1
i
{
)
'
1
i
|
i

478 NAIC Proceedings — 1977 Vol. I

Drafting Note (to Section 8): It is the belief of the task force that this section is properly a part of a general model
regulation for credit insurance. However, it should be noted that in some states, there may be separate procedural
provisions for regulations issued under the credit insurance law and under the appropriate consumer ot the unfair trade
practices acts. When they are separate, proper notice and hearing for this model regulation must be given under both
procedures, though probably through a single instrument.

NCLC COMMENT 1: This amendment avoids any confusion in the veference to Unfatr Trade Pracrices Aci permitting
tnsgrtion by the cowmmissioney of the title appropriate to the state. There are numevous siate consuwmer protection laws
mcluding three relevant uniform lows: the Unfair Trade Practices and Consumer Protection Law, the Uniform Deceptive
Trade Practices Act and the Uniform Consumer Sales Praciices Act. These laws may go under a wide variety of names from
state to state.

NCLC COMMENT 2: This amendment also includes- within the list of probibited traunsactions the financing of premiums
{other than those providing coverage before the first payment due date) by including the premiums in tbe amount
financed, This practice is particularly burdensome to debtors, especially in long-term tramsactions, and is explicitly
provided agatust in the model act and model vegulation as amended.

LIFE INSURANCE (C3) SUBCOMMITTEE

Reference:
1976 Proc. 1 p. 520
1976 Proc, 11 p, 541

Hon. Maximilian Wallach, Chairman -- Dist. of Columbia
Hon. Dick L. Rottman, Vice-Chairman — Nevada

B AGENDA
1. Report of the Technical Task Force on Standard Nonforfeiture and Reserve Valuation Laws.
2. Report of the Life Insurance Cost Comparisen Task Force on study of life insurance dividend practices.
3. Report of the Life Insurance Policy Lapsation Task Force.
4. Report of Agents’ Compensation Task Force,
5. Report of Investment Annuity Contracts Task Force.
6. Report of the Replacement Regularion Task Force,
7. Any other matters brought before the Subcommittee.

The Life Insurance (C3) Subcommittee convened at 1:00 p.m. in the Regency B Room of
the Hyatt Regency Hotel, Phoenix, Arizona, on Wednesday, December 8, 1976. A quorum
was present.

John Montgomery, Chairman of the Technical Task Force on Standard Nonforfeiture and
Reserve Valuation Laws, gave the report for this group consisting of three separate
proposals: (1) The Standard Individual Deferred Annuity Nonforfeiture Law; (2) revisions
to the Standard Valuation and Nonforfeiture Laws; (3) revision of the Standard Valuation
Law with respect to annuities and pure endowments purchased prior to the operative date
of 1972 NAIC amendments to the Standard Valuation Law under group annuity and pure
endowment contracts.
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Recommendation {1) was received in open session. In executive session recommendation (1)
was adopted with an amendment to delete the 1990 limitation that was included in the
original proposal. Recommendation (2) was received in open session and adopted in
executive session. Recommendation (3) concerning pure endowments purchased prior to the
1972 amendments to this law was discussed thoroughly during open session. Chairman
Montgomery reported that recommendation (3), previously withdrawn by a letter, was now
rewritten and was resubmitted for the consideration of the group. Recommendation (3) was
received in open session and was adopted in executive session with the recommendation that
the task force together with the industry advisory committee submit guidelines for
implementation of the recommendation. The report of the Technical Task Force on
Standard Nonforfeiture and Reserve Valuation Laws as amended is attached to this report.

Editor’s Note: While the Executive Committee reversed the (C3) Subcommittee and merely
received the three recommendations, the NAIC in Plenary Session voted to adopt the first
and second recommendations as amended by (C3). The third recommendation concerning
the release of reserves remains merely received per Executive Committee action and was not
adopted by the NAIC. See p. 20, 22, 23

Bill Homan of the Iowa Department gave the report of the Life Insurance Cost Comparison
Task Force. The report was received in open session and adopted in executive session
(attached). ' )

Director "E. Benjamin Nelson of the Nebraska Department gave the report of the Life
Insurance Replacement Regulation Task Force. The report was received in open session and
adopted in executive session (attached).

The report of the task force on Life Insurance Policy Lapsation was given by Bill Homan of
the Towa Department. The report was received in open session and adopted in executive
session (attached).

An oral report of the Agents’ Compensation Task Force was given by Ramon Estefania,
actuary for the South Carolina Department. He reported that the task force 1s working with
LIMRA in making a study on agents’ compensation, and a full report will be available to the
NAIC at the June 1977 meeting.

A progress report of the Investment Annuity Contracts Task Force was given by
Commissioner Richard Barnes, Colorado Department. This task force was appointed at the
June 1976 meeting. An industry advisory committee has been appointed and a
commissioner’s drafting task force is to be appointed. The advisory committee will report
on March 1, 1977, recommending the scope and nature of the regulation of the investment
annuity business. The drafting task force will consider promulgation of a model regulation.
Commissioner Barnes made reference to a recent meeting held by the Internal Revenue
Service for the purpose of reconsidering its original position with respect to tax deferment
for individual annuitants. -

Mr. William R. Burns, actuary for the North Dakota Insurance Department, suggested that
the NAIC consider changing its adopted cost comparison method from the interest adjusted
method to the company retention method. Mr. Burns recommended that consideration be
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given to the Canadian Institute of Actuaries’ second report of the Committee on Cost
Comparison of Individual Life Insurance Policies dated November 1976 recommending the
company retention method. Mr. Burns also referred to a special committee appointed by the
Society of Actuaries which analyzed the various possible methods of cost comparison.
Although that commirtee did not recommend a specific cost comparison method, Mr. Burns
felt that the company retention method passed the various screening tests of that committee
to a far more satisfactory extent than did the interest adjusted method.

There being no further business to come before the meeting, the subcommittee adjourned at
2:45 p.m.

Hon. Maximilian Wallach, Chairman, Dist. of Columbia; Hon. Dick L. Rottman,
Vice-Chairman, Nevada; Hon. William H.L. Woodyard 11, Arkansas; Hon. J. Richard Barnes,
Colorado; Hon. Herbert W. Anderson, Towa; Hon. Sherman A. Bernard, Louisiana; Hon.
George Dale, Mississippi; Hon. Henry W. Edmiston, Missouri; Hon. James J. Sheeran, New
Jersey; Hon. Peter F. Mullaney, Rhode Island; Hon. Harold R. Wilde Jr., Wisconsin.

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

LIFE INSURANCE
December 1976

(SPECIAL REPORT)
{November 4, 1976)

[Editor’s Note: The December 1976 report of the task force concerns only its proceedings since the June 1976 meeting of
the NAIC whick do NOT require action by the NAIC at the December 1976 meeting in Phoenix. Recommendations
requiring a decision by the NAIC were sent to members of the Life Insurance (C3) Subcammittee in a "Special Report”
dated November 4, 1976. (That Special Report was modified by a subsequent mailing on November 9, 1976 withdrawing
vecommendation (3} temporarily.) For the convenignce of the vreadev, that Special Repori, which includes
recommendations adopted by the NAIC, immediately follows. December material which is for later action will appear after
the Special Report. ]

S

To: All Members of the NAIC

From: John Q. Montgomery, Chairman
Valuation and Nonforfeiture Value Regulation Technical Task Force
California insurance Department

Re: Standard Valuation and Nonforfeiture Law ~ 1976 Revisions
Date:  November 4, 1976

The revisions proposed for adoption by the National Association of Insurance Commissioners at its December 1976
meeting are the most comprehensive in forty years. For this reason a Special Report by the NAIC Technical Task Force,
which includes drafts of the proposed model Jegislation, is being sent to all commissioners. Members of the (C3) Life
Subcommittee and its parent committees will also receive in about ten days some further explanatory matetial, Because of
the bulk of this additional material it will be sent to other persons only upon request,

tERkEE
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Valuation and Nonforfeiture Value Regulation -
(€C3) Technical Task Force

SPECIAL REPORT
Report Concerning the Proposed Standard Individual Deferred
Annuity Nonforfeiture Law and Revisions of the Present
Standard Valuation and Standard Nonforfeiture Laws

November 4, 1976
This special report contains three recommendations which the Valuation and Nonforfeiture Value Regulation Technical
Task Force urges the NAIC (C3) Life Subcommittee to adopt 2t its meeting in December 1976, An additional report to be
filed by the task force in Decembeyr will contzin both exposure drafts of proposals intended for consideration at future
meetings and also minutes of meetings of the task force that have been held since the June 1976 NAIC meeting.

The three proposals recommended by the task force for adoption are:

1. The Standard Individual Deferred Annuity Nonforfeiture Law

1, There is at present no standard law defining nonforfeiture values for individual deferred annuities. This Act will fill
that gap.
b. A draft of the law is given in Atrachment A-1, and a detailed explanation of the need for such leglslanon and what

the proposed law is expected to accomplish is given in Attachment B.

(NOTE: In those states which do not now have a nonforfeiture law for individual deferred annuities, it may be necessary
to amend Section 5 of the NAIC Model Variable Contract Law so that provisions of the Standard Nonforfeiture Law for
Individual Deferred Annuities are made inapplicable to variable annuities, See 1970 NALC Proceedings 370.)

2. Revisions to the Standard Valuation and Nonforfeiture Laws

a. A draft of the revised Standard Valuation Law is given in Attachment A-2 and the revised Standard Nonforfeiture
Law in Attachment A3.

These revisions:

(1)  Specify the maximum interest assumptions for policy and contract reserve calculations for policies and
contracts purchased after the effective date of the proposed amendment:

(a)  For group annuities and single premium individual immediate annuities purchased:

(1) Prior to January 1, 1990 — 74% (6% present law).
(ii) On or after January 1, 1990 — 6%.

(b)  For single premium life insurance and single premium individual deferred annuity contraces — 5%%
(4% present law).

(¢}  For all other life insurance policies and all other individual deferred annuity contracts - 43%% (4%
present faw)!

{2)  Specify maximum interest assumptions for life insurance policy nonforfeiture value calculations:
{a)  For single premium policies -- 6%% (4% present law).
(b)  For all other life insurance policies -- 5%% (4% present law),

(3)  Define the Commissioners Annuity Reserve Valuation Method.

L R -
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Provide a modification of the Commisstoners Reserve Valuation Method for life insurance policies to account
directly in the reserve for a gross premium payable in any policy year which is less than the valuation net
annual premium for that policy year calculated according to the minimum reserve standards of mortality and
interest rate and according to the valuation method actually used by the insurer in computing reserves. This
change would end the current practice of unduly penalizing, through the operation of the current deficiency
reserve statute, those insurers who value on a basis more conservative than the minimum required by the law.
No credit is given in the proposed methed for excesses in any policy year of the gross premium over the
valuation net premium.

Revise the age setback for female lives in the standard nonforfeiture law from three to six years in
anticipation of the development of a new standard of mortality providing separate tables by sex.

b. These revisions are needed:

(1

(2}

(3)

(4)

(&)

To make it possible for insurers to lower the cost to policyholders of life insurance and annuities by reducing
the too conservative reserve and nonforfeiture requirements contained in the current law; this would be done
by raising interest rates in the Standard Valuation and Nonforfeiture Laws to levels that are closer to current
earnings and those anticipated during the foreseeable future (See Attachment C for further details).

To provide a basis by which the private sector can compete effectively with the federal government in
insuring terminated pension plans (See Attachment C for further details).

To remove the linkage berween the Standard Valuation Law and the Standard Nonforfeiture Law so that it

will be possible, if needed in the future, to strengthen reserves to a more conservative basis without requiring
2 corresponding adjustment in nonforfeiture values (See Attachment D for further derails).

To set forth a method of computing reserves for some types of individual deferred annuity contracts for
which the commissioners’ reserve method in the current law does not produce reasonable results (See
Attachment E for details); and

.
To permit insurers if they chose to do so to value liabilities on a more conservative basis than the proposed
minimum without subjecting them to the penalties imposed by the current law if any gross premiums are less
than valuation net premiums (See Attachment F for details).

3. Revision of the Standard Valuation Law With Respect to Annuities and Pure Endowments Purchased Prior to the

Operative Date of the 1972 NAIC Amendments to the Standard Valuation Law Under Group Aannuity and Pure

Endowment Contracts

a, A draft of this revision is given in Attachment A-4, The revision would increase the maximum valuation interest rare
for such benefits from 3%% to 5% and would permit z significant release of reserve to surplus for some group
pension insurers,

b. This revision, by reducing surplus strain, would permit private insurance companies to compete more effectively
with the federal government in insuring terminated pension plans (See Attachment C for further details).

Attachments to this report are:

A. Drafts of Proposed Standard Laws.

Standard Individual Deferred Annuity Nonforfeiture Law.

Standard Valuation Law as Revised.

Standard Nonforfeiture Law for Life Insurance as Revised.

Standard Valuation Law as Revised for Annuities and Pure Endowments Purchased Prior to the Effective

Date of the 1972 NAIC Amendments to the Standard Valuation Law Under Group Anpuity and Pure
Endowment Contracts,
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B.  An Explanation of the Standard Nonforfeiture Law for Individual Deferred Annuities.

C. An Explanation of the Need to Increase Maximum Interest Rate Assumptions in the Standerd Valuation and
Nonforfeiture Laws.

D. Linkage of Nonforfeiture Values With Valuation Reserves. (Special Report by the Society of Actuaries
Nonforfeiture Committee).

E, An Explanation of the Commissioners’ Reserve Method for Individual Deferred Annuities.
F. An Explanation of the Revision of the Premium Deficiency Reserve Section of the Standard Valuation Law.
John O. Montgomery, Chairman, California; W. Keith Sloan, Arkansas; James R. Montgomery II1, District of Columbia;

Frma Edwards, Nevada; William A. White, New Jersey; Thomas C. Kelly, New York; William R. Burns, North Dakota; J.
Ramon Estefania, South Carolina; Ted Becker, Texas; Lamar Walker, Utah; Bradford S. Gile, Wisconsin.

SPECIAL ATFACHMENT ONE

From: John O. Montgomery, Chairman
NAIC (C) Committee Technical Task Force ont Valuation and Nonforfeiture Value Regulation

Date: November 9, 1976

. Re: Standard Valuation Law — 1976 Revisions-

Withdrawal of Recommendation 3 -~ Change in Interest Rate for Previous Issues of Group Annuity and Pure
Endowment Contracts

The Technical Task Force on Valuation and Nonforfeiture Value Regulation, upon consideration of Mr. Estefania’s letter
of November 1, 1976, a copy of which is attached, has decided to withdraw the third recommendation presented in the
Special Report sent you November 4, 1976. The third recommendation concerned revision of the Standard Valuation Law
with respect to annuities and pure endowments purchased prior to the operative date of the 1972 NAIC Amendments to
the Standard Valuation Law under group annuity and pure endowment contracts and would increase the maximum
valuation interest rate for such benefits from 3%% to 5%. The potential magnitude of the surplus released is such that
further consideration by the task force must he given as to the sources and disposition of such surplus released. '

EIE LRI LSRR S22 2 L]

SPECIAL ATTACHMENT TWO

To: John O. Montgomery, Chairman
‘Techmical (C) Task Foree
California Insurance Department

From: J. Ramon Estefania, Chief Actuary
State of South Carolina
Department of Insurance

Date: November 1, 1276

Re: Paragraph 3 of the Report to NAIC (C3) From the Téchnical Task Force — Change in Interest Rate for Previous
Issues of Group Annuities and Endowment Contracts

In discussing my letter of October 22 regarding retroactive application of interest rates and the release of reserves, we
agreed that an investigation of the amount which will be released into surplus should be made so that the commissioners
will be aware of the implications of such a proposal. ’

-
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I have made a study of the reserves held on Group Annuities by the first twenty largest (by assets) insurance companies,.of
these, 13 had-substzntial amounts. I added Southwestern Life with over $73 million, 2 very modest amount, because their
representative was in our meeting. The amounts by company are:

Reserves Held on Group Annuities
As Shown in the 1975 Statement

Company Reserve
Aetna Life Insurance Company $ 3,786,220,018
Connecticut General Life Insurance Company 2,311,705,925
Equitable Life Assurance Society | 6,985,965,941
John Hancock Mutual Insurance Company 3,771,516,352
Lincoln National Life Insurance Company 78,147,207
Massachusetts Mutual Life Insurance Company 312,661,683
Metropolitan Life Insurance Company - 6,689,258,853
Mutual Life Insurance Company of New York 581,333,149
New York Life Insurance Company 1,052,136,201
Occidental Life Insurance Company of California 398,080,444
Penn Mutual Life Insurance Company 122,359,241
Prudential Insurance Company of America 6,799,965,780
State Mutual Life Assurance Company of America 142,401,751
Southwestern Life Insurance Company 73,623,173
Total $33,105,375,718

The total reserves for these 14 companies is over $33,105 millions. How many of these thousands of millions will be
suddenly released and transferred to surplus?

It is difficult to say how much relief it will represent, but if I remember well, during our last meeting in St. Paul, Mr. Carl
R. Alman from Equitable Life mentioned that for them, it will be about $200 millions. Applying the same proportion to
the total for the companies here included, it will mean that $947,75 millions will be released. This could well he a
conservative estimate. Since there are many reserves held at 24, 2% and 3%, the ‘actual figure could be even much higher,
even several times this amount. Also we have to take into consideration that this total corresponded to 2 sample of twenty
companies selected as explained above and, therefore, is only a portion of the total reserves heid by the industry.

An amount in the thousands of millions as released immediately into surplus should be perhaps the cbject of more
reflection on the part of the NAIC, especially when the amount réleased could be higher than all the capiral invested in
insurance companies now operating. If the release has a purpose that is to transfer the redundancy of reserves in this line
into the more demanding reserves for terminating pension plans, then, the purpose should be avoiding the passage of the
released amount through surplus with all its implications.

In essence, in my judgment, we need to know a lot more about this idez, its purpose and the method to achieve it before
recommending its adoption.

ATTACHMENT A-1 - {As Adopted)

Propased NAIC Standard Nonforfeiture Model Law for Individual Deferred Annuities

TL This Act shall be known as the Standard Nonforfeiture Law for Individual Deferred Annuities,

P
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This Act shall not apply to any reinsurance, group annuity purchased under a retirement plan or plan of deferred
compensation established or maintained by an employer (including a partnership or sole proprietorship) or by an
employee organization, or by both, other than a plan providing individual retirement accounts or individual
retirement annuities under Section 408 of the Internal Revenue Code, as now or hereafter amended, premium
deposit fund, variable annuity, investment annuity, immediate annuity, any deferred annuity contract after annuity
payments have commenced, or revergionary annuity, nor to any contract which shall be delivered outside this state
through an agent or other representative of the company issuing the contract.

In the case of contracts issued on or after the operative date of this Act as defined in Seection 12, no contract of
annuity, except as stated in Section 2, shall be delivered or issued for delivery in this state unless it contains in
substance the following provisions, or corresponding provisions which in the opinion of the commissioner are at
least as favorable to the contractholder, upon cessation of payment of considerations under the contract.

()  That upon cessation of payment of considerations under a contract, the company will grant a paid-up
annuity benefic on a plan stipulated in the contract of such value as is specified in Sections 5, 6, 7, 8 and 10,

"(b)  If a contract provides for a lump sum settlement at maturity, ot at any other time, that upon surrender of the

contract at or prior to the commencement of any annuity payments, the company will pay in lieu of any
paid-up annuity benefit a cash surrender benefit of such amount as is specified in Sections 3, 6, 8 and 10, The
company shall reserve the right to defer the payment of such cash surrender benefit for a period of six (6)
months after demand therefor with surrender of the contract. ’

(¢} A statement of the mortality table, if any, and interest rates used in calculating any minimem paid-up
annuity, cash surrender or death benefits that are guaranteed under the contract, together with sufficient
information to determine the amounts of such benefits.

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

Notwithstanding the requirements of this Section, any deferred annuity contract may provide that if no
considerations have been received under a contract for z period of two (2) full years and the portion of the
paid-up annuity benefit at maturity on the plan stipulated in the contract arising from considerations paid
prior to such period would be less than twenty dollars (520.00) monthly, the company may at its option
terminate such contract by payment in cash of the then present value of such portion of the paid-up annuity
benefit, calculated on the basis of the mortality table, if any, and interest rate specified in the contract for
determining the paid-up annuity benefit, and by such payment shall be relieved of any further obligation
under such contract,

The minimum values as specified in Sections 5, 6, 7, 8 and 10 of any paid-up annuity, cash surrender or death
benefits available under an annuity contract shall be based upon minimum nonforfeiture amounts as defined in this

section.

{a) With respect to contracts providing for flexible considerations, the minimum nonforfeiture amount at any
time at or prior fo the commencement of any annuity payments shall be equal to an accumulation up to such
time at a rate of interest of three percent (3%) per annum of percentages of the net considerations (as
hereinafter defined) paid prior to such time, decreased by the sum of

() any prior withdrawals from or partial surrenders of the contract accumulated at a rate of interest of
three percent (3%) per annum; and

(ii)  the amount of any indebtedness to the company on the contract, including including interest due and
accrued and increased by any existing additional amounts credited by the company to the contract.
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The net considerations for a given contarct year used to.define the minimum nonforfeiture amount shall be
an amount not less than zero and shall be equal to the corresponding gross considerations credited to the
contract during that contract year less than an annual contract charge of thirty dollars ($30.00) and less a
collection charge of one dollar and twenty-five ($1.25) per consideration credited ta the contract during that
contract year. The percentages of net considerations shall be sixty-five percent (65%) of the net consideration
for the first contract year and eighty-seven and one-half percent (87'%%) of the net considerations 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 renewal contract year
which exceeds by not more than two times the sum of those portions of the net considerations in all prior
contract years for which the percentage was sixty-five percent (65%).

(b)  With respect to contracts providing for fixed scheduled considerations, minimum nonforfeiture amounts shall
be calculated on the assumption that considerations are paid annually in advance and shall be defined as for
contracts with flexible considerations which are paid annually with two exceptions:

(1 The portion of the net consideration for the first contract year to be accumulated shall be the sum of
sixty-five percent (65%) of the net consideration for the first contract year plus twenty-two and
one-half percent (221%%) of the excess of the net consideration for the first contract year over the
lesser of the net considerations for the second and third contract years.

(2) The annual contract charge shall be the lesser of (i) thirty dollars ($30.00) or (i} ten percent {10%) of
the gross annual considerations.

(c)  With respect to contracts providing for a single consideration, minimum nonforfeiture amounts shall be
defined as for contracts with flexible considerarions except that the percentage of net consideration used to
determine the minimum nonforfeiture amount shall be equal to ninety percent (20%) and the net
consideration shall be the gross consideration less a contract charge of seventy-five dollars ($75.00).

Any paid-up annuity benefit available under a contract shall be such that its present value on the date annuity
payments are to commence 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 interest rate specified in the contract for determining
the minimum paid-up annuity benefits guaranteed in the contract,

For contracts which provide cash surrender benefits, such cash surrender benefits available prior to maturity shall
not be less than the present value as of the date of surrender of thar portion of the maturity value of the paid-up
annuity benefit which would be provided under the contract at maturity arising from considerations paid prior to
the time of cash surrender reduced by the amount appropriate to reflect any prior withdrawals from or partial
surrenders of the contract, such present value being calculated on the basis of an interest rate not more than one
percent (1%) higher than the interest rate specified in the conwract for accumulating the net considerations to
determine such maturity value, decreased by the amount of any indebtedness to the company on the contract,
including interest due and accrued, and increased by any existing additional amounts credited by the company to
the contract. In no event shall any cash surrender benefit be less than the minimum nonforfeiture amount at that
time. The death benefit under such contracts shall be at least equal to the cash surrender benefit.

For contracts which do not provide cash surrender benefits, the present value of any paid-up annuity benefit
available as a nonforfeiture option at any time prior to maturity shall not be less than the present value of that
portion of thematurity value of the paid-up annuity benefit provided under the contract arising from considerations
paid prior to the time the contract is surrendered in exchange for, or changed to, a deferred paid-up annuity, such
present value being calculated for the period prior to the maturity date on the basis of the interest rate specified in
the contract for accumulating the net considerations te determine such maturity value, and increased by any
existing additional arounts credited by the company o the contraci. For contracts which do not provide any death
benefits prior to the commencement of any annuity payments, such present values shall be calculated on the basis
of such in interest rate and the mortality table specified in the contract for determining the marturity value of the
paid-up annuity benefit. However, in no event shall the present value of a paid-up annuity benefit be less than the
minimum nonforfeiture amount at that time.
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For the purpose of determining the benefits calculated under Sections 6 and 7, in the case of annuity contracts
under which an election may be made to have annuity payments commence at optional maturity dates, the maturity
date shall be deemed to be the latest date for which election shall be permitted by the contract, but shall not be
deemed to be later than the anniversary of the contract next following the annuitant’s seventieth birthday or the
tenth anniversary of the contract, whichever is later.

Any 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 commencement of any annuity payments shall include a statement in &
prominent place in the contract that such benefits are not provided.

Any paid-up snnuity, cash surrender or death benefits available at any time, other than ag the contract anniversary
under any contract with fixed scheduled considerations, shall be calculated with allowance for.the lapse of time and
the payment of eny scheduled considerations beyond the beginming of the comtract year in which cessation of
payment of considerations under the contract accurs.

For any conitack which provides, within the same contract by rider or supplemental contract provision, both
anmuity benefits and life insurance benefits that are in excess of the greater of cash surrender benefits or a return of
the pross considerations with interest, the minimum nonforfeiture benefits shall be equal to the sum of the
minimum nonforfeiture benefits for the annuity portion and the minimum nonforfeiture benefits, if any, for the life
insurance portion computed as if each portion were a separate contract. Notwithstanding the provisions of Sections
5, 6, 7, 8 and 10, additional benefits payable (a) in the event of total and permznent disability, (b) as reversionary
annuity or deferred reversionary annuity benefits, or (c) as other policy benefits additional to life insurance,
endowment and anuuity benefits, and considerations for all such additional benefits, shall he disregarded in
ascertaining the minipoum nonforfeiture amounts, paid-up annuity, cash surrender and death benefits that may be
required by this Section. The inclusion of such additional benefits shall not be required in any paid-up benefits,
unless such additional benefits separately would require minimum nonforfeiture amounts, paid-up annuity, cash
surrender and death benefits.

After the effective date of this Act, any company may file with the commissioner a written notice of its election to
comply with the provisions of this Act after a specified date before the second anniversary of the effective date of
this Act. After the filing of such notice, then upon such specified date, which shall be the operative date of this
Section for such company, this Act shall become operative with respect to annuity contracts thereafter issued by
such company. If a company makes no such election, the operative date of this Section for such company shall be
the second anniversary of the effective date of this Act.

EEEEE RS SRR RS LS

ATTACHMENT A-2 -- (As Adopted)

Proposed Changes in the Standard Valuation Law
Additions are underlined, deletions are raled out

This Act shall be known as the Standard Valuation Law.

The commissioner shall annually value, or cause to be valued, the reserve liabilities (hereinafter called reserves) for
all purstanding life insurance policies and annuity and pure endowment contracts of every life insurance company
doing business in this state, and may certify the amount of such reserves, specifying the mortality table or tables,
rate or rates of interest, and methods (net level premium method or other) used in the calculation of such reserves.
In calculating such reserves, he may use group methods and approximate averages for fractions of a year or
otherwise. In lieu of the valuation of the reserves herein required of any foreign or alien company, he may accept
any valuation made, or caused to be made, by the insurance supervisory official of any state or other jurisdiction
when such valuation complies with the minimum standard herein provided and if the official of such state or
junisdiction when such valuation complies with the minimum standard herein provided and if the official of such
state or jurisdiction accepts as sufficient and valid for all legal purposes the certificate of valuation of the
comrnissioner when such certificate states the valuation to have been made in a specified manner according to which
the aggregate reserves would be at least as large as if they had been computed in the manner prescribed by the law of
t that state or jurisdiction. '
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Except as otherwise provided in Section three-a, the minimum standard for the valuation of all such policies and
contracts issued prior to the effective date of this Act shall be that provided by the laws in effect immediately prior
to such date. Except as otherwise provided in Section three-a, the minimum standard for the valuztion of all such
policies and contracts issued on or-after the effective date of this Act shall be the Commissioners reserve valuation
methods defined in Sections four, four-a and seven, three and one-hslf percent {3%%) interest, or in the case of
policies and contracts other than annuity and pure endowment contracts, issued on or after (insert effective date of
1972 NAIC Amendments to the Standard Valuation Law) the—effective-date-ef-this-amendatory Act-of 197 —snd
priorto-January—1;-31986, four percent (4%) interest for such policies jssued prior to the effective date of this

amendatory Act of 197 , five and one-half percent (5%%) interest for single premium life insurance policies and

four and one-half percent (4%%) interest for all other such policies issued on or after the effective date of this

amendatory Act of 197 , and the following tables:

{a}  For all Ordinary policies of life insurance issued on the standard basis, excluding any disability and accidental
death benefits in such policies, -~ the Commissioners 1941 Standard Ordinary Mortality Table for such
policies issued prior to the operative date of Section five-a of the Standard Nonforfeiture Law as amended,
and the Commissioners 1958 Standard Ordinary Mortality Table for such policies issued on or after such
operative date, provided that for any category of such policies issued on female risks, all modified net
premiums and present values referred to in this Act may be calculated according to an age not more than
three six years younger than the actual age of the insured.

{(b)  For all Industrial life insurance policies issued on the standard basis, excluding any disability and accidental
death benefits in such policies, — the 1941 Standard Industrial Mortality Table for such polieies issued prior
to the operative date of Section five-b of the Standard Nonforfeiture Law as amended, and the
Commissioners 1961 Standard Industrial Mortality Table for such policies issued on or after such operative
date,

(c) For Individual Annuity and Pure Endowment contracts, excluding any disability and accidental death
benefits in such policies, -- the 1937 Standard Annuity Mortality Table or, at the option of the company, the
Annuity Mortality Table for 1949, Ultimate, or any modification of either of these rables approved by the
commissioner.

(d)  For Group Annuity and Pure Endowment contracts, excluding any disability and accidental death benefits in
such policies, - the Group Annuity Mortality Table for 1951, any modification of such table zpproved by the
commissioner, or, at the option of the company, of any of the tables or modifications of tables specified for
Individual Apnuity and Pure Endowment contracts.

{¢)  For Total and Permanent Disability Benefits in or supplementary to Ovdinary policies or contracts — for
policies or contracts issued on or after January 1, 1966, the tables of Period 2 disablement rates and the 1930
to 1950 termination rates of the 1952 Disability Study of the Society of Actuaries, with due regard to the
type of benefit; for policies or contracts issued on or after January 1, 1961, and prior to January 1, 1966,
either such tables or, at the option of the company, the Class (3) Disability Table (1926); and for policies
issued prior to January 1, 1961, the Class (3) Disability Table (1926). Any such table shall, for active lives, be
combined with a mortality table permitted for calculating the reserves for life insurance policies.

{f}  For Accidental Death benefits in or supplementary to policies — for policies issued on or after January 1,
1966, the 1959 Accidenral Death Benefits Table; for policies issued on or after January 1, 1961, and prior to
January 1, 1966, either such table or, at the option of the company, the Inter-Company Double Indemnity
Mortality Table; and for policies issued prior to January 1, 1961, the Inter-Company Double Indemnity
Mortality Table. Either table shall be combined with a mortality table permitted for calculating the reserves
for life insurance policies.

(g)  For Group Life insurance, life insurance issued on the substandard basis and other special benefits - such
tables as may be approved by the commissioner.

The minimum standard for the valuation of all individual annuity and pure endowment contracts issued on or after
the operative date of this Section three-a, as defined herein, and for all annuities and pure endowments purchased
on or after such operative date under group annuity and pure endowment contracts, shall be the Commissioners
reserve valuation methods defined in Sections four and four-a and the following tables and interest rates:
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{a)  For individual annuity and pure endowment contracts issued prior to the effective date of this amendatory
act of 197 , fanuary1;-1986, excluding any disability and accidental death benefit in such contracts, - the
1971 Individual Annuity Mortality Table, or any modification of this table approved by the Commissioner,
and six percent (6%) interest for single premium immediate annuity contracts, and four percent (4%) interest
for all other individual annuity and pure endowment contracts.

(b)  Eor-Individual-snd Purc-Endowment contracts issued on or-after January 1, 1986, excluding any disability
and—accidental —dezth—bencfits- in-such-contracts—the1 $H—Individuat —Axmuity--Mortdity -Fable;—or—any
modification-of—this-table-approved by-the Commissioner; and-three and one-half-percent-{34%)}-Hnterest- For
individual single premium immediate annuity contracts issued on or after the effective date of this
amendatory act of 197 , excluding any disability and accidental death benefits in such contracts, — the 1971
Individual Annuity Mortality Table, or any modification of this table approved by the Commissioner, and
seven and one-half (7%%) interest.

(c) For_individual annuity and pure endowment contracts issued om or after the effective date of this
Amendatory Act of 197 , other than single premium immediate annuity contracts, excluding any disability
and accidental death benefits in such contracts, - the 1971 Individual Annuity Mortality Table, or any
modification of this table approved by the Commissioner, and five and one-half percent {5%%) interest for
single premium deferred snnuity and pure endowment contracts and four and one-half percent (4'%4%)
interest for all other such individual annuity and pure endowment contracts. !

tc)(d) For all annuities and pure endowments purchased prior to the effective date of this amendatory Act of
197 Fanuary--+1986 under group annuity and pure endowment contracts, excluding any disability and
accidental death benefits purchased under such contracts, - the 1971 Group Annuity Mortality Table, or any
modification of this table approved by the Comymissioner and six percent (6%} interest.,

{d)¥e) For all ahnuities and pure endowments purchased on or aftet the effective date of this amendatory act of
197 under group annuity and pure endowment contracts, excluding any disability and accidental death
benefits purchased under such contracts, - the 1271 Group Annuity Mortality Table, or any modification of
this table approved by the Commissioner, and seven and one-half percent {(7%%) interest.

For all annuities and pure endowments putchased on ot after January 1, 1990 1986 under group annuity and
pure endowment contracts, excluding any disability and accidental death benefits purchased under such
contracts, — the 1971 Group Annuity Mortality Table, or any modification of this table approved by the
Commissioner, and shree six and-one-half percent (344%} (6%) interest.

After (insert effective date of 1972 NAIC Amendments to the Standard Valuation Law) the-effective-date—of-this
amendatery—Aet of 197— any company may file with the Commissioner a written notice of its election to comply
with the provisions of this section after a specified date before January 1, nineteen hundred and seventy-nine, which
shall be the operative date of this section for such company, provided, a company may elect a diffetent operative
date for individual annuity and pure endowment contracts from that elected for group annuity and pure
endowment contracts. if a company makes no such election, the operative date of this section for such company
shall be January 1, nineteen hundred and seventy-nine.

Except as otherwise provided in Sections foura and seven, reserves according to the commissioners reserve valuation
method, for the life insurance and endowment benefits of policies providing for a uniform amount of insurance and
requiring the payment of uniform premiums shall be the excess, if any, of the present value, at the date of valuation,
of such future guaranteed benefits provided for by such policies, over the then present value of any future modified
net premiums therefor. The modified net premiums for any such policy shall be such uniform percentage of the
respective contract premiums for such benefits that the present value, at the date of issue of the policy, of all such
modified net premiums shall be equal to the sum of the then present value of such benefits provided for by the
policy and the excess of (a} over (b), as follows:

(a) A net level annual premium equal to the present value, at the date of issue, of such benefits provided for after
the first policy year, divided by the present value, at the date of issue, of an annuity of one per annum
payable on the first and each subsequent anniversary of such policy on which 4 premium falls due; provided,
however, that such net level annual premium shall not exceed the net level annual premium on the nineteen
year premium whole life plan for insurance of the same amount at an age one year higher than the age at
issue of such policy.
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(b}  Anet ane year term premium for sich benefits provided for in the first policy year.

Reserves according to the commissioners reserve valuation methad for: (1} life insurance policies providing for a
varying amount of insurance or requiring the payment of varying premiums; (2) group annuity and pure endowiment
contracts purchased under a retirement plan or plan of deferred compensation, established or maintained by an
employer (including a parroership or sble proprietorship) or by an employee organization, or by both, other than a

plan providing individual retirement accounts or individual retirement annuities under Section 408 of the Internal
Revenue Code, as now or hereafter amended; (3) dissbility and accidental death benefits in all policies and
contracts; and (4} all other benefits, except life insurance and endowment benefits in life insurance policies and
benefits provided by all other annuity and pure endowment contracts shall be calculated by a method consistent
with the principles of the preceding paragraph.

This section shall apply to all annuity and pure endowment contracts other than group annuity and pure
endowment contracts purchased under a retirement plan _or plan of deferred compensation, established or
maintained by an employer (including a partnership or sole proprietorship) or by an employee orpanization, or by
bath, other than a plan providing individual retirement accounts or individusl retirement annuities under Section
408 of the Internal Revenue Code, as now or hereafter amended.

Reserves according to the Commissioners annuity reserve method for benefits under annuity or pure endowment

contracts, excluding any disability and accidental death benefits in such contracts, shall be the grestest of the

respective excesses of the present values, at the date of valuation, of the future guaranteed benefits, including

guaranteed nonforfeiture benefits, provided for by such contracts at the end of each respective contract year, over

the present value, at the date of valuation, of any future valuation considerations derived from future gross

considerations, required by the terms of such contract, that become payabie prior to the end of such respective

contrace year. The future gusranteed benefits shall be determined by using the mortality zable, if any, and the

interest rate, or rates, specified in such contracts for determining guaranteed benefits. The valuation considerations

are the portions of the respective gross considerations applied under the terms of such contracts to determine

nonforfeiture values.

In no event shall a company’s aggregate reserves for all life insurance policies, excluding disability and accidental
death benefits, issued on or afier the effecrive date of this Act, be less than the aggregate reserves calculated in
accordance with the methods set forth in Sections four, four-a and seven and the mortality table or tables and rate
or rates of interest used in calculating nonforfeiture benefits for such policies.

Reserves for all policies and contracts issued prior to the effective date of this Act may be caleulated, at the option
of the company, according to any standards which produce greater aggregate reserves for all such policies and
comtracts than the minimum reserves required by the laws in effect immediately prior to such date.

Reserves for any category of policies, contracts or benefits as established by the commissioner, issued on or after the
effective date of this Act, may be calculated, at the option of the company, according to any standards which
produce greater aggregate reserves for such category than those calculated according te the minimum standard
herein provided, but the rate or rates of interest used for policies and contracts, other than annuity and pure
endowment contracts, shall not be higher than the corresponding rate or rates of interest used in calculating any
nonforfeiture benefits provided for therein. Provided;-howeverthatreserves-for-participating life-insurance policies
issued-on- or after-the -effective-dateof this-Aet-meywith-the-eonsent-of -the commissiener; be ealeulated-secording
to—a-rete-of-interest-lower then-therate—of interest nsed -in—ealeulatingthe-nonforfeiture benefits-in-such policies;
with-the—further -provise-that-H-suehJower—rate differs-From-the rate-used-inmthe-ealevlation-of-the nenforfeiture
benefits-by-more-then—ta¥,~the-ecompapy-issuing such-peolicies shall file-with-the eommissioneraplan-providing for
such--equitable -ineresses—if-any, in-the-cash-surrender—values-and-nonferfeiture-benefits in- sueh -pelicies-as-¢he
eommissioner-shall-approve-

Any such company which at any dme shall have adopted any standard of valuation producing greater aggregate
reserves than those calculated according to the minimum standard herein provided may, with the approval of the
commissioner, adopt any lower standard of valuation, but not lower than the minimum herein provided.
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If in any contract year the gross premium charged by eny life insurance company on any policy or contract is less
than the valuation net premium for the policy or contract calculated aceerding-to--the—moreality—table,~vate—of
interest;-and by the method used in calculating the reserve thereon but using the minimum valuation standards of
mortality and rate of interest, there-shall be-maintained-on-sueh-poliey—orcontract o-deficieney-reserve inaddition
to-all-other reserves required-by-law.-For-each such policy-orcontract-the-deficieney-reserve shall-be-the present
velueraceording -to- sueh--stendard-ofan—annuity-ef-the -differencebetween such-net-premium-end -the—premivm
eharged-for such-policy-or contraetrunning-forthe remainder-of the-premiun paying period; the minimum reserve
required for such policy or contract is the greater of either the reserve calculared according to the mortality table,
rate of interest, and method actually used for such policy or contract, or the reserve calculated by the methad
actually used for such policy or contract hut using the minimum standards of mortality and rate of interest and
replacing the valuation net premium by the actnal gross premium in each contract year for which the valuation net
premium exceeds the actual gross premium.

Al.l acts and parts of acts inconsistent with the provisions of this Act are hereby repealed as of the effective date of
this Act. This Act shall be effective J anuary first, nineteen hundred and forty-four.
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ATTACHMENT A-3 —(As Adopted)

Proposed Changes in the Standard Nonforfeiture Law
(Additions are underlined, deletions are lined-through)

Change the Title:

“STANDARD NONFORFEITURE LAW FOR LIFE INSURANCE"

“y

| “5-a.

Section 1. Amend to read:

This Act shall be known as the Standard Nonforfeiture Law For Life Insurance”™

Section 5-a. Amend the first sentence to read as follows:

in the case of Ordinary policies issued on or after the operative date of this Section five-a as defined herein, all
adjusted premiums and present values referred to in this Act shall be calculated on the basis of the Commissioners
1958 Standard Ordinary Mortality Table and the rate of interest specified in the policy for calculating cash
surrender values and paid-up nonforfeiture benefits provided that such rate of interest shall not exceed three and
ane-half percent (3%%) per annum excepr that a rate of interest not exceeding four percent {4%) per annum may be
used for policies issued on or after (insert effective date of 1972 NAIC Amendments to the Standard Nonforfeiture
Law) the-cffective-date-of-this smendatory-Aet-of 197 —and-ptier-to January 1, 1986 and prior to the effective date

of this amendatory act of 197 and a rate of interest not exceeding five and one-half percent (5%%) per annum may

be used for policies issued on or after the effective date of this amendatory Act of 197 , except that for any single
premium whole life or endowment insurance policy a rate of interest not exceeding six and one-half percent (6%%)
per annum may be used and provided that for any category of Ordinary insurance issued on female risks, adjusted
premiums and present values may be calculated according to an age not more than three six years younger than the
actual age of the insured.”

Section 5-b. Amend the first sentence to read as follows:

“5b,

In the case of Industrial policies issued on or after the operative date of this Section five-b as defined herein, all
adjusted premiums and present values referred to in this Act shall be calculated on the basis of the Commissioners
1961 Srandard Industrial Mortality Table and the rate of interest specified in the poliey for calculating cash
surrender values and paid-up nonforfeiture benefits provided that such rate of interest shall not exceed three and
one-half percent (3%%) per annum, except that 2 rate of interest not exceeding four percent (4%} per annum may
be used for policies issued on or after (insert effective date of 1972 NAIC Amendments to the Standard
Nonforfeiture Law) the-effective-date-of tisamendatory Aet-of 197 —and prior-te-faauary-+1986and prior to the
effective date of this amendatory Act of 197 and a rate of interest not exceeding five and one-half (514%) per
annum may be used for policies issued on or after the effective date of this amendatory Act of 197 , except that for
any single premium whole life or endowment insurance policy at a rate of interest not exceeding six and one-half

percent (6%%) per annum may be used.

FREEARRE R R LR MR R R Rk

(
i
»
j
i

o ARpEARLea



|

492 NAIC Proceedings - 1977 Vol. I

ATTACHMENT A-4 — (As Received)

Recommendation 3 concerns only Section 3 of the Standard Valuation Lew. Assuming recomnendation 2 is adopted only
the following part of Section 3 would be changed: (The added wording is underlined)

3. Except as otherwise provided in Section three-a, the minimum standard for the valuation of all such policies and
contracts issued prior to the effective date of this Act shall be that provided by the laws in effect immediately prior
to such date, except that the minimum standards for the valuation of annuities and pure endowments purchased

under group annuity and pure endowment contracts issued priox to such effective date shall be that provided by the
laws in effect immediately prior to such date but replacing the interest rates as specified in such laws by an interest
rate of five percent (5%) per annum. Except as otherwise provided in Section three-a, the minimum standard for the
valuation of all such policies and contracts issued on and after the effective date of this Act shall be the
commissioners reserve valuarjon methods defined in Sections four, four-a and seven, five percent {5%) interest for
group annuity and pure endowment contracts and three and one-half percent (3%%) interest for all other such
policies and contracts, or in the case of policies and contracts other than annuity and pure endowment contracts,
issued on or afrer (insert effective date of 1972 NAIC Amendments to the Standard Valuation Law), four percent
(4%} interest for such policies issued prior to the effective date of this amendatory Act of 197 , five and one-half
percent {5%%) interest for single premium life insurance policies and four and one-half percent (44%%) interest for all

[Rewmainder of Section 3 is unchanged.]
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ATTACHMENT B

An Explanation of the Standard Nonforfeiture Law
for Individuzl Deferred Annuities

1. The Need for A Standard Nonforfeiture Law for Individual Deferred Annuities

For many years, only the siates of New York, New Jersey and Washington have had nonforfeiture laws for individual
annuities that resembled the Standard Nonforfeiture Law which is applicable to life insurance, Several other states have
had laws with generally lower requirements.

Until the last few years relatively few individual deferred annuities have been sold. The rapidly expanding individual
annuity market of the last two or three years has been created primarily by two forces:

(a) The higher interest rates that insurers are now able to credit on individual annuities make them attractive for
funding individual retirement benefits.

(b}  The Employee Retirement Income Security Act of 1974 has greatly increased the market for individual retirement
benefits provided under HR-10 Pension Plans for the self-employed and their employees, and for Individual
Retirement Accounts for those not currently covered by a qualified pension plan.

The increased sales, coupled with the lack of any statutory control in most states, has stimulated the sale of some contracts
providing little or no nonforfeiture benefits in eatly contract years and inconsistencies in regulatory action to correct that
problem. A rising tide of consumer complaints affirms a need for some form of uniform legislation with respect to
nonforfeiture values for individual deferred annuities.

2. Why A Separate Nonforfeiture Law is Needed for Individual Deferred Annuities

The Standard Nonforfeiture Law for life insurance defines the nonforfeiture value as equal to the present value of the
future guaranteed benefits less the present value of the future adjusted premiums. This approach could be used for those
annuities which have fixed considerations specified in the contract. However, many annuity contracts now provide for
flexibie considerations which can be varied by the contractholder both as to their amount and riming. Under such
contracts the present value of future benefits will depend upon future considerations actually collected under the contrace,
and the present value of future considerations cannot be determined. The only approach which appears to be applicable to
all forms of individual deferred annuities is to require guaranteed nonforfeiture benefits to be at least as favorable as
minimum nonforfeiture amounts defined at any particular time, as the accumulation at a specified minimum interest rate
of certain minimum specified portions of the considerations actually collected.

:
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3. Interest Rate Assumed in Specifying Minimum Nonforfeiture Amounts

Deferred annuity contracts must guarantee the accumulation at interest of a portion of the considerations received over a
long period of time, and yet, for contracts with cash surrender values, the contractholder may demand cash at any time
during the accumulation period resulting in the possibility of a substantial loss on sale of investments in the event of
surrender of such contracts. For these reasons it is recommended that the accumulation interest rate to be used for
determining minimum nonforfeiture values be 3%.

4. Portion of Anmuity Considerations to be Accumulated in Specifying Minimum Nonforfeiture Amounts

In deciding what portion of the annuity consideration should be accumulated to determine the minimum nonforfeiture
amounts, the task force realized that some allowance should be made for acquisition and maintenance expenses, and for
premium taxes and that the purpese of standard legislation is to define minimum nonforfeiture values, The proposed
standard legislation for flexible consideration contracts defines the portions of the considerations to be accumulated as
percentages of the net of rhe considerations received in each contract year less a maintenance charge of $30 per contract
vear and less a collection charge of $1.25 per consideration with the specification that in ne case would the portion of the
considerations to be accumulated for any contract year be permitted to become negative, For deferred annuities providing
considerations of predetermined amounts the proposed standard legislation defines the portions of the considerations to be
accumulated as percentages of the net of the gross annual considerations received less a maintenance charge for each
contract year equal to the lesser of $30 or 10% of the gross annual consideration payable for that contract year.

The percentages recommended in the proposed standard legislation are 6§5% of the net considerations for the first contract
year and 87%% of the net considerations for all other contract years, where the net considerations are the portions of the
gross considerations remaining after deducring the maintenance and collection charges referred to above. To allow for
acquisition costs associated with an increase in payments to a new higher level in renewal contract years, but to place some
limit on the amount of such costs allowed as 2 deduction from the gross consideration, particularly when one of the
renewal gross considerations is very large compared to the previous considerations, the proposed standard legislation states
that the percentage shall be 65% of the part of the excess of the net consideration received in any single contract year
which is not more than two times the sum of those portions of the net considerations in all prior conrract years for which
the percentage was 65%. To limit the allowance for acquisition costs on a fixed consideration contracts where the first year
considerstion is larger than renewal considerations, the propaosed standard legislation states that the portion of the net
consideration for the first contract year to be accumulated shall be the sum of 65% of the net considerztion for the first
contract year plus 22%% of the excess of the net consideration for the first contract year over the lesser of the net
considerations for the second and rthird contract years. This prevents excessive expense allowances for high initial
consideration plans.

For single consideration annuities, the proposed standard legislation determines the minimumn nonforfeiture value as equal
to an accumulation at an interest rate of 3% of 90% of the net single consideration, the net consideration defined as the
gross single consideration less a single charge for maintenance expenses of §75.

Table Bl shows some illustrative minimum cash values and yield rates on gross considerations received while Table B2
shows the cash values and gross premium yield rates for two plans illustrative of those currently offered by some insurers.
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5. Contracts Without A Cash Nonforfeiture Option

According to the proposed standard legislation, unless a deferred annuity contract provides for 2 lump sum settlement at
maturity, cash surrender values are not required, but a paid up annuity nonforfeiture benefit is required. Such paid up
annuity benefits need not have accompanying death benefits. If either a death benefit or a cash surrender value is not
provided, or if neither is provided, the contract must include a statement in & prominent place that such benefits are not
provided.

Some purchasers of annuities may wish to emphasize an annuity income rather than intermediate cash surrender values or a
cash maturity benefit; other purchasers may wish to have access to a cash maturity value and intermediate cash values even
if it involves some sacrifice in annuity income that will commence at the end of the deferred period. Annuity contracts
without cash values can be sold to provide higher annuity benefits than the insurer would be able to give if it has to be
always prepared to meet intermediate and relatively unpredictable cash withdrawals, particularly at times when the market
values of investments made from previous payments are depressed because of higher interest rates available on new
investments. If nonforfeiture benefits were in the form of paid-up annuities rather than cash benefits, an insurer could
invest monies from annuity payments in longer-term generally higher-yielding investments. Additional earnings on such
investments could be used to provide a higher retirement income for the annuitant.

In many cases individual annuity contracts are purchased by a third party, such as an employer in the implementation of a
pension plan; much more rarely, they are purchased by the relative of an incompetent person where the objective is to
provide a retirement income that cannot be¢ dissipated prior to the time when it is needed. Also an employer may discharge
his pension obligation to a former employee by purchasing a paid-up annuity from an insurance company. In all these
circumstances, annuities without cash values are desirable to avoid thwarting the very purpose for which the contracts were
purchased.

The proposed legislation provides that, for contracts which do not provide cash surrender value benefits, the present value
of agy paid-up annuity benefit available as a nonforfeiture option at any time prior to maturity shall not be less than the
present value of that portion of the maturity value of the paid-up annuity benefit provided under the contract arising from
considerations paid prior to the time the contract is surrendered or changed to a paid-up .annuity. The present value
calculated for the period prior to maturity is determined on the basis of the interest rate specified in the contract for
accumulating the net considerations to determine the maturity value, and increased by any existing additional amounts
credited by the company to the contract (dividend paid-up additions on participating plans). For contracts providing for
neither death benefits nor cash surrender values, the present values shall be caleulated on the basis of such interest rate and
mortality table specified in the contract for determining the amount of the paid-up annuity benefit.

For contracts with paid-up annuity nonforfeiture options, whether or not a cash surrender option is also available, a
maturity age or date is required for the purpose of determining the amount of such paid-up annuity benefits. For those
contracts specifying one or more dates at which annuity payments may commence, the maturity date used to determine
the amount of paid-up annuity nonforfeiture benefit is the last date for which election is permitted by the contract.
However, if no maturity date is indicated in the deferred annuity contract or if the last optional maturity age is over 70,
the proposed legislation states that the mavurity date shall not be deemed to be later than the anniversary of the contract
next following the annuitant’s seventieth birthday or tenth anniversary of the contract, whichever is later.

6. Actuarial Equivalence of Cash Value and Paid-Up Annuities

For contracts providing both cash surrender value and paid-up annuity nonforfeiture options, requiring full actuarial
equivalence of cash values and annuities at all durations would hinder the development of deferred annuity contracts
providing paid-up annuity nonforfeiture benefits based upon the assumption of interest rates higher than those used in the
accumulation of cash surrender values, because of the problem caused by heavy cash surrenders ax times of depressed
market values of investments which may have to be sold to provide for intermediate cash surrender henefits. The propased
standard legislation permits the cash surrender values at intermediate durations to be less than the actuarially equivalent
value of the paid-up annuity value, but does at the same time require actuarial equivalence at the time of maturity of the
contract by a method which gradually eliminates such differences as the duration of the contract approaches the maturity
date, .
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The method provided by the proposed standard legislation, with respect to certain types of deferred annuity contracts
guaranteeing annuity benefits based upon nonforfeiture amounts greater then minimum, is to require the cash surrender
values on such contracts to be at least equal to the greater of either:

{a) The Minimum Nonforfeiture Amounts; or

(b)  The present value of the contractually guaranteed paid-up annuity nonforfeiture benefit at maturity of the contract,
discounted for interest at a rate not more than one percent higher than the interest rate used in accumulating net
considerations to determine annuity benefits.

This approach, applicable to contracts offering paid-up annuity nonforfeiture benefits based on Nonforfeiture Amounts
greater than the Minimum, enables the insurer to shift its emphasis toward more generous guaranteed paid-up annuity
benefits rather than larger guaranteed intermediate cash values. Such a change in emphasis is proper in an annuity contract.
At the same time a reasenable progression of cash withdrawal benefits grading into the ultimate maturity benefits would be
provided for those contractholders who wish to cancel their annuity contracts, Table B3 provides some illustrative
numerical results. (See Table B3 on following page.)

7. Nonforfeiture Infermation in the Contract

The proposed standard legislation requires certain contract provisions:

(a)  That upon cessation of payment of considerations under a contract a paid-up annuity benefit must be grahted ona
plan stipulated in the contract of such value as specified elsewhere in the proposed standard legislation.

(b) If a contract provides for a lump sum settlement ai maturity, or at any other time, that upon surrender of the
contract at or prior to the commencement of any annuity payments, a cash surrender benefit must be made
available in lieu of any paid-up annuity benefit of such amount as specified elsewhere in the proposed standard
legislation. The insurer shall reserve the right to defer the payment of such cash surrender benefit for a period of six
months after demand therefor with surrender of the contract.

(e} A staterment of the mortality table, if any, and interest rates used in calculating any minimum paid-up annuity, cash
surrender or death benefits that are guaranteed under the contract, together with sufficient information to
determine the amounts of such benefits.

(d) A statement that any paid-up annuity, cash surrender or death benefits that may be available under the contract are
not less than the minimum benefits required by any statute of the state in which the contract is delivered and an
explanaton of the manner in which such benefits are altered by the existence of any additional amounts credited by
the company to the contract, any indebredness to the company on the contract or any prior withdrawsals from or
partial surrenders of the contract.

8. Conclusion

The Valuation and Nonforfeiture Value Regulation Technieal Task Force believes that the Standard Nonforfeiture Law for
Individual Deferred Annuities as proposed by the task force is a most necessary and urgent item of legislation which should
be adopted by the NAIC at this time for recommendation to the various state legislatures for enactment of uniform
legislation.
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ATTACHMENT C
An Explanation of the Need to Increase Maximum
Interest Rate Assumptions in the Standard

Valuation and Nonforfeiture Laws

1. Introduction and Desciiption of the Changes Recommended

In December 1972, the NAIC amended the Standard Veluation Law to increase the interest rates used to define minimum
lizbilities from 3%% to 6% for group annuities and single premium immedizte annuities and to 4% for alf other annuities
and life insurance contracts. At the same time, the NAIC amdended the Standard Nonforfeiture Law to increase the
maximum interest rate that may be specified in a contract for use in calculating minimum nonforfeiture benefits from 3%%
to 4%. The change recognized that the level of invesiment return on life insurance company investments had risen
significantly since the Standard Valuation and Nonforfeiture Laws were originally adopted in the 1940’s. The 1972
amendments also drew z distinction between reserves for contracts involving short term cofmmitients in the neighborhood
of 10 to 15 years and those involving commitments extending over 2 genération or more. For the former, a higher
statutory interest rate for computing minimum reserve requirements is justified since the risks associated with yields on
reinvestment many years in the future are rmhnnal for such contracts. The higher rates allowed on group pension business
by the 1972 amendments recognized the loveét rate of federal income taxes paid by compames on qualified pension plah
busmess as compé.red to that paid on other business.

The 1972 aniendments gave life insurers relief from surplus strains caused by excessive reserve requirements, including
deficiency reserves. However, long term interest rates since 1972 have advanced to even higher levels, and the relief from
surplus strain obtained through the 1972 amendments has heen eroded as minimum reserve standards have again become
excessive. Economists generally indicate that interest rates are likely to continue to fluctuate around their current high
levels for the indefinite future. Therefore, it is recommended that the statutory interest rates in the Standard Valuation
and Nonforfeiture Laws again be increased to bring these laws more into line with current economic realities and with
those of the foreseeable future,

A development whxch mikes it easier to obtain a more precise ealuation of reserve liabilities is the new requirements in the

'NAIC Annual Statemenit that an opinion be given by a qualified actuary as to whether reserves “‘make a good and sufficient

pmwsmh for all ynriatured obligations of the company guaranteed under the terms of its policies,” Since actuaries are
requm:d to certify to the sufficiency of reserves, the Standard Valuation Law should be designed to permit more flexibility
in dccommiodating different prodiiet designs and should serve as a minimum standard of valuation within which actuaries
can tailor reserves o provlde for Habilities under various types of products. The proposed increases provide move flexibility
by reflecting differénces in reserving for short term as opposed to lohg term insurance liabilities.

Specifically, the following chdnges in stztutofy interest rates are proposed, recogﬁiéing where possible the broad variations
in investmenit tisks by type of product. .

a. Changes in the Standard Valuation Law with réspect to policies and contracts issued on or after the effective date of
such amendments:

(1) For group ‘annuitiés and siﬁélé'pfemium individual immediate anriuities purchased:
(&)  Prior to January 1, 1990 = 7%% (6% present law).
(b)  On or after Ja‘nua:tié“i 'ibéﬁo - 6%

{2) For smgle premium life msurance ‘policies and single ptemlum individual deferred annuity contracts -- 5% (4%
present law).

(3)  Forall other life insurance a.nd all other individual deferred annuity contracts — 4%% (4% present law),

b. Changes in the Standard Nonforfexture Law for Life Insurance with respect to policiés and contracts issued on or
after thie effective date of siich dfiiéfidments:

A1y For smgle prémium whole life and endowment pohc:es 6%% (4% present ]aw)

2) Fdr all other life insutknce pohcnes ~ 5%% (4% present law).
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This will allow insurers to bring nonforfeiture values more closely in line with the asset shares that emerge from
today’s pricing assumptions.

c. Remove the provisions in the Standard Valuation and Nonforfeiture Laws which stipulate that all statutory interest
rates shall be 3%% on and after January 1, 1986. ’

2. Relationships Among Minimum Valuation Standards, Minimurn Nonforfeiture Standards and Product Pricing

In establishing any minimum teserve standard, there is 2 need to strike a proper balance between considerations of solvency
and the need for companies to be able to set appropriate prices for their products. An overly conservative reserve standard
causes artificial surplus strain that may overwhelm normal competition and force companies either to curtail solicitation of
new business or to increase prices to generate the funds needed to meet required reserves. If minimum reserve standards are
so conservative as to produce a valuation net premium that is larger than the gross premium charged for any policy or
contract, under the present statute an additional deficiency reserve must be established equal to the present value of the
excess of net valuation premiums over gross premiums. This lessens competition by making it difficult for insurers to
charge gross premiums that are lower than the valuation net premium. The proposed legislation would relieve this situation

(See Attachment F).

The Standard Nonforfeiture Law places a statutory maximum on the interest rate that may be specified in a contract for
vse in calculating minimum nonforfeiture benefits. As in the case of reserves, a higher statutory interest rate permits
companies to accumulate a smaller amount of funds for life insurance nonforfeiture values which allows for more

competitive premium rates.

The statutory valuation interest rate structure should be kept simple and at the same time reflective of the different
investment risks associated with various kinds of products by establishing separate statutory valuation interest rates for
three broad categories of products: ’

2. Least Investment Risk

This category consists of those products involving the receipt of a single consideration to be invested at current
yields and paid out subsequently in installments over a relatively short period of time (e.g. 15-20 years}. For such
products, there is little reinvestment risk since maturities of liabilities can be roughly matched against the maturities
of assets supporting those liabilities, and there are no rights to withdraw the promised installments in advance of
their due rates. This category includes all group annuities and individual single premium immediate annuities and
should be accorded the highest statutory valuation interest rate in recognition of the minimal impact which
subsequent changes in yields will have on an insurer’s ability to meet its obligations under contracts in this category.

b. Moderate Investment Risk

This category consists of those contracts which invelve the receipt of a single consideration to be invested at current
yields and used to provide benefits whose commencement may be deferred for a considerable period of time. Such
contracts generally provide withdrawal values prior to the payment of scheduled benefits. This category includes
individual single premium deferred annuities and group and individual single premium life insurance. Since there is
beth a reinvestment risk and a risk of investment antiselection on withdrawal, a lower statutory valuation interest
rate is appropriate for this category.

[ Greatest Investment Risk

This category contains contracts which involve, in addition to deferred or long term liabilities and withdrawal rights,
the investment of considerations which may be received many years in the future. Not only is there a reinvestment
risk and an investment selection risk on withdrawal for this category, but there is also a long term investment risk
associated with premium rate guarantees in the distant future. For this category, which includes annual premium life
insurance and annual premium individual deferred annuities, it is appropriate to use the most conservative statutory
valuation interest rate in recognition of the long term investment risks assumed under the contract, both as to
considerations and as to benefits.

3. Inverest Rate Trends During the 1970’s and Increased Surplus Strain

In the earlier 1970%, yields on high grade securities ranged from about 7% to 8% per anmum. Subséquently, interest rates
on high grade securities have risen to 8%% to 9% per annum. Yields on new investments by life insurers have also risen
above the levels which prevailed in the early 1970’s. An American Council of Life Insurance survey of yields on new fixed
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income investments by 60 companies accounting for about §5% of assets held in general accounts of life insurance
compznies showed yields on new investments that averaged 9.08% in 1974 and 9.87% in 1975. The aggregate yield on life
insuter’s total general account investment portfolio has climbed steadily upward during the decade and is now well over 6%
for ell insurets combined. Figure 1 shows average annual rates of interest from 1910 to 1975 for long term and short term
investments znd the net rate earned on life insurance company invested funds excluding separate accounts.

An example of the surplus strain caused by requiring overly conservative reserve interest assumptions in the face of higher
investment yields and competitive pricing can be illustrated by a comparison of net single premiums for a life annuity of
$100 per month to a male age 65 on the basis of the 1971 Group Annuity Mortality Table and various interest rates. The
net single premium for such an annuity calculated on the basis of the 71 GAM Table and 9% interest, which is
tepresentative of interest rates currently used in determining group annuity benefits, is $2,205, However, the required
reserves for this annuity calculated on the basis of the minimum reserve basis of 6% interest and the 71 GAM Table is
$11,122 or 21% more than the net premium used in pricing the benefit,

A similar calculation can be made for a life annuity of $100 per month commencing at age 65 for 2 male now age 55,
which is 2 typical weighted average age in the case of annuities sold to fund terminating pension plans. In this case the net
premium based on 9% interest and the 71 GAM Table is $3,409 while the required reserve based on 6% interest and the 71
GAM Table is $5,445 or an additional 60% above the net premium used in pricing the benefit must be established as
reserves. Under the proposed group annuity reserve standards of 714% intetest and the 71 GAM Table, the required reserves
for the benefit described above for a male age 65 would be $10,079.and for 2 male age 55 would be $4,287, an increase of
9% and 26% respectively, above the net premiums used in pricing such benefits as calculated on the basis of 9% interest and
the 71 GAM Table,

Similar surplus strains arise from the sale of individual single premium annuities and individual deferred annuities where
prices reflect both current and expected future yields on investments, Although the surplus strain is not quite so acute for
life insurance contracts involving z longer time span over which premiums are received and benefit payments are made, a
change in life insurance as well as in annuity statutory interest rates is both needed and appropriate. Since current interest
earnings and expected future investment yields are an integral part of the pricing of all life insurance and annuity products,
surplus straing varying in intensity by type of product are pervasive throughout the life insurance industry.

4. Future Economic Trends and Expected Levels of Inferest Rates

Economists today generally view long term interest rates as consisting of two parts, a basic *“real’’ rate of interest and an
inflation premium. The basic “real” rate of interest, which reflects the interaction between the supply and demand for
capital, has remained relatively stable over several decades at about 3%, However, some economists believe that a growing
capital shortage may push the basic “resl” rate about one-half percent higher in future years. ‘The capital shortage arises
from greater demands for investment funds caused by the need for pollution conwrol equipment, larger capital
requirements for energy supplies needed to fulfill this counwry’s goal of energy independence and higher replacement costs
for capital equipment. Another contributing factor is the expectation of a smaller supply of savings as the U1.5. experiences
2 demographic shift toward more young adults and families who tend to be new consumers rather than net savers.

In addition to the basic *'real” rate of interest, long term interest rates include an inflation premium,demanded by the
lenders to compensate for the expected loss in real value of capital funds which are advanced. Therefore, a principal
determining factor in the level of long term interest rates is the rate of inflation.

Most economists believe that the rate of inflation will average about 5%4% per vear over the next decade although this does
not preclude fluctuations on either side of the average as a result of business cycles. The commitment of the federal
government to economic growth and fult employment even at the expense of some inflation has tended to institutionalize
the process. Another factor making it difficult ta reduce already existing inflation is the growing use of automatic escalator
clauses. Such clauses are bujlt into wage contracts, the Social Security system, the Federal Food Stamp Program and
federal retirement programs for both civilian and military employees. The fact that increases in labor costs have been about
8% a year while real increases in productivity have been in the 2%% to 3% range is an additional contributing factor to
continuing inflation.

Translating expectations of inflation averaging about 5%% and & basic “'real” rate of return on capital of 3%4% or more into
yields on high grade long term bonds leads most economists to believe that yields will be in the 8% to 9% range for the
foreseeable future. In fact there is a general consensus among economists that we are unhke[y ever again to see the 4% to
6% yields that characterized high grade bonds during the 1960's.
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The highly regarded Data Resources, Inc. econometric study, The Capital Shortage, predicts some slight easing of yields on
the highest-grade corporate bonds to the 8%% to 8% range over the next four years followed by an increase in yields in the
1980's to about 9%. This projection is based on an economic model which assumes that the federal government pursues
fiscal and monetary policies designed to promote steady sustained grewth. Under this basic projection, demand for capital
slackens somewhat until excess capacity created by the recent recession is brought back into production. As the recovery
continues and capacity utilization rates rise, additional demands for capital funds will push interest rates back to the 9%
level. On the other hand, a govermnment policy designed to accelerate economic recovery and to achieve full employment as
soon as possible would create greater inflationary tendencies and could lead to credit crunches and interest rates on the
highest-grade corporate bonds that reach double digit levels before 1980.

One question that is asked is whether a2 major economic depression might develop in the foreseeable future which would
bring 2 substantial decline in interest rate levels. Economists are generally agreed that this is unlikely in view of strong
political pressure and the existence of the economic tools to combat any major downturn in economic activity. Economists
generally acknowledge that the price of government stimulation of the economy is a long run bias toward inflation. In
addition, demands for technological innovation, export of capital and technology to developing nations of the world and
worldwide population pressures and desires for a rising standard of living will all generate continuing demands for capital
and external inflationary pressures. All of these factors point to a probable continuation .of interest rates near their current
levels.

5. Rationale for Staturory Interest Rate Changes for Particular Types of Annuity Products

For annuity products involving short term guarantees and the investment of premiums immediately or in the near future, it
is appropriate 1o establish a statutory valuation interest rate which comports with yields on new investments which have a
muajor effect on the pricing of such praducts. Such products include group annuities and single premium individual
immediate annuities. Guarantees under these products generally involve a commitment to make benefit payments over 2
short specified period of time such as ten years or over the remainder of a pensioner’s lifetime which averages about 15
years. Since the average maturity of insurers’ new investments is longer than the average duration of such contracts, there
need be little concern over investment yields on reinvestment. Therefore, a 7%% statutory valuation interest rate is
proposed for new group annuities and single premium individual immediate annuities.

However, in drafting the proposed Standard Valuation Legislation the NAIC task force did not believe that a 7%%
statutory valuation interest rate should apply to all immediate annuities issued for an indefinite period after the effective
date of the proposed amendment. Therefore, a cut-off date of January 1, 1290 was established, and issues on or after this
date under the currently proposed amendment are to be valued at 6%. Presumably if investment yields decline, prudent
insurers will reduce their interest assumptions automatically, but this automatic reversion to current standards is intended
for those insurers who may not be so quick to act should adverse investment yield experience arise,

6. Linkage of Nonforfeiture Values With Valuation Reserves

For annual premium life insurance nonforfeiture values a 54%% statutory interest rate is proposed as the maximum interest
rate that may be used in calculating minimum nonforfeiture benefits. Although historically the statutory vaiuation interest
rate and the statutory nonforfeiture interest rate have always been the same, there is no reason why there should be a
direct relationship between the two; in fact, the Society of Actuaries Special Committee on Valuation and Nonforfeiture
Laws recommended that they not be tied together and has prepared a special report (See Attachment D) on this subject. If
anything, the statutory valuation interest rate should be lower since it is used to determine a conservative measure of
reserves to be established for future benefits, On the other hand, the statutory interest rate used in determining minimum
nonforfeiture benefits determines an approximate measure of the asset share arising under a policy from past payments of
preminms less the cost of protection, insurer expenses and dividends. Therefore, the statutory interest rate specified in the
Standard Nonforfeiture Law is logically more closely related to the interest assumption used in determining premiums than
is the statutory valuation interest rate. This relationship is strongest for single premium life insurance and is recognized by
spécifying that the statutory nonforfeiture interest rate for this product shall be 6%4% as compared to the recommended
statutory reserve interest rate of 53%%.

7. Reasons to Remove Automatic 1986 Reversion From Standard Laws

The Standard Valuztion and Nonforfeiture Laws now provide that all statutory interest rates will revert to 344% on Januaty
1, 1986. As this date approaches, it is apparent that such a change is contrary to all economic trends, and if allowed to
become operative, will produce 2 surplus strain with respect to new business written after that date which will be so abrupt
as to severely dislocate or curtail the sale of new life insurance and annuity products. The present provision assumes that
interest rates will drop to very low levels in the mid-1980's in direct contradiction to the beliefs of most economists. For
this to happen would require z reversal of the federal government's commitment t¢ economic expansion and full
employment and a significant reduction in needed capital expenditures by business, none of which are likely.
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Even if interest rates were to decline, this would produce capital gains on high yielding investments already contained in
insurers’ porftolios. These capital gains could be used to strengthen reserves if that were necessary. Anather factor to be
kept in mind is that in the event interest rates decline, the aggregate yield rate on 2 life insurer’s gereral account investrment
portfolio generally lags behind the yield rate on new investments and might even continue to rise for a few years if yields
on new investments were somewhat lower than those being obtained currently. If there were z significant long term decline
in interest rates, there would be ample time to adjust “new money” statutory valuation rates downward by legislation,
Action would be needed in only a few key states; the reduction of statutory valuation interest rates would apply to all
insurers doing business in any state enacting such reductions. Finally, the new actuarial opinion which must accompany the
NAIC statement requires the actuary to give his opinion not only as to whether reserves meet the minimum statutory
standards but also as to whether reserves make good and sufficient provision for all unmatured obligations. Even without
such required actuarial certification, many companies did strengthen reserves in the 1940% and early 1950’ when interest
rates were at low levels.

Considering the many measures which can be taken to ensure adequate reserves in the event of a decline in interest rates
and considering the potentially damaging effect on the availability of life insurance and annuities that would be caused by
reducing statutory valuation interest rates to 3%% on January 1, 1986, it is proposed that the prosivions in the Standard
Valuation and Nonforfeiture Laws which make such a reduction automatic be removed.

However, the task force believes jt necessary with the present recommendation for a statutory valuation interest rate of
7%% for immediate annuities to place a limit on the date of issue (Januvary 1, 1990) for contracts to which that valuation
interest rate is to apply. There should be ample time to provide for increased valuation interest rates for contracts issued
after that tme. Hopefully, by then some automatic procedure for adjusting statutory interest rates to reflect changing
economic conditions may have been devised.

8. Present Statutory Reserve Requirements Prevent Insurers Fromt Competing With the Federal Government to Insure
Terminating Pension Plans

Prior to the passage of the Employees Retirement Income Security Act of 1974 (ERISA), terminating pension plans had as
an altemnative to annuity purchase the dissipation of a wasting trust, with uncertainty running for a generation or more as

. to whether the uninsured pension fund would be inadequate or excessive. However, ERISA severely restricted the

possibility of using a wasting trust and created the Federal Pension Benefit Guaranty Corporation (PBGC) to become an
insurance company for terminating pension plans, thus pushing terminating plans toward the insured route. The PBGC has
often said that they do not want to preempt private institutions and would prefer to be only the insurer of last resort.
Unfortunately, the current annuity reserve requirements for private carriers are so restrictive that the PBGC is now
effectively the only insured resort.

Under ERISA, z terminating pension plan values its assets and Habilities according to PBGC rules. Assets are valued,
essentially, at market; lisbilities are priced at rates which are in line with those of the major carrier; and finally, protected
benefits must ultimately be provided the PBGC (and the PBGC can reach up to 30% of the plan sponsor’s net worth, in
addition to existing plan assets, in order to get its price).

The PEGC will accept termination plans with assets less than Habilities. However, the PBGC would like to require that,
when assets at least equal lisbilities - the “sufficient plan™ — the plan must seek a commercial quotation. However, as
noted on page 9 above, under existing reserve requirements competitive pricing for terminated plan business may typically
result in a surplus strain to the writing insurer of 60% of the net considerations. Such excessive surplus strains are drying up
the commercial alternative to federal insurance of terminating pension plans.

The forced success of the PBGC and the evident incapacity of commercial insurers to offer competitive contracts to
terminated plans may lead to a mandate for the PBGC or another federal government agency, unhampered by state reserve
requirements, to offer a full range of annuity products for ongoing as well as terminated plans. Clearly, it is essential that
minimum reserve requirements be set at appropriate levels to enable private insurers to compete effectively with the federal
government in insuring terminated pension plans,

9. Summary and Conclusion

There is an immediate need to recognize cutrent economic realities in the statutory interest rates specified in the Standard
Valuation and Nonforfeiture Laws. Failure to do so will continue the requirement of redundant reserves and the resulting
artificial surplus strain leading to reduced competition in price or availability of life insurance and annuity products.
Another needed revision is further refinement of the structure of statutory valuation interest rates to reflect more
accurately the impact of current and future yields on the pricing of various kinds of life insurance and annuity products.

i
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Moast economists are in agreement that pressures for an expanding economy, full employment and capital funds to meet
the demands for technological change, for pollution control and for energy independence will keep interest rates well
above the levels obtained prior to 1974. Investments made by life insurance companies in this financial setting would
command rates in the 8% or 9% range for the foreseeable future. If there is a significant decline in interest rates at some
future time, there exists smple procedures and opportunities 1o ensure that reserves are established at levels which would
zppropriately reflect any change in the pattern: of of interest rates. Finally, an updating of the valuation laws is needed to
enable private insurers to compete effectively with the federal government to avoid a federal takeover of the insurance of
terminated pension plans. Therefore, it is proposed that the Standard Valuation and Nonforfeiture Laws be modified as
indicated in the enumerated changes proposed in the Introduction. Copies of the current Standerd Valustion and
Nonforfeiture Laws and suggested amendatory language are given in Attachmerits A2 and A3.

Ilustrative tables are given in Appendix 1 comparing reserves and nonforfeiture values for various interest assumptions; ages
and plans are given for annual premium life insurance policies, for single premium life insurance policies and for immediate
life annuity contracts.

APPENDIX I TO ATTACHMENT C
Mlustrative Tables Showing the Effect on Reserves and Nonforfeiture Value

of the Recommended Changes in Interest Assumptions for
Minimum Reserve and Minimum Nonforfeiture Value Standards

These tables show:

A. For Annual Premium Life Insurance Plans

Fourteen tables, each in two parts, are present for selected issue ages and plans. The first part shows Net Level Premium
Method and Commissioners’ Reserve Valuation Method net premiums and reserves at 3%%,% 4% and 4%% and the
Minimum cash surrender values assuming 33%,* 4% and 5%%. The second part shows ratios of values at the higher interest
rate to those at the lower rates, The tables are for:

Age Table
Whole Life 0 1
20 2
35 3
50 4
65 3
Life Paid Up at Age 65 20 6
35 7
50 8
Endowment at Age 65 20 2
35 10
50 11
Term to Age 65 20 12
35 13
50 14

B._Sinple Premium Whole Life Insurance Policies — Table 5

. This table shows for quinquennial atrained ages 0 to 90 2 comparison of minimum reserves and minimum cash values under

the present standard laws and under the proposed revisions.

C. Single Premium Immediate Life Annuity Contracts

These tables show the values of single premium immediate life annuities, male vs female, for attained ages over 50, at
interest rates of 314%,* 6% and 7%% and ratios of the values at the higher interest rates to those at the lower rate for:

The 1971 Individual Annuity Mortality Table — Table 16
The 1971 Group Annuity Mortality Table — Table 17

*3%% values are shown since four states, the District of Columbia and Puerto Rico have not yet enacted the 1972
amendments tith respect to annuity reserves.
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T ATTRCHMEWT © - AFFEWMIIN I - TAEBLE 1
PARET 1

TERMIMWAL RESERYES AHD MOWFORFEITURE WRLUEE
FOR WARIOLE IMTEREST RSSUMFTIONS

AHMNUAL FREMINM PLANE PER #1888 FRCE AMOUNT
PLAN: ORIIMARY LIFE I350E AGE: @&
1932 CURTATE CSO MORTALITY: AGE HEHREE;IT BIRTHIAY
FOR HLP FESERVE INTEREST FOR CRWM RESERYE IMNTEREST FOR HFEY INTEREST

3.5 4.8 4,5 3.5 4.8 4.5 3.5 4.8 5.5
NET RMHURL FREMIUN MOLIFIED FREMEUN ATJUSTED PREMIUM
AT END
4.74 4,14 3.65 £.74 4 14 3.68 5065 5.13 4,22
OF
MODIFIED PREMIUM LESS
POLIECY EXCESS OF CRY (WER tB)
YERR g 4.74 4,14 3.€E
NET LEVEL FREMIUM RESERVES CRYM  RESERVES CRAZH SURREMDER YHLUES
a ~23.67 -23.34 -23.08
1 ~E 19 -2.E® -3,28 8,63  B.88  B.9@  -25.92 £1
- 2 @.88 -B,37  -1.37 3.86  2.42 1,393 -22.7% £4
3 4,26 2,48 8.87 £.47  5.19 4,14 -19.28 15
4 7.98 5.3% %27 18,87 8.1% 6,53 ! -15.98 53
5 11.78  3.48  5.8¢ . 13.86 11.24 %18 -11.79 75
& 15,68 11,73 8,58 17.83 14.54  11.33  -F.62 -11.2F 18,81
? 12,86 15,83 1,51 22,86 13,83 14,74  -3.34 . -7.78 ~16.72
B 24,23 18.96 14,61  2E.36  21.6% 17.83 1013 ~3.94  -14.43
i 9 28,78 23,82  IT.BF 38.91 . 25.54  21.89 5,73 8.81 ~12.89
| 19 33.592  26.8% 21,31 35.84 . 257 24.52  1B.54 4,15 -5.49
11 33044 31086 24091 4B.54 33.76 0 28.48 0 1S.67  B.45 6,78
12 43.51 35,42  £3,68  45.86  38.11  31.24 26,87 12,91  -3.93
13 423,74 39,93 32,55 S0.22 42,60 35.72  26.2¢  17.52  -@.96
14 54,18 44,56 36,58 36,17 47,23 39.72 31,78 EE.27 2.1F
15 59.59 49,33  49.6%  S1.84  S51.98 43,83 3.3 z7.14 5.3
16 55,21 54,22 44,95  E7.25  S6.86  48.88 FOEE 32015 8.6
17 7B.3E 59,25 49,33 P08 61.97 52,44 48,97  37.23 12,00
18 76,85 64,48 53.84  FELET  &7.81  S6.9%  55.8B  42.57 15,52
19 32,99 E9.71 58,49 94,90 P36 61,57  £1.19 42,88 19.17
20 89.12  75.1% 6331  91.11  FT.PF B6.37  67.55 S3.61 2. 97
25 1BB.28 1BS.67  98.45  125.19 108.47  93.43 192,52 84.81  44.89
20 153.98 142,44 123,90  165.41 144.9% 126.77  143.78 122.43  TFI2.85
35 218,88 186.45 164,79 R12,52 188,72 167.52 192,01 167.47 188,93
40 220,39 153,59

28T, 18 238.1s8  Z213.80 2ER. T3 E4B.29  216.37 247.748
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BTTRCHMEMT C - APFEMDIY I - TRBLE 1
FART 2
COMPARISONS OF
TERMIMAL RESERVES AND HONFGRFEITURE YWRLUES
FOR YARIOUS THTEREST ASSUMPTIOHS

AMMUAL FREMIUM PLAMS PER $1869 FACE RROUNT

FLAM: ORDIMARY LIFE ISSUE AGE: @
1958 CURTRTE CSO0 MORTALITY, AGE MEAREST EIRTHDAY

J<K = RATIODS OF YALUES CALCULATED AT [HTEREST RATE
TG THOSE CALCULATED AT INTEREST RATE K

507

MET LEYEL FREMILUM RESERVES CRYM RESERVES CRSH SURRENDER YALUES
4.B8-5.5 4.5-3.5 4,544, 8 4,8-3,5 4.5-3.5 4,54, 8 4.8.2.5% 5.5-3.5 5,5-4,0
MET AMHURL PREMIUN © MODIFIED PREMILK ADJUSTED PREMIUN
6.B733 Q.7716 ©.9936 B.8733 B.77I6 0.0836 08,9023 07467 . 0.6052
MODIFIED PREMIUM LESS
EMCESS OF (AY OVER (B
A.873% B.7TIE  ©.8936
RESERYES RESERVES YELUES

| 0,9858  @,9743  ©, 9389

1.2759 1,497¢ 1.1738 ° 0.B00E 0.0000 B.5024  1.0108 1.9345  1.08234
~B.4197 -1,5595 3.73%6  D.7916 D.6218 B,T355  i.G416 1. 1053 L6414
B.559E B,2014 6.3553 9.8012 0.6388 6,773  :.pEI@ 1,253 1. 1572
B.E77Z B,4137 B.E183  Q.8085 9.6485 06.8032 1,146 1.4455 1.2614
B.724% B.4396 0.6892 9.8114 0.6554 08,0098 1. 2SE%E  :.77E3 1.4153
B.75i7 B.5477 B.7288 90,8155 0.6535 B.T136  1.479%  2.4583 1. 6606
B.7635  B.579E B.7S32  A.8193 BTl 8.817%  Z.2@17 4.9981 F.1T14
B.7825 0.5829 B.7FA4  D.8230 G.6764 A.8219 -3.49BE-15 6205 . PSS
B.7987 H.6218 B.7E34  B.8264 0.6323 9,8956  B.0624 -T. BO1RF38E8555
B.EBIE D.5358 B.7PY37  B.8297 B.6879 A.8292  0.2094 -B.0912 ~2, 2005
B.E08C  DLE482 B.EBEL  D.B¥E3  0.6932 4.5324  0.5390 -6.432% ~6,8021
B.E146 B.5557 ©.8692 ©0,3357 0.6982 9.8255  B.G1EE -8 1595 -0, 3647
36198 ©0.6679 0.5152 0.9334 0.7023 B.BIE: 6584 ~B,0356 -D,0548
9.8238 6,5759 B.9284 B.3493 B.7071 0.5402  B.7O24  B.BESS  B.B952
3.8279 ©.5830 B.8259 ©.0432 QL7111 B 5433 B.FIFI @.142F 5. 1955
3.8315 B.5893 0.8299  0.8455 A.7148 00,2455  B.7464 0.1995 02675
8.8343 B.5951 B.5326 B.8476 . 0.7i84 G.8476  B.751S  @.2451 B.a219
B.E380  B.7EBS  8.8353 6.849% BL7RIE D.0498  B.7F4A  B,0882 @, 3646
@.8469 ©.7055 08,5390 0.B516 0.7Z51 B/8515  8.7345 D.313F D0, 3993
9.84%7 B.7104 09,2420 B.8536 0. 7IES B,8535  B.7035 @.2400 @, 4265
A.85F2 ©.73%7 A,8559 ©.9648 B.7463 B.8637  0.0372 0.4378 0. 5293
8.87B8 ©.7574 90,8698 B.EPS6  ©.7664 B.8753  0.8515 0.3081  0.5967
9,8345  6.7E15 08935 B.6280 ©.7883 0. 6877 0.8717 9.3670 0,656
B,8961 @.8663 0.B9FT  9.9907 B.2110 @,9GAS  5.5894 0.5153 0.6969
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i ATTACHMENT C - FPPENDIX I - TRELE =z
. FART 1

TERMIHRL RESERVEZS AWI HOHFORFEITURE WALUES
FOR VWRRIOUS IMTEREST ASSUMPTIONS

AHHUAL PREMIUM PLANS PER #1089 FACE AMOUNT
FLAN: DRLIMARY LIFE ISSUE RGE: 2&

19%3 CURTATE LS50 MORTALITY: AGE MEAREST EIRTHDAY
FOE HLF RESERME INTERESET FOR CRYM RESERVE IMTEREST FOR HFY IHTEREST

2.5 4.8 4.5 3.5 4.8 4.5 3.5 4.8 c.5
NET AMMUAL PREMIUH MODIFIED FREMILM ADJUSTET PREMIUM
AT EMID
§.51  7.68  6.81 2,21 7.88  7.@8 5,62 8.78 6.9
oF
MODIFIED PREMIUM LESS
POLICY EXCESS OF ¢R) OYER C(RY
YERR ' 1.73 1.7z 1.7l
MET LEVEL PREMIUM FESERVES CRYH RESERVES CASH SURRENIER YALUES
B -2£.25 -25.71 -85,25
] 1 7.5 5,13 5,34 B.BE  B.ER  B.98  -19.04 ~19.43 -26.36
5 14,28 12,47  16.83 7.30 6.3 S5.53  -11.60 -12.9% -1€.0@
3 21,77 12.85 16,67  14.8¢ 13,88  11.29  ~3.9%  ~£.17 -11.42
! 4 29,50 25,67 22,69 23,83 19.87  17.45 4,62 6.83  -6.61
| 5 57.50 32,86 28.3%  36.6% 27,80 23076 12,23 8.18  -~1.54
| g 45.78 48,33 35.54 39,82 34.42 36,36 28.7%  15.66  3.79
| = S4.34  47.99 42,38 4T.6d  42.12  37.24  fa.51  23.51  5.40
| g €3.18 55,93 439.52  S€.55  S@.11 44,41  3%.53  F1.855 15,49
| 3 72,32 64.17 856,95 65.75  5B.41  SI.E9  47.595 4B 11 21,49
g LB 5174 TZ.72 64.63  7S.r4  67.0B  BO.E6 5o 54 4883 57l o9
| .
! 11 91,48 ©1,57 7,74 85.84  75.91  67.76  Gr.S2  ST.of 44,80
12 1B1.52 98,75 81,12 5.1  @5.14 7E.18  Pr.4%  gr.zr 41,98
13 111.88 188.26 4%.84  165.53  94.71 £4.96  05.56 2715 43,49
14 122,57 118,11 98.91  115.25 184.62 G4.08  0o.55 &9 23 57 %6
15 132,58 120.31 182.24  127.45 114.88 163.5¢  ii;. o 7.5 EB5.62

15 taq,92 136,84 118,12 138.37 125.458 113.39 122.47 188,49 74,24
17 I1SE.57 141,71 128.2¢ 158.58 138.42 123.58 124,432 11%2.583 22,24
12 163,53 152.31 123,74 162.64 147,63 134.12 146,78 121.14 92, B2
19 laa. 7?7 184,42 149,54 174,37 159.27 144,98 159,26 142,94 182,36
28 193,28 1Pe.22 i€, 66 187.57 1F1.15 158e.1¢ 172,18  155.84 112.44

2% 23,84 239.48 220,85 204,48 234.7% 216,68 243,23 219,32 163.89

a1t 31079 389,39 288,47 327.65 205,14 284,65 34,25 291,84 232.%51
3 495.97 284,45 382,13 483.88 3E8B.65 358,70 F92.53 368,63 3B4.70
48 486,57 462,77 448,85 482.8%9 439.448 437.95 472,85 445,96 38E. 12
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ATTRCHMEMT © - APFEMDIX I - TRELE 2
PART 2
COMFARISONS OF

TEEMINAL EESERVES AND HOHFORFEITURE WALUES
FOR VARIOUS IHMTEREET ASSUMPTIONE

AHMUAL FREMIUM PLANS PER #1889 FACE AMOUNT
FLAM: OKDIHARRY LIFE IS5UE AGE: 20
1998 CURTATE 250 MORTALITY, AGE HEAREST BIRTHDAY

JokK = RATIOS OF VWALUES CALCULATED AT IMTEREST RATE .
T THOSE CALCULATED AT IMTEREST RATE K

MET LEYEL FREMIUM RESEE?ES LRYHM RESERVES CRSH SURREMDER YALUES
= JoK 4,8-3.5 4.5¢3.5 4.5-4,8 4,8-3.5 4.5-3.5 4.85-4.8 4.8-3.5 5.5-3.8 3.5-4.8
“”?ﬁ HET AHMUAL FREMIUM MODIFIED PREFATIUM . ADJUSTED FREMIUM

AT END
8,8932 ©.85086 A.5964 ©.5959 0,202% G5.8998: 9,9131 B.7233 8,798
i OF
| MODIFIED PREMIUM LESS
| POLILCY EXCESS OF (A OVER cB)
| YEAR 8,9952 ©,9994 @,9952
} RESERVES RESERVES YELUES
j ) A,%79% B, 9517 @, 9329
| 1 B.5714 B.7595 B.8715  1.1855 1.2238 1.18680 1.G2a4 1.0592  1,G6479
2 #.8721 B.7626 0.8733 08,8741 0.7642 @.3743  1.1148 1.379B 1.2379
3 3 @.5756 ©,7658 @.8752 ©.8768 Q.757S 9.8762 1.S762  2.9183  1.5489
a 4 B.BPFA ©.769F #@.57F1 B.8PF? O,7709 O.8721  A,2855 -1.5424 -7,9938
| 5 B.8798 ©,7727 9.579%1 ©.8793 Q@,7744 ©B.8S8@1  D.6622 -0, 1260 -B,1982
i 6 B.83180 B.7763 0.8611 ©.89828 06,7786 9. S8821 B.TESS . 1829 B, odel
; 7 §,8831 ©.7866 @9.8832 ©,8841 #.7S17 9.9042 4,7%A7 @,.3185 @, 3390
8 B.885% ©.7837 H.8%53 ©,8862 0,7854 0§, 8863 9. €285 B, 3965 9.4232
g B.5874 0,7275 9.5874 B.8833 A.7892 ©B.2854  2.9564 90,4481 9,5352
16 B.598% B.7913 O.889S @.8985 G,7930 W.5985 A.8456 0.4357 @, 5728
11 B.8917 ©.7952 #.8917 ©.8%2& G,7962 @.8927 4,8571 @.5149 @A, 60087
1z B.893% B.79%1 0.893% 0,.8943 @,3007 0B.3945 9.8645 09,5336 9. 6231
13 B.8961 ©.8038 A.8961 ©.8979 0.804¢ 0.9970 A, 87ES  B,5552  0,6416
14 #.8984 0.8078 ©.5983 ©,8992 A,3085 @.5932 A.8764 B,5763  H.6576
15 8.9906 ©.5111 9.9865 ©,9614 @.5125 B9.90914 9, 8514 B,5920  B.E717
16 8.982% ©.85151 @.9823 B.9635 0.5166 9.9035 A, 8859 0,606 0.6343
17 6.9851 ©.8192 B.9@851 00,9859 Q,3285 G@.9059 3.898@ @.5192 4,6358
. 1g B.9872 B,.8232 Q.9873 @.99F1 A.3246 9.90981  H.£93% 09,6314 A, 7EE3
v 15 @.9895 @.8272 B.98%3 ©.9183 0,8286 @.9:i03  4.897% B.6477  9.7161
zB 8.9117 9.8312 B.9117 ©.9124 A.8385 ©9.9:24 4.908% 0.63%% @,7252
| 25 B.9223 ©,8586 0.9223 09,9229 A.8517 9.9229 98,9156 0.69%8 54,7543
j 26 @.9325 ©,8694 0,.9324 0.9339 69,8793 9.9323  9.9281  0,7399  3,7973
| 35 R.9421 ©.8874 B.9419 05,9425 @,880: @.9423  4.9391 A, 7763 9.0266
5 40 #.9512 ©,9945 B.9569 0,9515 9,905) 4.9512 B.9431 @, 36099 F, 0534

IR e e
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ATTACHMEMT © - APPEMDIX I - TABLE 2
PAHRT 1

TEREMIMAL RESERVYES AMD HOMFORFEITURE “HALUEZ
FOE YARIOUS IHTEREST RSSUMFTIONS

AMHUARL FREMIUM FLAME PER #1486 FACE AMOUMT
FLAM: ORDINARY LIFE I5SUE RGE: 3%
1958 CURTATE CS0 MORTALITYs AGE NERREST BIRTHIAY

FOR HLF REZERYE IMTEREST FGR CRYH RESERYE IMTEREST FOR HMFW INTEREST

3.5 4.4 4.5 2.3 4.8 4.3 3.5
MET AHMUAL PREMIUM MODIFIED PREMIUM
AT EMD
15,87 13,90 12.87 153.58 14,53 13,43 16.54
0F
MODIFIED PREMIUM LESS
FOLICY EXCEZS OF (A OVER (B2
YERE 2.43 2,41 2,48
HET LEYEL FPREMIUM RESERVES CRYM  RERERYES
g —-Z8.75
i 13,68 11,98 18,37 B, Bl 8. 8@ 8. 88 -1v. 26
2 Z2h, 03 24,33 22,33 13.63 12,51 .49 =3, 48
3 44, 34 =7 .87 a4, a9 Ev.el 23,48 2E.37 16,83
4 %4, 4 SH, 1S 6, 260 41,93 33.63 3. 62 25,39
5 63,90 €397 aSg.a8 SE. 56 Z2.21 453,22 48,27
3 23,04 .3l Fil.49 7l.49 B2 £1.1%9 5. 46
¥ 93,67 F1.37 24.54 ER.72 26,25 7,49 78,95
o 112,99 1AS.V¥S 98,135 ip2. 24 P, 91 £2. 14 85,70
e 129,68 12@.43 111.,3% 11g.88 189,72 1@2.14 162,83
1& 145,49 135.47 126,1% 134,16 124,99 116,49 11221
11 lel.66 158,868 148,72 198,534 14B8.51 131.19 135,88
iz irg. a9 166,43 155,58 167,12 136.32 146.21 152,21
5 174,78 182.3 17a.7 184,88 172,43 161.56 178,66
14 211,65 193,52 126,24 2El.Z1 iBg.g8 177021 187,42
i3 22B.VE 214,95 202,81 Z213.34 2B5.43 193.1% 285, 85
i6 245.86 231.81 218,04 236,86 222,20 289,37 222,88
iy 263,52 248,48 234,33 e9d TR 239037 229,84 248,83
ig 281,15 265,56 :5@,87 efi. 68 2096.85 242,58 239, 684
139 298,91 IBR.83 26T.64 289,52 2v4.14 259,31 V7. 35
Zg 3e.31 380,27 284,62 HT.YE 291,79 IFE.68 295,88
25 487,36 I89.38  3rz.el 299,58 381.39 265,45 389.14
26 497,28 478.F3  468.%9 438,52 4FZ.46 45%.81 481.74

o
o
f

22 8% Dé4.34 547,83 JTE.DD 5E9.85  S42.98 9E9.24

=y
fan)
T
;]

aE. T4 B4R.35  626.23 B34.21 EI8.BE E22.18 G648, 25

4.

i5.
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ATTRCHMENT .- AFFENDIX I - TRBLE 3
5 PART 2
COMPARISOHS OF
TERMIMAL RESERVESZ AHD NOMFORFEITURE VALUES
FOR YARINUS IHTEREST ASSUMPTIONS

AHHUAL FREMIUM FLANS FER £1960 FAZE ANOLHT

PLAW: ORDIHMARY LIFE I35UE AcE: 35
1952 CURTATE C50 MORTALITY. AGE HEAREST BIRTHDAY

JsK = RATIOS OF YALUES CALCULATEDL AT IWMTEREST RATE .
TO THOSE CRLCULATED AT IMTEREST RATE K

MWET LE¥EL PEEMIUM RESERWES CRYM RESERYES CFASH SURREHDER “ALUES
JOE 4.803.5 4,5-3.5 4.5°4.0 4.8-3,5 4,543,585 4.5-4.8  4.8-2.3 5.573.5 5. 504.8

HET AMNUAL FPREMIUM MODIFIED PREMIUN ADJLSTED FREMILM
: AT ENI
| B.9245 B.556E B,9251  0.9258 GB.86R4 ©,9284 6, 9357 0.7EAE DL G329
g OF
j MOUIFIED PREMIUM LESS
i POLICY EXCESE OF (A) OVER (E)
YERAR B.9352 @.9304 B,9952
RESERVES RESERVES VALUES
@ B.9775 B.9574 B,5794
1 ©9.9153 0.8384 ©.9168  B.8921 1.@8682 1.1885 1,666 1.6944  1.8661
2 9.9171 B.8418 @.9i78 B.917% B.G43F 9.9186  1.4681 Z.6428 1.7998
: 3 @8.919@ B.8451 9,919  B.9197 B.8465 B.9264 0.7583  0,1236 @.1597
' 4 p.9ERE B.B4E3 9.9213  £.9215 B.9497 B.9231  9,8966 2.4746 0,5500
5  @.9235 G.3516 ©,9231 B.9232 B.3528 ©.9238  0.8794 98,5743 B.6536
&  B.9243 0.8547 0.9243  D.9249 ©,8559 0,5254 0.8938 0.6243 0,698
7 B.9ZEM @.£579 G.9264  9.9265 D.8598 B.9271  6,9927 #©.6531 @.7297
5 @.9377 B.5616 B.9281  0.9283 9.6621 9.9257  B.98%2 B.EVTD B.7446
59,9294 0.8641 0.9298  0.0293 B.EESE B.9384  3,7142 0.594R B.759
18 ©.%3l1 B.BEF3 B.9315 0.9316 G.8683 B.93E8 8,914 9.787F 0.77ES
11 @.3325 6.8785 9.9331  B.9333 B.8714 B.3337  @.9219 8.719% ©.7803
12 ©.9345 ©9.873€ 0.9343 08,9350 B.2745 0.9353  0.9251 0,705 @.7897
13 B.9%62 9.8769 6.9365 @,9367 0.8777 G.9EFE  A.938@ €.74@  9.7976
14 ®.9373 B.&799 6.9391  0.9384 A.RI08 9,936 0.9267 0.749L 0.3048
1S 9.93%6 8.0830 @.9395  9,948@ 9.5938 5,942 0.9332 A,7374  B.B116
16  B.9413 B.2861 09,9414 ©,94i7 ©.8869 ©,9419 09,9336 0,765 O.8120
{7  @.9435 B9.8892 0.2431 0,9433 0.5903 £.9435 90,9373 0.77E7 0.H240
18 B.9446 ©.8923 0.9447 0.9449 B,5933 0,9451  6.53%3 0.7799  A.5293
19 B.9452 9.8954 0.9463  ©,9455 0.8968 B.9466  9.9428 £.7955F  9.8253
5@ 5.9478 9.8984 B.9479  A4.9481 B.83%1 9.9482  §.9440 B.7IIE D, 0497
25  9,9557 8.9132 09,9556 0.935% 0.913% 0.955%  0,9532 ©9.8251 6.8695
39 ©.9638 ©,9272 9,9628 @.9632 B.9ETE B.9631  @.9415 B.9534  O.EETT
35  @.9695 ©,9396 0.9633 0,997 9,941 B, 98595 0.9634 ©.8785 0.9672
46 B8.9751 B,9587 ©.9743  4.9752 9.9589 9.9751  B.9743  B,90EZ B, 3239
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RTTACHHMENT [ - AFFEMDEIX I -~ TRELE 4
FPART 1

TERMIHAL RESER?ES AHD HOWFORFEITURE YALLUES
FOR WARIOWS IHTEREST ASSURFTIOHS

AHHUAL PREMIUM FLAHMS PER #1888 FACE AMOUNT

PLAN! ORDIMARY LIFE IZSUE RGE: 5B
1958 CURTATE C50 MORTALITYrs AGE KEAREST BIRTHLAY
FOR HMLP RESERVE INTEREST FAR CR%M RESERYE IMTEREST FOR MFY IHTEREST

5.5 4.8 4.5 3.5 4.8 4.5 3.5 4.8 5.5
HET ANHUAL PREMIUM MODIFIED PREMIUM ADJUSTED PREMIUM
AT ENT |

: 29.53 28.24 27.03 38,98 29.6% 28.47  32.11  39.91  27.79

K] oF .

! MODIFIED PREMIUM LESS

| POLICY . EWCESS OF (R) OVER (B

j YERR 8.04  B.886  7.96

| MET LEVEL PREMIUM RESERVES  CRVM RESERVES CASH SURRENDER VALUES

| o 48,87 ~40.89 -39.36

! 1 22.43 21,82 20,19 @.88 @80 9.98  -17.53 -16.02 19,32
2 4E.87 42,72 4B.51  23.16 21.96 28.83 .84  4.34  ~B.i7
3 67.92  B4.47  6€1.23  46.54 44,19  41.98  29.8¢  26.97 19,37

; 4 99.96  36.47 £2.24  TB.11  66.66 63.42  32.80  49.84 39,29
§  114.16 182,69 183.52  93.84 83.36 85.14  77.95 72.95 59.38

& 137,38 131,18 123,85 I1v.72 112.26 147.11 g2, 25 B, 27 2@, 22
v 16@, 2% 193,69 146,81 l41.7@ 135.24 129.31 126,65 119.78 181.17
] 124,47 176,48 168.73 le5.76 198,35 151.76@ 151,13 143.38 122.42
9. 2Ag.Bz 199,21 194,33 1g9.85 1g1.85 174,24 175.85  167.11 143,92
] 231,57 R2E2.@8 213,94 213,95 zZB53.IZ2 196,99 286,16 198.98 1635.64

11 255,85 244,98 225.32  238.80 FEE.61 219,64 224.54 214,71 187.55
1z 28,52 Z267.86 25V.6D 2E1.98 251.98 242,43 249.84 238.51 269.:8
13 3R1.86 299,70 ZVY. 99 285.85 273.22 265.23 273,33 282,26 231.77
14 325.85 313,45 382.39 I99.57  293.55 283.98 297.4& 285.92 Z254.82
15 348,83 336,87 324,04 333.16 321,67 318,89 2l.41 389.45 276,29

la ava. g2 350,51 346,65 336,39 344,68 333,25 245,18 332.79 298.%54
1y 233,28 38B.70  ZEH.5T IrVe.2s  367.2% 255. 62 368,43 355,87 3a2e.e&7
ig 415,36 402,57 I9H.Z6 461,95 3B5.82 3ITV.VE 391,47 378,62 242,62
13 436,99 424.82 411.48 424,82 411.55 3299.41 412.98 468,34 364,29
28 433,13 445,85 432,36 445.7A@ 433,82 420.72 435.98 42Z.98 385.62

23 A57.51 544,43 531,84 247,36 SI4.55 SE2.83 53%9.42 G26.17 488,18
28 B4E,22 E35.056 A24.82 £48.13 £28.17 &16.37 £33.84 £21.47 O8I.GI
33 Te@.5% TLIE.¥R PB2.89 FiT.25 TFRE.S6  €95.98  TFl2.is Fel.28 688,57

4 TE9.1F FEE.83 Fra.oe 724,33 PFS.26 TEA.ZB FEA.S3  VF1.21 V43,38
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ATTRCHMENT [ - HFFEMDIX I - TABLE ¢
FRET 2
COMFARTSORS OF _
TERMIHAL REZERVES AHD HONFORFEITURE YALUED
FOR YARIOUS IMTEREST ASSUMPTIONS

AMHUAL PREMIUM PLAME PER #1886 FACE AMOUNT

FLAN! ORDIMARY LIFE ISEUE RGE: 358
1958 CURTATE LS50 MORTALITYs HAGE WEAREST BIRTHDAY

JoK = RATIOS QF YALUES CALCULATED AT IWTEREST RATE .J
TO THOSE CALCULATED AT IMTEREST RATE K

MET LEYEL FREMIUM RESERVES CRYM RESERVES CASH SURREMIER MWALLES

JK 4.8-3.5 4.53.5 4.5-4,9  4.8-3.5 4.5/3.5 4,548 4.6-3.5 5.5-3.9 5.544.8

_ NET ANNURL PREMIUM MGDIFIED PREMIUMN FDJUSTED PREMIUN ;
| AT EMD :
! 9.9563 ©.9156 B.9574 9.99892 0.9198 6.9392  0,9625 0.8634 0.999
: OF :

: MODIFIED PREMIUM LESS
' POLICY | EXCESS OF C(R> OVER (B

§ YERR B.9952 B.9904 B.9952
1
: RESERVES RESERVES VALUES
5 @ B.9509 @.9631 @.9819

: 1 B.9454 ©,0962 9.9457 1.8786 1,623 1.2771 1,877 1.141% 1.@vE2

{ P §.9475 0.2985 0.9483 0.9430 B.899% B,5436 B.7184 -0.02E0 -0.0402

| 3 9.9492 19,9915 ©.9457 0.9435 0.9028 0.9500 0.5642 B.e494  A.7182

| 4  ©0.956% @.9942 B.9511 B.95B9 09,9945 0.9514 A,9264 07363 0.7882

5  0.9521 D.9B68 B.95ES  B.95E3  B.9AFF A.95E7  0.9359 B.7643  B.E167
| 6  9.9535 ©.9095 ©.953% D0.9537 08,9899 0.9541  @.2415 07845 B,8033
7 B.9543 0.9122 ©.9552 ©.9551 G.9126 ©.9555 0,945 A.7988  0.8448
&  ©6.9563 ©,9148 9.9565 ©.9555 0.9132 0.9968 0.9437 9.81PR 0.8930
$  0.9577 ©.9174 B.9579 ©,9573 0.9176 0.9582 0.9514 619G A.8612
1@ ©.9598 0,928 @.95%3 0.9592 0.9303 ©9.9595 A.9537 B.8275 @.8877
1 0.9684 9.9225 €.9606 0.960F D0.9223 6.9568 0.9558 ©.8349 ©.8735
1z D0.9617 B.9251 ©.9519 B.9519 ©.9254 @.9621 0.9577 0.3417 0.3788
13 9.9630 §.9276 0.9632 B.0632 0.9279 G.9634  B,9595 0.9480 0,233
{4  ©.9643 G.93@0 0,%645 0.9544 £.9383 @,9646 B.3512 B.853F 0.8284
15  ©.9656 ©.9324 0.9657 6.9657 B.9327 ©,9655 0.9628 2.8996 0.8928

16 B.9658 9,%348 0.9669 B.366% A.3351 49,9671 H.964%  B,BES1 A, 8971

17 @,9688 A.9372 ©.9681 @.3681 8,9374  B.9583 B.9658 0.8783 B.%8ll

18 B.9692 @,9394 @.9593  @.9693  B.93%7  B.3a94 @,9672 B,3752 E.97849

19 9,3783 ©.9416 B.970¢ 9.9705 6.9418 0.%705 B,9585 ©.3E08 ©.9086

28 @.9714 @,9437 B.9715. B.9715 0.943% B,9716 @.9593 6,.8845  8,3121

25 8.9765 05,9536 9.9765 6.9766 @.9537 B.9766  B.9754 9,985 89,9273 g
j 38 @.9812 9.9628 @.9812 B,9813%  B.9628 8,981  9.98E5S B D2RT B.9421
: 35 A.98%51 B.9783 ©,93%8  9.38%1 B.976E3 &, 235 B.9845 B.339@  @.9538

48 B,9884 G.9769 8.9833 B. 93584 B,9769 @.9833  ©,9839 @.9524 B.I639
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ATTACHMENT £ - APPEHDNIA I - TRELE S

FPART 1

TERMIMAL RESERVES AND HOWFORFEITURE YWARLUES
FOR WARIOUS TMTEREST ASSUMFTIGNS

RMHUAL FREMIUM FLANS PER #1988 FACE AMOUNT
FLAM: ORITHARY LIFE ISSUE RGE: 65
1958 CURTATE C80 MORTALITYs RGE HEAREST ZIRTHDAY

FOR MLFP RESERVE INTEREST FOR CRYM RESERVE INTEREST FOR MF% INTEREST

3.5 4.8 4.3 3.5 4.8 4.3 3.5 4.8 5.5
HET RHHURL FREMIUM MGDIFIED PREMTLIM AOJILSTED PREMILM
AT EMD
£2.24 2. 688 BE.71 65, 26 £5.51 o4, 22 67,21 BE. B2 &3.38
aF .
MODIFIED PREMIUM LESS
POLICY EXCESS 0OF (A» OVER CE2
YEAR 38, 68 @033 38,28
HET LEYEL PREMIUM REZERVES CREYM  RESERYES CAZH SURRENDER “ALLES
g -46,80 -45.08 45,80
1 34,92 23.0a 32,73 9.8 .88 9. 88 -9.48 ~18.64 -13,.835
2 gH, 3T 67,23 BoiY 25.78 34,359 33,504 2&. DR 24,32 12,15
3 183,24 169,16 ar.al 7. 20 53, 63 B5. BE 51.99 9877 49,37
4 136,42  132.49 128,71 185.17 182,14 23,232 36,69 22,58 2l.19
3 168,84 164,14 159,62 128.7¢  1234.98 131,18 138,61 125.69 11Z.82
& 208,358 195,11 189,91 171.98 166.3% 1c2.358 183,73 198.89 142,30
4 231.46 225.45 219.E4 2dd. 66 198,25 193,24 195,11 1&9,82 172,82
2 261,83 295,27 248,92 23%.12 22%.21 223.08 2z7.ay zEl.al z281.74
e 291,75 284,71 2P7.89 266,12 59,68 253,45 259,17 251.38 Z31.47
1@ J21.28 213.8% 3Zbs.&@ 26,73 289,83 283,13 Z94.88  ZBR.EF ZeB.28
11 208,43 242,63 330,49 I26.92 319,683 312,55 326,55 312,29 289,29
12 Ar9.99  IF1.61 0 JE3.1% 35e.58  249.88 241.88 I9R. 52 Z4z.ER 318,07
13 4A7, 1B 393,88  398.7E AB85.50  3VF.PT OvL. 1le 379.83 371,15 346,43
14 434,26 425,88 417.54 413.79 485,71 397,83 48a. 2 I99.39 374,10
15 458,42 451,84 443,46 440,98 432,56 424,62 435.58  4I6.82 488,923
1g 423,51 4v4.86 463,29 456,29 452.55 459,40 461,584 452,79 426.8]
17 oE9, 52 58B.ET 492,32 431,77 483.37 473.14  48r.38% 4TFF.E7 451.71
ig 222.92 523.84 315,21 51%.61 TBF.1E 4%8.91 311,82 581.93 473.7@
13 9o4.65 545,99 S537.48 S29.54  T3A.11 S5E1.83 34,17 325,18 492.89
pd - Jra. B2 S6V.41  B58,99 SEG. 63 D0E2.25  S44.82 SHE. S 547,51 Sz2l.44@
23 EFE.62 EEB.68 BSE.5T BE4, 32 S5F.E%  £49.30 661,74 £53.44 A£29.067
el FEI.ES FPV.32 FTL.E FPE.GE TER.ET O VeR. 26 Frz.69 7e7V.B7 TF47.325
39 Fax, 39 viz.v3 Te2.@9 IV 2 THE.GE 695,93 Pl2.29 FEL.28  E69,37
4 7E9.1F TEB.B3 7T7E.94 FE4.53 FVR.26 FER.ZH 7E8.3T FVLI.ZL Y43, 36
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RTTACHHENT © ~ APPENDIX I - TRBLE 3
FART 2
COMPARISONG OF
TERMINAL RESERVES AND NOWFORFEITURE YALLES
FOR WARIOUS IHTEREST A3SUNMFTIONS

AMHUAL FREMIUM PLAMS PER #1486 FACE AMOLWT

FLAM: ORDIWARY LIFE ISSUE AGE: 65
1938 CURTATE C&0 MORTALITYs AGE NEAREZT BIRTHLDAY

JAE = RATIOS OF WALUES CALCULATED AT INMTEREST RATE .
TO THOSE CRLCULRTED AT IKMTEREST RATE K

MET LEYEL FREMIUM RESERVES CRVM RESERVES CASH SURRENDER VALUES
J7K 4.8/3.5 4.5-3,5 4,574.8  4,8-2.5 4.5/3.5 4.5-4.8 4.8-%3,5 5.5-3.5 5.5-4.8

NET ANMNUAL PREMIUM MODIFIED FREMIUMN ATJUSTED PREMIUM
AT EMD
9, 9788 B,9565 09,9793  0,9797 0,950 @.9863  9.9824  9.9347 B,%514
oF
MODIFIED PREMIUM LESS
| POLICY EXCESS OF (A OVER CED
| YEAR: 3, 9952 0.5964 @, 9952
1 RESERVES RESERVES VHLLES
f ) ) | ., BOBE  1.6598  1,0000
| 1 P.9E86 @.9375 @.9684  B.0060 2.8008 9.90ap  1,1232 1,46l 1,3@12
: 2 B.9EI1 89,9396 B,96%5  4,94%1 B.9395  B.9695  @.9157 @.683%7  O.7482
; 3 8,972 ©.941€ B.O9FES  B.97B2 B.9415 B.9785  9,948] §,8045 0.9486
| 4  B.971Z B,9435 6,971% B.9712 B.9435 B.9F15  B.9575 @539 P.E769
| 5 B.9PEE ©.3454 B.9724  B.97E1  9.9453 @.9724  0,9524, 0.857F  0.8912
€ B.,9731 B,9472 B,V B.97IE B.9471 B.9V33 0.9555 E.05%¢  0.9004
7 BLUT4B B.948% B.9V4Z B.974B 09,9483 6.3742  A,9579 6,678 09,9073
g  B.9749 08,9507 E.9751  B.974% B.95A6 B.97S1 89699 BLEESE 9,912
9 B.975Y B,9525 B.9FEE  0.9752  B,9524 E.37S@  B.9716  E.BILE  B.9176
18 B.9763 B.9543 @.977@  B.9767 @.9542 B.9VE%  B.9731  B.BIFR 9,922
11 B.9777 ©9.9961 ©,977%  B.9777  6.9568 B.5778  6.3745  B.9825 @, 9261
12 @.9787 ©,9539 @.9758  B,9785 B.9579 0.9v8E  @.9759 0.9074  4,3298
13 B.9796 B.9598 0.9797  6.9796 ©,9597 @,%7%7  f.%rF2  0.9121 B,9334
14  ©.9885 18,9615 0.9906 68,9805 B,9514 B.9BEE  6.9723 0.9164 G, 9367
15 ©.9814 90,9632 06,9814 B.9813 ©.9531 0.9S14  E.9TEF4 99204 4. 9398
16 ©,9822 09,9647 0,932 B.9521 ©.9547 B.PEZZ 6.9964  9.3241  B.9426
17 @.9830 9,9662 0.9930 B,9829 09,9662 09830 B.9E13  5.9276 @, 9453
18 ©.9837 04,9677 A.9837  6,9936 ©.967¢ W.9S37 @92 9. 9309 B, 9477
19 9.9844 9.9699 19,9844 @,9843 0,9699 D,9944  6,9530 9,934 @.5561
28 ©.9851 8.9704 09,9851 B.9850 06,9783 Q.9550  0.9938 04,3369 0,%5E3
25 09,9883 B.09767 9.9883  ©.9832 6,.9766 O.9882  0.9875 9. 95B8 @, HEEY
3 8.9919 §,9839 9.991%  £.9%1% 6,9233 ©.99:%  @.9914

g
B, 2658  @,9743
35 8.,%831 B.9702 B.9358 B.9851  B.97B3 5]

o)

» FE5E Q96845 @, 9398
48 8.,9884 B.976% B.3522 B.9884  @,3759

S

L9883 §.,2880 @,9524 0,939
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RTTACHMEMT C -~ AFPFENDIM I - TABLE &
FRET 1

| TERMINAL RESERYES AWD HOMFORFEITURE YALUES
i FOR YARIOUS IHMTEREST ASSUMPTIOHS

AHHUAL FREMIUM PLAME FER $i8805 FACE AMOUNT

PLAM: LIFE PRID AT &5 I28LE AGE: 2@
1932 CURTATE CE0 MORTALITYs AGE HWEFRREST BIRTHDARY
FOR HLF RESERYE IMTEREST FOR CRWM RESERYE IMTEREST CFOR HFY INTEREST

3.5 4.8 4.5 3.5 4.4 4.5 K] 4.8 el
HET AMHUAL PREMIUM MODIFIED FREMILM ADAUSTED PREMILIM
AT END
9. 18 2. 684 ¥.15 .45 2.37 7045 1@, 2§ 9. 31 Y.28
OF '
MODIFIED PREMIUM LESS
FOLICY EACESS OF <Ry OVER (E2
YERAR 1.73 1.7z 1.71
HET LEWEL FREMIUM RESERVES CRYM  RESERYES CASH GURREMDER “WALLES
a —ZE.33  -EE.RE -25.041
1 LR B.0% S.69 8.6 ] |, -18.61 -19,16 -~Z&,Z26
2 153.52 13.41 11,68 ooy B2 3,98 ~18.45 -12.83 -15,357
3 23,58 28, 49 17,77 15. 28 14.63 12.17 -2.82 ~4.FE -18.71
4 32.16 27,84 24,19 24,71 21.45 18.65 €.7E & 9B -5.61
g 3 4@, 31 353,48 26,29 33,51 29.1% 253.41 15.7E 18,81 =3, 23
& 4%, 85 43.42 3F.TE 4. 52 EF.AT 32,046 2. B5 19,83 5.44
? 99,13 5i.65 45. 86 52,82 45, 48 29,82 34,70 RAT.E7 11.48
2 GE. 7Y £d, 23 a2, 81 el.7¥ J4.12 47, 58 44,68 3o, 43 iv.&7
9 rE. 7 69,11 €. 75 F1.83 6385 S TE o, 99 435,62 a4, 8
1a TR9.83 TR.33 63,62 22,22 TE.39 £ 34 €303 S5 17 A1.17
11 3,65 ay.ag Rl 92,95 8.83 Yaedl E: £, 47 HE. 43
1z 114,61 i 56,59 164,682 e 83 21,55 av.98 v3.33 4E. B5
1z 121,93 185,86 5. 22 115.43 182,29 95.935 9. 59 83,97 24,86
14 133.61 118,71 1a5.&z2 127.2% 113.14  1@@. 74 i11.v79 L B2, 45
15 143,63 129.73% 115,72 139,42 124.25 118.32 l2d.2¢ 188,41 Tl.2e
15 155,86  141.13 126,21 191,96 135.77 i21.4%9 137.11  12@.22 24,47
e 17 176,32 132,91 137,87 led. 86 147,65 132,45 158,23 132.48 Qe BY
, 13 133.94 165,85 148,352 iv8.11 159,91 143,79 163,91 145.08 168,12
; 19 12y, 38 177.55 159,94 191,89 172,52 155.50 177.84  157.95 118.595
28 all. 1% 198,33 (71,91 SAS.6H  185.4% 167,57 192,18 171.25 121,47
23 284,64 259,51 237,11 279,89 2595.36 233,32 262,28 243,658 181.46
36 263.82 33F.24 211,33 JE1.87 23L.7F 0 20D, 21 BIZ.E9 0 ARd. e 252.A2
325 453.99 422,88  ©94,06 451,18 428,12 391;?4 444,34 412,72 233,84
46 S43.81 0 515,73 485.12 247.d44 514,29 483.20 043,63 T10.12 424,585

i
i
1
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ATTACHMEMT C -~ APFEWIIX I - TABLE &
FRART 2

COMPBERISONS OF
TERMIHAL. RESERYES AHD HOWFORFEITURE VALUES
FOR YARIOUS IMTEREST ASSUMPTIDNS

AHHUAL PREMIUM PLAMS FPER $16868 FACE AMOUHT

PL.AN: LIFE PAID AT &% ISSUE AGE: 2@
1953 CURTATE C20 MORTRLITYs AGE NEAREST EIRTHIAY

Jok = RATIOS QF YALUES CALCULATED AT IMTEREST RATE .J
TG THOSE CALCULATED AT IMTEREST RATE K

HMET LEWEL PREMIUR RESERVES CRYH RESERVES CASH SURREMDER YALUES
K 408730 4050305 4.5-4408 0 4.8/3,5 4,503,5 4,540 4.8-3,5 5,5°2.5 5.5-4.0

k MET RNNUAL FREMIUN MODIFIED FREMIUN ADJUSTED PREMIUM

: AT END

| @.8832 9.7851 B.BEE3  0.8554 0.7378 0.88S7  6.9934 0.€935  B.7736

; aF :

| MODIFIED PREMIUM LESS

| POLICY EXCESS OF (A) OVER <E>

i YERR B.9852 9,9%84 B, 9352

i RESERVES RESERVES VALLES

§ B B.9771  B.9578 0,963

! I B.3613 2.7448 €.8633 1.18955 0.0000 D.0EE0  1.6251 1.6954 1.0578

= £ B.S636 D.7470 B0.9651 0.89643 B,7453 0.8658  1.1516 1.4%44  1.2541

| 3 B.8654 G.750Z ©.8€63  9.8661 O,7515 G.867E  2,¥33% S5.3151 &, 2774

| 4 9.9673 B.7S3T 6.0653  9.8631 B.7948 08655  ©.4333 -9.8367 ~-1,9329

; S B.2693 B.7569 B.O7B7  9.870Q B.7362 @.8F1S  0.637E -0.0145 -0.621

| €  B.8714 B.76MS B.ETR3  0.8721  B,7518 B.87I5  B.7IRP  B.ELPL B, 2857

| P B.8734 8.7641 @.8743 9.8741 B.7554 08756 B.7944 0.3834  B.4134

: g  B.8735 9.7678 B.8763 A.87ERZ B,7E5E G.677E  0.8154 0.3554  B.4849
98,8777 6.7715 @.879@  A.8783 @.7PE7 O.6TST  B.6299 ©0.4411 0,535
16 B.37%% 9.7752 EB.BE11  G.8604 B.77E4 A.BE18  B.S4PE  B.4749 B, 5649
11 8.881% 2.7798 ©.8833 0.8985 0.7302 B.0048  B.8492 B.5615 09,5907
12 9.3841 A.7828 B.3854 B.3847 0.7939 D.0861  0.8962 0.5835 6.6114
13 @.3863 8.7867 E.9876 A,8986% B.7578 D.GSE3  0.9623 B.5422  0.€269
14 B.8885 92,7986 @.8838 9.8891 B,7916 B,B904  0.89576 @.5587 6. 6483
15 8.3967 0.7945 B.8928  0.8913 0.7956 0.€926  0.8724 B.5724  H.E5V3
16 ©.8929 A.7985 ©.3942  9.8934 O.799F 0.E94B  B.S7ES  0.9969 O, E693
17 @.8951 9.8824 ©.9964 A.8956 0.80%4 B.5978  0.5809 4.5993 0.6803
18 0.8973 0.8864 B.8%E7  9.3973 0.8073 B.E5S2  0.834€ 0.6108 0, 6985
19 B.5995 0.2183 B.9BES - 9.9000 ©.811F 0.9013 B.8381 D.6216 @,6993
260 5.9917 9.8142 ©.9830 6.9021 0.8158 6,9935  6.8915 B.6318 B.7EE7
25 9.9123 9.8338 B.9133  £.9124 B,83F5 B.9137  B.9959 B.6763 B, 7466
30 9.9213 8.9518 B.9232  A.9221 ©.851F 0.9234 09181 B.7L48 B, 77ES

33 |d,9319  B,2688 0,.923Z3 4,9312 B.88E3 0. 9324 B, 9288 08,7494 0, 3063

48 B, 3394 D.8836  ©.P4E67 Q,9234  B.833F 0.%4067 B.9384 B.7811 @, B3ES

S rrIT RS,
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ATTACHMEWT £ - AFPPEMDIM I = THELE ¥
FEET 1

TERMIHAL RESERYES AHD HOWFORFEITURE YALUES
FOR VYARIOUS IHTEREST ASSUMFTIOHS

AHHUAL FREMIUM PLAHS PER #1808 FACE RMOUWT
FLAN: LIFE PAID AT &5 ISEUE AGE: 35
1955 CURTATE CS0 MORTALITY: AGE HERREET BIRTHDAY

FOR HLF FESERVE IMTEREST FOR CRYM RESERYE INTEREST FOR HFY INTEREST
3.5 4,8 4,5 2.5 4.0 4.5 2.5 4, 5.5
HET AMMUAL FREMIUM MODIFIED PREMILM ADJUSTED PREMIIM
AT EHD
17,28 15.72 14,37 18,16  16.57 18,17 19,86 17.57 14.11
oF
MODIFIED PREMIUM LESS
POLICY EXCESS OF cAY OVER (B
YERR ' 2,43 2.41 2,40
MET LEYEL PREMIUM RESERVES CRVM  RESERVES CRSH SURREMDER YALLUES
& -31.76 -38.89 -38,13
1 15.41 13,89 12,54 .68 6. (e 8,98 -15,89 -16.41 -12.13
2 21,28  22.24 25,55 16.28  14.8%3 13,25 8.8 -1.4% 5,90
2 47.68 43,086 39,63 32,56 29,74 26.937 17.927 14,66 4,32
4 £4.3%  B8.31 52,98 49,95 45,29  41.16 25,32 29,81 17.41
5 sl.48 72,99 57,33 €7.47  61.20 55,79 53,21 46.28 29.68
& 29,84 98,10 22,14 £5.49  77.7Z 7O.3E 71.52 £2.8% 42,82
7 117,88 166,64  97.49 103.75  94.5% 56,41 9%, 27 86,25  56.44
2 135,38 123.62 113,19 122,52 111.91 142.41  1@%.44  95.87 78,55
2 154,17 141,83 129,27  141.732 129,63 112.28% 129.896 116.26 85.17
i 173,36 152.99 145,99  161.36 147.91 135.84 149,17 134.97 198,32
11 193,82 177,22 163.81  161.43 166.68 153.27  169.65 154.86 115,99
12 213,87 195,98 180,59 201,93 185.75 171.19 199.58 173.67 132,19
13 233,54 219,19 195,84  222.85% 205.37 159.66 211.97 193.76 148,94
14 54,42 234,85 217,16 244,20 225.44 2A8.48 23R T 214.51 166,02
15 2F5.7H 234,54 236,14 . 265.97 245.95 227.25  296.65 235,34 194.0%
16 297.39 275,47 255.58  288.15 266.%3 247,78 273,75 255.54  ZBE. 42
{7 219,49 296,45 275,52 D1R.76 28B.3& 262.082% 381,87 278.81  221.34
ig 242,80 317,83 299,93 I33.80 ILP.E7  208.86 425,45 3@l.57 4R, 84
13 64,94 329,76 3216.82  35V.28  382.65 21@.20 249,49 324,23 260,92
26 389,32 382,13 338.23 E81.23  2S5.52 332.87 I74.68 347.71  2E1.61
25 S12.48  4581.61 453,35  E569.44  4F7.89 449,84 SA4.4F  473.49 504,82
a6 €51,94 £17.14 S85.84  651.94 617.14 585.84  £51.94 517.14 S527.94
=5 TIA.F1 679.99 851,27 V18,71 679.9% 651,27 Fi@.F1 679,99 599,25
48 TE3.TF TET.29 TIE.EF TER.VT OFET.29 712.27 TERLTT EEE. 15
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ATTARCHMEWT C - APFEMIIS I - TRBELE 7
FART &
COMFARISCNE OF

; TERMINAL RESERYES AWML HONFORFEITURE WALUES
4 FOR WARIOUS INTEREST REEUMPTIONEZ

AHMUAL FREMIUM PLAKS PER $1838 FACE AMOUNT
i PLEN: LIFE PAID AT 55 1S3UE RGE: 35
1958 CURTATE 053 MORTALITYs AGE MEAREST BIRTHDRY

Jok = EATINS OF YALUE% CALCULATED AT IMTEREST EATE
TO THOSE CALCULATED AT IMTEREST RATE K

HET L.EYEL PREMIUM RESERVES CRMM RESERYES CASH SURREHIER MALLUES
J7E 4,8.3.5 4.5-3.5 4.5-4.8  4.8-3.9 4.5-3,5 4.5-4.8 4.8-2.5 3.3-3.9 5.504.9

HET AMMUAL PREMIUM MODIFIED FPEEMIUM ADJUSTED PREMIUN
AT EHD
@.9185 E.331%2 @.9135 B.9124 @,.3352 @8.9154 @.9214 B,7461 A 2032
OF

HADIFIED PREMIUM LESS

POLICY EXCESS 0OF <A OVER <EJ

TEAR A.9952 @.9304 @,9832

) FESERNES REZERVES YRLUES

| B.2VEE B, 9487 BL9T33
1 G.9810 B.2137 HB.5831 B, 2974 B.FR63  2,3783 1.8461  1.1554 1,184
& 9.96828 @.81e5 6.9043 A, 9037 BLELITF B.SBSE -1.€918 -8.8893  4.7e37
3 @,90845  A,2291 B.9Bcs A, 9358 B, 8288 O, 9BV B, FE3E  B.269F @, 32444
4 A, 3864 A,8233 @,26023 A, 96T B, E23%  B.98E7V 9.8469  3.4817  B.36EE
3 A.9981 A.8264 B.9160 B.99884 B.E2s%  @,92103 B, BEST  B.9573 0.d414
(2 B.98928 B.3294 8.91L7 8,910 H,.2299 B.37120 B, 8858 B,5987  @.6787
v G,9115 0.8324 AB.9133 G.9117 B.232% B.9138 B.2901 B,6252 &.7024
g B,3131 89,8335 8.91492 B.9132 ©,825% 0,9132 @B.E961  B,e446  H.7194
9 g.9148 B.8335 B.%146 A.9150 @,8383 ©.%1c8 §.9888 ©.639% ©,7326
ia B,9165 B.8415 &,9132 A, 9168 @.5418 D.9184 B, %E47  HLETEZT B.T43%
11 #.9181 0.8445 8,318 A, 9183 8,89448 9.9208 4.0E32 QA.6838 B.7329
12 a.9198 B,847Y5 B,9213 a,21%%  B,8478 8.921le A.9113% @.89358  B,7613
13 a,921i4  B.2963 9,323 @,9215 @.3%88 @A,.9232 B.2141 B, 7EIG @, TEET
14 d.9231 B.3525  A.9247 B,9232 B.3537 @.3248 B,RLE7 BLTL1A @.7F7o6
15 @,9247 B.5565 RB.9263 @.9248  B.396Y  H.32e4d .29l B.7lE2  8.7a04
1€ H.9262 B,8595% Q.92732 a.3864  H.85%F B, %279 G,2214  H. 2 B.7851
iv B,9279 A.0624 B.9254 @, 9377 B.g525 B.929% E.2236 A, 2 |B.7¥939
18 A.9293 A.8653 L9219 A4,9293 @.8k54 B, 2310 B, 9257 O, B 7934
1% @ 9318 A.3681 B,93E5 8.9319 W.PE82  A,9328 B, 9277 0. A, 5647
28 LR ABFIE 0 QL9248 B,%326 A.8711 B.9346 g9,9297 @ f, 2a29
23 B.93%% B.8847 A.9413 B, 9395 B,3047 B.93413 @, 9EEy LTEEP  @.3338

Z@ G.9456  B,8974  B.24384 6,456 B.8974 @, 9434 Q. 2466 LBESE B, B5ES

= @ I

A3 3,9562 B.%164 B.9573 A, 9068 85,9164 B.?S?B_ @, 9558 L5432 @.8813

i 48 A, 9653 AB.9326 AB.960l B, 9653 9.9326 9.9561 GL,9E53  B.87ZE  B.9833
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FOR HLF RESTRYE INMTEREST FOR CRWM RESERVE IMTEREST

FART 1

NAIC Proceedings — 1977 Vol. I

ATTRCHMEMT [ - APFEMDIN 1 - THELE &

TEEMIKAL RESERYES AHD HWONFORFEITURE YRLUES

FORE ¥ARICUE THTEREST ASSUMPTIONS

AHHUAL FREMIUM PLAMS FPER #1888 FRCE AMOUMT

FLAW: LIFE FAID AT &5

IZ5UE AGE:

A

1938 CURTATE ©S0 MORTALITY. AGE MERREST BIRTHDAY

4,4

4.5

HET AMHUAL FPREMIUN

AT EMI
0OF
FOLICY

42,38

YERAR
HET LEVEL

&

Ve
laa,
143,
187,

ot b DY =
Ll L0 w0 e iy

LI = S 5

& 2EV. TS
v 263,10
& J11.EH
k] 355, 33
]

4848, 48

11 446, 95
12 435,14
13 45, 28
14 297, 36
135 E31.94

32,35

FREMIUM RESERVES

428, 23
4oo.42
214,449
a54. 54
0l¥.14

536, B3
542,28
550,49
BET, 37

BYS, 99

-
1)

Ful
Y]

-
=

[us) =
LXCIS o]
L )
o0 L3
o0 0l

o
-3
[
—
on

3. 83

312,74

253,54

395,90
48,81
406, BE
33438
SEE. 6

a9, 62
612,88
525, 33

CB38. 45

E51. 27
rla.2v

5.8

=l
a3

o
oy

16,98

359,26

3.8

4.

it

4.5

MODIFIED PEEMILN

45. B2

4z,

1&

9. 57

MODIFIED PREMIUM LESS
ERXCESS OF (A QYER (B>

15.83

CRVH

7.29
45,45
34,52

124,55
155,57

2B7. &7
25R. g9
295, 32
341,85

388.21

436,95
407V 44
39,91
w464
£31.94

54,18
EVE, B3
BT . 85
599,42
718.71

&3,

I v e
ax] if -

KR V]

o= -y

[ix] Su] ~ud

o
=]
N
£

14,28 13.58
RESERYES
6.57 3. 92

41.3% 38,79

v V2.5

115.64 187, 5
154,84 143,58
193,57 188,73
23487 219,12
&VE.29 258,032
219,57 2%9.92
264,39 342,55
418,32 Z848.85
459,87 433.88 .
389,38 431.23
381,94 53i.E8
617.14 525,04
23888 538,82
ed42. 28 §1Z,.8&
655,49 525,38
GEY.EF7 E32E. 45
EY3. 39 551,27
T3F.E9 Fli.av
7E3.13 PE9.85
834.32 818.98
BY3.15 £35.26

FOR

2.3

HF Y

4.0

IHTEREST

S0

ADJUSTED PREMININ

a5, 54

CAZH SURREMDER

-d44, 0

. EE
BT
.73
@l
.35

RO X P2y

T = ]

190,258
242,37
287, 7Y
234,37

282,51

432. 2
433.8
9374
9933
631,

[Es NI P s % ]
B S I LA L |

GE4. 18
BTG, HT
87,38
599, 42
FlE. 71
TEI PV
212,19
f52. 432

837, 44

43,64

~42.73

~3.48
27. 78
4. 02
163, 1A
14z.48

182,18
sed,. 5l
2ETEE
a1i.%8

BEY . B

485,43
454,91
596, 49
Sl 46
civ. 14

508, @9
G442, 48
E53.49
GE7 BT
a9, 39
F3r.oo
e, 13
334,38

8732.15

37.48

YHLUES
-4%, 435

-13.48
15,349
44,47
75,68

118,89

144, %7
logg, 339
217,24
A05. 53
295, 69

FIT.58
31,48
427.63
475,35

527,94
S42, 44
S56. 58
571.29
585,33
599, 25
EEE.15
7E9.53
784,81

232,68
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| ATTACHMEHT C - AFFENDIX I - TABLE &
'§ FART 2 '
! COMPARTS0HS OF

TERMIMAL RESERWEEZ AHD HOMFORFEITURE YALUED -
FOR VYARIOUS INTEREST ABSUMFTIONS

AHKBUAL FREMIUM FLAME FER £1886 FACE AMOUMT
PLLAM: LIFE PAID AT &5 ISSUE AGE: 58
1258 CURTATE C50 MORTALITY. AGE MEAREST BIRTHDAY
JrK o= RATIOS OF WALUES CALCULATED AT IMTEREST RATE J

TG THOSE CALCULATED AT INMTEREST RATE K
MET LEYEL FREMIWM RESERYES CREYM RESERYES CASH SURREMDER WYALUES
JPE 4,803,535 4.5-3.5 4.574.8 4.8-3.5 4.5-3.5 4,548 4,8-3.5 5,572,353 3.5-4.8
MET fAHHUAL FREMIUM MODIFIED PREMIUM ADJUETED FREMIUM
AT EHD ‘
B.33568  8.3785 B, 5374 §.,92ed4  B.3YI0  ©,93237 3,942 09,2084 B, 3492
oF

MODIFIED PREMIUM LESE

POLICY EXZESS 0OF <A OYER B2

YEAER G8,94%8  B,9839 O, %524

RESERVES . RESERVES YALUES

: 5] 6,9932 B.9062  QA.993
1 d,7204  8,8588 0,927) B.2126 5.9820 1.4884 1.58a]1
2 B, 2269 B,3687 8,328 8,8534  O,3247 G422 (5]
3 g,2284  B8,2634 A,9306 8.85%¢ 2,923 G.82z24 B, 7162
4 B.9299 B.9662 .0,3315 H,853c H,93a1 B, 9Ens @, TEhv3
3 B.9314 @.26E7 B.9330 8.3671 @.3328 d.21c6 @, 7rav
& @,932% @,871F 9.9344 §.8743 B, 3337 d,9222 @,7311 28.vais
7 B.,9344 B,8745 RA,5309 B.3733 E.9353 A,9264  @.7443 B, 2834
g @.2335% B.38773 B.9374 B.37e4 B, IED B,9298 B.7551 B.8121
9 G.2374. O.2381 06,9389 B.83794 ©.9383 A,92328 B,7645 D.B196
18 B.93333  B.8338 6.0484 A.9335  B,98524 0. %481 B. 93535 B.77I0 @.5264
11 - B.2485 9, 8858 H.9413 H,9482 08,8253 d.%41s @.,9379 B, 72O B, 5326
12 84,9428 B.2836 0.9434 8.94153 B,83283 0.9432 B,9482 B.7ERE 0,038
13 B.9435 @.8915 B.9443 B, 9434 B,89123 Q,9443 68,9424 B.7957 0.8447
14 B.9451 8.8949 &, 9464 H.9458 B, 8943 B, 9464 H.5445 G.23828 0,845
15 H.9460  B,0974 ©.2400 A, 9568 BA.897¢ B, 9458 B.¥465  @.2838 Q. 8353
16 Q. 3483 9.9314 8.9561 @.9488 @.9014 89,9501 @,9488 E.8150 @, 3609
17 B.3569 B.90933 B.9521 A.956% B,9853 9.9521 6.9369 B,BZ3F  @B.806e2
13 89,9527 £.9891 ©.9541 A.952% B,9891 8.9541 @.9529 B.8784 B,35714
19 A.954% &,91£3 @.,3548 B,954% ®,9128 ©,9560 #4,9%472 B,835%  4.89704
28 B.9568 B,9164 H,9578 A,9568 8,7164 B.3578 B.9568  B.E432 B8, 3813
25 68,9633 B.9326 A.7681 »HE63Z B.RIZE H.9451 B, 9553 B.EF22 0 @.9035
@.9459 &, 9733 @,372s  B,82983 B.93234

a
38 B,9728 B8.94e9 13,3733 @, 9vza
5]

35 G.9722 B8,9384 B.9791 L3584 B, 9708 B.970E 8,917 B.9396

[N
W
o
o
for
=
il
ol
.
[y

46 0,.982% B8,5%22 6,9%84] g.9839 B,9837% 89,3302 B.5336
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ATTACHMENT € = AFPEMDIX I - TRELE 9
PERT 1
i TERMINAL RESERYES AMD NOHFORFEITURE YALUES
! FOR YARIOUS IWTEREST ASSUMPTIONS
AMMUAL PREMIUM PLAME PER $18@8 FACE AMOUNT
PLAN: ENDOWMEHT AT €5 155U AGE: 2P
195% CURTATE C50 MORTALITYs AGE HEAREST BIRTHIAY
FOR NLP RESERVYE INTEREST FOR CRYM RESERYE INTEREST
3.5 4.8 4.5 3.5 4.8 4.5 2.5
NET AMNUAL FREMILUM MODIFIED PREMIUM
AT END
11,46 18,29 9,25 11.92  1@.73 .67 12,71
oF : :
i "MOBIFIED PREMIUM LESS
| POLICY EXCESS OF (A OYER (BY
: YERR 1.73 1.72 1.71
i MET LEYEL PREMIUM RESERVES CRYM  RESERVES CHSH
§ 8 7. 49
e 1 1B, 83  &§,93  7.89 5. 06 B.Ea  B.8E . -17. 12
f 2 28,51 15,28  16.12 18, 53 9, 35 H.29 -6, 41
! 3 21,29 27.82 24,70 21.4% 19,85 16.%4 4,86
| 4 42,44 37.82 2366 P68 29,15 25.97 0 16,12
| 5 S3.98 48.28 43,81 44,33 39.54  35.40 27,97
I
i & £5.93 S9.84 BZ.73 56,48 58,56 _ 45,25 41, 25
| 7 7R.23 TR.2S 53,08 €3.53 £1.%8  55.54 Sz, 9%
_ 8 91,82 81,97  7E.E6  B1.B2 73,78 66.8% . 6E.1B
| 9 184,21 94,12 84,79 95.18%  85.95  77.50 79,69
; 18 117,99 196,73  96.3 199.68  29.58  29.28 | 93,75
11 122,13 119,82 183.58  123.59 111,98 1081.41 108,28
12 146,75 132.42 121,13  138.8B5 125.52 114.14 122.2@
13 161.86 147,55 134,38  153.%2 139,57 127.41 135,83
14 177.48 162,21 148,84  169.18 154,66 141.26 .- 154,87
15 193,62 177.43 162.36  185.49 . 170.82 155.78 . 171.49
16 F16.28 193.21 177,27 202,23 185.94 178,75 188057
17 227.45 209,56 192,79 219.58 2B2.43 186.36 206
ig 245,17 226.48 2088.92  237.47 219,51 262.62 284,42
19 263,39 243,97 285.66 . 255.8% 237.15 219.56 243,15
| 2 282,14 262.83 245,82 274,88 2595.3% 23F.E0 0 262,41
25 294,02 251.47 339.82 I7T.74 295.72 G24.57 367,03
30 581,88 478,17 455,82 498,99 473.47 451.45 48736
35 £36.46 £16.8% 595,89  E32.75 612.63 S92.67 . 626,47
48 797.32 783.72 769.99 795.25 .781.77 7E8.16 - 791,75

4.8

11.68

SURREHMLER
~26. 0d

=17 67
-8, 15

.
=J 0 D D5

FOR MFY IMTEREET

=

5.5

ADJUETED PREMILIN

.83

YALUES
~2E.ET
~19,.85

-12.42
5. 4€
L.88

L
«
i
-

O o T P
a0 e K L —f
bt I N 3 SR |

GRS Ty e p LR -

¥ = =

Ll sl

=0 T
T 0 T R
0 e 0 B

2711
141,35
156,29
171,91
188,253
2el.el
98,18
45,81

F35.83
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CR { ATTACHMENT C -~ APPEMDIX I - THRELE 9

FRRT 2
BDMFHRIGDHE GF

TERMINAL RESERYES ‘AND HONFORFEITURE YALUES

PLAN: ENDOMMENT AT 65
1958 DURTHTE csn HDRTHLITT

HET LEHEL PEEMIUM RESERVES CRHN RESERVES

LK 4.803.5°4.50315 4,574,8  4.8/3.5 4.5/3.5 4,5/4,0
HET ANNUAL PREMIUM © . = MOLEFIED PREMIUM
AT RN Bae a;aﬁ?ﬁuga.aagaf.:a,ééag; B.8111 . ©.9916
°F o MODIFIED PREMIUM LESS
POLICY : EXCESS OF <A) QVER (B>

YERR ST poges2 9,994 0,995z

az
LX)
i

- RESERVES: . RESERVES
B DA E
i m.s8%2  h.7E24 D393 B8998 6,000
2 B.8371 . H. ?85‘179 2358 B.7874 ©.3867
3 9.9291 @,7994 D.887E. B.P91R  B.A8ET
4 B.8912 B.79E1 B.SE9D - 6 B,7946 B8998
5 9.6933 0.7965 9.8520 947 ©.7984 0.8929
£ 8.8955 B.50H7  0.08942 W.8953  9.3023 0. 5951
- 7 B.8977 0.8947. B.G9A4 .3935 0.B0E2. M,B972
' §  B.9098 6.5087 D.9955  0.9883 B.8i6F 09,5995
S 6.9023 0B.§128 0.9089. 0,9039. 0,814 9.9017
16 09845 8.8170 0,303 BI96S3 8.8184  4.3040
11 @.9869 @.8211 @9 55-f 8.9076° B.8225 6.9963
12 6.9092 @,8254. 0.3 9.9899 @.5267 0.9936
13 9.9115 ©.8297 Q. 91-¢-' 8.9123  6.8316° B.9193 -
14 9.9146. 6.85341 B.9126. B.5146 ©,9354 G.3133
15 9.9164 76,2385 B.9150 . 0.91P8 6,8398 06,3157
16 8.9185 0,8430 0. éi?J 8.9195  @.3442  @.9182
17 6.9213 B.8476 DI92PA  0.9213 D.B4ST  9.9206
18  0.923%° B.8381 W.AEE5. B.9E43  8.8532 9,523l
19 B.9263 @.8967. 0.9250 B.92E5  9.68573 4.9255
28 @.3287 B.8614  6,5575. ©,B293. B.8cz4 8,920
25 0.9413 @4 21 0.9417  9,8857 ©,9405
| 36 B.9543  ©.9B97 @, 9533 0.554€ 0.5103 0.953¢
; 35 A.9688  B,9363 M 9672 @,8632 0.9367 ©.9674
f 48 Bo9R2F 9.9857..8.9825 6. B.9659 . 4, 3826

EDR VHRIOUE IMTEREST RASSUNPTIONS

4.8-%

‘HNHUﬂL ?REEIUM FLAHE FER $18@6 FACE ANMOUNT
ISSUE RGE:
HGE; HERREST BIRTHDAY

Sk = PHTIUS UF SALUES CHLPULHTED AT INTEREZT RATE .
C 1 THUSE CHLEULHTED AT INTEREST RATE K

26

CASH

N

523

SURRENDER %ALUES

500,09 5.544.9

ALJUSTED PREMILHN

59151

8324
=T
LBET
LBV 5D
g.88:8

o OEE O

B.20E5
B, 38935
G, 39801
B.a822
H.BE61

9, 7893
B, 2133
a, 2167
A.9139

- B.3221

@.,7184 B,7730

VALUES

t.1125% 1.4ava]
1.,8279  1,5241
tLIFEL -3, 1524
@, 1165 @. 135686
@,3426  B,4239
@.4414 @, 5239
@,4978  @.5215
B,5257 B.517é
A.563% @,6438
B, 5854  8.8642

LEESZ B.oBll
LEELD S B, 5933

i B, 7R
LEATE @, 7E08
JESEZ HLTIEB

B.45741 84,7489
@,68534 B.7505
B.8964  RA,7O97
a,ray B.7eté
BH.7174 @,777E

@.817y

H.8178 &, 357

A,87E8 B, 8997
A, 92%4 8, 9459

RERP TN




i
i
i

.l
'
i
!
¥l
1
)
H
i

524

AT EMI
OF

POLILCY
TEAR

=

LRI Ny LY g

2.5

HET AMHUAL FREEMIUM

—
22,33

MET LEWEL

—
=
Rl
-

=
=

P sl = s
il A5 00 L G
Ty nly Dl 0 Ll
P
o
bl

548,17

T4 ED
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FART 1

ATTACHMEMT C© - APFEMDIX I - TRAELE 14

TERMIHAL REZERYEZ AMD HOUWFORFEITURE WALUES

FOR

YARIOUS THTEREST RASSUMFTIONS

AMHUFAL FREMIUM FLAAS FER $1888 FACE AMOUNT

FLAM:
1358 CURTATE S0 MORTALITY

4.8

28,31

FEEMIUM RESERWVES

13.1%
39,85
5%.82
28,89
182,385

125,52
142,91
173, 86
197,99
223,74

2a8, 32
2VF.TE
ABE. 16
235,37
ZE5. 68

IPE.83
429,17
42,83
497, 36

S33.R8

FIT.E7

1088, A9

FEd.dl

EMDOWMENT AT 63

742,46

ISSUE AGE: 35

AGE MEAREST BIRTHIAY
FOR HLP EESERWE IWTEREST FOR CRVYM REIERVYE IHTEREST

4,5 3.5 4.0 4.5 3.5
MODIFIED FREMILIN

19, 32 23.49 21.5%8 2H. 4] 24,23

MODIFIED PREEMIUM LESS

EXCESS OF tA> OVER (B

&.a3 3. 56 4.8%9

CRVM  RESERVES CASH

-33.83
17.3& B4z 20 1.77 -12.47
BE, 33 22,16 4% ZH.gB .56
55,58 44,55 38 48,17 322K
FO.57 B7.ED £d .83 CH. 48 35,63
EL-Rcl] 1. 38 £5.48 21.585 FR.EE
117,78 115.77 189,48 103,39 104,27
146, (5 148,34 133,31 1Z&.61 122,75
led. 13 166,868  157.98 149,47 135, 86
187, &5 195,18 183,29 17y2.78 182,59
211,80 228,33 ZB9.56 199,86 0 214,28
237. 38 242,34 236,57 225.14 238,54
Z6d, 29 2¢V. 10 Zed, 52 52.24 267. 81
231,94 ABE. TS 293,38 288,35 297,73
328,58 3716 22318 3209447 2.2
258,34 368,49 3NIL.HF 0 329,74 368,33
381,22 406,72 385,79 IF1.lz2 39z, 99
413,28 423,98 413.7 403,72 426. 60
440, 25 408,11 452,77 457,62 481,25
481,37 J83.48 438,823 472,91 496,93
317,58 S3%.85 S24.72 SBY.E8 533,92

25 TZE.I3 40,15
188008 1888.908 1080.88 1988.08 1088.60

FOR HFY

ZURREMIER

"
L
=i

a = ow
[, sy R g
T 0O O -1 Ty

v b e T gy
Pl & (s
s e m .

L e

2000 PO Pa Dl

oo OO ] Tt
a3 G 204
A

o3
3
Ty

E
kR
s

e
=

[

=
=

o

INTEREST

5.5

ADJUSTED FREMILIM

12,98

YALUES
~a2. 19

-15.83
1.53
12,90
37.a7
6. 87

vh.92
FE.ED
114,38
14@,37
164, 54

1@a, 39
215,85
242,38
278,59
A8, 18

3Rl 16
363,60



AT EHMD
oF
POLICY
YEAR

MET LEYEL FREMIUM RESERVES
JZE 4.843,5 4054305 4.5°4.8 0 4.8-3.5 4,570,585 4.5-4.8
HET AHMMUAL PREMIUM

@,331%

9, 9285
9. 9367
g, 9327
8, 9345
@, 3369

A, %3330
H.9411
B. %432
Q. 9454
B, 2476

@,9498
a,2528
B, 9542
G. 9566
G, 9529

.91z
B, 36326
d.9e61
H.9685
#.9711

&3, 3545
1. BEEa

Jok =
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ATTACHMENT C -~ APFEWDIX I - TRABLE 1@
FART 2
COMFARIS0ME OF
TERMINAL RESEEYELS RMD HOWFORFEITURE “ALLES
FOR YARICUE THTEREST ASSUMFTICHSG
ANHUAL PEREMIUM FLAME FER $1608 FACE AMOUNT
FLAN:

1958 CURTATE C50 MORTALITY

EMOOWMEHT AT &3 ISSUE RGEr 33

TO THOSE CALCULATEDR AT IMTEREST RATE K
CEVH RESERYES

MIDIFIED PREMILM

B.3e24  B8,%320 B.9321 B.868% O,3223 B, 9395
MOQUIFIED PREMIUM LESS
EXCESE OF (R» OVER (B>
1.259%  L.4483 1.1495
RESERMES RESERVES
f,9748
B.gelz  B.9281 2.872  4.2558 1.4808% LB
68,0656 B,93601 B,9078  B8,9292 3.%cld G, 7ras
H.8695 A,9322 B,2307 B.9811 2.9478 8,887
8,8734 B.9343 B.9465 8,8941 B.344% g9,960932
8,2772 H.93c3 B 9455 B.8924  9.943% B, 9127
8,281l 8,9%384 @, 9437 B,85930 B,9443 H, 3264
H,8851 A, 485 B,3465  B.3%4F B.9453 B.2213
@.38%1 B.9426€ B.9472  @,3972 6.%eon 8,9354
B.8931 8, 944Y B,9492  B,3880 B,.34351 8. 9396
H.3973 9.948% g, 908%  B,9032 /.9493 |, 9423
@.90814 B,9491 B.95326 B.ILDEE  H@.3ITIT 8,945
@,2837 B,9313 0.9545  B,9102  0.9535 A, 3458
H.9188 ©.9336 B.93588 B.914B B, 9534 B.9511
6.9144 8,953%3 B.3333  @,9179 8,957V B, 530
8.9188 @A.2832 B.9e896 B 9220 B, 3533 B, 3555
G, 9234 o, 9686 A.9648 B, 9261 B, 9LEA 8,359z
B,9238 B.9839 B, 9858 B8.9384 B, 9542 @, 9519
B, 2327 60,9655 B, 9872 RB,9349 0,960 B, 96485
A, %375 B.9600 A, 9625 §.93%4 O, 9589 6.2673
H9.9424 E.97B5 9,978 @.9441 8,913 &, %79
B.98%0 B.9842 B.934% RB.9E97  4,984%5 [Pl B
l.68ad L. 0B8aE l.B8@8  1.ep08 1.90686 1. BE2a

RSE HERREST EBIRTHDAY
RATINS OF VALUES CHLCULATED AT IHMTEREST RATE

4.8/3.5

A

525

CASH SURREMDER WALUES

9.9-3.5 5.5-4.0

B, 7R3

WHLUES
B, 3517

1.285%
6, 1584
@, 5850
B, E6EG
4, 7a3g

B, 7arv

8. 7443
A, FERZ
B, 7718
A, 73z4

@, FI38
|, 2H28

ADJLSTED PREMILM

B, 8248

=
i
=3
[y}
o3

D il ol
byl
T
[un}
4

. TES3

0 T

B.251

1.808e
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| ) RTTACHHMEWNT C© - AFPEHDIN I - TRELE 11
FART 1

TERMINAL RESERYES AMD HONFORFEUTURE WRLUES
FOE YARIOUS INTEREST RSSUMPTIONS

AMHUAL FREMILUMN PLANS PER 1800 FACE AMOUMT
FLAM: EWDOWMEHT AT &5 IZEUE RAGE: 5B

1958 CURTATE CE0 WMORTALITYs AGE HERAREST EBIiRTHLDAY

- FOR HLF RESERVE INTEREST FOR CRYM RESERVE IMTEREST FOR HFY INTEREST
3.5 4.8 4.5 a0y 4,8 4.5 3,5 4.4 5.5
HET AMNUAL FREMIUM MODIFIED PREMIUH ALLJUSETED PREMIUM
AT EHD
565,93 54,97 53,67 BS.66 SP.58 0 55,57 E@,93.  59.8% 53,35 :
{F k
' MODIFIED FPREMIUM LESE =
POLICY EXMCESS OF ¢A» OVER (B3
g YERR FR.ES  29.EE 29,5
MET LEYEL PREMIUM REZERVES CRYM RESERYES CASH SURREMDER VALUES
d —det BT ~43.73  ~d3.45
. 1 51,83 49,86 47,54 22086 £R.PB PR, TR a,25 LT .21
2 102,58  1e§.20 96,91 THE.AY FS.ED 73,44 54,11  EM.8%  S1.57
3 157. 74 1dz.94 148,25 132,47 129.39 126.11 120,65 11%.90 182,78
4 213,62 ZBT,E9 2e1.89% 190,43 155.48 10@.54 179,98 17Z.94 155,52
5 271,35 ¢b4 31 2E7.48 249,49 243,73 258.89 239,87 23214 211.51
B 331,85 323,23 315.54 311.81  304.37  2%P.FS DEL.ET 293,56 270,47
7 392,97 34,60 IVA.34 IF4.TE ZET.43 BEB.13 0 3I6E.24  S57.59  A3%, 68
& 457,21 448,53 440,84 448,93 433.20 425.48 433,31 434,47 39z, 45
q Sed.B5 H515.46 HE5.92 SA9.F7 S581.9¢ 494,10 SEILO9 494,27 463,14
18 593,74 F85.54  BPY.E4 BRLL.SE O SPR.97F 586,35 3TS.EE S87.41 SaR. 19
11 GEG.ET  SE9, 19 651.78  E86.569 S49.88 642.654 G8I.PYF  G44.79 g2 1P
iz 743,24 PEE.B8 T30, 49  FIS.E4 TR9.50 F23.49  73I1.94  FES.IF FES.SS
13 B23.98 219,12 E14.81  B18.62 S14.07  299.48 216,15 811.71 7POE.2P
14 889,25 9E6.57 933,85 9WE.53 903,96 9@1.36 I85.25  9EE.43  E£94.01
15 i080.98 1080,96 1690,E5 19688.00 100608 1908, 08 1986, 5E 16R0,F3 106,09

P
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HTTHCHMENMT C© ~ AFPENDIX I.- TABLE 11
FART 2
COMFARISONS OF
TEREMINAL RESERYES HHD HONFORFEITURE YALUES
FORE WARIOUS IWTEREST ASSUMPTIONS
FRHHUAL FREMIUM PLAMS PER #£1868 FACE AMOUNT

PLAN: ENDOWMEHT AT &5 IZS0E RGE: 58

19358 CURTRTE CS0 MORTALITYs AGE WERREST BIRTHIAY

RATIOS OF WALUES CALCULATED AT INTEREST RHTE-J
TO THOSE CALCULATED AT IWTEREST RATE K

HET LEYEL FREMIUM RESERVES CRYM RESERYVES CASH SURRENLDER %ALLES
JoK 4. 82300 4,503,585 4,544,080 4.68.3.5 4.5-3.5 4.5-4.0 4,8/3.5 S.503.5 5.5-4.8

HET HAMMUAL FREMIUM MODIFIED PREEMIUM ADJUSTET PREMIUM

B.9e30

a.%632
B, 59574
8. 3696
B, 971
g, 9748

B, 9762
f.evev
8.9311
B, %335
A, 9361

H, 985y
H,9914
B, 9942
A, 9971
1.8m68a

B,931e
d. 9357
H. 9399
g.94a2
B, 7428

8. 9531
0. 9577
B, 9524
83,9673
B.3723

H.9773
8.9828
g.2284
B.9941 H.9974 8,9972 9.9943 4,9971 @,99c9 B.IETE B.9906
1.9868 1.6808 1.96084 1.0868 1.0009 l.eépea 1.pe20 1,8800

3,9322 B.9835 8.9351 B.931E B, 9652 B, 9692 B,833%  BA,%120

MODIFIED PRERIUM LESS
EWCESS OF CA» OVER (B}

l.agde  B,9974 6. 3958

RESERWES FESERYES WALLIES

B.9932 @,9368 B,9934
B, 9651 1.Ba74  1.88%6 11,8822 B.8308 @,2474  B.4152
a,97z g,9792  B,9577 R\.9730 @,9492 H.8044 0, 8474
H.9654 B8.9761  @,9528  &,9753 8.9586 B8,5847Y  B.358E3
B.9716 B.97e1  B.9%522 B.9755 a.%02 B,8089  B.8993
@, 3734 8,977l B,934% B.37E7 B.9782 @.8848 B.9111
= A, 3VBE A.957 8,9783 B,9726  B.996T  @.9211
A, 9735 B.95B4 B.%518  B.9561 @.9767 89,9884 0,93681
B8.9814 8,025 B.94550 B,9322  B@.979€ B.9195 . B, 93E7
a.9834 2.9848 A,9593 @,9344 8.9825 @,9285 06,9471
8. 9864 B.9269 A4.97383 @.3IB6T #,3853 B©,9415% B,9556
8. 98D 8,98%2 B.9786 A.939Z a,9881  B,9526  E,9048
B,9913 B,9918 9.9336 B,9217 H.9916 B,9c48  &.9727
A.9941 8.9%945 B.9282 8.9944 A,9940 B,9756 @,.9P815

P SARVERER e | el



528 NAIC Proceedings — 1977 Vol. I

ATTRCHMENT C ~ AFPEMDIS I - TRELE t2
FART 1

TEREMINAL RESERYES AHD MOHFORFEITURE YHLUES
FOF YARIDUE IHTEREST RSSUMPTIONS

AHHUAL PREMIUM PLAHS FER 51808 FACE ARGUHT
FLAK: TERM Ti1 &5 IZZUE RGE: 24

1238 CURTATE C50 MORTALITY. AGE HERBREST BIRTHDAY

FOR HLFP REZERVE IHWTEREST FOR CRYM RESERVE INTEREST FOR

3.0 4.8 4,5 .5 4., 3 4.5 3.
MET AHHUAL FREMIUM MOLIFIED PREMILIM ADJUSTED PREMIUN
AT EHD
.69 4,472 4,17 4,83 L1 4,51 5.6
aF
MODIFIED FREMIUM LESS
FOLTICY EWCESS OF C¢AY OVER gD
YERR 1.73 1.72 1.71
HET LEWEL FREEMIUM RELERWVES CRYH  RESERYES CHSH
A -23
1 oL av 2. 81 2.0 3, BE H, B [ -2k, 4
2 .28 5.74@ 5.8 Aaly 2.9z 2,58 =17 .02
3 2.45 3,68 . B.dd 5. 92 5. a6 -1%.
4 12.74 11.74 i8. 84 9,7 A, 63 2.22 ~1@,
3 ig. 16 14.935 13,81 13.23 12,25 11.32 G,
& 19,68 18,25 16 %@ 16,79 15,52 14.44 -2
7 23,31 2l. 66 2@, 14 28,43 19, 8z T.EE 1.
] Z7 .63 25.18 23.42 24,02 22,57 21. B2 S
] TR, EA 28.81 25, 5a 28,69 2R, 24 24,49 .
16 4,79 22,55 34,42 2. 05 @1 28,87 13,
11 2. 81 ZE, 48 e, Ba g 12 23098 21.78 13,21
1z 42.92  4B,35  3I7.ER 4B, 2B HF.29 35,489 3. 58
13 47,12 dd, 4] 41,84 44,53 41,99 IR.E5 EV. 28
14 Sl.42 42,57 45,83 48, 55 45,20 430481 3l.a3%9
15 55,81 52,84 49,97 52,31 EH, 51 4V.79 e Be
_ 186 BE, 25 Sv.ig 3d,. 21 SF.gl a4.83 S92, a7 41,
i7 &4, 74 &1,5% S8 . 52 B2, 55 23,35 SE.432 4
18 59,25 &6, B4 22, DE G691 53,84 64, 54 a1
19 3. 78 TH.48 BY .28 ?l.45 Al A3 55,27 13
za ve, 17 74, 89 F1.5€ Th. 35 F2.79 59,69 &l.
23 2. 58 9%, 48 2,29 L] A3, 539 F, D az
34 112,48 118,88 187.&1 118,92 188,88 188,25 198,
35 112,26 118,98 189.%A 111,87 189,31 183,45 163,
46 23,98 23,74 g3.44 B3.ETF AA.iE 22,89 Ta
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ATTACHMEMT © - AFPEMDIX I ~ TABLE 12
PART 2
COMFARISONS OF
TEEMINAL RESERVESZ RAND MOMFORFEITURE YALUES
FOR MARIOUS IHTEREET ASSUMPTIONE

AHMUAL PEEMIUM PLANZ PER #1888 FACE RAMOUMT

FLAM: TERM TO &5 ISSUE AGE:  ZA
19538 CURTATE G50 MORTALITY. AGE MEAREST BIRTHDAY

oK = RATIODE OF WALUES CRALCULATED AT IMTEREST RATE J
T THOSE CALCULATED AT IMTEREST RATE K

MET LEYEL FREMILM RESERVYES LEVM RESERVES CASH SURREMDER MALUES
JoK 4.8.3.5 4.503.5 4.554.8 0 4,850.5 4.59-2.5 405448 4.8-3.5 5.5-3.5 5.5944.0

HET AHHUARL FREMIUM MODIFIED FREMILURA ADIISTED PREMIUN
AT END !
B.9423 8.8918 B,.9443 . 9445 B.BT23 B, 9457 A,9672 B.E311 B,2213
: oF ‘
: MODTFIED PREWIUM LESS
; POLICY EXCESS OF ¢(AY COVER (B
YERR 9. 9932 B, 9964 RB,9252
KESERVES RESERYVES WALLES
] B.9945  @,5003
1 9, 9174  [,848% G.9146 1.1965 B.@000 9.0008 18673 1,820
2 ¥.91%2 0.2448 @,918% B.9190 B.5452 82,9189 1.AZ5S  1.8%28
3 B,9218 Rk.8474 B0,9201 A.9217  B.8487 B.9208 1.8%21 1.1838
4 B.9228 B.2069 0.92I6 A8.923%6 8,8332 4.%27 1.a%74  1.3538
3 B,9208 0.8%540 ©.3240 A, 9257  B.855% @,9247 1.19%54  1.714d
& A, %271 G.2585 6, 72c6 @270 B,85398  4.9268 1y
7 f.9292  B.3624 A.9281 8,%229% B,8637 8.9239 -&,
e 8.9314 B.3664 B.9303 B.%3Z6 @,2877 B,9319 i,
9 A,%325 E.23764  d,93224 B,%342 B.871F B.2331 a.
14 B,2357. B.3743 49,9348 @,9380 RB.DFIE B.IRGI .
1 B.937%  B,.3786 9.9358 6.9335 B.3798 B,9375 .,
12 @.2481 0,3827 8,230 @,9407  B.B53°  B,9595 a.
13 B,9423 0.83869 Q.9412 B.9429  B.385L B.941E A
14 @.9446 @,8911 0.%434 B, 9432 B,2922 ©,9441 i
15 - 8.94ct  8,8954 0, 9457 B,947 B.8%55 B, 9452 g
1€ G.9491 @,8997 B.54508 6.94%6  B@.IBF8 B, 9436 A.9187  B.6%918
i7 E&.3514 B.9848 B.9502 @.951% W, @58 0,353 g.9251 B.7144
ig 8.953c 6,9983 DB.9525 B.9541  B.9093 B, %530 A.9308  A,7343
19 A.9558 B8.912% B.9547 8.9552 @,9135 ©,9352 B, 2355 8.7528
~B @, 9528 B, %1e¥ B8.9569 B.935335% B,9175 H.95F4 0 B.%488 4,779
25 8.9685 A,%370 B.7674 B.9e83  B,9377 B,9578 B, 578 8,3318
38 B.3787 B.93&7 B.3F7E G, 97903 §,30F3 H,5779 H,9714 B.2828

23 B.9833 B.9760 B.2874 3.9887  B.3764 B, BETS @.9833 B, 2250
4B 2,998  B.99%31 6.9971 89,9382 B.9304 B, 9972 B.9341  B.9707 B, 9764

L 23
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ATTACHMEWT € - AFPEHDIK I - TABLE 13
FART 1

TERMIHHAL RESERVES AMI MONFORFEITURE MALUEE
FOR YARIAUS IMTEREST ASSUMPTIONS

ARHLIBL PREMIUM PLFANS FER $1988 FACE AMQUMT
PLAM: TERM TO &5 ISSUE AGE: 23
1338 CURTATE Cg0 MORTALITYs AGE HEAREST EIRTHIAY

FIXE MLF REZERVYE INTEREST FOR CRVM RESERYE IMTEREST FOR HFY IHTEREST

3.3 4. 4 4,5 3.5 4.4 4.3 3.4 4.8 3.8
HET RMHUAL PREMIUM MODIFIED FREMILiM ADJUSTED FREMIUM
AT EMD
Fy-1= T35 ¥l g.14 7.85 P2 9,28 9.8 g. 58
oF
MODIFIED PREMIUM LESS
PGLICY ExXCESS OF (A» OVER <B> '
YERR 2,42 2.41 2.48
HET LEYEL FREMIUM RESERVES CEMM  RESERYES CASH SURREHDER YALUES
] -26.BR  -25.91 -25.79
1 . 6H .34 9.1% B, G d. B a.88 - -19.%B -20.85 -I26,.49
2 i1.28 18,81 1B.37 .56 5.57 oead ~13.66 -14.83 -15.25
3 17.41 16,33 15.76 11,66 11.21 19.77 —7. 36 -G 82 ~-5.36
4 22 TE 21,91 el.8% 1754 l1&.39 le. 26 -1.8z ~1.98 ~4.38
3 2B, 49 2. 48 26,0 2y, 4 22.58 21.78 .31 4,24 1.19
& 324,17 e e O 5 1 2198 29,22 28,24 27,29 11.62 i@, 37 6,20
o 9.7 35,54 I7 2R 34, 96 33.38¢€ 32.77 17,88 16,46 12.44
g 45. 27 43.91 42,57 48,61 39, 3% 22,26 24,82 22.49 18.68
9 DH.ED 49,22 47, 86 4E.13 44, 82 43,55 €. 87 22,44 23.78
1a 55.87 J4.39 P | 31,51 a8.15 48. 28 353.99 34,28 29.28
11 £H. %8 29,38 97, 28 J6. 69 a0.29 52,98 4i.72 33,96 34.78
12 BE BT B4, 16 B2, &4 &l.63 Ed. 21 So.86 47, 24 45,45 46.13
3 7d.13 B8, ED B 15 g6, 27 B4.86 £3.45 52,47 8.3 45, 34
14 74,25 FE.B1 vl.54 TR.EE 59. 18 87. 7Y e~ L e
15 77.95 TELGE =T 3 74.41 T3.089 rl.7e 61,34 €a. 12 S4.92
le 21.13 iy FE. 49 Tearr TE.S2 v ZE G5 34 64,19 99.16
iy 23,71 2z2.51 g81.27 8. 54 r9.39 re. 21 9. 27 B7.72 G, 93
ig B3 53 84,54 B53.43 22,65 81.81 SR. 54 FE. 85 THE2 65,14
1% 85,77 2h.aR g4, 04 23,99 83.82 2z.13 74,18 V2,80 €8, 69
z .84 B6.24 35,489 8d. 45 22,69 gz.88 7. 308 7415 TH. 45
2% e, 28 59,84 53.77 £8.44 68,41 68.33 B33 B3B3 &1.88
1} o, ad H. a8 8. 84 8,69 A, 84 a.048 &, 86 0. eE G, 206
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RTTHCHMEMT © ~ APPENDIY I - TABLE 13
FART 2
COMPRRISONHS OF
TEREMIMAL RESERYES FAKD HOMFORFEITURE “RLUES
FOR YRRICOUS IMTEREST ASSUMFTIONS
AHMUAL PREMIUM FLAMS PER #1968 FACE AMOUNT

FLAM: TERM T0O &5 ISSUE AGE: 2%

1933 CURTATE CSC MORTALITY. AGE HEAREST BIRTHIAY

JAE

RATIOS OF YALUES CALCSULATED AT IMTEREST RAT
T THOSE CALCULATED AT IMTEREST RATE X

CRVM RESERVES

S303 4050400 4.B873.5 4,503,585 4.509.8 4,803,
MET AMMUAL PREMIUM

MODIFIED FREMIUM

B8.9331 B.9661 8,967 B.%3c4 8,9578 B,979E

FADIFIED PREMIUM LESS
ERCESS OF (A OVER (B

B,3932  B.9964 @, 9952

E

o

&

RESERVES RESERVES
|, 2352
8.9161 A, 9570 E.0800  B.06aR O, BRE00 ToBavys
@,31%¢ 06,9333 @,959%6  B.9285 §.9593 1.8304
B.9232 A.9687 H.9614  B,9240 B,9611 1.889%
B, 9267 A.9525 B.9522 B.9274 B.9820 L EEYS
8.9301 @.9542 8.904%  B.938E 4,354 B, 7avE
g@,9235  8.,9568 9667 0 B,9341  B.IRAZ #8922
CHLOPZET O OBLIETT B.9584  B,9374 @, 9528 L2218
A, 9482 B.95%4 B.9VEL B.9487 9,9897 B, 9263
H.9438 B.9711 94,9718 B,9448  2.9714 @.9457
B.,24780  H.97EY B.9736  9.97474 5,373 B, DE2E
o,9584 @,3746 H.9753 @, 9585 @.93748
g, 2538 0.9764 B.9771  BA,9541 B, 976D
H, 2572 @,9781 B.97¥33 B.9575 B.%7a3
B, %alE B 9793 B.9305  8,9¢09 8, 9090
B, 9641 B, 98314 B.9823  B.9842 B, 91y
. 957 8. 2833 G.90408 B.96FT D, 9834 8. 9750
H.97@% A,%854 B,9837 B,9711 @, 9851 B, 3778
8.9743 0, 9848 6,937V4  B,9745 B, 9569 g, 93e1
B, 9777 B.9325 BL.9392  B,9FF9  B,9886 a2, 9004
G.9312 @,994z @,930% B.9512 @.9932 B, 9847
B, 9985 8.,998%9 B, 9395 B,9955 4.9998 B, 9952
T e R A [ T B. 8008 B.B308 4. 9008 G, QEEeE
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ATTACHMENT - AFPFEHDIX I - TABLE 14
PARET 1

TERMIHAL EEZERVES AND MOWFORFEITURE MALLES
FOR YARIOUE IMTEREST ASSUMPTIONS

ANHLAL. PREMIUM PLAWE PER #ig86 FRACE ARDLNT

FLAM: TERM TO &5

IS5UE RGE: ISE

1958 CURTRTE C50Q MORTALITY. AGE HERREST BIRTHDAY

FGR HLF RESERVE IMTEREST FCOR CRYM RESERWVE IWTEREST FOR HFY IWMTEREST
3.5 4.8 4.5 3.5 4.8 4.5 3.5 4.6 9.5
HET AMHUAL FREMIUM MOLDIFIED PREMIUM ADJUSTED FREMIUM

14.8% 14.78 14,52 153.58 15. 48 15.22 17. 78 17,63 17.34

MOLIFIED PREMILM LESS

EXCESS OF ¢AY OWER B2

3. 84 .98 798
MET LEYEL PEEMIUM RESERNES CRYM RESERVES CASH SURREMDER WRALLUES
-31.54 -31.4F -21.48
713 L G.91 A. a0 a,a6a g.a0 -22.,78 ~2z.89% -E23.21
13,83 13,562 13.41 7. B £, 97 .85 ~14.44 -14.78 =15.,45
12,27 1%, 69 12.42 12.62 13,43 13,24 ~E.99 ~6.9€ -£. 84
2547 a5 16 24, 85 19,54 19,56 19, A5 B.&7 a,2z ~1.89
ZE. 24 29,91 29, 09 24,73 24.47 24. 28 .25 &.76 .36
a4.15 35084 33538 29,11 26.484 28.57 13,88 12,355 11.83
37,08 26,4 35,02 32,51 32.85 0 32.88 17,23 17,44 15.94
38.86 38,63 I 4B 34,77 34,55 34,33 21.74 21.28 19.388
39.z8 39,13 EB.WE 3%.71 25,30 35,38 24,29 23.8%9 22.65
28,21 3011 Hg.61 3515 35.83 34,94 25.48 23,87 24,85
35,04 35,31 BE. 2T .22 32,79 32.74 24,83 24.08 23,81
38.43 @, 45 TE, 47 2. 4% 28.58 22,351 2E. 33 22,17 21,65
23.1e 23. 22 23.27 21.232 21.88  21.92 17,61 17,52 1725
13,168 13,22 1327 12,48 12.32 12.57 18,28 14,28 18,19
@00 i, BR 8,86 o, 0 A. 96 a. 08 H. Bi gl a.8g
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ATTACHHEWT [ - APPEMIDIA I -~ THELE 14
FART &

COMFARIZONS OF .

TERMIHAL RESERYES AHI HONFORFEITUEE YALUES
FOR YARIOUS ITHTEREST RSSUMFTIOHS

AMHMUAL PREMIUM PLAMS FER $1888 FACE AMDUHT

FLRHY TERM TO &5 S3E AGE: TE
8 CURTATE ©S50 MORETALITY, RGE HMEAREST BIRTHDAY

RATINSG QF YALUES CALCULATED AT IMTEREST RATE J
TO THOSE CALCULATED AT INTEREST RARTE K

CRVM RESERYES CASH SURREMIER WALUES

3.5 4.5-74.8 4.8-3.5 4.5-2.5 4.5-4.80 4.9-3.9 5.5-2.5 H.5-4.0

MODIFIED PREMIUM ADIJZTED PEEMTUM

8.9738 B8,3874 8.39834 A.59T6?  B.9584 B.9328  B,9785 B, 9826

MOOIFIED PREMIUM LESS

ERCESS OF ¢RA2 OVER <BD

A.9932 B,.9%84 B,9352

RESERYES RESERYES MALDES

A,9977  @.¥IST @, 9978
B, 9851 B.AEER Z.93VE B.PBAE O, @E0AS 1 l.atoe  1.8141
@,9592  B.9044 B.9842  B,9807  @,9842 1. 1.AE9¢  1.85108
B, 8722 ©.98e8 B.9858 B,93718  @.9353 1. 1.2197  1,15582
9@, 2754 06,9070 @,9874 @B.9743 B 9ETI 5] ~1.6345 ~4, 9187
H,9YE6  B,98%2 B,30%8  @A,9781  QA,9287 6.5 @,7386 6,723
H.9818 B.9968 |, 998 B,9212 0,.9983 a.’ &2.8447 B, 2VEY
A,9858 @,2924 A,9925  @.9844 @,9921 B B, 8590 B.3143
B, 95082  0,93940 B.993%9 B8,98¥c B,93937 B.' 8.9147  B.9344
B.2914  O.9358 B,9355 B.9988 B.995% B H,9227 B, 7404
G, 9947 8,997 B,%971 @,9941 @.9859 . B,5478  ©.9094
§,3973  B,9989 E.9927  @.9%F73 8.9986 $.9901  @,9998  B.5EE6
1.8812 1.BBAS l.@gad  i,460c . d0a2 3.99223 8.3497 @,%7E7
i.8848 1.688B2Z2 1.@8z28 1.8639 1.68619 B,99593 @,379%  @B.%342
1.887% 1.06839 1.@ezy  1,86873 1.8635 B.9976 @,2888 8.9912
0. BREE O.0060 A.9BE8 @, 80680 9,008 B.0EEE  ©.8000 8,900
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3 ATTACHHMEMT L - AFFEHMDIE I -~ TABLE 15

EESERYES HMD MOMFORFEITURE YRLUES

FOR WARIOUS INTEREST ASEUMPTIONS

SIHGLE FREMIUM LIFE IMSURAMCE FER $1694 FACE AMOLINT

b
t
I

1958 CURTATE S50 MORTALITYs AGE MEAREST BIRTHLAY

j RESERYES CHEH YALLES BRHTIN
; ATTAIHED FROFOSED
; FRESEHT PROPOSED FETIO FPEESEWT FROFOSED RATIG CRZH VYALLES
RGE FROPOSED FROFOSED T0
4.8 Z.0 T 4.8 £.5 TO FROFOSED
FREZENT PRESEMT RESERYES
(] Fr.12 52.82 B.53542 HT.12 39.ET B.o41Bs @. 7405
3 ig4.77 35,67 H.0314 164. 77 39,29 6.3751 = bt
1a i21.36 GE. B85 g, 5446 12l,.36 4. S8 6. 3564 @, 7eas
15 141.63 THLEYT 8.5632 141,83 3F. 37 &, 4856 8.7191
ot 165. 84 496,11 a. 5225 Ie5.BA ca. 8y G.a2d7 A, 7EIl
23 192,53 116.3% B. G645 192,53 B, 29 E.d48z g, 7414
‘ 1" 225.72 14z.45 8.5311 225.72 igg, Ba B, 47en g, FoEa
33 260, 40 175,64 A.6614 26548 136.73 E.G151 B, Froe
4 312.15 216,95 9. 6958 312,15 1¥3. 85 @, 5357 d.z8i3
45 384,96,  266.45 8, 7a%a F6d. 98 219,29 [ ) A.3243
54 423,35 E22.39 A.7EZ7 423,25 273 4R B, 5458 8. a4e7
55 4086, 82 356.58 A, 7954 486, 62 A3n. 64 B 69HE g, 2R
&g - aol.41 455. 764 B, 5265 S51.41 484, 94 G, 7344 a. 2885
&5 Eiv.14 S27. 94 8. 8955 6l7. 14 473, 91 G.77ER A.9871
e E7Fd. 29 999,258 g.2213 ara, 99 933,51 H.31460 @.2237
] FaAT.2% 656,19 G823 7IA7.ED ged. i1 B.3473 A, 2378
‘ se 7IE.132 F29.63 F.9224 FRE.1E 533,52 g, 8777 SRk
. ? 35 834,386  vad.81 B.9396 2Ed. 38 ¥ad. 2e 6. 3828 4. 508
| 28 273.15% B32.64 6.3338 373.15 BEY. 36 a, 324y g, Fe37

R SRR e



A
"
E

1]

&y Iy Ty
F )

188
1a5

118

A

.0
T

26245

198E5
19481
13894
13764

12399

 1vaid

iyoas
ivige
1EET6

16274

1585
10425
14993
14535

14113

13665
13214
12758

T )
11846

112387
18938
1847z
18819

FEZERYES ERSED OM EATIO
IMTEREST RATE OF &.4 Pl

6.0

13121

14314
14782
14485
14264

14838

[ N )
= Tl et [ud
=] &
LI =0y

porly ]

11439

11146
16334
iBa2Z
16285

=0
o
| u]

pNLgts}
(A EasREv R |

o3 S0

3%

o radi
T 00 e

=8 =}
[
(AN
Fd

7193

T

e
in
a

g
LI
[
—

A
A
[

NAIC Proceedings — 1977 Vol. |

ATTRCHMENT © - RFFEMDIN

i~ TRELE 1%

SIHGLE FREMIUM IHMWEDIATE LIFE RMMUITY
RESERWES FOR AH AMMUITY GF $128@ PER
FOR WARIOUE IHTEREST RRTE ASSUMPTIONS

YERR

1971 IHDIYIDUAL AMHUTTY MORTALITY TRELE

MALE LIYEZS

i

OF RESERVES
L]

]
T3 TO T
5

G 2.9 =N B
13889 B, 747 B.643 9,860
i2839 B.P51 B.A47 8,862
12790 B.7H3 6,632 9.3064
12547 B.739 B.037 0,866
(12384 B.TFAZ B.O6Z 9. 563
12217 B.7AY B.067 B.870
12844 B.7P71 B.EPE
11867 B.F7P5 BLEFD
1igad &a,79? B.ad3
11495 B.784 ©,583
11288 B.7VES 8,694 8,581
11893 B, ¥92 O.788 9,384
18og? 8, vev 0.Vec 8,386
18673 6,881 B.712 Q4,882
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1AZ17 B.811 B.TZ4 8,393

FEYE A.E813 O.7I0 8.

7l 4,824 B.TH0 8
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: ATTACHMENT © -~ APPEHDIX I ~ TRELE 17
SINGLE FREMIUM IMMEDIATE LIFE AHMUITY
RESERVES FOR AN ANHUITY OF £1288 PER YERR
FOR VARIOUS THTEREST RATE ASSUMPTIOMS

1971 GROUF ANMUITY MORTALITY TRELE

MALE L IVES FEMALE LIVES

3 RESERVES BAZED OW  RATIOS OF RESERYES RESERVES BASED OH RATIC OF RESERWES

L

; ‘E AW INTEREST RATE OF 6.4 7.5 7.5  AM INTEREST RATE OF G.8 7.5 7.5
| Ta TG 0 T T T
i 3.5 2,8 oS 0 P 5.8 3.5 £ 7.5 .8 3.9 5.8
DB 19438 14718 1Z7IV AL TSV B.E55 0,865 22125 16227 13841 ©.7I3 B.E25 O.953
51 19625 14484 12566 ©.7E1 B, 560 21748 16837 13711 ©.737 8,630 @, 055
52 1EEAT 14244 12388 B.7ES @, 566 21362 15839 13573 B.741 0.€35 6,957
53 12134 139%7 12204 6,779 B.671 PRAIES 15632 13423 G.746 0.640 9,859
54 IFPHSS 13744 12013 @774 B.677 FESS5Y 15415 13275 BLVYS0 A, 646 @, 861
: BSOIT3IEL 13483 11816 A.7PPE B.682 B.876  SB142 15183 12113 @.754 8,651 @, 263
|
B6 16382 13815 11611 8,782 0,688 19715 12945 A.75E B.556 B.8E6
57 15456 12938 11393 9,737 B, 0594 19273 12763 R.762 D.662 0.268
55 15983 12654 11178 0,792 0, €93 13832 575 B.7ET A.668 0,579
52 155855 12361 16948 0,796 A, 705 13277 ATE OB, PYR B.ET4 BLATE
i 64 15HEZ 12AEE 16711 H.861 0711 9,808  17oid 172 B.777 B.ETI B, GYS
51 11754 18458 &, B 17445 i BLEET H.B7F
52 11442 18218 o, & 1E9EE 733 B.E%2 B, 22
53 ] 11124 9981 &, B 16482 S@] A, 655 @,082
5d 18368 9598 @, B, 15991 =549 B, PB4 @, 805
' 65 13472 9489 A, 824 B.742 D900 1%494 12462 11999 A.8500 8. 718 0. 555
65 13141 9157 G, 828 5,748 B.903 14991 1a74s
£7 1Y BESZ B.533 A.7E4 B.OUAS 14480 ladre
63 S4SH  DERS B, E3F B.FED B9S2 13965 18198 ,
g 9151 BI2% A.842 B.TES B, 918 13447 T :
FAO1P4ZZ BE2S 8854 0.B46 0, FF2 G913 1EY1T [AGSES SSEn :
FERE  OBLESE ©.77H 3,905 15393 18287 9E0s g, :
7IIS E,A5% B.7Se 9,917 11A7S 4%iS  g8v i, :
TEA4R BLOASY OLT9E A, 928 11366 2542 2678 M, :
£381 B3 B.THE B, 9EE LESET 317 3359 a. :
| 71 B.2E3 0,207 BL925 1@3T9 2917 SESE  9.84% B.7FF 0.914 :
j 5435 9IEZ 2459  PFSE B ES4 B.FE2 @.917
4 ELER 243%  ©185 7453 0,859 B,7I6 B, 028
: S8 8981 TVPES  TIS5F B.884 9.79 6,922
HEZT 2538 7413 6855 @.558 0,093 @, 925
88 5470 HF4R ST 2188 THEFY €562 B.5T? .632 9,927
i B5 4971 $49% 4252 @,905% 8,555 4,945 £127 5484 5153 G.295 @.241 5. 94A
{
43 3TEY 3487 3326 A, 950 &, 878 8,954 $408  4R3E  IH3IY G916 B.B7L B.951
95 2F85 2663 2384 ©.9I5 B, A9% B, 96% 959 2764 2658 5.934 B.S9% [.982
ig 1898 1792 1752  B.94% 6,920 B, 57E 1324 1733 1682 0,950 8.922 @.971
1% 1861 964 943 8,062 B, 942 0,978 292 B6A 242 B.964 9.944 8,97
118 B A B @620 3,069 9,600 5 a8 B 0,390 @000 B, 608
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N ATTACHMENT D

Prepared By
The Society of Actuaries
Special Committee on
Nonforfeiture Values

4‘ Linkage of Nonforfeiture Values With Valuation Reserves
i
|

The following commentary, after highlighting the strong linkage that currently exists between vazluation reserves and
nonforfeiture value requirements, discusses the origins of this relationship. It is concluded that this linkage is undesirable
and should be severed.

Standard valuation and nonforfeiture laws tie closely together minimum required nonforfeiture values and policy valuation
reserves on both a policy by policy basis and on an aggregate basis. The linkage is forceful in that the required relationships
between mortality and interest assumptions and expense allowances cause the policy reserve generally to be not less than
the minimum nonforfeiture value applicable to that contract. Typically, the minimum nonforfeiture value is the policy
valuation reserve less the unamortized balance of an initial expense allowance. The valuation law also requries that
aggregate reserves be not less than aggregate reserves calculated on the nonforfeiture mortality and interest basis.

; The 1941 Report of the Committee to Study Nonforfeiture Benefits and Related Matters commissioned by the National
) Association of Insurance Commissioners stated clearly that this linkage should ‘be broken. Among the conclusions in
Chapter XI one finds:

There is no necessity for the requirement that valuation of policy reserves and determination of nonforfeiture
benefits be made on the basis of the same mortality table and rate of interest. Such a requirement is
unnecessarily awkward and does not necessarily promote equity, In the first instance solvency is principally
involved while, in the second instance, the company-policyholder relations of equity are principally invelved.

The first recommendation put forward states:
The elimination of the artificial relationship existing between the mortality ana interest standards now

specified for the valuation of policy reserve liabilities and thé determination of nonforfeiture benefits. The
same minimum nonforfeiture requirernents should apply regardless of the basis or mode of valuation.

The concept of policy nonforfeiture values unfolded slowly over the decades, tracking the development of valuation
H reserves, Over time the valuation reserve came to tepresent prefunding of future liabilities out of policyholder premiums.
j When a policyholder came to terminate his policy in midstream, questions began to be asked as to why he should not have
; back the equity he had built up in his policy. Accordingly, nonforfeiture values and valuation reserves became closely
intertwined.

The run-on-the-bank fear has always existed and will continue to exist as a concern for those who occupy themselves with
the solvency of an insurance company. Should every policyholder decide to quit, the insurer must be certain that there is
sufficient money on hand to pay everyone off. As a consequence of this requirement, it is argued that aggregate valuation
reserves should equal or exceed aggregate nonforfeiture values. While the need to be able to handle the drain must be taken
into account, it has hecome evident that if a problem should arise, it would not be because valuation reserves do not at
least equal outstanding nonforfeiture values; the problem would lie primarily on the asset side of the ledger where book
asset values might not be realizable.

| The Society of Actuaries Special Committee on Nonforfeiture Laws in its work adopted. the position that the subjects of
nonforfeiture values and valuation reserves are severable. It is consistent with the thinking of that committee that there is
no reason for the minimum nonforfeiture value to recognize the policy valuation reserve, The only obligation that does
exist is that the vzluation process take into account, among other policy features, any guaranteed nonforfeiture benefits
built into the policies being valued. The way in which that connection is handled will depend to a large extent upon the
way in whith thinking governing the valuation processes evolves. In particular it would appear that the concept that 2 policy
valuation reserve should exceed the required nonforfeiture value will at best be only one factor to be considered in the
valuation process.

g
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Valnation and” nonforfeiture processes reach out in different directions, Valuation should take into account
futures ~ future gross premiums and projected expense rates; otherwise looming insolvency might not be detected. The
basic concept of a nonforfeiture value, however it may be constructed, carries with it a retrospective flavor. All regulatory
thinking to date also states that in the development of nonforfeiture values the margin for profit and overall expense is to
be ignored and that required nonforfeiture values should not be influenced by the level of the gross premium. This pair of
contrasts cannot be reconciled with the connection between valuation reserves and nonforfeiture values contained in the

current law.

Whereas nonforfeiture value requirements must of necessity relate to individual policies, future development of valuation
theory and practice may well concern itself with the risks faced by a portfolio rather than by the individual policies of
which the portfolio is made up. Should this development occur, with the concept of a valuation of reserve for an individual
policy becoming relatively unimportant, linkage between nonforfeiture values and valuation reserves could not even be

forced.

If, as was recommended by the Society of Actuaries Special Committee, there is to be one and only one set of minimum
values for any particular plan, the tying of valuation reserves to minimum nonforfeiture values will tend to depress
valuation reserves toward that single minimum level, There is no logical or rational basis for this consequence; it merely
demonstrates that the connection between the two does not possess the strength it was once thought ta have,

It is important that the valuation process be made responsive to changes in experience occurring following issue.
Nanforfeiture values, on the other hand, are to be established at issue by law and by current marketing practice. A prudent
company may well change from time to time its valuation basis and the valuation reserves on a block of business arleady in
force. Each time such a change occurs, the linkage appears less and less real. In 3 similar vein, the concept of actuarial
certification encourages examination of the appropriateness of reserve bases from time to time following issue; a valuation
process that is hamstrung by nonforfeiture requirements set at issue defeats the concept.

The approach that aggregate policy valuation reserves must be at least equal to aggregate nonforfeiture values is somewhat
more in tune with the direction that valuation thinking is iikely i0 take. Maintaining the relationship between
nonforfeiture and valuation requirements on an aggregate basis focuses attention on the need to value portfolios rather
than policies. To the extent that the relationship examined on an aggregate basis becomes one and only one of several
valuation tests, the relationship between the two is useful,

In summary the close relationship that currently exists between valuation reserves and nonforfeiture values is contrary to
the thinking underlying the two relevant standard laws. Examinztion of the implications of the relationship especially upon
the valuation process suggests that maintenance of the relationship may have a retarding effect. Accordingly, it is
recommended that nonforfeiture value requirements be established independently of valuation consideradions, and that in
the process of valuing policy liabilities existing guaranteed nonforfeiture values be only one element taken into

consideration.

e E
ATTACHMENT E

An Explanation of the Commissioners Reserve Method
for Individual Deferred Annuities

The commissioners’ reserve method for individual defexred annuities is defined in Section 4-a of the presently proposed
amended Standard Valuation Law as:

the greatest of the respective excesses of the present values, at the date of valuation, of the future guaranteed
benefits, including guaranteed nonforfeiture benefits, provided for by such contracts at the end of each
respective contract year, over the present value, at the date of valuation, of any future wvaluation
considerations derived from the future gross considerations, required by the terms of such contracts that
become payable prior to the end of such respective contract year, The future gusranteed benefits shall be
determined by using the mortality table, if any, and the interest rate, or rates, specified in such contracts for
determining guaranteed benefits. The valuation considerations are the portions of the respective gross
considerations applied under the terms of such contracts to determine nonforfeiture values.




NAIC Proceedings — 1977 Vol. I 539

The tables attached iHlustrate the calculation of reserves by this method for a:

E1l - Single Consideration Plan
E2 - Fixed Annual Consideration Plan
E3 -~ Flexible Consideration Plan

TABLE E1

IHustration of Reserve Calculation by the Commissioners’ Reserve Method
for Individual Deferred Annuities for a Single Consideration Plan

. Description of illustrative plzn:

(1}
(2)

(3}

The gross single consideration is accumulated at guaranteed rates of interest varying by contract year.

The cash surrender value is a percentage of the accumulation of the gross single consideration at the guaranteed rates
of interest, the percentage varying by contract year.

The illustrative plan is a twenty year deferred annuity with a single consideration of $10,000.

b. There are two parts to the table in this illustration:

Part 1 — A summary table showing for each contract year.

(1)
(2)

(3

4)

(5

The guaranteed interest rate applicable to the contract year.
The accumulated value of the gross single consideration as of the end of the contract year,

The percentage applicable to the accumulated value of the gross single consideration to obtain the cash surrender
value at the end of each contract year.

The cash surrender value as of the end of the contract year.

The reserve as of the end of the contract year as determined from Part 2.

Part 2 ~ A table as of each valuation date of all those present values of the surrender values at the end of each contract year
in the future, which are in excess of the surrender value actually available at the end of that contract yesr.

LS
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TABLE E1

PART 1

Summary Table
Guaranteed Gross Percentage
Interest Consideration For
Rate Accumulation Surrender
9% $10,000 o0%
9% $10, 900 90
8 11, 772 91
g 12,714 92
8 13,731 93
8 14,829 9L
7% $15, 867 95%
7 16,978 95
7 18,167 95
7 19,438 95
7 20,799 95
3% $21, 423 95%
3 22,066 95
3 22,728 95
3 23,409 - 95
3 2,112 95
3% $24,835 95%
3 25, 580 95
3 26,347 95
3 27,138 95
3 27,952 100

Cash
Surrender

Value

$ 9,810

$ 9,810
10,713
13, 697
12, 770
134939 -

$15,074
16,129
17,259
18, 4,66
19,759

$20,352
20, 963
21,592
22,239
22,906

$23, 593
21,301
25,030
25,781
27,952

Terminal
Reserve

$11,568

$12, 204,
12,875
13,583
144330
15,118

$15,950
16,827

- 17,753

18,729
19,759

$20, 352
20,963
21,592
22,239
22,906

$23, 593
21,1301
25,030
25,781
27,952
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TABLE E2

Illustration of Reserve Calculation by the Commissioners’” Reserve Method
for Individual Deferred Annuities for a Fixed Annual Consideration Plan

a. Description of illustrative plan:

The plan described in Illustration 2 from Table B2 of Attachment B is used with a level fixed annual consideration of

! $3,000 and 2 deferred period of 20 years, The cash values for this plan are defined as:

1)

L))

(1}

(2}

(1)

(2)

(3)

The accumulation of 95% of the net of the gross annual consideration less an annual contract charge of the lesser of
$25 or 10% of the gross annual consideration.

At a guaranteed interest rate of 7%% for the first ten years and 3% thereafter.

b. There are two parts to the table in this illustration:

Part 1 — A summary table showing at the end of each contract year:

The cash surrender value,

The terminal reserve as determined from Part 2.

Part 2 — With respect to' valuation at the end of each contract year:

The present value at an interest rate of 4% of the cash surrender value available at the end of each succeeding
contract year until the contract duration at which such present value equals the cash surrender value as of the
valuation date.

The present value at an interest rate of 4%% of the portions of those respective gross considerations applied under
the terms of the contract to determine nonforfeiture values for the period from the valuation date to the end of the

contract year at which the benefit (surrender value) becomes payable.

The greatest of the excess of (1) over (2), or the cash surrender value at the date of valuation is the reserve.
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TABLE E2

PART 1

Summary Table

End of Cash Terminal

Contract Surrender Reserve

Year Value
0 - 5¢31%
1 3,038 8,379
2 6,30, 11,582
3 9,815 14,930
L 13,590 - 18,428
5 17,647 22,083
) 22,009 25,903
"7 26,698 29,895
8 31,738 34,066
9 37,157 38, 4,25
10 42,981 42,981
11 47,181 47,181
12 51,507 51, 507
13 55,964 55,961,
1. 60, 554 60, 554
15 65,281 65,281
16 70, 151 70,151
17 754 166 754 166
18 80,332 80,332
19 85,653 85,653
20 89,074k 89, 074

i
&
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TABLE E2
PART 2

Present Value

Present value as of the end of the contract year of valuation of surrender values

Contract and future considerations with respect to walues available at end of year.
Year of j
Yaluation 1 2 3 i 5 5 i 8 9 10 11 12

‘ Surrender value at end of contract year
’ 3,08 6,304 9,835 13,500 17,647 22,009 26,698 31,738 37,157 42,981 47,18 51,507

Present Values
0 CSV 2,907 573 8,601 11,396 14,16 18,901 19,618 22,316 25,009 27,677 29,073 30,372
Consid 2,705 5,293 7,769 10,139 12,007 14,577 15,654 15,042 20,543 22,363 24,105 25,771
Net 202 480 @32 1,257 1,754 2,32, 2,960, 3,676 4y LEO 53U 4,968 £y 601
1 Csv 3,038 6,032 8,988 1,909 1,798 17,661 20,501 23,322 26,128 28,922 30,381 31,738
Consid - 20705 5,293 7,769 10,139 12,407 1,577 16,65, 18,642 20,543 22,363 24,105
Net 3,038 3,328 ° 3,695 4y 14O £, 659 51254 5y 520 6,668 T 186 8,379% 8,018 7+633
] 2 o5V 6,30L 9,392 12,445 15,464 18,456 20,42, 24,371 27,304 30,22, 3L, 748 33,167
i Cansid — 2,705 5,293 7,789 10,139 12,207 14,577 16,654 18,642 20,543 22,363
6,304 6,687 7,152 7,695 8,317 9,007 9,79, 10,650 11,582% 11,205 10,80%
3 OSV 9,815 13,005 14,360 19,286 22,388 25,468 28,533 31,584 33,170 34,659
Consid - 2,705 5293 7,769 10,139 12,407 14,577 16,65, 18,642 20,543
Net 9,815 10,300 10,867 11,517 12,249 13,06 23,956 14,930% 14,528 14,116
L Csv 13,590 16,887 20,154 23,395 26,614 29,817 33,005 34,670 36,219
Consid — 2,705 5,293 7,769 10,139 12,407 14,577 26,654 18,642
Yet 13,590 14,182 14,861 15,626 16,475 17,410 18,428% 18,0016 17,577
5 oSV 17,667 21,080 24,8 27,812 3L,158 34,490 35,230 37,849
Consid’ o 2,705 5,293 7,769 10,139 12,407 4,577 16,654
Vet 17,647 18,356 19,155 20,0.3 21,009 22,083* 21,653 21,195
. 6 C5V 22,009 25,543 29,063 32,561 36,042 37,860 39,552
| Cunsui -_ 2: 705 51 293 7’ 769 lop 139 121 LUF 11"’! 577
! L 22,009 22,838 23,770 24,792 25,903 25,453 24,975
7 0 26,698 30,371 34,026 37,664 39,56k 41,332
: Consid —_ 2,705 5,293 7,769 10,139 12,407
Net 26,698 27,666 28,733 29,899 29,425 28,925
: W v 31,738 35,557 39,359 AMLMS5 43,192
Congid — 2,705 54293 7,769 10,139
Net 31,738 32,852 34,060+ 33,576 33,053
9 Ccsv 37,157 4L 130 43,205 45,135
Consid _ 2,705 5,293 7,769
Net 37157 38,429 37,912 37,366
10 CSV 52,981 45,149 47,167
: Consid — 2705 5,293
; Net. L2,98F L2445 41,87

#The net present values in this colwm are the largest and are uged for reserves
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TABLE E3
Flexible Consideration
Description of the plan:

Use the same example as for [llustration 2 Table B2 but assume a flexible plan and that $3,000 is paid as 2 consideration
each year.

Since it is not know what considerations, if any, will be paid in the future, the present value of future considerations
cannot be determined. Therefore, the cash surrender value at the date of valuation is accumulated forward at the
guaranteed interest rate until such time as the guaranteed interest rate no longer excceds the valuation interest rate and the
resultant accumulation discounted back to the valuation date using the valuation interest rate. In this example, this is
equivalent to the present value of the future guaranteed benefits less the present value of the future net considerations
assuming that no further considerations will be received.

Comparison With Nonflexible Plan Reserves:

The higher reserve carried on a comparable nonflexible plan takes into account the excess interest guarantees on
considerations fixed by the contract for the period after the valuation date on the nonflexible plan,

End of Cash Terminal Comparable Excess of
Contract Surrender Reserve Non Flexible Non Flexible Plan
Year Value Plan Reserve over
Reserve Flexible Plan Reserve

0 0 5,31L 5,31
1 3,038 3,919 8,379 Ly 460
2 6,304 74906 11,582 3,676
3 9,815 11,966 14,930 2,96l
L 13,590 16,105 18,428 2,323
5 17, 647 20,330 22,083 1,753
6 22,009 Ry 647 25,903 1,256
7 26,698 29,064, 29,895 831
8 31,738 33,586 31,066 L8O
9 37,157 38,22 38,425 201
10 52,981 42,981 42,981 (-
11 47,181 47,181 47,181 =0~
12 51, 507 51, 507 51,507 O
13 554964 55,96k 55,964 =0
14 60, 554 60, 554 60, 554 =0
15 65,281 65,281 65,281 =
! 16 70,151 70,151 70,151 =0-
; 17 75,166 75, 166 75,166 (e
. 18 80,332 80,332 80,332 -
19 85, 653 85,653 85,653 | -0~
20 89,074 89,074 89,074 ~0-
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ATTACHMENT F

An Explanation of the Revision of the Premium Deficiency
Reserve Section of the Standard Valuation Law

Section 7 of the present Standard Valuation Law defines the premium deficiency reserve such that, if an insurer wishes to
maintain reserves on a more conservative basis than that defined by the minimum reserve valuation standard, & larger
premium deficiency reserve is required than would be required if minimum reserves had been calculated. Such increased
premium deficiency reserves would be in addition to the increase in the basic reserve resulting from such strengthening,
The combined increase in total reserve is usually too great to make such a change feasible. The revision to the Standard
Valuation Law recommended at this time would define the minimum reserve, in the event that the gross premium charged
in any contract year is less than the valuation net premium calculated by the method used in calculating the reserve
thereon, but using the minimum valuation standards of mortality and rate of interest as the greater of either:

(2) The reserve calculated according to the mortality table, rate of interest and method actually used for such policy or
contract; or

(b}  The reserve calculated by the method actually used for such policy or contract but using the minimum reserve
standards of mortality and rate of interest and replacing the valuation net premium by the actual gross premium in
each contract year for which the valuztion net premium exceeds the actual gross premium. .

In changing to a more conservative standard of valuation, the revision recommended will greatly alleviate the extreme and
redundant increase in reserves generated by the present Standard Valuation Law. Table F1 compares the effect of
serengthening reserves to a more conservative basis comparing reserves calculated according to the present Standard
Valuation Law with those calculated according to the recommended revision.
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TABLE F1

An llustration of Valuation at 2 More Conservative Interest Assumption Than That Required
for Minimum Reserves Where the Gross Premium is Less Than the Net. Valuation Premium

For a whole life plan issued at age 35 assume, for the purpose of this illustration, a gross annual premium of $12.87 per
$1,000 fact amount, equal the net level reserve valuation method annual premium calculated on the basis of the 1958 CS0
Mortality Table and 4%% interest. This table compares the terminal reserves required under the present statute with those
resetves required under the proposed revisions and illustrates the effect on minimum reserve requirements of strengthening
the reserves from those on a minimum reserve hasis to those on 2 3%% basis.

Under The Present Statute Under Revised Statute

. . Resgerve
Basic Deficiency Total
Reserye Reserye Regerve wgz::’;;’:_‘;ai‘* Actual
Minimum reserve at e Recogmended
1958 C3S0 Mortality and CEVM CRVM CRYM CEVM NLP
ik 4% 4% L 437
Valuation Premium 3 14.53 $-1.66 $ 12.87 $ 12,87 $ 12.87
Reserve at Issue $ 0 $30.04 $ 30.04 $ 30,04 $ 0
Terminal reserve at end of policy year \
1 $ 0 $31.32 $ 31.32 $ 31.32 $ 10,97
2 12,51 30.93 L3.44 L3 .44 22.33
5 52.51 29.69 82,20 82,20 58.68
10 124,..99 271 15240 152.40 126.18
20 291,79 22,18 313.97 313.97 28hL.62
30 L72.46 16.52 488,98 488,98 460.99
Strengthened To 1958 CS0 334 Net lLevel Premium Reserves
Valuation Premium $ 15.03 $=2.16 $ 12.87 3 * $»
Reserve at Issue $ O $L4..22 $ Lhe22 $ 30.04 $0
Terminal reserve at end of policy year
1 $ 13,08  $43.64 $ 56.72  $31.32 $ 13.08
2 26,53 43,04 69457 L3.44 26.53
5 68.90 41.17 110.07 82.20 68.90
10 145.49 37.78 183.27 15240 L5049
20 314,81 30.21 347.02 316,81 316.81
30 497.20 22.23 519443 497.20 597.20
Increase In Reserves Regsulting From Strengthening to 35% Net Level
From LECRYM LcnuM LEINLP
Reserve at Issue $ 1L.1 $ 0 $ O
Terminal Reserve at end of policy year
1 3 25,40 $ 0O $ 2.11
2 26.13 o 5420
5 27.87 C 10.22
10 30.87 0 19.31
20 33.05 2.8 32,19
30 30.45 g8.22 36.21

#Under the proposed revision to the Standard Valvation the valuation premium

is either $15.03,if the reserves are caleculated by the 3% basis, or $12.87,

if the reserves are calculated assuming a gross anmual premium equal to the

net level anmual premium at 43% interest snd using the 1958 CSC Mortality Table.

*%For comparison with the present method at the same rate of interest permitted
urder the present statute.
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"“Uniform Percentage of Gross Premium Rule”’

In valuing plans with gross premiums varying by policy duration, the present Standard Valuation Law specifies that the
valuation net premium shall be such uniform percentage of the gross premiums that the present value, at the date of issue
of the policy, of all such defined veluation net premiums shall be equal to the sum of the then present value of the benefits
provided for by the policy and, in the case of the Commissioners’ Reserve Valuation Method, an amount to partially
account for additional expenses incurred in the first policy year. The proposed revision of the premium deficiency reserve
section states that:

If in any contract year the gross premium charged by any life insurance company on any policy or contract is
less than the valuation net premium for the policy or contract calculated by the method used in calculating
the reserve thereon but using the minimum valuation standard of morrality and rate of interest. , . .

The “uniform percentage of gross premium™ rule appears to be valid for those plans for which the gross premium for each
policy year can be expressed as some fixed portion of an “‘ultimate’ or “representative” gross premium for that plan as, for
example, a graded premium whole life plan with the first year gross premium 50% of the “ultimate’ gross premium and
grading upward by a fixed interval of percentage points from policy year to policy year until the “ultimate”’ premium level
is reached. However, for plans such as renewable term insurance and term insurance plans with an automatic conversion at
the end of the term period to a whole life plan with the whole life plan gross premium rates guaranteed at issue date of the
term plan, the ratio of the gross premium to the actual valuation net premium for a particular period of coverage may not
be the same as for other periods of coverage under that plan. These are some of the prablems in interpreting any statutes,
either present or proposed, concerning the valuation of plans of insurance where the gross premiums for any policy
duration are less than the valuation net premiums for that duration. The NAIC techniczl task force believes that some form
of model regulation is needed which will standardize the interpretation to be followed.

Undl such time as 2 model regulation is devised for interpreting the application of the Standard Valuation Law to plans
with gross premiums at one or more policy years which are less the corresponding valuation net annual premiums for those
respective policy years, the NAIC technical task force will prepare examples to serve as iHustrations of st least one
approach to the valuation of these plans.

For renewable term insurance, there has been a considerable variation from state to state as to the peried to be used for
reserve calculations, and there is rising support among regulators to consider the entire gnaranteed premium rate period as
the period of the plan so that the period of a renewable term plan, renewable to age 65, would be considered as a term to
age 65 plan with premiums varying by term renewal period. This is important not only in considering the increasing chance
that at each renewal date only those in relatively poorer health than the average physical condition for all persons eligible
at that renewal date to continue coverage will elect to renew, but also in considering that in some renewal years the gross
premium may be less than the valuation net premium. More work needs to be dane by the task force in this area to provide
standard procedures for calculating reserves in these special situations.

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

LIFE INSURANCE
December 1976

This report concerns only the proceedings of the NAIC technical task force since the June 1976 meeting of the NAIC
which do not require action by the NAIC at the December 1976 meeting in Phoenix. Recommendations requiring a
decision by the NAIC at the December 1976 meeting were sent to members of the (C3) Life Subcommittee in a “Special
Report” on November 4, 1976 with subsequent mailings an November 9, 1976 (withdrawing Recommendation (3)) and
November 15, 1976 (Attachments B through F).

£
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Proceedings of the Technical Task Force Concerning Life Insurance

Index to Proceedings:

1. The Standard Nonforfeiture Law.

a. Society of Actuaries' Special Committee {(Attachment A).

b. Summary of Views prepared by American Council of Life Insurers (ACLI) {Attachment B).

o

Exposure Draft prepared by ACLI (Attachment C).

2. The Valuation of the Policy Reserve Liability.

a Basic Principles of Reserve Requirements.

b. Reserve Requirements for Interest Rate Guarantees on Active Life Funds Held Under Group Annuity Contracts
(Attachment D).

c. The Relationship Between Minimum Statutory Reserves and Minimum Surplus.

3. Disclosure for Individual Deferred Annuity Contracts (Attachments E1 and E2).

4. Progress on the Construction of New Mortality Tables (Attachment F).

5. Minutes of Meetings (Attachments G, G1, G2, G3, G4, G5 and H).

1. The Standard Nonforfiture Law.

a Society of Actuaries' Special Committee on Nonforfeiture Values Final Report {Attachment A). This report covers

some studies made subsequent to the Report to the Board of Governors of the Society published by the Society in
January 1976. Topics covered are:

i,

Cash Value and Reserve Linkage (This appears also as Attachment D te the Special Report concerning
revisions of the Standard Valuation and Nonforfeiture Laws).

Expense Allowances.
The Cost of Withdrawal.

Trivial Values and Term Exemptions.

v. Family Policies.
vi. Uniform Seniority.
vii.  Curtate Versus Continuous Functions.
viii. Basis for Age.
ix. Fractional Modes and Refund of Unearned Premium at Death.
b. Summary of Views on Recommt;nded Changes in the Standard Nonforfeiture Law (Attachment B), This summary

compares the views of the Society of Actuaries’ Special Committee, the American Council of Life Insurers and the
NAIC technical task force with respect to the thirty recommendations, conclusions or observations made by the
Saciety of Actuaries’ Special Committee on Nonforfeiture Values, The summary was prepared by the American
Council of Life Insurers. It should be noted that some of the views expressed in this summary have changed after
further study. A special minority view on deposit term has been received from the Federal Kemper Life Assurance
Company, and that company is to be asked for a further explanatien of its position.
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c. Proposed Revisions in the NAIC Standard Nonforfieture Law (Attachment C) prepared by the American Council of
Life Insurers. This exposure draft adopts most of the recommendations of the Society of Actuaries’ Special
Committee and will serve as a starting point for the work of the NAIC technical task force in drafting such revisions.

2. The Valuation of the Policy Reserve Liability,

a. Basic Principles of Reserve Requirements. The formulation of basic principles of reserve requirements involves an
attempt to resolve two classically opposed forces, the theoretical ideal and practical reality. What is needed are not
only basic principles for reserve requirements for interest guarantees, but basic principles for reserve requirements in
general. Three fundamental principles seem apparent:

i The primary purpose of reserve requirements is 1o lock up enough funds to provide, under reasonable
f expectations of experience, for the payment of future guaranteed benefits and, in the case of contracts
becoming paid up, for the expenses of maintaining such paid up contracts.

i, The minimum reserve requirements must be such that the net cost of insurance to the policyholder is the
least thar can be expected and still satisfy the primary purpose of such requirements.

iii. Reserve requirements must consider the effects of those requirements in designing insurance and annuity
products and should not arbitrarily attempt to deliberately limit or mandate the choice of such products.

From these fundamental principles a number of basic rules can be develaped with respect to the various areas of
valuation problems. Before discussing these, however, there zre 2 number of practical realities which must be
observed:

(1) The wide variety of technical competence of the actuarial staffs of the various state insurance departments
requires that specific methods and standards for reserve for each type of liability must be provided either in the law
or by regulation authorized by law. (The NAIC technical task force must originate these standards to promote
uniformity among the states and continuity within each state.)

(2) While it is a noble aspiration that “The actuary working with a particular situation should be free to exercise his
professional judgment with respect to the mathematical formulae employed in calculating reserves...,” the
practical fact is that, under the current embryonic system for setting standards of actuarial conduct and for
enforcing those standards, the regulatory authorities cannot assume the risk of allowing such freedom and must of
| necessity set specific standards for reserves. Of course, the factors assumed and not assumed in setting those
standards must be delineated in the definition of the standards.

(3) The time frame within which we must operate requires that action be raken as soon as possible for those areas
where agreement can be reached as to the proper basis for valuation consistent with that existing or contemplated
for other areas. If there is 2 particular problem with respect to a segment of an area of valuation which cannot be
solved now, that should not delay action on those parts of the problem for which a solution seems appacent at the
present time.

b. Reserve Requirements for Interest Rate Guarantees on Active Life Funds Held Under Group Annuity

Contracts. Since most states other than New York do not have sufficient statutory authority to promulgate
! regulations such as presently in operation in New York and since the NAIC technical task force has not yet been
able to draft any recommended standard enabling legislation, no further work is being considered by the technical
task force in this area until such standard legislation is drafted and adopted by the NAIC. New York will continue to
regulate this line of insurance.

A model regulation has been drafted by the NAIC task force patterned after the New York regulation (Attachment
D), but adoption of this mode! by the NAIC is not recommended until standard legislation is drafted and adopted
by the NAIC enabling the various states to promulgate such a regulation,

c. The Relationship Between Minimum Statutory Reserves and Minimum Surplus. This relationship, which includes a
study of the nature of minimum surplus standards, is being studied by the NAIC Valuation Technical Advisory
Committee and will also possibly involve some work by a special Society of Actuaries’ committee. The work on
minimumn surplus standards, with appropriate annual statement modifications, could result in a very powerful
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regulatory test which would establish for each insurer, based upon the entire risk structure for that insurer
(mortality, morbidity, persistency, investment, expense), a level of surplus below which the actual amount of capital
and surplus should not fall-without that insurer being placed under special surveillance. This would be the ultimate
early warning system regulatory test. (See Item 6 of Attachment G1 of this report for further details.)

3. Disclosure for Individual Deferred Annuity Contracts.

The majority of the NAIC technical task force agrees that for individual deferred annuities:

a.

There is an urgent need for disclosure of guaranteed cash values on all forms of deferred annuities, and for contracts
with no cash values the death benefit should be disclosed.

For flexible premium plans values should be shown in an illustrative summary assuming a certain future level of
premiums and stating clearly that such a summary is for illustrative purposes only.

Ilustrations of benefits derived on the assumption of continuance of the interest rate currently payable must be
accompanied by the corresponding guaranteed values, with suitable wording that clearly specifies that illustrative

_amounts are not guaranteed,

The values at one fixed maturity age, such as age 65, should be required for comparative purposes.
The effective puaranteed annual yield with respect to the gross premivms paid by the annuitant should be shown:

i For all individual deferred annuity contracts with respect to the values available at the fixed maturity age
mentioned in d. above.

ii. For any individual deferred annuity contract, whose sales literature or any other promotional material refers
to any guaranteed rate of interest in excess of the maximum rate of interest allowed in the valuation of
policy reserves on such contracts, with respect to any guaranteed values disclosed in such eontracts.

. Upon request for such information at any time by the contractholder,

There was considerable discussion of the fifth item above concerning effective yields on gross premiums paid and a
strong and vocal minority of the task force opposes any form of disclosure of effective yields on a gross premium
basis. Two views pro and con are attached (Attachments E1 and E2). The task force will present these views to the
appropriate NAIC task force on disclosure. -

4, Progress on the Construction of New Mortality Tables.

The minutes of the October 12, 1976 meeting of the Society of Actuaries Committee to Develop New Valuation Tables are
given in Attachment F. Separate tables by sex are being developed.

5. Minutes of Meetings.

August 18-20, 1976 at the NAIC Central Office, Milwaukee, Wisconsin.
Attachments to this report concerning the minutes of these meetings and reports received and discussed are:

Attachment G — Minutes, General Items.
Attachment GI — Minutes, (C3) Subcommittee Items.

- Attachment G2 ~ Redraft-of Section 3 of Mode! Individual Deferred Annuity Nonforfeiture Value Legislation.

Attachment G3 — Reserve Requirements for Interest Guarantees on Active Life Funds Held Under Group Annuity
Contracts.

Part 1 — Conference, August 3, 1976.
Part 2 -- Margin for reinvestment interest rate fluctuations.
Part 3 — Guarantees open to future contributions versus guarantees covering only existing funds.
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Attachment G4 — Reporis by American Council of Life Insurers.
Part 1 — Proposal to increase the statutory interest rates in the standard valuation and nonforfeiture laws.
Part 2 —- Proposed Changes in the standard valuation law.
Part 3 -- Proposed changes in the standard nonforfeiture law.
Attachment G5 -- Report of the Society of Actuaries Committee to Establish New Valuation Tables.
b. October 14-15, 1976 at the Radisson Hotel, St. Paul, Minnesota.
This meeting was devoted primarily to the drafting of the Special Repott containing the recommended drafts of the
Individual Deferred Annuity Standard Nonforfeiture Law and the revised valuation and nonforfeiture value interest
assumptions for minimum value calculations (Attachment H is a brief and general summary of the minutes of this
meeting).
Recommendations
See Special Report sent November 4, 1976, which appears here preceding this report,
John O. Montgomery, Chairman, California; W. Keith Sloan, Arkansas; James Montgometry III, Dist. of Columbia; Erma

Edwards, Nevada; William A. White, New Jersey; Thomas J. Kelly, New York; Willizm R. Burns, North Dakota; J. Ramon
Estefania, South Carolina; Ted Becker, Texas; LaMar Walker, Utah; Bradford S. Gile, Wisconsin.

ATTACHMENT A

The Mutugl Life Insurance Company of New York
Broadway at 55th Street
New York, New York 10019
(212} 586-4000

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

From: Adrian Gill, F.S.A., F,CLA.
Society of Actuaries Nonforfeiture Committee

Re: Final Report "'Clean-Up" Society of Actuaries Special Committee on Nonforfeiture Values
Date: Qetober 4, 1976

This is intended as 2 clean-up communication to you from the Society of Actuaries Special Committee on Nonforfeiture
Values, We will deal with a number of items not previously disposed of and end with a summary of the conclusions reached
since our Report to the Board of Governors of the Society, released to you in QOctober 1975 in draft form and
subsequently published by the Society in January 1976.

The Report has now been discussed at twa Society meetings and has generally met with approval of the membership of the
Society. Those discussions will appear in the 1976 Record. The Report is also on the agenda of the Society’s Board of
Governors with » proposal that it be made an opinion of the Board. Thus, it is fair to sy that the recommendations in the
Report have received wide acceptance in the profession, One industry committee (the Actuarial Committee of the ACLI},
has also made known to you its general agreement with our conclusions,

The studies performed since the Report was published have not received the same wide exposure, but since they do not
depart in any significant way from the pringiples and recommendations underlying the Report, we are confident they
would meet with similar acceptance. Those further studies are discussed below.
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1. Cash Value and Reserve Linkage

The first appendix was drawn up by John Gardner, Vice-Chairman of our committee and deals with the question of linkage
between nonforfeiture values and reserves, While our Report recommends that any statutory linkage be severed, and your
committee agreed with that conclusion, we did not develop the underlying reasoning in any detail. We feel the attached is
an important document that should prove useful to your task force, especially since the question tends to recur and will
most certainly be taised in the NAIC and in state legistatures.

The most tecent example is the question raised at your August meeting in Milwaukee where mendatory termination
dividends were suggested as 2 technique for distributing the excess of reserves over cash values, again linking the two! We
wish to emphasize the staternents in our Report that the asset share is the best measure of equity and that reserves are not
relevant in that regard.

II. Expense Allowances

Representatives of our committee have worked closely with Mr. C.F.B. Richardson and officers of LOMA and certain of
their member companies on expense analysis, While we differ with Mr. Richardson on a number of technical points, we do
agree with his conclusion that expense allowance factors of 125% of net premium plus 1% of the face amount reflect fairly
the median expense levels of the companies studied. We wish to point out that the companies studied are ordinary
companies with probable expense experience average or better then average in the industry. Expense allowances at this
level do not accommodate higher expense companies or industrial companies. Thus, the philosophical question of whether
high, low or medial expense levels are appropriate to minimum nonforfieture expense allowances remains to be addressed.

After testing, we also support certain other conclusions or suggestions of Mr. Richardson’s, as given below {some test
results are given in Appendix II):

(1) The use of 2 maximum premium for expense allowances analogeus to the $40 limit in the present law rarcly has
application and can be eliminated in the interest of simplicity.

(2) Weighting expense allowances between plan premium and whole life premium does not significantly improve the fit
with the expense allowances calculated by Richardson and similarly can be dispensed with on-the grounds of
simplification. The underlying cause of this result lies in Richardson’s use of average size factors by plan which
causes higher excess first year expenses to arise on high premium plans because of their lower average size. The use
of the same percentage factor as whole life tends to duplicate this result (Appendix H).

(3}  The expense allowances calculated on the assumption of 3%% net premiums are also satisfactory for net premiums
using interest rates as high as 6% (Appendix IT).

(4)  The 1% factor in the expense allowance formula may be applied to the arithmetic average of the amounts in force
during the fitst ten policy years (or the first ten years after an unscheduled amount change) instead of to the
“equivalent uniform amounts” based on present values as in the current law, (Qur Report recommended the ten
year period he used instead of the life of the policy.)

MI. The Cost of Withdrawal

The following truism appears on page 11 of our Report: *. .. in the long run the costs of early terminations will be paid
by continuing policyholders.”

The 1941 NAIC Report took the position that the departing poficyholder should theoretically leave the continuing
policyholder in neither 2 better nor a worse position. Your committee suggested that new attitudes on the part of
consumers called for reexamination of the question. Accordingly, many asset share tests were run hy Mr. Baucom of the
Provident Life and Accident to test the cost of withdrawal under different assumptions as to persistency and level of cash
values as that is affected by expense allowances or interest rates underlying the cash values. The assumptions used were
those furnished by you and are outlined in Appendix I11. In addition, we performed tests using the maximum allowance in
our Report (150% of net premiums plus $20), the Richardson allowance of 125% plus $10 and made tests that employed a
6% interest rate. ‘

i
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The techrique employed first calculated 2 “natural premium” based on your assumptions plus a zero percent lapse rate.
The resulting natural premiums represent the nonprofit premiums of a nonparticipating company, which employed your
assumptions and either did not experience any voluntary terminations ot else had a cash value scale equal at all points to
their asset shares. If the assumptions were realistic and the company did not wish to make a profit, their premiums would
represént the ideal of the 1941 Cormmittee, affecting the cost of neither the continuing nor departing policyholder.

The assumptions are not realistic since there is no consideration for federal income tax, risk charges, profit or competitive
considerations. By varying the assumptions, however, and comparing consistently derived profitless premiums, a
comparison can be made with the natural premiums; the difference between them represents the ‘‘cost of withdrawal.”
Specimen costs are shown on the following table.

Specimen Costs of Withdrawal

Ordinary Life — 3%4%

Lapse Expense Interest Issue Age
Scale Formula Rate 27 37 47 57
Moorhead § 1 3149 28 .39 21 66
2 32 40 56 78 113
Moorhead T 1 3 .50 67 90 1.23
2 34 70 97 1.36 2.02
Special 1 3% A48 68 86 1.02
2 34 .73 1.05 1.44 1.99
Moorhead S 125% + $10 6 17 16 17 .29

Another way of characterizing this cost is to say that it is the level amount that must be paid each year by persisting
policyholders to make up for the withdrawal values granted to terminating policyholders. If the cost is positive, the
terminating policyholder received more than the asset share and conversely.

Without attempting to summarize the resulting masses of data in Appendix 111, certain general statements are in order:

(1) Cash values and persistency rates are interrelated; high early cash value plans, in particular, show high termination
rates in the renewul years. To reflect this phenomenon, the committee added to your S&T scales a “special lapse”
scale intended to be representative of high cash value plans.

(2)  The cost of withdrawal varies to 2 recognizable degree with expense allowznces varying within the natrow range you
furnished, but the cost varies more significantly between the maximum and minimum allowances given in our
Report.

(3)  The cost of withdrawal varies greatly by lapse of assumption of cash values differ significantly from asset shares;
while this is obvious, the extent of the difference may be surprising, particularly if the influence of cash values on
lapses is recognized through the “special lapse” scale. (See table above)

(4  The only way to minimize the cost of lapse is to employ cash value assumptions that reasonably reflect their asset
share analogs. In our studies, a six percent nonforfeiture interest rate combined with Richardson’s expense
allowances came closest to eliminating the cost of withdrawal.

{5) The committee made extensive calculations based on two recovery periods, (1) the life of the policy and (2) 20
years. We feel the 20 year recovery petiod is more realistic and promotes consistency by issue age. Hence, all the
figutes in this letter use the 20 year recovery period.

In summary, our committee returns to its basic premise that equity is best served by cash value factors that are elosest to
asset share assumptions. This implies realistic expense allowances, modern mortality and current interest rates, ranging as
high as 6%. Finally, we emphasize that the cost of withdrawal will be paid for many years by the persisting pelicyholder,
who may pay a high price for the option of dropping out early if realistic assumptions are not employed. In Appendix LI
we show an array of results employing the various assumptions outlined in the first pages of that appendix.
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IV. Trivial Values and Term Exemptions

We previously prepared calculations to determine whether a trivial value test could be substituted for specific term
exemptions, i.e. if no nonforfeiture values were required for a policy that never developed cash values exceeding, say, 3%
of face amount or three net premiums when the standard formula was employed, would this eliminate the need to exempt
certain term policies from nonforfeiture requirements? Mr. Leff in a document forwarded 1o you on June 6 concludes that
term exemptions are still needed. Mr. John Aschenbrenner has performed further tests which confirm that conclusion and
lead to certain others, In summary, we recommend:

(1) Level term policies of less than 21 years duration expiring before age 71 be exempt from nonforfeiture
requirements. These factors reflect changes in net premiums, asset shares and industry practice since the original law
was drafted and are equivalent to the current exemption updated (see Leff memorandum referred to above).

{2)  Triviality exemptions may be based on either 2 percentage of face amount on the order of 2%% or a multiple of net
levelized nonforfeiture premiums, such as three, with similar effect, The advantage of the former is simplicity of
caleulation but it has the drawback of eliminating values on certain juvenile plans. The multiple of premium test will
more likely retain juvenile values but is more likely to eliminate values at older ages.

(3)  Policies with guaranteed cash, endowment or paid-up benefits should not be exempt from cash value requirements
on either of the above bases as these, by their nature, require nonforfeiture benefits,

(4)  Joint life term policies should be exempt based on age 71 of the older life.

Decreasing term would be exempt in the same way as in the present law, through adjusted premium equivalency. The
results of some of John’s tests are given in Appendix IV,

V. Family Policies

The Standard Nonforfeiture Law should provide that for the purpose of calculating minimum nonforfeiture benefits on
two-parent family plans where both parents are alive: (a) any term insurance henefits on the insured spouse shall be
deemed a supplemental policy provision; and (b) for nonterm benefits for each primary insured’s age, a unique set of
minimum values will apply regardless of the age of the insured spouse, calculated on the assumption that the age of the
insured spouse is equal to the age of the primary insured.

VI. Uniform Seniority

The Standard Nonforfeiture Law should specifically permit the use of the uniform seniority rule for joint life policies and
should also specify the Table of Uniform Seniority.

VII. Curtate Versus Continuous Functions

Mr. Harold Leff’s analysis leads to the conclusion that niether curtate not continuous functions czn be said to uniformly
produce the lowest cash values for given expense allowances, but the curtate basis came close to that result. It is, therefore,
recommended that either basis be permitted, at the company’s option. To avoid duplicating the required minimum value
tables it is suggested that these be on a curtate basis with the advice to regulators that continuous function values may, in 2
few cases, be dlightly lower.

VIIL. Basis for Age

The age basis for nonforfeiture values should be consistent with the age basis for gross premiums. Books of minimum
values should be published on both an age nearest birthday and an age last birthday basis.

1X. Fracfional Modes and Refund of Unearned Premium at Death

An analysis by Mr, Richard Fisher appears as Appendix V. While there is some potential difference in minimum values to
reflect premium mode and the refund feature, it is slight and, recognizing that equity isn't achieved through cash values
alone, it is recommended that a single set of minimum values apply in the interest of simplicity.
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We were pratified to note that the first draft of a model bilt being prepared in the ACLI was an excellent expression of the
concepts in our Report and the subsequent studies. Our committee reviewed that report, and 1 believe it now incorporates
all of the above conclusions. i

John, this tetter should cover all the outstanding questions raised from every quarter on our Report. While your task force
was interested in our analysis of “horrible examples® they were to fumish us, those were never forthcoming and, in fact,
we doubt such will be found. We draw some support for that belief from learning that ne entries were submitted to *“The
Actuary’s” Competition which offered prizes for “a product that either (a) requires grossly excessive minimum
nonforfeiture values or (b) permits absurdly low values.” If any examples do atise from your task force, T would be glad to
discuss them with you.

Our committee is very pleased with the fact that draft legislation has emerged only a year after our draft Report was '

released to you. We hope that you will keep up the fine pace by introducing the Model Bill at the NAIC meeting in
December.

I know I speak for the entire committee in saying it has been 2 pleasure to be of service in this important area.

EEREE L X

ATTACHMENT A, APPENDIX I

Linkage of Nonforfeiture Values
With
Valuation Reserves

The following commentary, after highliphting the strong linkage that currently exists between valuation reserves and
nonforfeiture value requirements, discusses the origins of this relationship. It is concluded that this linkage is undesirable
and should be severed. '

Standard valuation and nonforfeiture laws tie closely together minimum required nonforfeiture values and policy valuation
reserves on both a policy by policy basis and on an aggregate basis. The linkage is forceful in that the required relationships
between mortality and interest assumptions and expense allowances cause the policy reserve generally to be not less than
the minimum nonfarfeiture value applicable to that contract. Typically, the minimum nonforfeiture value is the policy
valuation reserve less the unamortized balance of an initial expense allowance. The valuation law also requires that
aggregate rescrves be not less than aggregate reserves calculated on the nonforfeiture mortality and interest basis.

The 1941 Report of the Committee to Study Nonforfeiture Benefits and Related Matters commissioned by the National
Assgciation of Insurance Commissioners stated clearly that this linkage should be broken. Among the conclusions in
Chapter XI one finds:

There is no necessity for the requirement that valuation of policy reserves and determination of nonforfeiture
benefits be made on the basis of the same mortality table and rate of interest. Such a requirement is
unnecessarily awkward and does not necessarily promote equity. In the first instance solvency is principally
involved while, in the second instance, the company-policyholder relations of equity are principally involved.

The first recommendation put forward states:

The elimination of the artificial relationship existiﬁg between the mortality and interest standards now
specified for the valuation of policy reserve liabilities and the determination-of nonforfeiture benefits. The
same minimum nonforfeiture requirements should apply regardless of the basis or mode of valuation.

The concept of policy nonforfeiture values unfolded slowly aver the decades, tracking the development of valuation
reserves. Over time the valuation reserve came to represent prefunding of future liabilities out of policyholder premiums.
When 2 policyholder came to terminate his policy in midstream, questions began to be asked as to why he should not have
back the equity he had built up in his policy. Accordingly nonforfeiture values and valuation reserves became closely
intertwined. ‘
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The run-on-the-bank fear has always existed and will continue to exist as a concern for those who occupy themselves with
the solvency of an insurance company. Should every policyholder decide to quit, the insurer must be certain that there is
sufficient money on hand to pay everyone off. As a consequence of this requirement, it is argued that aggregate valuation
reserves should equal or exceed aggregate nonforfeiture values. While the need to be able to handle the drain must be taken
into account, it has become evident that if a problem should arise, it would not be because valuation reserves do not at
least equal outstanding nonforfeiture values; the problem would lic primarily on the asset side of the ledger where book
asset values might not be realizable.

The Society of Actuaries Special Committee on Nonforfeiture Laws in its work adopted the position that the subjects of
nonforfeiture values and valuation reserves are severable. It is consistent with the thinking of that committee that there is
no teason for the minimum nonforfeiture value to recognize the policy valuation reserve. The only obligation that does
exist is that the valuation process take into account, among other policy features, any guaranteed nonforfeiture benefits
built into the policies being valued. The way in which that connection is handied will depend to a large extent upon the
way in which thinking governing the valuation processes evolves. In particular it would appear that the concept that a
policy valuation reserve should exceed the required nonforfeiture value will at best be only one factor to be considered in
the valuation process.

Valuation and nonforfeiture processes reach out in different directions. Valuation should take into account
futures — future gross premiums and projected expense rates; otherwise looming insolvency might not be detected. The
basic concept of a nonforfeiture value, however it may be constructed, carries with it a retrospective flavor. All regulatory
thinking to date also states that in the development of nonforfeiture values the margin for profit and overall expense is to
be ignored and that required nonforfeiture values should not be influenced by the level of the gross premium. This pair of
contrasts cannot be reconciled with the connection between valuation reserves and nonforfeiture values contained in the
current law. '

Whereas nonforfeiture value requirements must of necessity relate to individual policies, future development of valuation
theory and practice may well concern itself with the risks faced by a portfolio rather than by the individual policies of
which the portfolio is made up. Should this development occur, with the concept of a valuation reserve for an individual
policy becoming relatively unimportant, linkage between nonforfeiture values and valuation reserves could not even be
forced.

If, as was recommended by the Society of Actuaries Special Committee, there is to be one and only one set of minimum
values for any particular plan, the tying of valuation reserves to minimum nonforfeiture values will tend to depress
valuation reserves toward that single minimum level. There is no logical or rational basis for this consequence; it merely
demonstrates that the connection between the two does not possess the strength it was once thought to have.

It is important that the valuation process be made responsive to changes in experience occurring following issue.
Nenforfeiture values, on the other hand, are to be established at issue by law and by current marketing practice. A prudent
company may well change from time to time its valuation basis and the valuation reserves on a block of business already in
force. Each time such a change occurs, the linkage appears less and less real. In a similar vein, the concept of actuarial
certification encourages examination of the appropriateness ‘of reserve bases from time to time following issue; a valuation
process that is hamstrung by nonforfeiture requirements set at issue defeats the concept.

The approach that aggregate policy valuation reserves must be at least equal to aggregate nonforfeiture values is somewhat
more in tune with the direction that valuation thinking is likely to take. Maintaining the relationship between
nonforfeiture and valuation requirements on an aggregate basis focuses attention on the need to value portfolios rather
than policies. To the extent that the relationship examined on an aggregate basis becomes one and only one of several
valuation tests, the relationship between the two is useful.

In summary the close relationship that currenty exists between valuation reserves and nonforfeiture values is contrary to
the thinking underlying the two relevant standard laws. Examination of the implications of the relationship especially upon
the vazluation process suggests that maintenance of the relationship may have a retarding effect. Accordingly, it is
recornmended that nonforfeiture value requiremenis be established independently of valuation considerations, and that in
the process of valuing policy liabilities existing guaranteed nonforfeiture values be only one element taken inte
consideration.
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| ATTACHMENT A, APPENDIX II
I

Participating Expense Allowances

0 . 2D 35 50
Whole Life H
|
; A. 3%%  ~  Derived $17.43 $20.18 $27.97 $50.18 §
i 125% + $10 16.15 21.06 29.60 48.79
| . !
! B. 4%:% - Derived 15.13 17.83 25.09 46.84 :
125% + $10 14.78 18.93 26.93 45.81 ;
C. 6% -  Derived 13.81 15.66 22.05 43.19 n
125% + $10 13.42 16.69 23.79 42.04 i
Life at 65 ‘
A. 3%% -~  Derived 21.54 32.52 66.60
125% + $10 : 21.80 " 3245 65.15
: 62.5% (Net + OL Net) + $10 21.43 31.03 56.97
B. 4%% -  Derived 19.22 29.94 60.35
125% + $10 19.36 28.85 58.80
62.5% (Net + OL Net) + §10 19.15 27.89 52.31
- C. 6% -~ Derived 16.56 24.66 52.93
125% + $10 & 16.88 2487 51.35
62.5% (Net + OL Net) + $10 16.79 24.33 46.70
Endowment at 65
i A 3%% -~ Detived 25.71 38,05 76.77
125% + $10 24.71 38.69 83.29
62.5% (Net + OL Net) + $10 22,89 34.15 66.04
B. 4%% -~  Derived 23.24 34.61 73.17
125% + $10 21.97 35.08 78.75
62.5% (Net + OL Net) + $10 20,45 31.01 62.68
C. 6% - Derived ’ 20.77 30.36 67.85
125% + $10 18.89 30.56 72.51
62.5% (Net + OL Net) + $10 17.79 27.18 57.28
; Term 65
A 3%% - Derived 11.10 14.59
: 125% + $10 16.07 20.16

Derived allowances for 3%% basis from Richardson’s letter of 7/15/76. 4%% and 6% allowances wete derived from
Richardson’s data substituting gross premiums based on the following formulae:

; O.L. Gross = 110% Net + $5
i L®65 Gross=122% Net + $5
E@65 Gross=112% Net + §7

xr
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ATTACHMENT A, APPENDIX III

i Assumptions Used in Calculating Second Set

1. Plans
A. OL - Ordinary Life
B. L63 - Life Paid Up at 65
C. T&5 — Term to 65
D. E&5 —- Endowment at 65

I1. Cash Values

A. 1958 €SO male mortality
B. Four formulae for excess of first year over renewal expenses

When net premium for plan exceeds thar for

Formula ordinary life.

of Premiums to Produce Neo Profit

When net premium for plan is equal to or less
than thar for ordinary life.

1. $5 per $1,000, pius 65% net premium for plan,
plus 60% net premium for ordinary life.

2. $5 per $1,000, plus 40% net premiom for plan,
- plus 40% net premium for ordinary life.

3. $10 per $1,000 plus 50% net premium for plan,
- plus 50% net premium for ordinary life.

4. $20 per $1,000, plus 75% net premium for
plan, plus 75% net premium for ordinary life.

Note:

$5 per $1,000, plus 125% net premium for
plan. ’

$5 per $1,000 plus 80% net premium for plan.

$10 per $1,000, plus 100% net premium for
plan.

$20 per $1,000, plus 150% net premium for
plan.

In applying the percentages specified in the various test scales above no net premium was deemed to
exceed five percent of the amount of insurance. Alse, Formula 4 was used only with OL..

C. Two interest rates
1. 3%%
2. 414% — Used only in conjunction with male mortality asset share assumption and Moorhead lapse

scales (See 11IB and IIIC below)

I,  Asset Shares
A Expenses
1. First year — Formula I (see [IB above) plus renewal expenses
2. Renewal years
a. $8 per policy (to maturity)
b. Per premium
(1}  Taxes — 2 & 3/4% of premium
{(2) Commissions
{a) 7%% of premivm through year ten

{b) 2% of premiurn thereafrer

B. Mortality

1. 1965-70 Basic Select Male Table with no margins
2. 1965-70 Basic Select Female Table with no margins
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B. Mortality

1. 1965-70 Basic Select Male Table with no margins
2. 1965-70 Basic Select Female Table with no margins

C. Lapses*

la

Maorhead Scale §
2. Moorhead Scale T
3. Special Lapse Scale {as follows):

Duration: 1 2 3

9 and thereafter
Lapse Rate {%): 12.5 10 10 1 5

4 78
0 76
*Moorhead Scale T and the Special Lapse Scale used only with male mortality asset share assumption
(see IIIB above). Also, lapse rate for duration 20 is 100%.

D. Interest
1. 6% through year 10

2. 5% through year 15
3. 4% thereafter

E. Average size
1. OL - $20,000
2. Lé65 - $20,000
3. T65 — $40,000
4. E65 - $15,000

F. Maturicy

All contracts mature for cash value at duration 20 {or normal maturity date if earlier)

IV.  Summary of Asset Share Calculations

A, oL
1. 1965-70 Basic Select Male Table
a. Three lapse scales — Moorhead Scales S and T, Special Lapse Scale
. Seven cash value scales — Formulae 1, 2, 3, 4; 3%% and 4%% interest
c. Four issue ages - 27, 37, 47, 57

Note: The above assumptions were combined o produce 72 asset shares.

2. 1965-70 Basic Select Fermnale Table

a. One lapse scale — Moorhead Scale S
. Three cash value scales - Formulae 1, 2 and 3; 3%% interest
c. Four issue ages - 27, 37, 47, 57

T

Note: The above assumptions were combined to produce 12 asset shares,

I

b
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1965-70 Basic Select Male Table

Note:

Two lapse scales - Moorhead Sczles § and T
Six cash value scales — Formulae 1, 2, 3; 3%% and 4%% interest
Four issue ages — 27, 37,47, 52

The above assumptions were combined to produce 48 asset shares,

1965-70 Basic Select Female Table

Note:

One lapse seale - Moorhead Scale §
Three cash value scales ~ Formulae 1, 2, 3; 3%% interest
Four issue ages — 27, 37,47, 52

The above assumptions were combined to produce 12 asset shares.

1965-70 Basic Select Male Table

Note:

Two lapse scales — Moorhezd Scales § and T
Six cash value scales - Formulae 1, 2, 3; 3%% and 4%9% interest
Four issue ages —~ 27, 37, 47, 52

The above assumptions were combined to produce 48 asset shares.

1965-70 Basic Select Female Table

Note:

One lapse scale - Moorhead Scale S
Three cash value scales — Formulae 1, 2, 3; 3%% interest
Four issue ages - 27, 37, 47, 52

The above assumptions were combined to produce 12 asset shares.

1965-70 Basic Select Male Table

Note:

Two lapse scales - Moorhead Scales Sand T
Six cash value scales - Formulae 1, 2, 3; 3%% and 43:% interest
Four issue ages — 27, 37, 47, 52

The above assumptions were combined to produce 48 asset shares.

1965-70 Basic Select Female Table

Note:

One lapse scale - Moorhead Scale §
Three cash value scales - Formulae 1, 2, 3, 314% Interest
Four issue ages — 27, 37,47, 52

The above assumptions were combined to produce 12 asset shares.
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PREMIUMS TO PRODUCE NO PROFIT PER $1,000 OF INSURANCE

Plan: OL
Mortality: 1965-70 Basic Select Male
Cash Value Basis:
Expense Interest Issue Ape:

Lapse Scale Formula Rate (%) 27 37 47 57

Moorhead § 1 3% $11.11 $16.49 $25.00 $37.66

Moarhead S 2 3% 11.34 16.80 25.45 38.31

Moorhead § 3 3% 11.02 16.45 25.05 37.84

Moorhead S 4 3% 10.47 15.80 24.32 37.01

Moorhead $ 1 43 9.79 15.15 23.78 36.63

Moaorhead § 2 4% 9.97 1544 24.20 37.25

Moorhead § 3 43 9.68 15.09 23.81 36.80

Moorhead T 1 3% 11.33 16,77 25.39 38.23

Moorhead T 2 3% 11.64 17.21 26.03 39.20

Moorhead T 3 344 t1.22 16.72 25.47 38.51

Mcorhead T 4 3% 10.63 15.97 24.56 - 37.46

Moorhead T 1 4% 9.95 15.35 2406 37.06

Moorhead T 2 444 10.19 15.74 24.65 37.98

Moorhead T 3 414 9.83 15.26 24.10 37.31

Special 1 3% 11.31 16.78 25.35 38.02
i Special 2 345 11.67 17.29 26.11 3917
5 Special 3 3% 11.16 16.71 25.44 38.35

Special 4 3% 10.29 15.63 24.15 37.76

Mortality: 1965-70 Basic Select Female
Cash Value Basis:
Expense Interest Issue Age:

Lapse Scale Formula Rate (%) 27 37 47 57

Moorhead § 1 3% $10.86 $15.61 $21.76 $30.62

Moorhead § 2 3% 11.09 15.93 22,22 31.29

Moorhead S 3 3% 10.77 15.57 21.81 30.81

ted



e R

NAIC Proceedings — 1977 Vol. 1

PREMIUMS TO PRODUCE NO PROFIT PER $1,000 OF INSURANCE

Plan: L.45
Mortality: 1965-70 Basic Select Male
Cash Value Basis:
Expense Interest
Lapse Scale Formula Rate (%) 27
Moorhead § 1 3% $12.25
Moorhead S 2 3% 12.48
Moorhead S 3 3% 12.16
Moorhead § 1 414 10.55
Moorhead § 2 4% 10.74
Moorhead § 3 4% 10.46
Moorhead T 1 3% 12.47
Moorhead T 2 3y 12.78
Moorhead T 3 34 12.35
Mootrhead T 1 415 10.70
Moorhead T 2 44 10.95
Moorhead T 3 4%, 10.59
Mortality: 1965-70 Basic Select Female
Cash Value Basis:
Expense Interest

Lapse Scale Formula Rate (%) 27
Moorhead S 1 3 $12.01
Moorhead § 2 34 12.23
Moorhead S 3 3% 11.92

Issue Age:

37

$19.47
19.76
19.45
17.43
17.68
17.38
19.76
20.18
19.73
17.61
17.97
17.54

Issue Age:

37
$18.66
18.95
18.64

47

$34.50
34.86
34.57
31.89
32.18
31.93
3492
35.53
35.03
32.12
32.61
32.19

47
$31.81
32.16
31.88

52

$49.67
50.24
49.81
46.57
47.05
46.68
50.32
51.33
50.55

© 46.89

47.73
47.08

$45.83
46.39
$5.96
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Morrality: 1965-70 Basic Select Male
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PREMIUMS TO PRODUCE NO PROFIT PER $1,000 OF INSURANCE

Cash Vaiue Basis:

Expense Interest
Lapse Scale Formula Rate {%)
Moorhead § 1 3%
Moorhead S 2 34
Moorhead S 3 3%
Moorhead S 1 4%
Moorhead S 2 4%
Moorhead § 3 4%
Moorhead T 1 3%
Moorhead T 2 3%
Moorhead T 3 3%
Moorhead T 1 4%
Moorhead T 2 4%
Moorhead T 3 414

Mortality: 1965-70 Basic Select Female

Cash Value Basis:

Expense Interest
Lapse Scale Formula Rate (%)
Moorhead § 1 3%
Moorhead S 2 31
Moorhead § 3 3%

Plan: T65

5.73
5.54
5.39
5.47
5.28
5.85
5.95
5.74
5.58
5.67
5.46

$ 5.36
5.45
5.26

Issue Age:

8.06
8.17
7.99
7.92
8.02
7.84
8.30
8.44
8.22
8.13
8.25
8.04

7.03
7.14
6.96

$11.49
11.58
11.47
11.41
11.49
11.38
11.85
11.96
11.82
11.75
11.85
11.71

$ 7.86
7.94
7.83

$13.59
13.67
13.58
13.51
13.59
13.50
14.09
14.20
14.08

. 14.00

14.10
13.99

$ 9.71
9.79
9.70

Ve GRETAIEY v



Mortality: 1965-70 Basic Select Male

Lapse Scale

Moorhead S
Moorhead S
Moorhead S
Moorhead S
Moorhead §
Moorhead S
Moorhead T
Moorhead T
Moorhead T
Moorhead T
Moorhead T
Moorhead T
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PREMIUMS TO PRODUCE NO PROFIT PER $1,000 OF INSURANCE

Cash Value Basis:

Expense

Formula

Interest
Rate (%)

WOk o MO N N

3%
3%
3
41
44
4%
3%
]
3%
4%
4%
4%

Mortality: 1965-70 Basic Select Female

Lapse Scale

Moorhead S
Moorhead §
Moorhead §

Plan

20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
20 Year Term
15 Year Term
10 Year Term

5 Year Term

Values based on:

i. 4%% interest

Cash Value Basis:

Expense Interest
Formula Rate (%)
1 34
2 3%
3 3%

Issue
Age x-0 .5
0 0
5 V]
G )]
15 0
20 [4]
25 6 4]
30 11 3
35 14 10
40 15 14
45 16 15
50 17 16
55 12 11
60 5] 6
65 0

Plan:

E&5

27

$15.69

15.95
15.62
14.10
14.32
14.00
15.92
16.27
15.82
14.23
14.53
14.10

27

$15.46

15.72
15.39

Issue Age:
37 47
$25.36 $46.66
25.73 47.21
25.38 46.77
23.94 45.81
24.25 46.31
23.93 4590
25.66 47.05
26.21 48.02
25.68 47.23
24.08 45.96
24.55 4684
24.07 46.11
Issue Age:
37 47
$24.67 $44.87
25.04 45.41
24.69 44.97

ATTACHMENT A, APPENDIX IV

11
15
16

ii, Modern CSO from Appendix H of Report
iii. Test formula defined on page 28 of Report

Level Term

15 2
0

9 4

i3 i2

i5 15

10 8

2 0

52

$69.17

69.97
69.41
68.55
69.33
68.78
69.51
70.97

69.96

68.65
70.08
69.07

$67.35

68.14
67.59

565

Number of Durations Where Formula Cash
Value is Greater than X% of Face Amount

4 35 6
0

0 9 5
N

Max %

0.00
0.00
0.00
0.00
0.00
0.14
0.53
1.20
2.20
3.83
6.76
4.31
1.66
0.00

%
<
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] ) . Level Term

Effect of Various Triviality Tests

Issue Plan Length 1% 2% 21%%
Age (Vears) Test Test Test
: 0 40 E E E
! 5 0 E E E
10 30 E E E
40 cv E E
15 30 E E E
40 cv cv cv
20 20 E E E
i 40 cv Ccv cv
‘ 25 20 E E E
i 30 cv cv E
|
| 30 20 E E E
: 30 cv cv cv
|
f 35 15 E E E
; 20 cv E E
i 30 cv cv cv
|
: 40 15 E E E
[ 20 cv cv E
|
| 45 10 E E E
15 cv E E
20 cv cv cv
50 10 E E E
15 cv cv E
20 cv cv cv
55 10 E E E
4 15 cv cv cv
: 60 5 E E E
: 10 cv E E
| 65 5 E E E
‘ 10 Ccv cv E

E = Exempt from Cash Values under specified triviality test
CV = Cash Values required under specified triviality tese

Values based on:

i. 41%% interest
it. Modern CSO from Appendix H of Report
iil. Test formula defined on page 28 of Report

i
1
!
i
!
i

3%
Test

4%
Test
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APPENDIX V
To: Mr. J. F. Reisyt
From: Richard F. Fisher

Date: September 17, 1976

Re: Nonforfeiture Law — Some Technical Items

You have asked me to consider what effect, if any, the following items should have on minimum nonforfeiture benefits:

1. Refund of unearned premiums at death.
2. Fractional modes.

Minimum cash values under both the current law and the proposed law are computed using the adjusted premium method
and curtate assumptions. Thus,

cv, _ A
X = Ay T Praa

’

where PA =P+ E
x x

X

Assuming the expense allowance is not affected by the refund feature or the premium mode, the formulas become:

A _E _
p?{‘m} = Pim} + o (m) for the refund feature
x
A __E_ , i
and p(m)" _ plm) = i for true fractional premiums
X i,
cvim} 1pim} {m} fm)
Then, t7T % = AX+t [1 + me J - Px *a
; (m) A
v - (m) [ «.(m)
and [ = Ax+t — P 7 e
{m} (m) {m} m)
Unfortunately, one can’t get simple expressions for Vi andc“Yx  in teims of t<Vx like he can with t¥ x R tVx '
and tvx. In fact, one can’t even get a simple expression for P xm} A and Px(m)A in terms of PXA. Obsetve:
A E'
{m} {m} . ——
Px = Py oy (m)
x
m-—1
Zm
- m=1 _ {m} 1, pim}, P _
"Px+2m Px . d+2 Px-Px"'HX 'a'x-';m)

»
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EI

i E”
Since Pim}and P(m) are larger than P_ and & (m) is larger thand_, P {m}a and P (m)A are larger than P_A . Therefore,
x x X x' T x : x X

tcvx{m}a.nd tCVx(m) CVx. This makes sense because larger adjusted premiums and cash values are

needed for the loss of adjusted premium in the year of death.

are larger than c

This means that if the refund feature or fractional modes are ignored and tVx used for plans with these features, the

minimum ecash value will be too low resulting in lack of equity for the terminating policyholder,

CV,

cv CV {m)

Cv'x {m} and t

However, the difference between t and t
slight, If they were to be recognized, many more tables would have 1o be developed and cash values checked to see if the

x and the difference between t x gre undoubtedly

law was being complied with.

Policyholders paying with different frequencies would get different cash values if the minimums were used and they would

wonder why.

Furthermore, zll one has to do is lower E1 or i or g to raise Vi to an adequate level (although that would result in too
large of 2 cash value on policies without the refund or fractional mode feature resulting in lack of equity for continuing

policyholders).

In conclusion, minimum cash values should theoretically he slightly larger for these plans but practical considerations
dictate that one uses the same minimum cash values as for the curtate case. One can always assume that the refund feature
and loss of premiums in year of death for fractional modes are benefits loaded for in the gross premium formula and not in

the net premium.

L Ty
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ATTACHMENT B
Recommended Changes in Standard Nonforfeiture Law

[References to the “Council” mean the Council Actuarial Committee and to the “NAIC” mean the NAIC
Technical Subcommittee on Valuation and Nonforfeiture Value Regulations.]

1. Recommendation. Retain Adjusted Premnium Method. Reason. It has worked reasonably well. Arguments and
Positions. Society of Actuaries Committee notes that other methods might regulate profit levels. NAIC agrees but notes
the possibility that some future criticism of the system might require reexamination of the results of using a gross premium
accumulation system or the British system of nondefined values. Currently, the NAIC feels there is a need to discuss why
there should or should not be a relationship between valuation and nonforfeiture value regulation. Council agrees with
Society of Actuaries Committee. Change Law Section, No change needed.

2. Recommendation. Base adjusted premium on expense allowances related to nonforfeiture net premium. Reason. To
remove circularity and complexity from formula, especially in the case of nonlevel premium policies. Arguments and
Positions. Society of Actuaries Committee points out that this approach simplifies most calculations but cuts initial
expense allowance by 2% to 4% and seems to restore link between reserves and nonforfeiture values. Council feels “net
premium” should be defined as based on nonforfeiture value assumptions without provision for excess initial expense
allowance. Change Law Section. Section 5-c. '

3. Recommendation. Decrease the per $1000 component and increase the percent of premium component of the excess
initial expense allowance. Reason. Ta reflect change in relative expense levels, Arguments and Positions. NAIC and
Society of Actuaries Committee are studying expense levels and seeking agreement. Council Actuarial Committee feels
possibly an increased per $1000 component needed since select mortality gains at younger ages are small as compared to
underwriting costs on lower average size policies. Change Law Section. Section 5-c.

4. Recommendztion. Effect of inflation on excess initial expense allowances does not appear substantial.
Resson. Average size policy is increasing. Arguments and Positions. Society of Actuaries Committee believes only *‘double
digit” inflation would have an effect and feels anticipation of this might overstate excess initial expense allowances.
Council believes conclusion on this item will emerge from study of item 3. NAIC has verified this conclusion by further
study. Change Law Section. No change needed.

5. Recommendation. Base equivalent level amounts on the first ten years under the policy. Reason. Initial per $1000
underwriting expenses are most logically related to amounts of insurance in the early years, This formula is less susceptible
to manipulation. Arguments and Positions. Agreement by the NAIC and Council. Change Law Section. Section J-c.

6. Recommendation. Base excess initial expense allowances on levelized net premiums rather than firsr year adjusted
premium. Reason. To produce identical excess initial expense allowances for policies with identical benefits and identical
premium paying periods. Arguments and Positions. NAIC recognizes the need for special treatment of unusual producis
both good and bad. NAIC feels further testing of such products is needed with provision for approval or disapproval under
some other section of the law such as the Fair Trade Act and disclosure legislation. Change Law Section. Section 5-c.

7. Recommendation. Remove per policy costs from gross premiums in determining nonforfeiture value net premiums.
Reason. To avoid requiring slightly different nonforfeiture values for each size policy where premiums are not level by
duration. Arguments and Positions. NAIC agreed after reviewing effect of removing the per policy expense component
from the adjusted premium formula. Change Law Section. Section 5-c.

8. Recommendation. Basic excess initial expense allowance on the automatic track for multi-track policies. Allow for
additional initial expense allowance on increase in premium at point of increase. Reason. It would be unfair to force all
companies into lowest possible expense posture to control a limited number of abuses. At time of premium increase there
are additional sales and underwriting expenses. Arguments and Positions. NAIC will rest examples of multi-track policies
using conclusions 5 and 6. Change Law Section, Section 5-c.

9A. Recommendation. Base excess initial expense allowance for lifecycle and open policies on similar approach to that
used for multitrack policies with additional sllowances on increases. Reason. See 8 above. Arguments and
Positions. NAIC notes that individual policy pension trust and key man insurance are.other kinds of policies to be
considered in the open category. Change Law Section. Section 5-c.

o
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9B. Recommendation. Do not use retrospective accurnulation of gross premiums. Give broad regulatory freedom to
approve completely “open™ and undefined policies. Reason. Avoids rate reguiation and inconsistencies with adjusted
premium approach. There is need to allow freedom for experimentation with new products. Arguments and
Positions. Council Actuarial Committee concerned ovet broad discretion recommended for regulators and wants it limited
to approval of experimental designs provided their nonforfeiture values are not inconsistent with principles of existing
nonforfeiture law. Even this restricted regulatory discretion was felt by some regulators ro go beyond what their statutes
would permit. Change Law Section. Section 6.

10. Recommendation. Establish national review body to facilitate approval of complex policies and promote flexibility of
product design. Reason. To provide the technical expertise which many states lack in reviewing new or unique contracts.
Arguments and Positions. NAIC Committee suggests that it may serve as such a technical review body and act on questions
forwarded by the NAIC Central Office. Council Actuarial Committee expressed agreement cn review body but felt it
would be politically difficult to implement. Change Law Section. Secrion §.

11. Recommendation. 4%% interest rate is tested. Reason. To show effect of 1% variation in interest on nonforfeirure
values. Arguments and Positions. NAIC and Council recommend 5%9% nonforfeiture interest rate for life insurance. Change
Law Section. Section 5-¢,

12. Recommendation. Test values calculated on basis of “modernized” mortality table. Reason. To show effect on
nonforfeiture values of more modem table. Arguments and Positions. NAIC has asked Society of Actuaries to prepare a
new standard ordinary mortality table. Council has also agreed to ask Society of Actuaries to prepare z new mortality

table. Change Law Section. Section 5-c.

13. Recommendation. Mortality table should include margins. Reason. Tendency toward lower premium forms may
produce higher mortality in the future; individual company-business varies from the average of the study; margins are
needed to provide expenses on paid-up insurance benefits. Arguments and Positions. $Some NAIC committee members feel
expenses on paid-up policies should not be considered in setting margins. NAIC feels considerations given in 1950's for
margins may no longer be valid. Council Actuarial Committee feels margins make little difference, but since they are
needed in valuation mortality tzble, the same table should be used for both nonforfeiture and valuarion, Change Law
Sectign. No change needed.

14. Recommendation. A six-year age setback would reasonably approximate separate tables for males and females for
determining Whole Life cash values. Reason. Simplicity in nonforfeiture calculations. Argsuments and Positions. NAIC
favors separate mortality tables by sex to avaid need for deficiency reserves, Council favors separate mortzlity tables for
males and females. Change Law Section. Section 5-c.

15. Recomumendation. Permit other alternatives in determining nonforfeiture values on substandacd pelicies.
Reason. There is need to permit other innovative treatment of substandard risk (e.g., graded death benefits). Arguments
and Pogitions. NAIC would require same minimum nonforfeiture values for substandard and says substandard mortality is
solely a valuation problem. Council Actuarial Committee favors more flexibility for substandard policies. Change Law
Section. Section 5-c.

16. Recommendztion. Policies that never give rise to nonforfeiture values in excess of 3% or 4% of the death benefit at
any duration should be exempted. Reason. It is unwieldy and uneconomical to provide trivial nonforfeiture values.
Arguments and Positions. NAIC proposes alternative criterion for triviality of values not exceeding two or three times the
net level premium. Council agrees with Society of Actuaries Committee recommendations. Change Law Section. Section 8.

17. Recommendation. Extend term imsurance exemption from nonforfeiture values to term of 20 years or less expiring
before age 71. Reason. Reduces nonforfeiture value inconsistencies between exempt term plans and longer duration term
plans. Arguments and Positions. NAIC reserves conclusion on term plans until tests of trivizlity can be made to determine
which plans should be exempt. Council agrees with recommendation. Change Law Section. Section 8.

18. Recommendation. Term riders should be treated as separate policies under a severability principle. Reason. The
present law impedes utilization of supplemental term riders because it unnecessarily complicates nonforfeiture value
calculation. Arguments and Positions. NAIC and Council agree with recommendation. Change Law Section, Section 3.
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19. Recommendation. Treat renewable and convertible term palicies as a series of short-term policies for nonforfeiture
purposes. Decide this on nature of the caverage. Reason. Not to take this view is contrary to nature of the coverage and
requires cash values on term insurance. Arguments and Positions. NAIC agrees this is valid for nonforfeiture value
regulation but not for valuation, particularly where deficiency reserves involved. Council agrees with recommendation.

Change Law Section. No change needed.

20. Recommendation. Treat deposit of deposit term and deposit whole life as an integral part of the plan. Reason. To
ensure that nonforfeiture values equirably reflect the value of the deposit. Arguments and Positions. NAIC agrees but
notes further work needs to be done where deposit on whole life is carried as forborne accumulation. Council agrees that
each contract should be treated on basis of coverage provided. Change Law Section. Section 5-c.

21. Recommendation. Use z single interest rate for statutory minimum cash values, Reason. To eliminate linkage with

the valuation and policy cash value interest rates. Arguments and Positions. NAIC agrees, Council agrees, Change Law

Section. Sections 5-c and Section 6 of the Standard Valuation Law.

22. Recommendation. Guaranteed paid-up options should be those purchased by cash value on any interest rate at least as
high as that specified in the contract for cash values. Reason. To maintain parity between paid-up options before and afrer
lapse but permit companies to offer more liberal paid-up options. Arguments and Positions. NAIC agrees. Council agrees.

Change Law Section. Section 3-c.

23. Recommendation. The cash value mortality table should be used for determining guaranteed paid-up values, except
that extended term should employ higher mortality. Reason. Extended term mortality is poorer than paid-up mortality.
Arguments and Positions. NAIC agrees. Council agrees. Change Law Section. Section 5-c.

24. Recommendation. Specific expense loadings in paid-up option guarantees are not recommended. Rezson. Since
expense allowances for options which may come into effect many years in the future are imprecise, it is more practical to
allow for paid-up expenses through mortality and interest margins. Arguments and Positions. NAIC agrees. Council agrees.

Change Law Section. No change needed.

25. Recommendations. Subsiitute purchase bases granting larger than guaranteed amounts should be permitted for
nonforfeiture insurance options and paid-up dividend additions. Reason. To sllow companies to offer more liberal

. nonparticipating nonforfeiture insurance options and paid-up dividend additions than those guaranteed in the policy.

Arguments and Positions. NAIC agrees with the restriction that cash values under the larger than guaranteed amounts
should not exceed cash values under the puaranteed amounts. However, such values could be less than those under the
goaranteed amounts. Council agrees with Society of Actuaries Committee, Change Law Section. Section 2(a), Section 5-c.

26. Recommendation. Complete exposition of nonforfeiture wvalues in a policy table should not be required for
multi-ttack or “open” plans. Reason. To avoid showing tables of values which will quickly become obsolete and
meaningless to the policyholder. Arguments and Positions. NAIC advocares showing an initial set of nonforfeiture values
along with explanation of various options available. Further disclosure should be made upon selection of an opdon.
Council agrees with Society of Actuaries Committee. Change Law Section, Section 2(e).

27. Recommendation. Single premium life minimum cash values should be based on higher interest rates than annual
premium policies. Reason. Nonforfeiture values higher than experience gross premium for single premium life insurance
have inhibited sales of this product. Arguments and Positions. NAIC agrees, Council supports 7%% interest rate for
nonforfeiture values. Chanpe Law Section. Section 5-c.

28. Recommendation. Deferred annuities should be subject to minimum cash value requirements based om an
accumulation of premiums after exclusion. Reason. Nonforfeiture values are appropriate during deferred period and the
accurnulation method is better understood by the public. Arguments and Positions. NAIC working on model legislation.
Council has presented model annuity nonforfeiture legislation to the NAIC. Change Law Section. Exposure Draft
Individual Annuity Standard Nonforfeiture Law.

29. Recommendation. Nonforfeiture values should nat be required in accident and health insurance with the possible
exception of return of premium contracts. Reason. Except for return of premium policies, heaith insurance is like rerm
life insurance in that it generally would produce only trivial nonforfeiture values. Arguments and Positions. NAKC is
considering what nonforfeiture values should be required for accident and health insurance. Council agrees with
recommendation but feels drafting of legislation should be [eft to HIAA. Change Law Section. No change needed.
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30. Recommendation. Technical matters needing further consideration are refund of unearned premiums at death,
fractional modes, age nearest and last birthday bases, family policies, uniform seniority rule and removal of requirement
for complex or confusing poelicy provisions relating to cash'values. Reason. To clarify and simplify calculation of minimum
nonforfeiture values. Arguments and Positions. NAIC advocates showing complex and technical information in a separate
policy section entitled “Information for Insurance Department Regulation,” or limiting information to a statement that
minimum nonforfeiture values were used if such is the case and minimum nonforfeiture values are readily available to
regulators. Council feels further exploration of technical issues by the Society of Actuaries Committee is needed, Change
Law Section. Section 3 and Seetion 7.
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ATTACHMENT C

American Council of Life Insurance
Proposed Revisions in the NAIC Standard Nonforfeiture Law
Draft
September 30, 1976
{Underlining indicates additions. Brackets indicate deletions.)

1. This Act shall be known as the Standard Nonforfeiture Law.

2. In the case of policies issned on and after the operative date of this Act as defined in section nine [eight], no policy of
life insurance, except as stated in section eighr [seven], shall be delivered or issued for delivery [or delivered] in this stare
unless it shall contain in substance the following provisions, or corresponding provisions which in the opinion of the
commissioner are at least as favorable to the defaulting or surrendering policyholder:

(a)  That, in the event of default in any premium payment, the company will grant, upon proper request not larer than
sixty days after the due date of the premium in default, a guaranteed paid-up nonforfeiture benefit on a plan
stipulated in the policy, effective as of such due date, of such value as may be hereinafter specified. In licu of any
guaranteed paid-up nonforfeiture benefit, the company may substitute an actuarially equivalent paid-up
nonforfeiture henefit which provides a greater death benefit or longer period of death benefit.

(b)  That, upon surrender of the policy within sixty days after the due date of any premiwmn payment in default after
premiums have been paid for at least three {ull years in the case of ordinary insurance or five full years in the case of
industrial insurance, the company will pay, in lieu of any paid-up nonforfeiture benefit, a cash surrender value of
such amount as may be hereinafter specified.

(¢)  That a specified paid-up nonforfeiture benefic shall become effective as specified in the policy unless the person
entitled to make such election elects another option not later than sixty days after the due date of the premium in
default. )

(d}  That if the policy shall have become paid-up by completion of all premium payments or if it is continued under any
paid-up nonforfeiture beneiit which became effective on or after the third policy anniversary in the case of Qrdinary
insurance or the fifth policy anniversary in the case of Industrial insurance, the company wilt pay, upon surrender of
the policy within thirty days after any policy anniversary, a cash surrender value of such amount as may be
hereinafter specified.

(e) A statement of the mortality table, [and] interest rate, and method used in calculating the cash surrender values and
the paid-up nonforfeiture benefits available under the policy, or, in lieu thereof, [together with] a tabte showing the
cash surrender value, if any, and paid-up nonforfeiture benefit, if any, available under the policy on each policy
anniversary either during the first twenty policy years or during the term of the policy, whichever is shorter, such
values and benefits to be caleulated upon the assumption that there are no dividends or paid-up additions credited
to the policy and that there is no indebtedness to the company on the policy together with a statement that a table
of such cash surrender values, if any, and paid-up nonforfeiture benefits available on each subsequent policy
anniversary will be furnished to the policyholder on request.
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(f) A statement that the cash surrender values and paid-up nonforfeiture benefits available undet the policy are not less
than the minimum values and benefits required by or pursuant to the insurance law of the state in which the policy
is delivered; an explanation of the manner in which the cash surrender values and the paid-up nonforfeiture benefits
are altered by the existence of any paid-up additions credited ro the policy or any indebtedness to the company on
the policy; if a detailed statement of the method of computation of the values and benefits shown in the policy is
not stated therein, a statement that such method of computation has been filed with the insurance supervisory
official of the state in which the policy is delivered; and a statement of the method to be used in calculating the cash
surrender value and paid-up nonforfeiture benefit available under the policy on any policy anniversary beyond the
last anniversary for which such values and benefits are consecutively shown in the policy.

Any of the foregoing provisions or portions thereof not applicable by reason of the plan of insurance may, to the extent’

inapplicable, be omitted from the policy.

The company shall reserve the right to defer the payment of any cash surrender value for a period fo six months after
demand therefor with surrender of the policy.

3. Any cash surcender value available under the policy in the event of default in 2 premium payment due on any policy
anniversary, whether or not required by section two, shall be an amount not less than the excess, if any, of the present
value, on such anniversary, of the future guaranteed benefits which would have been provided for by the policy, including
any existing paid-up additions, if there had been no default, over the sum of (a) the then present value of the adjusted
premiums as defined in sections five, five-a, [and] fiveb and five-¢, corresponding to premiums which would have fallen
due on and after such anniversary, and (b} the amount of any indebtedness to the company on the policy. Provided,
however, that for anv policy which provides supplemental life insurance or annuity benefits by rider, supplemental policy
provision or for any family policy which defines a primary insured and provides term insurance on the life of the spouse of
the primary insured expiring before the spouse’s age seventy-one, the present value referred to in the preceding sentence
shall be equal to the sum of the present value as defined in the preceding sentence for an otherwise similar policy issued at
the same age without such rider, supplemental policy provision ot term insurance on the life of the spouse, 2nd the present
value as defined in the preceding sentence for a policy which provides only the benefits otherwise provided by such rider,
supplemental policy pravision or term insurance on the life of the spouse. Any cash surrender value available within thirty
days after any policy anniversary under any policy paid-up by completion of all premiumn payments or any policy
continved under any paid-up nonforfeiture benefit, whether or not required by section two, shall be an amount not less
than the present value, on such anmiversary, of the future guaranteed benefits provided for by the policy, including any
existing paid-up additions, decreased by any indebtedness to the company on the policy.

4. Any paid-up nonforfeiture benefit available under the policy in the event of defzult in a premium payment due on any
policy anniversary shall be such that its present vziue as of such anniversary shall be at least equal to the cash surrender
value then provided for by the policy or, if none is provided for, that cash surrender value which would have been required
by this Act in the absence of the condition that premiums shall have been paid for at least a specified period.

5. This section five shall not apply to policies issued on or after the operative date of section five-c as defined therein.
Except as provided in the third paragraph of this section, the adjusted premiums for any policy shall be calculated on an
annual basis and shall be such uniform percentage of the respective premiums specified in the policy for each policy year,
excluding amounts stated in the policy as extra premiums to cover impairments or special hazards, that the present value,
at the date of issue of the policy, of all such adjusted premiums shall be equal to the sum of (i) the then present value of
the future guaranteed benefits provided for by the policy; (ii) two percent of the amount of insurance, if the insurance be
uniform in amount, or of the equivalent uniform amount, as hereinafter defined, if the amount of insurance varies with
duration of the policy; (iii} forty percent of the adjusted premium for the first policy vear; {iv) twenty-five percent of
either the adjusted premiurm for the first policy year or the adjusted premium for a whole life policy of the same uniform
or equivalent uniform amount with uniform premiums for the whole of life issued at the same age for the same amount of
insurance, whichever is less. Provided, however, that in applying the percentages specified in (i) and (iv) above, no
adjusted premium shalt be deemed to exceed four percent (4%) of the amount of insurance or level amount equivalent
thereto. The date of issue of a policy for the purpose of this section shall be the date as of which the rated age of the
insured is determined.

In the case of a policy providing an amount of insurance varying with duration of the poliey, the equivalent level amount
thereof for the purpose of this section shall be deemed to be the level amounr of insurance 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
inception of the insurance as the benefits under the policy.
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The adjusted premiums for any policy providing term insurance benefits by rider or supplemental policy provision shall be
equal to (a) the adjusted premiums for an otherwise similar policy issued at the same age without such term insurance
benefits, increased, during the period for which premiums for such term insurance benefits are payable, by (b) the adjusted
premiiums for such term insurance, the foregoing items (a) and (b) being czleulated separately and as specified in the first
two paragraphs of this section except that, for the purposes of (ii), (iii) and (iv) of the first such paragraph, the amount of
imsurance of equivalent uniform amount of insurance used in the calculation of the adjusted premiums referred to in (b)
shall be equal to the excess of the cortesponding amount determined for the entire policy over the amount used in the
calculation of the adjusted premiums in (a).

Except as otherwise provided in sections five-a and five-b, all adjusted premiums and present values referred to in this Act
shall be for all policies of Ordinary Insurance be calculated on the basis of the Commissioners 1941 Standard Ordinary
Morrality Table, provided that for any category of Ordinary insurance issued on female risks, adjusted premiums and
present values may be calculated according te an age net more than three years younger than the actual age of the insured
and such calculztions for all policies of industrial insurance shall be made on the basis of the 1941 Standard Industrial
Mortality Table. All calculations shall be made on the basis of the rate of interest, not exceeding three and one-half percent
{3%%) per annum, specified in the policy for calculating cash surrender values and paid-up nonforfeiture benefits.
Provided, however, that in calculating the present value of any paidup term insurance with accompanying pure
endowment, if any, offered as a nonforfeiture benefit, the rates of mortality assumed may be not more than one hundred
and thirty percent (130%) of the rates of mortality according to such applicable table. Provided, further, that for insurance
issued on a substandard basis, the calculation of any such adjusted premiums and present values may be based on such
other table of mortality as may be specified by the company and appraved by the commissioner.

5-a. This section five-a shall not apply to Ordinary policies issued on or after the operative date of section five-c as defined
therein. In the case of Ordinary policies issued on or after the operative date of this section five-a as defined herein, all
adjusted premiums and present values referred ra in this Act shall be calculated on the basis of the Commissioners 1958
Standard Ordinary Mortality Table and the rate of interest specified in the policy for calculating cash surrender values and
paid-up nonforfeiture benefits provided that such rate of interest shall not exceed three and one-half percent {3%%) per
annum except that a rate of interest not exceeding four percent (4%) per annum may be used for policies issued on or after
the effective date of this amendarory Act of 197 and priot to January 1, 1986 and provided that for any category of
Ordinary insurance issued on female risks, adjusted premiums and present values may be calculated according to an age not
more than three years younger than the actual age of the insured. Provided, however, that in calculating the present value
of any paid-up term insurance with accompanying pure endowment, if any, offered as a nonforfeiture benefit, the rates of
mortality assumed may be not more than those shown in the Commissioners’ 1958 Exrended Term Insurance Table,
Provided, further, that for insurance issued on a substandard basis, the calculation of any such adjusted premiums and
present values may be based on such other table of mortality as may be specified by the company and approved by the
commissioner.

After the effective date of this secrion five-a, any company may file with the commissioner a written notice of its election
te comply with the provisions of this section after a specified date before January first, nineteen hundred and sixty-six.
After the filing of such notice, then upon such specified date (which shall be the operative date of this section for such
company), this section shall become operative with respect to the Ordinary policies thereafter issued by such company. If a
company mzkes no such election, the operative date of this section for such company shall be January first, nineteen
hundred and sixty-six.

5-b. This section five-b shall not 2pply 10 Industrial policies issued on or after the operative date of section fivec as
defined therein. In the case of Industrial policies issued on or after the operative date of this section five-b as defined
herein, all adjusted premiums and present values referred to in this Act shall be calculated on the basis of the
Commissioners 1961 Standard Industrial Mortality Table and the rate of interest specified in the policy for calculating cash
surrender values and paid-up nonforfeiture benefits provided that such rate of interest shall not exceed three and one-half
percent {3%%) per annum, excepr that a rate of interest not exceeding four percent (4%} per annum may be used for
policies issued on or after the effective date of this amendatory Act of 197- and prior to January 1, 1986. Provided,
however, that in calculating the present value of any paid-up rerm insurance with accompanying pure endowment, if any,
offered as a nonforfeiture benefit, the rates of mortality assumed may not be more than those shown in the Commissioners
1961 Industrial Extended Term Insurance Table. Provided, further, that for insurance issued on a substandard basis, the

_ calculations of any such adjusted premiums and present values may be based on such other table of mortality as may be

specified by the company and approved by the commissioner.
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After the effective date of this section five-b, any company may file with the commissioner a written notice of its election
to comply with the provisions of this section after a specified date before January first, nineteen hundred and sixty-eight.
After the filing of such notice, then upon such specified date (which shall be the operative date of this section for such
company), this section shall become operative with respect to Industrial policies thereafter issued by such company. If 2
company makes no such election, the operative date of this section for such company shall be January first, nineteen
hundred and sixty-eight. ’

5-c. This section shall apply ta all policies issued on and after the operative date of this seciion five-c as defined herein,
Except as provided in the fourth paragraph of this section or in section six, the adjusted premiums for any policy shall be
calculated on an annual basis and shall be such uniform percentage of the respective premiums specified in the policy for
each policy vear, excluding amounts payable as extra premiums to cover impairments or special hazards, and also excluding
an annual contract charge or policy fee which shall not exceed thirty dollars per annum, that the present value, at the date
of issue of the policy, of all such adjusted premiums shall be equal to the sum of (i) the then present value of the future
guaranteed benefits provided for by the policy; (ii) one percent of the amount of insurance, if the insurance be uniform in
amount, or of the average amount of insurance at the beginning of each of the first ten policy years; and (iii} one hundred
twenty-five percent of the nonforfeiture net level premium as hereinafter defined. The date of issue of 2 policy for the
purpose of this section shall be the date as of which the rated age of the insured is determined.

The nonforfeiture net level premium shall be equal to the present value, at the date of issue of the policy, of the
guaranteed benefits_provided for by the policy divided by the present value, at the date of issue of the policy, of an
annuity of gne per annum payable on the date of issue of the policy and on each anniversary of such policy on which a

premium falls due.

In the case of policies which provide for guaranteed unscheduled changes in benefits or premiums, the adjusted premiums
and present values shall initially be calculated on the assumption that future benefits and premiums do not change from
those defined at the date of issue of the policy. At the time of any unscheduled change in benefits or premiums the future
adjusted premiums, nonforfeiture net level premiums and present values shall be recalculated on the assumption that future
benefits and premiums do not_change from those defined by the policy immediately after the time of the change to the
newly defined benefits or premiums. Except as otherwise provided in the fourth paragraph of this section, the recalculated
future adjusted premiums for any such policy shall be such uniform percentage of the respective future premiums specified
in the policy for each policy year, excluding amounts payable as extra premiums to cover impaitments and special hazards,
and also excluding an annual contract_charge or policy fee which shall not exceed thirty dollars per anpum, that the
present value, at the time of the change to the newly defined benefits or premiurms, of ali such future adjusted premiums
shall be equal to the excess, whether positive or negative, the sum of (i) the then present value of the then future
guaranteed benefits provided for by the policy and (i} the additional expense allowance, if any, over the then cash
surrender value, if any, or present vaiue of any paid-up nonforfeiture benefit under the policy. The additional expense
allowance, at the time of the change to the newly defined benefits or premiums, shall be the sum of (i) one percent of the
excess, if positive, of the average amount of insurance at the beginning of each of the first ten policy years subsequent to
the time of the change over rhe average amount of insurance at the beginning of each of the first ten policy years
subsequent to the time of the most recent previous change, or, if there has been no previous change, the date of issue of
the policy; and (ii) one hundred twenty-five percent of the increase, if positive, in the nonforfeiture net level premium.

The recalculated nonforfeiture net level premium shall be equal to_the excess, at the time of the change 1o the newly
defined benefits or premiums, of the then present value of the then future guaranteed benefits provided for by the policy
over the then cash surrender value, if any, or present value of any paid-up nonforfeiture benefit under the policy; divided
by the present value, at the time of the change, of an annuity of ane per annum payable at the time of the change and on
each subsequent anniversary of such change on which a premium falls due. Notwithstanding any other provision of this
section to the contrary, adjusted premiums and present values for a policy issued to provide reduced amounts of insurance
on a substandard basis may be calculated as if such pelicy were issued to provide higher amounts of insurance on the
standard basis.

All adjusted premiums and present values referred to in this Act shall for all policies of Ordinary insurance be caleulated on
the basis of the Commissioners’ 19— Standard Ordinary Mortality Table and all adjusted premiums and present values shall
for all policies of Industrial insurance be calculated on rhe basis of . For policies
of joint life insurance, adjusted premiums and present values may be calcuiated on the basis of the equivaient equal age 28
derived from the Commissioners 19— Table of Uniform Seniority. All calculations shail be made on the basis of a rate of
interest of five and one-half percent (5%%) per annum for annua! premium policies and seven and one-half percent (7%:%)
per annum for single premium policies, except that any paid-up nonforfeiture benefit including any paid-up additions shall
provide that any cash surrender value available under such paid-up nonforfeiture benefit, whether or not required by
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section two, shall be calculated on the basis of the mortality table and rate of interest used in determining the amount of
any such paid-up nonforfeiture benefit. Provided, however, that a company may calculate the amount of any guaranteed
paid-up_nonforfeiture benefit including any paid-up additions under the policy on the basis of an interest rate no lower
than that specified in the policy for calculating cash surrender values. Provided, further, that in calculating the present
value of any paid-up term insurance with accompanying pure endowment, if anv, offered as a nonforfeiture benefit, the
rates of mortality assumed may not be more than those shown in the Commissioners 19- Extendad Term Insurance Table
for policies of QOrdinary insurance and not more than for policies of Industrial
Insurance. Provided further, that for insurance issued on a substandard basis, the calculation of any such adjusted
premiums and present values may be based on appropriate modifications of the aforementioned tables.

After the effective date of this section five-c, any company may file with the commissioner a written notice of its election
o comply with the provision of this section after a specified date before Yanuary first, nineteen hundred and

, which shafl be the operative date of this section for such company, provided, a
company may elect a different operative date for Ordinary policies from that elected for Industrial policies. If a company
makes no such election, the operative date of this section for such company shall be January first, nineteen hundred and

6. Notwithstanding any provisions of sections two, three, four, five, five-a, five-b or five-c to the contrary, 2 policy of life
insurance may be issued which provides cash surrender values and paid-up nonforfeiture benefits which do not literally
comply with the provisions of subsections two, three, four, five, five-a, five-b and five'c provided the commissioner is
satisfied that the benefits under such policy are substantially as favorable to policyhelders and insureds as the minimum
benefits otherwise required by said subsections and that the benefit structure of the contract is not such as to mislead
prospective policyholders or insureds. In making a determination under this section with respect to a particular policy, the

commissioner shall take into consideration any opinion or recommendation of any committee or subcommitiee of the

National Association of Insurance Commissioners having responsibility for nonforfeiture maiters.

7(6]. Any cash surrender value and any paid-up nonforfeiture benefit, zvailable under the policy in the event of defaulr in
2 premium payment due at any time other than on the policy anniversary, shall be calculated with allowance for the lapse
of time and the payment of fractional premiums beyond the last preceding policy anniversary. All values referred to in
sections three, four, five, five-a, [and] five-b and five-c may be calculated upon the assumptions that any death henefit is
payable either at the date of death or at the end of the policy year of death, that premiums are paid either annually ar the
beginning of each policy year or continuously throughout each policy year, and that an insured’s age is based on either age
last birthday or age nearest birthday. The net value of any paid-up additions, other than paid-up term additions, shall be
not less than the amounts [dividends] used to provide such additions. Notwithstanding the provisions of section three,
additional benefits payable (a) in the event of death or dismemberment by accident or accidental means, (b) in the event of
toral and permanent disability, (c) as reversionary annuity or deferred reversionary annuity benefits, (d) as [decreasing]
term insurance benefits provided by 2 rider or supplemental policy provision to which, if issued as a separate policy, this
Act would not apply, () as term insurance on the life of a child or én the lives of children provided in 2 palicy on the life
of a parent of the child, if such term insurance expires before the child’s age is twenty-six, is uniform in amount after the
child’s age is one, and has not become paid up by reason of the death of a parent of the child, and (f) as other policy
benefits additional to life insurance and endowment benefits, and premiums for all such additional benefits, shall be
disregarded in ascertaining cash surrender values and nonforfeiture benefits required by this Act, and no such additional
benefits shall be required to be included in any paid-up nonforfeiture benefits.

8[7]. This Act shall not apply to any reinsurance, group insurance, pure endowment, annuity or reversionary anmnuity
contract, nor 0 any term policy of uniform amount, which provides no guaranteed nonforfeiture or endowment benefits,
ot renewal thereof, of twenty [fifteen] years or less expiring before age seventy-one [sixty-six], or in the case of 2 joint
life term policy, before the oldest life attains age seventy-one, for which uniform preminms are payable during the entire
term of the policy, nor to any term policy of decreasing amount, which provides no puaranteed cash value or endowment
benefits, on which each adjusted premium, calculated as specified in sections five, five-a, [and] five-b 2nd fivec, is less than
the adjusted premium so calculated, on such term policy issued at the same age and for the same initial amount of
insurance, nor to _any policy, which provides no guaranteed nonforfeirure or endowment benefits, for which no cash
surrender value, if any, or present value aof zny paidup nonforfeiture benefit, at the beginning of any policy vear,
calculated as specified in sections three, four, five, five-a, five-b and five-c, exceeds two and one-half percent (22%) of the
amount of insurance at the beginning of the same policy year, nor to any policy which shall be delivered outside this state
through an agent or other representative of the company issuing the policy.
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918]. After the effective date of this Act, any company may file with the commissioner a written notice of its election to
comply with the provisions of this Act after a specified date before January first, nineteen hundred and forcy-eight. After
the filing of such notice, then upon such specified date (which shall be the operative date for such company), this Act shall
become operative with respect to the policies thereafter issued by such company. If a company makes no such election, the
operative date of this Act for such company shall be Januery first, nineteen hundred and forty-eight.
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ATTACHMENT D

Draft Proposed NAIC Model Regulation
Reserve Requirements for the December 31, 1975 and
Subsequent Valuations With Respect to Interest Rate
Guarantees on Active Life Funds Held Under Group Annuity Contracts

As part of the determination of the aggregate minimuméroup annuity reserves, a computation must be made of minimum
reserves for deposit administration group annuity funds ) with interest rate guarantees. In making such computation the
procedure and minimum standards described below shall be applicable for the December 31 valuarions giving recognition
to the date deposits were made. Where appropriate, with the spproval of the commissioner, recognition may be given to
the extent and time of application of active life funds to purchase annuities, expense assessments against the fund, and the
excess of purchase price over minimum reserves. In no event shall the reserve be less than the transfer value, if any, of the
fund.

Approximate methods and averages may be employed with the approval of the commissioner.

(1) Deposit administration group annuity funds include all funds pertaining to the possible purchase of group annuities
beld in a separate account or in a general account, whether shown as premiums, advance premiums, auxilinry funds, or any
otber funds of an analogous nature and whether the liability is shown in the annual statement blank under Exhibit 8 or
elsewbere.

For funds received:

1. Prior ta 1974, follow the procedure used at that time.

2. For funds received in calendar year 1974, follow the less restrictive of:
(a}  The procedure used priar to 1974; or

(b}  With the approval of the Department of Insurance, a company may use the following basis to determine the
additional reserve for interest rate guarantees relating to contributions received in 1974 under Deposit
Administration group annuity funds.

Interest guarantee Factory = [1+(ig—ip)] |

Where: ig = interest rate guaranteed under the contract

iP = lesser of the net new money rate credited on group annuity funds received in 1974 or 1975 but inno
year greater than ig . .
n = number of guarantee years, and fractions thereof, remaining as of the valuation date.

3. For funds received in calendar years 1975 and subsequent, follow the procedure and minimum standards prescribed in
this section.

The minimum reserve shall be equal to the sum of the minimum reserves for funds ateributable to contributions received in
each of the calendar years 1975 and later.
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Where V, = Minimum reserve for funds attributable to contributions received in calendar year y.
= ¢4 : N
Vy [ny(l-Hgy) ]/(1+|py)
n = Number of guarantee years, and fractions thereof, remaining 2s of the December 31 valuation.

Cy = Portion of the guaranteed fund attributable to contributions received in calendar year y.

Interest rate guaranteed under the contract with respect to funds attributable to contributions received in
calendar year y.

py = Interest rate for valuation purposes
= Lowest of: ‘ '

(1)  The net new money rate credit by the company on group annuity funds received in calendar year y
less .005 for deposits with interest guarantees effective only on funds received in calendar year y, and
less .010 for deposits on contracts with interest guarantees effective in calendar year y which are
applicable to all future deposits made on such contracts within the interest guarantee period; or

(2) igy; or

(3) imy‘ where

imy = (i) For calendar year y+1 through y+9, the average gross new money rate based on the
! repores of companies for specified investments made in calendar year y-1 less .010 for
- deposits with interest guarantees effective only on funds received in calendar year y, and

less .015 for deposits on contracts with interest guarantees effective in calendar year y
| which ate applicable to all future deposits made on such coniracts within the interest
guarantee period.(

(ii} For calendar years y+10 and later, .060.

(2) With vespect to funds attributable to contributions received in 1975, this factor for calendar years 1976 through 1984,
based on the veporis of 37 companies for spacified investments made in 1974, is .081 with respect to those contracts wheve
the interest guarantees apply only to deposits made in calendar year 1975 and .076 for those comtracts with intevest
! guarantees applicable to all furure deposits made within the interest guarantee peviod. With respect to funds attributable to
contributions received in 1976 this factor for calendar years 1977 through 1985, based or on the reports of

companies for specified investments in 1975, is with respect to those contracts wheve the intevest gnarantees
apply only to deposits made in calendar year 1975 and for those contracts with intevest guarantees applicable o
all future deposits made within the imterest guavantee period.
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ATTACHMENT E1
To: Members of the (C) Cormmittee Technical Task Force on Valuation and Nonforfeiture Value Regulation

From: John Montgomery, Life Actuary
California Department of lasurance

Re: Disclosure on Individual Deferred Annuities

A review of the Model Individual Deferred Annuity Nonforfeiture Value Legislation and suggestions for disclosure
discussed at the New Orleans meeting in fune 1976, leads me to these conclusions:

1, I agree with C.F.B. Richardson’s contendon that “there is abviously an urgent need for disclosure of guaranteed
cash values on afl forms of deferred annuities, both annual and single premium, and in the case of contracts where
there are no cash values, the death benefit.”
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I also agree with his opinion that these values should be shown in a Policy Summary for the amount of the
premium proposed, assuming in the case of flexible premium contracts a certain future level of premiums.

With respect the values which should be disclosed, I believe that the values at age 65 must alse be shown in addition
to those suggested (values for each of the first ten policy years and for the fifieenth and rwentieth policy years).
Values at one fixed maturity age rather than at 2 range of such ages is important for comparative purposes.

Hiustrations of benefits derived on the assumption of continuance of the interest rate currently being paid should be
accompanied by the guaranteed values, with suitable wording to clearly specify that the illustrated amounts are not
guaranteed.

With respect to the disclosure of the effective annual yield with respect to the gross premiums paid by the
znnuitant, the requirement of such disclosure at every policy duration seems burdensome and creates another series
of values to confront and confound the prospective annuitant. The basic purpose of the deferred annuity is to
provide an income commencing at some future date and such money is not to be treated as another form of savings
bank account. T believe it would be advantageous to both the annuitant and the company if the effective annual
yield on a gross premium basis were disclosed under the following conditions:

(a) At time of prospective purchase the effective guaranteed annual yield on the gross premiums paid must be
shown for the values at age 65.

It must be emphasized in the policy summary that the primary purpose of the contracr is to provide a
deferred income and that surrenders in the earlier contract years will be penalized to the extent that the
effective annual yield on early withdrawals may be considerably less than that shown for age 65.

(b)  After the contract is in force any inquiry as to the amount of surrender value available must show the
effective annual yield on a gross premium basis for the surrender value available and compare that with the
effective annual yield on that value if it were to be retained and accumulated at guaranteed interest rates to
ape 635. This will make the annuitant more aware of the penalty he may incur for withdrawal.

(¢)  The effective annual yield based on the current interest rate actually paid may be used only if accompanied

by the effective annual yield based on the guaranteed interest rate with suitable wording to specify that the
illustrated amounts are not guaranteed.

EEERBREE AR R AR R B R AR AR
ATTACHMENT E2

john O. Montgomery, F.8.A., Chief Actuary
California Insurance Department

William R. Burns, Actuary
North Dakota Insurance Department

Disclosure Requirements on Individual Deferred Annuities

August 26, 1976

At our Milwaulkee meeting, I mentioned that I would send you a letter outlining my thoughts in regard to the possibility of
requiring the insurer to provide actual yield rates on gross premiums paid by the policyholder. As I stated at the meeting, [
am opposed to requiring the insurer to provide this information, except upon the specific request of the applicant or
policyholder. The reasons for my view are as follows:

1. To

provide the applicant or policyholder with such a low (frequently negative) yield rate would be suggestive to him

that he is about to purchase or has purchased the equivalent of some form of simple savings account, and a poor one at
that, It stresses the savings account aspect of the contract, rather than the other more important aspects, namely interest
rate guarantees on net considerations during the accumulation period and deferred annuity -guarantees to be used in the

future.

As you stated in item number § on the first page of your August 5, 1976 memorandum (Attachment C4) “‘The

basic purpose of the deferred annuity is to provide an income commencing at some future date and such money is not to
be treated as another form of savings bank account.’

.
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2. Being given this low yield indication will encourage the applicant or policyholder to compare such low yield with the
current ¢arnings rate on simple savings accounts (which provide no comparable guarantees).

3. The insurer is not required, in the case of a whole life policy, to give the applicant or policyholder the yield rate earned
on gross whole life premiums paid. This is proper, since the resulting low yield rate would be due to the fact that the
insurer will have provided life insurance benefits over the specified period and the insurer witl have incurred legitimate
selling and other expenses related to the sale of the policy. Similarly, in the case of an individual deferred annuity, the
insurer will have provided certain interest guarantees and certain deferred 2rnuity guarantees (even though not in fact used
by the policyholder) over the specified period and the insurer will have incurred certain legitimate selling and other
expenses related to the sale of the contract. Just as it would be improper to require the insurer to provide the applicant or
policyholder rhese yield rates in the case of a whole life policy, so also would it be improper to require the insurer to
provide these yield rates in the case of an individual deferred annuity.

4. If the NAIC were to require the insurer to provide yield rates earned on a gross premium basis, in the case of individual
deferred annuities, the result would undoubtedly be to impose an unwarranted and unreasonable burden upon the insurer
and the agent in the sale of this legitimate product. It would artificially and unjustifiably inhibit the sale of these contracts.
it would be punitive.

Should it be the desire that the insurer be required to provide the applicant or policyholder with a scientific measure of the
net cost of this type of contract, then I would suggest that consideration be given to the required presentation of a net cost
index comparable to the interest adjusted surrender cost index in the case of individual life insurance. The periods over
which such indices would apply might he the first 20 years and the period to maturity (e.g. age 65) if longer than 20 years.
From accumulated premiums would be deducted the guaranteed cash value at the end of the petiod; also deducted would
be dividends and/or surplus interest payments accumulated to the end of the period. Then, as in the case of the life
insurance index, the resulting net accumulation might be divided by an appropriate annuity value to produce the
equivalent annual net cost over such period. Such annuai net cost would reflect the cost of the insurer’s providing interest
guarantees and deferred annuity guarantees under the contract and the cost of the insurer’s selling and other expenses
related to the sale, issue and maintenance of the contract. Then, if the applicant or policyholder desired, he could obtain
similar net cost indices from other insurers for comparison purposes. The important point is that the applicant or
policyholder would be directed roward the proper path to enable him to make his desired comparisons, rather than be
encouraged to compare unfairly the yield results of the individual deferred annuity with those of a much simpler savings
account which provides no guarantees comparable to those provided under an individual deferred annuity,

HAEEELRRE R R E R R R
ATTACHMENT F

Minutes of Society of Actuaries Committee
to Develop New Valuation Tables

The Prudential Center
Boston, Massachusetts
: October 12, 1976
Present: Jhlius Vogel, Chairman; Charles A. Ormsby ; Neil M. Anderson; Wilbur M. Bolton; Kenneth P. Hinsdale; Hodge L.
Jones Jr.; J. Clunas McKibbon; William K. Nicol; Gary N. See; Joseph C. Sibigiroth; C. David Silletto; James G. Stewarr;
William A. White.
Absent: Waid J. Davidson Jr.

Guests: Michael J. Rich, Assistant Actuary of the John Hancock Mutual Life Insurance Company.

Chairman Vogel called the meeting to order at 9:00 a.m. He expressed appreciation to the members for their attendance
and asked for discussion on the various agenda items.

A. Purpose of New Valuation Tables.

While it was generally agreed that a deficiency problem analogous to the situation which served 2s an impetus to the 1958
€50 Table exists today, particutarly on term plans, the consensus was that in addition, the present treatment of female
lives from a public relations standpoint is not satisfactory. It was also agreed rhat the new tabies should serve the regulators
in providing a sound conservative basis appropriate for solveney protection.
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B. Development of New Valuation Tables.

The committee reviewed the items in Mr. Sibigtroth’s letter of September 13th:

1. Exposure Period. Mr. Rich reported that utilizing policy anniversary years from 19270 to 1975, including
nonmedical but excluding the first five policy years, should provide enough data te develop a female table as well as
a male table. The consensus was that it would be desirable to develop a select and ultimate table an medical business
only as a starting point. As various choices are considered in achieving the ultimate objective of an aggregate table
the choices can be berter quantified,

2. Select Period, Mr. Rich indicated that it might be possible to provide the committee with rough aggregate tables
excluding various select periods. The critical area in this regard is the female data.

3. Nonmedical Data. While the industry is moving to a higher percentage of nonmedically issued business, it was felt
that caution should be exercised in selecting the appropriate mix of assumed business and consequent effect on
reserves.

4, Central Ape Assumption. It was agreed that this will have to be studied further. No problem is envisioned in

including 65-69.

5. Age Nearest Birthday, Parricular atreniton will be paid to age 0. Eventually both age-nearest and age-last tables will
be published but the data studied will be on or converted to age-nearest.

6. - War Deaths. Agreed to exclude.

7. Decrease in Mortality in the 20’s. These may differ by sex.

8. Graduation. No decision.

C. Need for Separate Male and Fernale Mortality Tables.

A subcommittee headed by Mr. Siletto had explored this item and, from a purely technical standpaoint, concluded that
separate valuation tables are not necessary and rough equity can be achieved through premium differentials. However,
considering the situation with respect to pensions and disability insurance and the misunderstanding in general of present
practice in life insurance, it was felt that our only choice is to develop separate tables. This choice is made notwithstanding
the extra costs in ratebooks, file maintenance, computing of dividends and other increased costs. The committee agreed
that we appear to be “‘inexorably driven’ to the development of two tables,

D. Margins,

It was noted that this will be the key question, particularly female vs. male and their consistency. In determining the final
loadings for the 1958 CSO, it appeared that concern was given to the mortality rates and that, at least in the published
report, the effect on reserves was given less weight. It was agreed that, as was done for the 1958 CSO Table, data would be
secured from additional companies. Mr. Sibigtroth indicated that a copy of the original questionnaire could possibly be
obtained. It was suggested thar the Society office could assist in the mailing of a new questionnaire. In this regard, Mr.
Rich was asked to furnish a copy of the instructions to those members associated with noncentributing companies.

E. Other Interested Parties.

The chairman said he would keep appropriate persons informed such as John Montgomery (NAIC) and Richard Minck
(ACLI).

F. Conclusions.
In confirmation of earlier tentative conclusions, it was affirmed that we would proceed to develop the select and ultimate

tables for both sexes on medically examined husiness using the 1970-74 years (1975 not yet available) and alse develop an
aggregate table, omitting the first five policy years to see what it looks like,

Cient e
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G. Next Meeting.

The chairman ennounced that it is unlikely that we will meet again this year. Mr. See will canvas the members for a suitable
date and place after the minutes are distributed and work has proceeded further,

KERE SRR E Rk bk b ok gk

ATTACHMENT G

Minutes of the Meetings of the (NAIC (C) Committee
Technical Task Force on Valuation and Nonforfeiture Value Regulation
August 18-20, 1976

The NAIC (C} Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation met at the NAIC
Central Office in Milwaukee, Wisconsin on August 18-20, 1976. Since the task force must prepare reports for each of the
four NAIC subcommittees reporting to the (C) Committee, the activities of the task force are described in four parts
attached to these minutes, and the minutes and the appropriate part will be inciuded as an attachment in each of the four
reports to be prepared for the December meeting.

The meeting Wednesday, August 18, 1976, started at 8:00 a.m. and adjourned at 6:00 p.m. The meeting Thursday, August
19, 1976, commenced at 8:00 a.m. and adjourned at 5:00 p.m. The meeting Friday, August 20, 1976, commenced at §:00
a.m. and adjourned at 1:30 p.m. without taking time for lunch.

Members of the NAIC technical task force attending each meeting were: John 0. Montgomery, Chairman, California; W.
Keith Sloan, Arkansas; Erma Edwards, Nevada; Robert J. Callahan, New York; William Burns, North Dakota; Ramon
Estefantia, South Carolinz; Ted Becker, Texas; Bradford S. Gile, Wisconsin,

For the Society of Actuaries Committee on Valuation Laws: Charles Greeley, Metropolitan, August 18 and 19; Stephen
Frankel, Northwestern Mutual, August 18.

Faor the American Council of Life Insurers: Richard V. Minck and John K. Booth, August 18 and 19.

For the Health Valuation Advisory Committee: E. Paul Barnhart, Chairman, August 20; Peter Thexton, Health Insurance
Association of America, August 19 and 20.

For the Health Nonforfeiture Value Advisory Committee: Ernie Frankovich, Chairman, George V. Stennes & Associates,
August 20.

Other interested persons attending were: A. Charles Howell, John Hancock, Chairman of the AGLI Advisory Committee
on Group Annuity Valuation, August 18 and 19; Mike Medland, CUNA Mutual Insurance Society, August 1%; Albert Pike,
representing Teachers Insurance and Annuity Association, August 18 and 19.

Subjects discussed were:

A, For the (C1) Accident and Heazlth Insurance Subcommittee, August 20, 1976 meeting.

1. Report on the New York Departmnent Disability Study.
2. Report of the Health Valuation Advisory Commtitee.
3, Report of the Health Nonforfeiture Value Advisory Committee: ‘“Test of Adequacy of Reserves, Return of

Premium Benefit (ROP) -- Rollover Variety.
4. Draft a request to the Society of Actuaries for 2 table to update the 1964 Commissioners’ Disability Table.

5. The feasibility of a “Stop-Gap ™' Disability Table to be used until the 1964 CDT is updated.
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6. Standards for review and approval of A & H premium increases.
7. Review the purpose of the annual statement blank with respect to accident and health insurance.

B. For rhe {C2) Credit Life and Disability Insurance Subcommittee, August 18, 1976 meeting. This consisted primarily of
an organizational report.

C. For the {C3) Life Insurance Subcommittee, August 18 and 19, 1976 meetings. (Attachment G1).
1. Model Legislation for Individual Deferred Annuity Nonforfeiture Values (August 18).
2. Basic Principles of Reserve Requirements (August 19).

3. The Valuation of Annuities (Avugust 18 and 19). :

a. Group Annuity Depaosit Administration Funds.

b. Individual Deferred Annuities and Deposits Other Than Group Annuity Funds.

4. Revision of the Standard Valuation Law (August 18 and 19).

5. Revision of the Standard Nonforfeiture Value Law (August 19).

] a. Work of the NAIC Valuation Technical Advisory Committee {August 18).
7. Mortality Table Construction {August 18).

D. For the (C4) Variable Life Insurance and Variable Annuities Subcommitiee, the August 18 meeting consisted primarily
of an organizational report.

EI LI EE R EEERELE L LR At

ATTACHMENT G1
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Items for the (C3) Life Insurance Subcommittee
(Meetings of August 18-19, 1976)

1. Model Legislation ~ Individual Deferred Annuity Nonforfeiture Values (Discussed August 18, 1976).

a. Definition of contracts excluded from coverage. d

After considerable discussion on what contracts were to be included and what were to be excluded from coverage
under the model legislation, it was decided to revise the exposure draft by renumbering Seetion 9 to become Section ;
2, resulting in Sections 2 through 8 being renumbered to Sections 3 through 9 respectively, changing all of the
internal references to such Sections, and to revise the new Section 2 as follows (the underlined words ire new, no
words were deleted): .

2. This section shall not apply to any reinsurance, group annuity contract issued in connectien
with 2 pension plan (other than an Individual Retirement Account) as defined by and subject to
the federal Emplovee Retirement Income Security Act of 1974 (ERISA) as now of hereafter
amended, premium deposit fund, variable annuity, investment annuity, immediate annuity, or 5
any deferred annuity contract after annuity payments have commenced, ot reversionary :
annuity, nor any contract which shall be delivered outside this state through an agent or other
representative of the company issuing the contract.

= i Comment was expressed that the group annuity phrase may yet exclude some contracts for which coverage by the
Z | model law is intended. Further research is needed before the final drafting in October to make certain that such a
sitnation does not exist.




584 NAIC Proceedings ~ 1977 Vol. [

b. The minimum nonforfeiture value formula.

Two significant changes and one correction to the formula as defined in Section 3 (Section 2 of the draft included
as Attachment E2 to the June Report to the NAIC) were discussed:

(1) Under subseciion (a) the third sentence should be revised to read (additions are underlined, deletions are
lined through):

| Notwithstanding the provisions of the preceding sentence, the percentage shall be sixty percent

i of the portion of the total net consideration for any renewal contract year which exceeds by
i not more than two times the highest—total sum of those portions of the net considerations for
| any-single prior contract yearshall-be in all prior contract years for which the percentage was
sixty percent.

(2 Under subsection (a) the fourth sentence should be corrected to read:

The level percentages shall be eighty-five percent of the net considerations for each contract
year.

: (3)  The effect of replacing the formulas as now stated by a formula which would remove the need for 2 separate
! “level percenrage” formula should be explored. Two formulas were suggested:

(a)  60% of the first year net consideration and 87!%4% of all renewal years’ net considerations.

(b)  65% of the first year net consideration and 87%% of all renewal years’ net considerations.
- (Drafting Note: From questions I have since received concerning this section, I believe that either the definition of “net
consideration” now given in the last sentence of subsection (2) should be given before that expression is given in 2 formula

or a parenthetical reference to such a definition should be made when the formula is given in the section.}

A revised draft of Section 3, incorporating the formula defined by (3){b) above and the drafting note just
mentioned, is attached (Attachment G2) using the parenthetical reference.

e, Relationship of surrender value to paid-up annuity benefit at maturity,

Several changes with respect to Section 5 (Section 4 of the draft included as Attachment E2 to the June Report ot
; the NAIC) were discussed, and the wording was revised to express more clearly the intent of this section as follows
(additions underlined, deletions lined through):

43. For contracts which provide cash surrender benefits such cash surrender benefits available prior
to maturity shall not be less than the present value s of the date of surrender of that portion of
the maturity value of the paid-up annuity benefit which would be provided under the contract
at maturity arising from considerations paid prior to the time of cash surrender reduced by the
amount appropriate to reflect any prior withdrawals from or partial surrenders of the contract,
such present value being discounted calculated on the basis of an interest rate not more than
one percent higher than the interest rate specified in the contract for accumulating the net
considerations to determine such value at maturity decreased by the amount of any
indebtedness to the company on the contract, including intetest due and accrued, and increased
by any existing additional amounts credited by the company to the contract. However, in no
event shall any cash surrender benefit be less than the minimum nonforfeiture amount at that
time. The death benefit under such contracts shall be at least equal to the cash surrender
benefit.

For contracts which do not provide cash surrender benefits, the present value of any paidup
i annuity benefit available at any point in time prior to maturity shall not be less than the
present value of that portion of the paid-up annuity benefit provided under the contract at
maturity arising from considerations paid prior to such point in time discounted, such present
value being calculated for the period prior to the maturity date on the basis of the interest rate
specified in the contract for determining the present value of the paidup annuity benefit at
maturity. However, in no event shall the present value of any paid-up annuity benefit be less
than the minimum nonforfeiture amount at that point in time.
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For the purpose of determining the benefits required by this subsection, in the case of apnuity
contracts under which an election may be made to have annuity payments commence at
optional maturity dates the maturity date shall be deemed to be the latest date for which
election which shall be permitted by the contract but shail not be deemed to be later than the
anniversary of the contract next following the annuitant’s seventieth birthday or the tenth
anniversary of the contract whichever is later.

Disclosure on individual deferred annuities.

. A discussion on recommendations to the NAIC Task Force on Disclosure with respect to disclosure requirements for

Individual Deferred Annuities revesled a wide divergence of opinion among members of the technical task force.
Some supported the industry view that the effective annusl yield on a gross premium basis need not be disclosed
because of other factors such as mortality and expenses while other members believed in varying degrees that, if the
annuities are marketed as some form of premium deposit arrangement with emphasis on current high investment
yields that the effective annual yield on a gross premium basis should be shown. It was agreed that the various
members and advisory groups should prepare statements to be resolved in the form of a recommendation to the
NAIC Committee on Disclosure to be drafted in October. This recommendation will express both majority and
minority views and will ask the Disclosure Task Force to withhold any final recommendation for action by the
NAIC until these views have been resolved.

2. Basic Principles of Reserve Standards.

The task force members present adopted 2 modification of Mr. Montgomery’s proposal of August 5, 1976 as follows:

The formulation of basic principles of reserve requirements involves an attempt to resolve two classically opposed forces,
the theoretical ideal and practical reality. What is needed are not only basic principles for reserve requirements for interest
guarantees but hasic principles for reserve requirements in general. Three fundamental principles seemn apparent:

The primary purpose of reserve requirements is to lock up enough funds to provide, under reasonable expectations
of experience, for the payment of future guaranteed benefits and, in the case of contracts becoming paid up, for the
expenses of maintaining such paid up contracts.

The minimum reserve requirements must be such that the net cost of insurance to the policyholder is the least that
can be expected and still satisfy the primary purpose of such requiremenis.

Reserve requirements must consider the effects of those requirements in designing insurance and annuity products
and should not arbitrarily attempt to deliberately limit or mandate the choice of such products.

From these fundamental principles a number of basic rules can be developed with respect to the various areas of valuation
problems. Before discussing these, however, there are 2 number of practical realities which nust be observed:

a.

The wide variety of technical comperence of the actuarial staffs of the various state insurance departments requires
that specific methods and standards for reserve for each type of liability must be provided either in the law or by
regulation authorized by law. (The NAIC technical task force must originate these standards to promote uniformity
among the states and continuity within each state.)

While it is = noble aspiration that, “The actuary working with a particular situation should be free to exercise his
professional judgment with respect to the mathematical formulae employed in calculating reserves . . " the practical
fact is that, under the current embryonic system for setting standards of actuarial conduct and for enforcing those
standards, the regulatory authorities cannot assume the risk of allowing such freedom and must of necessity set
specific standards for reserves, Of course, the factors assumed and not assumed in setting those standards must be
delineated in the definition of the standards. ’

The time frame within which we must operate requires that action be taken as soon as possible for those areas where
agreement can be reached as to the proper basis for valuation consistent with that existing or contemplated for
other areas. If there is a particular problem with respect to a segment of an area of valuation which cannot be solved
now, that should not delay action on those parts of the problem for which a solution seems apparent at the present
time.
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With these three fundamental principles and these three practical realities in mind, in respect to rescrve requirements for

interest guarantees:

NAIC Proceedings - 1977 Vol. I

(1)  The Standard Valuation Law applies to the valuation of all guaranteed benefits associated with contracts involving
life contingencies and the guaranteeing of interest accumulation at a rate of interest in excess of the maximum
valuation interest rate is considered as such a benefit, Although this principle may be implied in the present
Standard Valuation Law z revision of that law should be more specific with respect to this and other guaranteed
benefits not mentioned,

(2}  The course of action with respect to reserve requirements for interest guarantees also must apply to 2ll items where
interest guarantees are a factor,

(3)  Whether or not the investment year method is used in the valuation of liabilities will determine what course of
action is to be followed.

The matter of how to treat reserve requirements for interest guarantees in excess of the maximum valuation interest rate
on premiums or deposits yet to be received has been deferred for further study. One approach would be to use a more
conservative interest assumption in valuing deposits already received on contracts with longer periods of excess interest
guarantees. Another is to use 2 projected scale of future considerations to be received. Some further research is indicared
before a decision by the task force can be reached.

However, the urgency of setting up those recommendations which the members of the task force can agree upon is of the
utmost importance, and they should not be delayed further.

3. The Valuation of Annuities (Discussed August 18, 1976).

a. Group Annuity Deposit Administration Funds.

(1)

(2}

The revision of the model regulation prepared as Attachment D3 to the June 1976 Report to the NAIC was
discussed. The principal point of discussion was the reserving for future deposits ar high guaranteed interest
rates. Attached are three items further explaining some of the problems involved:

(a)

(b)

(c)

Report of Robert J. Callahan to Thomas J. Kelly on the conference August 3, 1976 of the New York
Insurance Department with its advisory committee on reserve requirements for interest rate guarantees
on active life funds held under group annuity contracts (Attachment G3, Part 1).

Report by John S. McCoy, Chairman of the New York Depariment Advisory Committee (Attzachment
G3, Part 2).

Report by Carl R. Ohman to Thomas J, Kelly (Attachment G3, Part 3). This report is of particular
value in demonstrating the dampening effect on interest rate fluctuation achieved by level
contributions as compared to single sum contributions.

The principal features of the proposed regulation are:

(a)

(b)

(c)

The valuation of group annuity funds received in each calendar year depends upon whether or not the
interest guarantees on group annuity contracts initiated during a particular calendar year apply to
funds received on those contracts in subsequent calendar years during the period of such interest
guarantees.

This theoretically requires that group annuity contracts extending the initial inrerest guarantees to
funds received during the interest guarantee period on those contracts be given a different valuation
procedure from those group annuity contracts where each successive calendar year’s deposits have
their own interest guarantees so that future deposits on this second type of contract will be made at
interest guarantees effective at the date of deposit.

The reserving method for interest guarantees in excess of the valuation interest rate consists of
accumulating the funds on deposit as of a particular valuation date from that valuation date until the
end of rthe guarantee period using the guaranteed interest rate, and then discounting that calculated
guaranteed accumulated value back to the valuation date using the valuation interest rate.
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(d) The valuation interest rate, with respect to funds attributzable to contributions received in a particular
calendar year, y, for those group annuities contracis where interest guarantees apply only to funds
received in the current calendar year, is the lowest of :

6] The net new money rate credited by the company on group annuity funds received in that
calendar year less .0035;

(i) the guaranteed interest rate; or

(ifi}  An interest rate based upon an industry average gross new money rate for specified investments
made in the calendar year prior to the calendar year of deposit decreased for investment
expenses and taxes (%%) and decreased for the risk of reinvesting coupons at a lower rate and
of rollover losses (%%) and reducing to 6% for those calendar years more than ten years after
the calendar year of deposit.

{e) For those group annuity contracts where interest guarantees effective at the initialization of such !
contracts are applicable to all future deposits received during the guarantee period two alternatives :
have been considered by the NAIC Technical Task Force; the first providing an initial 2% margin
between the valuation rate and the new money rate {presumably on both items (i} and (ii) in (d)
above) reducing by 1/4% each year until no margin after eight years (except (ii) reduces to 6% after

i ten years); and the second alterpative providing a flat 1/2% additional margin (so that the new money

{; rate in {i) is reduced by .01 instead of by .005 and in (iii) by .015 instead of by .01.

(3)  After discussing the modifications for interest guarantees on future deposits, it was decided to defer a final
decision on this aspect until the St. Paul meeting in October.

- (4)  Modifications to the draft copy of the model regulation appearing as Attachment D3 to the June Report of
the NAIC Life Technical Subcommittee were:

(a) Rewrite the first two paragraphs of the model regulation (additions are underlined, deletions are lined
through):

as a part of the determination of the aggregate minimum group annuity reserves, a
computation must be made of minimum reserves for deposit adminijstration group
annuity fundsﬂ with interest rate guarantees. In making such computztion the
procedure and minimum standards described below shall be applicable for the December
31 valuations giving recognition to the date deposits were made. Where appropriate with
the zpproval of the commissioner recognition may be given to the exteat and time of
application of active life funds to purchase annuities, expense assessments against the
fund, and excess of purchase price over minimum reserves, and—the-date the-deposits
were-made. In no event shall the reserve be less than the transfer value, if any, of the ‘
fund. :

H
i
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i

(1) Deposit administration _group anunuity funds imclude all funds pertaining to the
possible purchase of group ennuities, whether such funds ave beld in a separaie account
or in a general account, whether shown as premiums, advance premiums, or auxiliary
funds, and whether the lighility is shown in Exbibit 8 or elsewbeve in_the Annual

Statement Blank. i
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Approximate calculations—for the December-31;1076-valuation- will beacceptable-in
view of the late date—of-premulgadon-of this-instruction methods and averages may he
employed with the approval of the Commissioner.

(SR co (b) Remove pages 4 and 5 of the model reguiation, change the first paragraph of Section 3 on page 2:

For funds received in calendar years 1975 and subsequent, follow the procedure and
minimum standards prescribed in either(a)or{b)of this section. ‘

and remove “(a)”’ from the beginning of the second paragraph of Section 3 on page 2.
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(c) The footnote indicator for im on page 3 should appear at the end of part {i) of the definition given
for imy and should be labelled footnote *“(2)" instead of with an asterisk.

b. Individual Deferred Annuities and Deposits Other than Group Annuity Funds (Discussed August 19, 1976).

(1)

(2)

(3

{4

The standard Valuation Law requires that the interest rate guarantees in excess of the maximum permissible
valuation interest rate be considered as benefits to be vzlued at the valuation interest rate. The reserve must

be adequate as of the valuation date to cover the greatest of the presenr values, using the maximum

permissible valuation interest rate of the various prospective guaranteed surrender values including the
present value of the maturity value.

For contracts with no specified maturity date it was decided to assume z valuation maturity age of the older
of age 65 or the attained age at valuation date plus ten years.

The coinplexity of the calculations involved was questioned but it was determined that, with the variety of
calculators and computers available, this is not really a problem.

The remazinder of the discussion with respect to individual deferred annuities was a part of the discussion of
the revision of the Standard Valuation Law.

4. Revision of the Standard Valuation Law.

a. Discussion.

(1}

(2)

(3)

4)

(5)

(6)

(7

There appears to be a need to vary the minimum reserve standards by type of product with respect to interest
rates,

The valuation of annuities is of particular importance with respect to pension plans, the federal Employee
Retirement Income Security Act (ERISA) and the increasing presence of federal participation in the
regulation of pension plans.

The federal government is valuing pension plan assets at market value generaring yield rates of around 9%
while annuities can only be purchased at 6% from private insurers because of the present valuztion standard.

Valuation standards must be more conservative with respect to interest rate assumptions because of the
problems of reinvestment of earnings generated by the principal fund and of reinvestmenr of the principal
sums themselves when they mature.

The present gap between current new money yields and the maximum permissible valuation interest rate is
too great for any private insurer to compete with the federal government which is not bound by state
valuation interest rate limitations.

The problem of reinvestment of maturing assets may not exist for most current annuitants, particularly those
over age 60, since they should not expect to live beyond the average maturity period of current investrnents.
This would imply that a lower valuation interest rate should be considered for immediate life annuities
commencing at younger ages and that the older the age at which an annuity is to commence, the closer the
valuation rate of interest can come to the new money yield rates at commencement date of such annuities,
always leaving some margin berween the valuation interest rare and the new money yield rate for the risk of
loss of yield upon reinvestment of interest earnings.

It was noted that, in the typical group, early retirement prior to age 55 seldom occurs but that after thar age
retirement, particularly for those retiring on disability, is becoming more prevalent. If it is true that those
retiring before age 60 usually do so with some form of disability, fhen those persons may not be expected to
live as long as those retiring under normal circumstances. A request was made for statistics with respect 1o
amounts of immediate znnuities issued or initiated at various ages. It would also be helpful to know if those
retiring before age 60 were disabled in some form.
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The valuation of public employee plans was discussed. Some states, New VYork for instance, do give the
insurance department responsibility for the valuation of such plans. A particular problem with these plans is
certain groups (firemen, police, ete.} who retire at younger ages and are healthy.

A sufficient number of companies do not earn an aggregate yield of more than 4% on their investment
portfolio to cause concern. According to the 1975 NAIC Early Warning Regulatory Tests nearly seven
percent of the 1,183 companies tested had investment yields of 4% or less. The new money investment rate
on these companies is not known and quite a few do not have sufficient positive cash flow so as to require
investment in higher yiclding investments, their only opportunity being the current maturities of previously
invested assets.

The currently maximum valuation interest rate permitted on group annuities purchased before the operative
dare of the 1972 Amendments is 3%%. It has been suggested that this be changed to 5% and a further
suggestion was made to change the morrality tzble assumptions to the 1971 Group Annuity Mortality Table.
It was noted that 5% and the 1971 Group Annuity Mortality would not provide sufficient surplus relief from
3%% and originz] mortality assumption.

The wider margins proposed between the valuation and nonforfeiture value interest rate assumptions will
require revival of the concept of a mandatory surrender dividend. if we do not include such a proposal then
we should not propose a margin of more than %% in the interest rate.

With respect to premium deficiency reserves it was first proposed that the premium deficiency reserves be
based on the minimum reserve standards.

(a) It was noted that the deficiency reserve would have to be adequate together with the basic reserve to
cover the guaranteed cash surrender value.

(b)  Industry representatives proposed an aggregate test of premium deficiency reserves but the NAIC task
force believed that an aggregate test would be much more difficult to regulate than the use of reserve
formulas which could be verified with greater ease.

(c) The matter of state department of insurance variation in the interpretation of the premium deficiency
reserve statute was discussed. The statute should be clarified to specify that only the excesses of
valuation pet premiums over gross premiums should be taken into account and no offset for excesses
of pross premiums over valuation net premiums should be allowed.

(d)  Using the minimum basis requires the CRVM net renewal premium which is higher than the valuation
net premium required using the net level annuzl premium reserve method, a more conservative method
than the CRVM. By referring to the minimum basis, a deficiency reserve might be required on plans
with more conservative valuation standards.

{¢)  The previous discussion led to the conclusion that perhaps a modification of the commissioners’
valuation reserve method was needed which substitutes the gross premium for the valuation net
premium in the reserve formula whenever the valuation net premium exceeds the gross premium,
retains the reserve method (CRVM or Ner Level) originally used, uses the minimum standards of
mortality table and interest rate, and which results in 2 reserve value which is never less than that
calculated according to the methods and standards originally specified for a policy. At the conclusion
of the meeting Friday there was further discussion on this approach, and it was agreed to give further
thought to it.

[¢3) It was agreed to suspend further discussion on this topic on the premise that an increase in interest
rates in the minimum reserve valuation standards would relieve the pressure for premium deficiency
reserves at this time, and also it was agreed to postpone any action concerning premium deficiency
reserves on renewable term insurance.

The subject of requiring the reserve to at least equal the cash surrender value came up during the premium
deficiency reserve discussion, The NAIC Annual Statement Blank Instructions contain this requirement but
there is nothing in the $tandard Valuation Law on this subject. Consideration should be given to revise the
Standard Valuation Law to include a provision that the greater of the terminal reserve or the cash surrender
value shall be used in determining the mean reserves to be carried at the valuation rate.
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b. Revisions to the Standard Valuation Law.

The American Council of Life Insurance (formerly American Life Insurance Association) presented a *‘Proposal to
Increase the Statutory Interest Rates in the Standard Valuation and Nonforfeiture Law'’ (Attachment G4), and
several changes to this were made in the course of discussion. The suggested changes in interest rules starting on page

3 of that proposal are (additions underlined, deletions lined through):

(1) Increase the statutory valuation intetrest rate for new immediate group annuities purchased and
for new single premium individual immediate annuities issued from 6% to 7%%;

(2)  increase the statutory valuation interest rate for those group annuities purchased before the
operative date of the 1972 amendments to the Standard Valuation Law from 314% to 5%;

(Note: There was some discussion concerning going to 5% with the 1971 group annuitants’ mortality table but this
was not resolved by the NAIC task force.}

(3) Increase the statutory valuation interest rate for newly issued tax qualified deferred annuities
during the deferral period from 4% to: 7%% for the first ten contract years, 6% for the next
ten contract years and 414% for the 21st and later contract years;

(4)  Increase the statutory valuation interest rate for newly issued nontax-qualified individual
deferred annuities during the deferral period thatare nettax-qualified from 4% to: 6% for the
first ten contract years, 5% for the next ten contract years and 4% for the 21st and later
contract years;

(3) Increase the statutory valuation interest rate for newly issued life insurance from 4% to: 5% for
single premium whole life or endowment insurance and 4%% for 21l other plans of anaual
premium life insurance;

(6) Increase the statutory nonforfeiture interest rate for newly issued life insurance from 4%
to: the-rate-of interest used-in the gross premium for determining the amount ofinsutance
7%% for single premium whole life or endowment insurance and 5% 5%% for annual premivm
all other plans of life insurance;

(¥} Remove the provisions in the Standard Valuarion and Nonforfeiture Laws which stipulate that
all starutory valuation interest rates shall be 34% on and after January 1, 1986.

5. Revision of the Standard Nonforfeiture Law (August 19, 1976).

a. Discussion of the draft of C.F.B. Richardson’s paper, “Expense Formulas for Minimum Nonforfeiture Values.”
(This paper is to be presented to the Society of Actuaries next vear and will appear in the Transactions of the
Society.)

(1)

{2)

(3

(4)

All present conceded that this paper will be a landmark in actuarial literature,

It was observed that the paper offers posivive proof of the excessive amount of expense provided for by the
$20 per $1,000 face amount allowance provided for by the present Standard Nonforfeiture Value Law.

The recommended formula as presented by Mr. Richardson suggests the use of continuous functions at age
nearest birthday to define the net premium to be used in determining the minimum cash value and would
require only one set of minimum nonforfeiture values to be derived for each plan-age cell.

Should the revision of the Srandard Nonforfeiture Value Law wait for the development of a pew
Comemissioners’ Standard Ordinary Mortality Table which is at least two years away? Discussion of this
question implied that by the time thy NAIC technical task force had tested the effects of various expense
formulas, the effects of using mortality tables with and without margins for adverse contingencies, the effects
of various patterns of interest assurnptions and the effect on various plans of insurance that the consrruction

of a new mortality table might be well along. All of these studies are needed before the NAIC technical task

force can decide on the nature of the revised nonforfeiture value statute.
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Further review of the Society of Actuaries “Report on Actuarial Principles and Practical Problems With Regard to
Nonforfeiture Requirernents,”

{1

(2)

(3)

(4}

(5}

(6)

¥)]

(8

This is a follow-up to the review by the NAIC technical task force presented to the NAIC in June 1976,

The use of a six year age sethack for females is to be recommended only as a “stop-gap” until separate
mortality tables by sex are developed. The NAIC task force had listed this as the only point upon which there
was total disagreement. It now appears that for practical purposes this is the only route open at this time.

With respect to Conclusion 10 a recommendation should made ro the NAIC that the NAIC technical task
force be authorized to serve as central reference source for questions regarding valuation and nonforfeiture
value regulation. The NAIC Central Office shouid receive the questions and send them on to the chairman of
the NAIC technical task force or to any member of that task force the chairman may designate. The NAIC
Central Office would record the reception of such questions and monitor the status of replies.

Conclusions 18 and 19 should be put into effect with the next revision of the Standard Nonforfeiture Value
Law.

The revisions in the interest assumptions currenily proposed for the Standard Valuation and Standard
Nonforfeiture Laws will specify a single interest rate for statutory minimum cash surrender values eliminating
the linkage between valuation and policy cash surrender values (Conclusion 2). (It should be noted that, if
such linkage is removed, a Corresponding Model Act is needed requiring surrender or termination dividends.)

Any cutrent revision to the Standard Nonforfeiture Law must include the provision that: “Guaranteed
paid-up insurance options should be those purchased by the cash value on any interest rate as least as high as
that used for cash values” (Conclusion 22).

With respect to other conclusions with which there is substantial agreement between the NAIC technical task
force and the Society of Actuaries Special Committee:

Conclusion 23 — The present law respects this conclusion, and no change is intended concerning the concept
expressed by this conclusion.

Conclusion 24 — No specific expense loadings in paid-up insurance option guarantees are being considered by
the MAIC technical task force. The margins incorporated either in the construction of the mortality table, or
the interest rate, or both, shoutd be sufficient to cover this.

Conclusion 25 — This conclusion cannot be fully achieved until new mortality tables are developed.

Conclusions 27 and 28 — These are being implemented by model legislation currently in preparation for
adoption by the NAIC.

With respect to conclusions requiring further work, progress was noted:

Conelusion 3 — The expense allocation formula studies are proceeding as noted above in the discussion of Mr.
Richardon’s paper.

Conclusion 6 — The flagrant examples have been collected and will be transmitted to the Society Committee
as soon as they can be assembled (probably not until after the December report to the NAIC is drafted which
will be sometime after November 1, 1976).

Conclusions & and 9 - An exposure draft is needed which will define or categorize ‘‘multiple track,” “life
cycle,” “cost-of-living” and other open plans and which will expound alternatives in the regulation of such
plans.

Conclusions 16, 17 and 20 - Tests of triviality, the extension of term exemptions from cash values and
deposit term and deposit whole life did not receive much discussion. These should be considered more when
the new form of the standard nonforfeiture value law has been revised and is in the process of testing.
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6. Work of NAIC Valuation Technical Advisory Committee (Discussed August 18).

This NAIC Valuation Techical Advisory Committee is awaiting the information gleaned from the annual statement blanks
of defunct companies for the years just before their demise. As soon as the voluminous block of information for the Texas
defunct companies is received, all of the information will be sent on to both the NAIC Valuation Technical Advisory
Committee and the Life and Health Insurance Company Regulatory Tests (A3) Task Force.

Work concetning minimum surplus standards should be conducted by the NAIC Valuation Technical Advisory Committee,
and the NAIC (C) Commitree Technical Task Force will concern itself with more immediate problems such as the Deferred
Annuity Nonforfeiture Value Model Regulation and the revision of the Standard Valuation Law with respect to interest
assumptions, The work on minimum surplus standards with appropriate annual statement modifications, could result in a
very powerful regulatory test which would establish for each company, based upon the entire risk structure for that
company (mortality, morbidity, persistency, investments, expenses), a level of surplus below which the actual amount of
capital and surplus should not fall without that company being placed under special surveillance. This would be the
ultimare early warning system regulatory test.

This project is going to take a long time to complete because of such technical difficulties to be overcome as:
(1) The determination of the nature of, and parameters defining, the various risks to be considered.

(2)  The derivaton of a simple yet comprehensive set of risk cantingency factors to be applied to the annual statement
inforination to derive the minimum surplus.

(3)  The revision of information shown in the annual statement blank to provide bases to which the risk contingency
factors are to be applied.

The discussion on minimum surplus also brought out these comments:

(a) The Life and Health Regulatory Tests on defunct companies appear to show more exceptional test values two and
three years hefore the year of demise than for the year immediately preceding demise. The conclusion was drawn
that perhaps when some companies realize that they are experiencing financial difficulties, there may be an
incentive for attempting te conceal this fact from the regulatory authorities and from the public.

(b)  Massive doses of surplus relief and changes in management may be symptoms of a deteriorating financial condition.

{c) Compliczred holding company transactions should be examined carefully,

7. Mortality Table Construction {Discussed August 18).

A report by Julius Vogel, Chairman of the Society of Actuaries Committee, to establish new Valuation Tables (Atrachment

G5) was read. There are two subcommittees of the Society Committee, one concerned with the actual construction of the
tables and the other with the intention to explore the need for separate female valuarion tables.

AR AR E KR REE R RRR AR
ATTACHMENT G2

Redraft of Section 3 of the Model Individual Deferred Annuity
Nounforfeiture Value Legislation to Incorporate the §5%/87% Formula

Section 2 3.
The minimum values as specified in sections theee four, four five and six seven of any paidup annuity, cash surrender or

death benefits available under an annuity contract shall be hased upon minimum nonforfeiture amounts as defined in this
section.

e
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With respect to contracts providing for flexible considerations, the minimum nonforfeiture amount at any time at or
prior to the commencement of any annuity payments shall be equal to an accumulation up to such time at a rate of
interest of three percent per annum of eithernonlevel or level percentages of the net considerations {as hereinafter
defined) paid prior to such time, decreased by the sum of (i) any prior withdrawals from or partial surrenders of the
contract accumulated at a rate of interest of three percent per annum and (ii) the amount of any indebtedness to
the company on the contract, including interest due and accrued, and increased by any existing additional amounts
credired by the company io the contract. The net considerations for a given contract year shall be an amount not
less than zero and shall be equal to the corresponding gross considerations credited to the contract during that
contract year less an annual contract charge of thirty dollars and less a collection charge of one dollar and
twenty-five cents per consideration credited to the contract during that contract year, The sonlevel percentages of
net considerations shall be sixty-five percent of the net considerations for the first contract year sighty-five percent
and eighty-seven and one-half percent of the net considerations for the second through- tenth contract years and
ninety- percent of the net considerations-for the eleventh and later contract years. Notwithstanding the provisions of
the preceding sentence the percentage shall be sixiy-five percent of the portion of the total net considerations for
any renewal contract year which exceeds by not more than two times the highesttotal sum of those portions of the
net considerations for-any single-priorcontract yearshall be in all prior contract years for which the percentage was
sixty-five percent. The-level percentagesshall be-eighty-percent ofthe net-considerations for each contract-year.

With respect to contracts providing for fixed scheduled considerations, minimum nonforfeiture amounts shall be
calculated on the assurnption that the considerations are paid annually in advance and shall be defined as for
contracts with flexible considerations which are paid annually with two exceptions.

1.(1) The portion of the ner consideration for the first contract year to be accumnulated shall be the sum of

sixty-five percent of the net consideration for the first contract year plus twenty-two and one-half percent of -

the excess of the net consideration for the first contract year over the lesser of the net consideration for the
second and third contract years.

2.(2) The annual contract charge shall not exceed ten percent of the gross annual consideration.
(No change is recommended to the text for this subsection).

KA RRKAEREEREFEREFERREF

ATTACHMENT G3

Thomas J. Kelly, Chief Actuary
New York Insurance Department

Robert J. Callahan, Actuarial Valuation Bureau
.New York Insurance Department

Conference on August 3, 1976 With New York Advisory Committee on Reserve Requirements for Interest Rate
Guaraniees on Active Life Funds Held Under Group Annuity Contracts

August 4, 1976

In attendance at the above-captioned meeting were: John McCoy, Metropolitan; Charles Howell, John Hancock; Carl
Ohman, Equitable Life; and John Booth, American Life Insurance Association, all representing industry; and Thomas Kelly
and Robert Callaban of the New York Insurance Department.

This meeting was held to discuss any points wherein the New York Insurance Department differed from either the New
York Industry Advisory Committee and/or the NAIC Life Technical Subcommittee with the purpose of formulating a New
York Insurance Department position which could then be presented to the NAIC Subcommirree as well as to the NAIC
Life FTechnical Subcommitiee. The discussion revolved around the following paints:

(1) Liability versus Earmarked Surplus: The NAIC Technical Subcommittee recommended an option of reporting any

additional reserve required on account of the interest guarantees as either a liability or an earmarked surplus. Mr. Kelly
advised that under present reserve philosophy, he proposes to require any such additional reserve be classified as a liability

itern..
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(2) Individual versus Average Investment Year Rates: Compznies with sophisticated personnel and machinery prefer the
use of valuation rates based on individual year of investment, Companies without such sophistication prefer the use of
approximations and averages. In the past, the New York Insurance Department used the individual approach. The New
York Advisory Committee recommended averages. The NAIC Life Technical Subcommittee presented alternative
procedures,

Mr. Kelly decided to advocate the use of valuation rates based on individual investment years. This will result in a separate
tate for each investment year. He proposed to zllow as an alternative thereto the use of approximate methods and averages
subject to the approval of the Superintendent. Any circular will give only the primary procedure and will make reference
to the secondary procedure without spelling out any particular approximation. All seemed in agreement on this point.

"(3) Use of a Valuation Rate Level for Ten Years and 6% Thereafter versus Use of a Valuation Rate Level for Five Years

Tapered Off to 6% for the Tenth and Later Vears: Last year the New York Insurance Department used a rate level for five
years tapered off to 6% at the end of ten years. This tapering and reduction to 6% was designed to cover the reinvestment
tisk, Both the New York and the NAIC Life Technical Committee advocate the use of the valuation rate be held level for
ten years and then dropped to 6%. They claim the tests they made indicated a margin of %% in the valuation rate was
sufficient margin o provide for the risk of reinvestment so that for practical purposes to simplify the formula, they
proposed to hold the rate level for ten years. They claim the result of using a one-half percent margin is about the same as
using tapering with no margin. Mr. McCoy is to supply Mr. Kelly with further support on this point.

(4) _Margin for Guarantees on Future Deposits: Neither the New York industry Advisory Committee nor the NAIC Life
Technical Subcommittee recommended any additional reserve for guarantees on future deposits. Mr. Ohman had presented
some raticnale and illustrations to demonstrate that the risk was less if there were guarantees in a controlled situation. Mr.
Kelly was not convinced by such. Mr. Kelly requested further study in the area. In the mean time, he proposed to require
an additional one-fourth percent margin in the valuation rate to be applied to funds received in 1976 carrying a guarantee
of interest on future deposits, (Mr, Kelly proposed one-fourth percent rather than one-half percent in light of the
approximately .25% t0 .32% margin result from the use of nominal rather than effect rates in the New Money Report.)

(5) The circular will be revised to explicitly include all funds pertaining to possible purchase of group annuities whether
such funds are held in 2 separate account or in a generzl account, whether shown as premiums, advance premiums,
auxiliary funds, etc. and whether the liability 1s shown in Exhibit 8 or elsewhere.

(6) The circular letter will be revised to clarify turnover rares as meaning application of the funds to purchase annuities.
(7) The circular letter will be revised ro state approval of the Superintendent or Commissioner is required if 2 company
wishes to reduce the additional reserve by the effects of assuming application of the funds and any excess of purchase price

over reserve for income purchased.

(8) No reserves need be set up in advance to reflect the excess of reserve required for income purchased over the purchase
price. Any difference will be provided in the year of purchase.

(9} It is anticipated that any procedure adopted this year will be used for about five years and then subject to revision
(except possibly for item (4) above).

* ok ok %k
To: Thomas J. Kelly, Chief Life Actuary
New York Insurance Department
From: John $. McCoy, Actuary
Metropolitan Life
Re: Reserve Requirements for lnterest Rate Guarantees on Active Life Funds Held Under Group Annuity

Contracts: Margin for Reinvestment, Interest Rate Fluctuations

This is in response to your request at yesterdzy's meeting for more information on the studies by the New York Industry
Advisory Committee regarding the margin for reinvestment interest rate fluctuations under these interest rate guarantee
arrangements. -




NAIC Proceedings -- 1977 Vol. I 595

Qur approach to this study was to develop a number of investment models following the investment year principles, a.ni-:l to
compare the average interest rates earned (on an investment in the initial year) over the periods of years with the interest
rate in the initial year. The average interest rates were determined from a variety of inital interest rates and a variety of
reinvestment interest rate patrerns which were derived from the initial interest rate assumption. Thus, the difference
between the initial interest rate (an interest guarantee) and the average interest rate earned during the projected life of the
guarantee arrangement is a measure of the margin of risk in the guarantee period. A negative difference is a gain and a
positive difference is a loss from the transaction, The risk charge should be adequate to cover possible losses under the
reinvestment interest rate experience.

We chose as an investment model a 25 year serial bond which was assumed to provide an annual effective interest rate
equal to the initial interest rate for the particular investment year cell. It was further assumed thar asset turnover rates
applicable to each investment year cell would follow a pattern which is roughly comparable to the average insurance
company investments, and approximated as follows: 2% in the initial year, increasing %% per year to 4% in the fifth year,
then increasing 1% per year to a maximum of 7% in the 8th te 10th years. After the 10th year the rates graded downward
by about %% a year and reached a tevel of 112% in the 25th year when the cell was exhausted.

An extensive set of calculations was carried out by computer for initial interest rates ranging from 6% to 10%.
Reinvestment interest rates were determined from each initial rate assumption based on increasing interest rate
assumptions of %% and %% a year to certain maxima, and on decreasing interest rate assumptions of similar amounts to
certain minima. These calculations required separate investment year cells for each interest rate assumption since interest
earnings and asset turnover amounts would arise each year from the residue of the initial investment cell and the residues
of subsequent reinvestment cells and be reinvested in the new money cell then current. Hence, the total amount in all
investment cells at a given point in time is the amount accumulated from the initial investment, and the average interest
rate can be readily determined.

The following table summarizes some results of these calculations:

Average Interest Rate Earned

Initial Annual Ultimate on Initial Deposit
Interest Change Reinvestment Years in Accumulation Period
Rate in Rate Rate 5 10

6% +94% 14% 6.08% 6.35%
+14 14 6.16 6.71
8 +4 14 8.09 8.39
+44 14 8.19 8.80
10 +4% 14 - 10011 1043
+Y2 14 10.21 10.86
6% - %% 2 5.92 5.66
-% 2 5.85 5.34
8 -4 2 7.91 7.62
-4 2 7.82 7.25
10 - % 2 9.89 9.58
- ¥ 2 9.79 9.17

The interest rate margins can be determined from the difference between the initial inrerest rate in the first column and the
average interest rate earned over five or ten years. It will be noted that losses occur only with declining interest rate
patterns. These illustrations indicate the extreme effect of a decline in reinvestment rates to 2%, which is highly
improbable, and suggest that even in this case an interest margin of less than .5% is adequate to protect against interest rate
declines which average %% per year. Hence, the committee concluded that an interest rate margin of .5% was ample
allowance for the reinvestment interest rate risk.
.

A shortcoming of this type of model is thar the reinvestment interest rate pattern is developed from a rather crude
formula. It would be preferable t0 have 2 method which generates future interest rates by a scatistical approach that would
give effect to fluctuations in the reinvestment interest rates over the guarantee periad. I devised such a method to work up
a few manual calculations of average interest rates which were derived from a frequency distribution based on interest rates
from 1919 to 1975 on Moody's scasoned bonds. The method operates through a sampling procedure under which
reinvestment interest rates for a succession of years are generated from an initial interest through a frequency distribution
based on interest rate change ratios.
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Six samples were derived from initial interest rates of 6% and 8% and they produced the following results:

Average Interest Rate Earned

Initial on Initial Deposit

Interest Sample Years in Accumulation Period

Rate Number 5 10
6% 1 5.90% 5.72%

2 6.05 6.25

3 6.00 5.80

4 6.05 6.16

5 5.90 5.85

6 6.00 5.98

3% i 7.86 7.58

2 8.08 8.39

3 8.00 7.71

4 8.08 8.25

5 7.88 ) 7.67

) 8.00 . 8.00

These results also indicate that a margin of .5% should be adequate to provide for the reinvestment interest rate risk, and
they also suggest that probable interest rate patterns will not be as extreme as those derived by the specific formuias used
in our extensive computations referred to above.

If you have any questions on this material, please give me a call.

LEE R 2 3 ]

To: Thomas J. Kelly, Chief Actuary
New York State Insurance Department

From: Carl R. Ohman, Vice-President and Actuary
The Equitable Life Assurance Society of the United States

Re: Minimum Reserve Requirements for Interest Rate Guarantees Under Group Annuity Contracts: Guarantees Open
to Future Contributions vs Guarantees Covering Only Existing Funds

Date:  July 23, 1976

In our July 15 meeting at the Department on group annuity interest rate guarantees, you asked whether minimum reserve
requirements should be the same for guarantees open to future contributions as for guarantees covering only existing
funds. The sense of our meeting was thar this depends upon whether the terms of the guarantee control the flow of future
funds so as to avoid informed financial anti-selectdon.

Where the future amounts are at the discretion of the contractholder, it can be anticipated that substantial amounts will be
contributed when interest rare alternatives are lower than the guaranteed rate, and thart little will be contributed when
alternatives are higher. However, this potential for antiselection is at least as obvious to insurers as to contractholders, and
no one present recalled hearing of such a wide-open guarantee.

The guarantees open to future contributions that are actually available in the marketplace control the inflow in several
ways. Guarantees for pension plans specify a level amount of future contributions much as an individual life insurance
policy specifies its premium. Guarantees for profit-sharing plans -- where annual contributions are tied to profits, and hence
are volatile - specify a level percentage of the plan’s contributions. Guarantees for thrift plans accept the net of whatever
amounts are directed to and withdrawn from the guarantee, provided the allocations are made solely at the direction of the
individual participants.
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The point was made that an open guarantee with controlled future contributions is better hedged ageinst changes in
interest rates than is a guarantee applying only to a single sum. This is so because general account investments are made for
terms substantially longer than the terms of interest guarantees. Hence, when the guarantee matures and is paid off at its
book value, the value of the underlying investments made with the contributions of earlier years may be either higher or
lower than the payout, depending upon whether interest rates have fallen or risen, respectively. In the case of a guarantee
for a single sum, the differential can be substantial; if the guarantee is for continuing contributions, however, less of the
payment comes from older contributions, and the differential is muted.

Four illustrative financial workouts are included to show the magnitudes involved: they show the consequences of rising
interest rates and, alternatively, falling interest rates upon a single sum contribution 2nd, alternatively, a series of level
contributions. The calculations assume a slowly rising rate of repayments from existing investments characteristic of
general acocunt investments.

These four results may be combined with two more - the obvious results for the two contribution cases where interest
rates remain level — to form the following table:

Detail Future Contributions Under Level Equivalent
Table Interest Rates Interest Guarantee Interest Rate
1 Falling Single Sum 10.21%
2 Falling Level 9.61
3 Level Single Sum or Level 2.00
4 Rising Level 8.78
Rising Single Sum 8.06

This table shows that level equivalent interest rates for the level contribution case under either rising or falling future
interest rates are closer to the level interest rate result than are level equivalent rates for the single sum case.

Variations in interest rates are not likely to he as great as shown in these illustrations, nor to continue always in one
direction. Hence, these results are extremes. Nevertheless, they do reveal the ordering of results, and show that the
guarantee open to controlled future contributions is safer than the closed guarantee. That is the significant point in setting
reserve standards.

If you have further questions on this point, please call 554-3385. I look forward to our meeting on August 3 and trust that
the New York Department can again provide leadership to NAIC considerztion of this important topic.
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Conbributions
Investment Income
Repayments

Total Cash Flow
to New Generation

NAIC Proceedings - 1977 Vol. I

TABLE 1 — FALLING -- SINGLE SUM

Fuids at End of Year by Generation

1976 (9.0%)
1977 (8.5%)
1978 (8.0%)
1979 (7.5%)
1980 (7.0%)
1981 (6.5%)
1982 (6.0%)
1983 (5.5%)

Total Funds

Contributions
Investment Income
Repayments

Total Cash Flow
o New Generarion

Funds at End of Year by Generation

1976 (9.0%}
1977 (8.5%)
1978 (8.0%)
1979 (7.5%)
1980 (7.0%}
1981 (6.5%)
1982 (6.0%}
1983 (5.5%}

Total Funds

Years
Boek  Market
Value Value
1976 1977 1978 1979 1980 1981 1982 1283 1983
$100.00 $ $ $ 8 3 $ $ $
9.00 9.81 10.64 11.46 12.26 13.00 13.68 14.27
3.27 4.52 5.87 7.26 8.68 10.11
$1092.00 3 9.81 $ 1391 $ 1599 3 18.13 $ 20.26 § 2236 § 2438 §
$109.00 $109.00 $105.73 $101.50 $ 96.43 $ 90.64 $ 84.30 % 77.55 $ 92.24
9.81 9.81 9.52 914 8.68 816 7.59 8.88
13.91 13.91 13.50 12.96 12.31 11.57 13.31
15.99 15.99 15.51 14.89 14.14 15.94
18.13 18.13 17.59 16.88 18.58
20.26 20.26 19.66 21.05
22.36 22.36 23.20
2438 24.38
$109.00 $118.81 $129.45 $140.92 $153.17 $166.17 $179.86 $194.13 $217.58
Guaranteed Rate 10.21%
TABLE 2 - FALLING -- LEVEL CONTRIBUTIONS
Years
Book  Market
Value  Value
1976 1977 1978 1279 1980 1981 1982 1983 1983
$100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $
9.00 18.31 27.87 37.57 47.28 56.88 66.21 75.07
3.27 7.78 13.60 20.75 29,20 38.93
$109.00 $118.31 $131.14 $145.35 $160.88 $177.63 $195.41 $214.00 §
$109.00 $109.00 $105.73 $101.50 $ 96.42 $ 90.63 § 8429 $ 77.55 § 92.24
118.31 118.31 11476 11017 104.66 98.38 91.49 107.15
131.14 131.14 127.21 122,12 11601 10905 125.45
145.35 14535 14099 13535 128.58 14491
160.88 160.88 166.05 149.81 184.88
177.63 177.63 172.30 184.52
19541 19541 20274
214.00 214.00

$109.00 $227.31 $355.18 $492.75 $640.03 $796.91 $963.12 $1138.19 §1235.89

The level interest rate at which 100 .687 = 1235.8%is 9.61%.
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TABLE 3 — RISING -- LEVEL CONTRIBUTIONS

Years
Book  Market
Value Value
1976 1977 1978 1979 1980 1981 1982 1983 1983

Contributions $100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $100.00 $
H Investment Income 9.00 19.31 31.14 44.79 60.59 78.97 100.44 12559
:f Repayments 3.27 7.81 13.74 21.15 30.08 40.67
Total Cash Flow $109.00 $119.31 $134.41 $152.60 $174.33 $200.12 $230.52 $266.26 $

to New Generation

Funds at End of Year by Generation

1976 ( 2.0%) $109.00 $109.00 $105.73 $101.50 % 96.42 % 9063 5 84.29 $ 77.55 $ 65.82
1977 { 9.5%) 119231 119.31  115.73 11110 10554 99.21 92.27 79.80
1978 (10.0%) 13441 13441 130.38 12516 118.90 111.77 98.65
1979 (10.5%) 152.60 152.60 148.02 . 142,10 13500 121.79
i 1980 (11.0%) 174.33 174.33 169.10 162.34 - 149.94
; 1981 (11.5%) 200.12 200.12 194.12 183.82
i 1982 (12.0%) 230.52 230,52 22416
1983 (12.5%) 266.26 266.26
Total Funds ~ $109.00 $228.31 $359.45 $504.24 $664.83 $843.80 $1044.24 $1269.83 51150.24

The level interest rate at which 100 6'81 = 1190.24 is 8.78%.
TABLE 4 - RISING - SINGLE SUM

Years
Book  Market
Value Value
1976 1977 1978 1979 1980 1981 1982 1983 1983

| Contributions $100.00 $ $ $ $ 5 $ $ 3
‘ Investment Income 9.00 9.81 10.74 11.85 13.16 14.72 16.58 18.80
o Repayments 3.27 4.52 5.88 7.28 8.72 10.22
Total Cash Flow $109.00 $ 9.81 35 14.01 $ 16.37 5 19.04 § 22.00 $% 25.30 $ 29.02 %

to New Generation

Funds at End of Year by Generation

1976 ( 9.0%) $109.00 $109.0¢ $105.73 $101.50 § 96.43 $ 90.64 § 8430 § 77.55 % 65.82
1977 ( 9.5%) 9.81 9.81 9.52 9.14 8.68 8.16 7.59 6.56
1978 (10.0%) 14.01 14.01 13.59 13.05 12.40 11.65 10.28
1979 (10.5%) 16.37 16.37 15.88 15.25 14.48 13.07
1980 (11.0%) 19.04 19.04 1846 17.73 16.37
1581 (11.5%) 22.00 22.00 21.34 20.20
1982 (12.0%) 25.30 25.30 24.60
1983 (12.5%) 29.02 29.02
Total Funds $109.00 $118.81 $129.55 $141.40 $154.56 $169.28 $185.86 $204.65 $1835.93

Guaranteed R_ate 8.06%
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. ATTACHMENT G4

Ametican Council of Life Insurance
Draft Proposal to Increase the Statutory Interest Rates
in the Standard Valuauen and Nonforfeiture Laws
August 16, 1976

I. Introduction and Description of the Proposal

In December 1971, the NAIC amended the Standard Valuation Law to increase the interest rates used to define minimum
lizbilities from 3%% to 6% for group annuities and single premium immediate annuities and to 4% for all other annuities
and life insurance contracts. At the same time, the NAIC amended the Standard Nonforfeiture Law to increase the
maximum interest rate that may be specified in a contract for use in caleulating minimum nonforfeiture benefits from 3%%
to 4%. The change recognized that the level of investment return on life insurance company investments had risen
significantly since the Standard Valuation and Nonforfeiture Laws were originally adopted in the 1940's. The 1972
amendments also drew a distinction between reserves for contracts involving short terrm commitments in the neighborhood
of 10 to 15 years and those involving commitments extending over a generation or more. For the former, a higher
statutory interest rate for computing minimum reserve requirements is justified since the risks associated with yields on
reinvestment many years in the future are minimal for such contracts. The higher races allowed on group pension business
by the 1972 amendments recognized the lower rate of federal income taxes paid by companies on qualified pensmn plan
business as compared to that paid on other business.

The 1972 amendments gave life insurers relief from surplus strains caused by excessive reserve requirements, including
deficiency reserves. However, long term interest rates since 1972 have advanced to even higher levels, and the relief from
surplus strain obtained through the 1972 amendments has been eroded as minimum reserve standards have again become
excessive. Economists generally indicate that interest rates are likely to continue to fluctuate around their current high
levels for the indefinite future. Therefore, it is recommended that the statutory interest rates in the Standard Valuation
and Nonforfeiture Laws again. be increased to bring these laws more into line with current economic realities and with
those of the forseeable future.

A development which makes it easier to obtain a motre precise evaluation of reserve liabilities is the new requirement in the
NAIC Annual Statement that an opinion be given by a qualified actuary as to whether reserves “'make a good and sufficient
provision for all unmatured obligations of the company guaranteed under the terms of its policies.” Since actuaries are
required to certify to the sufficiency of reserves, the Standard Valuation law should be designed to permit more flexibility
in accommodating different product designs and should serve as a minimum standard of valuation within which actuaries
can railor reserves to provide for liabilities under various types of products. The proposed increases provide for more
flexibility by reflecting both the differences in reserving for short term as opposed to long term insurance liabilities and the
differences in federal income tax treatment of different lines of business.

Specifically, the following changes in statutory interest rates are proposed:

(1)  Increase the statutory valuvation interest rate for new group annuities purchased and for new single premium
individual immediate annuities issued from 6% to 7%%;

(2)  Increase the statutory valuation interest rate for those group anmuities purchased before the cperative date of the
1972 amendments to the Standard Valuation Law from 3%% to 5%;

(3) Increase the statutory valuation interest rate for newly issued tax-qualified individual deferred annuities from 4%
to: 74%% for the first ren contract years, 6% for the nexr ten contract years and 4%% for the 21st and later contract
years;

4) Increase the statutory valuation interest rate for newly issued individual deferred annuities that are not tax-qualified
from 4% to: 6% for the first ten contract years, 5% for the next ten contract years and 4% for the 21st and later
contract years;

(5)  Increase the statutory valuation interest rate for newly issued life insurance fram 4% to: 5% for single premium life
insurance and 4%% for annual premium life insurance;
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(6) Increase the statutory nonforfeiture interest rate for newly issued life insurance from 4% to: the rate of interest
used in the gross premium for determining the amount of insurance for single premium life insurance and 5% for
annual premium life insurance;

(7Y  Remove the provisions in the Standard Valuation and Nonforfeiture Laws which stipulate that all statotory
valuation interest rates shall be 34% on and eafter January 1, 1986.

IL._Relationship Between Minimum Valuation and Nonforfeiture Standards and Product Pricing

In establishing any minimum reserve standard, there is a need to swike a proper balance berween considerations of solvency
and the need for companies to be able to set appropriate prices for their products. An overly conservative reserve standard
causes artificial surplus strain that may overwhelm normal competition and force companies either to curtail solicitation of
new business or to increase prices to generate the funds needed to meet required reserves. If minimum reserve standards are
so conservative as to produce a valuation net premium that is larger than the gross premiumn charged for any policy or
contract, an additional deficiency reserve must be established equal to the present value of the excess of net valuation
premiums over gross premiums. This lessens competition by making it difficult for insurers to charge gross premiums that
are lower than the valuation net premium.

The Standard Nonforfeiture Law places a statutory maximum on the interest rate that may be specified in a contract for
use in calculating minimum nonforfeiture benefits. As in the case of reserves, a higher statutory interest rate permits
companies to accumulate a smaller amount of funds for life insurance nonforfeiture values which allows for more
competitive premium rates.

One of the principal elements of this proposal is to improve recognition of the various investment risks associated with
different kinds of insurance and annuity products. Such recognition would cause the reserve standard to parallel current
pricing practices, For example, not only short term contracts but many longer term contracts are priced either implicitly or
explicitly on the assumption thst interest earnings during the {irst few years will be at current high vields and then grade
down gradually to lower ultimate levels. The proposal recognizes that it is appropriate under any contract to have a higher
statutory valuation interest rave applicable to those funds which will be invested at higher current yields.

1I1. Interest Rate Trends During the 1970°s and Increased Surplus Strain

In the earlier 1970’s, yields on high grade securities ranged from about 7% to 8% per annum. Subsequently, interest rates
on high grade securities have risen to 8%% to 9% per annum. Yields on new investments by life insurers have also risen
above the levels which prevailed in the early 1970's. An American Council of Life Insurance survey of yields on new
fixed-income investments by 60 companies accounting for zbout 65% of assets held in general accounts of life insurance
companies showed yields on new investments that averaged 9.08% in 1974 and 9.87% in 1975. The aggregate yield on life
insurers’ total general account investment portfolio has climbed steadily upward during the decade and is now well over 6%
for ali insurers combined.

An example of the surplus strain caused by reguiring overly conservative reserve interest assumptions in the face of higher
investment yields and competitive pricing can be illustrated by a comparison of net single premiums for a life annuity of
$100 per month to a male aged 65 on the basis of the 1971 Group Annuity Mortality Table and various interest rates. The
net single premium for such an annuity calculated on the basis of the 71 GAM Table and 9% interest, which is
representative of interest rates currently used in calculating group annuity rates, is $9,205. However, the required reserves
for this annuity calculated on the basis of the minimum reserve basis of 6% interest and the 71 GAM Table is $11,122 or
21% more than the net premium used in pricing the benefit.

A similar calculation can be made for a life annuity of $100 per month commencing at age 65 for a male now aged 55,
which is 2 typical weighred average age in the case of annuities sold to fund terminating pension plans. In this case the net
premium based on 9% interest and the 71 GAM Table is $3,409 while the required reserve based on 6% interest and the 71
GAM Table is $5,445 or an additional 60% above the net premium used in pricing the benefit must be established as
reserves. Under the proposed group annuity reserve standards of 7%% interest and the 71 GAM Table the required reserves
for the benefir described above for a male aged 65 would be $10,079 and for a male aged 55 would be $4,287, an increase
of 9% and 26% respectively, above the net premiums used in pricing such benefits as ealculated on the basis of 9% interest
and the 71 GAM Table.
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A similar comparison can be made with respect to already purchased group znnuities which are currently valued on the
basis of 314% interest and the Group Annuity Mortality Table for 1951. Considerations for such business which were
invested years ago in low yielding investments have now been reinvested at much higher yields as a result of maturities and
repayments of principal and interest. The use of 6%% interest as representative of the average yield to be expected in the
future on funds underlying this closed block of annuities and the Ga-51 Table produces a net single premium for a life
annuity of $100 per month to a male aged 635 of $10,361. The required reserve for such an annuity based on 3%% interest
and the Gz-51 Table is $12,760 or 23% more than the net single premium based on a vield representative of that of the
undetlying investrnents, Under the proposed group annuity reserve standards for such business of 5% interest and the
Ga-51 Table, the required reserve would be $11,449 or 11% more than the net single premium based on a 6%% yield.

Thus, insurers are not only forced to undergo surplus strains when new group annuities are purchased but are also subject
to excessive surplus strain for carrying already purchased group annuities on their books. Such strains reduce competition
in the pension business by forcing insurers to incur artificial surplus losses through the requirement that reserves for this
business be based on interest assumptions far below current yields on the underlying invested funds for such business.

Similar surplus strains arise from the sale of individual single premium immediate annvities and individual deferred
annuities where prices are set in the realization that yields on premium income received during the next several years will
be much higher than the current statutory valuation interest rates. Although the surplus strain is not quite so acute for life
insurance contracts involving a longer time span over which premiums are received and benefit payments are made, &
change in life insurance as well as in annuity statutory interest rates is both needed and appropriate. Since current interest
earnings and expected furure investment yields are an integral part of the pricing of all life insurance and annuity products,
surplus strains varying in intensity by type of product are pervasive throughout the life insurance industry.

IV. Future Economic Trends and Expected Levels of Iuterest Rates

Economists today generally view long-term interest rates as consisting of two parts, a basic “‘real” rate of interest and an
inflation premium. The basic ‘“‘real” rate of interest, which reflects the interaction between the supply and demand for
capital, has remained relatively stable over several decades at about 3%%. However, some economists believe that a growing
capital shortage may push the basic “real” rate about one-half percent higher in future years. The capital shortage arises
from greater demands for investment funds caused by the need for polluticn control equipment, larger capital
requirements for energy supplies needed to fulfill this country’s goal of energyindependence and higher replacement costs
for capital equipment. Anather contributing factor is the expectarion of a smaller supply of savings as the U.S. experiences
a demographic shift toward more young adults and families who tend to be net consumers rather than net savers.

In addition to the basic “real” rate of interest, long term interest rates include an inflation premium demanded by the
lenders to compensate for the expected loss in real value of capital funds which are advanced. Therefore, a principal
determining factor in the level of long term interest rates is the rate of inflation.

Most economists believe that the rate of inflation will average zbout 5%% per year over the next decade although this does
not preclude fluctuations on either side of the average as a result of business cycles. The commitment of the federal
government to economic growth and full employment even at the expense of some inflation has tended to institutionalize
the process. Another factor making it difficult to reduce already existing inflarion is growing use of automatic escalator
clauses. Such clauses are built into wage contracts, the Social Security system, the federal food stamyp program and federal
retirement programs for both civilian and military employees. The fact that increases in iabor costs have been ahout 8% a
year while real increases in productivity have been in the 2%% to 3% range is an additional contributing factor to
continuing inflation.

Translating expectations of inflation averaging about 5%% and a basic ““real” rate of return on capital of 3%% or more into
yields on high grade long term bonds leads most economists to believe that yields will be in the 8% or 9% range for the
foreseeable future. in fact there is a general consensus among ecnomists that we are unlikely ever again to see the 4% to 6%
yields that characterized high grade bonds during the 1960’s.

The highly regarded Data Resources, Inc. econometric study, The Capital Shortage, predicts some slight easing of yields on
the highest grade corporate bonds to the 8%% to 8% range over the next four years followed by an increase in yields in the
1980's to about 9%. This projection is based on an economic model which assumes that the federal government pursues
fiscal and monetary policies designed to promote steady sustained growth. Under this basic projection, demand for capital
slackens somewhat until excess capacity created by the recent recession is brought back into production. As the recovery
continues and capacity utilization rates rise, additional demands for capital funds will push inferest rates back to the 9%
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level. On the other hand, a government policy designed to accelerate economic recovery and to achieve full employment as
soon as possible would create greater inflationary tendencies and could lead to credit crunches and interest rates on the
highest grade corporate bonds that reach double digit levels before 1980.

One question that is asked is whether a major economic depression might develop in the foreseeable future which would
bring a substantial -decline in interest rate levels. Economists are generally agreed that this is unlikely, in view of strong
political pressure and the existence of the economic tools to combat any major townturn in economic zctivity. Economists
generally acknowledge that the price of government stimulation of the economy is'a long run bias toward inflation. In
addition, demands for technological innovation, export of capital and tecknology to developing nations of the wortd and
worldwide population pressures and desires for a rising stzndard of living will all generate continuing demands for capital
and external inflationary pressures. All of these factors point to a continuation of interest rates near their current levels.

V. Rationale for Statutory Interest Rate Changes for Particular Types of Life Insurance and Annuiry Products

For annuity products involving short term guarantees, and the investment of premiums immediately or in the near future,
it is appropriate to establish a statutory valuation interest rate which comports with yields on new investments which have
a major effect on the pricing of such products. Such products include group annuities and singie premivm individual
immediate annuities. Guarantees under these products generally involve a commitment to make benefit payments over a
short specified period of time such as ten years or over the remainder of a pensioner’s tifetime which averages ahout 15
vears. Since the average macurity of new insurers’ new investments is longer than the period of guarantees under such
contracts, there need be little concern over invesrment yields on reinvestment. Therefore, a 7%% statutory valuation
intefest rate is proposed for new group annuities and single premium individual immediate annuities.

The change in the statutory valuation interest rate from 3%% to 5% for chose group annuities which have been previously
purchased under group annuity contracts recognizes that vields on the funds underlying such annuities are” already
substantially above the 3'4% interest rate used in devermining minimum required reserves. If the conservatism inherent in a
3%4% valuation interest rate forces an insurer to hold back dividends from a contractholder in order to maintain redundant
reserves, the contractholder may cancel the annuities, withdraw the funds and reapply them to purchase new annuities
which would be subject to the current statutory valuation interest rate. Alternarively, the contractholder may place the
funds with a bank trustee thereby escaping all restrictions imposed by statutory minimusmn reserve standards.

In order to compete effectively for the retirement savings dollar, insurers must and do recognize yields on new investments

"in pricing individual deferred anruity contracts. However, unlike shorter rerm contracts, guarantees under individual

deferred annuity contracts extend to flexible payments to be received and benefits promised ta be paid many years in the
future at a2 time when there is. greater uncertainty as to the level of interest rates. This uncertainty is taken into account in
pricing such products by assuming that interest yields grade down aver a period of years. A similar approach to setting
statutory valuation interest rates would produce reserves that more accurarely track the basis for pricing these products.

In proposing statutory valuation interest rates for individual deferred annuities, recognition has been given to the fact that
a substantial portion of these products are sold in the tax-qualified market and that interest yields for tax-qualified
products will be higher than for the nonqualified. Since the difference in federal tax charge between qualified and
nenqualified annuvities is smaller at lower levels of investment yields, there is less differential in propased statutory interest
rates applicable to the two types of annuities at lower interest rates, Proposed statutory interest rates for individual
deferred annuities grade from a level during the first ten years equal to statutory interest rates applicable to shorter term
contracts down to fairly conservative levels in later years. These are as follows:

Statutory Interest Rates Applicable to Individual
Deferred Annuity Contracts

Years Applicable Tax-Qualified Nonrax-Qualified
First 10 Contract Years 7%% 6%
Second 10 Contract Years 6% 5%
21st and Later Contract Years 4% % 4%

The considerations for establishing statutory valuation interest vates for life insurance are similar to those for establishing
such interest rates for individual deferred annuities. For single premium life insurance the approach of establishing 2 series
of statutory valuation interest grading down by duration might be used. On the other hand, since only a single premium is
paid and there is no need to be concerned zbout the timing and level of future premium payments as under flexible
payment annuities, x simpler approach is to propose an average statutory valuation interest rate for 21l durations of 5%.
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For most annual premium life insurance, future premiums are defined at issue of the contract so that it is feasible to adopt
the simpler method of establishing an average statutory valuation interest rate rather than a series of interest rates grading
by duration. Even more important, however, is the fact that a graded series of statutory valuation interest rates equal to
those used for nontax-qualified individual deferred annuities would produce higher. reserves for life insurance policies at the
later durations than the present statutory standard. This situation arises because the graded statutory valuation interest
rates produce valuation net premiums which are smaller than current valuation net premiums. However, after the 20th
policy year, reserves would be computed as the present value of future benefits less the present vakue of future valuation
net premiums all based on a2 mortality table and 4% interest assumption which are the same as those contained in the
present Standard Valuation Law. Since the new valuation premiums on this basis would be smaller, reserves would be larger
for the 20th and later durations. Ta avoid this problem, a flat 414% statutory valuation interest rate is proposed for annual
premium life insurance. This is lower than the 5% rate proposed for single premium life insurance in recogpition of the
additional uncertainty of yields associated with the investment of defined premium payments many years in the future.

For annual premium life insurance nonforfeiture values a 5% statutory interest rate is proposed as the maximum interest
rate that may be used in calculating minimum nonforfeiture benefits. Although historically the statutory valuation interest
rate and the statutory nonforfeiture interest rate have always heen the same, there is no reason why there should be a
direct relationship between the two; in fact, the Society of Actuaries Special Committee on Valuation and Nonforfeiture
Laws recommended that they not be tied together. If anything, the statutory valuation interest rate should be lower since
it is used to determine a conservative measure of reserves to be established for future benefits. On the other hand, the
statutory interest rate used in determining minimum nonforfeiture benefits determines an approximate measure of the
asset share arising under a policy from past paymenis of premiums less the cost of protection, insurer expenses and
dividends. Therefore, the statutory interest rates specified in the Standard Nonforfeiture Law is logicatly more closely
related to the interest assumption used in determining premiums than is the statutory valuation interest rate. This
relationship is strongest for single premium life insurance and is recognized in the proposed specification that the statutory
nonforfeiture interest rate for this product shall be equal to the interest rate used in the gross premium to determine the
amount of insurance purchased.

V1. Reasons to Remove Automatic 1986 Reversion From Standard Laws

The Standard Valuation and Nonforfeiture Laws now provide that all statutory interest rates will revert to 3%% on January
1, 1986. As this date approaches, it is apparent that such a change is contrary to all economic trends and if allowed to
become operative will produce a surplus strain with respect to new business written after that date which will be so abrupt
as to severely dislocate or curtail the sale of new life insurance and annuity products. The present provision assumes that
interest rates will drop to very low levels in the mid-1980's in direct contradiction to the beliefs of most economists. For
this to happen would require a reversal of the federal government’s commitment to economic expansion and full
employment and a significant reduction in needed capital expenditures by business, none of which are likely.

Even if interest rates were to decline, this would produce capital gains on high yielding investments already contzined in
insurers’ portfolios. These capital gains could be used ro strengthen reserves if that were necessary. Another factor to be
kept in mind is that in the event interest rates decline, the aggregate yield rate on a life insurer’s general account investment
portfolio generally lags behind the yield rate on new investments and might even continue to rise for a few years if yields
on new investments were somewhat lower than those being obtained currently. If there were a significant long term decline
in interest rates, there would be ample time to adjust “new money” statutory valuation rates downward by legislation.
Action would be needed in only a few key states; the reduction of stztutory valuation interest rares would apply to all
insurers doing business in any state enacting such reductions. Finally, the new actuarial opinion which must accompany the
NAIC Statement requires the actuary to give his opinion not only as to whether reserves meet the minimum statutory
standards but also as to whether reserves make good and sufficient provision for all unmatured obligations. Even without
such required actuarial certification, companies did strengthen reserves in the 1940’ and early 1950’s when interest rates
were at low levels.

Considering the many measures which can be taken to ensure adequate reserves in the event of a decline in interest rates
and considering the potentially damaging effect on the availability of life insurance and annuities that would be caused by
reducing statutory valvation interest rates to 3%% on January 1, 1986, it is proposed that the provisions in the Standard
Valuation and Nenforfeiture Laws which make such a reduction automatic be removed.
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VII. Present Statutory Reserve Requirements Prevent Insurers From Competing With the Federal Government to Insure
Terminating Pension Plans

Prior to the passage of the Employees Retirement Income Security Act of 1974 {ERISA), terminating pension plans had 1s
an alternative to annuity purchase the dissipation of a wasting trust, with uncertainty running for a generation or more as
to whether the uninsured pension fund would be inadequate or excessive. However, ERISA severely restricted the
possibility of using a wasting trust and created the Federal Pension Benefit Guarantee Corporation (PBGC) to become an
insurance company for terminating pension plans, plus pushing terminating plans toward the insured route, The PBGC has
often said that they do not want to preempt private institutions, and would prefer to be only the insurer of last resort,
Unfortunately, the current annuity reserve requirements for private carriers are so restrictive that the PBGC is now
effectively the only insured resort.

Under ERISA, a terminating pension plan values its assets and liabilities according to PBGC rules. Assets are valued,
essentially, at market; if the plan can in fact convert them to cash for a better value, it is free to do so. Liabilities are priced
at rates which are in line with those of the major carriers; if the plan can get a better price from a private carrier, it is free
to do so. Finally, whatever protected benefits have not been placed under guarantee with 2 commercial carrier must be
taken over by the PBGC ar its price (and the PBGC can reach up to 30% of the plan sponsot’s net worth, in addition to
existing plan assets, in order to get its price).

The PBGC must accept terminating plans with assets less than liabilities, However, the PBGC would like to trequire that,
when assets at least equal liabilities - the “sufficient plan” case - the plan must seek a commercial quotation. However, as
noted on page 7 above, under existing reserve requirements competitive pricing for terminated plan business may typically
result in a surplus strain to the writing insurer of 60% of the net considerations. Such excessive surplus strains have
dried-up commercial alternatives to federal insurance of tetminating pension plans, whether sufficient or not.

The forced success of the PBGC and the evident incapacity of commercial insurers io offer competitive contracts to
terminated plans may lead to a mandate for the PBGC to offer Individual Retirement Accounts also, or for a federal
govermnment agency, unhampered by state reserve requirements, to offer a full range of annuity products. Clearly, it is
essential that minimum reserve requirements be set at appropriate levels to enable private insurers to complete effectively
with the federal government in insuring terminated pensien plans.

VIII. Summary and Conclusion

There is an immediate need to recognize current economic realities in the statutory interest rates specified in the Standard
Valuation and Nenforfeiture Laws. Failure to do so will continue the requirement of redundant reserves and the resulting
artificial surplus strain leading to reduced competition in price or availability of life insurance and annuity products.
Another needed revision is further refinement of the structure of statutory valuation interest rates to parallel mote
accurately the impact of current and future yields on the pricing of life insurance and annuity products.

Most economists are in agreement that pressures for an expanding economy, full employment and capital funds to meet
the demands for technological change, for pollution control and for enetgy independence will keep interest rates well
ahove the levels obtained prior to 1974. Investments made by life insurance companies in this financial setting would
command rates in the 8% to 9% range for the foreseeable future. If there is a significant decline in interest rates at some
future time, there exist ample procedures and opporiunities to ensure that reserves are established at levels which would
appropriately reflect any change in the pattern of interest rates. Finally, an updating of the valuation laws is needed to
enable private insurers to compete effectively with the federal government to avoid a federal rakeover of the insurance of
terminated pension plans. Therefore, it is proposed that the Standard Valuation and Nonforfeiture Laws be modified as
indicated in the enumerated changes proposed in the introduction. Suggested amendatory language is attached.
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ACLI Draft Proposed Changes
in the Standard Valuation Law
March 16, 1976

Amend the first two sentences to read as follows:

Section 3-a.

Except as otherwise provided in section three-a, the minimum standard for the valuation of all such
policies and contracts issued prior to the effective date of this Act shall be that provided by the laws in
effect immediately prior to such date except that annuities and pure endowments purchased under
group annuity and pure endowment contracts issued prior to such effective date may be valued using
an interest rate of not more than five percent (5%) interest. Except as otherwise provided in section
three-a, the minimum standard for the vatuation of all such policies and contracts issued on and after
the effective dare of this Act shall be the Commissioners’ reserve vazluation method defined in section
four, five percent (5%) interest for Group Annuity and Pure Endowment contracts and three and
one-half percent {3%%) interest for all other such policies and contracts, or in the case of policies and
contracts, other than annuity and pure endowment contracts, issued on or after (insert effective date
of 1972 NAIC Amendmenis to the Standard Valuation Law) [the effective date of this amendatory
Act of 197 and prior to January 1, 1986], four percent (4%} interest for such contracts issued prior
ta_the effective date of this amendatory Act of 197 |, five percent {5%) interest for single premium life

insurance and four and one-half percent (4%%) interest for annual premium life insurance issued on or .

after the effective date of this amendatory Act of 197 , and the following rables:

Amend this section to read as follows:

3-a.

The minimum standard for the valuation of all individual annuity and pure endowment contracts
issued on or after the operative date of this section three-a, as defined herein, and for all annuities and
pure endowments purchased on or after such operative date under group annuity and pure endowment
contracts, shall be the Commissioners’ reserve valuation method defined in séction four and the
following tables and interest rates:

(a) For Individual Annuity and Pure Endowment contracts issued prior to the effective date of this
amendatory _Act of 197 {January 1, 1986], excluding any disability and accidental death
benefits in such contracts -- the 1971 Individual Annuity Mortality Table, or any modification
of this table approved by the Commissioner, and six percent {6%) interest for single premium
immediate annuity contracts, and four percent (4%} interest for all other individual annuity and
pure endowment contracts.

(by  For Individual Annuity and Pure Endowment contracts issued on and after the effective date of
this amendatory Act of 197 , excluding any disability and accidental death benefits in such
contracts — the 1971 Individual Annuitv Mortality Table, or any modification of this table
approved by the Commissioner, and seven and one-half percent (7%4%) interest for singie
premium immediate annuity contracts, and the following interest rates for all other individual
annuity and pure endowment contracts:

(i) For individual annuity and pure endowment conrtracts issued in connection with
retirement plans which qualify for special tax treatment under the United States Internal
Revenue Code, seven and one-half percent (7%4%) interest for the first ten contract years,
six percent {6%) interest for the next ten contract years, and four and one-half percent
(4%%) interest for the twenty-first and later contract years; and

(i)  For all other individual annuity and pure endowment contracts, six percent (6%) interest
for the first ten contract years, five percent (5%} interesi for the next ten contract years,
and four percent (49%) interest for the twenty-first and later contract vears.
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[(b) For individual Annuity and Pure Endowment contracts issued on or after January 1, 1986,
excluding any disability and accidental death benefiis in such contracts — the 1971 Individual
Annuity Mortality Table, or any modification of this table approved by the Commissicner, and
three and one-half percent (3%4%) interest.]

(¢)  For all annuities and pure endowments purchased prior to the effective dare of this amendatory
Act of 197 _ [January 1, 1986] under group annuity and pure endowment contracts, excluding
any disability and accidental death benefits purchased under such contracts - the 1971 Group
Annuity Mortality Table, or any modification of this table approved by the Commissioner, and
six percent (6%} interest.

) For all apruities and pure endowments purchased on or after the effective date of this

amendatory Act of 197 under group annuity and pure endowment contracts, excluding any
disability and accidental death benefits purchased under such contracts - the 1971 Group
Annuity Mortality Tabie, or any modification of this table approved by the Commissioner, and i
seven and one-half percent (7%%) interest.

[{(d) For all annuities and pure endowments purchased onr or after January 1, 1986 under group
annuity and pure endowment contracts, excluding any disability and accidental death benefits H
purchased under such contracts—the 1971 Group Annuity Mortality Table, or any
modification of this table approved by the Commissioner, and three and one-half percent
(314%) interest.]

After (insert effective date of 1971 NAIC Amendments to the Standard Valuation Law) [the effective
date of this amendatory Act of 197 1, any company may file with the Commissioner a writren notice
of its election to comply with the provisions of this section after a specified date hefore January first,
nineteen hundred and seventy-nine, which shall be the operative date of this section for such
company, provided, 2 company may elect a different operative date for individual annuity and pure
endowment contracts from that elected for group annuity and pure endowment contracts. If a
company makes no such election, the operative date of this section for such company shall be January
first, nineteen hundred and seventy-nine.

FEBEFR

ACLI Draft Proposed Changes
in the Standard Nonforfeiture Law
August 16, 1976

Section 5-a.

Amend the first sentence to read as follows:

5-a. In the case of Ordinary policies issued on or after the operative date of this section five-a as defined
herein, all adjusted premiums and present values referred to in this Act shall be calculared on the basis
of the Cormissioners’ 1958 Standard Qrdinary Mortality Table and the rate of interest specified in
the policy for calculating cash surrender values and paid up nonforfeirure benefits provided that such
rate of interest shall not exceed three and ane-half percent {3%%) per annum except that a rate of
interest not exceeding four percent (4%) per annum may be used for policies issued on or afrer {insert
effective date of 1971 NAIC Amendments to the Standard Nonforfeiture Law) [the effective date of
this amendatory Act of 197 and prior to January 1, 1986] and prior to the effective date of this
amendatary Act of 197 and a rate of interest not exceeding five percent (5%) per annum may be
used for policies issued on or after the effective date of this amendatory Act of 197 , except that any
single premium life insurance policy shall provide that any cash surrender value gvailable under such
policy shall be calculated on the basis of rhe mortality table and rate of interest used in the gross
premium for determining the amount of such single premium life insurance and provided that for any
category of Ordinary insurance issued on female risks, adjusted premiums and present values may be
calculated according to an age not more than six [three} years younger than the actual age of the
insured.
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Section 5-b.
Amend the first sentence to read as follows:

5-b. In the case of Industrial policies issued on or after the operative date of this section five-b as defined
herein, all adjusted premiums and present values referred to in this Act shall be caleulated on the basis
of the Commissioners® 1961 Standard Industrial Mortality Table and the rate of interest specified in
the policy for calculating cash surrender values and paid-up nonforfeiture benefits provided that such
rate of interest shall not exceed three and one-half pércent (314%) per annum, except that a rate of
interest not exceeding four percent (4%) per annum may be used for policies issued on or after (insert
effective date of 1272 NAIC Amendments to the Standard Nonforfeiture Law) [the effective date of
this amendatory Act of 197 and prior to January 1, 1986] and prior to the effective date of this
amendatory Act of 197 and a rate of interest not exceeding five percent (5%) per annum may be
used for policies issued on or after the effective date of this amendatory Act of 197 | except that any
single premium life insurance policy shall provide that any cash surrender value available under such
policy shall be caleulated on the basis of the mortality table and rate of interest used in the pross

premium for determining-the amount of such single premium life insurance.
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ATTACHMENT G5

To: John O. Montgomery
State of California
Department of Insurance

From: Julius Vogel
Senior Vice-President in Charge of Northeastern Operations
The Prudential Insurance Company of America

Re: Society of Actuaries Committee to Establish New Valuation Tables
Date:  August 9, 1976

This is a brief progress report on the work of the Committee to Establish New Valuation Tables. The committee has been
formed by the Society of Acruaries, and its membership is as follows: Julius Vogel, Chairman; Charles A. Ormsby,
Vice-Chairman; Neil M. Anderson; Wilbur M. Bolton; Waid J. Davidson Jr.; Kenneth P. Hindsdale; Hodge L. Jones Jr.; J.
Clunas McKibbon; William K. Nicol; Gary N. See; Joseph C. Sibigtroth; C. David Silletto; James T. Stewart; William A.
White.

We have formed two subcommittees. One, under Joe Sibigtroth’s direction, will deal with the actual assembly of
experience and development and testing of new valuation tables.

The other subcommittee is intended to explore the need for separate female valuation tables, nonforfeiture values,
dividend scules, etc., as distinguished from recognition of sex by simpler means such as nonparticipating premium
differentials or age differentials. Dave Silletto is chairman of this second subcomimittee.

I have distributed a large amount of background material to the members of the full committee, including your letter of
September 9, 1975 to Lambert Trowbridge. Right now the committee is considering, by mail, some of the immediate
questions that arise, such as the amount of experience to be included, the tests to be made, the effect of mortality margins,
the very purpose of a new valuation table, ete.

Our first meeting of the entire commitiee is scheduled for October 12. We will certainly keep you informed as this job
develops.
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ATTACHMENT H

Valuation and Nonforfeiture Value
Regulation (C} Technical Task Force

St. Paul, Minnesota
October 13-15, 1976

The NAIC (C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation met at the Radisson St.
Paul Hotel, St. Paul, Minnesota on October 13-15, 1976. The activities of the task force with respect to the various NAIC
subcommittees reporting to the (C) Committee, are described in attachments to the December 1976 Report prepared for
each of the (C) Committee Subcommittees {(C1), (C2), {C3), and (C4)). by the technical task force. )

The meeting Wednesday, October 13, was a part of the (C2) Long Term Credit Insurance Task Force meeting and
concerned primarily the development of the Credit Disability Morbidity Study so as to provide tables of disability claim
costs per $10¢ initial indebtedness by plan and class of risk. The meeting Thursday, October 14, commenced at 8:30 a.m.
and adjourned at §: 30 p.m. with a special drafting session from 8:00 p.m. until midnight. The meeting Friday, October 15,
commenced at 8:00 and adjourned at 2:00 p.m. without taking time for lunch. '

Members of the NAIC technical task force attending were: John Q. Montgomery, Chairman, California; W. Keith Sloan,
Arkansas; Erma Edwards, Nevada; Robert J. Callahan, New York (October 13); Thomas J. Kelly, New York (October 14,
15); William Burns, North Dakota; J. Ramon Estefania, South Carolina (October 14, 15); Woody Pogue, Texas; LaMar
Walker, Utah {October 14, 15); Bradford 5. Gile, Wisconsin.

Representative of other state insurance departments present were: Hon. H. Pete Hudson, Indiana (October 13); Jay
Koleski and George Saarloos, Minnesota (October 13, 14).

For the Society of Actuaries Committee on Valuation Laws: Charles Greeley, Metropolitan (October 14, 15); Dick Miller,
Southwestern Life.

For the American Council of Life Insurers: Richard V. Minck; John K. Booth.
For the Health Valuation Advisory Committee: E. Paul Barnhart, Consultant, Chairman {October 15).

For the Health Nonforfeiture Value Advisory Committee: Ernie Frankovich, George V. Stennes & Associates, Chairman;
Anthony J. Houghton, Nelson & Warren.

Other interested persons attending were: Dave Green, Nelson & Warren (October 14); Dirk Kling, IDS Life (Octaber 14);
Carl R. Ohman, Fquitable Life of New York (October 14); Larry Peterson, AID Association for Lutherans; Paul Quinn and
Tom Walsh, Teachers Insurance and Annuity Association.

Subjects discussed (details given in the December 1976 Report) were:

A. For the (C1) Accident and Health Insurance Subcommittee October 15 meeting.

1. The Nelson & Warren 1974 Individual Health Tables.

2. Report of the Health Valuation Technical Advisory Committee.

3. Society of Actuaries Activities.

4. Stop-Gap Disability Income Claim Cost Table.

5. The problem of determining the date a claim is incurred.

6. Standards for review and filing of accident and health premium increases {this topic does not come under the
present authority of the task force).

7. Return of premium benefit reserves.
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B. For the (C3) Credit Insurance Subcommittee,

1. The development of a credit disability claim cost table by class of risk as well as by plan.

2, The formation of technical advisory committee to advise and assist the task force in this endeavor.
C. For the (C3) Life Insurance Subcommittee.

1. The drafting of the Individual Deferred Annuity Standard Nonforfeiture Law.

2. The revision of interest standards for minimum reserves and nonforfeiture values.

3. The development of an appropriate reserve method with respect to reserves for excess interest guarantees on
individual deferred annuities.

4. The valuation of policy reserves when the valuation net earnings premium exceeds the gross premium for any policy
year.

D. For the (C4) Variable Life Insurance and Variable Annuities Subcommittee.

No topics were discussed at this meeting with reference to variable products, When the NAIC adopts the recommended
changes in the Standard Valuation and Nonforfeiture Laws, then the technical advisory committee with tespect to the
valuation of variable products will make a study to determine what changes in the variable products statutes will be
needed.

Life Insurance Cost Comparison (C3) Task Force

Phoenix, Arizona
December 8, 1976

Since the June 1976 meeting of the NAIC, the Life Insurance Cost Comparison (C3) Task Force has directed its efforts and
studies to two areas of immediate concern.

The first is the study of life insurance dividend practices with the goal of 2 model regulasion dirscted toward the control of
dividend illustrations and dividend payments both to insure equity between policyholders and ro insure that prospective
policyholdets can compare the cost indexes of participating policies.

The second study coneerus the development and recommendation of a separate disclosure system for annuities and deposit
funds. The ultimate goal being the development of a model regulation direcred toward helping a prospective purchaser
improve his understanding of the basic features available and enhance his ability to evaluate the relative benefits in sirnilar
plans.

In furtherance of these two studies, a task force meeting was held in St. Louis, Missouri on July 26 and 27. Results of the
meeting are summarized as follows.

1. Life Insurance Dividend Practices

Members of the new Committee on Dividend Philosophy established by the Society of Actuaries and other interested
persons present supplied the task force with a wide difference of opinion as to dividend practices particularly in the area of
the relatively new investment year method of illustrating dividends. Other statements made indicate the continued
existence of a broad range of strong feelings both within the ranks of regulators and within various factions of the life
insurance industry hoth to the direction the task force should proceed and to what extent the efforts of the committee and
task force can be coordinated.
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As a result, it will probably be some time before the task force can combine the widely diverse views and reach a
compromise on the form of a proposed regulation. The task force will welcome any and all assistance in achieving this
ambitious goal in as short a time as possible.

2. Disclosure System for Anpuity and Deposit Funds

At the request of the task force, the ACLI drafted and submitted for our study, an initial proposal for a Model Annuity
and Deposit Fund Disclosure Regulation, The proposal closely follows the format of the recently approved NAIC Model
Life Insurance Solicitation Regulation. With the rapid expansion and wide range of annuities and deposit funds available in
the marketplzace, the task force is in general agreement that this project can be finished in time for the June 1977 NAIC
meeting.

Hon. Herbert W. Anderson, Chairman, lowa; Hon. William H.L. Woodyard III, Arksnsas; Hon Harold Wilde Jr., Wisconsin;
Hon. Dick L. Rottman, Nevada; Hon. James J. Sheeran, New Jersey.

Life Insurance Replacement Regulation
(C3) Task Force

Phoenix, Arizona
December 8, 1976

At the annual meeting of the National Association of Insurance Commissioners in New Orleans, Louisiana, on June 8,
1976, the Life Insurance {C3) Subcommittee appointed Director E. Benjamin Nelson, Nebraska, to chair a Life Insurance
Replacement Regulation Task Force. Other members appointed at that time were Missouri, Indiana and Utah. Nevada has
sitce been named to complete the task force, The task force is charged with the responsibility of reviewing the current
model replacement regulation to determine its effectiveness and if improvement is required, to draft a revised replacement
regulation for submission to the (C3) Subcommittee. ’

The first meeting of the task force was held on August 20, 1976, in Omaha, Nebraska. The task force discussed various
problems that policyholders, agents, companies and regulators were having with the replacement of life insurance and how
those problems related to the current model regulation. A summary of the problems were sent out to regulators, educators
and industry members for discussion at the second meeting of the task force.

The task force met next in St. Louis, Missouri on September 16-17, 1976, and heard reports and comments from industry
members and other interested parties concerning 2ny proposed changes in the regulation.

The third task force meeting was held in St. Paul, Minnesota, on October 11-12, 1976, and was primarily a drafting
meeting to complete a preliminary draft of a new replacement regulation. The attached preliminary draft reflects the
thinking of the committee which has attempted to emphasize disclosure in the new replacement format, The task force has
attempted to require the disclosure of all pertinent facts concerning the sale of new life insurance including the status of
the policy subject to replacement. Many proposed changes appear in the preliminary draft which are keyed not only to
more pertinent disclosure but to more timely disclosute as well, The task force favors some type of cost disclosure but has
been unable to develop any formulz which would be appropriate for cost comparison in replacement situations.

The next meeting of the task force will be at the NAIC Regular Meeting in Phoenix, Arizona on December 7, 1976. The
proposed agenda will include comments from industry members and other interested persons concerning the preliminary
draft with emphasis on pertinent disclosure and appropriate cost comparisons. It is anticipated that the task force will meet
several times after the Phoenix meeting for drafting purposes in order to submit & final draft of the new Replacement
Regulation at the NAIC Annual Meeting.

Hon. E, Benjamin Nelson, Chairman, Nebraska; Hon. Henry W. Edmisten, Missouri; Hon. H. Pete Hudson, Indiana; Hon.
Dick L. Rottman, Nevada; Hon. Clifton N. Ottosen, Utah.
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Draft Proposed Life Insurance
Replacement Model Regulation

Section 1. Statutory Authority.

This regulation is promulgated by the insurance pursuant to Section of the insurance laws of , which
authorizes the insurance to make all reasonable rules and regulations to administer the insurance laws of .

Section 2. Purpose.
The purpose of this regulation is:

(1}  To implement the insurance laws of by regulating the acts and practices of insurers and agents with respect to
life insurance replacing life insurance under Sections___and __of the insurance laws of .

(2} To protect the interests of the life insurance public by establishing minimum standards of conduct to be observed in
the replacement or proposed replacement of life insurance policies; by making available full and clear information
on which an applicant for life insurance can make a decision in his own best interests; by reducing the opportunity
for misrepresentation and incomplete comparison in replacement situations; and by precluding unfair methods of
competition and unfair practices,

Section 3. Replacement of Life Insurance Defined,

The replacement of life insurance which, as used in this regulation, includes annuity and variable contracts, is defined as
any transaction, not exempted in Section 4, below,

(A)  Wherein new life insurance is to be purchased and it is known to the agent or the agent has reason to believe that, as
part of the transaction, existing life insurance has been or is to be; '

(B)  Or it is known to the agent or the agent has reason to believe that, as part of the transaction, existing life insurance
has been or is to be:

(1) Lapsed or surrendered;

(2) Converted into paidup insurznce, continued as extended term insurance, or under another form of
nonforfeiture benefit;

(3)  Converted otherwise so as to effect a reduction either in the amount of the existing life insurance or in the
period of time the existing life insurance will continue in force;

(4) Reissued with a reduction in amount such that substantial cash values are released. (*‘Substantial cash values”
include all transactions wherein an amount in excess of 50% of the tabular cash value is to be released on one
or more of the existing policies.),; o

{5)  Assigned as collateral for a loan or subjected ro substantial borrowing of the loan values whether in a single
loan or under a schedule of borrowing over a period of time. “Substantizl borrowings” include all
transactions wherein an amount in excess of 50% of the tabular cash value is to be borrowed on one or more
existing policies,; or

(6) The termination of a pending application, when such application has been accompanied by an advance
premium deposit for which a conditional advance premium receipt has been delivered to the applicant.

Section 4. Exemptions.
This regulation shall not apply when:

(1)  The application for the new life insurance is made to the same insurer that issued the existing life insurance and a
contractual policy change or conversion privilege is being exercised;
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The new life insurance is provided under (i} a group term life insurance policy; (ii) a-pelicy whose cost-is borne-in
whole-er—in -part by the—insured’s empleyer or-by-an-association-of which-thd insured-is-a-membery 2 group policy
covering debtors of a creditor sold in connection with a credit transaction; (iii} pelicies-coveringemployees ofan
employer; debtors of a-ereditor, or-members-of an-association whichare-distributed-on-a-mass-merchandising basis
and-administered-by—grouptype-methods;-or the total cash surrender value of all existing policies which would be
affected by the replacement is less than $250 and the sum of their face amount is less than $2,000; or (iv) life
insurance-policies-issued-in-connection—with—a -pension—proficsharing—oes—other benefit plan qualifying for tax
deductibility-of-premiumn-provide,d-however, that as to-any-plan-deseribed inthissubsection;full and-complete
disclosure of all-material facts shall be given to-the administrator-of any-plan-to-bereplaced: no sales agency force is
used by the insurer and all sales material is standard and printed and presented by direct mail or advertising;

The existing life -insurance-is-a nonconvertible—term-policy with-five-years or less 1o -expire-and which cannot-be
renewed: The existing life insurance is a level-term policy of not more than 15 years initial duration, ot is a reducing

term policy.

Section 5. Duties of Agent.

Each life insurance agent shall:

Obtain with or as part of each application for life insurance a statement signed by the applicant as to whether such
insurance will replace existing life insurance;

Submit to the insurer in connection with each application for life insurance a statement as to whetherto-the best-of
his-knowledge, he knows or has reason to believe replacement is involved in the transaction;

Whére a replacement is involved:
(a} obtain with or as part of each application a list of all existing life insurance policies propesed-to-be replaced;

(b)  present to the applicant, not later than at the time of taking the application, a completed “Comparison
Statemens” “Disclosure Statement” signed by the agent and a “Notice to Applicants Regarding Replacement
of Life Insurance” in form substantally as described in Exhibits A and B and leave such forms with the
applicant for his records;

(c) submit with the application to the insurer a copy of any proposal used and a completed “Corparison
Statement’’ “Disclosure Statement’ and the name of each insurer which issued any insurance being replaced;

(d)  have ihe applicant acknowledge receipt of the completed “Comparisen-Statement™ ‘‘Disclosure Statement”
and the “Notice to Applicants Regarding Replacement of Life Insurance.;’’

(e) no later than at the time of taking the application and before coverage becomes effective, notify the
designated local general apent or principal office of the insurer whose insurance is being replaced, by
registered or certified mail, and furnish to the local general agent or principal office, a copy of any proposal
used and the completed “Disclosure Statement.”’

Where retention or conservation due to a replacement is involved, an apent of the present insurer who suggesis that
existing insurance not be replaced, shall furnish the policvholder within three days of making the suggestion, a
wiitten statement setting forth [all the pertinent facts bearing on] the advantages and the disadvantages of his
suggestion, and shall promptly forward a copy of his written statement to the present insurer.

Section 6, Duties of Insurers,

Each insurer shall:

Inform its field representatives of the requirements of this regulation;

Require with or as part of each application for life insurance a statement signed by the applicant as to whether such
insurance will replace existing life insuranece;

€
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Require in connection with egch application for life insurance a statement signed by the agent as to whether, tothe
best-af-his-knewledge, he knows or has reason to believe replacement is involved in the transaction;

Where a replacement is involved:

(a)  require with or as part of each application a list prepared by the agent representing, to the best of his
knowledge, all of the existing life insurance policies proposed-to-be replaced;

{b)  obtain a copy of any proposal used, the completed “Comparison Statement” “Disclosure Statement,” proof
of the receipt by the applicant of the “Notice to Applicants Regarding Replacement of Life Insuranee’” and
the name of each insurer whose insurance is being replaced; o

(c}  immmediately notify any insurer whose insurance is being replaced and uposnrequest promptly-furnish a copy
of any proposal used and a completed “Comparison -Statement;”’ “Disclosure Statement” within three
working days from the date of receipt of the application;

(d)  examine any proposal used and the completed “GCompatison-Statement”” “Disclosure Statement” and
ascertain that the [atter meers the requirements of this regulation;

(e}  maintain copies of any proposal used and the completed “Comparison Statement” “Disclosure Statement,”
proof of receipt by the applicant of the “Notice to Applicants Regarding Replacement of Life Insurance”
and the applicant’s signed statement with respect to replacement in its home office for at least three years or
until the conclusion of at least three years or until the conclusion of the next succeeding regular exarination
by the insurance department of its state of domicile, whichever is later.;

) designate a local general agent or principal office to receive the notice of replacement and a copy of the

completed “‘Disclosure Statement.” The insurer shall notify in wntmg its designated local general agent or

principal office ro the ( ) Insurance Department,

Assume responsibility for the accuracy of the information disclosed by its field representatives on any proposal and
completed “‘Disclosure Statement.”

Any insurer which receives notice that its existing insurance may be replaced shall maintain copies of such notification on
its premises, indexed by insurer notifying it of such replacement, for three years or until the conclusion of the next regular
examination conducted by the insurance department of its state of domicile, whichever is later.

Section 7. Oprtions to Policyholder.

(1)

—
b2
e

Every individual to whom a policy of life insurance has been issued shall have the right to return the policy within
ten days of its delivery and to have the premium paid refunded, if, after examination of the policy, the insured is
not satisfied with it for any reason.

When an agent has failed to deliver a “‘Disclosure Statement”’ or where it is misleading or incomplete, the proposed
insured has the right to request recission of the new policy 20 days after receipt of the policy. Any costs relating to
the recission action by the issuing company are not to be borne by the applicant.

Section 7 8. Penalties.

(1)

(2}

Any insurer, agent, representative, officer of employee of such insurer failing to comply with the requirements of
this regularion shall be subject to such penalties as may be appropriate under the Insurance Laws of

Policyholders have the right to replace existing life insurance after indicating in or as part of the applications for life
insurance that such is not their intention; however, patterns of such action by policyholders of the same agent shall
be deemed prlma—faue evidence of the agent’s knowledge that replacement was intended in connection with such
transactions, and such patterns of action shall be deemed prima-facie evidence of the agent’s intent to violate this
regulation.



NAIC Proceedings -- 1977 Vol. | 615

Section 8 9. Exhibits.

(1)  The forms set forth in the following Exhibits A and B are hereby approved for use as specified in this regulation.
Substantially equivalentforms—may-be adopied-with—the prioe-approval-of the Insurance —— —— To the-extentthat
the forms—in-Exhibit—A and B-are -not-entirely appropriatefor replacementsinvolvingannuitycontracts, the
company-shall-have the-responsibility of adapting these formsto fit-annuitycases when they arise.

Section9-10. Effective Date.

This regulation shall become effective on

LLE RS 23
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EXHIBIT A
COMPARISON DISCLOSURE STATEMENT

Name of Applicant

Address

Street City State Zip Code

Name of Insured if other than Applicant

Date of Birth of Insured

E———COMPARATIVEINFORMATION

+Existing Life Proposed Life
1. Ttem Insurance Insurance

Policy Number
Insurance Company : Y
Amount of Basic Insurance
Currently
10 Years Hence
20 Years Hence
At Age 65
Basic Plan of Insurance
Present Amount of Term Rider(s)
1Q Years Hence
20 Years Hence

At Apge 65
Accidental Death Benefit

LR NN
o | B |0 |64

5 | | |5

monthiy monthly

10 age to age

Family Income or Increased
Protection Rider $ $
Issue Age
Issue Date

Year Year
Yr. Prem. Coverage Yr., Prem. Coverage
Premium For: Prem. Payable to Ceases Prem. Payable to Ceases

Basic Policy $ $
*Accidental Death Benefit
*Waiver of Premium Benefit
*Disability Income Benefit
Family Income or Increased
Protection Rider

Option to Purchase Additional
Insurance

Other Benefits (Explain)

Total Current Premium $ $
Frequency of Premium Payment 3 %

*If Premium for Benefits: (A) is not separable from basic policy premium, insert “Included in Basic Policy Premium,” or
(B) is an aggregate premium, show the aggregate premivm. .

tIf more than one existing life insurance policy is to be affected by a transaction included within the definition of 2
replacement contained in Section 3 of the Regulation: (1) the existing life insurance column of a separate signed
Comparisos Disclosure Statement form must be completed for each such policy providing the information required by the
form with respect to existing policies, and (2) a separate signed Cemparisen Disclosure Statement form must be completed
for the propesed policy. The latter form must summarize, to the extent possible, the information concerning the existing
policies set forth on the separate forms, and must include the information required in Sections 2 through 5 of the
Comparison Disclosure Statement.
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tExisting Life Proposed Life
Insurance Insurance

Tabular Cash Values
At Present 3 $
1 Year Hence
5 Years Hence
10 Years Hence
At Age  (Highest age shown
in Cash Value Table of existing
policy) L $
Cash Value of any existing '
dividend additions or
accumulations (if available from

the applicant) $ s

Amount of Loan Now

outstanding, if any $ $

Rate of Loan Interest % %
Amount of Annual Loan Interest $ $

Date Contestable Period Expires
Date Suicide Clause Expires

Dividends**

Is Palicy Participating ?
Annual Dividend (current scale)

1 Year Hence

2 Years Hence

5 years hence

10 Years hence

Total 10 years $ $
Current Interest Rate on
Dividends on Deposit

2. Advantages of continuing the existing life insurance:

(Provide Additional Space}

3. Advantages of the proposed replacement of the existing life insurance:

**Dividends are hased on the 19 dividend scale. The dividends shown are not to be construed as guarantees or estimates
of dividends to be paid in the future. Dividends depend on mortality experience, investment earnings and other factors,
and are determined each year in the solé discretion of the Company’s board of directors.

The Agent is responsible for furnishing required dividend information. It is recommended that he obtain this for the policy
being replaced from the Company issuing the original insurance. As an alternative, however, he may show dividends on
closest comparable policy, amount, age and duration from current statistical manuals (interpolating where necessary). Itis
to be recognized that dividend information under this atlernative method, with respect 1o existing insurance is not likely to
be as accurate as dividend information obtained directly from the Company issuing the original insurance.

In_order to calculate the cost of a cash value life insurance policy over a period of years it is necessary to consider the

interest which could have been earned on premium monies if they had been invested rather than paid to the insurance

company. It is not sufficient simply to compare the sum of net payments (total premiums minus dividends, if any) overa
period of years with the cash value at the end of the period.

3
g
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4. Additional information:
(A)  The existing life insurance cannot fulfill your intended objectives for the following reason(s):
(B)  Under the proposal, the existing life insurance policy will be treated as follows:
(C) Your_existing life insurance policy {can)(cannot) be changed 10 provide the benefirs desired under the

proposed new insurance. If it can be so changed, the reason(s} for proposing new insurance rather than
changing vour existing policy is as follows:

5. The primary reason for the proposed replacement of the existing life insurance by new insurance is as follows:
Date Signature of Agent
Address

Source of dividend information used:

I hereby acknowledge that I received the above “Compatison -Statement” “Disclosure Statement” and the “Notice to
Applicants Regarding Replacement of Life Insurance” before I signed the application for the proposed new life insurance.

Date Signature of Applicant
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(C3) Task Force on Life Insurance Policy Lapsation

St. Louis, Missouri
July 26, 1976

This task force was zppointed by the Life Insurance (C3) Subcommittee at its meeting on December 9, 1975. The task
force was charged with the responsibility of identifying specific problems involved and seeking solutions to the problem of
life insurance policy lapsation. The task force has inmitiated contacts with the Life Insurance Marketing and Research
Association in order to coordinate the efforts of the NAIC and LIMRA in the area of persistency research. :

A meeting of the task force was held on July 26, 1976 in St. Louis, Missouri for the purpose of receiving a report from the
Life lnsurance Marketing and Research Association regarding their current activity in the area of petsistency research, and
summaries of measures currently used to improve life insurance persistency and conservation of business by reporting
companies.

Due to the complex nature of the problem of persistency research, and the various approaches that can be taken, an early
solution is not anticipated. We will welcome suggestions from any source.

The task force recommends:

1. That this report be received by the Life Insurance (C3) Subcommirtee.
2. That the task force continue its efforts to define and refine the problem of lapsation.
3. That a new chairman be appointed who has the manpower and resources available to actively direct

the continuing efforts of the task force.

Hon. Herbert W. Anderson, Chairman, Iowa; Hon, William H.L. Woodyard I11, Arkansas; Hon. Dick L. Rottman, Nevada;
Hon. Harold R. Wilde Jr., Wisconsin.

VARIABLE LIFE INSURANCE AND
VARIABLE ANNUITIES (C4) SUBCOMMITTEE

Reference:
1976 Proc. 1 p. 561
1976 Proc. Il p. 639

Hon. T. F. Gilroy Daly, Chairman -- Connecticut
Hon. Thomas A. Harnett, Vice-Chairman — New York

AGENDA
1. Status report on the SEC Rule 6e-2 proceeding to modify the securities laws to accommodate VLI
2. Discussion of the industry proposals for revision of the NAIC Model Variable Life Insurance Regulation.
3. Any other matters brought before the Subcommitree,

The Variable Life and Variable Annuities (C4) Subcommittee met at 4:30 p.m. on Monday,
December 6, 1976, in the Regency Room of the Hyatt Regency Hotel in Phoenix, Arizona. :
Commissioner Daly, Chairman, presided, and a quorum was present.

Richard Hemmings, NAIC staff, delivered a status report on the SEC Rule 6¢-2 proceeding
to modify the securities laws to accommodate variable life insurance. -
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Paul Mason of the American Council Life Insurance presented a report in connection with
discussion of the industry proposal for revision of the NAIC Model Variable Life Insurance
Regulation. The subcommittee voted to receive the report.

On other matters presented before the committee, John Montgomery, Chairman of the (C)
Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation,
submitted a report and recommendation that the technical task force should be authorized
to draft changes in valuation and nonforfeiture value legislation and regulation for variable
products corresponding to those adopted for fixed products at the time new legislation or
regulations are adopted by the NAIC. This was adopted by the subcommittee and is
attached.

There being no further business to come before the subcommittee, the meeting was
adjourned at 4:55 p.m.

Hon. T. F. Gilroy Daly, Chairman, Connecticut; Hon. Thomas A. Harnett, Vice-Chairman,
New York; Hon. William H. L. Woodyard III, Arkansas; Hon. Maximilian Wallach, District
of Columbia; Hon. Johnnie L. Caldwell, Georgia; Hon. Manuel A. Chaco, Guam; Hon.
H. Pete Hudson, Indiana; Hon. Fletcher Bell, Kansas; Hon. Thomas C. Jones, Michigan; Hon.
Berton W. Heaton, Minnesota; Hon. Peter F. Mullaney, Rhode Island.

To: Hon, T. F. Gilroy Daly
Insurance Commissioner
State of Connecticut

From: Paul J. Mason
Chief Counsel, Securities
American Council of Life Insurance
Washington, D. C.

Re: Proposed Changes to NAIC Model Variable Life Insurance Regulation
Date:  November 29, 1976

This is in further reference to our November 22 meeting at which we provided you with comments regarding Richard
Hemmings’ report dated September 9, 1976 concerning proposed changes to the NAIC Model Variable Life Insurance
Regulatian submitted by the American Council of Life Insurance.

It was understood that we would furnish you with 2 summary of our reaction to the September 9 document, which
summary supplements our “Explanation of Recommended Changes to NAIC Model Variable Life I[nsurance Regulation”
dated April 30, 1976 and forwarded to the (C4) Subcommittee on May 3, 1976, We anticipate that the enclosed summary
will be discussed at the meeting of the {C4) Subcommittee on Variable Life and Variable Annuities scheduled for
December 6. Bruce Nickerson and I will be available at the (C4) Subcommittee meeting to answer any questions you may
have.

We very much appreciated the opportunity of discussing this subject with you in Hartford and hope that the enclosed
material will be beneficial.

ddeok ok ok

ACLI Reaction to NAIC Staff Report
on Proposed VLI Regulation Amendments

At our meeting in Commissioner Daly’s office on November 22, it was agreed that the American Council of Life Insurance
(ACLI) would transmit to the NAIC Central Office and to Commissioner Daly a summary version of our reaction to
Richard Hemmings' September 9, 1976 memorandum entitled “‘Recommendations on the Industry Proposed Changes of

e

. R
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the NAIC Model Variable Life Insurance Regulation.” Again, as stated at the November 22 meeting, these comments do
not substitute for our eatlier proposal entitled “Recommended Changes to NAIC Model Variable Life Insurance
Regulation” dated April 30 and submicted to the NAIC (C4) Subcommittee by the ACLI on May 3, 1976. Our complete
submission is obviously more detailed and also covers several items which are not separately touched upan here.

The item numbers below correspond to the item numbers of the NAIC memorandum of September 9, 1976.

Changes in Investment Policy (Item 2)

The ACLI's narrative explanation of its proposed change may have been somewhat ambiguous since Mr. Hemmings'
“Summary of Recommendations” reflects that we were recommending an elimination of the “substantial similarity™ test.
Actually, we were recommending the addition of an alternative test, namely one of “‘consistent safeguards” and we
continue to urge that this alternative be adopted,

We believe this additional test to be most workable and useful. Without such an alternative approach, companies domiciled
in, for example, New York, Michigan and Colorada (which do not have a public hearing requirement for changing
investment policy) could not readily operate in states which adopt the model regulation in its present form. Similarly,
there are quite a number of states which have already approved variable life insurance policy forms without a regulation,
relying solely upon statute and the overall powers of the Commissioner. Companies domiciled in such states might not pass

the “substantial similarity” test of a state which adopted the presently existing model regulation.

Filings {Item 3)

It would seem appropriate, particularty if our recommendation immediately above is adopted, for the Commissioner to
receive a statement from the insurer describing its actual procedures for changing investment poliey.

Use of Sales Materials (Item 4)

A unique procedure for review of advertising of variable life insurance policies should not be required. The NAIC model
regulation on advertising specifically covers the variable life insurance product. Therefore, variable life insurance should not
be singled out for additional treatment.

Also, we note that the VLI Regulation’s optional requirement for prior filing of variable life advertising material renders
the possibility of a national campaign, particularly one using network television, an extremely difficalr undertaking. This is
not a requirement for fixed benefit insurance, and singling out the variable life insurance product makes ir appear less like
traditional life insurance.

Mandatory Policy Benefit and Design Requirements (Item 5)

Mr. Hemmings’ analysis deals separately with (a) the lifetime coverage requirement; (b) the minimum multiples; {c}
limitations on policy design, generally; and {d} an increase in nonforfeiture benefits in the event premiums exceed a certain
level.

As to items (a} and (b}, we believe, as stated in our earlict submission, that the existing requirements unduly restrict an
insurer’s ability to develop and market useful variable life insuranee products.

As to items (¢) and {d), ACLI's position is contained in an earlier submission.

Policy Reinstatement {[tem 6}

The ACLI’s narrative explanation of this proposed change was not clear in explaining the need for this change. The
reinstatement provision in the present model regulation makes no reference to incidental insurance benefits. The ACLI
proposal is intended to correct this drafting oversight in a manner which would be consistent with the reinstatement
requirements for fixed benefit life insurance and would avoid nnequal trearment of different VLI policyholders.

I a fixed benefit life insurance policy includes an incidental insurance benefit for which an extra premium is charged, then
the statutory charge for reinstating this benefit after lapse is the amount of the overdue premiiums for the benefit plus
interest. The ACLI proposal would provide precisely the same charge if the benefit had been included in a VLI policy. If
the ACLI proposal is not accepted, then insurers would be required under some circumstances to reinstate incidental
insurance benefits at a lower charge, or even for free, We are convinced that this anomalous result was not intended, and
urge that our recommendation be accepted.

ey b
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18 Month Exchange Privilege (Item 7)

The NAIC and the insurance industry are in full agreement that the mathematical basis of exchange specified in the current
provision produces unfair and erroneous results. No insurance department should permit, much less require, 2 VLI policy
to include a guarantee for exchange on that basis. Even though an NAIC review of this ACLI proposal has not yet been
completed, we urge that the current provision not be retained.

At least, the ACLI proposal is a workable alternative. The immediate problem is not to find the best permanent solution,
but to avoid the harm that would result if the present language were not changed. If our proposal is adopted now, this
damage will be avoided, while the NAIC would in no way be precluded from adopting any further revision which might be
indicated upon completion of its actuarial review,

Deferred Pavment of Death Benefits (Item 8)

We helieve that this suggested change is an appropriate technical revision regardless of whether SEC regulation is involved. :
The ACLI recommendation would limit the six month deferment right to fixed benefits, and in that respect would :
conform more closely to the NAIC Model Variable Contract Law, which makes inapplicable te VLI certain provisions of
the insurance law which do not fit variable life insurance. The six month deferment clause is part of the nonforfeiture ;
provision of the insurance law. The model law, at Explanatory Note to Section 3, makes “inapplicable any provisions of :
the Insurance Law requiring . . . nanforfeiture provisions,” and, at Section 3, states that a variable life insurance contract .
“shall contain . . . nonforfeiture provisions appropriate to such contract.” ' '

The blanket six month deferrment right is inappropriate for variable benefits, since, at the time of any surrender or loan
request, the levels of variable cash values will simply reflect the market value of the separate acéount assets at that time, In
contrast, fixed benefit policies have cash values guaranteed in amount without regard to the market value of the assets
supporting reserves and cash values, Thus, the forced liquidation of securities at a loss to pay fixed benefits could impact
on the solvency of the company. This is the primary reason for the six month deferment provision, which clearly should
not be applicable to variable cash values.

The proposed change, of course, retains the insurer’s right to defer payment of variable benefits in the case of a stock
market emergency, since such an emergency would prevent the determination of the amounts to be paid.

Settlement Options -- Fixed Basis Only (Item 9)

We have no comment beyond that already expressed in our earlier submissions.

Charges Against the Separate Account (Item 11}

ACLI's comments are contained in our earlier presentation.

Standards of Conduct; Conflicts of Interest (Item 12)

It would be preferable to rest upon the traditional regulation already afforded by the insurance laws of the various states
and make the deletions we have earlier recommended.

Investment Advisory Services to a Separate Account (Irem 13)

Same comment as immediately above.

Information Fuynished to Applicants (Item 15)

We recommend the elimination of the requirement for disclosure of commissions. Although this is presently required under
SEC regulations, it is not 2 state insurance law requirement for fixed benefit products,

Foreign Companies (item 17)

The provision we are recommending (see our earlier submission) would afford insurance commissioners extremely useful
discretionary powers. It is identical to the provision found in the NAIC Model Variable Annuity Regulation.
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In those instances where a domiciliary state’s laws or regulations are not precisely in line- with those of 2 state which has
adopted the model regulation, our proposed new Article X would permit the Commissioner to find that there is necessary
compliance with the laws of his state so long as the domiciliary provides protection to policyholders and the public
“substantially equal” to those of the model regulation.

This is not an wnusual type of insurance provision and it is doubtful that insurance departments would be overwhelmed
with requests for exemptions,

TO: Hon. Jay Jackson, Chairman {C4) Subcommittee
Hon. Thomas Harnett, Vice-Chairman
Jon S. Hanson, Director of Research

FROM: Richard A. Hemmings

RE: PROPOSED CHANGES TO THE NAIC MODEL VARIABLE LIFE INSURANCE
REGULATION

DATE: September 9, 1976

This memorandum is a review of the American Council of Life Insurance (formerly ALIA hereafter referred to as
“Council.”) recommended changes to the NAIC Model Variable Life Insurance Regulation which were first submitted to
the (C4) Subcommittee at the NAIC December, 1975 meeting.1 The Council prepared an explanation of changes prior to
the NAIC June 1976 meeting and also revised and updated their recommendations with written submissions to the
subcommittee on April 30, 1976.2 Pursuant to the June 3, 1976 direction of the subcommittee, the NAIC Central Office
has reviewed the Council's proposed changes. Where appropriate, dispositive recommendations are made on particular
points.

In the interval since the regulation was adopted by the NAIC in December, 1973, there have been some significant changes
in the anticipated role of the States versus the SEC in regulation of variable life insurance (VLI). There has not been any
countrywide, massive marketing effort for VLI by any company to date. The Equirable Life subsidiary EVLICO beginning
in late 1975 has initdated marketing efforts in several states, The delay in marketing VLI is, as you know, parily
attributable to the complex regulatory pattern that has developed as a result of the SEC's attempt to regulate the product.

Ar the very outset of the (C4) Subcommittee’s reconsideration of the regulation, it should be understood that the current
regulation was developed around the industry’s proposal to the SEC to exempt VLI from the Investment Company Act.
The regulation incorporates provisions that were in response to the SEC’s proposal to condition the 1940 Investment
Company Act (ICA} exemptions on a prior SEC determination that state VLI regulation would afford substantially
equivalent investor protections.? If the NAIC were developing a VLI regulation out of this SEC context, it undoubtedly
would differ materially from the current regulation in many significant respects. In the long run, this fact may suggest that
a full subcommittee review of the regulation is advisable in addition to the current review of those points included in the
Council’s recommended changes.

L. The December 1975 recommended changes were published in the 1976 Proceedings of the NAIC I 566-591..
(Henceforth these proceedings will be cited as “Proc.’)

2. The explanation of changes dated April 30, 1976 was published in the 1976 Proc. II 641-645.

The proposed changes dated April 30, 1976 were not published intact in the Procsedings. However, a section
showing how the ALIA amended its original December 1975 changes to produce the April 1976 version did appear
in 1976 Proc. Il 644. The changes once appeared as Atrachment 1 to this memorandum, but have since been
deleted.

3. Rule 3c-4, investment Company Act Release No. 7644, January 30, 1973 and Rule 202-1, Investment Advisors Act
Release No. 359, January 30, 1973.
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The greatest apparent impetus to the current industry proposals for change is the withdrawal of the SEC exemptive rules. %
Howevler, the proposals in the aggregate are broad in scope and all the proposed changes are not attributable to the
potential overlap of SEC and state regulation.

The following paragraphs review the Council’s recommendations in the order of their appearance in the NAIC regulation
unless otherwise indicated:

i. Art. III Sec, ib Penmissible Investments

The regulation provides that insurers may not deliver or issue for delivery any VLI policies unless the insurer's state of
domicile requires that permissible investments be substantially the same as the state with this regulation. As a condition of
doing business in the model regulation state, the domicile state must impose separate account investment restrictions
substantially similar to the NAIC regulation restrictions -- e.g. no real estate, no options, no commedities etc. {(Art. VI, Sec.
3). The NAIC regulation lists specific categories of permissable investments and prohibited investments.

Background

The commentary to the regulation explains that uniformity was especially necessary in the methods of changing
investment policy and permissible investments. Policyholders’ benefits exceeding (positively or negarively) the guaranteed
initial face amount are directly related to the investment performance of the separate account.

Promulgztion of the model regulation with this provision would tend to cause uniformity throughout the several states. In
other words, if an insurer’s state of domicle allowed investment of VLI separate account assets in real estate, that insurer
could not market VLI in a state with the NAIC regulation. It was anticipated that industry would therefore tend to
endorse uniform permissible investments and other standards and states would be encouraged to seek uniformity.

Proposed Change

The proposed change would eliminate the “‘substantial similarity” requirement and substitute for it a requirement that
the actual investment policy of the insurer follow the permissible investments of the model regulation state in which it
seeks to market VLI. This would allow the model regulation state to exercise its desired controls but not unfairly deny
marketing to an insurer whose state of domicile happens to have inconsistent investment restrictions,

Recommendation

It is recommended, although with some reluctance, that the industry suggestion be accepted. The need for uniformity has
not diminished. However, the NAIC regulation was drafted in an atmosphere of great expecrations for VLI in terms of
early marketing and wide spread consumer acceptance. In fact, VLI has not received the attention thatr was anricipated.
Relatively few states® have adopted the NAIC regulation. Some of these and others have given the green light to the
Equitable to market and additional states will follow. In view of the fact that insurers will be struggling into the VLI
market, the fact that the NAIC regulation may be revised, and the fact that the states have not moved too preciptously in
adopting the model, the most “equitable” way of dealing with the investment limitations problem appears to be to provide
that each state impose its own investment eriteria but not bar insurers fram marketing because the insurer's state of
domicile happens ro provide other investment limitations.

2, Art. I1I Sec. 1b ~ Changes in Investment Policy {Also includes Art. VI See, 6).

Art. IIT Sec. 1b works in tandem with Article VI to regulate changes in investment policy. The standard of “substantial
similarity” of the domicile arnd model regulation states on changes in investment policy is established as another
condition precedent to marketing according to Art. III.

4. Investment Company Act, Release No. 8690, February 27, 1975; Investrnent Advisors Act, Release No. 439,
February 27, 1975.

5. Seven states have adopted the NAIC model to date: California, Colorado, Kansas, Missouri, Nebraska, North
Dakota, and Qhio.

L
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The primary rule of Art. VI Sec. 6 is that the investment policy of the separate account cannot be changed without the
commissianer’s approval. Approval is deemed given after a lapse of 60 days unless refused or deemed “‘material”’ by the
commissioner. If the change is deemed material, any change must be preceded by a public hearing and a determination that
the change does not appear detrimental to policyholders. In the event that a policyholder nevertheless objects to the

change, he would be giver a conversion privilege.

Background

{Art. VI). The model regulation was drafted in an atmosphere of conflicting regulatory jurisdiction, Both the SEC and the
NAIC were concerned with unauthorized changes in investment policy, Policyholder voting was rejected by the NAIC in
favor of more meaningful protection which would consider the interests of both the VLI policyholders and other

policyholders of the issuing company.

The operation of the separate account for VLI intimately relates to and impacts upon the general account. The general
account must include an insufficiency reserve for the contingency that the separate account assets are less than that needed
to support the guaranteed minimum death benefit. Because of the inherent close relationship of the separate account with
the general account and its role as guarantor of the minimum death benefit, the {C4) Subcommittee had to assure that the
investment policy and the method of change would reasonably protect the interests of fixed as well as variable benefit

policyholders.

The separate account is basically an accounting mechanism to measure the level of benefits the insurer owes to its VLI
policyholders. Unlike a mutual fund, the insured does not own and the insurer’s obligations are not limited to separate
account assets, Voting rights were consequently rejected in favor of the regulation’s commissioner approval, public hearing,

and conversion privilege approach.

(Art. IIT). In addition to requiring uniform investment restrictions throughout the states, the (C4) Subcommittee also
sought to achieve uniform methods of changing investment policy. According to the regulation, methods of changing
investment policy in the domicile state must be “substantially similar’ to the model regulation state as a condition
precedent to licensing. The uniform method of change must he assured so that policyholders of the same insurer in
different states are treated equally.

Proposed Change

The Council is recommending deletion of the heating requirement for material changes in investment policy. The
proposal assumes that the SEC will impose voting requirements rendering the NAIC procedure unnecessary and

undesirable or superfluous.

The industry proposal would rely on the commissioner’s approval or disapproval of investment policy changes, the addition
of voting rights, and a conversion privilege to control changes in investment policy. The rationale offered in support of the
replacement of the hearing procedure hy voting rights is simply that the federal securities laws will require voting rights.

The addition of language by the Council in Art. V1. Sec 6h.(3) appears to streamline and broaden somewhat the ability of
the policyholder to convert to a new policy. Specifically, the proposed amendment requires that policyholders objecting to
a change in investment policy be given the right to convert within 60 days of the effective date of change, rather than 60
days from notification of the commissioner’s approval of an investment policy change. The reason for the revised starting
date of the 60 day period is ted to mailing of the proxy statement and the desired cbjective of cutting down the number
of necessary mailings.

Recommendation

The Council recommendation assumes that VLI will be regulated by the SEC. Whether the SEC regulates VLI or not, it
is recommended that the Art. III requirement of substantial similarity of methods for change in investment policy in the
state of domicile and the model regulation state be retained as a condition to marketing. This requirement would prohibit
VLI marketing unless there were substantially similar regulatory provisions in.these states. The ‘model regulation
encourages uniformity because of the need of assuring policyholders {(of the same insurer) in different states that they
will be treated equally. For example, it would be inequitsble to provide conversion rights to some insureds objecting
to investment policy changes but not others of the same insurer because of state residence,

L
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The council recommendation to revise Art. VI. Sec. 6 should be deferred or rejected to the extent that the revisions would
teplace the hearing on proposed material changes in investment policy with the assumed application of voting rights. In the
event that SEC regulation and imposition of voting rights is determined by the NAIC to be inevitable, the council’s
recommendation would then be appropriate. Hearings would appear to be superfluous if there are both voting rights and
the-present opportunity for dissenting policyholders to convert to fixed benefit life insurance. The change in the 60 day
notice requirement appears to be acceptable.

NOTE

The Council also adds language requiring the filing of the mathematical basis for objecting policyholder’s conversion in Art.
VI Sec. &, and deletes the existing conversion basis. This proposal, like that on the 18 month exchange privilege (Art. IV
Sec. 3f) should be referred to an actuarial task force.

3. Art, 111 Sec. 2c Filings

The Council recommends the inclusian of a statement describing the procedures for changing investrnent policy with the
materials filed for approval to do business. The change is related to the recommendations zlready discussed with respect to
Art, HI Sec. Ib and Art, V1, Sec. 6. Whether or not SEC regulation applies to VLI, the decision on this proposed change
should follow that on changes in investment policy above. -

4. Art III Sec. 4 Use of Sales Materials

The regulation currently deals at some length with the use of VLI sales materials and advertising.

Proposed Change

The Council recommends a change that would preserve the present provision that prohibits sales mate'rials that are fal'se,
misleading, deceptive or inaccurate, but would delete the definition of sales or advertising materials zm'c[ Ehe filing
requirement for VLI advertising materials. The Council points out the fact that the NAIC guidelines o.nlllfe insurance
advertising had not been adopted at the time the VLI regulation was prepared in 1973. The life advertising rules were

adopted in June 1975 by the NAIC.S

Background

The adopted NAIC rules on life advertising apply to all forms of life insurance including VLI, States which promulgate
NAIC life advertising rules may determine that separate and similar rules in the VLI regulation are unnecessary. The
generally applicable life advertising rules prohibit the use of terms such as “investment,” “profit-charing,” and *“savings” in
a context that would so mislead a purchaser that he believes that he will receive something other than a policy or benefit
available to other persons of the same class and equal expectation of life. The drafting comments to the VLI regulation
point out that:

A specific concern of the Subcommittee . . . is potential sales of variable life insurance in a manner which
might falsely portray it as a type of investment. It was clearly the subcommittee’s position that variable life
insurance was not an investment and should not be purchased for reasons other than primatily death
protection.7

In this and other respects, the NAIC VLI regulation takes an approach somewhat similar to the generally applicable life
advertising rules.

The general rules, however, do not entirely overlap the VLI regulation. Art. [1I, Sec. 4a of the VLI regulation requires that
all VLI sales material, advertising material and descriptive literature be filed with the commissioner before use. There is no

-insurance department filing requirement in the general life advertising rules.

6. Rules Governing the Advertising of Life Insurance, 1975 Proc. II 326-330.

7. 1975 Proc. I 804,

€
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The VLI commentary explains that the filing requirement was included as an interim measure to deal with new advertising
approaches that may resuft from VLI marketing. A particular concern was the possibility of specific VLI advertising rather
that the institutional advertising which has been typical of life insurers in the past.

The backdrop of the NAIC concern over VLI advertising was the expectation that both the states and the SEC would
regulate advertising of the product. State insurance departments want to assure that prospective purchasers understand that
VLI is life insurance. The SEC views VLI as a security, and investment features could be emphasized in SEC advertising
requirements.

The VLI advertising requirement was therefore adopted by the NAIC as a check on early and possibly detailed VLI
advertising. The filing requirement was expected to be dropped once sufficient knowledge of VLI marketing techniques
was available and the market had stablized,

Recommendation

The only relevant event intervening since adoption of the model regulation was the NAIC’s adoption of the life insurance
advertising rules in 1975. In states with these rules, the definition of advertising or sales material in this regulation is no
lenger necessary. However, it is recommended that untl sufficient experience with VLI regulation is gained, states retain

the VLI advertising filing requirements in the model regulation.

3. Mandzatory Policy Benefit & Design Requirements: Art. IV Sec, 2

General Background

The original 1971 industry petition to the SEC for exemption of VLI from the securities laws8 narrowed the possible
definitions of VLI to one designed for purpases of obtaining the requested exemption. The industry definition limited the
planned marketing of SEC exempt VLI products by requiring the following four major characteristics: (1) the policy must
provide lifetime insurance coverage, (2} the policy must be issued for an initial stated amount of death benefit and must
guaranttes payment of a death benefit least equal to such amount, (3) the amount payable upen death of the insured in any
year must be no less than 2 minimum multiple of the gross premium payable in that year by a person meeting standard
underwriting requirements, and (4) the entire contract must be a life insurance policy subject to state insurance regulation.

These four criteria were embodied in similar form in the NAIC regulation and the first three appear in Article IV Sec, 2.
Obvigusly, the fourth criterion is represented in the entire NAIC Model VLI Regulation as a whole. The current Council
recommendation is that two of these criteria be eliminated from the NAIC regulation — the lifetime coverage requirement
and the minimum multiples of gross premium which set the amount of the minimum death benefit. The council’s
explanation of these deletions is that they were a part of the SEC exemption proposal, Rule 3c-4, and with current dual
(SEC-state) regulation they zre no longer necessary,

The central purpose of the industry in limiting VLI with the four criteria was to steer a course through the regulatory
concerns of the SEC and the variable annuity judicial precedents thar would cast VLI as an insurance product rather than
an investment. By emphasizing the insurance function of VLI, it was assumed that the SEC would recognize the distinctive
characteristics of VLI as opposed to variable annuities,

To the extent that the NAIC included the industry’s VLI criteria in the model regulation in order to prevent an improper
ar etroneous emphasis on investment characteristics, the purpose of these provisions in the regulation presumably remains
valid. It is suggested that the current industry proposals be viewed in this light 2s well as considering what happened to SEC
Rule 3c-4 and what stance the SEC assumes in the future.

The Council is recommending deletion or revision of the following several provisions concerning required benefits and
design of VLI policies:

8. Petition For Issuance and Amendment of Rules and Rulemaking Proceeding Therefore, Before the United States
Securities and Exchange Commission, Washington, D.C. 20549, filed by American Life Convention and Life
Insurance Association of America, November 29, 1971.
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a, Art IV 2a. This provision requires that the insurer provide coverage for the lifetime of the insured and assume the
mortality and expense risk for such coverage.

Proposed Change
The Council has recommended the deletion of the “lifetime coverage” requirement for VLI on the basis that this limitation
stemmed from SEC Rule 3c4 which has been rescinded. The restriction in the NAIC Model precludes companies from

wtiting VLI on the endowment form in the nontax qualified market as well as in the markets for tax sheltered annuities
and IRA’s.

Background and Recommendation

“The “whole life” requirement was indeed in Rule 3c¢-4 and one of the limiting criteria agreed upon by the insurance

industry in proposing exemptions for VLI from the Securities laws. The apparent purpose of the 3c-4 requirements which
limited and defined VLI was, in part, to emphasize insurance elements as opposed to investment-type characteristics. In
other words, the industry didn’t want to ask for too broad an exemption because the SEC was expected to deny such a
request. By limiting VLI to whole life protection policies, it was thought that the insurance funciion would predominate
and the policy would appeal to persons interested in protection against the risk of death.

The concern evident in the industry’s SEC proposzl regarding an “insurance’ emphasis was shared by the NAIC in drafting
the model regulation: ‘

Because of the Subcommittee’s concern with variable life insurance improperly and erroneously emphasizing
an “investment’ nature, they determined for the time being to limit policies to those which provided coverage
for the whale of life,”

The NAIC was obviously concerned with the insurance vs. investment marketing zppeal and industry marketing efforts
wholly apart from Rule 3c-4. It is therefore recommended that any consideration of deletion of Article IV 2a. await 2
clerification of the state and federal regulatory roles and a review of the NAIC regulation as a whole in light of the final
regulatory stance of the SEC. In the event that litigation on the issue of SEC jurisdiction continues to be contemplated or
is pursued, it is strongly urged that this provision be retained.

b. Art IV 2d. The model regulation in this subsection sets forth a table of multiples that correspond with age
lassifications that are to be used in determining minimum guaranteed death benefits. The gross premium times the
minimum multiple specifies the minimum death benefit.

Proposed Change

The ALIA recommends that the NAIC delete the minimum multiple provision because it was part of the now repealed
Rule 3c-4 and because it does not permit sales of some forms of limited pay VLI and endowment for the nontax qualified,
tax sheltered annuity and IRA markets.

Background and Recommendation

With regard to both Section 2a and 2d, the commentary to the model regulation discloses that, at least in part, these
provisions were included to prevent SEC regulation of products that, implicitly, would be subject to federal control. In
ather words, the NAIC regulation paralleled the related provisions of Rule 3c-4 so that VLI would not be written in a
manner that would subject some VLI products to dual regulation. Certainly, with the demise of Rule 3¢-4 and SEC's
authority ready to be exercised gver all VLI products, the question of inclusion of Rule 3c~4 provisions should be
reopened.

9. 1975 Proc. I 807,
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The reason the “minimum multiples” were included in the SEC proposal is clear in a reading of the ALC-LIAA, 1971
Submission te the SEC:

Without this requirement, the investment element could be greatly increased either by charging premiums
which are much higher than is customary and allowing excess amounts, plus the investment results, to emerge
in the form of increased benefits or by providing that the premiums under a lifetime policy are to be paid
over a comparatively short period.1

The minimum multiples were part and parcel of the industry’s effort to convince the SEC that the investment element of
VLI that would be marketed under the exemption was subordinate to insurance protection,

The NAIC, however, was never convinced, in this context, that “high cash value” policies or policies not subject to
minimum multiples would, “because of their increased cash value, be transformed into anything other than insurance or
should lead to = different type of rf:g'ula’ticm.”:l 1

In the event that the SEC maintains jurisdiction over VLI, there is virtually nothing to suggest that the minimum multiples
are crucial to state regulation of VLI. If the SEC is ultimately persuaded or forced to withdraw from VLI regulation, the
minimum multiples, or a similar concept, may be useful from a practical standpoint in avoiding any further federal
regulatory encroachment. In any event, the minimum multiple provision of the model regulation should be reviewed in
light of the current regulatory situation. In the event that litigation with the SEC is pursued by the states, rétention of the
minimum multiple requirement would provide an additional limiting characteristic for VLI that tends to deemphasize the
investment element,

c. Article 1V, Section 2e

This subsection controls the form of variable life insurance that may be offered and requires that the excess investment
performance (amount by which the net investment return exceeds (+ or -) the assumed investment return} be applied to
provide policy benefits in a design defined by this provision. Section 2e limits the possible array of VLI designs to those
that apply the excess investunent performance in the form of adjustments to the amount of insurance. Two alternative
designs are set forth, commonly referred to as the New York Life design and the Equitable design.

Background

The requirement of Article IV, Section 2e was included in the regulation at the same time as the lifetime coverage,
minimum death benefit and level premium requirements. The (C4) Subcommittee on May 17, 1973 adopted a series of
resolutions identifying provisions to be included in the new variable life insurance regulation. Resolution No. 2 included a

requirement that:

investment earnings in excess of the zssumed earnings must be used to purchase either fully paid up Variable
Life Insurance additional amounts or to purchase additional Variable Life Insurance Amounts based on the
same level premium payment method as the basic insurance policy.

The same resolution also set forth other VLI design requirements that were a part of Rule 3¢-4 and also appear in the
model regulation, at Article IV, Section 2 (e.g. lifetime coverage).

Although the precise reasons for inclusion of Section 2¢ are not detailed in the commentary to the regulation or in other
historical materials in NAIC files pertaining to the regulation, there appear to be two interrelated explanations for the
provision. First, the {C4) Subcommittee sought to provide a variable life regulation that would provide for a period of
development of VLI products during which insurance departments could gain experience in regulating the product and
identify areas in need of detailed exrernal control. In order to achieve this objective, it was thought desirable to limit the

array of possible VLI designs to a manageable variety,

10.  Petition for Issuance and Amendment of Rules at 16.
11. 1975 Proc. 1 806.

12,  The resolutions were not published in the Proceedings at that time.
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Second, during the period in which the regulation was drafted, it was widely accepted that there would be:

two major theories regarding the method in which the companies could accomodate the variation in benefits
caused by fluctuations in the investment experience of a separate account.13

The inclusion of the 2e requirement recognized the prevailing belief that:

While an infinite number of variable life insurance designs are possible, it appears that the two most common
designs will be the ratio design (described by actuaries of New York Life in their landmark paper on this
subject) and the paid uf design (designed by Howard [sic] Walker, then of Equitable Society, in his
discussion of that paper). 4

The 2e provision has been somewhat controversial in that there exists some industry concern that useful innovation will be
hampered. This is not a new concern nor does it now appear to be any more crucial from the industry’s viewpoint than in
the past.

Proposed Change

According to the Council, amendment of the regulation is desirable so that a commissionet would have discretion to
approve new VLI designs. This would provide the means for introducing new policy design variations if found acceprable
to the commissioner.

Recommendation

While the industry proposal to amend Section 2e is not particularly objectionable, neither is the apparent rationale in favor
of the change particularly persuasive, Marketing of VLI products cannot be said to be in anything other than an carly
embryonic stzge. The interest of the NAIC and individuzl states in limiting the variety of VLI product designs remains
valid. Meaningful regulatory experience is yet to be gained.

Robert Routier, then Associate General Council for the American Life Convention (a predecessor of the Council) reviewed
the prospects for VLI in a paper for the ALC in 197215 Mr, Routier examined the industry’s eriteria for defining VLI
(pursuant to the request to the SEC to exempt VLI) and the possible variations permitted thereunder. He assumed that
designs wouid be limited ro the New York Life and Equitable forms. He concluded his review of those items with the
statement that “the criteria which at first would appear to be quite restrictive do, in fact, allow maximum potential for
policy design variations.” On the two basic benefit designs, he said:

a number of variations can be made . ... for example, the caleculation of benefit changes can be made on a
daily, monthly, quarterly, or annual basis, A further variation on the NYLIC design that has already been
established in the Aetna Variable Life Insurance Company’s proposed fixed premium VLI policy is the
elimination of the premium adjustment facror from the benefit caleulation.

The states’ interest in Section 2e stemmed largely from the expectation that regulatory experience was desirable prior to
consideration of a great array of complex VLI designs. This concern is probably also applicable to individual insurers. Both
the regulators and issuers of VLI products will be plowing new ground.

13.  Robert Routier, Variable Life Insurance, 1972 American Life Convention Proceedings, at page 12.

14. Hanson and Knowlton, Variable Life Insurance: An Opportunity for Progress and Profits, Best's Review, Life and

Health Ed., May 1973 at 16.

15.  Seefin. 13 Supra.

16. 1d.at13.
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There may be some problems common to insurers entering the VLI field and under -estimating the complexities of
administering the product, underpricing administrative costs with the ultimate impact on profits, If insurers enter the
market with VLI products that are more complex than they later find to be workable, it would be difficult to back track

-because of the commitment to the complex design and its long range problems.

For these reasons, it seems preferable for a company first entering the variable life field to enter it with a
product design that is as simple as possible, After several years of experience with a simplified product, a
company will be in a position to decide whether or not it wants to undertake the handling of a more complex
product.

Like the insurers they regulate, it may be desirable for individual states to limit an already complex insurance product to
designs that are somewhat simplified and manageable from the regulators’ viewpoint in terms of anticipated varieties. As
noted above, the current NAIC regulation: does allow significant potential for policy design variations.

The jurisdictional disputes between the states and the federal government on VLI and the federal scrutiny of other life
insurance practices and state regulation highlight the fact the states must proceed with some caution in regulzating this
controversial new insurance product. Absent a more substantial showing of need to expand the design limitations of
Section Ze it is recommended that the current provision be retained without change.

d. Article IV Section 2j

Section 2] is 2 complicated provision that was designed to provide policyholder protections against the possibility of an
insurer’s acquisition costs being too high resulting in premiums unreasenable in relation to benefits, In effect, the provision
requires greatly increased nonforfeiture benefits when premiums in excess of conditional maximums are charged.

Background

In premulgating the exemptive rules 3c-4 and 202-1 the SEC articulated its intent to monitor the development of state
reguiation in several enumerated areas, One of these was the expectation that states would so regulate VLI as to include
protections against excessive management, administrative and sales expenses.18 The SEC clearly implied that the Rule 3¢-4
exemption was conditioned upon the development and implementation of state regulation that would provide
“substantially equivalent relevant investor protections” This implication was later proposed zs 2 formal requitement under
which the SEC would expressly condition the VLI exemption on a prior approval of the state regulatory design.19

Partly or perhaps primarily in response to the SEC’s monitoring role, the NAIC sought to include provisions in the Model
Variable Life Insurance Regulation that would address sales, administrative, and management charges, Article IV, Section
2j is part of the answer finally adopted by the NAIC.

The current provision replaced a proposal that was unanimously opposed by the insurance industry.20 The previous
provision required a refund of a specified portion of the premium in the event of a first year lapsation. The articulated
purpose of this provision was to (1) provide an additional layer of consumer protection; (2) Himit sales expenses, and (3)
reduce lapse rates. This multifaceted purpose developed around concerns of high lapse rates, loss of first year premiums
{excessive forfeiture} on an early lapse, control of *‘front-end’’ charges, and promoting increased persistency,

17, Best’s Review, Life and Health Ed., May, 1973 at 88,

18. See ICA Rel. No. 7644, Jan, 31, 1973.

19. ICA Rel. No. 8000, Sept. 20, 1973.

20.  See attachment 3 to this memorandum.
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The insurance industry challenged the refund provision as being unworkable and counterproductive and instead
recommended provisions which ultimately were largely adopted by the NAIC.

The indusery proposal sought to tesolve to the satisfaction of the NAIC and insurers the concerns that were evident in the
refund requirement. As adopted, by the NAIC the indusiry suggestion called for: (1) a “10-day free look™ provision (now
in Art. IV, Sec. 3a) that provides a policyholder with an opportunity to reconsider his purchase for a reasonable period and
(2) a mechanijsm to increase the minimum cash values substantially in the event that an insurers premiums exceeded certain
specified maximums.21

The suggested cash value increase mechanism is Article IV, Section 2] of the adopted regulation. The industry perceived
this provision largely as a response to the sales load limitations in the 1940 Investment Company Act. In industry
submissions to the SEC as welt as those of the NAIC, it was explained variable life insurance does not lend itself (in the
same way as mutual funds) to direct regulation of management, adminisirative, and sales charges, This is so because, unlike
a mutual fund, the cost of providing immediate death protection is blended with the costs of other benefits, sales, and
administrative expenses in determining a level premium,

In order to meet the “‘substantially equivalent regulatmn expectations of the SEC, it became apparent that there would
have to be some form of regulation of the entite premium. Quoting from an industry source

If a regulation is to be written that purports to deal with protection against excessive charges and at the same
time is to recognize the indivisibility of the premium, I do not see how the regulation can avoid dealing with
the level of premium charges. This is the conclusion that was reached by the Actuarial Committee of the
ALIA, and their conclusions are reflected in the [NAIC] Model Regulation which requires that a company
that chooses to charge premiums in excess of certain specified premiums (related to Rule 3¢-4), would have
to provide cash values in excess of those otherwise required under the law.22

The maximum premium limitation was proposed and adopted as an alternative to direct rafe regulation which is alien to
life insurance regulation in the United States.

According to the industry explanation, Section 2j was based upon the minimum multiples appearing in Rule 3c-4 and
Article IV, Sec, 2d of the NAIC regulation and serves to

adjust the maximum premiums implied by the minimum multiples .. . to make such maximum premium
“plan specific.”

The effect of the provision would be to greatly increase minimum cash values if the premium (for standard lives) exceeded
the actuarial equivalent of premiums implied in the minimum multiples.

Proposed Change

The council has suggested deletion of Section 2j and supports the recommendation with four reasons:

21.  Fist introduced in “Statement by Industry Advisory Committee on Article VI, Section 21,” an attachment to an

unpublished industry advisory committee report dated August 6, 1973, See attachment 4.

22.  See attachment 5, an unidentified letter.

23.  Attachment 4.
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1. The provision presents an extremely complicated and cumbersome regulatory program;

2. This approach is inconsistent with determining cash values for fixed benefit life insurance;

3. There is no comparable requirement for fixed benefit life insurance; and

4. The model regulation oﬂle;'u:ise requires VLI cash values and nonforfeiture benefits to be consistent with those of

fixed benefit life insurance.
Recommendation

It is recommended that the subcommittee’s consideration of the maximum premium limitations of Section 2j be deferred
pending resolution of the current questions on regulatory jurisdiction.

Although the maximum premium limitations were drawn from the minimum multiples in Art. IV Sec. 2d, the
subcommittee’s disposition of the recommendations on these two provisions is not interdependent. As noted in a 1973
letter from Connecticut General's General Counsel, '
“We believe the philosophy underlying their [minimum multiples] initial development -- prevention of too —
heavily investment oriented products - is entirely separate from their interpretation as meaningful maximum
premiums.”2

The philosophy underlying the premium limitations was instead the provision of 2 means for controlling the level of the
entire premium. While the minimum multiple’s control of limitation on the investment nature of VLI products could have
an obvious and direct impact on a contest of SEC jurisdiction, the significance of this provision is more subtle,

A number of factors can be identified that tend to presage the eventual deletion or revision of this subsection, First of all,
it is highly questionable whether the states presently have statutory authority to impose this form of rate regulation on the
variable life insurance business. Another obvious concern is the complex nature of this premium control and the potential
difficulty of providing effective regulatory owersight, Further, the maximums were conservatively set and the industry
advisory committee which recommended them acknowledged that

we are not sure ... [of] the extent to which the gross premiums implied under the multiples in Rule 3c4
wiil be limiting to companies for the plans on which the multiples are based. 25

Perhaps of greater significance is the fact that the model regulation does provide meaningful regulation of the insurer’s
charges against the separate account. This in combination with other provisions (e.g. minimum multiples Art. 1V, Sec. 2d
and the required crediting of the full net investment return, Art. 1V, Sec. 2f, etc.) assures that the enhanced investiment
characteristics of VLI relative to fixed benefit products are effectively regulated above and beyond the normal concerns of
traditional life insurance regulation. Put another way, the application of the maximum premium controls on top of these
other controls in the model which are effective and more intimately related to the operation of the separate account can
accurately be said to be no more relevant to VLI than any other form of life insurance. So why should premium rate
controis be retained for VLI while they are not applied to other forms of life insurance?

24, (Aug. 6, 1973 letter from Charles Stamm, 1N, General Council, Connecricut General Life Insurance Company to
Paul Altermatt, then Chairman of the NAIC Subcommittee on Variable Contracts (C4)).

25.  Attachment 4.
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Perhaps no clear, compelling answer is possible. However, a couple of additional considerations suggest that at least deferral
of this question is appropriate. For one thing, there has been recent concern and attention paid to competition within the
existing life insurance business,

The NAIC, for example, has developed and adopted the Model Life Insurance Solicitation Regulation which facilitates cost
comparison, .

Moreover, the background against which this provision was develaped may suggest that it might be desirable in the event of
a court contest on jurisdicrion with the SEC. To backtrack slightly, this provision is at least partly attribuatable to the SEC’s
desire to see state regulation provide substantially equivalent protections in the area of control of sales, administrative and
investment changes (among others). The NAIC pointed out to Senators Hart and Proxmire during the SEC proceedings the
fact that the type of controls in the 1940 Investment Company Act would not effectively meet this objective:

An insurer could render imposition of the 1940 Act limitations ineffective by merely increasing those
elements of the pross premium, e.g. mortality assumptions, over which the 1940 Act has no control.

The 1940 Act... concept of limiting cost items in order to reduce the cost to the consumer is irrelevant
unless all cost items are controlled. Forcing commissions down does not necessarily force premiums down
since the insurer can still charge the same amount taking the excess as profit, Thus, the [NAIC) model
regulation focuses on the entire premium.

Although as a matter of law the SEC undoubtedly has no authority to regulate the entire VLI premium because of the
inclusion of purely insurance charges, it has as a matter of fact proposed to do precisely that in Proposed Rule Ge-2,27
Obviously, the SEC has recognized that control of the entire premium (like Section 2j of the medel) is necessary to
effectively control (without regard to competition) sales, administrative and investment charges.

While this may not be a particularly relevant consideration when looking at the pure VLI jurisdictional arguments under
the McCarran Act and the Securities Laws, it could well have an effect on a court if it sees investment characteristics of
VLI that lack SEC type controls in existing or proposed state regulation.

In summary, two points suggest deferral of the proposed deletion of Section 2j. One is the increased scrutiny of life
insurance marketing and efforts to promote more effective competition. Second is the effect which this provision may have
in the event of litigation on SEC jurisdiction. If the court tends to look at VLI with the bifurcared view of the SEC, the
perceived and so-called investment element may tend to lead to the conclusion that control of the entire premium is
necessary. If it is not provided by state regulation, this may enhance the posture of the SEC.

6. Policy Reinstatement: Art. IV Sec. 3¢

The regulation provides for reinstatement of VLI policies within two years of default upon written application and
evidence of insurability accompanieﬂ\by payment of the greater of: (1) both overdue premiums and outstanding
indebtedness at the maximum policy loan interest rate applicable in the state; or (2} 110% of the increase in cash value
resulting from reinstatement.

26. Insurance Industry Pricing Study, U.S. Senate Subcommittee on Antitrust and Monopoly, 1974; also see Senator
Hart’s “Consumer Insurance Information and Fairness Act,” $.2065, 94th Congress, 1st Session.

27.  Unpublished letter of January 11, 1974 by James M. Jackson, then Chairman of the NAIC Variable Life Insurance
Subcommittee, to Senators Phillip Hart and William Proxmire, U.S. Senate, at 6.

28. Idatr8.

29.  Proposed Rule 6e-2 at paragraph b(13)(i), ICA Rel. No. 2104.
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Background

Reinstatement is specifically required by the regulation as a policy provision for VLI contracts. It is intended here to fulfill
the same purpose as reinstatement provisions in other life insurance forms,

The one significant difference is the requirement that a policyholder, instead of paying overdue premiums and
indebtedness, pay 110% of the cash value increase if it is greater than the aggregate amount of overdue premiums and
indebtedness. If the cash value increase is not greater, then the traditional reinstatement rule would apply —i.e. payment of
overdue premiums at interest.

The purpose of this variation on the usual reinstatement rule is to prevent policyholder speculation against the insurer. In
the variable life context, a policyholder could lapse and wait for up to two years to see the results of the separate account
investment performance. Without the 110% cash value requirement it is possible that the policyholder would reinstate and
be put into a better position than he was prior to the policy lapse - a result inconsistent with the purpose of reinstatement
provisions,

Proposed Change

The change snggested s a recasting of the reinstatement policyholder payment requirement in order to allow insurers to
collect overdue premiums on incidental insurance benefits in addition to the payment by the insured of 110% of the cash
value increase. As explained by the Council, the rationale for this change is that “if the cash value collection were
applicable, there would be no specific collection for the overdue premiums on incidental benefits.”30

Recommendation

The Council’s explanation of this change is not persuasive. If the cash value collection applies, not only is there no specific
collection for overdue incidental benefit premiums, neither is there any specific collection of premiums for primary
benefits, indebtedness or anything else except increased cash value. The cflallenge of this provision seems to be cast in
terms of the insurer not getting on reinstatement what it would otherwise have gotten if the policyholder did not default in
payment of premiums. In this [ight, the explanation is not plausible. The insurer, by definition under the cash value
collection pravision, would be entitled to an amount greater than all overdue premiums and indebtedness.

The apparent objective is to further raise the barrier 1o speculation against the insurer, However, no explanation of this
objective is provided and therefore it is recommended that the Council’s proposed change be rejected.

7. 18 Month Exchange Privilege, Art [V. Sec. 3f

Section 3f attempts to provide a reasonable basis for a VLI policyholder to convert his policy to a fixed benefit form of
life insurance without unfairly reincurring acquisition costs and current questions of insurability. This provision was
included in recognition of the complexity of the VLI product and the resulting possibility that an zpplicant may not
understand at the time of issue exactly what he has purchased. In this light, this provision stands with other provisions of
the regulation, such as the requirement for standards of suitability (Art. IIT Sec. 3) and the free look requirement (Arc. IV
Sec. 3a), which together operate to ensure that policyholders have an opportunity to evaluate the product and conform
their decision for a reasonable time after purchase to their insurance needs.

30. 1976 Proc. I 642.
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The exchange is subject to the following conditions:

1. The new policy must bear the same date of issue and issue age as the original VLI policy;

2. the new policy is issued on any plan of permanent insurance offered by the insurer or an affiliate on the date of
issue of the variable life insurance policy and premium rates in effect on that date for the same class of insurance;

3. the policy includes such riders and incidental insurance benefits as were included in the original policy if such riders
and incidental insurance benefits are issued with the fixed benefit policy. If the conversion results in an increase or
decrease in cash value, such increase or decrease will be payable to the insurer or the insured as the case may be;

4. The insurer must apply as an advance premium on the new policy any excess of the accrued premium on the original
variable life insurance policy from the date of issue to the date of request for exchange over the corresponding
accrued premium on the new fixed benefit policy, except that any portion of such excess which is less than a regular
mode premium an the new pelicy may either be applied as an advance premium or refunded in cash at the option of
the insurer; and

5. The insurer shall not require evidence of insurability for this exchange.

Background

This provision like 2 number of others in the regulation was developed partly in response to the SEC's expectation that
state regulation should provide relevant investor protections as a condition to the VLI exemptive Rule 3¢-4. Unlike the
SEC’s redeemability requirement for periodic payment plans (a characterization which the SEC extends to vL1y, 31 life
insurance cannot equitably be made to be freely redeemable.

The 1940 Investment Company Act does contain a redeemability requirement during the first 18 months of a periodic
payment plan contract within which time a purchaser may surrender his contract and be paid the value of his account plus
any sales charges in excess of 15% of the gross payments made. The 18 month exchange privilege in the model regulation
was developed partly as an alternative to the redeemability concept of the 1940 Act.

Proposed Change

The Council proposes to revise Section 3f in order to make it workable. As currently drafted the provision may operate
inequitably and produce a windfall upon exchange in certain circumstances. The proposed amendments would eliminate
the specified mathematical basis of the exchange and instead require a filing of the mathematical basis of exchange used
with the commissioner. In addition, rather than providing a choice among fixed benefit plans to which a VLI policyholder
may convert, the amendment would require only the offering of ““a substantislly comparable plan of permanent
insurance.”

Recommendation

The minutes of the Variable Life Insurance Subcomumittee meeting of December 3, 1974 explain the subcommittee’s
position on the current section 3f:

31. ICA Rel. No. 9104 Dec. 30, 1975 — Proposed Rule 6e-2 Relating to Separate Accounts Formed By Life Insurance
Companies To Fund Certain Variable Life Insurance Contracts,
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After lengthy deliberation, the subcommittee adopted several technical amendments . . . , The subcommittee
recognized potential problems in former Article IV Section 3(g) {as amended, 3f). Therefore the chairman
directed the actuarial members of the subcommittee to study the ALIA amendments proposed to remedy
this situation and to make further suggestions so that the subcommittee will be in a position to act
accordingly,

Furthermore, the adopted regulation itself notes that this section is “AWAITING PROPOSED TECHNICAL
AMENDMENTS.” In the interim since the 1974 meeting, Robert A. Lomicky, New York Insurance Department, has
reviewed the exchange privilege provision for the benefit of the (C4) Subcommittee in 2 memorandum attached to the
minutes of the subcommittee meeting of June 9, 1975.33 mr. Lomicky therein discusses the deficiencies of the current
provision,

Apparently, an NAIC actuarial review of the ALIA proposal for change of this provision has not yet been completed.
Therefore it is recommmended that the subcommittee refer the Council’s recommendation for revision of Section 3f to an
actuarial task force as conternplated by the subcommittee in December, 1974, subject to the further direction to report
back prior to the next Regular Meeting of the NAIC in December, 1974.

8. Deferred Payment of Death Benefits, Art, I'V Sec. 30

The regulation in this section requires a mandatory policy provision to the effect that payment of variable death benefits in
excess of the minimum death benefits, cash values, policy loans or partial withdrawals or surrenders may be deferred for up
to six months (or longer if either the New York Stock Exchange is closed for trading or the SEC declares that a state of
emergency exists). i

Proposed Change

According to the Council, as presently worded the six month deferral provision would improperly apply to payment of
variable benefits, while the NVSE closing and SEC emergency provisions would impropetly apply to benefits which are not
based on the separate account.

Backpground

Section 30 was intended to provide a cushion against periods of financial difficulty when there may be a run against an
insurer that could jeopardize remaining policyholders and unduely present financial difficulties to the insurer.

The Standard Nonforfeiture Law is the source and this provision was included in the VLI regulation for largely the same
reasons that it applies to other forms of cash value life insurance. As explained by one authority, the Standard
Nonforfeiture Law

permits a company to postpone payment of the cash surrender value for a period of six months after demand
therefore and surrender of the policy. This delay clause was given statutory sanction in order to protect
the companies against any losses that might otherwise arise from excessive demands for cash during an
extreme financial emergency such as occured in 1933.% ’

Originally, this provision was viewed as a carryover from regulation of fixed benefit life insurance in most states and
provided a straight forward deferral privilege for the insurer that would altow delay in payment of cash values, policy loans,
or partial withdrawals for up to six months., The NYSE closing and SEC emergency provisions were originated in industry
comments. During the drafting process, this provision was further refined.

32. 1975 Proc. 1752,
33.  See 1975 Proc. If 457-460.

34.  MecGill, Life Insurance, Revised Ed. 1967 at 317.
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Currently, the Council proposes a change that would render the six month defertal period inapplicable to payments which
depend on the investment performance of the separate account (e.g. cash values). The explanation attributes this to the
fact that the current provision “would improperly apply to paymenis of variable benefits.”33 No further explanation is
provided.

Presumably, dual regulation of VLI by the SEC and the states is the reason for the noted improptiety. Section 22(e} of the
1940 Investment Company Act prohibits investment companies from suspending or postponing the date of payment or
redemption of securities for more than 7 days. Te an extent, the propesed Rule e-2 for variable life insurance would
provide some relief to the Section 22(e) requirem‘ent. Proposed Rule 6e-2 (at (b)(ll)(ii))36 exempts the separate account
from Rule 22(e) to the extent necessary, inter alia, to comply with insurance laws and regulations subject to the condition
that the “board of directors of the separate account” determine that this is “reasonable, fair, and not diseriminatory to the
interests of the affected contractholder . .. 37 )t is assumed that the term “board of directors of the separate account”
means a separate account committee that would be elected by the policyholders. However, it is not clear that the SEC is
fully prepared to recognize a mandatory policy provision reserving a six month deferral period as fair and reasonable with
respect to the interests of the affected policyholder. EVLICO, the only insurer to be exempted currently from provisions
of the 1940 act for purposes of marketing VLI, has not included a six month deferral provision as contemplated in the
NAIC regulation in its contracts filed with approved by the SEC. The six month deferral period apparently was of concern
to the SEC and was among specific questions directed to the NAIC during proceedings on exemptive Rule 3c-4.38

The commentary to the model regulation explains that
without this provision, the commissioner might be in the position of being able to protect the policyholders

in a liquidation only to the extent of the reserves in the general account, again illustrating the danger of dual
authority over this accounting mechanism.3?

Recommendaiion

Unless the subcommittee decides to accept dual regularion of VLI by the SEC and the states, it is strongly recommended
that this provision be retained without change. The only purpose served by its amendment would be to make the model
regulation compatible with anticipated SEC regulation. This change, obviously, would be =zt the expense of the purposes
for inclusion of the deferral requirement which are ardculated above.

9. Settlement OQptions — Fixed Basis Only, Art. IV Sec. 3p

The current provision requires that settlement options be provided on a fixed benefit basis only. According to the
commentary, the sole purpose for inclusion of this subsection was to allay any questions of dual regulation that might arise
as a consequence of the inclusion of variable settlement options.

, ~

Proposed Change

The Council would eliminate this provision in order o avoid the requirement that a polieyholder desiring an SEC regulated
variable annuity settlement first surrender the variable policy and then purchase a separate variable annuity. This objection
cites the needless expense associated with this form of replacement.

35. See Attachment 1 at 8.
36. ICA Rel, Na. 9104, Dec. 30, 1975.
37. Id.

38, NAIC Comments In Response to SEC Questionnaire, filed with the SEC Aug. 14, 1974, 1975 Proc. 1 932,

39, 1975 Proc. 1 819.
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Recommendation

Continuance of this provision in the event of dual SEC-state regulation would be unnecessary, and in that event its deletion
is recommended. However, this provision should be retained pending the outcome of the NAIC’s and individual state’s
interest in litigating the question of jurisdiction with the SEC.

The (C4) Subcommittee was not convinced that variable settlement options would result in SEC zttempts to regulate this
portion of VLI operations, but they nevertheless included this provision rather than risking any possibility of dual
regulation under the Rule 3c-4 exemption scheme. The subcommittee's concern remains relevanc if the issue of SEC
jutisdiction is pursued,

10, Policy Loans — Art IV Sec. 4b

As adopted, the model regulation includes a detailed policy Ioan provision. The Council has proposed 1 revision that would
conform the VLI regulation to existing life insurance regulation in one additional respect.

Proposed Change

The Council’s proposal would modify the language at the beginning of the policy loan section to mandate the availability
of loans only after a specified petiod during which premiums have been paid. This periad is to be set in the regulation
according to state law — e.g. Ilfinois and New York provide a three year period for other forms of cash value life insurance,

Supporting this revision, the Council offers language in the Model Regulation’s commentary which emphasizes the
subcommittee’s observation on the similarity of VLI to other forms of life insurance and the desire to draft the policy loan
tequirements for VLI so as to resemble as nearly as possible regulatory requirements for other life insurance.

Recommendation

It is recommended that the Council’s proposed change be accepted. The apparent purpose served by inclusion of the
additional language is the same that applies to other forms of life insurance. In the early months of a new cash value policy
there will normally be little or no cash value upon which policy loans can be based. No persuasive regulatory concern
would normally be served as a practical matter by requiring the availability of policy loans in the early months of a policy.
‘The additional language, like existing regulatory provisions for fixed benefit policies, is permissive,

One additional caveat, however, may be relevant in the VLI situation. Assuming there is dual SEC-state regulation of VLI,
it is clear that insurers will be either forced or strongly encouraged to provide substantial early cash values. This resultis 2
consequence of the sales load requirements of the 1940 Investment Company Act that the SEC intends to apply in 2
modified format as detailed in the SEC’s proposed Rule 6e-2.%0 A expressed in this rule the definition of sales load for
VLI staris with the gross premium and specifies the permissible charges or amounts that may be substracted to identify the
sales load. The insurer needs to substract amounts large enough to come within the sales load limitations. First on the list
of items to be substracted is the first year cash value or cash valve increases in subsequent years. Comrmissions to agents
and other sales or promoticnal expenses are not included in the definition. The sales load cannot exceed both an average of
9% over 20 years and 50% in the first year. The redeemability provision also tends to encourage early cash vakues.
Together, these provisions make it difficult for insurers to comply with SEC rules without creating substantial early
{including the first year) cash values.

To the extent that relatively high, early cash values exist, it becomes less relevant to forestall the applicability of the state
requirement for availability of policy loans. This suggests that the additional language should be reconsidered in the event
of dual regulation. Nevertheless, the Council’s proposed change would be consistent with 2n insurance versus investment
characterization of VLI. To this end, the amendment would lessen the possibility of a policyholder looking on the short
run nonforfeiture benefits, specifically policy loans, as being of predominant interest over the death benefit. Also relevant
on this point is the insurer option in Section 4b to use the term ‘‘partial withdrawal provision" rather than the term
“policy loan.™ -

40, ICA Rel. No. 9104, Proposed Rule 6e-2 at paragraph (b)(13)().
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11.  Charges Against the Separate Account, Art, VI Sec, 7a(4) and Art. Vi Sec. id

Art. VI Sec. 7a(4),(5)

At Sec. 7a of Art. VI, the regulation specifies permissible charges that may be deducted from the separate account. These
include (1) taxes, (2) brokerage fees, (3) the tabular cost of insurance, (4) charges for investment management expenses,
(5) mortality and expense guarantees, and (6) any amounts in excess of those required to be held in the separate
account (surplus). The provisions put in issue by the Council’s proposed change are Section 7a(4) znd (5), the
maximum investment management charges and mortality and expense guarantees.

In accordance with these provisions, insurers may not deduct more than %% for mortality and expense guarantees plus
.75% graded down to .30% for investment management. The gradations provide for smaller investment management
charges as the total value of separate account assets increase,

Proposed Change

The Council has proposed that the specific maximum percentage of assets that may be deducted for investment
management and mortality and expense guarantees be deleted. In lieu of the specified limitations, the Council suggests
disclosure of the applicable charge in the policy. '

Three reasons are offered in support of the change:
(1)  Specific charges are not appropriate;
(2)  Specific maximum charges were not included in the Variable Annuity Regulation; and

(3)  the effect of the disclosed charges will be apparent to consumers in illustrations of different hypothetical gross rates
of investment return, More specifically, the higher the asset charge, the lower will be the illustrated death benefits
and cash values.

Background

The limitations on asset charges were included in the regulation primarily as a means of avoiding subtle distinctions in
policy benefits that would not be readily apparent for most VLI purchasers comparing one VLI policy with another. The
intention of these limitations was to place greater emphasis on competition in the premium where price-benefit
comparisons. are more feasible for policyholders. In short, the subcommittee’s concern with cost comparison led to the
inclusion of the asset charge limitations.

Early drafts of the Model Regulation contained a flat 13 percent “asset charge™ against the assets allocated to the separate
account. Various insurers intended to fund everything from premium taxes to investment management fees to brokerage
fees to a substantial amount of profit from this sourece. ““Charges™ against investment income are not unusual in calculating
fixed benefiz life insurance dividends. Thus, it was not unreasonable to assume that such charges would appear in variable
life insurance since they serve as a means to more equitably apportion some costs associated with the operation of the
policy. However, for the reasons described in the commentary to the regulation, the subcommittee determined to strictly
regulate this area. This Section was not the result of any illusion that it would reduce the cost of variable life insurance,
except perhaps through competition resulting from increased disclosure.

Af the time of the early drafts of the model regulation, various insurers sought to impose a totzal asset charge of from .5%
to over 2%. It was ar this time that the subcommittee noted the apparent relationship between premium levels and *‘asset
charges™ and determined to act. Not surprisingly, they found that insuters which had a high “charge’ against the separate
account could afford to set its premiums on a relatively low level.
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It would be next to impossible for 2 prospective purchaser to determine the true comparative cost to him of a percentage
charge against separate account assets. In other words, the difficulty of comparing the cost of 2 policy with high premiums
and a low separate account charge with a policy with low premiums and a high charge would be formidable at best. The
high premium policy might well be a better buy, all other things being equal. The premiums for a policy with high charges
against the separate account may be almost deceptively low since much of the cost of the palicy would be reflected only in
the calculation of the net investment return. Further, a charge in excess of actual or reasonably estimated costs tends to
discriminate against long duration policyholders as their cash values increase.

High charges against the separate account tend to decrease the policy’s ability to increase benefits while simultancously
increasing the chances of decreasing benefits and increasing the cost of the initial face value guarantee. As separate account
asset charges increase, there is a concomitantly greater level of gross investment return necessary to sustain or increase
policy benefits,

In light of thess concerns the subcommittee determined to impose severe limitations on these charges. The intention of this
Section is to allow only those expenses which could be justified as more reasonably related to the operation of the separate
account than to premium income and to require all other expenses to be derived from premiums.

The intention for and atgument behind this limitation was in no way based on the assumption that by doing so the total
cost of variable life insurance will in any way be reduced. The subcommittee fully recognized that it will cost X dollars to
run a poliey of a given benefit design regardless of whether that money comes fram the asset charge or the premium. It is
recognized that less flexibility in the asset charge will force companies issuing variable life insurance ro place more of their
costs including profit in their premium. The theory is that the cost to the policyholder is much more visible in the
premium than it is in an asset charge to which he finds it almost impossible to relate. The subcommittee determined, in
effect, that it is inherently misleading 10 show a low premium and 2 high asset charge. If, in fact, the premium for varizble
life insurance is forced realistically to the point where there may be an unreasonable relationship to the premiums for fixed
life insurance, the policyholder is entitled to be to e able to see this relationship. The subcommittee hoped that by setting
asset charges at a very low level that the maximum charge would become, in effect, almost a universal charge and that cost
differences would be reflected in premiums which were more easily comparable. With the strict limitation, variation would
at least be reduced if not eliminated.

Recommendation

It is strongly recommended that the specific asset charge limitations for investment management and mortality and
expense guarantees be retained. The reasons expressed zbove for the inclusion of these provisions have not been altered by
intervening events.

The Council urges that the impact of varying asset charges “will be guite apparent” because of hypothetical benefit
illustrations of death benefits and cash values over a period of years. It was precisely for the contrary reason that the asset
charge limitations were included in the model regulation.

The theory underlying this provision is that the cost to the policyholder is much more visible in the premium than is an
asset charge to which palicyholders will not easily relate. The most obvious, though not necessarily accurate, basis of
comparison of policies of the same initial or minimum face value is the premium. Without the asset charge limitations there
is a danger that it will be inherently misleading to show low premiums and high asset charges, despite projections of
hypothetical future values, For these reasons, the subcommittee’s objective of eliminating the distortion-catsed by wide
variations in asset charges should continue to be met by retaining the current provision,

It is being argued by the Council that adequate disclosure is sufficient to make the subtde effects of low versus high asset
charges reasonably evident to purchasers and policyholders, In the event that there is senriment within the subcommittee
to accept the proposed deletion of the asset charge limitations, it is suggested that the disclosure implicit in the
hypothetical fllustrations be made more explicit by supplemental, conspicucus disclosure requiremnents. For example, as
the asset charge increases, a higher pross investment rate must be returned to maintain or increase benefits relative to low
asset charge policies. An explicit disclosure of this result might take the following form:

P
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The death benefit of this policy will not increase ahove the initial face value unless the investment experience
of the Separate Account exceeds __%.

Art. VI See, 3d

Subsection d is in a Section dealing with the establishment and administration of separate accounts. This particular
subsection limits the ability of an insurer to establish more than one separate account for VLI. The Council has proposed
the deletion of the last sentence of subsection d which follows: “‘The creation of additicnal separate accounts to avoid
lower maximum charges against the separate account is prohibited.”

In the event that the Council’s proposed deletion of Art. VI Sec. 7a {(maximum asset charge limitations) is accepted, this
provision would become irrelevant and should then likewise be deleted. However, it is recommended that this provision be
retained along with the current asset charge limitations.

12.  Standards of Conduct, Art. V1 Sec. 8 and Conflicts of Interest, Art, VI Sec. 9 (See also Valuation of Assets, Art. VI

Sec. 5b)

Section 8 Srandards of Conduct

In this Section on standards of conduct (Sec. 8) the model regulation provides the minimum standards of duty and care
which are owed to policyholders by the insurer. According to the last sentence of Section 8, the standards must contain
certain items specified in Section 9, Conflicts of Interest. The Council recommends deletion of this last sentence because of
changes recommended in Section 9h.

Section 2 Conflicts of Interest

Section %a

Section 9a incorporates by reference any provisions of the state’s insurance laws applicable to the officers and directors
with respect to conflicts of interest. The final sentence of this subsection provides that “The Board of Directors of the
insurer shall be responsible for zll acts concerning the separate account.”

Proposed Change (Sec. 9a)

Although Section 92 makes reference to a “‘separate account committee”, the Council’s use of the term has somewhat
different connotations than intended in the model regulation. As explained by the commenzary and the model regulation
this term was intended to include any form of internal management group responsible for the operation of the separate
account! For example, if an insurer did not form a VLI subsidiary but rather formed a new committee within its board of
directors, this would be the type of group or committee referred to by the regulation. The Council, on the other hand, uses
the term “separate account committee’ to refer to those persons who would be selected by policyholders through exercise
of their voting rights. With SEC regulation the separate account would normally be under the general supervision of the
separate account committee in order to comply with the 1940 Act.

With this explanation in mind, the purpose of the Council’s proposed change is clear. In order to comply with the voting
requiremnents of the 1940 Act, the committee elected by the policyholders must have supervisory control over the separate
account, The last sentence of Section 92, however, “was meant to preclude policyholder voiing for the management of
variable life insurance operations.”*2

41, 1975 Proc, I 837.

42.  Id.at 838.
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Recommendation

The inclusion of the provision requiting the board to be responsible for all acts concerning the separate account was in
other words, intended to preclade any delegation by the board to any other group, including policyholders. This was in
recognition of the inseverable nature of the separate account from the insurer and its general account. Therefore, in order
to market VLI in literal compliance with both the securities laws and state regulation under the model regulation, it would
apparently be necessary to eliminate the sentence as proposed by the Council.

Should an individual state with the model or the NAIC choose to litigate the matter of VLI jurisdiction with the SEC, it is
recommended that Section 92 not be revised. The provision usefully illustrates the regulatory conflict that may attend
dual regulation of VLI. If the matter of dual regulation is conceeded by the NAIC, then it would be appropriate to accept
the Council’s proposed change in order to make state and federal regulation compatible.

Art, IV Sec, 5b

The Council has recommended the addition of language to recognize the existence of separate account committees, This
subsection deals with valuation of separate account assets in the everit that trading ceases in an asset held by the separate
account. Currently, the provision puts the responsibility of valuation on the board of directors. The Council would add,
alternatively the committee of the separate account in order to comply with the 1940 Investment Company Act.
Disposition of this proposed change should follow the decision on Section 92, above. .

Section 9b, ¢, and d

Subsection b requires advance approval by the commissioner for certain transactions that present potential conflict of
interest situations. Subsection ¢ provides clarification of the fact that the enumerated practices in subsection ¢ are not
prohibited by subsections a and b. Subsection d preserves the commissioners power 1o approve transactions otherwise
prohibited under subsection b if they are found to be fair and equitable,

Proposed Change

In order to avoid conflicting standards for separate accounts and other general regulatory requirements applying to the life
insurance business, the Council proposes to delete all of subsection b, most of subsection ¢, and all of subsection d. The
subcommittee is asked to recognize that the states have exercised other existing authority to prevent conflicts with all
types of separate accounts for this reason, these new additional and complex rules are said to be unnecessary.

Background and Recommendation

The language present in Section 9b, ¢, and d of the regulation was by and large included in ALIA recommendations of May
25, 1973 to the subcommittee,™ To some extent these provisions were developed in response to exemptive Rule 3¢-4 and
the SEC’s desire to see state regulation provide material protections to purchasers substantially equivalent to the relared
protections that would be available under the Investment Company Act.

Although parts of Section 9 were drawn from Section 17 of the Investment Company Act dealing with Transactions of
Certain Affiliated Persons and Underwriters, the model regulation goes beyond sccurities law requirements to address the
conflicts of interest question in a manner appropriate to VLE Unlike securities law concepts, the model regulation is
concerned not only with protection of VLI policyholders but with equitably balancing their rights with those of fixed
benefic policyholders, In this sense, the emphasis of the VLI canflict of interest protectiors in the model is materially
different than in a securities law context.

43. 1975 Proc.1553.
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Of particular concern to the subcommittee in drafting the regulation was the need to prevent possible sbuses in joint
transactions:

It zppears to the subcommittee that there are a number of possible abuses in joint transactions, whether
involving purchases of securities or some of the investments. To avoid these abuses, we recommend that in
addition to the normal conflict of interest rules, it be a general standard that the VLI separate account must
participate on a basis not less favorable than the participation of the general account, other separate
accounts, or other insurer affiliates. We construe this standard to require essentially that the costs of the
transaction follow the benefits, For example, where an order is only partially filled and, rather than divide
the shares pro rata, it is decided to place all shares in one entity, that entity should bear the cost. In general,
the separate account should never occupy a disadvantageous position vis-a-vis other affiliates. Put another
way, the insurer should never favor the general account or any affiliate over the VLI separate account.

These concerns with joint transactions are specifically addressed in Section 9b(4} and <(2).

Despite the fact that these conflict-of-interest pravisions do not seem to be crucial to the model regulation, no particul arly
persuasive reason has been advanced for their deletion. First of zll, the NAIC is not prepared to acknowledge the
inevitability of permanent SEC regulation of VLI. Secondly, the orientation of these Section 9 provisions is cast in terms
of protecting all the insurer’s policyholders, fixed and variable, rather than the VLI contractholder alone as in the securities
law perspective. Finally, the Council has not documented in any respect how the present VLI conflict of interest standards
in the model regulstion would, conflict with other state conflict of interest standards. Consequently, it is recommended
that the present provisions be retained.

13.  Investment Advisory Services to a Separate Account, Art, VI, Sec. 10

The model regulation includes provisions dealing with investment advisory services provided to the separate account. Since
a separate account is not a distinct entity, it cannot contract with an investment zdvisor. Consequently, this section is not
applicable to an insurer’s internal investment management but rather applies to outside investment management services
that may be utilized by an insurer for the separate account. These provisions include filing requirements regarding the
investment advisor, qualifications of the advisor, a requirement that the investment advisory contract be in writing and
subject to termination on 60 days notice, and disapproval power vested in the commissioner for an investment advisory
contract,

The Council is proposing deletion of part of this section and the addition of language to recognize that the investment
advisor may be an investment manager under the 1974 Employee Retirement Income Security Act (ERISA) rather than an
advisor registered under the 1940 Investment Advisors Act. This latter recommendation appears to be a housekeeping
change that is entirely acceptable.

The proposal for deletion of Section 10 material is not altogether clear. The explanatory comments filed with the
subcommittee point out that Section 10isa

lengthy and detailed provision ... fwhich] finds its counterpart in the Investment Advisors Act of
1940. .. and was included. .. to provide “‘substantially equivalent protections.”” Deletion of the detailed
requirements is recommended.*3

In general the precise recommended changes throughout the model are detailed in the council’s submission of a complete
text of the regulation with deletions in brackets and new material undetlined. The presentation of detailed changes
includes only one deletion from Section 10, namely subsection a(2) which sets forth the requirement that the investment
advisory contract be in writing and subject to cancellation'on 60 days notice. From the explanatory comments, it appears
that further, unspecified deletions are advised.

44.  (Unpublished Memorandum of May 8, 1973 1o the Variable Life Insurance Subcommittee from NAIC Counsel,
Bruce Clements).

45, See Attachment 1 at 12-13,

RIET PEN
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Recommendation

Most of the provisions in Section 10 would not be crucial to state regulation whether or not dual regulation of VLI
becomes firmly implanted. Whatever the outcome of current jurisdictional questions, it is recommended that the model
retain the filing requirements for investment advisory services in Section 10a{2)(A) to (C) and the power of the
commissioner to disapprove an investment contract *if he deems continued operation thereunder to be hazardous to the
public or the insurer’s policyholders,”*6

The specific deletion of Section 10a(3) (writing requirement and insurer’s 60 day cancellation) is proposed by the Council
with the explanation that the provision is another specific SEC requirement that is adequately covered elsewhere in the
regulation,

Although the provision concerning cancellation on 60 days notice does not appear ¢lsewhere in the model regulation, its
deletion does not appear to be objectionable. The insurance commissioner’s interest in protecting the public from an unfair
or hazardous investment advisory contract is still served by other portions of the regulation in Section 10b, which allows
the commissioner to terminate an advisory contract after a hearing on 60 days notice.

In summary, it is recommended that the Council's specific proposals for change appearing in the revised text of the model
regulation on Section 10 be accepted. :

14.  information Furnished to Applicants, Art. VII

Background

Article VII includes a series of disclosure requirements that are designed to provide the insured with an accurate portrayal
of this insurance product. The primary concern of the subcommittee was that the insured realize that VLI is an insurance
product (rather than some other investment vehicle) and that the prospect be provided with enough information with
which to make an informed judgment as to whether the purchase of any partcular policy is consistent with the needs he
perceives.

At the time the model regulation was drafted, it was assumed that the SEC would be heavily involved with VLI disclosure
under the 1933 Securities Act and its prospectus requirements. The model regulation in addition to the anticipated
securities law requirements, specifies disclosure of the principal features of the policy, the investment policy of the
separate account, a history of the net investment return of the account, commissions, fees and charges, methods of valuing

assets, tax consequences of a VLI policy, limitations of illustrations of future benefits, and a statement clearly emphasizing

the insurance nature of the product.

Noting the assumed application of the 1933 Securities Law, the commentary to the model regulation goes on to point out
that if the SEC were eventually found to lack VLI jurisdiction, then:

the Model Regulation would have gone further in the area of disclosure. If the jurisdiction of the SEC under
the 1933 Act is found not to exist, immediate further activity .. .is contemplated.47

Propesed Change

Deletion of most of Article VII is recommended by the Council because of the overlap and possible conflict with SEC
requirements.

The Council also proposes to revise the introductory requirernent of delivery and written acknowledgment of disclosure
materials to reflect merely the need to deliver an SEC registered prospectus or materials required to be furnished under
ERISA if that law is instead applicable. The latrer ERISA language is new.

46.  Model regulation, Section 10b.

47. 1975 Proc. | 840.
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Recommendation

The Council’s additional language relating to ERISA disclosure requirements is a minor housekeeping change that is not
objectionable. However, the commentary to the model regulation is largely dispositive of the Council's Article VII
proposed deletions. In the event that litigation of the SEC jurisdiction issue is pursued, it is clear that subcommittee
expected not on]y to retain the current provisions but to further supplement them if the SEC were found to lack
jurisdiction, If dual regulation continues, the regulatory impact on Article VII would praperly be viewed as substantially

. similar to the situation when the regulation was developed. It is recommended that the current provisions be retained,

Among the most fundamental concerns of state insurance regulators with development of VLI products is the emphasis in
marketing efforts that will be conceived to promote the product. The NAIC's position in SEC proceedings and the position
of the subcommittee in drafting the VLI regulation is perspicuous on the point of insurance versus investment
characterization. In response to an SEC questionnaire, the Chairman of the NAIC Variable Life Insurance Subcommittee in
1974 explained that:

sale [of VLI] as a security would be misleading to the public. For this reason we are deeply concerned that
the commission’s present requirements that variable life insurance be sofd in the accompaniment of a
prospectus may have the effect of misleading the public . . . 48

Obviously, dual regulation of VLI would result in marketing the product with an SEC prospectus. If the mere existence of
2 mandatory prospectus lends an undesirable investment aura, the need of additional insurance disclosure regulation is
self evident.

15. Reports to Policyholders, Art, IX Sec., 2

Article IX lists statermnents that are required to be furnished annually to VLI policyholders. In Section 2, this includes:

(1) a summary of the separate account financial statement;
(2}  net investment return;

(3)  portfolio list;

(4)  disclosure of charges, taxes, fees;

(5) portfolio turnover rate;

(6)  any change in investment policy;

(7)  identity of broker;

(8)  alist of officers and directors; and

(9)  controlling owners of the insurer.

Proposed Change

The council urges deletion of all of Section 2 because the “requirement is burdensome and unnecessary.”
Be ‘ q ary

48, NAIC Comments in Response to the SEC Questionnaire, filed Aug. 14, 1974, 1975 Proc. 1 986,
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Background

Again it must he emphasized that the model regulation was drafted in a period in which it was assumed that SEC disclosure
requirements in the 1933 Securities Law would apply. The recision of the Rule 3c-4 exemption and the applicable SEC
disclosure requirements hdve no new bearing on revision of Article IX.

The model regulation was designed to provide VLI policyholders with as much relevant information as possible at 2 time
when it is useful and in a manner that avoids vastly increased administrative costs. Accordingly, the model regulation
allows mailing of the Section 2 information with an annual statement of death benefits, cash values, and indebtedness
required in Section 1, It was contemplated that all of this required information could be furnished with the premium
notice, providing the insured with information at a time which enables him to make an informed decision on continuing
the policy and allowing the insurer to make a single mailing.

Any discussion concerning what is “‘adequate” disclosure must recagnize that any standards for disclosure will be
somewhat subjective. There is virtually no limit to the variety and quantity of information that might be provided. The
objective of the subcommittee in drafting the model regulation was to require that enough information be provided to the
VLI policyholder ar prospect so that he may make an informed judgment about the policy. It was recognized that:

Submerging the prospective purchaser [or policyholder] with information can as a practical matter thwart
the purpose of disclosure as well as failing to provide sufficient information.

The subcommitiee did attempt to limit information that must be provided to that which would be understandable,
relevant, and useful.

Recommendation

The insurance industry has had ample opportunity to provide input on the inclusion and content of Article IX, Section 2.
Varlous objections were voiced in the past during the drafting of the regulation. However, no mew intervening
circumstances since the adoprion of the regulation would lead now to a different result, It is therefore recommended that

Section 2 of Article IX be retained.

16, Foreign Companies Article X

This Article is proposed by the Couneil as an addition to the model regulation. The entire provision follows:

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

The use of the word “‘foreign® is assumed to mean insurers domiciled in another state. According to the Council:

Use of this provision . .. would afford the commissioner useful flexibility to handle presently unforseen
problems through the exercise of sound diseretion.5?

Recommendation

While the proposed additional language is not objectionable from the standpoint of literally sltering the intents and
purposes of the model regulation, it may on a practical basis he undesirable. This provision gives formal recognition to &
procedure to waive the requirements of the model regulation when the commissioner finds “substantiaily equal” regulation
in the state of domicile. This may introduce the unwanted question of what is “‘substantially equal”, and eventually
inundate the commissioners office with requests for exemptions under the new Article X.

49. 1975 Proc. 1 840,

50. See attachment 1 at 14.
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In addition, it may tend to defear the worthy purpose of promoting uniformity in regulation of variable life insurance, As
nated in comments on the proposed changes of Article III Section 1, the subcommittee anticipated a high degree of
uniformity from state to state in VLI regulation, especially in the aveas of permissible investments and methods of
changing investment policy, The regulation was drafted in such a way as to stimulate uniform adoption by the several
states. Because the means to achieve this objective may arguably produce “unfair’”” results in the case of individual insurers,
no doubt, an insurer domiciled in a state with a tegulatory scheme that preciudes the insurer’s marketing in a model
regulation state would seek relief under Article X. There may develop a resulting pattern of relying on the Article X
exemption to the substantial detiment of the model regulation’s uniformity objective, For these reasons it is
recomimended that the Article X addition be rejected.

In the event that some form' of Article X is ultimately determined to be acceptable to the subcommittee, it is urged that
the proposed Article X type relief be considered zlternatively on a section by section basis, That is, where the Council can
articulate foreseeable problems of compliance with a scheme of VLI regulation because of state to state variations or
situations where Article X relief is otherwise desirable, something equivalent to Article X could be provided for that
particular situation by inclusion of similar language in the particular provision of the model. This at least would seem to be
a more reasonable regulatory posture than the suggested provision which would say, in effect, that the entire model
regulation may or may not apply depending on some imprecise and arbitrary standard to judge how the insurer is regulated
elsewhere,

E
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ATTACHMENT 2
RESOLUTIONS TENTATIVELY ADOPTED*
Variable Annuities and Other Contracts (C4) Subcommittee

Hartford, Connecticut
May 16th and May 17th, 1973

Resolution No. 1

Resolved that:

No person may sell or offer for sale in this state any variable contract unless such person is an agent and has filed
with the commissioner, in a form satisfactory to him, evidence that such person holds any license which may be
required for solicitation or sale by any federal securities law.

Any examination administered by the Department for the purpose of determining the eligibility of any person for
licensing as an agent shall, after the effective date of this regulation, include such questions concerning the history,
purpose, regulation, and sale of variable contracts as the commissioner deems appropriate.

Resolutions No. 2 and No. 3

Resolved that:

The variable life insurance policy offered for approval must meet the following tests:

a,

Coverage is to be provided for the lifetime of the insured with the mortality and expense risk borne by the insurance
campany.

Gross premiums are to be a level amount for the duration of the premium payment period.

The policy must provide a minimum face amount at least equal to the initial face amount as a death benefit, and
some fixed or minimum level of nonforfeiture value for each thousand dollars of face amount,

The amount payable upon the death of the insured will be no less than a minimum multiple of the gross premium
payable in that year (exclusive of that portion allocable to any incidental insurance benefit) by a person who meets
standard underwriting requirements, as shown in the following table:

Issue ) Multiples
-5 80
6-10 71

11-15 63
16 - 20 55
21-25 47
26 - 30 40
31-35 33
36 -40 27
41-45 21

* As further amended in Washington, D.C. on June 5, 1973.

ATt e .
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Issue Ages Multiples
46 - 50 15
51-55 13
56 - 60 11
61 - 65 9
66 - 70 8
71 and over 7
e Variable life insurance policies may provide that investment earnings in excess of the assumed earnings must be used

to purchase either fully paid-up variable life insurance additional amounts or to purchase additional variable life
insurance amounts based on the same level premium payment method as the basic insurance policy.

Resolution No. 4

Resolved that:

A policy whose variable benefits are based on the asset values of a separate investment account of the insurance company

must include a brief description and designation of the separate account. The policy shall state that such separate account

is:

a. Used only for variable life insurance policies.

b. Only available to cover liabilities of the insurance company to the extent the assets of the separate account exceed
the liabilities of the separate account arising under the variable insurance contracts whose reserves are invested in the
separate account, and

<. Valued at least monthly.

Resolution No. 5

Policies may be issued on z participating or nonparticipating basis, If jssued on a pardcipating basis, the policy must offer
the option of a cash payout of any dividend amount, In addition, the policy may offer the following options:

a, The amount of the dividend may be credited against premium payments due,

b. The amount of dividend may be applied to purchase paid-up amounts of insurance on either a fixed or varizble
basis, or

c. Dividend payments may be accumulated in a fixed deposit account with at least a specified minimum rate of
interest.

Resolution No. 6
Resolved that:

Any charges to be levied directly against the separate account must be set forth in the policy, and the treatment of any
expenses directly associated with the purchase, sale, and maintenance of assets shall be described in the policy,

The policy must contain an adequate description of all fzctors reflecting the investment results of the separate account
which are used in adjusting any variable values under the policy. The policy must further indicate which specific policy
values will fluctuate on the basis of the separate account experience,
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Resolution No. 7

Resolved that:

The policy must include a grace period of at least 31 days from the premium due date and must be written so that
policy values are not affected if the premium is paid within the grace period.

A provision that the policy will be reinstated at any time within years from the date of default, unless the cash
surrender value has been paid or unless the period of extended insurance has expired, upon the application of the
insured and the production of evidence of insurability, including good health, satisfactory to the insurer and the
payment of an amount not exceeding the greater of (i} all overdue premiums zud the payment of any other
indebtedness to the insurer upon said policy with interest at a rate not exceeding 6 per centum per annum
compeounded annually, or (ii) 110% of the increase in cash surrender value resulting from reinstatement.

The policy must include a description of the basis for computing cash surrender values under the policy. Such cash
values may be expressed as either (a) a schedule of cash value amounts per ane thousand dollats of total face
amount at each attained age (or policy duration), or (b) a combination of one cash value schedule as described
above for each one thousand dollars of original face amount and a second schedule applicable to any additional
amounts of insurance under the plan at each age. A company must include language in the policy to permit
deferring payment of the cash value for up to six months while an emergency is deemed to exist by the insurance
commissioner of the state in which the insurance company is incotporated. ’

Resolution No. 8

Resolved that:

The method of calculation and application of any factors used to adjust variable values under the policy must be fully
described.

The policy must include the actuarial basis on which policy reserves are computed including the interest assumption which
must be the same as the assumed interest rate used for purposes of adjusting variable values under the policy.

Resolution No. 9

Resolved that:

The first page of the insurance policy or the first page and cover combined must contain:

a.

b.

d.

e .

A prominent statement that the death benefit may be variable or fixed under specified conditions,

A prominent statement that cash values may increase or decrease in accordance with the experience of the separate
account,

The minimum death benefit is at least the initial sum insured,
The rule or reference to the policy provision for determining the variable amount of insurance payable at death, and

The items currently required for fixed henefit life insurance policies,

Resolution No. 10

Resolved that:

The policy shall provide nonforfeiture options on both a fixed and variable basis on one or more of the following forms:
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a, Reduced paid-up insurance, and
b. Extended term insurance.
Resolution No. 11

Resolved that:

A policy must contain either a policy loan provision or a partial withdrawal of cash value. (Further study will be given to
this item.)

Resolution No, 12

Resolved that:

Any settlement options stated in the policy shzll be provided on a fixed basis.
Resolution No, 13

Resolved that:

Policy riders providing double indemnity coverage, accidental death and dismemberment coverage, or other supplementary
benefits may not be offered on a variable basis.

Resolution No. 14

Resolved that:

The policy must include the entire insurance contract.

The policy must designate which officers of the insurance company are enpowered to make an agreement or representation
on the company’s behalf, The policies must include language indicating that statements by the insured, or on his behalf,
shall be considered as representations and not warranties.

The policy must include definition of the owmer of the insurance contract.

Any restrictions ot requirements as to the designation, or change of designation, of 2 beneficiary shall be set forth in the
policy. Provision shall also be made for disbursement of benefits in the absence of a beneficiary designation.

The policy must include any conditions or requirements concerning the assignment of the insurance policy, i

The policy must describe any adjustments in policy values to be made in the event of misstatement of age or sex of the
insured.

The policy may include an exclusion in the event of suicide within two years of the policy issue date.
Policy will include provision that it is incontestable by the insurance company after two years from the issue date.
Resolution No. 15

Resolved that:

B
¥
#

Two "'reports™ are required. The first type of report would be a notice to each policyholder advising him of the amount of
his cash value and death benefit as of a date reasonably close to the policyholder’s anniversary date. Such noetice could be
integrated into the premium billing and the cash value and death benefir could not be computed as of a date more than 30
days ptior ta the palicyholder’s anniversary date. In addition to the cash value, death benefit and the premium due, this
“report™ or notice should include such items as the amount of any partial withdrawal, the interest charge and the amount
of any optional payments,
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The second report would furnish the policyholder, on an annual basis, a complete picture of the performance of the
separate account. Such report would include a complete list of the holdings of the separate account with its current (as of
the end of the calendar year) market or face value. The report should set forth the gross investment rate, including capital
appreciation and depreciation, income and the net investment rate or rates. In addition, the asset charge expressed as a
percentage of the assets of the separate account should be stated. Each annual report after the first should contain a
compatison of the performance of the separate zccount during the current period with the pesformance in prior periods.
Such comparison should, after the necessary time has elapsed, contain a comparison for at least five vears,

Resolution No. 16
Resolved that:
The concept of an Attributed Fund, as detailed below, is adopted, subject to further review.
Attribuied Fund
i Purpose — the attributed fund as of the beginning of any valvation period is the fund which is invested in the
Separate Account as of the beginning of the valuation peried, upon which the changes in the policy values (death
benefits and cash values) are determined subsequent to the completion of such period, based upon the investment

petformance of the attributed fund in the Separate Account during such period. The attributed fund must be
determined separately for each policyholder.

2. Valuation Period — the period over which the invesiment performance of the attributed fund in the Separate
Account is measured, for purposes of determining changes in the policy values (death benefits and cash values). This
period may not exceed one year,

3. Minimum attributed fund - the attributed fund as of the beginning of any valuation period must at least equal the
sum of

(1) the valuation net premium for such period based upon the initial amount insured, and

(2)  the terminal reserve as of the end of the immediately preceding valuation period based upen the amount
. insured for the following valuation period.

(3)  Both valued in accordance with the contract provisions and the commissioner’s Reserve Valuation method at
interest not in excess of the rate in the minimum reserve valuation standard and 1958 CSO mortality.

4. All variable life insurance policies must be credited with the full amount of investment income at the net rate of
yield earned on the attributed fund during each valuation period.

5. The contractual provision concerning the changes in amount of death benefit shall be derived from an equation
reflecting the foregoing requirements, except for reasonable and necessary approximations acceptable to the
insurance commissioner or superintendent.

LR e
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From:

Re:
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ATTACHMENT 3
Members of the Variable Contracts (C4) Subcommittee
James M. Jackson, James Hunt, Jon S. Hanson
NAIC Variable Life Regulation: Refund of Premiumn Provision

September 18, 1973

The Variable Contracts (C4} Subcommittee is currently considering including in the model variable life regulation the
following provision.

“(If the policy is surrendered within 12 months of the issue date) the policyholder will then receive an amount equal to the
sum of 50% of the gross premium paid and accrued to date of surrender and 100% of all unaccrued gross premium paid to
date of surrender.”

This provision has generated considerable controversy. Unanimous industry opposition was expressed by the participants
during the August 8 open hearing, In lieu of this provision, the industry submitted an alternative proposal which is
discussed below. As a consequence, the Chairman appeinted this task force to prepare for consideration of the
subcommittee the following:

1. the objectives underlying the adoption of this provisien,
2. a review of the pros and cons with respect to each objective, and
3. consideration of the industry proposal (er some modification thereof) in lieu of or in addition to the premium

return provision.

This memorandum is in response to that direction with items (1) and {2) being treated together.

OBJECTIVES AND EVALUATION

1. Additional Measure of the Consumer Protection

The imposition of the requirement that a specified portion of a premium be refunded in the event of a first year
lapsation provides an additional measure of consumer protection not currently available.

Pro Argument

(1}

(2)

Cash values in the initial years are either nonexistent or relatively small due to the high incidence of expense
in the policy’s first year. The requirement of a substantial return of premium if the policyholder surrenders
during the first year provides a significant additional benefit. The loss of most! of the first year premium
upon surrender, especially if the agent missold the policyholder, is felt by some to be an excessive forfeiture.
This becomes a matter of even greater concern when viewed in the context of the high first year lapse rate
expenenced by many companies.

First year [apse rates can be quite high (e.g. 50% on monthly premium business issued at young adult ages). It
can be argued that some measure of responsibility for high first year lapse rates should be assumed by the
insurer and its agents, especially to the extent that the lapse experience represents missold policies. A refund
of some proportion of the premium not required to cover insurance protection prior to the lapse serves as a
tangible acknowledgment of such responsibility.

1. The policyholder benefited from that portion of the premium needed to provide death benefit protection up until
the time of surrender.

tdd
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Con Argument

The approptiateness of mandating this additional benefit is not free from dispute. (1} Such a provision brings into
Guestion the basic structure of the standard nonforfeiture laws. If these laws are defective, the problem should be
attacked directly rather than circuicously through the model variable life insurance regulation. (2) Unless the
addition of the return of premium benefit results in no increase premium nor reduction in dividends and/or cash
values {see infra), a substantial portion of the cost of the return of premium benefit will be borne by those
policyholders who continue their coverage. This in turn raises such subsidiary questions as (a) the value of the
benefit versus the increased cost, (b} a determination of whether the value is great enough to warrant mandating the
benefit by law, and (c) the funding of the benefit by nonusers thereof. (For a discussion of the increased cost
implications see the Hunt-Conley Memorandum, August 8, 1973 to the (C4) Subcommittee.) (3) It might be argued
that the sharp difference of treatment of policyholder terminating in the 12th and 13th months is inequitable.

Limitation on Sales Load

The SEC ruling exempted separate accounts underlying variable life insurance policies from the Investment
Company Act of 1940 on the basis that state regulation would be developed, which is *'substantially equivalent in
materiai respects to those relevant sections” of the 1940 Act. A varigble life insurance policy is said to be a periodic
payment plan. The 1940 Act contains requirements and prohibirions concerning sales loads. These provisions are
grouped in Sec. 27 which includes the following.

(1) The maximum sales load is 9% of total payments. (Sec. 27 (a)(1)).

(2} No more than 50% of any of the payments in the first year may be deducted for the sales load. (Sec. 27
(2)(2)).

(3)  Notwithstanding 1. and 2., the purchaser may surrender his certificate at any time within the first 13 months
and receive (1) the value of his account and (2) the amount of sales load which is in excess of 15% of the
gross payments made. (Sec. 27(d)} Written notice of these refund rights is required in certain instances. (Sec.
27¢e).

{4}  The purchaser has the right to withdraw (and notice thereof) within 45 days and receive a refund of the value
of his investment and all charges (Sec. 25(f}).

These provisions were designed to assure (a) that a purchaser will immediately have at least some of his gross
payments invested for him and (b} that a purchaser who terminates at an early date will not be unduly penalized by
disproportionate sales charges in early years.

The proposed return of premium benefit is akin to Sec. 27(d) which can be described as an 18 month, sales load
refund provision.Z In contrast, the percentage amount of the premium refund depends upon the time of surrender,
grading from 100% for an immediate surrender to 50% for a surrender at the end of the premium pzid-to-date {end
of first year in the event an annual premium is paid).

Pro Argument

1. The refund of premium provision responds to the SEC mandate concerning sales loads as a condition for the
continuance of the exemption.

2. This provision could lead to a decreased front end load.

Upon termination between 45 days and 18 months, the management company may keep 15% of the gross payments
made. This would mean, assuming a 50% load in the first year, that only 70% of the load would be returned if
surrender took place during the first year. The 2nd year load would be less and, correspondingly, the percentage
would grade off from 70% end 1st year 1o 58% end 18 months (assuming 5% second year load).
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Con Argument

1, If the purpase of this provision is to meet the SEC ctiteria, certain questions are raised. (a) To what extent
are the SEC requirements pertaining to sales load ‘‘relevant” to the concept of loading as used in life
insurance? An argument has been made that such requirements are irrelevant. If this is true (a position not
accepted by the staff of the SEC), responding in this manner is unnecessary. (b) If the 1940 Act requirements
are deemed ‘'relevant,” is the refund of premium provision “substantially equivalent” to Sec. 27(d)
specifically and/or the other load limitations generally. Although the answer may be yes as to Sec. 27 (d), the
same is less likely to be true as the other limitations. Thus, it can be argued that in the context of the SEC
ruling the objective of limiting the sales load through the return of premium provision is either unnecessary
or is insufficient,

2. The view that the refund of premium benefit will drive the sales load down tests upon the assumption that
price competition in [ife insurance will preclude the increase in premium rate to cover the cost of the benefit.
Will the dominant insurer choose to cover the cost of the benefit by reducing commissions or by spreading
the first year commission over two or more yvears so that the present value of commission is the same as or
less? Will insurer charge back commissions on terminations?? If the answers are yes, high first year
commission insurers may be compelled to reduce commissions to be competitive. The contrary view holds
that imposing controls on only one element of the price structure will do little to benefit the policyholder
from a cost standpoint. For example, restricting commission levels, albeit indirectly by imposing an
additional benefit, would not preclude the insurer from changing other elements in the premium {(e.g.
mortality, expense or interest assumptions) to recoup the cost of the additional benefit, In the absence of
limitation on the total price charged (as distinguised from controls over separate elements of the price),
unless one assumes effective competition, the addition of the refund of premium requirement could result in
an increased premium horne primarily by the continuing rather than lapsing policyholder. Furthermore, to
the extent the gross premium increases, the dollar amount of commission payable will also increase which is
contrary to the stated objective,

3. To the extent commission levels are forced down vis-a-vis those for conventional life insurance, VLI will be
less readily available to the public.

Increase Persistency

The reduction of early lapsation, especially in the first year when lapses are high, would benefit both companies
and policyholders.

Pro Argument

The requirement for a refund of premium (in effect high early cash values) should generate a disciplinary effect on
insurance company operations. Insurers with relatively high cash values in the early vears are particularly sensitive to
early lapses. The lapse experience of insurers with high early cash values has been very favorable, although this may
have been the result of the particular market to which such policies have been offered, as of spread commission
schedules. The imposition of the refund of premium benefit may induce stronger company internal controls to
lessen agent sales to policyholders to whom such sales should not have been made in the first place. A greater
emphasis on determining suitability of the variable life policy for the particular policyholder should resulr in fewer
lapses and lower cost for all policyholders.

Aceording to an SEC staff report, although sales compensation may not materially exceed the 9% maximum limit
under the 1940 Act, sales compensation in variable life insurance, as proposed in current registrations, when
combined with other sales related expenses may exceed the permissible load level. The front end load provision also
would not be met. However, the 45 day free look provision may be reconcilable with the current time lag between
the date of application for an insurance policy and the date it is finally accepted by the company.

Even if commissions are charged back, the insurer will not recoup its underwriring costs,
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Con Arguments

1. Mandating a refund of premium benefit renders the first year lapse more palatable to the policyholder. The
availability of the refund might encourage or better enable zgents to replace and twist existing policies,
although it is argued that twisting ought to be dealt with separately.

2. In the event of a market decline during the first year, the policyholder might be tempted 1o take his refund
and not be burdened with the resuit of the poor initial investment performance, An answer suggested to meet
this latter problem would be to adjust the amount of required refund downward to reflect adverse investment
results,

3. Will the saving attributable to improved lapse rates, if any, be sufficient to outweigh the increased cost due to
the return of premium benefit?

In short, the case for mandating a premium refund rests on the objectives of (1) providing a valuable additional
measure of consumer protection, (2) limiting the sales expense and (3) reducing lapses. The question a5 to whether
such requirement will, in fact, achieve one or more of these objectives raises conflicting viewpoints. The purpose of
this memorandum is not to pass on the merits of this question but rather to summarize some of the refevant factors
$0 as to assist the subcommittee in its deliberation.

THE INDUSTRY PROPOSAL

In lieu of the 50% tefund provision in the first year, the industry proposes  three part response to the “substantally
equivalent” language of the 1940 Act.

1.

Ten Day Free Look — The policyholder would have ten days to examine his policy upon delivery thereof; if he
wished to return it, he could receive a refund of the full premium paid.

Comment: This is analogous to the 45 day provision in Section 25(f) of the 1940 Act. If a binding receipt were
issued at the time the application was taken, then the 10 day peried would be increased to 10 days plus the time the
insurer took to deliver the policy. (One company which features the 10 day free look in life insurance products says
that it takes from a week, in the case of a clean app, to 2 month and a half, where attending physician statements
must be obtained, to deliver the policy.) Further, the life insurance company would provide free insurance during
this whole period, a risk not assumed by a mutual fund. It could be argued that the provision of 2 10 dzy plus free
laok and free life insurance during such period is “substantially equivalent” protection when compared with Section
25(f).

Extended Insurance Proposal — The policyholder who lapsed in the first year, but not within the 10 day plus free
look period, would receive *“free” insurance for as many months (not to exceed three) as he had paid premiums.

Comment: This is proposed in response, presumably, to Section 27(e) of the 1940 Act (18 months refund
provision). That is, Section 27(e) suggests that there is a secondary period of time duting which the insurer (in this
case) must assume a portion of the responsibility for early termination. The industry would provide semething of
value, in lien of a cash refund, during this secondary period which the industry suggests be 12 months rather than 18
months.

The advantage of this approach would be administrative simplicity and 2 cost significantly less than any refund
provision - less because (a} there is a three months limit, znd (b} the risk of death is less than the rate charged
therefore (see below).

On the assurnption that premiums would have to be increased to cover any refund provision, this approach would
keep premiums lower.

The disadvantages are that {a) anyone lapsing probably feels litde need for insurance and might not consider the
extended insurance to be something of value, and (b) the insurer is giving away some of its raw material, so to speak,
which costs it almost nothing. For example:
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Annual Premium, Lapse during first year

Approx. Proposed Value of three mos ETI
Refund, 1958 CSO 1955-1960
! Age Premium 50%/100% 3%% CET Select Mortality
25 $150. $150 to $75 $ 647 ' $1.49
40 240, $240to $120 11.09 3.20
55 400 $400 to $200 40.82 9.74
Quarterly Premium, Lapse end 3 mos.
; 25 39. 19.50 6.47 1.49
: 40 62. 31,20 11,09 3.20
35 104, 52.00 40,82 9.74
Monthly Premium, Lapse end 1 mo.
25 13, 6.50 2.16 .50
40 21. 10.50 3.70 1.07
55 35. - 17.50 13.61 3.25

Notes: {1}  Premiums are for $10,000, Life form.

(2) 19551960 Select Mortality rates obtained from Select Basic Table for males (interpolated), TSA 1962
Reports, P. 46. Such mortality rates reflect the underwtiting process whereas CET rates not only do not
reflect underwriting but are loaded for contingencies and antiselection. No anti-selection would be present
on first year lapse as only healthy lives would drop coverage, Perhaps there would be “pro™ -- selection,

3. Limitation on excessive sales, management, and adminisirative charges

In response, presumably, to Sections 27(a) (1) (9% aggregate sales load limit) and 27(a) (2} (50% Ist year sales load
limit), the industry proposes to reduce the permissible zcquisition expense allowance in the standard nonforfeiture
law (the effect of which would be to raise minimum early cash values substantially} if premiums exceeded those
found in Rule 3¢-4 of the 1940 Act.

Comment: To the extent the maximum premiums were realistic, the device of reducing the expense allowance
should be effective in keeping premiums below the limit. The advantage of such an approach would be to place a
ceiling on all elements of the rates for life insurance. If effective, such ceilings would be responsive to the 1940 Act
limitations.

Below is a table showing how the maximums appear in relation to actual gross premiums contained in the seven
disclosure statements filed with the SEC:

Per $1,000 for $10,000 Whole Life Policies

| Maximum Actual Gross Premiums from SEC Registrations

Age Premium Aetna Federal First Variable DS LN Trav. - VALIC
: 25 $19.56 $15.53 $14.61 not $15.02 $15.80 $16.60 $16.23
: 40 $30.82 $25.69 $24.53 given $24.33 $25.36 $27.80 §25.50

From the table, it might be concluded that the level of maximum premiums might be so much higher than prevailing
gross premium levels as to constitute no “‘substantially equivalent’ protection.

It would, of course, be possible to promulgate lower maximum premiurns. In any event, if the maximum premium
approach were used, it should result in premiums which vary by single ages. Age bracketing produces too large
variations from one bracket to the next.

B
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ATTACHMENT 4

Statement by Industry Advisory
Committee on Art. VI, Sec. 21

August 6, 1973

The SEC decision of January 30 of this year exempting variable life insurance from the Investment Company Act of 1940
also urged the states to promulgate regulations that will provide material protections to purchasers substantially equivalent
to the relevant protections that would be available under the Investmnent Company Act. One of the more difficult areas
facing both the state insurance regulators and the life insurance industry is to provide protection against what the SEC
referred to as “‘excessive management, administrative and sales charges.”

Variable life insurance, like fixed life insurance, involves a pooling of funds in order that the beneficiaries of persons who
die in the early policy years will be able 1o receive amounts considerably in excess of their proportionate share of the
funds. This is a quite different situation from the situation that exists under mutual funds or during the deferred period of
a variable annuity, where each purchaser pays a specific sales and administrative load and the balance is invested for his
account and his account alone,

Thus, variable life insurance does not lend itself in the same way as mutual funds and variable annuities to a direct
regulation of management, administrative and sales charges. Consequently, a response to this problem is a very difficult one
and for this reason the life insurance industry has not until now been able to come up with a satisfactory proposal in this
area.

In Article VI, Section 21, of the proposed NAIC Model Variable Life Insurance Regulation there is a requirement that
during the first policy year the policy may be surrendered and the policyholder would receive an amount equal to 50% of
the acerued premiums to date of surrender and 100% of all unaccrued premiums for the balance of the period for which
premiums were paid. While we believe we understand the reasons the NAIC Variable Annuities and Other Contracts (C4)
Subcommittee is setting forth this proposal, we sincerely believe that such a requirement would make the successful
marketing of variable life insurance extremely difficult if not impossible. We believe such a proposal would lead to
“twisting” and would have the effect of raising the cost to persisting policyholders, thereby adding to the problem of
excessive management, administrative and sales charges. In Appendix A, attached, we discuss in greater detail the serious
problems we see with Article VI, Section 21.

We believe that the (C4) Subcommittee in setting forth this proposed section may have had concern in three areas, for each
of which we have a proposal.

First, there may have been a feeling that a person buying a variable life insurance policy should have an opportunity to
reconsider his decision for a reasonable period after he has the policy in his possession. Consequently, we are proposing 2
so-called ““10-day free look’ whereby the policyhelder may return the policy to the company within ten days after its
delivery and receive all his premiums back. Specifically, we propose adding a new section to Article VI to read as
follows: *“The policy may, at any time within 10 days after its receipt by the policyholder, be returned by delivering it or
mailing it to the company or o the agent through whom it was purchased. Immediately upon delivery or mailing, the
policy will be deemed void ab initio, and any premium paid on it will be refunded.”

Second, there may have been a feeling that if 2 policyholder, after paying premiums for a short period, finds himself
financially unable or unwilling to continue his insurance, his policy should not simply lapse without value. We do not
believe that he should be permirted to get his money back under such circumstances, since he failed to tzke advantage of
the 1(-day free look provision. We do feel, however, that such a policyholder should receive some additional insurance for
the premiums he has already paid. Consequently, we are suggesting that, depending on how long premiums were paid, up
to 90 days additional fixed insutance be granted as set forth in a proposed new section in Article VI as follows:

In event of default in payment of a premium due no later than the end of the first policy year, if the death of
the insured occurs within a period after the due date of such premium equal to the period for which
premiums have been paid, but no more than three months, there shall be paid a death benefit equal to the
excess, if any, of the death benefit in effect immediately prior to default over any cash value or other
nonfarfeiture benefits otherwise due or paid.
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Third, there undoubtedly was some feeling that protection against excessive management, administrative and sales charges
must be provided. As indicated earlier, we believe Article VI, Section 21, would lead to higher charges for persisting
policyholders and therefore is counter-productive to this intent. We fully concede that it would have been desirable for the
life insurance industry to have come up with a proposal in this area at an earlier date, However, as you can probably
realize, this has been an extremely difficult area and it is only now that we are prepared to make a proposal to handle the
problems of excessive management, administrative and sales charges.

Specifically, in this third area we are proposing to adjust the maximum premiums implied by the minimum multiples set
forth in SEC Rule 3c-4 and also in Article VI, Section 4, of the NAIC proposed Model Variable Life Insurance Regulation
to make such maximum premiums “plan specific.” This adjustment would be made on the basis of 1958 CS50 mortality
and 3'%% interest using net actuarial functions to insure consistency.

To avoid direct rate regulation which we believe is not in the interest of either state regulators or the life insurance industry
we have set forth our proposal as an adjustment to the minimum cash values required under variable life insurance policies,
an approach which is self-enforcing and which is in the traditicnal form of Efe insurance regulation. Incidentally, we note
that the standard nonforfeiture provisions that had been set forth in the present Model Variable Contract Regulation in
Article V1, Section 4(c), have been omitted from the proposed Model Variable Life Insurance Regulation and we assume
that this was not intended. Consequently, we are recommending that the second paragraph of Article VI, Section 4(c), of
the present Model Variable Contract Regulation be carried over into Article VI, Section 10(c), of the proposed new
Regulation. To implement our third proposal, we propose adding to the standard nonforfeiture provisions a provision that
would increase minimum cash values very substantially in the event 2 company’s life insurance premium for standard lives
exceeds the actuarial equivalent of the 3¢c-4 premiums, plus an extra doliar per thousand for the smaller policies with a face
amount under ten thousand dollars, This would be azccomplished by reducing the initial expense allowance inherent in the
Standard Nonforfeiture Law by the full actuarial present value as of the date of issue by the amount by which any
premium exceeds that permitted by the age-specific multiples. At age 25, for example, on the whole life plan the initial
expense allowance provided under the Standard Nonforfeiture Law is $28 per $1,000 of coverage. If a company charged
only $1 more per $1,000 than the actuarial equivalent 3c-4 premium, this initial expense allowance would be reduced by
the full present value of the extra dollar, which equals $25, and thus the injtial expense allowance would be reduced to
only $3. This we believe would have an extremely inhibiting effect on excessive premium rates while avoiding the necessity
of reviewing individual rates that would come with direcr rate regulation. The text of our proposed modification is set
forth in Appendix B, attached.

It might be well ar this point to review the background under which the 3c-4 multiples were developed. The intent of the
life insurance industry in proposing these multiples to the SEC was w exclude from the Rule contracts with a substantial
investment element. Thus, the multiples were based on premivms for the life paid up at age 65 plan for issve ages up to age
50, the 15-pay life plan for issue ages 51 to 70, and the whole life plan for issue ages 71 and over. It was our belief in
proposing these multiples that such plans did not contain too substantial an investment element and that questions could
be raised as to whether plans issued on a higher premium basis were predominantly intended for investment purposes. In
order to keep varisble life insurance under Rule 3c-4 on a basis comparable to current fixed-dollar life insurance, these
multiples were based upon the highest participating premiums for fixed dollar life insurance policies of $10,000 face
amount issued to male lives among the 235 largest mutval companies. At that time and still today, it was not known
whether premiums for variable participating policies would be higher than those for fixed, although it was known that for
variable nonparticipating policies, premiums would have to be higher than for fixed nonparticipating policies, Such higher
nonparticiparing premiums would be needed because the interestelement usually used ro reduce the premium under fixed
nanparticipating policies would instead be used to provide higher benefits under variable nonparticipating policies.

Thus, we are not sure even today the extent to which the gross premiums implied under the multiples in Rule 3c-4 will be
limiting to companies for the plans on which the multiples are based, Hawever, we do feel that on balance these multiples
will probably be sufficient to guard against excessive management, administrative and sales charges for the plans upon
which they were based,

The actuarial adjustment of these multiples, to make them plan specific, would produce premiums for other plans of

‘insurance that are consistent with those in SEC Rule 3c-4. Perhaps in time it will be found that these premiums are too

high ar too low, as experience with variable life insurance emerges. At the present, we believe these multiples to be fair
because of the additional expense we believe will be associated with variable life insurance both because of the additional
administrative complexities and the cost of complying with the various federal and state requirements that are not

applicable to fixed life insurance. We do suggest, however, that if this proposal is adopted, there be a provision that it be .

reviewed at the end of 1977 concurrently with the provision for the reserve and minimum death benefit guarantees set
forth in Article V1, Section 19.
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APPENDIX A
Comments on Proposed Art. VI, Sec. 21

This proposed regulation would require that on lapse or surrender of a policy during the first policy year, there would be
refunded to the policyholder 50 percent of the gross premiums paid and accrued to the date of lapse or surrender, and 100
percent of all unaccrued gross premiums paid if the policy is surrendered prior to the premium paid to date.

1, If this requirement is imposed, companies may be forced, as a practical matter, to prohibit the operation of a life
insurance policy on a variable basis until the first policy year has been completed and premiumns have been paid for at least
part of the second policy year. This result would arise from the companies being unable to allocate any part of the first
year’s ptemium to the separate account, since, in the event of a down-turn in the market during the first policy year, the
company would be subject to having to pay a surrender value on the basis that no market losses would be charged to the
withdrawing policyholder.

2. A 50 percent refund of premium to the lapsing policyholder is certain to be conducive to a higher first year lapse rate.
This wounld work counter to the efforts being made on the part of regulators and the industry to encourage petsistency of
business,

3. The requirement would constitute an open invitation to “twisting.” The purchaset’s ability to receive a refund at the
end of the first year of 50 percent of the first year’s premium would encourage agents to urge replacement of the existing
policy by a new policy. Assume, for example, that the annual premium for an existing policy is $250.00, and 2 new palicy
issued at an age one year later is $260.00. The insured could easily be persuaded to replace the existing policy on the
ground that instead of paying $250.00 for the ensuing year’s coverage he could have it for $135.00 (i.c., $260.00 minus
half of the $250.00 premium previously paid).

4. Because of relatively heavy turnover of agents, the proposed regulation would force life insurance companies to choose
between the alternatives of losing commissions where the policy has lapsed and the agent has terminated, or of holding up
the pazyment of first year’s commissions until the completion of the first policy year. The second alternative would
seriously impsir the marketing of variable life insurance.

5. The proposed regulation could act as an inducement to the surrender or lapse of insurance during or at the end of the
first year because of a decline in the market. The policyholder would be influenced to start fresh with a new policy, not
burdened with the results of the poor investment return in the separate account since purchase of the policy. This would
be particularly true if there is a down-turn in the market shortly after issue and the policyholder could demand virtually all
his premium back. The regulation would thus encourage “playing the market’ and would be counterproductive to the
design and sale of variable life insurance as insurance and not as an investment contract. -

6. Companies would have to set up reserves for this additional benefit with the result that the sale of variable life insurance
would create an even heavier drain on surplus than is the case for fixed-dollar life insurance. This would severely hamper
the ability of even the largest companies to write variable life insurance and could preclude smaller companies from being
able to sell variable life insurance at all.

7. Finally, this proposed regulation runs counter to the intent of the existing model law and model regulation, that cash
values and other nonforfeiture requirements under variable life'be reasonably related to the nonforfeiture laws applicable
to fixed life insurance, with appropriate recognition of the variable nature of the benefits. There is nothing in the nature of
variable life insurance that suggests for variable life this radical departure from existing nonforfeiture statutes applicable to
fixed insurance.

e
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APPENDIX B
Proposed Modification of Art. VI, Sec. 10(c)
Insert before last paragraph of proposed Article VI, Section 10{(c), the second paragraph of Article VI, Section 4(c}, of the

present Model Variable Contract Regulation, with the following added at the end of the second sentence: “, increased for
certain variable life insurance policies as in (d) below.”

Add a new Section 10{d) as follows:

! If the gross premiums for any individual variable life insurance policy delivered or issued for delivery in this
state produce an excess of (i} over (ii) as defined in (e) below, the present value as of the date of issue of the
adjusted premiums used in determining the minimum cash values required by Section __ of the Insurance
Laws of this $tate (Standard Nonforfeiture Law) shall be decressed by such excess by decreasing each
adjusted premium by a uniform percentage.

Add a new Section 10{c) as follows:

' The excess of (i} over (ii) referred to in (d) above shall be determined as of the date of issue on the basis of
the mortality table and maximum rate of interest permitted by Section  of the Insurance Laws of this
State (Standard Nonforfeiture Law) and; :

(i) is the present value of the gross premiums for the policy, decreased by one dollar per thousand of
equivalent uniform amount for palicies with an equivalent uniform amount of less than ten thousand,
payable on an annual basis (exclusive of those portions of the gross premiums allocable to any supplementary
I~ insurance henefits) by a person who meets standard underwriting requirements and;

(i) is the present value of the maximum premium rates per thousand of insurance under Rule 3c4 of the
Investment Company Act.of 1940, payable at the beginning of each policy year to attained age 65 of the
insured for issue ages below age 51, for fifteen years for issue ages 51 to 70 and for life for issue ages above
age 70, multiplied by (iii), where

(iii) is the ratio of (a) the present value of the benefits under the policy, to (b) the present value of an
insurance of one thousand for the whole of life.

The maximum premium rates under Rule 3¢-4 of the Investment Company Act of 1940 are as follows:

Issue Premium Issue Premium Issue Prermium
Ages Rate Ages Rate - Ages Rate
[ERT -1 $12.50 26 to 30 $25.00 51 to 55 $ 76.92
N 6t 10 14.08 31 to 35 30.30 56 to 60 90.91
: 111015 15.87 36 to 40 37.04 61 to 65 111,11
16 to 20 18.18 41 to 45 47.62 66 to 70 125.00
21 to 25 21.28 46 to 50 66.67 71 & over 142.86

! For purposes of this section any portion of the premium set aside ro support a guarantee that any surrender
value shall not be less than a specified amount or for any other benefit that the commissioner shall deem to
be excludable, shall not be included.

Renumber NAIC proposed Section 10(d) as 10(f) and Section 10{e) as 10{(g).
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ATTACHMENT 5
[Unidentified Letter, no date]

Since the SEC, in granting the exemption under Rule 3c-4, stated that it expected the states to adopt regulations with
respect to variable life insurance that would among other things provide protection against excessive management,
administrative and sales charges, I do not see how the NAIC could have avoided addressing itself to this question in writing
the Model Regulation, They have done so in a manner consistent with industry recommendations and consistent with
earlier representations made by the industry to the SEC in memoranda and at the VLI hearings in Washington.

On February 1, 1971, the ALC and ALIA sent a letter to Mr. Solomon Freedman, then Director of the Division of
Corporate Relations of the SEC, responding to a set of questions raised by Mr. Freedman, Question No. 5 read as
follows: “What portion of the premium for a variable benefit policy will be allocated to sales and administrative expenses?
Will the sales and other charges be deducted proportionately from each year’s payment or will there be front-end loading?”
The response to this question stressed the indivisibility of the life insurance premium, as contrasted with the ability to split
the periodic payment for mutual funds or for a variable annuity contract into the portion used for expenses and the
portion credited in the form of shares or units. We pointed out that under a life insurance policy, whether fixed or variable,
all premium payments and investment earnings are used in the aggregate to cover expenses and benefits related to the class
of policies, Here is a quotation from our letter of February 1, 1971 to the SEC:

Therefore, it can be seen that under a life insurance policy, whether fixed or variable, there is no simple
relationship between the amount of premium paid in any year and the cost to the insurance company of
claims and expenses in that year. The policyholder pays level premiums and receives full immediate
protection regardless of the incidence of disbursements by the company for benefits and for sales and
administrative expenses. The cost of providing coverage against the risk of death, which rises each year as the
policyholder grows older, and the cost of providing for the varying, but typically decreasing, expenses are
blended in the determination of the level premium.

If a regulation is to be written that purports to deal with protection against excessive charges and at the same time is to
recognize the indivisibility of the premium, I do not see how the regulation can avoid dealing with the level of premium
charges. This is the conclusion that was reached by the Actuarial Committee of the ALIA, and their conclusions are
reflected in the Model Regulation which requires that 2 company that chooses to charge premiums in excess of certain
specified premiums (related to Rule 3c-4), would have to provide cash values in excess of those otherwise required under
the law.




