Congress in behalf of the NAIC concerning federal regula-
tion of workers’ compensation.

Commissioner Gunter expressed appreciation to those providing subcommittee and task force updates, and stressed again
the importance of being well prepared for the June 1979 meeting in Chicago.

Meeting adjourned,

Hon. Bill Gunter, Chairman, Florida; Hon. Edward J. Birrane, Vice-Chairman, Maryland; Hon. John N, Trimble, Arizona;
Hon, Wesley ]. Kinder, California; Hon. Fletcher Bell, Kansas; Hon. Michael D. Markman, Minnesota; Hon. Donald W.
Heath, Nevads; Hon. James ]. Sheeran, New Jersey; Hon, Albert B. Lewis, New York; Hon, Gerald Grimes, Oklahoma;
Hon. William P. Daves, Jr., Texas.

Substitute Specific Amendment to Section 4(7)
of the NAIC Unfair Trade Practices Act

[Editor's Note: The Executive Committee authorized the Central Office to renumber sections and otherwise see to it
that these amendments conform to the existing text, Consequently, the final version of the amendments passed appears
as an attackment to the Executive Contmittee report, See p.39 for this final form.]

The following subsections (¢) and (d) are hereby added to section 4(7) of the NAIC Model Act Relating to Unfair Mecthods
of Competition and Unfair and Deceptive Acts and Practices in the Business of Insurance:

(¢} _making or permitting any unfair discrimination between individuals or risks of the same class and of essentially the
same hazards by refusing to issue, refusing to renew, cancelling or limiting the amount of insurance COVerage on a property
or casualty risk because of the geopraphic location of the risk, unless:

(1) The refusal, cancellation or fimitation is for a business purpose which is not 8 mere pretext for unfair discrimination,
or

{2) The refusa), cancellation or limitation is required by law or regulatory mandate.

(d) making or permitting any unfair discrimination between individuals or risks of the same class and of essentizlly the
same hazerds by refusing to issue, refusing to remew, cancelling or limiting the amount of insurance coverage on 4
residential property risk, or the personal property contained therein, because of the age of the residential property, unless:
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(1) The refusal, cancellation or limitation is for a business purpose which is not a mere pretext for unfair discrimination,

or

(2) The refusal, cancellation or limitation is required by law or regulatory mandate,

Substitute Resolution on Automobile Insurance Classifications

[As amended by the Plenary Session, See p, 31 .}

WHEREAS, the Rates and Rating Procedures Task Force of the Automobile Insurance (D3} Subcommittee
presented recommendations at the December 1978 NAIC national meeting calling for the elimination of
automobile insurance classifications based on sex or marital status characteristics; and

WHEREAS, consideration of these recommendations was postponed until the June 1979 NAIC meeting
because of the concerns of several members about the effects of such classification changes on premiums for
individual policyholders; and

WHEREAS, the advisory committee to the Automobile Insurance (D3} Subcommittee was directed to under-
take an immediate study of alternative recommendations and implementation procedures, including the
development of substitute classification variables; and

WHEREAS, the Advisory Commiittee has completed its study and has recommended that no action be taken
by the NAIC regarding the elimination of sex and marital status classifications; and

WHEREAS, some individual automobile insurers, including Commercial Union Assurance and Motorists
Mutual, are experimenting with alternative classification systems and are to be commended for their
enlightened and innovative competitive vigor; and

WHEREAS, such experimentation demonstrates that the conclusion of the Advisory Committee is not
universally accepted by all automobile insurers; and

WHEREAS, the two aforementioned insurance companies, as well as the states of North Carolina,
Massachusetts and Hawaii, provide a readily accessible lzaboratory for experimentation; and

WHEREAS, the Rates and Rating Procedures Task Force does not accept the conclusions of the Advisory
Committee, and believes that the information in the advisory report suggests the feasibility of developing
alternative classification variables which would continue to provide effective rating classifications; and

WHEREAS, the task force further believes that the introduction of expanded use of these alternative classi-
fication variables will substantially reduce the effects of price changes which would otherwise be associated
with the elimination of present [sex and marital status] classifications; and

WHEREAS, the insurance industry has consistently maintained that such changes should occur only through
the process of competition; and

WHEREAS, regulation should rely wherever possible on effective competition to encourage mesningful
experimentation and refinement of classification systems in order to atrain grester pricing equity for con-
sumers and more accurate risk assessment for insurers and to bring about differences in classification systems
that inure to the benefit of consumets,

[NOW, THEREFORE, BE IT RESOLVED, that the NAIC adopts the position that automobile insurance
classifications based on sex or marital status may be inconsistent with sound regulatory policy, and if so,
should through competitive evelution and with appropriate transitional protections to the premium paying
public be eliminated from use in private passenger automobile insurance as soon as appropriate substitute
alternative classifications are developed;]
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NOW, THEREFORE, BE IT [FURTHER] RESOLVED, that the NAIC [also] adopts the position that all
[other] rating classifications should be subject to minimum regulatory standards which require that rates
and classifications for private passenger automobile insurance be based on & reasonable clessification system,
sound actuarial principles, and actual and credible loss statistics, relevant external data, or in the case of new
coverages or classifications, reasonably anticipated loss experience;

BE IT FURTHER RESOLVED, that to encourage the pursuit of a mote equitzble automeobile insurance
pricing structure and the development of alternative rating factors which will contribute to meaningful com-
petition and to more effective classification systems, the Rates and Rating Procedures Task Force be directed
to continue study of these issues, and in doing so, to provide adequate opportunity for input from the Auto-
mobile Insurance (D3) Advisory Committee and other sources;

BE IT FINALLY RESOLVED, that the NAIC calls on the industry to work with NAIC and participate ina
program to monitor, evaluate and reassess traditional and experimental classification plans with particular

emphasis on the impact of sex and marital status as rating criteria. Such program is to be developed and
implemented as follows:

1) The Rates and Rating Procedures Task Force of the Automobile Insurance (D3) Subcom-
mittee with the assistance of other NAIC members znd the NAIC Central Office is to develop
a theoretical model classification plan designed to include alternatives to sex and marital
status as rating factors.

2) Following development of such model, the Rates and Rating Procedures Task Force will
specify the statistical data and other informationsal requirements neceseary to pilot test the
program-:

3) The Insurance Services Office and/or other statistical agencies will be called on to assit NAIC in
accumulating and compiling the necessary information reccived from the participating insurers
and will assist the NAIC in analyzing and evaluating such information.

4} The model classification plan is to be developed on or before September 1, 1979 by the Rates
and Rating Procedures Task Force.

5) The statistical agencies are to be advised of the informational requirements by the Rates and
Rating Procedures Task Force and such requirements are to be transmitted to the participating
insurers on or before December 1, 1979,

6) An interim report on the status of the pilot test program is to be presented to the Automobile
Insurance (D3) Subcommittee by the Rates and Rating Procedures Task Force at the December

1979 mecting with subsequent progress reports at each following regular and annual meeting
of the NAIC until conclusion of the program.

7)  The pilot test program shall be completed and a final report shall be presented to the NAIC at
its June 1981 meeting,

Redlining (D) Task Force

Chicago, Nlinois
June 3, 1979

A meeting was held on June 3, 1979, at the Palmer House in Chicago, Hllinois st 1:10 p-m. The following states were

represented: Illinois, Michigan, Nevada, North Carolina, Washington, West Virginia and Wisconsin, Dave Brummond of the
NAIC staff also attended.
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1. Report to (D) Committee and Earlier Reports

Commissioner Mitchell asked for comments on the oral report to (D} Committee and the attached written minutes of
January 25, March 21 and April 30, 1979, Ms. Sullivan indicated a presentation concerning the amendment to the Unfair
Trade Practices Act and accompanying regulation would be made on Thursday, June 7, 1979, to the (D) Committee. All
reports were then received.

2. Advisory Committee Report

Laura Sullivan of the Advisory Committee submitted the attached written report summarizing the activity of the Advisory
Committee since December 1978, The report included suggested underwriting guidelines and comments on FAIR Plans
for those states that feel a need for such a mechanism, In conclusion Ms. Sullivan asked for further direction from the task
force,

3. Model Delination and Termination Act for Automobile Insurance

The task force tabled the propossl to develop s model auto declination law and decided to await direction from the
parent (D} Committee,

4, Future of the Task Force

The following resolution was unanimously adopted:

WHEREAS, the Redlining Task Force has responded to the charges given the task force by the parent (D)
Committee; be it resolved, that the task force remain intact for six months to respond to any additional
charges given the task force,

The meeting was adjourned at 1:25 p.m,

Hon. Susan Mitchell, Chairman, Wisconsin; Hon, Wesley Kinder, California; Hon. Richard Mathias, Hlinois; Hon. Jean
Carlson, Acting, Michigan; Hon. Jerry Buxton, Missouri; Hon. Donald W, Heath, Nevada; Hon. James Sheerzn, New
Jersey; Hon. Albert Lewis, New York; Hon. John Ingram, North Carolina; Hon. Dick Marquardt, Washingtor; Hon,
Richard Shaw, West Virginia.

(D) Redlining Task Force
Milwaukee, Wisconsin
January 25, 1979

The task force met at the Marc Plaza Hotel, Milwaukee, Wisconsin, January 25, 1979, at 9:40 a,m. The Honorsble Harold
R. Wilde, Jr., of Wisconsin, chaired the meeting, with representatives of the following states present: California, Hlinois,
Nevada, Washington and Wisconsin., Also present were representatives of the Advisory Committee and Dave Brummond
of the NAIC staff.

1. Federal Riot Reinsurance Program

Dave Brummond reported briefly on materiels received from the FIA and & study the Ceneral Office had done concerning
applications of the Federal Riot Reinsurance Program and what affect it would have on selected states. It was also
indicated that a written report would be sent to all interested states as soon as the NAIC staff has it prepared.

2, Model Law for Disclosure of Reasons for Cancellation gnd Declination

There was a general discussion of the provisions of the draft and how it relates to the Amendment of the NAIC Model
Unfair Trade Practices Act and accompanying regulation. Commissioner Wilde suggested that Dave Brummond attend
the next meeting of the legal subcommittee of the Advisory Committee to reconcile the provisions of the advisory draft
to the amendment and the accompanying regulation. It was agreed that this would be accomplished by February 16,
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1979 with copies of the reconcilistion being sent to all members of the task force on that date. [The reconciliation follows
this report.] It was further agreed that a meeting of the task force would take place prior to February 28, 1979 to finalize
the amendment and accompanying regulation which would then be submitted to the parent (D) Committee.

3. Response of the Advisory Committee to the “Twelve Challenges”

A discussion followed on how all the information gathered by the Advisory Committee could be sent to all property and
casuaity companies. Commissioner Wilde suggested that the insurance trade associations copy and send ¢o all members the
material contained in the written response distributed at the NAIC December meeting in Las Vegas, Ms, Sullivan agreed to
meet with the appropriate offices of the major trade associations and work out a distribution program which would be
discussed with the task force at the next meeting,

4, Future Challenge of the Advisory Committee

It was suggested thar the Advisory Committee would be the proper forum 1o present responsible alternatives and suggested
changes to recent federal legislation (Holtzman Amendment). The legal subcommittee indicated that there was interest
in pursuing the suggestion and it would be discussed at the next meeting.

There being no additional business, the task force adjourned at 1:30 p.m.

Hon. Susan Mitchell, Chairman, Wisconsin; Hon. Wesley Kinder, California; Hon. Richard Mathias, Illinois; Hon. Jean
Carlson, Acting, Michigan; Hon. Jerry Buxton, Missouri; Hon. Donald W. Heath, Nevada; Hon. James Sheeran, New Jersey;
Hon. Albert Lewis, New York; Hon, John Ingram, North Carolina; Hon. Dick Marquardt, Washington, Hon. Richard Shaw,
West Virginia.

To: All Members of the NAIC Redlining Task Force and its Advisory Committee
From: David J. Brummond

Re: Distribution of Model Law Drafting Alternatives

Date: February 16, 1979

You will recall that at the January 25, 1979 meeting of the NAIC Redlining Task Force, Commissioner Harold R, Wilde
suggested that I attend the next meeting of the legal subcommittee of the Redlining Advisory Committee “to reconcile the
provisions of the advisory draft to the amendment and the accompanying regulation.” Commissioner Wilde further sug-
gested that copies of various drafting alternatives be distributed to all members of the NAIC Redlining Task Force by
February 16, 1979. Pursuant to Commissioner Wilde's suggestion, I met with the legal subcommittee on February 8-9,
1979 in Boston, Massachusetts to develop appropriate language for NAIC model laws which address the redlining problem.
The results of our work are attached to this memorandum as exhibits A-D.

Although there are numerous combinations of approaches which can be taken to address insurance redlining problems, the
legal subcommittee and myself concur in presenting five drafting alternatives for consideration by the NAIC Redlining
Task Force. These alternatives, in no particular order of preference, are as follows:

Alternative One; A general amendment to section 4(7) of the NAIC Unfair Trade Practices Act with an accom-
penying model regulation specifically aimed at insurance redlining (Exhibit A).

Alternative Two: A specific amendment to section 4(7) of the NAIC Model Unfair Trade Practices prohibiting
general business practices which constitute insurance redlining (Exhibic B).

Alternative Three: A specific amendment to section 4(7) of the NAIC Unfair Trade Practices Act prohibiting
individual acts which constitute insurance redlining {(Exhibit C).
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Alternative Four: A model property insurance termination, declination and disclosure act (Exhibit D),

Alternative Five: A model law “package” consisting of a specific amendment to section 4(7) of the NAIC Unfuair
Trade Practices Act in conjunction with a property insurance termination, declination and disclosure model act
(Exhibits B & D).

It should be noted that amendments were made to the previous drafts of each of these alternatives in such a way that each
alternative now constitutes a different drafting approach than has been considered in the past by the Redlining Task Force.
While none of these amendments represent a drastic deviation from previous drafts, they are nevertheless significant and
should be reviewed carefully by the task force before the task force adopts ane or more of the alternatives.

TEEIEREN

EXHIBIT A

Proposed General Amendment to Section 4(7)
of the NAIC Unfair Trade Pracrices Act

February 16, 1979 Draft

{c) making or permitting any unfair discrimination between individuals or risks of the same class and of essentially the
same hazards in the issuance, renewsl or canceliation of any insurance coverage intended primarily for personsl, family
or houschold needs rather than for business or professional needs.

"EPEEERES

Proposed Model Regulation to Interpret the Proposed
General Amendment to Section 4(7) of the
NAIC Unfair Trade Practices Act

February 16, 1979 Draft

SECTION 1: AUTHORITY, This regulation is promulgated pursuant to the authority granted under section 12 of the
NAIC Model Act Relating to Unfair Methods of Competition and Unfair and Deceptive Acts and Practices in the Business
of Insurance,

SECTION 2: PURPOSE. The purpose of this regulstion is to identify specific acts or practices of unfair discrimination
under section 4(7)(c) of the NAIC Unfair Trade Practices Act. This regulation is not exclusive and other acts, not herein
specified, may also be deemed to be violations of section 4(7)(c) of the Act.

SECTION 3: UNFAIR DISCRIMINATION. The following are hereby identified as acts or practices which constitute
unfair discrimination between individuals or risks of the same class and of essentially the same hazard:

() Refusing to issue, refusing to renew or cancelling insurance coverage intended primarily for personal, family or
household nesds rather than for business or professional needs because of the geographic location of the risk,
unless:

(1) Such refusal or cancellation is for a business purpose which is not a mere pretext for unfair discrimination, or
(2)  Such refusal or cancellation is required by law or regulatory mandate.

DRAFTING NOTE: This subsection of the regulation is intended to prohibit insurance underwriting shortcuts which un-
fairly label risks as poor risks because of their geographic location. A refusal, nonrenewsl or cancellation of insurance
coverage is prohibited if the reason for such refusal, nonrenewal or cancellation is the geographic location of the risk..
An exception to this generzl rule is provided, however, in situations where the refusal, nonrenewal or cancellation is based
upon a legitimate business need und the refusal, nonrenewal or cancellation is not & mere pretext for unfair discrimination.
Examples of such situations include refusals 1o insure when the risk is located in areas prone to natural catastrophes, i.c.,
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earthquakes, floods, hurricanes, and refusals to insure because the insurer already has a very high concentration of risks in
a particular geographic area, It is intended that the insurer must demonstrate conclusively the legitimacy of its claimed
“business purpose” exception. Proof that such refusals, nonrenewals or cancellations are not a subterfuge for unfair dis-
crimination must likewise be conclusive,

(b)  Refusing to issue, refusing to renew or cancelling insurance coverage for a residential property risk or the personal
property contained therein because of the age of the residential property, unless:

(1)  such refusal or cancellation is for a business purpose which is not 2 mere pretext for unfair discrimination, or
(2)  such refusal or cancellation is required by law or regulatory rmandate,

() Unduly limiting the amount of insurance coverage available ve a residential property risk or the personal property
contained therein solely because of the age of the residential property.

SECTION 4: EFFECTIVE DATE,

This regulation shall tzke effect on

2VEREDRY

EXHIBIT B

Proposed Specific Amendments to Section 4(7)
of the NAIC Unfair Trade Practices Act:
General Business Practice Violations Prohibited

Februsry 16, 1979 Draft

() As a general business practice, refusing to issue, refusing to renew or cancelling insurance coverage intended prim-
arily for personal, family or household needs rather than for business or professional needs because of the
geographic location of the risk, unless:

(1) such refusal or cancellation is for a business purpose which is not a mere pretexr for unfair discrimination,
or

(2)  such refusal or cancellation is required by law or regulatory mandate.

DRAFTING NOTE: This arnendment is intended to prohibit insurance underwriting shortcuts which unfairly label risks
as poor risks because of their geographic location, A refusal, nonrenewal or cancellation of insurance coverage is prohibited
if the reason for the refusal, nonrenewal or cancellation is the geographic loeation of the risk. An exception to this general
rule is provided, however, in situations where such denials of insurance are based upon a legitimate business need and the
denials are not a mere pretext for unfair discrimination. Examples of such situations include refusals to insure when the
risk is located in areas prone to natural catastrophes, i.c., earthquakes, floods, hurricanes, and refusals to insure because the
insurer already has a very high concenwation of risks in a particular geographic ares. It is intended that the insurer must
demonstrate conclusively the legitimacy of its claimed ‘“‘business purpose” exception. Proof that refusals, nonrenewals or
cance(lations are not a subterfuge for unfair discrimination must likewise be conclusive,

(d)  As a general business practice, refusing to issuc, refusing to renew or cancelling insurance coverage for a residential
property risk or the personal property contained thercin because of the age of the residential property, unless:

{1)  such refusal or cancellation is for 8 business purpose which is not 2 mere pretext for unfair discrimination,
or

€2)  such refusal or cancellation is required by law or regulatory mendate.

(e)  Asa general business practice, unduly limiting the amount of insurance coverage available to a residential property
risk ot the personal property contained therein solely because of the age of the residential property.

LIS L LR ]
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EXHIBIT C

Proposed Specific Amendments to Section 4(7)
of the NAIC Unfair Trade Practices Act:
Individual Violations Prohibited

February 16, 1979 Draft

(¢}  Refusing to issue, refusing to renew or cancelling insurance coverage intended primarily for personal, family, or
household needs rather than for business or professionsl needs because of the geographic location of the risk, untess:

{1)  such refusal or cancellation is for a business purpose which is not a mere pretext for unfair discrimination,
or

(2)  such refusal or cancellation is required by law or regulatory mandate

DRAFTING NOTE: This amendment is intended to prohibit insurance underwriting shortcuts which unfairly label risks
as poor risks because of their geographic location. A refusal, nonrenewal ot cancellation of insurance coverage is prohibited
if the reeson for the refusal, nonrenewat or cancellation is the geographic location of the risk. An exception to this general
rule is provided, however, in situations where such denials of insurance are based upon a legitimare business need and the
denials are not 2 mere pretext for unfair discriminetion. Examples of such situations include refusals to insure when the
risk is located in arcas prone to natural catastrophes, i.e., earthquakes, floods, hurricanes, and refusals to insure because the
insurer already has a very high concentration of risks in a particular geographic area. It is intended that the insurer must
demonstrate conclusively the legitimacy of its claimed “business purpose’ exception. Proof that refusals, nonrenewals or
cancellations are not a subterfuge for unfair discrimination must likewise be conclusive.

(d)  Refusing to issue, refusing to renew or cancelling insurance coverage for a residential property risk or the personal
property contzined therein because of the age of the residential property, unless:

(1)  such refusal or cancellation is for a business purpose which is not a mere pretext for unfair discrimination,
or

(2)  such refusal or cancellation is required by law or regulatory mandate.

()  Unduly limiring the amount of insurance coverage available to a residential property risk or the personal property
contained therein solely because of the age of the residential property.

REEEDNES

EXHIBIT

NAIC Property Insurance Termination,
Declination and Disclosure Model Act

February 16, 1979 Draft

PREAMBLE: The purpose af this Act shall be to regulate cancellations, refusals to renew and declinations of certain
policies of insurance and for providing specific reasons for such action.

SECTION I: APPLICATION. This Act shall apply to policies of insurance, other than automobile, inland marine, marine
and workers’ compensation insurance or policies issued by any residual market insurance mechanisms, on risks located
within or resident in this state which shall be issued and take effect or which shall be renewed afcer the effective date
of this Act, and insure any of the following contingencies:

A.  Loss of or damage to real property used predominantly for the residual purposes of the named insured, and which
consists of not more than four dwelling units.

B, Loss of or damage to personal property in which natural persons have an insurable interest, except personal pro-
perty used in & commercial, professional or industrial activity,
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SECTION II: DEFINITIONS.

A,

“Renewal” or “to renew” means the issuance and delivery by an insurer, at the end of a policy period, of & policy
superceding a policy previously issued and delivered by the same insurer, or the issuance and delivery of the cert-
ificate or notice extending the rerm of the policy beyond its policy period or term; provided, however, that any
policy with a policy period or term of less than six months shall, for the purpose of this Act, be considered as if
written for a policy period or term of six months. Provided further that any policy written for 4 period or term of
more than one year, or any policy with no fixed expiration date, shall be considered, for the purposes of this Act,
as if written for successive policy periods or terms of one year.

“Nonpayment of premium'’ means the failure of the named insured to discharge any obligation in connection with
the payment of premiums on the policy of insurance or any installment of such premium, where the premium is
payable directly to the insuver or its agent, or indirectly under any premium finance plan or extension of credit.
It shall include nonpayment of dues or fees where payment of such dues or fees is a prerequisite to obtaining or
continuing the insurance.

“Termination” means either a cancellation or nonrenewal of insurance coverage. A cancellation occurs during the
policy term. A nonrenewal occurs st the end of the policy term as set forth in subsection A.

“Declination” is the refusal of an insurer, an agent or & broker to issue an insurance policy on g written nonbinding
application for coverage.

SECTION III: PERMISSIBLE CANCELLATION, After coverage has been in effect for more than 60 days, or after the
effective date of a renewal policy, 2 notice of cancellation shall not be issued unless it is based upon ax least one of the fol-
lowing reasons:

A.

Nonpayment of premium,

Conviction of the insured of any crime having as one of its necessary elements an act increasing any hazard insured
against.

Discovery of fraud or material misrepresentation made by or with the knowledge of the insured in obtaining the
policy, continuing the policy, or in presenting a claim under the policy.

Discovery of willful or reckless acts or omissions increasing any hazard insured against.
Substantial change in the risk increasing any hazard insured against, after the policy was issued or renewed.

Violation of any local fire, health, safety, building or construction regulation or ordinance, with respect to any
insured property or the occupancy thereof.

A determination by the Commissioner of Insurance that the continuation of the policy would place the insurer in
violation of the insurance laws of this state.

Real property taxes have been delinquent for two or more years and continue delinquent at the time notice of can-
cellation is issued.

SECTION IV: NOTIFICATION OF CANCELLATION, NONRENEWAL OR DECLINATION TO THE INSURED:
WHEN EFFECTIVE, DISCLOSURE.

A.

Upon declining to insure any risk the insurer, agent or broker declining the risk shall provide the agent, broker or
party submitting the application the reason(s) for such decision. If the applicant by written request asks for the
basis for the declination, the insurer, agent or broker to whom the request is made shall provide the applicant the
specific reason(s) in writing.

If an agent, broker or insurer not represented by an agent or broker declines to provide a written application to 2
prospective applicant, the decliner, if requested, shall provide the applicant with the reason(s) for such refusal.
In the event a verbal application is made and an agent, broker or insurer rejects the application, the applicant may
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by written tequest within 60 days of such rejection ask for the basis for the rejection. The insurer, agent or broker
to whom the request is made shail then provide the applicant within 30 days of receiving such request the specific
resson(s) in writing for such rejection.

C. A notice of cancellation of coverage that has been in effect for 60 days or less shall be in writing, shall be delivered
or mailed to the named insured at the last known address of the named insured, shall state the effective date of the
cancellation which shall not be less than 10 days from the date delivered or mailed if delivered or mailed anytime
during the initizl 60-day period, and shall provide in writing the specific reason(s) for such cancellation,

D.  After coverage hes been in effect for more than 60 days, a notice of cancellation bgsed upon a reason other than
nonpayment of premium shall be in writing, shall be delivered or mailed to the named insured at the last known
address of the named insured, shall state the effective date of the cancellation which shall not be less than 30 days
from the date delivered or mailed, other than for nonpayment of premium, and shall state the specific reason(s)
for such cancellation,

E. Unless the insurer, at least 30 days in advance of the end of the policy period as described in subsection 1I(A),
delivers or mails to the named insured at the last known address of the named insured notice of its intention not
to renew the policy and the specific reason(s) therefore, the insurer shall be required to offer to renew the policy.
This subsection shall not apply if the policyholder has accepted replacement coverage with another insurer or has
requested or agreed to the nonrenewal,

F. Notices of canceilation based upon nonpayment of premium shall be effective as provided in the contract of insur-
ance.

G. Proof of mailing of a notice of cancellstion, nonrenewal or declination and/or the reason(s) therefore to the named
insured or applicant shall be sufficient proof of the notice required by this Act.

SECTION V: TERMINATIONS/DECLINATIONS: DISCRIMINATORY PRACTICES PROHIBITED.
No insurer shall terminate or decline to issue a poliey of insurance subject to this Act if its decision is:
A.  Based upon the race, religion, nationality, ethnic group, age, sex, or marital status of the individual,

B. Based solely upon the lawful occupation or profession of the individual, except that this provision shall not apply
to an insurer which limits its market to one lawful occupation or profession or to several related lawful occupations
or professions.

C. Based upon the age or location of the residence, unless such decision is for a business purpose which is not a mere
pretext for unfair discrimination.

D.  Based solely upon the fact that another insurer previously declined to insure the applicant or terminated an exist-
ing policy in which the applicant was the named insured.

E. Based upon the fact that the risk was previously insured through a residual market insurance mechanism,

For purposes of this section, a transfer of policyholders among companies within the same insurance group shall be consid-
ered a termination or declination. Requiring a reasonable deductible, requiring reasonable changes in the amount of insur-
ance or rezsonable deductions in policy limits or coverage which are directly related to the hazard(s) involved, however,
shall not be considered 4 termination or declination for purposes of this section, unless such requirement is based upon
one of the reasons proscribed in subsection A.

SECTION VI IMMUNITY. There shall be no liability on the part of, and no cause of action of any nature shall arise
against, the commissioner of insurance, any insurer or its authotized representatives, agents, or employees, or any licensed
insurance agent, broker, firm, person or corporation furnishing to the insurer information as to reasons for termination or
declination, for any statement made by any of them concerning an insured or applicant for insurance, unless such state-
ment is shown to have been made in bad faith with malice in fact, in (a) any written notice of termination or declination
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or any other written or oral communication specifying the reasons for termination or declination, (b) any communication
providing information pertaining to such termingtion or declination, or (c) for statements made or evidence submitted in
any court or administrative proceeding, hearing or informal inquiry in which such termination or declination is an issue.

SECTION VII: ENFORCEMENT PROVISIONS,

A,

Complaint and Hearing. Upon a complaint of a person filed within 90 days of any declination or termination
alleged to be in violation of section III or section V of this Act, the commissioner shall determine whether such
complaint is reasonably founded. If the commissioner determines thar such complaint is reasonably founded,
or if the commissioner otherwise has reason to believe that an insurer, agent or broker has engaged in practices
which violate section III or section V and that a proceeding in respect thereto would be in the public interest,
the Commissioner shall set & date for a public hearing to determine whether a violation of this Act has in fact occur-
red. Such hearing shall be held upon no less than 10 days notice to the person charged and the complainan, if any.
Such notice shall set forth the specific grounds upon which the complaint is based. If a hearing is based upon a
complaint, the hearing shall be set no later than 30 days from the date the complaint was filed. The hearing shall
take place before 2 hearing examiner who shall make a record of the evidence and set forth findings and conclusions.
Once a declination or termination by the person charged has been established, the person charged shall have the
responsibility of establishing that such declination or termination was based on s reason not prohibited by this
Act. The findings of fact determined by the hearing examiner shall be reviewed by the commissioner who shall
issue a final order. A pertition for rehearing may be filed within 30 days of the final order of the commissioner,

Sanctions. If the commissioner determines in a final order that section III or section V of this Act has been violated:

(1) In the case of 2 final order based upon a complaint against an insurer, the commissioner shall require the
insurer to offer to accept an application, to reinstate insurance coverage or to continue insurance coverage
on the same terms and conditions as are available to other risks similarly situated;

(2)  In cthe case of a final order based upon a complaint against an insurer, agent or broker, the commissioner may
require any person violating this Act to indemnify the complainant for any losses not otherwise recovered
through insurance which would have been paid under the insurance coverage that was declined ot terminated.

(3) The commissioner may issue a cease and desist order 1o restrain any person from engaging in practices which
the commissioner has determined viglate section 111 or section V of this Act;

(4)  The commissioner may assess o penalty of up to $500 for each willful and knowing violation.

Judicial Review. Any person aggrieved by any determination or order of the commissioner under this Act may seek
judicial review in the court. Failure of the commissioner to act upon a complaint under this Act within

30 days of the filing of such complaint shall constitute a determination that the complzint was not reasonably
founded.

SECTION VIII: EFFECTIVE DATE, This Act shall take effect on

The task force met at the O'Hare Hitton, Chicago,
Keintz of Wisconsin, chaired the meeting,
Also present were representatives of the Advi

1.

(D} Redlining Task Force
Chicago, Illinois
March 21, 1979

; llinois, March 21, 1979, at 10:30 a.m. Deputy Commissioner Richard J.
with representatives of the fallowing states present: Illinois and West Virginia.
visory Committee and Dave Brummond of the NAIC staff.

Joint NAIC and FIA Study of Redlining

No further word has been received on the progress of the FIA in its proposal. It is hopeful that an update will be available
by the June NAIC meeting.
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2. Holtzman Amendment

The chairman discussed the possibility of using the task force as a forum to express concerns the state regulators and
industry may have with certain provisions of the amendment. The Property Subcommittee of the Advisory Committee
indicated that many of these concerns have been addressed in various reports of the Advisory Committee and expressed
a desire to publish these reports.

3. Federal National Mortgage Association

Representatives of this organization gave a presentation on the issues associated with “mortgage redlining.” They expressed
a desire to work with the Advisory Committee and the Task Force by sharing their findings and views on inner city red-
lining. After the presentation there was a general discussion of the common redlining issues faced by both industries.

4, Amendment of the NAIC Model Unfair Trade Practices Ser and Accompanying Regulation

The chairperson of the Advisory Committee gave a brief historical development of the activity of the committee. The
chairman of the Legal Subcommittec was then called on to report on the five alternatives set forth in the February 16,
1979 report of Dave Brummond. There was a discussion of the subcommittee’s reasons for unanimously recommending
exhibits B & D. It was then noted by the chairman of the Advisory Committee that the Advisory Committee had acted
on the subcommittee’s recommendations on March 20, 1979, and unanimously recommended exhibits B & D for consid-
eration by the task force,

There was a discussion of the provisions of exhibit A (which included a general amendment to Section 4(7) of the Model
Unfzir Trade Practices Act) and exhibit B (which included a specific amendment to that act), Dave Brummond discussed
the history and rationale of the general approach. A motion was made by West Virginia that the task force discuss exhibits
A & D. At this time Deputy Commissioner Keintz outlined communications from the states of Michigan and Washingron
who were not in attendance, but had submitced written statements endorsing the use of exhibits A & D as the model
regulations,

The Advisory Committee indicated it preferred exhibits B & D and since not all the task force members were present, it
would mail a report to the task force members expressing the desire for the task force to adopt exhibits B & D, rather
than exhibits A & D, The three states present voted to recommend to the task force the adoption of exhibits A & D with
some modification in the language. Dave Brummond agreed to make the modifications to exhibit A and expressed a desire
to have a drafting committee meet to modify exhibit D. The meeting chairman appointed a drafting committee which wili
meet April 18 in Milwaukee in order to provide u final exhibit D. As soon es the drafting committee has completed its
charge, both exhibits A & D will be mailed to all task force members for their consideration with the hope that final action
cen be taken prior to the June NAIC meeting. [The modified drafts follow this repore.]

There being no additional business, the task force adjourned at 3:30 p.m.

Hon. Susan Mitcheil, Chairman, Wisconsin; Hon. Wesley Kinder, California; Hon. Richard Mathias, Ilinois; Hon. Jean
Carlson, Acting, Michigan; Hon. Jerry Buxton, Missouri; Hon. Donald W. Heath, Nevada; Hon. James Sheeran, New ] ersey;
Hon. Albert Lewis, New York; Hon. John Ingram, North Carelina; Hon. Dick Marquardt, Washington, Hon. Richard Shaw,
West Virginia.

To: All Members of the NAIC Redlining Task Force and its Advisory Committee
From: David J, Brummond

Re: Distribution of Revised Model Law Alternatives

Date: April 20, 1979

At the March 21, 1979 meeting of the NAIC Redlining Task Force in Chicago, Illinois the three states represented at the
meeting voted to recommend to the task force the adoption of exhibits A and D of my memorandum of February 16,
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1979. Exhibit A of that memorandum contains a proposed general amendment to section 4(7) of the NAIC Unfair Trade
Practices Act and an accompanying redlining regulation, while exhibit D contains a property insurance declination and
termination model law.

In recommending the adoption of exhibit A the three states present at the Chicago meeting of the task force made a
number of madifications in the language of exhibit A. These modifications included:

(1)  The personzl lines limitation in the proposed general amendment to the NAIC Unfair Trade Practices Act was
eliminated.

(2)  The scope of the proposed general amendment was limited to property and casualty insurance,

(3)  An additional prohibition was added to the proposed general amendment to deal with limitations of insurance
coverage which constitute unfair discrimination.

(4) A drafiing note was added to the proposed general amendment which makes clear the notion that the amendment
is intended to address all forms of unfair discrimination in property/casualty insurance underwriting, not just those
types of unfair discrimination which have been labeled insurance “redlining.”

(5)  The limitation of the proposed model regulation to personal lines coverages was eliminated,

(6)  Limiting amounts of insurance coverage because of the geographic location of the risk was added as an additional
prohibition under the model regulation.

(7)  References to “conclusive proof of the “business purpose” exception were omitted from the drafting note to
the model regulation.

The foregoing changes to the proposed amendment to the NAIC Unfair Trade Practices Act and its accompanying model
regulation are contained in the Aprit 18, 1979 redraft of exhibit A attached to this memorandum,

In addition to making modifications to exhibit A, the three states attending the March 21 meeting authorized the chairman
of the task force to appoint a drafting committee to make modifications in the proposed model property insurance declin-
ation law in exhibic D. This drafting committee met at the NAIC Central Office on April 18, 1979 and drafted modifica-
tions to the model declination/termination law as directed by the task force chairman. A copy of the redraft of this model
law is attached to this Jetter as exhibit D of April 18, 1979. Because the modifications to the model declination/termina-
tion law were numerous, they will not be summarized here. Members of the NAIC Redlining Task Force and its Advisory
Committee should review the enclosed April 18 draft closely so that appropriate action can be taken at the April 30, 1979
meeting of the task force in Atlanta, Georgia.

[ RLEL RN

EXHIBIT A

Proposed General Amendment to Section 4(7)
of the NAIC Unfair Trade Practices Act

April 18, 1979 Draft

(¢} making or permitting any unfair discrimination between individuals or risks of the same class and of essentially the
same hazards in the issuance, renewal, cancellation or limitation of any property or casualty insurance coverage,

DRAFTING NOTE: Although this 2mendment to the NAIC Unfair Trade Practices Act was prepared in the cantext of
the insurance “redlining’* debate, the amendment is intended to provide the necessary statutory authority for the commis-
sioner of insurance to address all forms of unfair discrimination in property/casuzlty insurance underwriting.

LAL L L YL R
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Proposed Model Regulation to Interpret the Proposed
General Amendment to Section 4(7) of the
NAIC Unfair Trade Practices Act

April 18, 1979 Draft

SECTION 1: AUTHORITY. This regulation is promulgated pursuant to the authority granted under section 12 of the
NAIC Model Act Relating to Unfair Methods of Competition and Unfair and Deceptive Acts and Practices in the Business
of Insurance,

SECTION 2: PURPOSE. The purpose of this regulation is to identify specific acts or practices of unfair discrimination
under section 4(7)(c) of the NAIC Unfair Trade Practices Act which are commoniy known as insurance “redlining”
practices, This regulation is not exclusive and other acts, not herein specified, may also be deemed to be violations of
section 4(7)c) of the Act.

SECTION 3: UNFAIR DISCRIMINATION. The following are hereby identified as acts or practices which constitute
unfair discrimination between individuals or risks of the same class and of essentially the same hazard:

{a)  Refusing to issue, refusing to renew, cancelling or limiting the amount of insurance coverage on a property or
casualty risk becsuse of the geographic location of the risk, unless:

{1)  The refusal, cancellation or limitation is for a business purpose which is not a mere pretext for unfair discrim-
ination, or

(2)  The refusal, cancellation or limitation is required by law or regulatory mandate.

DRAFTING NOTE: This subsection of the regulation is intended to prohibit insurance underwriting shortcuts which
unfairly label risks as poor risks because of their geographic lacation. A refusal, nontenewal, cancellation or limitation of
insurance coverage is prohibited if the resson for such refusal, nonrenewal, cancellation or limiration is the geographic
Iocetion of the risk, An exception to this general rule is provided, however, in situations where the refusal, nonrencwal,
cancellation or limitation is based upon a legitimate business need and the refusal, nonrenewal, cancellation or limitation is
not a mere pretext for unfair discrimination. Examples of such situstions include refusals to insure when the risk is located
in areas prone to natural catastrophes, ie., earthquakes, floods, hurricanes, and refusals to insure because the insurer al-
ready has a very high concentration of risks in a particular geographic ares. It is intended that the person charged with a
violation of this regulation be given the burden of proof in establishing any “‘business purpose” exception. The burden of
proving that a refusal, nonrenewal, cancellation or limitation of insurance coverage is not a subterfuge for unfair discrimin-
ation should likewise fall upon the person charged with a violation of this regulation,

(b}  Refusing to issue, refusing to renew, cancelling or limiting the amount of insurance coverage on a residential
property tisk, or the personal property contained therein, because of the age of the residential property, unless:

(1)  The refusal, cancellation or limitation is for a business purpase which is not s mere pretext for unfair dis-
crimination, or

(2)  The refusal, cancellation or limitation is required by Jaw or regulatory mandate,
SECTION 4. EFFECTIVE DATE

This regulation shall take effect on

LA TR ]
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EXHIBIT D

NAIC Property Insurance Declination,
Termination and Disclosure Model Act

April 18, 1979 Drafe

PREAMBLE: The purpose of this Act shall be to regulate declinations, cancellations and refusals to renew certain policies
of property insurance and for providing specific reasons for such action.

SECTION 1: SCOPE. This Act shall apply to policies of property insurance, other than policies of inland marine
insurance and policies of property insurance issued through a residual market mechanism, covering risks to property
located in this state which take effect or are renewed after the effective date of this Act and which insure any of the
following contingencies:

A. Loss of or damage to real property which is used predominantly for the residential purposes of the named insured
and which consists of not more than four dwelling units, or

B, Loss of or damage to personal property in which the named insured has an insurable interest where:
1. the personal property is used for personal, family or household purposes, and
2, the personal property is within a residential dwelling.

DRAFTING NOTE: Property insurance policies issued through a state FAIR Plan or other residual market mechanism are
excluded from this Act because of the special underwriting considerations and regulatory treatment afforded such policies
under state law. While the application of many of the substantive principles of this Act to such policies would be desireable
und should be encouraged, the mechanism for implementing these principles should be the plan of operation of the state
FAIR Plan or residugl market mechanism, not a state law governing property insurance declinations and terminations in
the voluntary market.

SECTION 1I: DEFINITIONS.

A.  “Renewal” or “to renew” means the issuance and delivery by an insurer st the end of a policy period of 2 policy
superceding a policy previously issued and delivered by the same insurer, or the issuance and delivery of a certificate
or notice extending the term of an existing policy beyond its policy period or term. For the purposes of this Act,
any policy period or term of less than six months shall be considered a policy period or term of six months and any
policy period or term of more than one year or any policy with no fixed expiration date shall be considered a policy
period or term of one year,

B. “Nonpayment of premium” means the failure of the named insured to discharge any obligation in connection with
the payment of premiums on policies of property insurance subject to this Act, whether such payments are directly
peyable to the insurer or its agent or indirectly payable under a premium finance plan or extension of credit. “Non-
payment of premium” shall include the failure to pay dues or fees where payment of such dues or fees is & pre-
requisite to obtaining or continuing property insurance coverage.

C. “Termination"” means either a cancellation or nonrenewal of property insurance coverage in whole or in part, A
cancellation occurs during the policy term. A nonrenewal occurs at the end of the policy term as set forth in sub-
section A. For purposes of this Act, the mansfer of a policyholder between compsnies within the same insurance
group shall be considered a termination, but requiring a reasonable deductible, reasonable changes in the amount of
insurance or reasonable reductions in policy limits or coverage shall not be considered a termination if such require-
ments are directly related to the hazard involved and are made on the renewal date of the policy.

D.  "Declination” is the refusal of an insurer, an agent or a broker to issue a property insurance policy on a written
nonbinding application or written request for coverage. For the purposes of this Act, the offering of insurance
coverage with a company within an insurance group which is different from the company requested on the non-
binding application or written request for coverage or the offering of insurance upon different terms than requested
in the nonbinding application or written request for coverage shall be considered 2 declination.
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SECTION IIIl. NOTIFICATION AND REASONS FOR A DECLINATION OR TERMINATION,

A, Upon declining to insure any real or personal property subject to this Act the insurer, agent or broker making such
declination shall either provide the insurance applicant with a written explanation of the specific reason(s) for the
declination at the time of the declination or advise the applicant that a written explanation of the specific reasons
for the declination will be provided within twenty-one (21) days of the timely receipt of the applicant’s written
request for such an explanation. An applicant’s written request shall be timely under this subsection if reccived
within 90 days of the date of the declination. No agent, broker or insurer not represented by an agent or broker
shall decline to provide an insurance application form or other means of making a written request for insurance
to a prospective applicant who requests insurance coverage from the agent, broker or insurer.

B. A notice of cancellation of property insurance coverage by an insurer shall be in writing, shall be delivered to the
named insured or mailed to the named insured at the last known address of the named insured, shall state the
effective data of the cancellation and shall be accompanied by a written explanation of the specific reason(s) for the
cancellation.

DRAFTING NOTE: No time period for the effective date of 2 cancellation is included in this subsection because states
may already have time periods specified in their insurance codes. In addition, a legislatively-mandated time period for the
effective date of a cancellation would encourage fraud if too long or place undue hurdens on policyholders if too short.
Finding an appropriate balance between these competing considerations is extremely complex, For those states which may
desire a specified time period, however, such states may wish to consider that the cancellation of a property insurance
policy which occurs within 60 days of the date of issuance be effective 14 days from the receipt of notice of cancellation,
while the cancellation of a property insurance policy which occurs more than 60 days after the date of issuance be
effective 3¢ deys from the receipt of notice of cancellation,

C. At least 30 days before the end of a policy period as described in subsection II(A) of this Act, an insurer shall
deliver or mail to the named insured st the last known address of the named insured notice of its intention regarding
the renewal of the property insurance policy. Notice of an intention not to renew a property insurance policy shall
be accompanied by an explanation of the specific reasons for the nonrenewal.

SECTION IV: PERMISSIBLE CANCELLATIONS, After coverage has been in effect for more than 60 days or after the
effective date of a renewal policy a notice of cancellation shall not be issued unless it is based upon at least one of the
following reasons:

A. Nonpayment of premium.

B. Conviction of the insured of any crime having as one of its necessary clements an act increasing any hazard insured
against,

C. Discovery of fraud or material misrepresentation made by or with the knowledge of the named insured in obtaining

the policy, continuing the policy, or in presenting a claitn under the policy.

D. Discovery of wiliful or reckless acts or omissions on the part of the named insured which increase any hazard in-
sured against.
E. The occurrence of a change in the risk which substantially increases any hazard insured against after ingurance

coverage has been issued or renewed.

F. A violation of any local fire, health, safety, building or construction regulation or ordinance with respect to any
insured property or the occupancy thereof which increases any hazard insured against.

G. A determination by the commissionet of insurance that the continuation of the policy would place the insurer in
violaticn of the insurance laws of this state,

H. Real property taxes owing on the insured property have been delinquent for two or more years and continue
delinquent at the time notice of cancellation is issued.
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SECTION V: TERMINATIONS/DECLINATIONS: DISCRIMINATORY PRACTICES PROHIBITED. No insurer or
agent shall decline to issue or terminate a policy of insurance subject to this Act if the declination or termination is:

A.

Based upon the race, religion, nationality, ethnic group, age, sex, or marital status of the applicant or named
insured,

Based solely upon the lawful occupation or profession of the applicant or named insured, except that this provision
shall not apply to an insurer which limits its market to one lawful occupation or profession or to several related
lawful occupations or professions.

Based upon the age or location of the residence of the applicant or named insured unless such decision is for a busi-
ness purpose which is not a mere pretext for unfair discrimination.

Based upon the fact that another insurer previously declined to insure the applicant or terminated an existing policy
in which the applicant was the named insured,

Based upon the fact that the applicant or named insured previously obtained insurance coverage through a residual
market insurance mechanism.

SECTION VI: ENFORCEMENT PROVISIONS,

A,

COMPLAINT AND HEARING. Upon a complaint of a person filed within 90 days of any viclation of this Act,
the commissioner shall determine whether such complaint is reasonably founded. If the commissioner determines
that such complaint is reasonably founded, or if the commissioner otherwise has reason to believe that an insurer,
agent or broker has engaged in practices which violate this Act and that a proceeding in respect thereto would be
in the public interest, the commissioner shall set a date for a public hearing to determine whether a violation of this
Act has in fact oceurred. Such hearing shall be held upon no less than 10 days notice to the person charged and the
complainant, if any, Such notice shall set forth the specific grounds upon which the complaint is based. If 2 hearing
is based upon a complaint, the hearing shall be set no later than 30 days from the date the complaint was filed.
The hearing shall take place before s hearing examiner who shall make a record of the evidence and set forth
findings and conclusions. Once a prima facie violation of this Act has been established, the person charged in the
complaint shall have the burden of showing that such violation was based on a reason not prohibited by this Act.
The findings of fect determined by the hearing examiner shall be reviewed by the commissioner who shall issue &
final order. A petition for rehearing may be filed within 30 days of the final order of the commissioner,

SANCTIONS, If the commissioner determines in a final order that:
1, An insurer has violated sections IV or V of this Act, the commissioner may require the insurer to:

.. Accept the application or written request for insurance coverage at a rate and on the same terms and
conditions as are available to other risks simitarly situated, or

b. Reinstate insurance coverage to the end of the policy periad, or
< Cofnitinuc insurance coverage st a rate and on the same terms and conditions as are available to other
tisks similarly situated;
2, Any person has violated any provision of this Aet, the commissioner may:
a. Issue 2 cease and desist order to restrain such person from engaging in practices which violate this
Act, ot
b. Assess a penalty against such person of up to $500 for each violation of this Act, or

e Assess 2 penalty against such person of up to $5,000 for each willful and knowing violation of this
Aect.
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C. CIVIL LIABILITY AND ACTIONS.

1. If the commissioner determines in a final order that an insurer, agent or broker has violated sections IV or
V of this Act, the applicant or named insured aggrieved by the violation may bring an action in & court of
competent jurisdiction in this State to recover from such insurer, agent or broker any loss, not otherwise
recovered through insurance, which would have been paid under the insurance coverage that was declined or
terminated in violation of this Act.

2. Any amount recovered under subsection (1) above shall not be duplicative of any recovery obtained through
the exercise of any other statutory or common law cause of action arising out of the same occurrence. No
action under this section shall be brought two years after the date of a final order of the commissioner
finding e violation of section IV or V of this Act.

D.  JUDICIAL REVIEW. Any person aggrieved by any determination or order of the commissioner under this Act

may seek judicial review in the ———— court. Failure of the commissioner to act upon a complaint under this Act
within 30 days of the filing of such complaint shall canstitute a determination that the complaint was not reason-
ably founded.

SECTION VII: IMMUNITY.

A.  There shall be no liability on the part of and no cause of action shall arise against:

1, The commissioner of insurance,

2, Any insurer or its authorized representatives, agents, or employees,

3. Any licensed insurance agent or broker, or

4, Any person furnishing information to an insurer as to reasons for a termination or declination,

for any communication giving notice of or specifying the reasons for a declination or termination or for any state-
ment made in connection with an attempt to discover or verify the existence of conditions which would be &
reason for a declination or termination under this Act.

B. Subsection (A) above shall not apply to statements made in bad faith with malice in fact.

SECTION VIII: EFFECTIVE DATE, This Act shall take effect on

(D} Redlining Task Force
Atlanta, Georgia
Aprit 30, 1979

The NAIC Redlining Task Force met at the NAIC Zone III meeting at the Atlanta Sheraton Hotel at 10:45 a,m, on April
30, 1979. The meeting was chaired by Deputy Commissioner Richard ], Keintz of Wisconsin with representatives of the
following states in attendance: California, Hlinois, Michigan, Missouri, Nevada, North Carolina, and West Virginia, David
Brummond of the NAIC Central Office also attended the meeting.

The task force began its meeting with a discussion of the April 18, 1979 drafts of a general amendment to Section 4(7)
of the NAIC Unfair Trade Practices Act, 2 model regulation to implement the general amendment with regard to insurance
“redlining” practices and a property insurance declination, termination and disclosure model act. Since the December,
1978 meeting of the NAIC in Las Vegas the task force had met three times to review drafting improvements to these three
models. The chairman of the task force briefly explained the rationale of the drafting improvements and noted that a con-
certed effort was made 1o accommodate the concerns of those task force and Advisory Committee membets who had
offered comments on the earlier drafts of the three models.
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Following the discussion of the drafting improvements to the two model laws and the model regulation, the task force
heard a presentation by the chairperson of the Advisory Committee, Ms, Laura Sullivan, Ms. Sullivan noted the opposition
of the Advisory Committee to the proposed general amendment to the NAIC Unfzir Trade Practices Act but explained that
the Advisory Committee would support an amendment to the Unfair Trade Practices Act if the amendment was tailored
to insurance “redlining" practices. Several other comments were then made by persons attending the task force meeting
on the two proposed model laws and the proposed model regulation.

The task force then considered an amendment to the title of the proposed model regulation which would incorporate the
word “redlining” into the title. In addition, several amendments to the proposed model property insurance declination act
were received and reviewed. Afver considerable discussion the task force reached agreement on the amendment to the title
of the model regulation and the various amendments to the proposed property insurance declination act. These amend-
ments were then incorporated into the text of the model regulation and the model declination act.

A motion was made to adopt the general amendment to the NAIC Unfair Trade Practices Act, the accompanying model
regulation dealing with insurance “redlining” practices and the Model Property Insurance Declination, Termination and
Disclosure Act, as amended (attached). The motion passed by a vote of 6-0, with California abstaining.

There being no further business to come before the task force, the task force adjourned at 1:00 p.m.

Hon. Susan Mitchell, Chairman, Wisconsin; Hon. Wesley Kinder, California; Hon. Richard Mathias, Illinois; Hon. Jean
Carlson, Acting, Michigan; Hon. Jerry Buxton, Missouri; Hon, Dongld W, Heath, Nevada; Hon, James Sheeran, New Jersey;
Hon, Albert Lewis, New York; Hon. John Ingram, North Carolina; Hon. Dick Marquardc, Washington, Hon. Richard Shaw,
West Virginia.

General Amendment to Section 4(7)
of the NAIC Unfair Trade Practices Act

April 30, 1979

The following subsection (c) is hereby added to section 4(7) of the NAIC Model Act Relating to Unfair Methods of Com-
petition and Unfair and Deceptive Acts and Practices in the Business of Insurance:

(c) making or permitting any unfair discrimination between individuals or risks of the same class and of essentially the
same hazards in the issuance, renewal, cancellation or limitation of any property or casuslty insurance coverage.

DRAFTING NOTE: Although this amendment to the NAIC Unfair Trade Practices Act was prepared in the context of
the insurance “redlining” debate, the amendment is intended to provide the necessary statutory authority for the com-
missioner of insurance to address all forms of unfair discrimination in property/casuzlty insurance underwriting,

cEREA RS

Model Regulation to Imptement Section 4(7)(c) of the
NAIC Unfair Trade Practices Act
With Regard to Insurance “Redlining” Practices

April 30, 1979

SECTION 1: AUTHORITY. This regulation is promulgated pursuent to the authority granted under section 12 of the
NAIC Model Act Relating to Unfair Methods of Competition and Unfair and Deceptive Acts and Practices in the Business
of Insurance.

SECTION 2: PURPOSE. The purpose of this regulation is to identify specific acts or practices of unfair discrimination
under section 4(7Xc)} of the NAIC Unfeir Trade Practices Act which are commonly known as insurance “redlining”

practices. This regulation is not exclusive and other acts, not herein specified, may also be deemed to be violations of
section 4(7)(¢) of the Act.
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SECTION 3: UNFAIR DISCRIMINATION. The following are hereby identified as acts ot practices which constitute
unfair discrimination between individuals or risks of the same class and of essentially the same hazard:

(a)  Refusing to issue, refusing to renew, cancelling or limiting the amount of insurance coverage on a property or
casualty risk because of the geographic location of the visk, unless:

(1)  The refusal, cancellation or limitation is for a business purpose which is not 2 mere pretext for unfair dis-
crimination, or

(2}  The refusal, cancellation or Jimitation is required by law or regulatory mandate.

DRAFTING NOTE: This subsection of the regulation is intended to prohibit insurance underwriting shortcuts which un-
fairly label risks as poor risks because of their geographic location. A refussl, nonrenewal, cancellation or limitstion of
insurance coverage is prohibited if the reason for such refusal, nonrenewal, cancellation or limitation is the geographic
location of the risk, An exception to this general rule is provided, however, in situations where the refusal, nonrenewal,
cencellation or limitation is based upon a legitimate business need and the refusal, nonrenewal, cancellation or Limitation
is not a mere pretext for unfair discrimination. Examples of such situations include refusals to insure when the risk is
located in areas prone to natural catastrophes, ic., carthquakes, floods, hurricanes, and refusals to insure because the
insurer alrezdy has a very high concentration of risks in a particular geographic area, It is intended that the person charged
with & violation of this regulation be given the burden of proof in establishing any “business purpose™ exception. The
burden of proving that a refusal, nonrenewal, cancellation or limitation of insurance coverage is not a subterfuge for un-
fuir discrimination should likewise fall upon the person charged with a violation of this regulation.

(b)  Refusing to issue, refusing to renew, cancelling or limiting the amount of insurance coverage on a residential
property risk, or the personal property contained therein, because of the age of the residential property, unless:

(1)  The refusal, cancellation or limitation is for a business purpose which is not a mere pretext for unfair dis-
crimination, or

(2)  The refusal, cancellation or limitation is required by law or regulatory mandate,
SECTION 4, EFFECTIVE DATE
This regulation shall take effect on

B EEERY

NAIC Property Insurance Declination,
Termination and Disclosure Model Act

April 30, 1979

PREAMBLE: The purposc of this Act shall be to regulate declinations, cancellations and refusals to renew certain policies
of property insurance and for providing specific reasons for such action.

SECTION 1: SCOPE. This Act shalt apply to policies of property inisurznce, other than policies of inland matine insur-
ance and policies of property insurance issued through a residual market mechanism, covering risks to property located
in this state which take effect or are rencwed after the effective date of this Act and which insure any of the following
contingencies:

Al Loss of or damage to real property which consists of not more than four residential units, one of which is the
principal place of residence of the named insured, or

B. Loss of or damage to personal property in which the named insured has an insurable interest where:

1. the personal property is used for personal, family or houschold purposes, and

2. the personsal property is within a residential dwelling.
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DRAFTING NOTE: Property insurance policies issued through a state FAIR Plan or other residual market mechanism
zre excluded from this Act because of the special underwriting considerations and regulatory treatment afforded such
policies under state law. While the application of many of the substantive principles of this Act to such policies would be
desireable and should be encouraged, the mechanism for implementing these principles should be the plan of operation
of the state FAIR Plan or residual market mechanism, not a state law governing property insurance declinations and ter-
minations in the voluncary market.

SECTION I1: DEFINITIONS.

A

“Renewal” or “to rencw’’ means the issuance and delivery by an insurer ar the end of a policy period of a policy
superceding a policy previously issued and delivered by the same insurer, or the issuance and delivery of a certificate
or notice extending the term of an existing policy beyond its policy period or term. For the purposes of this Act,
any policy period or term of less than six months shall be considered a policy period or term of six months and
any policy period or term of more than one year or any policy with no fixed expiration date shall be considered
a policy period or term of one year.

“Nonpayment of premium’ means the failure of the named insured to discharge any obligation in connection with
the payment of premiums on policies of property insurance subject to this Act, whether such payments are directly
payable to the insurer or its agent or indirectly payable under a premium finance plan or extension of credit. “Non-
payment of premium” shall include the fuilure to pay ducs or fecs where payment of such dues or fees is a pre-
requisite to obtaining or continuing property insurance coverage.

“Termination” means either 2 cancellation or nonrenewal of property insurance coverage in whole or in part, A
cancellation occurs during the policy term. A nonrencwal occurs at the end of the policy term as set forth in sub-
section A. For purpases of this Act, the transfer of 1 policyholder between companics within the same insurance
group shall be considered a termination, but requiring a reasonable deductible, reasonable changes in the amount of
insurance or reesonsble reductions in policy limits or coverage shall not be considered a termination if such require-
ments are directly related to the hazard involved and are made on the renewal date of the policy.

"Declination” is the refusal of an insurer, an agent or a broker to issue a property insurance policy on a written
nonbinding application or written request for coverage. For the purposes of this Act, the offering of insurance
coverage with a company within an insurance group which is different from the company requested on the non-
binding application or written request for coverage or the offering of insurance upon different terms than requested
in the nonbinding application or written request for coverage shall be considered a declination.

SECTION IIE: NOTIFICATION AND REASONS FOR A DECLINATION OR TERMEINATION,

A.

Upon declining to insure any real ot personal property subject to this Act the insurer, agent ot broker making such
declination shall either provide the insurance applicant with 2 written explanation of the specific reason(s) for the
declination at the time of the declination or advise the applicant that a written explanation of the specific reasons
for the declination will be provided within twenty-one (21) days of the timely receipt of the applicant's written
request for such an explanation. An applicant’s written request shall be timely under this subsection if received
within 90 days of the date of notice of the declination. In the event of a declination by an insurer of a risk sub-
mitted by an agent or broker on behalf of the applicant, the insurer shall provide the agent or broker with a written
explanation of the reasons for the declinstion. In the event the agent or broker is unable to effect insurance for the
applicant through an sdmitted insurer other then a residual market mechanism, the agent or broker shall submic an
explanation in writing to_the applicant of all insurer declinations, No agent, broker or insurer not represented by
an agent ot broker shall decline to provide an insurance application form or other means of making s written request
for insutance to a prospective applicant who requests insurance coverage from the agent, broker or insurer.

{Amendments as made by the Executive Commitzee, see pp.34-5, The third sentence in the above section is shown as it
was further amended by the Plenary Session, See p, 31 .]

B.

A notice of canccllation of property insurance coverage by an insurer shall be in writing, shall be delivered to the
named insured or mailed 1o the named insured at the last known address of the named insured, shall state the

effective data of the cancellation and shall be accompanied by = written explanation of the specific reason(s) for
the cancellation,
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DRAFTING NOTE: No time period for the effective date of a cancellation is included in this subsection because states
may already have time periods specified in their insurance codes. In addition, a legislatively-mandated time period for the
effective date of a cancellation would encourage fraud if too long or place undue burdens on policyholders if too short.
Finding an appropriate balance between these competing considerations is extremely complex. For those states which
may desire a specified time period, however, such states may wish to consider that the cancellation of a property insurance
policy which occurs within 60 days of the date of issuance be effective 14 days from the receipt of notice of cancellation,
while the cancellation of a property insurance policy which occurs more than 60 days after the date of issuance be effec-
tive 30 days from the receipt of notice of cancellation.

C. At least 30 days before the end of s policy period, as described in subsection 1I{A) of this Act, an insurer shall
deliver or mail or the named insured, at the last known address of the named insured, either of the following:

1. Written notice of the insurer's offer to renew the policy if the applicable premium for the policy is teceived
within a specified billing period, or

2, Written notice of the insurer’s intention not to renew the policy upon expiration of the current policy
period. The notice of intention not ta renew shall include or be accompanied by a written explanation of the
insurer’s specific reason on reasons for the nonrenewal,

Proof of mailing of either notice shall be retained by the insurer for a period of not less than one year, If the insurer
fails to comply with either (1) or (2) above, coverage shall be deemed renewed under the same terms znd conditions
until the named insured has accepted replacement coverage with another insurer or until the named insured has
agreed to the nonrencwal,

SECTION IV: PERMISSIBLE CANCELLATIONS, After coverage has been in effect for more than 60 days or after the
effective date of a renewal policy a notice of cancellation shall not be issued unless it is based upon at least one of the fol-
lowing reasons:

A.  Nonpayment of premium.

B. Discovery of fraud or material misrepresentation made by or with the knowledge of the named insured in obtaining
the policy, continuing the policy, or in presenting a claim under the policy.

C. Discovery of willful or reckless acts or omissions on the part of the named insured which increase any hazard
insured against,

D.  The occurrence of 1 change in the risk which substantially increases any hazard insured against after insurance
coverage has been issued or renewed,

E. A violation of any local fire, health, safety, building or construction regulation or ordinance with respect to any
insured property or the occupancy thereof which substantially increases any hazard insured against.

F. A determinztion by the Commissioner of Insurance that the continuation of the policy would place the insurer in
violation of the insurance laws of this state,

G.  Real property taxes owing on the insured property have been delinquent for two or more years and continue
delinquent at the time notice of cancellation is issued.

SECTION V: TERMINATIONS/DECLINATIONS: DISCRIMINATORY PRACTICES PROHIBITED. The declination
ot termination of z policy of property insurance subject to this Act by an insurer, agent or broker is prohibited if the
dectination or termination is:

A, Based upon the race, religion, nationality, ethnic group, age, sex, or mariral status of the applicant or named
insured.

B. Based solely upon the lawful occupation or profession of the applicant or named insured, except that this provision
shall not apply to an insurer, agent or broker which limits its market to one lawful occupation or profession or to
several related lawiul occupations or professions.
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C. Based upon the age or location of the residence of the applicant or named insured unless such decision is for a
business purpose which is not a mere pretext for unfair discrimination,

D. Based upon the fact that another insurer previously declined to insure the applicant or terminated an cxisting
policy in which the applicant was the named insured.

E. Based upon the fact that the applicant or named insured previously obtained insurance coverage through a residual
market insurance mechanism,

SECTION VI: ENFORCEMENT PROVISIONS,

A.  COMPLAINT AND HEARING. Upon a complaint of a person filed within 90 days of any violation of this Act, the
Commissioner shall determine whether such complaint is reasonably founded. If the Commissioner determines that
such complaint is reasonably founded, or if the Commissioner otherwise has reason 1o believe that an insurer, agent
or broker has engaged in practices which violate this Act and that s proceeding in respect thereto would be in the
public interest, the Commissioner shall set a date for a public hearing to determine whether a viplation of this Act
has in fact occurred. Such hearing shall be held upon no less than 10 days notice to the person charged and the
complainant, if any. Such notice shall set forth the specific grounds upon which the complaint is based. If a hearing
is based upon a complaint, the hearing shzll be s¢t no later than 30 days from the dete the complaint was filed.
The hearing shall take place before a hearing examiner who shall make a record of the evidence and set forth
findings and conclusions. Once a prima facie violation of this Act has been established, the person charged in the
complaint shall have the burden of showing that such violation was besed on a reason not prohibited by this Act.
The findings of fact determined by the hearing examiner shall be reviewed by the Commissioner who shall issue a
final order, A petition for rehearing may be filed within 30 days of the final order of the Commissioner.

B.  SANCTIONS. If the Commissioner determines in a final order that:
1. An insurer has viclated sections IV or V of this Act, the Commissioner may require the insurer to:

a. Accept the application or written request for insurance coverage at a rate and on the same terms and
conditions as are available to other risks similarly situated, or

b. Reinstate insurance coverage to the end of the policy period, or

. Continue insurance coverage at 2 rate and on the same terms and conditions as are available to other
risks similarly situated;

2. Any person has violated any provision of this Act, the Commissioner may:
2. Issuc a ceas¢ and desist order to restrain such person from engaging in practices which violate this Ac,
or
b. Assess a penalty against such person of up to $500 for each violation of this Act, or

c. Assess a penalty against such person of up to $5,000 for cech willful and knowing violation of this
Act.

C. CIVIL LIABILITY AND ACTIONS.

1. If the Commissioner determines in a final order than an insurer, sgent-or breker has violated sections IV or V
of this Act, the applicant or named insured aggrieved by the violation may bring an action in a court of
competent jurisdicrion in this State to recover from such insurer, agene-or breker any loss, not otherwise
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recovered through insurance, which would have been paid under the insurance coverage that was declined or
terminated in violation of this Act.

{Amended by the (D) Committee, See p.525 ]

2, Any amount recovered under subsection (1) above shall not be duplicative of any recovery obtzined through
the exercise of any other statutory or common law cause of action arising out of the same occurrence. No
action under this section shall be brought two years after the date of a final order of the Commissioner
finding a violation of section IV or V of this Act,

D.  JUDICIAL REVIEW, Any person aggrieved by any determination or order of the Commissioner under this Act
mey seek judicial review in the ———— court. Failure of the Commissioner to act upon a complaint under this
Act within 30 days of the filing of such complaint shall constitute a determination that the complaint was not
reasonably founded,

SECTION VII: IMMUNITY.

A.  There shall be no liability on the part of and no cause of action shall arise against:

1. The Comrmissioner of Insurance,

2. Any insurer or its authorized representatives, agents, or employees,

3. Any licensed insurance agent or broker, or

4, Any person furnishing information to an insurer as to reasons for a termination or declination,

for any communication giving notice of or specifying the reasons for a declination or termination or for any state-
ment made in connection with an attempt to discover or verify the existence of conditions which would be a reason
for a declination or termination under this Act.

B. Subsection (A) above shall not apply to statements made in bad faith with malice in fact.
SECTION VIII: EFFECTIVE DATE, This Act shall take effect on ————— .
To: Jon S, Hanson

From: David J. Brummond
Re: Proposals to Amend Section 4(7) of the NAIC Unfair Trade Practices Act
Date: May 24, 1979

At the April 30, 1979 meeting of the NAIC Property and Casualty (D) Committee in Atlanta, Georgia a question was
raised about the status of an amendment to the NAIC Unfair Trade Practices Act which was adopted at the December,
1978 meeting of the NAIC. You will recall that there was much discussion at the Las Vegas meeting about age, sex and
marital status classification criteria in automobile insurance rates. Although s proposal was adopted by the Rates and
Rating Procedures Task Force of the NAIC Automobile Insurance (D3) Subcommittee to eliminate sex and marital status
as rate classification criteria, this proposal was not adopted by the NAIC Executive Committee,

Rather than adopting the recommendation of the Rates and Rating Procedures Task Force, the NAIC Executive Com-
mittee modified the report of the task force so that some of the recommendations of the task force were adopted while
consideration of other recommendations was postponed until June, 1979. One of the recommendations of the task force
which was affirmed by the Executive Committee was the recommendation to amend the NAIC Unfair Trade Practices
Act to prohibit underwriting in property or casualty insuratice based upon the sex or marital status of an individual. It
is the Executive Committee's treattnent of this recommendation which has caused considerable uncertainty regarding the
current status of the NAIC Unfair Trade Practices Act.
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The purpose of this memorandum will be to describe the current status of the Rates and Rating Procedures Task Force
recommendation to amend the NAIC Unfair Trade Practices Act, to identify some shortcomings of the sex and marital
status proposal, 1o summarize other Unfair Trade Practice Act amendments which are likely to come before the NAIC at
its Chicago meeting in June 1979, and to briefly review the two basic drafting aiternatives available to the NAIC regarding
amendments to the Unfzir Trade Practices Act.

1. Status of Rates and Rating Procedures Task Force Proposal

In its amended report of November 22, 1978 the Rates and Rating Procedures Task Force of the NAIC Automobile
Insurance (D3) Subcommittee made seven recommendations in section I of its report regarding automobile insurance rating
and underwriting practices. Recommendation number four of the task force involved the adoption of an amendment
to the NAIC Model Act Relating to Unfair Methods of Competition and Unfair and Despective Acts and Practices in the
Business of Insurance which would take effect on June 30, 1979. The Task Force amendment to the NAIC mode] act
added a new subsection “(D)" to section 4(7) of the act which would include as an unfair trade practice the *‘refusing to
insure, refusing to continue to insure, or limiting the amount of coverage available to an individual because of its sex or
marital status of the individual.” In addition to this recommendation in section I of the task force report, the task force
adopted 2 “Resolution on Automobile Insurance Rating Procedures” in exhibit four of its report which summarized the
task force position on automobile insurance classification and rating procedures. The fifth resolved clause of this resolution
stated that “the NAIC should adopt amendments to the model unfair trade practices bill to prohibit discriminatory under-
writing based on the sex or marital status of an individual”. Thus, there are two references to the NAIC Unfair Trade
Practices Act in the November 22 task force report; at one point the rask force specifically adopted an amendment to the
model act while at another point the task force resolved that the NAIC should adopt an amendment to the act which
prohibits diseriminatory underwriting based on sex or marital status,

The entire report of the Rates and Rating Procedures Task Force was adopted by both the Automobile Insurance (D3)
Subcommittee and the Property and Casualty (D) Committee during the Las Viegas meeting, When the report of the Rates
and Rating Procedures Task Force was presented to the NAIC Executive (EX) Committee, however, the report was sub-
stantially revised, The Executive Committee adopted only four of the seven task force recommendations in section 1 of the
Task Force report, One of the recommendations which was adopted, however, was the specific recommendation to amend
the NAIC Unfair Trade Practices Act. In addition, the Executive Committee substantially revised the “Resolution on
Automobile Insurance Rating Procedures” in exhibit four of the task force report. Basically, the Executive Committee
struck the firse five *'resolved” clauses of the resolution and in lieu thereof substituted three of its own resolved clauses,
One of the resolved clauses which was struck by the Executive Committes was the fifth resolved clause dealing with the
sex and matital status amendment to the Unfair Trade Practices Act. Although the intent of the Executive Committee
regarding the amendment to the NAIC Unfair Trade Practices Act is not very clear, it appears that the Executive Com-
mittec has adopted the recommendation of the cask force to amend the NAIC Unfair Trade Practices Act to prohibit

discriminatory underwriting based on the sex or marital status of an individual. Included in this recommendation was the
provision that the amendment would not take effect until June 30, 1979.

II. Shortcomings of the Proposed Sex and Marijtal Status
Amendment to the NAIC Unfair Trade Practices Act

The adopted amendment to the NAIC Unfair Trade Practices Act regarding discrimination based on sex or maritat status
was not given a great deal of attention by the NAIC at its Las Vegas meeting. As a result, the sdopted amendment contains
& number of shortcomings which need 1o be corrected before the amendment takes effect on June 30, 1979,

One of the shortcomings of the sex and marital status amendment is that the new subsection “{D)” to section 4(7) of the
NAIC Unfair Trade Practices Act is not consistent with the existing subsections to section 4(7). In the current version of
subsection 4(7) capital letters are not used to designate subsections of that section; the adopted amendment should there-
fore be *(d)"* rather than “(D)”. Moreover, the adopted amendment adds a new subsection *(D)" to section 4(7) even
though there is no subsection “(c)"” to the current model act. Although the NAIC Redlining Task Force has adopted an

amendment to section 4(7) which would add a new subsection “(c)”', the Redlining Task Force proposal bas not yet been
adopted by the NAIC.

In addition to the foregoing “housckeeping” considerations, there are a number of more substantive shortcomings of the
sex and marital status amendment to the Unfair Trade Practices Act, First, the amendment is not limited to unfair dis-
crimination in automobile insurance underwriting. The amendment, as drafted, covers all lines of insurance, There is
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considerable doubt whether the Rates and Rating Procedures Task Force intended its amendment to go beyond auto-
mobile insurance. Furthermore, by specifically prohibiting refusals to insure and limitstions of coverage because of
the sex or marital status of individuals the new amendment implies that such refusals or limitations are not currentdy
prohibited in the life and health field under existing subsections (a) and (b) of section 4(7). Since the NAIC has
promulgated a model regulation dealing with sex discrimination and has used subsections (2) and (b} of section 4(7) of
the Unfair Trade Practices Act as the appropriate statutory suthority for the regulation, the new subsection “(D)”
amendment raises doubts about the sufficiency of this earlier statutory authority. Finally, the subsection “(D)’ amend-
ment does not prohibit cancellations of insurance coverage because of the sex or marital status of an individual. The
work of the NAIC Redlining Task Force reveals that insurance cancellations are a category of underwriting decisions
which should be included in any prohibition against discriminatory practices,

I1l. Other Amendments to Section 4(7) of the Unfair Trade Practices Act

The sex and marital status amendment to the NAJC Unfair Trade Practices Act which takes effect on June 30, 1979 is not
the only amendment to section 4(7) of that act which will be reviewed by the NAIC at its Chicago meeting in June
1979, There are two other proposed amendments to section 4(7) which will be considered at the June meeting for
possible sdoption by the NAIC.

As noted earlier, a general amendment to section 4(7) of the Unfair Trade Practices Act is being proposed by the NAIC
Redlining Task Fotce. The Redlining Task Force proposal would define as an unfair trade practice:

(c} making or permitting any unfair discriminetion between individuals or risks of the sarne class and of essentially the
same hazards in the issuance, renewal, cancellation or limitation of any property or casualty insurance coverage.

It is the intent of the Redlining Task Force to establish a statutory prohibition against unfair discrimination in insurance
underwriting practices which is broad enough to encompass all property and casualty coverages. To address the specific
problems of insurance “redlining” the Task Force has adopted a model regulation to accompany its proposed amendment
which prohibits insurers from refusing, terminating or limiting insurance coverage because of the geographic location or
age of a rigk,

In addition to the proposed amendment by the Redlining Task Force, the NAIC Task Force to Investigate Discrimination
Against the Handicapped is expecred to offer an amendment to section 4(7) of the NAIC Unfair Trade Practices Act at the
Chicago meeting in June, The Handicapped Task Force is expected to recormmend that section 4(7) be amended to
include as 2n unfair trade practice:

(¢) refusing to insure, refusing to continue to insure or limiting the amount, extent or kind of property or casualty insur-
ance coverage available to an individual solely because of @ mental or physical impairment.

It is possible that the Handicapped Task Foree will draft an exception to this prohibition in cases where a handicapped
person is unable to obtain a license to perform the activity insured against, i.e. driver's license, In any event, this proposal is
likely to be presented for final action by the NAIC in June.

IV. Unfair Discrimination Amendments: The Basic Alternatives

The proposals by the Redlining and Handicapped Task Forces, as well as the previously adopted amendment by the Rates
and Rating Procedures Task Force, offer the NAIC two basic drafting alternatives for dealing with unfair discrimination
under the NAIC Unfair Trade Practices Act. The first alternative involves a broad general amendment to the Act with
accompanying specific regulation(s) which define the meaning of the general amendment in specific contexts. This general
approach is favored by the NAIC Redlining Task Force. The second alternative involves severa! separate amendments to the
Act which specifically identify individual forms of unfair discrimination, This specific approach is favored by the Handi-
capped Task Force and the Rates and Rating Procedures Task Force. There are advantages and disadvantages associated
with both alternatives,

A. The General Amendment Alternative

The principal advantage of the general amendment drafting alternative is the flexibility it affords for promulgating
Tegulations which specifically identify forms of unfair discrimination. The language of the proposal adopted by the
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Redlining Task Force would enable commissionets to identify individuals or risks involving “essentiatly the same
hazards’ within a given *“class” of individuals or risks which must be treated “fairly” by insurance underwriters. The
similar hazards, the general class and the type of fair treatment involved in this identification would be left to the dis-
cretion of individuzl commissioners. As business practices and social mores change cver time commissioners could formu-
late interpretative regulations under this general statutory prohibition to meet the needs of such new circumstances.

A second advantage of the general amendment is that it closely tracks the statutory language found in the two current
subsections to section 4(7) of the Act. Those two subsections generally prohibit unfzir discrimination between individ-
uals of the same class and of essentially the same hazards in life and health insurance, The proposed general amendment
of the Redlining Task Force would simply apply this same prohibition to property and casualty insurznce. Not only
would this consistent application of statutory language facilitate & clearer underscanding of legislative intent, but it

would also enable courts to utilize prior case law to decide controversies which may arise under the new general amend-
ment.

The principal disadvantage of the general amendment is that it does not offer clear gunidance as to what constitutes
“unfsir discrimination” in specific circumstances. Some state legislatures may be reluctant to deleggte broad authority
to the commissioner to define particular forms of unfair discrimination in property/casuslty insurance underwriting,
although 2 number of legislatures have not found this to be 2 serious problem. (The states of Alaska, Colorado,
Connecticut, Iowa, Maryland, Nebraska, New Hampshire, Ohio and Pennsylvania have enacted general provisions in their
unfair trade practices scrs which are at least as broad in scope as the proposal of the NAIC Redlining Task Force.) More-
over, the broad prohibition against unfair discrimination may generate litigation in a variety of property/casuvalty contexts
if the commissioner does not take the initistive to promulgate incerpretive regulations.

B. The Specific Amendment Alternative

The major advancage of the specific amendment slternative is thar it enzbles state legislacures to establish public
policy regarding specific forms of unfair discrimination. Each specific amendment would be subject 1o the legislative
process; if enacted, it would reflect the opinion of a majority of the state electorate on particular industry practices.
Similarly, the specific amendment would embody a clearer expression of public sentiment than the general amendment

alternative. Hopefully, each specific amendment would be drafted in such a way as to leave few doubts about the scope of
its prohibition,

The specific amendment alternative is not free of disadvantages, however. Its principal disadvantage is that it requires
specific legislative action every time a particular industry practice becomes the subject of public indignation. Ezch new
discrimination “crises’ is likely to lead 1o an additional amendment to the Unfair Trade Practices Act, with the result being
a “laundry list” of prohibitions under section 4(7). Moreover, state iegislatures may formulate specific prohibitions under
section 4(7) which are aimed more st social inequities than actual insurance industry absuses, Unlike the regulatory
ptocess, the legislative process is not particularly suited to structuring specific remedies to complex insurance problems,

V. Implementing the Desired Alternative

The general and specific amendments to the NAIC Unfair Trade Practices Act offer two separate drafting alternatives to
the NAIC. Because of the philosophical, political and legal differences between the two alternatives, the NAIC will be
forced ta choase between alternatives at its June meering. Regardless of the cventual outcome of chis decision,

modifications will be required in existing task force proposals 1o make those proposals compatible with the desired drafeing
alternative. ’

If the NAIC adopts the general amendment to the NAIC Unfair Trzde Practices Act pursuant to the recommendation of
the Redlining Task Force it should revise its earlier amendment to the Act regarding sex and marical status before that
amendment takes effect on June 30, 1979, More specifically, if the NAIC continues to take the position that under-
writing decisions based on the sex or marital status of individuals should be prohibited, a model regulation should be
substituted for the pending amendment to section 4(7) of the Unfair Trade Practices Act. This model regulation should be
modified as suggested earlier by limiting jts scope to automobile insurance and by adding insurance cancellations as 2
prohibited act. In addition, if the NAIC desires to prohibit underwriting decisions based on a mental or physical handicap
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of an individual, it should likewise wenslate the current propased amendment of the Handicapped Task Force into a model
regulation. These model regulations would both be valid exercises of regulatory authority under the proposed general
amendment of the Redlining Task Force.

If the NAIC does not adopt the generai amendment proposed by the Redlining Task Force it should revise its earlier
adopted amendment regarding sex and marital status, This revision should include the same substantive amendments as
discussed previously as well as the procedural “housekeeping” revisions needed to make the amendment compatible with
the existing Act. In addition, if the NAIC rejects the general amendment approach of the Redlining Task Force it should
nevertheless consider a specific “redlining” amendment to section 4(7) of the Unfair Trade Practices Act. Since the Red-
lining Task Force has drafted a number of specific amendments in the past those drafts could easily be used to formulate
& specific amendment which is acceptable to the NAIC, Finally, any proposal by the Handicapped Task Force should be
reviewed carefully before adoption by the NAIC to insure that it is substantively and procedurally consistent with the
action taken on the Redlining Task Force proposal.

{Editor's Note: The Executive Commirtee referred all passed amendments to the Unfair Trade Practices Act to the Central
Office to assure that these publisbed Proceedings conform to the existing text,]

To: Advisory Committee to NAIC Redlining Task Force
From:  Laura P, Sullivan, Chairperson, Advisory Committee
Date: June 19, 1979

Re: Progress and Future Work

At the June NAIC meeting in Chicago, several actions were raken relating to the work of the task force on insurance red-
lining and this Advisory Committee,

On Sunday, June 3rd I presented the report of the Advisory Committee concerning its work since the December, 1978
regular meeting of the NAIC. A copy of that report, as retyped by Aetna, isattached.

On Thursday, June 7th, 1 presented the arguments of the Advisory Committee in favor of adoption of specific redlining
amendments to the Unfair Trede Practices Act to the Property and Casuslty (D) Committee, Testimony was also presented
by Independent Insurance Agents of America in favor of amending the Model Declination, Termination and Disclosure
Act, and by Greg Squires recommending specific exceptions as well as specific prohibitions against redlining. The Alliance
of American Insurers also submitted a statement for the record in support of the Advisory Commitree recommendations.
After much discussion, the following action was taken by the (D) Committee with respect to the model bills:

A. The words “agent or broker’ in lines 1 and 4, Section VI (CX1) of the April 30, 1979 draft of the Proposed
Property Insurance Declination, Termination, and Diselosure Model Act were deleted.

B. A substitute specific amendment to the NAIC Model Unfair Trade Practices Act was adopted in lieu of the Proposed
General Amendment of the Redlining Task Force. Because of the inclusion of the substance of the Proposed Model
Regulation of the task force within the substitute specific amendment, the need for a separate mode) regulation
was obviated,

On Friday, June 8th, the Property Insurance Declination, Termination and Disclosure Model Act was further amended by
the Executive Committee and the Plenary Session.

In addition to the action taken with respect to the model aws, the Property and Casualty (D) Committee also charged the
Redlining Task Force “to consider developing @ model automobile declinarion termination and disclosure Jaw, with the
target date for the completion of this project of December, 1979,
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In response to this charge from the (D) Committee, Commissioner Mitchell of Wisconsin has written to me requesting that
the Legzl Subcommittee of the Advisory Committee begin work on an initial draft of such a model bill. The tentative
timetable for action on this project would be as follows:

September 7, 1979 - Initial draft to be mailed to Redlining Task Force Chairman.,

September 23, 1979 — Exposure draft to be considered by the task force and Advisory Committee meeting at Zone
IV in Detroit.

COctober 15, 1979 ~ Draft proposed for adoption in December to be distributed to (D) Committee,

I have discussed this tentative timetable with Steve Martin, Chairman of the Legal Subcommittee, and he has advised me
that he will be in touch with his subcommittee by mail during the summer months, and hopefully wil be able to offer
something for consideration by the task force by the September 7 deadline. Since the Legal Subcommittee will be doing
the bulk of the work in the next few months, 1 would suggest that you send any suggestions or comments on this new
project directly to Steve Martin.

Best wishes for an enjoyable summer, and I look forwerd to seeing you again in the fall.

Report of the Advisory Commirttee to the NAIC Redlining Task Force
Chicago, Illinois

June 3, 1979

The Advisory Committee to the NAIC Task Force on Insurance Redlining has met several times since the December, 1978

NAIC meeting. Additionally, the Legal and Property Subcommittees of the Advisory Committee have been actively
involved in pursuing specific follow-up charges from the task force,

During the past six months, the Advisory Committee has concentrated its efforts in the foliowing areas:
(1)  Assisting che task force in its review of proposed amendments to the Model Unfair Trade Practices Act,

(2)  working with the task force in the development of a Model Property Insurance Declination, Termination, and Dis-
closure Act,

(3)  development of suggested underwriting criteria for use in the writing of homeowner's insurance by those residual
market plans which feet the need to provide such insurance, and

(4)  preliminary work in the development of depopulation incentives related to residual property insurance plans,

At the request of the chairman of the task force, I have also consulted with the three major property and casualty trade
associations to review the distribution of earlier reports of this Advisory Committee within the insurance industry.

The results of our labors relating to the various pieces of proposed model legislation were presented to the sk force earlier
this spring. As you know, there continue to be some differences of opinion between the Advisory Committee and the task
force concerning the proposed models which were adopted by the task force at its April 30 meeting in Atlanta Therefore,
I will once again be cxpressing the Advisory Committee’s preference for specific legislation directed to the problem of red-
lining at the meeting of the Property and Lisbility (D) Committee on Thursday of this week.

The work product of the Property Subcommittee of the Advisory Commiztee relating to underwriting crizeria for home-
owner's insurance and tesidual market plans, and incentives for depopulation of property insurance residual market is
attached to this report. You will note that the subcommittee elected to present this material as additional text and
appendices completing its response to the earlier challenge from the task force to "‘develop a model approach to the offer-
ing of homeowner's insurance for those FAIR plans which feel the need to provide such insurance.”
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Specific underwriting rules recommended by the committee are included as an appendix to the report and address such
muatters of concern as questions to be asked on the application, inspection for underwriting and rating purposes, binding
procedure, grounds for termination or declination, and insurance to value requirements.

In addressing the subject of incentives for depopulation of residual market property insurance plans, the subcommittee
teiterated its early position that the greatest attention must be given to encouraging the best possible voluntary market,
and not creating a residual market which would be more attractive to companies, producers, or insureds. Additionally,
greater attention should be given to the project of improving access to the voluntary market by use of placement facilities
such as the Consumer Information Center in Milwaukee, the Connecticut Open Line, and FAIR Plan communications such
as the Minnesota FAIR Plan program which requires a producer uneble to place a FAIR Plan renewal in the voluntary
market to make information on the risk available for solicitation to other producers 45 days prior to renewal. Finally, the
committee report addresses the subject of actuarial incentives for depopulation of residual markets. It notes that while
keep out and take out programs have been utilized for many years in auto insurance pians and some windstorm pools,
there are problems in attempting to simply transfer these mechanisms to & property insurance residual market, Therefore,
the committee has recommended that this topic be an ongoing subject for consideration by the newly created personal
lines residual market subcommittee of the National Committee on Property Insurance, and that the Redlining Task Force
look to that NCP] subcommittee for further assistance in this ares.

Lastly, I am able to report that based on communications I have received from the presidents of each of the three major
property and casualty trade associations it appears that the early reports of this Advisory Committee have been widely
disributed within the industry, The Alliance of American Insurers advised that the reports of the Advisory Committee
have been distributed to all of their member companies and to their board of directors, The National Association of
Independent Insurers advised that essential elements of the 90 Day Report of the Advisory Committee were presented to
NAII Board of Governors, and the second report was also distributed broadly within NAII membership. NAII also noted
that each of the reports has been endorsed by their Property Insurance Committee. The American Insurance Association
advised me that the reports of the Advisory Committee have been made available to the members of its Property Insurance
Committee, and other senior executives whose companies are not members of that committee. Additionally, I can report
that [ have received several requests for copies of our reports from both industry and nonindustry representatives,

I believe char the Advisory Committee has now completed its assigned responsibilities, I trust that the results of our work
tepresenting input from consumers, producers, and insurers has been of assistance to the task force,

Laura P. Sullivan, Chairperson, Illinois; Mr. Patrick Cascy, Ilinois; Mr. Robert Doucette, Wisconsin; Mr. David S, Murphy,
lllinois; Mr. Gregory D. Squires, Illinois; Mt. R. L. Jewell, Illinois.

Challenge No. 7

Development of a model approach to the offering of homeowners insurance for those FAIR Plans which feel the need to
provide such insurance.

Alternatives to the Inclusion of
Homeowners Coverage in the FAIR Plans

The Advisory Committee is concerned that the creation of a “model approach™ as suggested in Challenge No. 7 could
prove misleading. It implics that a single convenient solution can be used to solve a variety of complex prablems. Local
conditions and circumstances vary widely. No single “model approach™ could apply effectively in more than a very few
states. Consequently, we have developed an approach to determine the presence and extent of a problem, as well as a pro-
cedure which a given commissioner mighe follow in tailoring an appropriate solution to the parvicular problem in his
state. Although we do not support a single model approach, there are some uniform components that are appropriate for
general use, We believe that individual state treatment of the problem will not result in unreasonable delay.

Section I. New Product;s

We do not believe that the solution for any homeowners miarket problem will be found simply by mandating the inclusion
of homcowners coverage in the FAIR Plan. Rather, we suggest that it is far preferable to address any such problem by
finding ways to write the coverage in the voluntary market.
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A number of new products designed to solve, or partially solve the problem of insuring homes with a large disperity
between market value and replacement cost glready have been developed by various companies and trade associztions. For
example, the Repair Cast Program of the NAII and Allstate’s Basic Homeowners Policy, the 150 Homeowners 8, the
HO-256 and the Aetna Life & Casualty’s Replacement Cost Adjustment Endoresement each offer a program for the
individual who cannot, or does not wish to purchase insurance equal to at least 80% of the replacement cost. Filings
necessary to implement these programs have been spproved in a number of states. Other states have taken no action on the
filings, or have turned them down. These programs offer significant alternatives to many people who have had difficulty

in purchasing homcowners insurance. We urge insurance departments to approve the necessary filings as quickly as
possible.

Determining the Need

If chese forms are in use in a given state, and it still appears that there is an availability problem, we suggest that the com-
missioner appoint a small Advisory Commitree (to include consumers, agents or brokers, and the major personal lines
property insurers in his state) to assist him in evaluating local needs. It is difficult to use specific numbers of percentages
as need criteria, but some, or all of the following should be considered:

A.  Percent of dwelling insurance volume in FAIR Plan,

B. Growth of dwelling business in FAIR Plan.

C. Complaints received by insurance department and industry.

D,  Complaints of lenders concerning inability to get insurance to support loans,

E. Failure of alternative voluntary programs (if any) to solve the problem.

F, Extent of the problems - Urban vs. Rural; Protected vs. Unprotected, etc.

G,  Nature of the problem - is it rate inadequacy, failure to get approval of new programs, or other aspects which might
be solved short of setting up a residual market mechanism?

Working together, the commissioner and the Advisory Committee should evaluate the situation, determine the seriousness
of the problem, and propose appropriate solutions for that state.

Alternative Voluntary Solutions

Before any change is made relating to 2 mandatory residual merker mechanism, we strongly urge that 2 number of alter-
native voluntary actions be considered. Depending upon the extent and the tupe of the avzilability problem, any one of
the alternatives may solve or reduce the problems more easily, more quickly, more economically and more effectively

than 2 formal residual market mechanism. In some sitvations, a combination of the suggested alternatives could be utilized
successfully. For example:

If the difficulties are perceived by the commissioner and his Advisory Committee to be relatively small, and
primarily the result of 2 communications gap between consumers or consumer groups and the industry, an Outreach
Program might be quickly established to help bring consumers end industry together,

One such program is now working very well in Milwaukee. As reported in the National Underwriter, it is a "free,
no gimmick public service to the consumer - an eyeball to eyeball effort to help people with insurance difficulties.”
Known as the Community Insurance Information Center, it is located in the heart of Milwaukee’s inner city and is
currently servicing the needs of about 30 people per week. It sells no insurance; rather, it is a communications
bridge which, to date, has managed to successfully bring consumer and industry together to resolve insurance dif-
ficulties. Almost all the consumers who have utilized it report satisfaction with the service,

Another example of a program designed to improve communications is The Voluntary Insurance Placement
Register, established by the District of Columbis Department of Insurance. Rather simple in concept, it provides
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that those who have difficulty in purchasing insurance file their name and pertinent information with the insurance
department. Then producers who can furnish the indicated insurance do so.

In Georgia, the Voluntary Residential Insurance Placement Committee, established at the request of Commissioner
Caldwell, reviews cach individual cese of alleged unjust coverage denial because of geographical location, and assists
in securing coverage within the voluntary market. The result? Very few problem cases have surfaced and those have
been resolved quickly, efficiently — and successfully.

Cleveland and a number of other Ohio cities have, or are commencing, programs to assit consumers in finding
solutions to their insurance availability problems. Connecticut has also introduced a program for its larger cities.
To date, the available information indicates considerable success when compared with any known formal
involuntary market program.

Surely it is to the advantage of the consumer and the industry to work together to solve any availability problems
in the voluntary market before automatically jumping to a formal residual market mechanism which may be un-
necessary, cumbersome and unpopular to all concerned.

Section II. Residual Market Mechanism

If, however, in the final analysis it is determined that changes must be made in the mandatory residual market mechanism
in a given state, consideration must first be given to a number of legal questions. For example, in a state where ‘‘essential
insurance™ is defined by faw, can the authority of an existing FAIR Plan be broadened to include the writing of home-
owners insurance without changing that definition? In the absence of such a legislative change, is it sufficient if the mem-
bership of the plan approves the expansion of coverage by & unanimous vote? These legal questions miust be evaluated on a
state-by-state basis.

Regardless of the answers to these legal questions, it is the consensus of the Advisory Committee that if, ultimately, a
residual mechanism for homeowners is deemed necessary, it should be structured along the following lines:

Mechanism

First, we suggest that a pooling mechanism be established, but not an assigned risk plan or reinsurance facility. To the
extent possible, homeowners insurance should be regulated by the state free from federal regulation. To accomplish this
in states where FAIR Plans exist, it may be appropriare for the industry to contract with the FAIR Plan to administer
this business. If this is impractical, or if no FAIR Plan is in existence, a separate JUA/Syndicate type of operation, or a
JUA/Servicing Carrier Mechanism can be established. In arviving at an approach, each state should be considered individ-
ually, and the capability of an existing FAIR Plan to provide proper service should be evaluated. In all cases, the most
efficient and cost effective mechanism should be utilized.

Product

The consumer should heve the choice of three to four products gencrally available in the marker place, subject to
eligibility, limits of liability and underwriting criteria adopted by the mechanism, The Advisory Committee suggests the
following:

A.  Dwelling Fire and Extended Coverage, where not presently offered in existing FAIR Plans,

B.  The standard Homeowners Form 1 written for at least 80% of the replacement cost and requiring the property to
be rebuilt at the same site before the difference between replacement cost and sctual cash value is pzid. The

relationship of contents coverage to Coverage A should be the same as now — 50%. For a listing of menusl options
available, see Appendix A.
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C. A “Repair Cost” policy with limited theft coverage and written for the market value of the dwelling. The amount of
insurance may vary up to 20% from the market value of the property for which insurance is sought where the
reasons for such variance are consistent with the needs of the community and the epplicant. It should provide for
payment of any loss (up to the policy limit) on a *'Repair Cost™ basis. Policy coverzge and options should follow
those generally available in the “Repair Cost™ programs currently in use. However, scheduled personal property
coverage should not be available.

D.  Situations may develop in which customers neither want to buy at least 80% of replacement cost value, nor desire
the “Repair Cost™ policy; consequently, it is recognized that the use of 2 Varisble Percentage Replacement Cost
Settlement Clause (HO-256), or some variation thereof, providing for full replacement cost coverage up to the
market value may later be demonstrated to be necessary.

The maximum Coverage A dwelling limic should be the same as the current FAIR Plan maximum for dwelling fire, the
minimum equal to the prevailing fifed minimum amount for Homeowners 1 written in the voluntary market, The standard
Section 1 deductible applicable to all perils should be $100. In the interest of affordability, higher deductible amounts
should be made available,

Pricing

The residual market plan should be set up as nonprofit. In addition, in establishing rates, the Plan should seek a balance
among affordable rates, Control of the deficit and subsidy cost to the voluntary market, and an inhibition of unintended
and undesirable growth of the Plan,

Accordingly, the rates inicially utilized by the Plan should be established at a level which is moderztely higher (10% to
30%) than the rates normally used in the voluntary market, with the latter being the rates or advisory rates established by

the principal state licensed rating organization. The residual market plan rates should also be revised to coincide with any
changes made in the voluntary market rates,

As residual market statistical data becomes available, the rates shouid be determined on the basis of the Plan's own experi-

ence to the extent that it is credible. The rates would be subject to & maximum of +30% above the rates normally used in
the voluntary market.

In establishing both the initial and subsequent rates of the residual marker plan, the Plan should review its rates in relation
to the voluntary rates of the leading writers in the state to be certain that prices are not at a level which is unreasonably
or artificially low and which would induce an unintended influx of business into the Plan. If the Residual Market Plan’s
rates are determined to be at a level which would induce such an influx, they should be adjusted accordingly.

Recognizing that the principal state licensed rating organization does not at this time file or publish advisory rates for the
"“Repair Cost” product, we recommend that the Plan pricing follow the approach described in the preceding paragraph
until such time as the rating organization makes such rates available.

There should be no fewer territorial classifications than those employed by the principal ratemaking organization in the
state.

Condition charges and safety and loss prevention credits should be allowed to the same extent as provided for in the
voluntary marlket,

A payment plan, with an adequate finance charge and something in the nzture of the typical 40/30/30 program should be
avazilable for any of the coverage options.

Funding of Deficits

By limiting the level of premiums in the residual plan, it should be recognized that in many states there will be a resultant

deficit, Any deficit must be automatically funded either from public funds or by a subsidy charge levied against property
insurance policies written in the state.
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At least four different types of mechanisms have been proposed to fund such deficits, and are described below:

I, Premium Surcharge Reimbursement Plan

New_Jersey — Twice a year the FAIR Plan determines whether it is running a deficit. If it is, the Plan asks the
commissioner for reimbursement, If the commissioner approves the request, the State Treasurer is notified and the
FAIR Plan is reimbursed from the New Jersey Insurance Development Fund. To insure the Fund has sufficient
monies, the commissioner is empowered to authorize the member companies to surcharge up to 5% of premium on
all property insurance policies, habitational and commercial. (For a homeowner’s policy the surcharge is applicable
t0o 85% of premium and for a CMP policy 65% of premium.) Insurers collect the surcharge and remit it to the State
Treasurer. The surcharge is separately identified and this collection is mandated. The surcharge is not subject to
producers’ commission or premium tax.

I, Premium Tax Offset Proposal

An insurer would be provided with a credit against premium taxes owed in an amount equal to 90% of the amount
assessed and collected from the insurer by the Residual Plan. Any credit in excess of the amount of premium tax
payable in any taxable year would be allowed as & credit which may be applied in any succeeding taxable year.
This credit would be in addition to sll other credits allowed by law,

1L Premium Surcharge Fund Proposal

The Regulator would approve Residual Plan rates that he deems to be in the public interest. To the extent the rate
approved is less than an actuarially sound rate calculated to be self-supporting, the difference between the self-
supporting rate and the rate approved would be prospectively collected by the use of an annual surcharge upon all
property insurance premijums for the types of coverages written by the Plan. The surcharge would not be subject
to producers’ commissions or taxes. The surcharge collected would be remitted to a stabilization reserve fund. This
Fund would then be used to compensste the Plan for any deficit arising out of operations, The surcharge would be
collected from both the voluntary and involuntary markets until the net value of the fund exceeds $50 million.
Thereafter annual surcharges would be made only when the net value of the fund is less than $25 million, and the
surcharges would continue until the net value again exceeds $50 million.

IV. Rate Factor Assessment Offset Proposal

The Residual Plan would be authorized to levy periodic deficit assessments against member insurers to cover pro-
jected or existing Plan deficits. The plan of opetztion of the Plan would allow recoupment by calculating rating
factors or increments to be applied to direct premiums for basic property insurance written in the state, At their
option, member insurers could recoup levied assessments by adjusting premiums to reflect the rating factor or incre-
ment,

Commissions

The Advisory Committee feels that the Homeowners Residual Market commissions should be somewhat lower than normal
in order to encourage producers to seck coverage for homeowners in the voluntary market, and to discourage, to the extent
possible, the expansion of the residual market,

Statistics

For ease of handling, as well as compatability with existing company statistical programs, any residual mechanism should
use the same statistical plans presently used for homeowners and residential fire business, In other waords, the statistical
plan should be identical to that of the principal statistical agency in the state, thereby facilitating the possible development
of depopulation and territorial credit programs, as well as assisting in the development of subsidy programs,

These staristical requirements are designed to provide information for the analysis of rate and classification distribution.
They are not intended to preclude the collection, as necessary, of additional information which could be utilized to
menitor market availabiliy. For discussion of the collection of statistical information for the purpose of monitoring the
marketing practices by geographical location, reference should be made to the prior actions of the Redlining Task Force.
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Service to Policyholders

It is the Advisory Committee’s strong belief that the residual market plans should give service equal to that of the
voluntary market. As noted in the 90 Day Report of this Advisory Committee, the National Committee on Property Insur-
ance (NCPI) is currently taking steps to assist the property insurance residual market plans in accomplishing this goal.

Nonindustry Representatives

The experience of serving on this broadly based Advisory Committee has demonstrated to many the value of input from
nonindustry representatives in areas of decision making which affect the industry as 2 whole. The Advisory Committee
therefore recommends that the management of the homeowners residual market mechanisms should, in each state, include
a small but significant number of nonindustry representatives.

Continuing Efforts

The Advisory Commitree feels thar there is an urgent need for an industry level organization to continue the work begun
by this committee in addressing the needs of the personal lines residual property market, In recognition of this facr, it has
recommended to the National Committes on Property Insurance that a personal lines property residual market subcom-
mittee be established, and NCPI has appointed such a committee.

SECTION IIl. Underwriting Cansiderations for Residual Market Homeowners

The introduction of a residual marker homeowners policy requires a different set of guidelines from those which apply for
dwellings insured for Fire & ECE in the FAIR Plan because:

1. coverage is extended to personal liabilicy with limits of $25,000 and up;

2. theft is covered;

3. automatic coverage is applied to outbuildings, contents and additional living expense;
4, replacement cost may be provided with rates based on insurance to value;

5 dwellings are all owner occupied;

6, many opticnal limits and coverages are available; and

7. rates are generally lower than equivalent monoline coverages,

Because more than one homeowners product may be offered and both the products and pricing may vary by state, the
attached exhibits are intended as guides in the development of Underwriting Rules by the state Residual Marker governing
committees. These guides will allow each governing committee to tailor its rules to meet its specific sicuation,

The guides shown need to be matched to the product, and the underwriting should vary by product mix. The guidelines

are based on the products indicated in the report. If other products are contemplated, appropriate modifications should be
considered.

Principal Considerations

These rules are intended to apply to risks which have been unable to secure coverage in the voluntary market. It is the
objective of this Plan to provide coverage for a majority of applicants, recognizing that some applicants will be ineligible
because of underwriting considerations. But, in any event, all applicants should be fully aware of their option to seek
coverage in the voluntary market and that they are, in fact, applying for coverage in the residual market,

Rules should be specific and objective. They should be published to producers and available for public review, With the
exception of extreme natural or external exposure not contemplated in the rate sructure, declination should be based on
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individual risk deficiencies which should be brought to the applicant’s attention to correct in order to qualify for coverage.
No eligible risk should be rejected for physical deficiencies without inspection.

This committee recognizes the growing need to control loss costs, particularly deliberate acts such as arson, through more
specific underwriting information as conflicting with limitations on privacy rights. We believe the design of the application
should appropriately balance these considerations.

Conversion During Initial Period

The FAIR Plan is to send special mailings to all owner occupied dwelling policyholders explaining the availability and
extent of homeowners coverage available in both the voluntary and involuntary markets.

Examples of underwriting rules are contained in Appendix B.

Depopulation Incentives

We endorse the concept that the insurance industry’'s primary objective should be to meet as much of the demand for
property insurance as possible in the voluntary market. To meet this objective, insurers must focus their marketing, under-
writing and pricing activities in the voluntary market so as to minimize the attractiveness of the involuntary market
mechanism. This means that the involuntary market should not be competively priced, nor should it be an easy repository
for business which might otherwise be acceptable in the voluntary market. Furthermore, efforts should be made to restrict
the involuntary market to risks that are uninsurable in che voluntary market.

To accomplish the foregoing, the insurance industry must, as a first step, provide the means by which consumers are made
more aware of the voluntary market and the mezns of access to it. Consumer information centers, outreach programs,
media campaigns and mailings to FAIR Plan customers are but o few examples of the ways in which this goal could be
accomplished. In addition, weording of cancellation and nonrenewal notices to insureds so gs to make clear that the
Residual Market is not the only alternative for the uninsured consumer would be helpful, In addition to the efforts already
cited, we believe that the development of depopulation incentives are of utmost importance since they will provide the
mechanisms by which the industry can minimize the size of the involuntary market.

Additionally, as we have emphasized throughout our report, cach state and major urban area presents o different ser of
market conditions and the components for minimizing and controlling residual market size should be railored to esch situs-
tion as part of the entire marker solution. Our recommendations are intended to provide a basis for each state to design its
own program,

Encourage the Best Possible Voluntary Market

The health of the voluntary market is clearly the driving factor in both the short and long term size and quality of the
residual market. The latter is a mirror image, representing among other things a favorable/unfavorable regulatory and legis-
lative climate, rate adequacy/inadequacy a possible lack of capacity and/or efficiency of the competitive market.

A large majority of states today have insignificant residusl markets. Generally these states are seen by insurers as offering
a reasongble opportunity to achieve a fair return on their commitment of capacity and capitzl. The competitive environ-

ment not onty makes a broad market available but also provides a range of pricing, which further reduces the significance
of a residual market,

We obviously believe that rate adequacy, encouragement of a range of competition and the opportunity for each carrier to
develop products which meet the public’s needs are the most effective and desirable ways to minimize the residual market.

Qther sections of this report have emphasized the need to introduce new homeowner's products designed for older homes
and to overcome the Replacement Cost problem. We reemphasize this point.

Similarly, we have discussed various programs which are designed to improve the buyer’s insurance shopping and
purchasing skills. These include:
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Consumer Information Centers which are operational in several cities, the most notable one being in Milwaukee,
Consumer Guides which are being issued by many insurance departments and companies,

Consumer Hot Lines which are sponsored by insurance departments, ¢.g., Pennsylvania and Connecticut and local
agents asgociations, e.g., Cleveland.

FAIR Plan mailings which would provide a direct source of contzct with those who would probably benefit most
from improved shopping skills.

Provide Disincentives for the Residual Marker

If the voluntary market is to be the primary source for providing insurance, the residual marker must be a less atractive
alternative to all companies, producers and insureds.

Whenever the residual market offers either lower cost or better coverage, it will grow even in spite of a healthy competitive
market, This has been demonstrated repeatedly by all types of residual market plans. An extreme example can be seen
today in Massachusetts and Rhode Island where the growth of the homeowners in the FAIR Plan is unrestrained because
there are literally no disincentives other than lower producer’s commissions,

Our report has already proposed a number of disincentives:
Pricing

Reasonable rate differentials are essential not only because of the probability that they may have a favorable impact on
plan size (keep them small) but aiso, because we believe that the consumers in the Residual Market should bear at least
part of the burden of Residual Market losses.

Commissions

We believe that the commission paid for residual market business should be lower than that paid for voluntary market
business. Currently, the lower commission levels for residual market business are offser to some depree by the generally
higher rate levels, Because of this relationship between price and commission, consideration may be given to 2 greater com-
mission differential. The rationale for a greater differential is two fold: first, an even lower commission applied to a higher
premium is still more attractive than losing the business; second, it confirms the general principle that additional, unwanted
growth will be generated if residual market compensation is attractive. However, rather than arbitrarily requesting a reduc-
tion in the commission level, we recommend that the insurance department investigate the adequacy or inadequacy of
residual market compensation. Similarly, we recommend thac the insurance departments investigate additional fees for
service to determine their legitimacy. If they are legitimate, they should be regulated by the departments.

Product Modification

Depending on the condition of the risk, each plan should have the ability to modify coverage and/or limits in order 10
make the risk insurable,

Improve Voluntary Market Access Through Placement Facilities

In some instances risks which are insurable in the veluntary market find themselves insured in the residual market. We
belicve that the utilization of a voluntary placement program would substantially reduce this inequity.

Several voluntary placement options are available:
FAIR Plan Mailings

These would be direct mailings to FAIR Plan insureds informing them of the voluntary market and how to access agents.
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The Milwaukee Program

‘The Consumer Information Center has a voluntary placement facility.
Connecticut "Open Line'
This is & complzint end market inquiry center with a voluntary back-up inspection and placement facility,

Minnesota FAIR Plan "‘Depopulation”’

If a producer is unable to place a FAIR Plan renewal in the voluntary market, the information on the risk is made available
for solicitation to other producers 43 days prior to renewal (see Appendix C).

Actuarial Depopulation Incentives (Keep-Out/Take-Out)

Even if some, or all of the previously mentioned programs or concepts were in place, there may still be 2 need for a residual
market, This stems from the fact that there are risks which are not eligible for the voluntary market. However, the presence
of a residual market undoubtedly presents the potential for abuse. The most flagrant abuse would be any business practice
which results in the placement of consumers in Plans when they, in fact, are eligible for insurance in the voluntary market.
1t is therefore, of utmost importance that actuarily based depopulation incentives, known as keep-out and take-out pro-
grams, be analyzed to determine if they are visble mechanisns by which the industry ¢an minimize the size of the residual
market.

Keep-out and take-out programs have been urilized for many years for various lines of business. Most Auto Plans have
keep-out credits, as do several Windstorm Pools. There currently are no keep-out credits for FAIR Plan business. Similarly,
several Auto Plans have take-out mechanisms, and three FAIR Plans (California, Georgia and New York) have take-out
provisions, New York’s take-out applies to Fire and Extended Coverage on a state wide basis. Georgia’s is coastal only,
and California’s applies to brush fire writings only.

The primary objective of these programs is to offer incentives to insurers and agents to write in the voluntary market that
business which otherwise might have been placed in the residual market. The incentive to companies is primarily financial
in that any eligible business written voluntarily by a company reduces its participation assignment. The amount of
reduction is dependent upon the credit multiple — the higher the credit multiple the greater the reduction and thus, a
greater incentive. The primary incentive to an agent is also financial in that he will be paid a higher commission. However,
in some agents' eyes, this incentive is insignificant since, inherent in any take-out program, they face the possible loss of
business and commission.

Before we discuss these keep-out and take-out programs, there are several stipulations which should be stated:

We recommend that each state thoroughly analyze its residual market to determine the need for an actuarial incen-
tive program/s. For example, whenever the quality of business in the residual market is poor, or badly underpriced

by objective standards, or where insurers believe voluntary rates are genuinely inadequate, depopulation plans are
less effective, if not totally ineffective,

Incentive programs should be used very selectively. If a state’s residual market is small in relation to the voluntary
market, the potential incentive will also be small, thereby rendering the program ineffective. Obviously such a state
does not need to use an incentive program.

We recommend adoption of keep-out/take-out programs only when it has been determined that there is a problem
which will not respond to proposals contained in this report.

Keep-Out

This form of incentive is intended to encourage insurers to voluntarily write business which might otherwise be placed in
the residual market,
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Historically, there have been scveral different keep-out approaches in the automobile line. One of the more common
examples of a keep-out is the young driver credit in the Automobile Insurance Plan,

The normal share of market distribution is modified by calculating for each carrier a supplemental debit or credit based
on whether its share of young drivers was above or below the market norm for that class relative to its overall market share.
Credits and debits are balanced exactly. All keep-out plans are varistions on this approach.

Take-Out

Take-out programs are designed to encourage insurers to write in the voluntary market — at normal rates — those insureds
currently in the involuntzry market.

Take-outs have existed in both property and auto markets with varying degrees of success, With one exception, we believe
there are significant problems which make take-out plans an ineffective solution. The exception would be the application
of a one time credit during the introduction of a residual homeowners program. Even then, such a take-out should be
utilized only where analysis clearly indicates there is writeable residual business which has not responded to any other
incentive,

The reasons for limiting the discussion of take-out plans are the significant problems alluded to sbove. Briefly, they are:

1. It is necessary for agents and insurers to record and report each risk raken out, thereby adding significantly to the
administrative expense.

2. There are two types of actuarial take-out programs, either of which can be found in several existing AIP plans. First,
there’s the program where zn offer is made by the insurer to voluntarily write the risk. Second, there is a program
where the voluntary offer plan is combined with a program where the company is mandated to offer voluntary
covetage if a risk meets certain requirements.

Obviously, while agents are less disenchanted with the voluntary only program, there is strong producer group
opposition to both programs because of issues dealing with ownership of renewals. We would anticipate equally
strong opposition to any type of property take-out program, be it voluntary or mandated.

3. Since take-out plans require a decision by the insured to leave the residual market, such plans become progressively
less effective when the price margin between voluntary and residual marker narrows.

4, In view of the various marketing methods used by compsanies in the industry, a solution to be equitable must
address different marketing spproaches.

Conclusion

We have paralleled the recommended approach to minimizing and controlling the residual market to the sequential steps
in our recommendations for development of a residual market homeowners program. In afl but & few states we feel
encouragement of the voluntary market should be sufficient. However, if study shows further incentives are needed, this
section provides the alternatives available to develop a program for each individual situation,

We have limited the discussion of the specific form of actuarial depopulation incentives in this report for a number of
reasons. While the basic concepts utilized in existing take-out and keep-out programs in the Auto Plans snd a number of
FAIR Plans or Windstorm Pools can be applied in developing depopulation incentives for Residual Market Homeowners,
there are also marerial differences between the operational structures of the various residusl plans which mandate against
simply adopting an existing program. For example:

Untike Auto Plans, where each company has copies of its signed policies, the FAIR Plan syndicate holds al) policy
information, and policies are issued in the FAIR Plan name. This difference increases the difficulty, under 2 take-
out approach, of specifically soliciting expiring FAIR Plan risks.

Since much of the business qualifying for depopulation incentives is presently written on a Standard Fire basis,
decisions must be made as to whether conversion to voluntary homeowners should provide equal credit to that of
a voluntary fire policy.
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Property rating territory configurations tend to be much broader than auto territories and the basis for defining
territorial incentives requires further study.

As a result, it is the opinion of the Advisory Committee, while we support the use of depopulation incentives where a
specific need is established, that there is further work required to develop programs suitable for the Residual Market Home-
OWNCTS.

Such work has already been initiated through NCPI and, with the appointment of the NAIC Redlining Property Advisory
Subcommiteee as the Personal Lines Subcommittee of NCPI, we believe a proper continuity will be achieved.

It is our recommendation that the general spproach outlined in this section be approved, with direction to NCPI to
complete specific proposals, and that individual states adopting Residual Matket Homeowners programs look to NCPI for
support in determining the depopulation incentives suited to their requirements,

CEEIIERY
Appendix A
Section 1 -~ HO-1
Options Included Options Excluded
1) Building Additions and Alterations 1) Scheduled Glass
2) Earthgquake Covaaée 2) Personal Property — Scheduled
3} Inflation Guard 3) Rental to Others — Theft Coverage
4} Loss of Use ~ Increased Limirs
5) Office Professional, Private School or Studio Use
6} Other Structures
7) Personal Property — Coverage C
8) Premium Credits for Protective Devices
9) Credit Card, Forgery and Counterfeit Money
10) Increased Special Limits of Liability
11) Theft Coverage Extension
Section I1 -- HO-1
Options Included Oprions Excluded
1) Coverage E or F - Increased Limits None

2) Business Pursuits
3) Incidential Farming — Personal Liability

4) Office, Professional, Private School or Studio Use
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Options Included

5)
6)
n
8)

9)

Outboard Motors and Watercraft
Owned Snowmaobite

Personal Injury

Secondary Residence Premises

Muitiple Company Insurance

(11212 L L)
Appendix B

Specific Underwriting Rules

Application

All submissions must be made on a prescribed application. All questions must be answered and che application must be
signed by hoth producer and applicant.

A statement should exist on the applications that the applicant is aware that he is seeking coverage in the residual market
and has the option of seeking coverage in the voluntary market,

1

2)

Suggested underwriting questions on application in addition to questions contained in conventional application:

Name of prior insurance carrier and reason for rejection or texmination.

Prior losses in past thtee years — type, ceuse and amount,

Violations of fire, safety, health, building or construction codes on property ~ type and date, and if corrected.

Are rea] estate taxes unpaid more than (X months) or tax liens on property? — amount,

Are mortgage payments delinquent more than (X months) or property is under foreclosure proceedings?

Has the insured or any individual with ownership interest been under indictment (or convicted} of sny crime having
as one of its necessary elements an act increasing any hazard insured against? Specify with date.

Value:

Construction date of dwelling (approximate).

Purchase date of dwelling - cost,

Estimated present market value of property, excluding value of land,
Estimated replacement cost of dwelling.

Consideration should be given to need for short renewal questionnaire designed primarily to pick up vacancies, tax
liens, violations, correction of inspection deficiencies, improvements and structural changes.

Inspection for Underwriting and Rating Purposes

All eligible submissions should be inspected. No submission should be declined for specific risk deficiencies without an
inspection and written notice to the producer and insured which provides specific reason(s) for the declination and, if
applicable, notice of an opportunity to correct such deficiencies with a date by which the deficiencies must be corrected,

It should be the obligation of the applicant and producer to provide notice when the deficiency has been corrected and
make the property available for reinspection,
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A copy of all inspection reports should be made available to the producer. The purpose of the inspection is to qualify the
risk for acceptance and, as a public service, it is appropriate to advise the policyholder of deficiencies. However, to provide
this, the mechanism needs some sort of immunicy either in the form of a disclaimer or by stature,

Binding Procedure

New risks may be bound by producer {for a specified petiod) if:

Note:

1L

An application has been completed and signed by applicant and producer ~ with proposed binding date and time
indicated.

Specified minimum down payment has been made.
Binding conditions, i.e., effective date and maximum limit of risk, should be incorporated in the application form,
Applicant is in full compliance with all Sections of Underwriting Rules,

A homeowners policy will be issued to replace the binder only on completion of inspection and correction of in-
dicated deficiencies.

If after inspection the risk does not meet standards for coverage requested, but meets standards for alternate pro-
grams, the insured will be provided proper advance notice or an epportunity to accept such alternate products.

Grounds for Cancellation Refusal to Renew or Write or Reasons Why a Conditional Binder may be terminated

A policy may be cancelled for:
a) Nonpayment of premium.

b) Conviction of the insured for any crime which has as its principle element an act or omission increasing any
hazard insured against or insurance fraud.

c} Fraud or material misrepresentation made by or with the knowledge of the insured in applying for or obtain-
ing the policy, continuing the policy, or in presenting a claim under the policy.

d} Insured premises have been condemned or declared unfit for human habitation by an appropriate authority.

€) Failure to meet inspection standards in a reasonable period of time after notification of deficiencies to be
corrected.

f) Unpaid real property taxes delinquent for two or more years at the time of underwriting action.
A policy may be refused renewal, subject to any required notice, for the reasons sbove and for:
a) Substantial change in the risk, increasing any insured hazard as evidenced by:
1. Violation of specified fire, health, safety, building or construction codes, regulations or ordinances
imposed by an appropriate authority with respect to the building, its premises ot occupancy. (Note —~
because chere is an infinite variety of possible violations, with some of limited importance to insur-

ance, the specifics must be developed locally and should also include frequency criteria. The listed
violations must result in an increase in the material hazard of the risk.}
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2, Vacant or abandoned property — with vacancy in excess of 60 days or with no reasonable expectation
of reoccupancy. Buildings with any water, heat or electricity service discontinued are considered
vacant. (Note —a localized definition of “abandoned” is required. In some cities, this has an official
status as part of a proceding to take over property for taxes).

ML  Anapplicant may be refused coverage for the reasons above in Sections 1 and It and for:

Extreme natural hazard not contemplated in Plan rules/rates which materially increases the exposure including
windstorm and brush or forest fire unless provisions are made for special rating.

Insurance to Value

L Repair Cost Policy

a)

b)

Minimum Amount of Insurance

Current Market Value (100%) of insured premises with reasonable deduction for land value.

Maximum Amount of Insurance

Current Market Value of insured premises plus up to 25% (for normal increase in value and property improve-
ments); or

Amounts in excess of Market Value + 25% require specific validation such as renovation conrract, etc.; or
Market Value to be established by any customary method including:

—~ Real Estate or Appraiser’s estimate

-~ Current price ot sales of similar homes

- Actual cost of dwelling in recent purchase

— Cost plus improvements.

IL Replacement Cost Policy (Form 1)

a)

b}

Minimum Amount of Insurance

80% of current replacement cost.

Maximum Amount of Insurance

Not to exceed 150% of market value. If this value is less than required by Rule (a), coverage cannot be
wtitten on a Replacement Value form. A rebuilding clause requiring the rebuilding of the dwelling at the
same location would lessen che need for this limitation.

Replacement cost may be determined by any customary system:

— Sale cost of new home;

— Appraiser’s value;

= Published system using square footage or room count.
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Example: Massachusetts” Underwriting Standards

In determining whether or not to accept & risk, the Association shall follow “reasonable underwriting standards” which
include, but are not limited to, the following:

A.  Physical condition of the property, such as its construction, heating, wiring, evidence of previous fires, or general

deterioration.
B. Irs present use or housekeeping, such as vacancy, overcrowding, storage of rubbish or flammable materizls;
C. Specific characteristics of ownership, condition, occupancy, or maintenance which are violative of public policy

and result in unreasongble exposures to loss,
Reasonable underwriting standards with respect to Section I of homeowner insurance coverage shall include the general
standards and in addition shall include, but not be limited to, excessive loss frequency when the applicant has failed to
take reasonable steps to correct any situation which has given rise to past losses, unless the applicant is willing to accept
reasonable deductibles.

Reasonable underwriting standards with respect to Section II of homeowner insurance shall include the general standards
and in addition shall include, but not be limited to, the following:

A,  Hazardous physical conditions including, but not limited to, unfenced swimming pools.
B. Presence of vicious animals.

C. Excessive loss frequency when the applicant has failed to take reasonable steps to correct any situation which has
given rise to past losses.

Applicants or properties which violate any of the above “underwriting standards" are ineligible or uninsurable through the
Massachusetts FAIR Plan.

Inspections

A.  Any person having an insurable interest in real or tangible personal property at a fixed location in Massachusetts
is entitled to an inspection of the property without cost,

B. Upon receipt of the application, the property may be inspected and rated.

C. Inspections will generally be made in the company of the property owner or their representative. The inspector
must be provided full access to the building. An inspection report shall be made for each property inspected, and a
copy sent to the Association.

Example: Rhode Island’s Underwriting Standards

In determining whether or not to accept a risk, the Association shall follow “reasonable underwriting standards” which
include, but are not limited to, the following:

A,  Physical condition of the property, such as its construction, heating, wiring, evidence of previous fires, or general
deterioration (however, the mere fact that a property does not satisfy all building code specifications would not
in itself justify declining the risk);

B. Its present use or housekeeping, such as vacancy, overcrowding, storage of rubbish, or flammable materials;

C. Unoccupied habitational property, unless the property (dwelling) has adequate public fire protection service, as
defined by a recognized fire insurance rating organization:
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1dle or unoccupied commercial property, uniess the property (building) owner or tenant has provided for central
station alarm, sprinkler, or watchman security;

Violation of law or public policy which results in increased exposure to loss including, but not limited to, risks on
which there is an:

a. outstanding order to vacate;
b. outstanding demolition order;
or
c. which have been declared unsafe in accordance with applicable law;

Structures on which any one of the following exists:

a. failure to pay Real Estate Taxes on the property for three years or more;
or
b. failure, within the ingured’s control, to furnish heat, water, or public lighting for thirty {30} consecutive days
of more;
or
c. failure within a reasonable time to correct conditions dzngerous to life, health, or safety;

Provided that a risk shall not be declined for neighborhood or area location or any environmental hazard beyond
the control of the property owner;

Where the applicant is indebted to en agent, broker, or company for the type coverage being sought;

The right to apply by endorsement in accordance with the waiver provisions of the statutory standard fire insurance
policy of the state of Rhode Island a “Modern Materials” provision which would permit repairs with modern

materials, not necessarily those of like, kind, and quality provided that the structure’s integrity, utility, and value
are not impaired,

Applicants or properties which violate any of the above “underwriting standards are incligible or uninsurable through the
Rhode Island FAIR Plan.

Inspections

Any person having an insurable interest in real or tangible personal property at a fixed location in Rhode Island is
entitled to an inspection of the property without cost.

Upon receipt of the application, the property may be inspected and rated,

Inspections will genergily be made in the company of the property owner or their representative. The inspector
must be provided full access to the building.

An inspection report shall be made for each property inspected. The report shall cover pertinent structural and
occupancy features as well as the general condition of the building and surrounding structures. A representative
photocopy of the inspection report will be made available to the applicant or agent upon request.

LA R YL )
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To:

From:

Date:

Re:
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Producers and Companies

W. C. Freitag, Manager, Minnesota Property Insurance Placement Facility
12 South Sixth Street, Room 1229

Minneapolis, Minnesotz 55402

May 15, 1973

Minnesota FAIR Plan “Depopulation”

The Governing Committee of the Plan is aware that there are a number of properties insured through the FAIR Plan which
should be afforded coverage outside the Plan,

A procedure to provide “depopulation’ of the Minnesota FAIR Plan has been discussed by the committee with the
Minnesota Insurance Deparcment and representatives of the state agents' associations, with the result that the following is
to become effective immediately.

l.a.

An Expiration Notice for a policy written through the Minnesota FAIR Plan, will be sent to the producer of record
by the Placement Facility 75 days prior to the policy expiration date. Each such Expiration Notice will be accom-
panied by a Special Note which will state that the procedure described herein is to be followed.

Any producer having FAIR Plan policies in his book of business should make a strong effort to place the coverage
outside the FAIR Plan in the succeeding 30 days. This will be the period after the producer’s receipt of the Expira-
tion Notice and prior to 45 days before the expiration date,

If the producer of record is successful in placing his business outside the FAIR Plan, 2 notation must be made on the
FAIR Plan Expiration Notice indicating coverage is placed elsewhere, This expiration form with the notation must
be sent to the facility promptly.

If the producer of record is not successful in placing his business outside the FAIR Plan before 45 days prior to the
expiration date, the application form attached to the Expiration Notice must be completed and sent to the facility
in order that it can be processed. it is essential that the policyholder be assured of coverage at all times in this
procedure.

Each week the Placement Facility will make available to licensed producers and companies, at the facility office, a
list of policies which expire 45 days following their appearance on the list. The list will contain the name and
address of the insured, address of the insured property, class of property (habitational or commercial) and the
expiration date of the policy.

Any producer which selects one or more of the properties on the facility list is expected to make a strong effort
to place such business outside the FAIR Plan. If this is accomplished, the facility must be notified of this action not
less than 30 days prior to the FAIR Plan policy expiration date.

NOTE: Insurance Commissioner B, W. Heaton has indiczted that if a producer selects a property from the facility
list and places coverage outside the FAIR Plan, the new insurer must retain the business for not less than one year,
This is to avoid the possibility of any such new insurer cancelling this newly acquired business and returning it to
the FAIR Plan,

PEBEERSE
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APPENDIX C

To: Producers

From: W.C. Freitag, Manager, Minnesota Property Insurance Placement Facility
12 South Sixth Street, Room 1229
Minneapolis, Minnesota 55402

Re: “Depopulation™ of the Minnesota FAIR Plan

In line with the “Depopulation’ program announced to you in our letter of May 15, 1973, this is notice to you that the
procedures stated in our letter are in effect for the property insurance indicated in the attached Expiration Notice,

1. You now have 30 days in which you should make a strong effort to place this business outside the FAIR Plan, If
you are successful, piease make such a note on the Expiration Notice and send it to the facility.

2, If you are not able to place this business outside the FAIR Plan, the application should be completed and sent,
together with the Expiration Notice, to the facility not laver than 45 days prior to the expiration date,

To: The NAIC Property and Casualty (D) Committee

From:  Alliance of American Insurers
20 North Wacker Drive
Chicago, Iilinois 60606

Date: June 7, 1979

Re: The Proposed Amendment to the Unfair Trade Practices Act and Regulation Adopted by the NAIC Redlining
Task Force

The Alliance is deeply concerned that any redlining proposal adopted by the NAIC offer an effective, practical solution to
the problem without adverse consequences to the public and insurance industry. To this end, we have worked with the
Advisory Commirtee to the NAIC Redlining Task Force since its inception. The Alliance strongly supports the recommen-
dations of the Advisory Committee as a positive, practical and cffective response to the practice of redlining. We oppose

the proposals of the NAIC Redlining Task Force, which are vague, overly broad and not specifically responsive ro the red-
lining problem.

The recommendations of the Advisory Committee offer specific and concrete remedies to the practice of redlining. The
Advisory Committee amendment to the NAIC Unfair Trade Practices Act prohibits, as a general business practice, the
refusal to issue, nonrenewal or cancellation of personal lines insurance coverage because of the geographic location o age
of the risk. An individual, victimized by redlining practices, is given specific redress through the provisions of the NAIC
Property Insurance Termination, Declination and Disclosure Model Act. This proposal restricts the termination or declin-
ation of a subject insurance policy where such action is based upon the race, religion, nationality, ethnic group, age, sex
or marital status of the individual. Also, specific reasons for declination or termination must be provided o the individual.

In the view of the Alliance, the Advisory Committee Recommendations present the best chance for the swift enactment of
legislation desling with the redlining problem. The Advisory Committee proposals were developed by 2 broad-based group
reflecting comsumet, agent and industry intevests, The committee recommendations enjoy support from these diverse
groups. In addition, the recommendations avoid the serious deficiencies which have caused strong and widespread oppasi-
tion to the proposals of the NAIC Redlining Task Force. If the states are serious about addressing the redlining issue legis-
latively, adoption of the Advisory Committee recommendations greatly imprave the political feasibility of enacting such
legislation because the committee’s legislative proposals are accepeable to diverse interest groups.
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The NAIC Redlining Task Force proposals present serious deficiencies which merit their rejection in favor of the Advisory
Committee recommendations. As a result of these objections, the Alliance joins the Advisory Committee and other groups
in expressing strong opposition to the recommendations of the NAIC Redlining Task Force.

In contrast to the specific remedies proposed by the Advisory Comimitice, the task force proposed amendment to the
NAIC Unfair Trade Practice Act is a vague, overly broad, statutory provision which shifts the original focus of regulation
from the specific practice of “redlining” to purportedly “address all forms of unfair discrimination in property/casuslty
insurance underwriting.” It would make unlawful any act of an insurer: **(c) Making or permitting any unfair discrimina-
tion between individuals or risks of the same class and of essentiafly the same hazards on the issuance, renewal, cancella-
tion or limitation of any property or casualty insurance coverage.”

The task force proposal would apply to single violation rather than a “general business practice.” Also, while the expressed
concern over redlining dealt with personal coverages in the inner city, the proposed amendment would apply to all personal
and commercial forms of property and casuaity insurance.

The most serious objection to the task force general amendment is that it does not specifically address the issue of insur-
ance redlining. This is of particular concern to nonindustry groups on the Advisory Committee, The task force language
about “risks of the same class and essentially the same hazards” may be confusing in its similarity to language concerned
with discrimination in rating classifications. It is possible that this general amendmen: may be incorrectly interpreted as
not providing authority to deal with specific rediining practices.

The general amendment to the NAIC Unfair Trade Practices Act proposed by the task force is subject to serious legal
objection. A number of Allisnce lawyers looking at the task force language tell me that it could be struck down by the
courts as unconstitutionally vague. This result is due to the fact that an insurer reading the statute cannot know what acts
might subject it to serious penalties for '‘unfair discrimination,” It should be clear to even nonlawyers that the vagueness of
the task force proposal will foster a lot of expensive litigation for all concerned before we can begin to know what it
means.

The breadth of scope of the task force general amendment gppears to mandate that regulators maintain close and exacting
surveillance of all of an insurer’s underwriting decisions to determine if “unfair discrimination” is taking place. Without
specific standards in the legislation to guide a regulator’s discretion, his responsibility requires department scrutiny of every
underwriting decision. As a practical matter, such a responsibility cannot be adequately met by regulators without vast
increases in staff and budget. The Advisory Committee recommendations, in contrast, are direcred at specific redlining
practices and provide feasible standards and tools of regulation.

The Alliance shares the concern of Advisory Committec members that the broad scope of the task force geners] amend-
ment brings into question other areas of the insurance business with possible consequences that were never really con-
sidered by the task force or Advisory Committee, For example, the phrase *limitation of coverage” is uncertain. We don't
know how this phrase would affect territorial rating plans or the introduction of alternative homeowners forms. These
new policies are being developed to address the problem of disparity between the market value and replacement costs of
older homes.

A great concern of the Alliznee and of insurance industry in general is that the task force general amendment unnecessarily
restricts the concept of individual underwriting, which is the very heart of the business of insurance. The vagueness of the
amendment’s proscriptions will, at the very least, have a “chilling effect” on legitimate underwriting.

The impottance of sound underwriting to insurer solvency has been recognized by the NAIC and cloquently expressed in
your amicus brief in the case of St, Paul Fire and Marine Insurance Co. v. David Barry, M.D. It was there stated:

Implicit in the underwriting process of risk assessment is the insurance company’s prerogative not to insure
particular risks, This prerogative exists to protect the insurance company against the phenomenon of ‘adverse
selection”:

Whenever & large group of potential insureds are treated alike irrespective of some factor that differ-
entiates them as insurance risks, a disproportionately high percentage of applications for such insur-
ance trends to come from the less desirable applicant because cthey got the better bargain.
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Since there will always be selection in insurance, the only question which must be answered is whether the
selection will be done by the insurance company or by the insurance buyer. In the absence of massive govern-
ment subsidies to insurers, the only feasible answer to this question is to allow insurance companies to be
selective in choosing the risks which they wish to insure; otherwise coverage would be provided st a loss ~ &
result which would ultimately {ead to ¢ither the financial impairment of ingurers or 2 broad-scale unwilling-
ness of insurers to write only business, i.e. insurance unavailability. {(emphasis added).

While the task force was charged with addressing the problem of redlining, the broad genera! amendment will cast doubt
on legitimate underwriting decisions in all lines of property and casualty insurance.

The vagueness of the standard for regulation of underwriting practices contained in the task force general amendment
may lead to regidities in underwriting detrimental to insurance consumers. Fear that individualized selection decisions
may be characterized as “unfair discrimination’ may lead companies to adopt and follow rigid, easily defended under-
writing policies. Underwriting judgment, however, often favors the insurance applicant. A seasoned underwriter may accept
a risk, in an exercise of judgment, which would be rejected under = rigid formule. The Advisory Committee proposals
maintain underwriting flexibility while curbing arbitrary redlining practices.

Another serious problem of the task foree general amendment is its unfairness in penalizing individual acts rather thana
general business practice of redlining. The most responsible agent and insurer could be subject to serious fines and ocher
penalties due to the single, inadvertent act of an inexperienced employee. The NAIC recognized this unfairness when it
placed a “general business practice” qualification in the NAIC Model Unfair Trade Practice Act. The Advisory Commirtee
avoids this unfairness by also including the *‘general business practice’ clause in its proposed amendment.

In conclusion, the Advisory Committee recommendations provide specific, effective remedies to arbitrary redlining
practices without imposing unrealistic duties on regulators, unfair penalties on insurers, or unduly restrictions upon under-
writing flexibility. The Alliance strongly urges the NAIC to adopt the recommendations of the Advisory Committee and to
teject the proposals adopted by the NAIC Redlining Task Force.
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To: The Property and Casuslty (D) Committee

From:  Jeffrey M. Yates, General Counsel
Independent Insurance Agents of Americs, Inc,
85 John Street
New York, N.Y. 10038

Re: Recommendations of the NATC Redlining Task Force

Date: June 7, 1979

My name is Jeffrey M. Yates and I am General Counsel of the Independent Insurance Agents of America, Inc., (ILAA).
HAA is a national association representing approximately 125,000 independent property-casualty agents throughout the

United States, as well as fifty state independent agents associations, plus the District of Columbia, and over 1,200 local
associations.

Recognizing that redlining severely limits availability of insurance which results in the decline of neighborhoods, [IAA has
consistencly opposed redlining practices.

IIAA heartily applauds those companies which have addressed the redlining problem by encouraging agents to forward
applications for insurance from inner city areas. This position is a change from past practice and is a step in the right direc-
tion, However, the key to resolving the redlining problem is the appointment by companies of more agencies in the inner
city area. For example, Boston has approximately 200 brokers located in or near the inner city area, who do not have any
company affiliacion and who would be more than willing to service an inner city area for a company, With more agents
Tepresenting companies in the inner city areas there will be a large scale increase in the svailability of insurance in the
inner city arcas. It is also important to realize that agents in the inner city will not be able to survive writing just property
insurance, but must be given the opportunity to write suromobile insurance and other coverages for their companies as
well.
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With regard to the proposed legislation before you, our association has great concern about certain provisions of the pro-
posed NAIC Property Insurance Declination, Termination and Disclosure Model Act that make it impossible for us ro
support that bill in its current forrn. We are deeply concerned about how Section VI C, imposing civil liability on agents
and brokers, will work in actual practice. This provision allows a prospective applicant whe was denied insurance in viola-
tion of the act to seek indemnification from the sgent for the loss which would have been insured had the policy not been
terminated or declined.

In practice, we believe this provision will invite frivolous suits by applicants whose insurance is curned down for whatever
reason, putting an impossible burden on the agent who is not in a financial position to defend against a series of these suits,
nor to assume the position of an insurer of such losses. The provision would invite g suit in any case where an applicant
has been turned down for insurance for whatever reason and subsequently incurs a loss which is not insured because the
individual did not follow up and attempt to secure insurance from another source. Since such a suit would be based upon
alleged intentional acts, the agent's errors and omissions coverage would not protect him. This new liability could drive
existing agents in inner city areas out of business, leaving even fewer sources for insurance in depressed areas.

Equally troubling is that this act could subject the agent to civil liability for turning down business that is outside the
market area in which he does business. He may not have the personnel to inspect a piece of property, as msy be required
by the company, or to properly service the insured, if the propetty is located a great distance away from his place of
business.

In addition, the loose wording of the section invites further abuse. If a prospective applicant is turned down for insur-
ance from a source, what obligation does he have to mitigate his damages by making a reasonable attempr to effect insur-
ance through another agent or company within a reasonable time after his original application is declined? As the section
is currently worded, the applicant could be turned down once for insurance; do nothing further; pay no premium; and thea
receive indemnity if he has a loss. We believe this is totally unfair. In addition, as the provision is currently worded, there
could be civil liability even if there has been an innocent violation of the act — it is not limited to “willful and knowing™
violations.

We just do not believe this indemnification pravision will work. On the contrary, it could have a devastating effect on exist-
ing insurance agencies in inner city areas who are not in a financial position to defend against a series of such suits — which
will be brought no matter what the reason for the declination is if the property owner suffers a loss ~ nor, in a position to
assume the position of an insurer of such losses, We believe the other sanctions provided in Section VI of the act providing
up to $5,000 finc for violation of the act will fully protect the public against demonstrated cases of redlining as far as
agents and brokers are concerned, Accordingly, we strongly believe Section VI C, the civil liability section, should be
deleted, at least insofar as it applies to agents or brokers.

Our members are also troubled by Section VI B{2)(b) which provides for up to 2 $500 fine for any violation of the act and
believe it should be deleted. This section should be stricken because it would penalize a party for mere errors or inadver-
tence resulting in unintentional violations of this act. A fine should only be imposed upon a showing of a willful and
knowing violation which is covered in Section VI B(2)(c),

We also believe Section 111 of the act providing for procedures for notification of declination and termination should be
amended. This provision feils to consider the practical aspects of the agent’s business. Commonly, when an applicant is
turned down by a company the agent will attempt to place the prospective insured with another company. Under this
provision the company must inform the applicant directly of the adverse decision rather than through the agent. This
would cause confusion, embarrassment and erode the applicant’s confidence in the industry, if at the time the original
company turns him down, the agent successfully places the applicant with another company. The language should be
amended 5o that the company informs the agent of the adverse decision, and the zgent informs the gpplicant if he is unable
to place coverage. I have attached our proposed revision of Section III A to the copy of the comments submitted to you.

With respect to the proposed general amendment to Section 4(7) of the Unfair Trade Practices Act and accompanying
regulation, IIAA Delieves that the broad scope of this regulation could be used to restrict the companies’ ability to under-
write. The ability to underwrite is an important aspect of competition and should be maintained, Accordingly, this amend-
ment should be revised in order to address insurance redlining practices specifically.
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I respectfully urge you to consider IIAA’s suggested revisions to the NAIC Property Insurance Declination, Termination
and Disclosure Model Act and to the proposed general amendment to Section 4(7) of the Unfair Trade Practice Act and
accompanying regulation. We appreciate this opportunity t submit our views on this matver.

sEedERen

1IAA Suggested Additional Parsgraph to Section III A of the Proposed NAIC
Property Insurance Declination, Termination, and Disclosure Model Act

In the event of a declination by an insurer of a risk submitted by an agent or broker on behalf of the applicant, the insurer
shall provide the agent or broker with an explanation of the rezsons for the declination, in writing if requested by the agent
or broker, znd the agent or broker shall submit this explanation to the applicant in the event the agent or broker is unable
to effect insurance for the applicant through another insurer, in writing if requested by the applicant.
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To: The Property and Casualty (D) Committee of the NAIC

From:  Gregory D. Squires
U.S. Commission on Civil Rights
230 S. Dearborn: St., Room 3280
Chicago, Illinois 60604

Date: June 7, 1979
Re: Proposed Model Unfair Trade Practice Amendments to Prohibit Redlining

Substantial progress has been made toward resolving the issue of insurance redlining in recent years. One reason for thar
progress is that the various parties to the debate have begun sitting down and talking o each other, and trying to under-
stand each other’s interests. Neighborhood groups have become extremely sophisticated in their knowledge of the insur-
ance industry, and sensitive to the concerns of that industry, At last a substantial minority of insurers have demonstrated
a genuine desire to eliminate ungvailabilicy problems. Several companys, agents, and trade associations have launched
activities In serious attempts to do so. As evidence of the greater communication and cooperation which has occurred, and
one of the clearest signs of progress is the fact that community groups, regulators, and insurers all agree first, that there is
a serious problem of insurance redlining and secondly, that there is a need for an amendment to the NAIC model unfair
trade practices act or comparable legislation to eliminate the redlining problem,

Differences remain, however, in the precise langusge of such an amendment. I fully support the Advisory Commitree’s
rejection of the general, broad-in-scope approach taken by the Redlining Task Force and in the committee’s preference for
an amendment that addresses geographic discrimination directly. But there is a major defect running throughout all the
proposed amendments and bills. That defect is the inclusion of the phrase “‘unless {the prohibited practice in question) is
for a business purpose which is not a mere pretext for unfair discrimination.” By including such language this legislative
approach amounts 1o little more than fitting regulations comfortably around current practices rather than curtailing certain
abusive practices. What is cslled for is 2 model law which expressly prohibits specific redlining practices,

The basic defense of the current proposals by some members of both the task force and the Advisory Gommittee is that
they provide commissioners with authority most currently do not have to investigate redlining charges and to determine
within the limits of their auchority and discretion to take what they see as appropriate action. The industry is concerned
that a vague amendment which does not specify precisely what is unfair discrimination may result in some commissioners
attempting to exercise more authority than was intended by the ect to the detriment of the industry and the public. On
the other hand some nonindustry observors are concerned about the lack of independence of some commissioners in
relation to the industry znd the possibility they will use their discretion not to act at all. While it is true that in some staces
community groups have organized and have been able to exercise some influence on regulatory activities, in general the
industry is far more effective in communicating its perspective with public officials, To rely on community group pressure
as a check on recalcitrant regulators js inadequate particularly when confronted with a well paid, knowiedgesble, ever
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present army of industry lobbyists. The solution to this problem is to minimize the extent to which commissioner dis-
cretion will affect the regulatory effort. In other words, specify what the prohibited practices are, what sanctions are avail-
able to the regulator, and what remedial actions can be ordered.

The industry has a right to know specifically what it can and cannot do. The public also has a right to know precisely what
kind of activities are prohibited. If there are to be any exemptions from generally prohibited practices, these should be
individually and expressly stated. The vague exemption for a “business purpose” raises serious questions about the inten-
tions and credibility of che authors, and it does so needlessly. This language should be eliminated. In virtually every discus-
sion of what legitimate business purposes can be served by permirting geographic discriminatien, the same ones come up
time and again, 2nd they are purposes chat even most industry critics would accept! The basic industry concerns are that:
(1) specialty companies not be required to suddenly write property insurance in inner city markets if they have never
written such business before; (2) no insurer be overexposed to a particular risk or in a particular market; and (3) no insurer
be required to assume a visk near a natural hazard that could result in a catastrophic loss. Such exemptions could easily be
specifically written into a mode! unfair trade pracrices emendment.

In our report, “Insurance Redlining: Fact, Not Fiction,” we offered two versions of & proposed model unfair trade
practices amendment. Attached to this statement is the appendix of that report which contained this language. It is
language which the Advisory Committee and task force has seen end rejected. We urge you to consider the above
comments and the draft proposals in your deliberations.

Even a strong unfair trade practices amendment would represent but one step in an overall effort to eliminare redlining.
Some states, of course, have already enacted such legisiation., Others are considering creation of a reinsurance facility,
the establishment of a single rating territory for the entire state, affirmative marketing requirements, and other approaches.
So far the NAIC has chosen to take no official action on what has been a controversial public issue. For the NAIC to
acknowledge what is now generally recognized as a social reality, that redlining is unfair, would represent one small but
important progressive act.

1 believe the members of the Advisory Committee and the Redlining Task Force are genuinely committed to the elimina-
tion of redlining, and are making good faith efforts voward that end. Bur for the vast majority of consumers, and partic-
ularly those who live in redlined neighborhoods who have not had the opportunity to work closely with these individuals,
the proposals under consideration will raise serious questions regarding the integrity of the NAIC and the insurance
industry itself, one which by its own admission already has serious public relations problems. Furthermore, the NAIC’s
dilatory conduct in finalizing a model redlining amendment means that more and more states are enacting their own
versions of anti-redlining legislation. Rather than being a leader in the area, the NAIC is quickly placing itself in a catch-up
position.

Current proposals being considered by the NAIC are not credible responses to insurance redlining, They are a slap in the
face to the victims of the practice. If these proposals represent the best results of 18 months of study by the nation’s top

insurance law enforcement officers working in close cooperation with the insurance industry, we can expect a flood of
litigation and federal legislation if not outright federal regulation, in the near future to end insurance redlining.

e ok
Appendix
Recommended Model Unfair Trade Practices Amendments

Section 1

1. It is an unfair trade practice for an insurer of residentisl property (i.e., one to four family dwellings) and, unless other-
wise stated, of personal lines auto vo:

(a) vary the gvailability of insurance products or services because of the age of the residential property risk;

(b) refuse to insure a risk because an individual was previously denied insurance by another insurer;
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(c) ask in an insurance application whether or not an applicant was previously insured in an involuntary market
plan. This subsection shall not be interpreted to preclude an insurer from asking the name of the previous insurer
in an insurance application;

(d) refuse to insure a risk because an individual was previously insured in an involuntary market plan;

{e} fail to state the precise reason for an insurer's decision to decline, nonrenew, or terminate an insurance policy;

(f) fail to state prior to issuing a notice of termination or nonrencwal or at the time of issuing a notice of decline-
tion what corrective action, if any, the applicant or insured must take in order to obtain insurance;

(g) fail to reinspect a risk, upon request of the applicant or insured, where an inspection report has been used in
part or in whole to decline, nonrenew, or terminate a residential property insurance policy;

(h) refuse to renew policies placed by an agent or broker if the insurer terminates its contract with the agent or
broker for one year from the date of vermination of the insurer’s contract with the agent or broker;

(i) fail to provide an applicant or insured, upon request, with any inforration the insurer has received on that
individual, the source of the information, the names of all organizations and individuals with whom the insurer has
shared the information, and the opportunity for the applicant or insured to correct or delete any incorrect informa-
tion or to add a statement indicating his or her disagreement with any information;

(§» fail to correct or delete any incorrect information of which the insurer has knowledge and which the insurer is
maintaining in the applicant's or insured's records or on which the insurer has in part or in whole hased an adverse
underwriting decision,

Section 2

2. It is an unfair trade practice for an insurer of residential property (i.e., one to four family dwellings) and of personal
lines auto to refuse to insure or refuse to continue to insure, or to limit the amount or type of coverage available to a risk

of to require special facts as a condition to acceptance or renewal of such insurance becsuse of the geographic location of
the risk, unless

(a) such insurer not iess than sixty (60) days previous to such refusal or limitations shall have filed with the commissioner:

1) a written concentration of risk plan which the rigk exceeds. Such a plan shall be applicd by the insurer uniformty
across all geographic areas in the State;

2) a written statement limiting its business to specific counties in which the risk is not located;

3) a written statement that, with respect to the geographic location, 2 natural hazard exists which would subject
the insurer to an extraordinary loss exposure;

provided, that such filings shall be based on credible dara and the standards and practices shall not be arbitrary or
unreasonable; or

(b) the risk is located close to a particular and immediate hazard. The insurer’s standards and practices in regard to such

hazard shall be applied uniformly throughout the state; provided, that such standards and practices shall not be arbitrary
or unreasonable.

ARERBIGE

Regulations Under Section 2 of the Recommended Unfair Trade Practices Amendments

Conduct which constitutes unfair trade practices under Section 2 of the Unfair Trade Practices Amendments and is pro-
hibited by these regulations. (These regulations are intended to supplement Section 2 of the Unfair Trade Practices Amend-

ments. If Section 1 is also enacted into law, Regulations 1a through h, below, become redundant and should, therefore,
not be promulgated.)
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1. Varying the application of any or all of the following standards and practices because of geographic location:
a. Age of the risk;
b. Previous denial of coverage or termination by another insurer;

e. Use of insurance application questions concerning whether the applicant was previously denied coverage or was
terminated by another insurer;

d. Previous coverage under an involuntary insurance plan;

¢. Use of insurance application questions concerning whether the applicant was previously covered in an
involuntary insurance plan;

f. Statement to applicants and insureds of the reasons for insurer’s declination, termination, or nonrencwal of an
insurance contract;

g Statement to applicants and insureds before issuing notices of declination, termination, or nonrenewal what
corrective action, if any, the applicant or insured must take to obtain or continue coverage;

h. Requiring inspections or ascertaining the accuracy of inspection reports on which a decision to decline,
terminate, or nonrenew an insurance contract is based;

i. Services including but not limited to the speed with which claims are settled, access to information abour insur-
ance availability, inspections where required for obtaining ot continuing insurance, terms of premium payment;

j. The use of deductibles;
k. Appointing or terminating a contractual relationship with an sgent or broker,

2. Refusing to enter into or continue a relationship with an agent or broker because of the geographic location of the
agent ar broker or because of the geographic location of agent's or broker's business.
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To: The Property and Casualty (D) Committee
From:  Hans Dieter Mcyer

Date: June 7, 1979

Re: Consumer Statement

My name is Hans Dieter Meyer; I am a Lawyer, insurgnce expert and “consumerist” from Hamburg, Germany. I have
observed the procedures in the insurance field of the USA for about three years by reading the National Underwriter,
studying in the Library of the High School of Insurance in New York and taking part in several meetings, Let me say, the
problems of insurance are international.

You are talking about insurance as a “product,” which companies “produce” and agents “sell” to the consumers for the
premium as = “‘product price.” The payments for losses shall be costs and the premium shall be priced according to the
“economical theory of cost based pricing.” Classification of risks and insureds shall be possible according to “statistical
group criteria.” The “insurance industry’ shall be “competitive structured.” The commission of the agents shall be a
certain percentage of *“product-price” (the premium). Regulation shall be restriction of competition and of the free enter-
prise system.

Let me give you some generally accepred definitions of all that you are talking about:
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Insurance is common provision of money by the insureds with a view of a common less pooling. Thus insurance is the
economic performance of the group of insureds (like saving) but not a product of a company.

Economical and legal theories and the National Underwriter accounts say that insurance is no product, because the losses
are paid with extraneous money. The companies only bring forth a service to achieve insurance as a performance of the
insureds in an efficient way (like banks do for saving.)

You say, the premium is a price for a product insurance. Economical and legal theories say a price can only be quoted for
a product or a service, according to the calculation of costs and profits. Since insurance is not a product and only a certain
part of the premium is for the expenses of the companies’ and agents’ services, the premium must be broken down in the
contribution for loss pooling (that is the money of the insureds) and a price for the companies’ and agents' services (like
banks do, separating the consumers’ money and their fees),

You say the payments for losses are “costs.” The definition of costs says, costs are payments for the employment of work
and material to produce 3 product or a service. According to this the payments for losses are no costs, because they are
distributing the insured’s money provided for the common loss pooling. It is the same procedure like the paying out of
money to the savers by banks. These payments are not costs, cither - only exrraneous money is employed. This money is
not created through the companies by the employment of work or taterial. Thus the payments for losses are neither a
product nor a part of it.

You say the premium can be priced according to the economical theory of cost based pricing. This economical theory
says it cannot, because the payments for losses are no costs. Only the services of the companies for collecting, adminis-
trating, investing and distributing the insureds' money can be priced according to the eccnomical theory of cost based
pricing, because only for these services own work capacity and material are employed by the companies and agents. But a
price for the services of the companies and agents is not quated!

You say the insurance industry is “competitive structured.” The definition of competition says it isn’t. The primary pre-
requisite of competition is, that performances are described and prices are quoted. Since the performances of the
companies and agents — their services — are not described and prices are not quoted, there cannot be a competitive struc-
ture in the one and only competition area of the insurance field. Insurance as a performance of the insureds, as common
loss pooling, as common saving for mutual help, is no area for competition. No one can be so foolish as to believe that
competition in this sphere could reduce the payments for losses or can have any other economical effects. But through the
teaching of insurance and services, 2 wrong “competition” takes place in this area, which leads to the well known selection
fight for good or clean risks. Thus the classification of the individusl risk was replaced by the selection of risk groups.

You say, classification can be done according to statistical group (selection) criteria, but it cannot. According to the social
idea of insurance as mutual help, classification must be a generally accepted principal of insurance to achieve a fairness of
contributions as far-reaching 2s possible hy establishing contribution classes for particular risks with homogeneous risk
and danger criteria. Risk and danger criteria as classification criteria can be only those characteristics which influence
damage and loss and which can be ascertained definitely for the particular risk. Bur statistical group criteria do not have
any influence in damage and loss.

You say the commissions of the agents can be priced as a percentage of the premium. By this you allow commission differ-
ences of more than 1,000% for the same procedure. The economical theory of cost based pricing says this is wrong! — A
service can only be priced according to the costs, the employment of work and material.

You say, regulation of insurance is restriction of competition and of the free enterprise system, All legal and economical
theories say that insurance as a performance of the insureds cannot heve anything 1o do with competition and profit-

making - like the saving. Only the companies' and agents' services are a competition ares and should be kept off from state
regulation by dividing the premium.

This is not a vision. This is already reality in the Japanese automobile insurance, where uniform premiums and commis-
sions are enforced and sclection fight is hindered by allowing the companies to keep a certain percentage of the premium
for their expenses. But 100% of the ner premium must be “reinsured” by the stave, which gives the money back ta the
cormpanics according to their loss payments, Thus the financial interest of the companies in the insureds’ money, loss
pooling and selection is avoided and full insurance availability achieved.
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This is not nationalization of the “insurance industry.” This is only the adaptation of the procedures in the insurance
field to all legal and economical theories and to the National Underwriter accounts, The banking sector, for example,
never complained that since our legal and economic system does not gllow banks to take in the money from their
customers’ accounts as profits at the end of the year, the banking industry was nationalized.

Through the issuing of insurance as a performance of the insureds and the companies’ services and through the undivided
premium, there are a lot of misunderstandings with far-reaching consequences, especially for the consumers who suffer
unequgl treatment socially and financially. The more the NAIC tries to achieve premiums for the individual insured, the
more the selection fight of the companies and discrimination of the insureds increases and automobile and FAIR Plans
become more and more populated. Finally the companies will accept only risks which will not suffer losses 2ccording to
their statistics,

Let me say thet you are at the end of a dead end street and running in a circle, You must go back to the cross roads,
investigate the basis of insurance, separate insurance and regulation on the one hand and companies’s services and competi-
tion on the other hand. That requires separating the premium and keeping the financial interests of the companies away
from the insureds’ money for loss pooling. Only in this way will you establish a competitive structure, a free enterprise
system and competition as to the services in the insurance field. Only in this way will you solve the already hundred years
old problems of insurance.




