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ATTACHMENT D

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

From: Vincent W. Donnelly, Associate Actuary
American Council of Life Insurance
1850 K Street, NNW.
Washington, D, C, 20006

Date: May 11, 1978
Re: Credit Insurance Rate Deviation

. As you will recall, the NAIC, during its December meeting, agreed to take under review the credit insurance rate deviation
(i.e. case rating) standards now incorporated in the NAIC model law. This project was assigned to your technical task force
(actually we were told that you had previously been assigned this project). The minutes of the March 13 meeting of the
technical advisory committee, which you received during your April 6 meeting in Tampa, indicate that the advisory
committee has incorporated this project into its charge,

Because of the importance of this project to the American Council of Life Insurance, we have appointed an ad hoc task
force which, hopefully, can work with both your technical task force and the technical advisory committee in the
resolution of the problems cutrently being experienced with the rate deviation standards. ~

Members of this ad hoc task force are: Harold E, Ruck, Chairman, Volunteer State Life; James F, Blazek, Alexander
Hamilton Life; ‘Kenneth D. Jones, CUNA Mutual; James T. McNamara, Prudential; Gareth W. Tolman, American National.
Staff Contact: Vincent W, Donnelly, ACLI.

LIFE INSURANCE (C3) SUBCOMMITTEE

Reference:
1977 Proc. Vol. If p. 404
1978 Proc, Vol. I p. 472

Hon. Maximilian Wallach, Chairman - District of Columbia
Hon. John G. Day, Vice-Chairman — Virginia

AGENDA

1. Report of the Technical Task Force on Standard Nonforfeiture and Reserve Valuation Laws.

2. Report of Cost Disclosure of Life Insurance Task Force,

3. FTC’s suggestion of its life insurance cost comparisen plan,

4, Discussion of recommendation made by the Governmental Lizison (EX5) Subcommittee to this subcommittee to

developing a mechanism for monitoring the impact of the NAIC Life Insurance Solicitation Regulation,

5. Report of Replacement Task Force,

6. Report of Task Force on Federal Tax Treatment of Investment Aﬁnuity Contracts.
7. Report of the Task Force on Revision of Model Bill Defining Group Life Insurance and Developmeﬁt of a Model Bill

defining group health insurance,
8. Status of lawsuit against the SEC concerning variable life.insurance and annuity regulation.

9. Any other matters brought before the subcommittee,
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The meeting of the Life Insurance (C3) Subcommittee was called to order on June 12, 1978
in the International Center of the Washington Hilton Hotel, Washington, D.C. at
approximately 3:50 p.m. With business still to be covered, the subcommittee adjourned at
5:45 p.m. and reconvened on Wednesday in the same room, at approximately 2:30 p.m.
Chairman Wallach presided, and a quorum was present consisting of the following or their
representatives: District of Columbia, Colorado; Maryland; Nevada; Puerto Rico; Tennessee;
Texas; Virginia. The following business was addressed.

James R. Montgomery Il gave the report of the Technical Task Force on Standard
Nonforfeiture and Reserve Valuation Laws as the Chairman of that task force was unable to
attend (report attached). The Special Report of that task force, dated May 1978, contains
four guidelines which were received and adopted by the subcommittee with a
recommendation that they be referred to the Financial Condition Examination (AS5)

Subcommittee to be con51dered for inclusion in the Financial Condition Examiners
Handbook.

The report of the Cost Disclosure of Life Insurance Task Force was given by Erma Edwards.
It was received and adopted. This report, attached; includes an adopted Model Annuity
Disclosure Regulation.

Michael Lynch, a staff economist for the FTC, gave a report of the activities of the FTC in
regard to suggestions for life insurance cost disclosure plans. No action was necessary on this
item, and none was taken by this subcommittee.

A discussion of recommendations made by the Governmental Liaison (EX5) Subcommittee
to this subcommittee to develop a2 mechanism for monitoring the impact of the NAIC Life
Insurance Solicitation Regulation was included in the report by Erma Edwards earlier in the
agenda and is included in that report’s adopted recommendations.
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Considerable and rather lengthy discussion took place on the report of the Replacement
Task Force which, when given, showed disagreement among industry despite the fact that
the task force was assisted by an industry advisory committee. The proposed regulation,
which is attached was received and accepted as an exposure draft. The American Council of
‘Life Insurance opposed certain provisions (see their statement which is attached). Individual
companies also made statements which were made avaﬂable for distribution. Those are not
attached here. . : :

Commissioner Barnes, Colorado, called on W. Thomas Kelly, President of the Investment
Annuity Institute, Inc., who gave a brief report of the effects of changes in federal tax laws
currently pending in Congress regarding the tax treatment of investment annuity contracts
following a recent adverse court decision. No action was S necessary by this subcommlttee

The report of a task force to study revision of the NAIC model bill defining group life
insurance and the development of 2 model bill defining group health insurance was given.
An exposure draft (attached) was prepared for the first part of the topic (group life) in
order to deal with the entire topic In two parts. A report from the industry advisory
committee as given by its Chairman, William Hannan, is also attached.

Superintendent Wallach reported that it does not seem Tikely that Connecticut will initiate
court action against the SEC concerning variable life insurance, but the possibility exists
that another state might.

No other matters came before the subcommittee There being no further busmess the
meeting adjourned at approx1mately 3:00 p.m. on the second day of the meeting.

Hon. Maximilian Wallach, Chalrman, .District of Columbia; Hon. John G. Day,
Vice-Chairman, Virginia; Hon. J. Richard Barnes, Colorado; Hon. Manuel A. Chaco, Guam;
- Hon. Sherman A.-Bernard, Louisiana; Hon. Edward J. Birrane Jr., Maryland; Hon. James L.
Wadhams, Nevada; Hon. Rolando Cruz, Puerto Rico; Hon. Peter F, Mullaney, Rhode Island;
Hon, Millard Oakley, Rhode Island; Hon. Durwood Manford, Texas.

Life Insu_.lrance Cost Disclosure (C3) Task Force

Washington, D, C,
June 10, 1978

The Life Insurance (C3) Cost Disclosure Task Force met on May 1, 1978 at the Hilton Hotel, in Biloxi, Mississippi. This
task force is presently working with advisory committees on three projects: a study of life insurance policy lapsation, a

study of dividend practices and the development of an annuity disclosure regulation,

A progress report on the study of palicy lapsation was glven by Helen Noniewicz, LIMRA, Chairman of the adv:sory
committee, the gist of which is as follows:

The charge to this advisory committee was twofold,

A. To conduct a study of lapsation taking into consideration the questions posed by the original life policy lapsation task
force.
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Is there 2 lapse problem?

How extensive is the lapse problem?

What are the factors affecting persistence?

What effect do lapses have on rates for all other insureds?

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

R

B. The development of a lapse rate disclosure system to enable regulators to identify companies which have excessive cash
value plan lapse rates and provide a basis for them to require the companies involved to take measures to either improve
their persistency or justify the high lapse rates,

The written advisory committee report on the present status of these projects is attached.

A report on the current activities of the Society of Actuaries Committee on Dividend Philosophy was submitted by
Chairman J. Edwin Matz, He reported that the committee has developed a tentative Actuarial Opinion dealing with
dividend practices of mutual companies. The Opinion will be presented to the appropriate officials of the Society of
Actuaries and the American Academy of Actuaries at their meeting on June 7. In addition to the Opinion, the committee
has drafted a proposed actuarial statement which will be recommended to the NAIC for possible inclusion in Schedule M
of the annual statement. This proposal will require that the appropriate actuary, familiar with a particular company’s
dividend scales and formulas, state his opinion as to the compliance {or noncompliance) of those scales and formulas with
the appropriate Actuarial Opinion adopted by the Academy of Actuaries. Mr, Matz’s report is attached,

The task force reviewed suggested amendments to the proposed model annuity disclosure regulation. An exposure draft of
this regulation was circulated at the December meeting,

[EL 2L T

A second meeting of the task force was held on June 10, 1978 at the Washington Hilton Hotel, Suggested amendments to
the exposure draft were reviewed. Some editorial changes were made to the original draft ro clarify the intent of the
provisions, There were no changes in the general direction or purpose of the regulation. The corrected copy of the
regulation was made available at the distribution center June 10. We would like to recommend the adoption of the Model
Annuity and Deposit Fund Disclosure Regulation by the NAIC,

The task force noted the recommendation made by the Governmental Liaison (EXS) Subcommittee to the {C3)
Subcommittee and this task force to develop a mechanism for monitoring the impact of the NAIC Life Insurance
Solicitation Regulation, The task force feels this could best be accomplished by appeinting an advisory committee to
undertake a study of the effectiveness of the regulation and recommend guidelines for monitoring its utilization by the
consumer, The task force noted that the regulation has been in force in the various states for only a short period of time,
and any credible experience regarding its impact on consumers is not yet available,

Task force members in attendance at the Sunday meeting included: Hon. Berry Balka, Nebraska; James Montgomery,
District of Columbia; Frank Howatt, Oregon; Erma Edwards, Nevada, Iowa was not represented. Also in attendance
were: Tom Kelly, New York; Richard A, Hernmings, Central Office,

Erma Edwards, Chairman, Nevada; James Montgomery 1, District of Columbia;‘ Bill Homan, lowa; Hon, M. Berri Balka,
Nebraska; Frank Howatt, Oregon,

Life Insurance (Policy Lapsation (C3) Advisory Committee
March 28, 1978

The Industry Advisory Committee to Study Life Insurance Policy Lapsation has held two meetings, January 31, 1978 and
March 28, 1978,

The task force charge to this committee is twofold.



NAIC Proceedings ~ 1978 Vol. 11 383

A, To conduct a study of lapsation taking into consideration the following questions posed by the original life policy
lapsation task force:

Is there a lapse problem?

How extensive is the lapse problem?

What are the factors affecting persistency?

What effect do lapses have on rates for all other insureds?

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

Smpwp e

B. The development of a lapse rate disclosure systemn to enable repulators to identify companies which have excessive cash
value plan lapse rates and provide a basis for them to require the companies involved to take measures to either improve
their persistency or justify the high lapse rates.

To provide answers to the original questions and complete the first part of the charge, the committee has the following
assignments under way.

1. Is there a lapse problem?

The approach to be used to answer this question is to describe the concerns of the various groups of interest parties (NAIC,
insurance industry, FTC, U. S, Senator Hart Hearings (73/74), individual critics and individual policyholders) to ascertain
to what extent these groups have shown concern or believe that this is a probIem to determine what the problem is
thought to be; and what evidence is cited as a cause of their concern.

2, How extensive is the lapse problem?
An equitable disclosure system will demonstrate the extent of the lapse problem,
3. What are the factors affecting persistency?

An extensive hiterature search revealed numerous groups of factors affecting persnstency A breakdown of these groups is
. attached to the report.

4. What effect do lapses have on rates for all other insureds? -

A preliminary descriptive paper on the initial effect that lapses have on other policyholders, that is, the negative effect on
others that occurs if there is lapsation during the early life of the policy has been completed. In addition, secondary effects
are described in the paper taking into consideration overhead, administration expenses, affect on mortality costs, affect on
investment results, etc. The committee is also currently working on a project to demonstrate how persistency affects the
cost of insurance to the consumer. This is being done b¥ varying lapse rate assumptions in an asset share program and
producing an entire scale of dividends for a particular pla.n and issue age. - :

5. What is the extent of injury to consumers where a high lapse rate exises?
This question is not currently under consideration.
6. What possible solutions may we find?

The committee has developed an extensive listing of individual company strategies to encourage persmtency‘ A copy of the
list is attached to this report.

The second part of the charge is to develop the lapse disclosure system. In developing such a disclosure system, the
committee must decide what data the industry should supply. To avoid unfairness and misrepresentation, there must be
some normalization of data due to the inherent differences in persistency found in the various markets in which companies
operate. The committee is currently reviewing two possible systems — one that would study persistency for five different
durations, separately for cash value plan versus term insurance, Normalization for market differences would be based on
mode of premium payment and age of insured. An alternate approach being investigated is to find expected lapse rates
based on various pieces of information (i.e. size of company, average size policy, termination figures, etc.) already being
reported in the annual statement. These expected lapse rates would be compared to the companies’ actual rates.

The next meeting is scheduled for July 14, 1978 at LIMRA,

FEEEXRER
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Factors Affecting Persistency of Ordinary Business

Persistency studies have consistently shown that income and mode of premium payment are the major factors related to
persistency, i.e, persistency improves as income increases and improves with less frequent premium payments, Other
factors which have some relationship with persistency when corrected for their relationship with mode and income are as
follows.

Buyer Related
Higher than average persistency is found among buyers who are:

At older ages,

Professionals, executives and proprietors,

Already owners of life insurance in the same company.
Insuring the lives of juveniles or students,

Initiating the sale themselves.

Females,

Previous nonlapsers.

Nk W e

Product Related
Higher than average persistency is found among policies that are:

Permanent rather than term.

Higher in premium,

Without policy loans.

Underwritten on a medical basis,

Sold with an insurability option rider,

Larger policies issued on a preferred risk basis,

Business policies rather than personal policies.

Issues as applied for,

Are sold with a waiver of premium provision in the combination agent market.

NompmNe

©

Individual pension trust policies enjoy higher persistency during the first policy year and lower than average persistency in
subsequent years, Similarly, high early cash value plans and modified life plans have superior persisiency in the early policy
years with a substantial drop in subsequent years.

Agent Related

1. Persistency increases as the agent’s length of service increases.

2, Among newer agents, subsequent terminators sell business with poor persistency.

3. Persistency is positively related to level of agent’s product knowledge.

4, The poar persistency of orphan business is attributable to poor agents selling poor business; the loss of contact

seems less crucial.

Sales Process Related

Higher lapsation occurs when:

1 There is only a partial premium or no cash with application.
2. Savings and thrift are stressed by agent.

3. Policies are not delivered personally to insured.

4. Post-sale service is not employed.

Related to the Qutside Environment

1. The Economy. Persistency tends to (a} be poor during periods of unemployment and high interest rates; (b)
improve when personal savings and effective buying incomes are high.
2. The Competition. Growing competition offered by competitive investrnent media increases replacements.

3. The Geographic Areas. Generally, persistency appears to be better in the northern part of the United States.
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Unrelated Factors

A number of factors which were studied showed no practical relationﬁhip to persistency. These are:

PN

Urban vs, tural characteristics of agency,

Marital status (with the exception that married men are more persistent for the monthly modes).

Settlement options. '

Size of policy [Note: The belief existed that the larger the policy, the more likely it was to persist, Yet, past
research shows that there is no difference in the persistency by size of policies within income groups. Naturally,
there is a relationship between income and size of pelicy and, since policyholders with higher incomes tend to
persist better than those with lower incomes, a study which combines policies from all income levels shows a
spurious relationship between persistency and the size of policy.]

LA EE RS L)

Report on Alternative Methods of Solving the Lapse Problem

A. Individual Company Approach

The following approaches have been used or could be used by an individual company in attacking its lapse problem.

1.

3

Compensation of Field Personnel

Obviously, deferred first year commissions and renewal commissions are not paid beyond the date of last premium
payment, but this is not what we are referring to. There is a wide range of things that can be done by 2 company in
this area, Increased incentives, of a modest nature, can be paid for good persistency. Alternatively, negative elements
of compénsation can be introduced for poor persistency. Such negative elements of compensation can be relatively
minor or they can be so substantial that they involve a cancellation of substantial portions of first year commissions
as regards policies that lapse before u certain period. :

Such compensation items can be introduced for agents, first-line supervisors, agency managers and even for
personnel with the responsibility of supervising several agencies,

Security Benefits

At least one company eliminates nonconttibutory group insurance for agents whose first year persistency falls below
a certain level (75%). ERISA does not permit such a practice for pension benefits, ’

Agent’s Honor Clubs

'Here again, there is a wide variety of possible levels of action.

1, Outstanding persistency can be converted to extra formula credit to assist agents ‘with good pérsistency in

qualifying for the club.
b Agents below a certain first year persistency level {(such as 90%) can be absolutely barred from attending the
club, ' : : - :
< Agents with cutstanding persistency can teccive special awards at the club, and these awards can be virtually
on a par with awards for the top-producing agents or they can be somewhat less impressive than those
awards. ' ‘
d. As with compensation, special honor club recognition of persistency-can, and probably should, take place at

all levels of field forces agent, first-line supervisor, agency manager and superintendent of agencies,
Agent Training and Supervision

Many companies give great empbhasis in their programs of training and supervising agents to all aspects of improving
persistency. Such companies generally encourage their agents to sell so-called quality business - to sell new business
in such an effective fashion that it stays sold and to take all necessary steps to conserve business where problems do
arise,
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5. Special Underwriting

Some companies have special lists of agents with poot persistency and maintain more rigid underwriting standards
relative to the new applications of such agents.

6. Termination of Agents

Some companies actually go so far as to terminate agents whose persistency is unsatisfactory, Agency training
allowance plan (STEP) will automatically fail an agent who cannot maintain a 75% first year persistency rate,

7. “Jawboning”
Speeches and continued emphasis from key company people — from the president on down ~ about the importance

of reducing lapse rates and the like is a tactic used by many companies. One company is highly committed to
improving persistency. Its full program follows below.

B. Industry Approach

1. At least some of the above listed approaches far individual companies could probably be adopted into an industry
approach under the supervision of local state Insurance Departments or what-have-you,

2, In addition to these kinds of approaches, it is obviously possible for 2 state Insurance Department to selectively

work with those companies in their state which have the very poarest lapse rates. In fact, the selective work with
those companies could very well lead to the introduction by these companies of some of the steps listed above.

ERRXRNERE

The “Committed Company’’ Program

1. Philosophy and Geal

The company’s philosophy has long been one of stressing the importance of quality business. It has geared agent training,
supervision, compensatlon and recog'mnon, and just recently, agency manager compensation to the achievement of low
lapse rates. The company’s immediate goa.l is to reduce its mean lapse rate to 12% from 15.7% in 1976 and 13.6% in 1977.

2. Training
z The new Careet Builder, that is, full time agents in their first three calendar years plus their year of hire, must

pursue a career development program which includes the study of a Quest for Quality program.

b. The Quest for Quality program describes what is meant by quality business and covers quality prospecting, methods
of selling and servicing clients and requires the submission of a persistency rating chart with each application.

3. Persistency Rating Chart

a This form was developed with LIMRA’s assistance, based on our own company’s experience.

b. On a scale rated two to nine, any case submitted with a rating of six or below must be explained by the agent and
endorsed by the agency manager ot supervisor,

o Each month a computer-printed sheet listing each Career Builder's cases with scores for each weighted factor and
the case rating is sent to the agency manager for hls use in supervising and controlling the type of business being sold
by each agent.

4. Lapse Bulletins

2, Each month, computer-prepared Lapse Bulleting for every agent and for the agency as a whole are sent to each
agency, These bullecins track firstsyear lapses on & block of business paid for during a previous 12-month peried
running from October 1 through September 30,

b. Lapses are calculated by number and amount with percentages combined into a mean.



NAIC Proceedings —- 1978 Vol, 11 ] 387

5. Production Club Qualification

& Club qualifiers must have a lapse rate by number or amount of no more than 15% if they are beyond their third year
in the business.

b. - Cereer Builders are permitted to qualify on the basis of the more favorable of their lapse bulletin, if 25% or iess, or a
year-end Persistency Rating Score of seven or better in their first two years and 7.5 in their third year.

6. Conservation Award

a Production Club members may qualify for a Conservation Award if they have a mean lapse rate of 10% or less with
the amount of the award being graded downward from 5% of the comissions to 1% as their lapse rate increases
frorn zero to 10%. :

b. Agency heads whe qualify for their Production Club may qualify for a Conservation Award if their Career Builder
lapse rate is 15% or less,

7. Agency Marnager Compensation

One factor in our Agency Manager Compensation formuls rewards the manager for each case persisting above a company
standard and penalizes him for each lapse in excess of the company standard. The company standard is declared each year
in advance.

8. Reassignment of Reinstated Policy

If an agent is successful in reinstating a lapsed policy of an orphan policyholder, he is entitled to the continuing
commissions on that policy.

9, Danger Notices, Late Payment Qffers and Reinstatement Offers

The company utilizes the above devices to conserve policies.

10. Additional Recognitions for the Sale of Quality Business

a, National Quality Award, This award is promoted and recognition is given to winners.
b. Agents having 100% persistency are listed in convention publications.
c Field organ is used to promote quality and to publish articles by field associates.

L AL RIS RN LR EL R LR Rl LR

To: Erma Edwards
Nevada Division of Insurance

from: J]. Edwin Matz, President and Chief Operations Officer
John Hancock Mutual Life Insurance Company
Boston, Massachusetts

Date:  April 27, 1978

Re: Committee on Dividend Philosophy

This letter will bring you up to date on the activities and intentions of the Committee on Dividend Philosophy since we
issued our Interim Report to the Society of Actuaries last October.

You will recall thar the Saciety of Actuaries and the Academy of Actuaries have adopted some formal Guides to
Professional Conduct for the guidance of their membership. The Guides are further amplified as to their applicability to
individual functions of actuaries by formally adopted Opinions.
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You will also recall that our committee’s Interim Report indicated that we expected to formulate Opinions relating to
dividend practices for individual insurance. We have continued to pursue this course, and we are now close to the
completion of an Opinion which deals with dividend practice of mutual companies. We have invited appropriate officials of
the Society of Actuaries and the American Academy of Actuaries to attend the committee’s next meeting (which will be
held June 7) in order to plan for formal adoption of this Opinion by those two bodies. Beyond that, we have already begun
work on supporting Recommendations, to amplify the Opinion in greater detail, which might be adopted by the Academy
at some time in the future.

In addition to this Opinion, the committee has drafted a proposed statement of actuarial opinion which we expect to
recommend to the NAIC for possible inclusion in Schedule M. This proposal would require that the appropriate actuary,
familiar with a particular company's dividend scales and formulas, state his opinion as to the compliance (or
noncompliance) of those scales and formulas with the above-menrioned Opinion. Et is our hope to bring this
recommendation before the NAIC through the appropriate channels when action on the Opinion itself has been completed.

The committee still has a number of other matters on its agenda, including the matter of participating insurance issued by
stock companies, However, we are not now at a stage where there would be any value in reporting on these matters. We do
expect to maintain continuing contact with your subcommittee to bring our conclusions and recommendations before you
as they emerge,

RSN ST ERE LR RS RIS R LR Y]

NAIC Model Annuity and Deposit Fund Disclosure Regulation
(As Adopted by the NAIC, June 16, 1978)

Section 1. Authority

This rule is adopted and promulgated by (title of supervisory authority) pursuant to sections (insert
sections corresponding to Section 4(1)(a) of the Model Unfair and Deceptive Acts and Practices in the
Business of Insurance Act) of the Insurance Code.

Section 2. Purpose

A The purpose of this regulation is to require insurers to deliver to prospects for annuity contracts, or
for deposit funds accepted in conjunction with life insurance policies or annuity contracts,
information which helps the prospect select an annuity or deposit fund, or both, appropriate to the
prospect’s needs, improves the prospect’s understanding of the basic features of the plan under
consideration and improves the prospeet’s ability to evaluate the relative benefits of similar plans,

B. This regulation does not prohibit the use of additional material which is not in violation of this
regulation or any other (state) statute or regulation.

Section 3. Scope

A, To the extent hereinafter provided, this regulation shall apply to any solicitation, negotiation or
procurement of annuity contracts, or deposit funds accepted in conjunction with individual life
insurance policies or with annuity contracts which are subject to this regulation, occurring within this
state. The regulation shall apply to any issuer of life insurance policies or annuity contracts, including
fraternal benefit societies.

B This regulation shall apply to:

1. Individual deferred annuities other than: (a) variable annuities; (b} investment annuities; and
{¢) contracts registered with the federal Securities and Exchange Commission.

2. Deposit funds (i.e. arrangements under which amounts to accumulate at interest are paid in
addition to life insurance premiums or annuity considerations under provisions of individual life
insurance policies or annuity contracts).
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This regulation shall not apply to:

1.

Group annuity contracts whose cost is borne in Who]e or in part by the annuitant’s emp]oyer or
by an association of which the annuitant is a member. The cost of a contract shall not be
deemed to be borne by an annuitant’s employer to the extent the annuitant’s salary is reduced
or the annuitant foregoes a salary increase.

Immediate annuity contracts.

Policies or contracts issued in connection with émp]oyee benefit plans as defined by section
3(3) of the federal Employee Retirement Income Security Act of 1974 (ERISA) as amended
from time to time.

Individual retirement accounts and individual retlrement annuities as deseribed in section 408
of the federal Internal Revenue Code.

A single advance payment of specific premiums equa] to the discounted value of such
premiums. .

A policyholder’s deposit account established primarily to facilitate payment of regular
premiums and where the anticipated balance of such account does not exceed twice the sum of
the premiums payable in one year on “all policies for which premiums are being paid from such
account. :

Section 4. Contract Summary

A

The purposes of this regulation, ‘“Contract Summary” means a written statement describing the
elements of the annuity contract and deposit fund, including but not limited to:

1.

A prominently placed title as follows: “Statement of Benefit Information.” (This shall be -
followed by an identification of the annuity contract or deposit fund, or both, to which the
statement applies.)

' The name and address .of the insurance agent or, if no agent is involved, a statement of the

procedure to be followed in order to receive responses to inquiries regarding the Contract
Summary.

The full name and home office or administrative office address of the insurer which will issue

~ the annuity contract or administer the deposit fund.

The death benefits for the deposit fund, and for the annuity contract during’ the deferred
period, and the form of the annuity payout. In the case where a choice of annuity payout form
is provided, this item shall show the payout options guaranteed and the form of annuity payout
seleeted for items 6, 7 and 9 of this section. ’

. A prominent statement that the contract does not provide cash surrender values if such is the

case.

The amount of the guaranteed annuity payments at’ the scheduled. commencement’ of the
anm.uty, based on the assumption that all scheduled considerations are paid and there are no
prior withdrawals from or partial surrender of the contract and no mdebtedness to ths insurer
on the contract.

On the same hasis as for item 6 except for guarantees, illustrative annuity paymenis not greater
in amount than those based on (1) the current dividend scale and the interest rate currently
used to aceumulate dividends under such contracts, or the current excess interest rate credited
by the insurer, and (2) current annuity purchase rates. A dividend scale or excess interest rate
which has been publicly declared by the insurer with an effective date not more than two
months subsequent to the date of declaration shall be considered a current dwuiend scale or
current excess interest rate.
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8. For annuity coniracts or deposit funds for which guaranteed cash surrender values at any
duration are less than the total considerations paid, a prominent statement that such contract
or fund may result in loss if kept for only a few years, together with a reference to the schedule
of guaranteed cash surrender values required by item 9¢ of this section.

9. The following amounts, where applicable, for the first five contract years and representative
contract years thereafter sufficient to clearly illustrate the patterns of considerations and
benefits, including but not limited to, the tenth and twentieth contract years and at least one
age from 60-65 or the scheduled commencement of annuity payments, if any, whichever is
earlier:

a, The gross annual or single consideration for the annuity contract.
b. Scheduled annual or single deposit for the deposit fund, if any.

c. The total guaranteed cash surrender value at the end of the year or, if no guaranteed cash
surrender values are provided, the total guaranteed paid-up annuity at the end of the year.
Values for a deposit fund must be shown separately from those for a basic contract.

d. The total illustrative cash value or paid-up annuity at the end of the year, not greater in
amount than that based on (1) the current dividend scale and the interest rate currently
used to accumulate dividends under such contracts or the current excess interest rate
credited by the insurer, and (2} current annuity purchase rates. A dividend scale or excess
interest rate which has been publicly declared by the insurer with an effective date not
more than two months subsequent to the date of declaration shall be considered a current
dividend scale or current excess interest rate.

10. For a Contract Summary which includes values based on the current dividend scale or the
current dividend accumulation or excess interest rate, a statement that such values are
illustrations and are not guaranteed,

11. The date on which the Contract Summary is prepared.

The Contract Summary must be a separate document. All information required to be disclosed must
be set out in such a manner as not to minimize or render any portion thereof obscure. Any amounts
which remain level for two or more contract years may be represented by a single number if it is
clearly indicated what amounts are applicable for each contract year. Amounts in items 4, 6, 7 and 9
of this section shall, in the case of flexible premium annuity contracts, be determined either
according to an anticipated pattern of consideration payments or on the assumption that
considerations payable will be $1000 per year, If not specified in the contract, annuity payments
shall be assumed to commence at age 65 or ten years from issue, whichever is later. Zero amounts
shall be displayed as zero and shall not be displayed as blank spaces.

Section 5. Disclosure Requirements

A

The insurer shall provide to all prospective purchasers a Contract Summary prior to accepting the
applicant’s initial consideration for the annuity contract, or in the case of a deposit fund, prior to
acceptance of the applicant’s initial consideration for the associated life insurance policy or annuity
contract, unless the annuity contract or associated life insurance policy for which application is made
provides for an unconditional refund period of at least ten days or unless the Contract Summary
contains such an unconditional refund offer, in which event the Contract Summary must be delivered
with or prior to the delivery of the annuity contract or associated life insurance policy.

The insurer shall provide a Contract Summary to any prospective purchaser upon request.
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Section 6. General Rules

A

Each insurer shall maintain at its home office or principal office, a complete file containing one copy
of each document authorized by the insurer for use pursuant to this regulation. Such file shall contain
one copy of each authroized form for a period of at least three years following the date of its last
authorized use.

An agent shall inform the prospective purchaser, prior to commencing a sales presentation, that the
agent is acting as a life insurance agent and shall inform the prospective purchaser of the full name of
the insurance company which the agent is representing to the buyer. In sales situations in which an
agent is not involved, the insurer shall identify its full name.

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

Any reference to dividends or to excess interest credits must include a statement that such dividends
or credits are not guaranteed.

A presentation of benefits shall not display guaranteed and nonguaranteed benefits as a single sum
unless guaranteed benefits are shown separately in close proximity thereto and with equal
prominence,

Sales promotion literature and contract forms shall not state or imply that annuity contracts or
deposit funds are the same as savings accounts or deposits in banking or savings institutions. The use
of passbooks which resemble savings bank passhooks is prohibited.

Section 7. Failure to Comply

Failure of an insurer to provide or deliver a Contract Summary as provided in section 5 shall constitute an
omission which misrepresents the benefits, advantages, conditions or terms of an annuity contract or of an

insurance policy.

Section 8. Effective Date

This ruile shall apply to all solicitations which ‘commence on or after (insert a date at least six months
following adoption by the regulatory authority).

Proposed Model Life Insurance Replacement Regulation

Exposure Draft
June 1978

Section 1. Statutory Authority

This regulation is promulgated by (title of supervisory authority) to implement section of the insurance laws.

Section 2. Purpose

The purpose of this regulation is:

A,

B.

To regulate the activities of insurers and agents with respect to the repiacement of existing life insurance.

To protect the interests of life insurance policyowners by establishing minimum standards of conduct to be observed
in the replacement or proposed replacement of existing life insurance by:
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1. Assuring that the policyowner receives information with which a decision can be made in his or her own best
interest.

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

3. Establishing penalties for failure to comply with the requirements of this regulation,

Section 3. Definition of Replacement

“Replacement” means any transaction in which new life insurance is to be purchased and it is known or should be known
to the proposing agent, or to the proposing insurer if there is no agent, that by reason of such transaction, existing life
insurance has been or is to be:

A,

B.

Lapsed, forfeited, surrendered or otherwise terminated.

Converted to reduced paid-up insurance, continued as extended term insutance or otherwise reduced in value by the
use of nonforfeiture benefits or other policy values. ’

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

Reissued with any reduction in cash value,

Pledged as collateral or subjected to borrowing, whether in a single loan or under a schedule of borrowing over a
petiod of time, amounts exceeding 25% of the loan value set forth in the policy. ’

Section 4. Other Definitions

A

“Existing Life Insurance” means any life insurance in force including life insurance under a binding or conditional
receipt or a life insurance policy that is within an unconditional refund period, but excluding life insurance obtained
through the exercise of a dividend option.

“Existing Insurer”’ means the insurance company whose policy is or will be changed or terminated in such a manner
g pany policy 2
as described within the definition of “replacement.”

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

“Cash Dividend” means the current illustrated dividend which can be applied toward payment of the gross premium,
“Generic Name" means a short title which is descriptive of the premium and benefit patterns of a policy or a rider,

“Conservation” means any attempt by the existing insurer or its agent to continue existing life insurance in force
when a sales proposal has been delivered to the applicant by the replacing insurer, agent or broker, or when the
existing insurer or its agent has received a policy summary as tequired by section 7C4 of this regulation from a
replacing insurer,

“*Sales Proposal’”’ means individualized, written sales aids of all kinds which are used by an insurer, agent or broker in
comparing existing life insurance to proposed life insurance in order to justify the replacement or conservation of
existing life insurance, Sales aids of a generally descriptive nawre, which are maintained in the insurer’s advertising
compliance file, shall nat be considered a sales proposal within the meaning of this definition.

“Direct-Response Sales” means any sale of life insurance where the insurer does not utilize an agent in the sale or
delivery of the palicy.
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Section 5. Exemptions

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

A

B.

Annuities,
Individual credit life insurance.,
Group life insurance, group credit life insurance and life insurance policies issued in connection with a pension,

profit-sharing or other benefit plan qualifying for tax deductibility of premiums, provided, however, that as to any
paln described in this subsection, full and complete disclosure of all material facts shall be given to the administrator

of any plan to be replaced

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

Where the application is made to the existing insurer that issued the existing llfe insurance and a contractual change
or conversion privilege is being exercised.

"When the existing life i insurance is a nonconvertible term l:fe insurance policy which wilt expire in five years or less

and cannot be renewed.

When the proposed life i insurznce is to repiace hfe insurance under a bmdmg or condltmnal receipt issued by the
same company.

Section 6, Duties of Agents

Al

B.

C.

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

1. A statement signed by the applicant as to whether or not such insurance will replace existing life insurance;
and .
2 A signed statement as to whether or not the agent knows replacement is or may be involved in the

transaction.

Where a replacement is involved, the agent shall:

1. Obtain with or as part of each application a list of all existing life insurance to be replaced. Such existing life
insurance shall be identified by name of insurer and the policy number. In the event that a poticy number has
not been assigned by the existing insurer, a]tcrnanve identification 1nforrnatlon, such as application or receipt
number, must be listed.

2. Present to the applicant, not later than at the time of taking the application, 2 “Notice Regarding
Replacement of Lifc Insurance” in the form substantially as described in Exhibits A or B, whichever is
“applicable. The notice must be signed by the agent and receipt of it acknowledged by the applicant. A copy
of the notice and the original or a copy of all sales proposals used for presentation to the applicant must be
left with the applicant,

3. Submit to the replacing insurer with the application, a copy of the “"Notice Regarding Replacement of Life

" Insurance,” signed by the agent and receipt of it acknowledged by the applicant, a copy of all sales proposals
used for presentation to the applicant and a separate statement mcludmg the information described in section
6B1, unless such information is included in' the application.

Each agent who uses a sales proposal when conserving existing life insurance shall:

1. Leave with the applicant the original or a copy of all sales proposals used in the conservation effort.

2. Submit to the existing insurer 4 copy of all salés proposals used in the conservation effort.
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Section 7. Duties of Replacing Insurers

Each replacing insurer shall:

A, Inform its field representatives of the requirements of this regulation.

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

1.

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

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

C. Where a replacement is involved:

1. Require with or as part of each application for life insurance a list of all of the applicant’s existing life
insurance to be replaced. Such existing life insurance shall be identified by name of insurer and the policy
number. In the event that a policy number has not been assigned by the existing insurer, alternative
identification information, such as application or receipt number, must be listed.

2. Require from the agent with the application for life insurance a copy of the “‘Notice Regarding Replacement
of Life Insurance” signed by the agent and receipt of it acknowledged by the applicant, and a copy of all
sales proposals used for presentation to the applicant..

3. Unless otherwise modified by the provisions of sections 7C5 or 6 of this regulation, furnish to the applicant a

policy summary in accordance with the provisions of the Life Insurance Solicitation Regulation.

ALTERNATIVE PROVISION FOR SECTION 7C3

(If the NAIC Model Life Insurance Solicitation Regulation bas not been promulgated, then, for the purpose of this
regulation, the following alternative provision should be used,)

3. Unless otherwise modified by the provisions of sections 7C5 or 6 of this regulation, furnish the
applicant with a policy summary at or prior to the time of policy delivery. For the purpose of
this regulation, a policy summary means z written statement describing the elements of the
policy, including, but not limited to:

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

policy summary.

b. The full name and home office or administrative office address of the company in which
the life insurance policy is to be or has been wricten,

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

d. The following amounts, where applicable, for the first five policy years, the tenth and
twentieth policy years, and at least one age from 60-65 or maturity, whichever is earlier:

(1)  The annual premium for the basic policy.

(2)  The annual premium for each optional rider.

(3)  Guaranteed amount payable upon death, at the beginning of the policy year
tegardless of the cause of death other than suicide, or other specifically

enumerated exclusions, which is provided under the basic policy and each rider
shown separately.
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{(4)  Total guaranteed cash surrender values at the end of the year with values shown
separately for the basic policy and each rider.

{5}  Cash dividends payable. to the end of the year with values shown separately for
the basic policy and each rider. (Dividends need not be displayed beyond the
twenticth policy year.}

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

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

f. The effective policy loan annual percentage interest rate, if the policy contains such a
loan provision, specifying whether this rate is applied in advance or in arears. If the
policy loan interest rate is variable, the policy summary is to include .the maximum
annual percentage rate.

g The date on which the policy summary is prepared.

h. A statement to the effect that the presentation does not recognize that, because of
interest, a dollar in the furure has less value than a doliar today, unless the policy
summary includes index figures which recognize the time value of money. If index
figures are included in the policy summary, the applicant must be notified at the time
the policy summary is delivered that such figures should only be used for comparing the
relative costs of similar policies.

A policy summary must consist of a separate document. All information required to be
disclosed must be set out in such a manner as not to minimize or render any portion
thereof obscure. Any amounts which remain level for two or more years of the policy
may be represented by a single number if it is clearly indicated what amounts are
applicable for each policy year. Amounts in item ‘d’ in this section shall be listed in
total, not on a per thousand nor per unit basis. If more than one insured is covered under
one policy or rider, guaranteed death benefits shall be displayed separately for each
insured or for each class of insureds if death benefits do not differ within the class. Zero
amounts shall be displayed as zero and shall not be displayed as 2 blank space, .

Send to the existing insurer 2 written communication that includes the name of the insured and the
identification information with respect to the existing life insurance to be replaced that it obtained pursuant
to section 7C1 within five working days of the date the application is received at its home or regional office,
or the date its policy is issued, whicheéver is sooner.

Delay, if it is not also the existing insurer, the issue of its policy for 20 days after it sends the existing insurer
a copy of the policy summary, unless it provides in its ‘“Notice Regarding Replacement of Life Insurance'
and in either its policy or in a separate written notice that is delivered with the policy that the applicant has a
right to an unconditional refund of ali premiums paid, which right may be exercised within a period of 20
days commencing from the date of delivery of the policy, and it sends the policy summary required by this
section to the existing insurer within three working days of the date its policy is issued, in which event the
replacing insurer may issue its policy immediately.

Provide, if it is also the existing insurer, the policyowner a policy summary for the new policy prepared in
accordance with section 7C3, prior to accepting the applicant’s initial premium or premium deposit, unless
the replacing insurer provides in its "‘Notice Regarding Replacement of Life Insurance’ and cither its policy
or in a separate written notice that is delivered with the policy that the applicant has a right to an
unconditional refund of all premiums paid, which riglit may be exercised within 2 period of 20 days
commencing from the date of delivery of the policy, in which event, the replacing insurer must furnish the
pollcy summary at or prior to delivery of the policy.
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7 Maintain copies of the written communication required by section 7C4, the “Notice Regarding Replacement
of Life Insurance,” the policy summary and all sales proposals used, and a replacement register,
cross-indexed, by replacing agent and existing insurer to be replaced, for at least three years or until the
conclusion of the next succeeding regular examination by the Insurance Departmnent of its state of domicile,
whichever is later.

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

Each insurer shall:

A

B.

Inform its responsible personnel of the requirements of this regulation.

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

Where no teplacement is proposed by an insurer in the solicitation of 2 direct-response sale and a replacement is
involved: at the time the policy is mailed to the applicant, include 4 *“*Notice Regarding Replacement of Life
Insurance” in a form substantially as described in Exhibit C.

Where a replacement is proposed by an insurer in the solicitation of a directresponse sale and a replacement is '
involved:

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

2. If the applicant furnishes the names of the existing insurers, then the replacing direct-response insurer shall
mail the applicant 2 “Notice Regarding Replacement of Life Insurance™ in a form substantially as described
in Exhibit C within five working days after receipt of the application and shall comply with all of the
provisions of sections 7C3, 4, 5, 6 and 7, except that it need not maintain a replacement register required by
section 7C7.

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

Section 9, Duties of the Existing Insurer

Each existing insurer shall inform its responsible personnel of requirements of this regulation. Each existing insurer which
undertakes a conservation effort shatl:

A

Furnish the policyowner with a policy summary for the existing life insurance within 20 days from the date it
receives the policy summary required by section 7C5 from the replacing insurer. Such policy summary shall be
completed in accordance with the provisions of the Life Insurance Solicitation Regulation, except that information
relating to premiums, cash values, death benefits and dividends, if any, shall be computed from the current policy
year of the existing life insurance. The policy summary shall include the amount of any outstanding policy
indebtedness, the sum of any dividend accumulations or additions, and may include any other information that is
not in violation of any regulation or statute. Life insurance cost index and equivalent level annual dividend figures
need not be included in the policy summary. If index figures are included in the policy summary, the policyowner
must be notified at the time the policy summary is delivered that such figures should only be used for comparing
the relative costs of similar policies.

ALTERNATIVE PROVISIGN FOR SECTION 9A

(If the NAIC Model Life Insurance Solicitation Regulation has not been promulgated, then, for the purposes of this
regulation, the following alternative provision should be used for A.) -

A, Furnish the policyowner with a policy summary for the existing life insurance within 20 days from the
date it receives the policy summary required by section 7C5 from the replacing insurer. Such policy
summary shail include all of the information required in section 7C3, except that information relating
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to premiums, cash values, death benefits and dividends, if any, shall be computed from the current
policy year of the existing life insurance. The policy summary shall include the amount of any
outstanding policy indebtedness, the sum of any dividend accumulations or additions, and may
include any other information that is not in violation of any regulation or statute.

B. - Furnish the replacing insurer with a copy of the policy summary for the existing life insurance within three working
days of the date that the policy summary is sent by the existing insurer to either its agent or ‘directly to the

policyowner.

C Not be obligated to furnish 2 policy summary if the face amount of the existing life insurance policy is $5000 or
less. : '

D. Maintain a file conta.ining the following:

1 Written communications required by section 7C4 and bolicy summaries required by section 7C5 received
from replacing insurers; and ' ' ’

2, Copies of policy summaries prepared pﬁrsuant to section 9A and all sales proposals used.

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

Sect'loﬂ 10.“ Penaities

Al Any insurer, agent, representative, officer or employee of such insurer failing to comply with the requirements of

this regulation shall be subject to such penalties as may be appropriate under the insurance laws
of
B - This, regulation does not prohibit the use of additional material other than that which is required and that is not in
" violation of this regulation or any other _- - statute or regulation,

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

EXHIBIT A
(To be used where existing and proposed policies are wyitten by different companies)

Name, Address and Telephone Number of the Insurance Compa.ny.

lrnpormntr Notice Regarding Replacément of Life In.sumnce

QOur agent is recommending to you that you purchase a life insurance poliicy from us. In connection with this purchase, you
have indicated, either as a result of his recommendation or at your own initiative, that you may terminate or change your
existing policy issued by another insurance company or that you may obtain aloan from that company against your policy
to pay premiums on the proposed policy. Any of these actions is a replacement of life insurance, and this notice is
required. Please read it carefully. )

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

To. this end, we are required to. give you a policy summary of the proposed policy no later than when the policy is
delivered to you. In addition, we are required to notify the.insurance company that issued your existing policy. That
company may then furnish you with a similar policy summary of your existing policy. You may want to contact that
company or its agents for additional information and advice or discuss your purchase with other advisors, The information
you receive will be of value to you in reaching a final decision.
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After we have received your application and netified the other insurance company {which we are required to do by state
regulation at the time we issue your policy), you will have 20 days fiom the date the proposed policy is delivered to you to
cancel the policy issued on your application and receive back all payments you made to us.

(Alternate Paragmp.'; if 20-Day Money-Back Guarantee is Not Provided)

Please note that, by state regulation, we must delay the issuance of any policy which is intended to replace
any of your existing insurance for 20 days from the date on which we send your existing insurer notification
that their policy will be replaced.

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

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

Caution

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

By
Agent or Employee
I have received and read a copy of this Replacement Notice.
Signed . Date
Applicant
EXHIBIT B

(To be used wheve the existing and proposed policies ave written by the same company)

Name, Address and Telephone Number of the Insurance Campany

Important Notice Regarding Replacement of Life Insurance

Our agent is recommending to you that you purchase a life insurance policy from us. In connection with this purchase, you
have indicated, either as a result from his recommendation or at your own initiative, that you may terminate or change
your existing policy issued by our company or that you may obtain a loan from our company against your existing policy
to pay premiums on the proposed policy. Any of these actions is a replacement of life insurance, and this notice is
required, Please read it carefully, )

Whether it is to your advantage ta replace your existing insurance coverage, only you can decide, It is in your best interest,
however, to have adequate information before a decision to replace your present coverage becomes final so that you may
understand the essential features of the proposed policy and of your existing insurance coverage.
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To this end, we are required to give you a policy summary of the proposed policy no later than when the policy is -
delivered to you. In addition, we will, at your request, furnish you with a similar policy summary of your existing policy.
You may want to discuss you purchase with other advisors. The information you receive will be of value to you in reaching
a final decision. ’

(Alternate Pavagraph if 20-Day Money-Back Guarantee is Provided)

After we have issued your policy, you will have 20 days from the date the new policy is delivered to you to
cancel the policy issued on your application and receive back all payments you made to us.

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

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

* Caution

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

By
Agent or Employee
1 have received and read a copy of this Replacement Notice.
Signed Date
Applicant
EXHIBIT C

Name, Address and Telephone Number of the Insurance Company

Important Notice Regarding Replacement of Life Insurance

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

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

You may want to contact your existing life insurance company or its agent for additional information and advice or discuss
your purchase with other advisors. The information you receive should be of value to you in reaching a final decision,
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You should recognize that a policy which has been in existence for a period of time may have certain advantages to you
over a new policy. If the policy coverages are basically similar, the premiums for a new policy may be higher because rates
increase as your age increases. Under your existing policy, the period of time during which the issuing company could
[contest the policy becazuse of a material misrepresentation or omission concerning medical information requested in your
application, or] (use bracketed language only when the application asks bealth questions) deny coverage for death caused
by suicide, may have expired or may expire earlier than it will under the proposed policy. Your existing policy may have
options which ate not available under the policy being proposed to you or may not come into effect under the proposed
policy until a later time during your life. Also, your proposed policy's cash values and dividends, if any, may grow slower
initially because the company will incur the cost of issuing your new policy, On the other hand, the proposed policy may
offer advantages which are more importanr to you.

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

(Altevnate Pavagraph if Divect-Respone Insurer’s Solicitation Proposes Replacement
and a 20-Day Money-Back Guarantee is Provided by the Insurer)

After we have issued your policy, you will have 20 days from the date the new policy is.received by you to
notify us you are cancelling the policy issued on your application, and you will receive back all payments you
made to us, '

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

EEENEFENEREXIRAIEN LS TR b TR AT RRD

To: Life Insurance (C3) Subcommittee

From: Robert ]. Demichelis
Associate General Counsel
American Council of Life Insurance
1850 K Streer, N.W,
Washington, D, C. 20006

Date: June 13, 1978
Re: NAIC Proposed Regulation on Replacement of Life Insurance

The American Council of Life Insurance is a national trade association of 476 United States and Canadian legal reserve life
insurance companies, which have more than 93% of the life insurance in force in the United States,

The Council recognizes the need for regulation of life insurance replacements and believes very strongly that such
regulation should be uniformly adopred in all states, The action by the NAIC in adopting a model regulation in 1970 was
supported by the Council, but adoption of the model has varied significantly in the various states, The proposed changes to
the madel regulation represent the objective efforts of a knowledgeable group of life insurance executives and Insurance
Departmnent personnel, You are to be congratulated for your efforts. While the proposed regulation contains many
improvements upon the present model regulation, the Council has strong reservations with respect to certain provisions.

Our principal abjection is the elimination of the existing requirement for a “Comparison Statement” to be completed by
the replacing agent prior to the taking of the application at the time of sale, We strongly urge that the **Comparison
Statement” requirement be retained. Such a requirement places greater responsibility on the replacing agent for the
representations -he makes to encourage a replacement. It also serves to advise the existing insurer of the representations
made at the time of sale, which is an essential ingrediant to a conservation efforc. Without a “Comparison Statement” the
applicant will not have sufficient information at the time of sale to make an informed decision.

It should be recognized that although not all replacements are to the policyholder’s disadvantage, valuable rights which
have been earned under his existing policy may be forfeited. It is essential that complete and accurate information be
provided prior to making an application for a new insurance purchase.
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The Council would support an effort to dovetail the *“Comparison Statement” to the "Policy Summary’ mandated by the
NAIC Life Insurance Solicitation Regulation, but ueges that cost indices not be required on the existing policy. This is
consistent with the Model Solicitation Regulation which urges that cost indices be used only to compare costs of similar
policies.

The proposed regulation would permit the issuance of a replacement policy without timely notification to the existing
insurer, The Council is of the opinion that this will encourage a greater number of replacements and will not be in the
_public interest, since it would lead to an increase in lapse rates and, ultimately, in the cost of insurance. Once a
replacement sale has been consumated and the existing policy, insurer or agent have been discredited in the eyes of the
policyholder, a reversal of that action will be extremely difficult, even if the replacement is shown to be dissdvantageous to
the palicyholder. The Council recommends that the regulation be amended to require that notification of a proposed
replacement be sent by the replacmg insurer to the existing insurer immediately upon recelpt of notificarion from the
replacing agent. :

The Council recommends that the regulation require the replacing insurer ro delay issue of its policy for a period of 20

days, in order to allow the existing insurer, as well as the replacing insurer, enough time to present its case in an accurate,

professional manner before the policyholder makes his final decision. Such a requirement is consistent with one of the

stated objectives of the regulation, i.e, to establish an impraved “competitive environment.” Such requirement recognizes

the investment the existing insurer has in its policy and the need for providing accurate information to the policyholder to
make an mformcd decision,

The Council recommends that the proposed regulation be strengthened to provide for increased company responsibilicy for °
any violations of the regulation. We encourage adoption of special sanctions with regard to churning activities by agents
who, upon lezving a company, replace business written with their former company. We also support the requirement in the
regulation for maintenance of a replacement register which will assist companies in the self-regulation of replacement
activities and should prove to be a useful enforcement tool for insurance regulators,

The Council’s position-is one of opposition to the proposed revision of the NAIC mode] regulation unless the amendments
set forth in this statement are incorporated, With- these amendments an otderly and competitive enivornment can be
established which will-benefit the insurance consumer. The regulation, as amended, would have the beneficial effect of
providing accurate information and competent advice to the consumer; it would also recognize the rights of the existing
insurer to conserve its relationship with its policyholder. The resulting regulation would thus be more balanced rather than
the present proposal which is tilted in favor of the replacing insurer.

(C3) Tusk Force on Revision of the Model Bill
Defining Group Life Insurance and Development of a Model Bill
Defining Group Health Insurarice

June 13, 1978

At the December. 1977 meeting of the (C3) Subcommittee, the American Counicil of Life Insurance (ACLI) requested a
review. of the NAIC Model Bill Defining Group Life Insurance which has been in existence since 1956. Pursuant to this
request, this subcommittee appointed a task force to review the suggest:ons made by the ACLI and also to develop a model
bill defining group health insurance.

Because of the time element, the task force has concentratcd its efforts to date on the group life insurance definition and
standard provisions.

The task force held an all day meeting in Balitmore on May 4, 1978 in conjunction with the industry advisory committee. .
The industry advisory committee endorsed the recommendations made to this subcommittee by the ACLI in December
1977, There was considerable discussion between the task force and the industry advisory committee of the reasons for the
various recommendations made by the ACLI, and industry minority views were also voiced.

Our recommendations with respect to the model group life insurance law are contained in Exhibit A (underlined material
represents suggested new language to be added to the present model law, and bracketed material designates the suggested
deletions from the current provisions).

We believe our draft represents an equitable balance of the concerns of the public, the Commissioners and the insurance
industry. :
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In the ACLI presentation made in December, your attention was called to the need for more flexibility in the group life
definition and for the addition to the model bill of types of groups which have become prevalent since the original
definition was published.

The task force agrees in principle with both of these objectives. Twenty yeats is a long time in the development of any
matter as dynamic as insurance, '

Although the report of your task force would provide greater flexibility than before, we have been somewhat more
consetvative than the ACLI in some of the changes we are recommending.

Some of the more important martters we have dealt with are as follows:

1. © The ACLI recommended the elimination of the presently required 75% minimum participation in contributory
employer groups, The task force recommends that this standard be maintained for smaller groups but relaxed for
groups having at least 50 employees initially electing to join the program,

2. The ACLI recommended that the minimum number of lives required in an employer/employee case be reduced
from ten to five. The task force agrees with this industry recommendation.

3. The present definition does not permit an employer/employee group in which the employees pay the entire cost of
the insurance. Industry would remove this restriction. This task force, however, recommends that the requirement
for participation by the group policyholder be retained for both employer/femployee groups and for
union-sponsored groups.

4. The industry advisory committee recommended the elimination of all dollar ceilings on amounts of insurance under
group policies. This task force agrees with this point of view with respect to the amount of insurance on the
employee or the insured member of an association. However, we do recommend limitations on amounts of
insurance on the dependents of employees or members, The limits we recommend are $20,000 on the life of a
spouse and $10,000 on the life of each child. We also recommend a limit of $25,000 en the life of a debtor, except
that this amount may be inereased to $100,000 if the debt represents a first mortgage loan on real estate, The task
force recommendations are considerably in excess of the amounts permitted under the present model law, and the
task force believes its recommendations are sufficiently liberal.

5. The present model limits to $2000 the amount available on conversion from group to an individual policy when the
group policy terminates. The industry recommends that this be increased to $5000. Your task force recommends zn
increase to $10,000, We believe that this figure is more in line with the increased amounts suggested for group
coverage.

6. The ACLI recommended a new provision protecting persons during a period of total disability, The task force
concurs with this reconmendation and has enlarged it somewhat.

7. The task force recommendation follows the ACLI recommended definition in providing for new types of groups at
the discretion of the Commissioner in the state in which the policies will be issued. The task force is strongiy of the
opinian, however, that the Commissioner in each state also should have 2 say in the solicitation in his state of novel
types of groups issued elsewhere. For this reason, the task force has included in subsection IB(1) of the draft the
additional requirement that solicitation under such discretionary groups may be made only with the permission of
the Commissioner of each jurisdiction in which membership is to be solicited,

8. Furthermore, the task force believes that an insurer should nort solicit group coverage in states in which it is not
licensed {see subsection IB(2)). An exception to the licensing requirement is made, however, in the case of
employer/employee and union groups where there may be legitimate reasons to allow group coverages in a state in
which the carrier is not licensed.

As stated earlier, this task force has not yet had an opportunity to consider the model definition of group health insurance.
We should like to point out, however, that the guestion has been raised as to whether a task force of the (C3)
Subcommittee is the proper forum for an assignment regarding health insurance. We, therefore, respectfully request that
this task force be relieved of responsibility with respect to developing a definition of group health insurance and that you
request the chairman of the (C1) Subcommittee to appoint a task force for that purpose, If this is done, we will try to
maintain such liaison with the (C1) task force as may be appropriate,
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We further recommend that the (C3) Subcommittee receive this report, including Exhibit A, for publication in the minutes
of this meeting so that there will be available an exposure draft of our recommendations, which we suggest should be acted
on at the December 1978 meeting. In the intervening period, suggestions and comments can be forwarded to the Chairman
of the task force for further review. Also, if there appears to be sufficient demand, the task force could hold a public
hearing on the exposure draft. The task force will then be in a position to recommend to your subcommittee prior to your
next meeting the adoption or modification of the suggested revisions.

The members of the task force are Sidney A. Green, Chairman, Mziryland; James R. Montgomery I1l, District of Columbia;
James H. Hunt, Massachusetts; and Thomas J. Kelly, New York, William A, White, New Jersey, was initially also a member
but has since resigned, Irene Alpert, New York, provided considerable assistance to the task force by her participation.

The industry advisory committee consists of William F. Hannan, Chairman, Prudential Insurance Company of America;
Gary W. Tolman, Ametican National Insurance Company; Chester. Zinn, Connecticut General Life Insurance Company;
Robert L. Kelsey, John Hancock Mutual Life Insurance Company; James F. Nagle, Life Insurance Company of North
America; Michael Marchese Jr., Lincoln National Life Insurance Company; Vincent P. Reusing, Metropolitan Life
Insurance Company; Paul C. Latchford, Monumentai Life Insurance Company; and H. J ames Douds, National Association
of Life Underwriters,

The following persons from industry also participated in the May 4 heating: John Meyerholz, American Council of Life
Insurance; John Dineen, Health Insurance Association of America; Ronald Souders, Life Insurance Company of Narth
America; Kenneth Yahne, Lincoln National Life Insurance Company; and Wll]mm Albus, National Association of Life
Underwriters.

Sidney A. Green, Chairman, Maryland; James R. Montgomery III, District of Columbia; James H. Hunt, Massachusetts,
Thomas J. Kelly, New York,
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EXHIBIT A

Expaosure Draft of Amendments
to Group Life Insurance Definition
and Group Life Insurance Standard Provisions Model Bill -

(Underlined material vepresents suggested new lmg'icage. Bracketed material designates suggésted deletions in the current
language. )

Section 1. Group Life Insurance Definition,

A No policy of group life insurance shall be delivered in this state unless it conforms to one of the following
descriptions:

[(4)] {1) A policy issued to an employer or to the trustees of a fund established by an emﬁloyer which employer or
trustees shall be deemed the policyholder, to insure employees of the employer for the benefit of persons
other than the employer, subject to the following requirements:

[(1)] {(a) - The employees eligible for insurance under the policy shall be all of the employees of the employer, or
all of any class or classes thereof determined by corditions pertaining to their employment and family
status, The policy may provide that the term “employees’ shall include the employees of one or more
subsidiary corporations, and the employees, individual proprictors, and partners of one or mote
affiliated corporations, proprietorships or partnerships if the business of the employer and of such
affiliated corporations, proprietorships, or partnerships is under common control [through stock
ownetship or contract]. The policy may provide that the term ‘“‘employees” shall include the
individual proprictor or partners if the employer is an individual proprietorship or a partnership. The
policy may provide that the term ‘“‘employees” shall include retired employees. No director of a
corporate employver shall be eligible for insurance under the policy unless such person is otherwise
eligible as a bona fide employee of the corporation by performing services other than the usual duties
of a director. [No individual proprietor or partner shall be eligible for insurance under the policy
unless he is actively engaged in and devotes a substantial part of his time 1o the conduct of the
business of the proprietor or partnership.] A policy issued to insure the employees of a public body
may provide that the term “‘employees’ shall include elected or appointed officials.
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The premium for the policy shall be paid by the policyholder, either {wholly] from the employer’s
funds [or funds contributed by him], or partly from such funds and partly from funds contributed by
the insured employees. No policy may be issued on which the entire premium is to be derived from
funds contributed by the insured employees. A policy on which part of the premium is to be derived
from funds contributed by the insured employees may be placed in force only if at least (i) 75% of the
then eligible employees[, excluding any as to whom evidence of individual insurability is not
satisfactory to the insurer,] or (ii) 50 employees, whichever is less, elect to make the required
contributions. Except as provided in Subsection (c), [Al a policy on which no part of the premiuom is
to be derived from funds contributed by the insured employees must insure all eligible employees|[, or
all except any as to whom evidence of individual insurability is not satisfactory to the insurer].

An insurer may exclude or limit the coverage on any person as to whom evidence of individual
insurability is not satisfactory to the insurer.

The policy must cover at least [10] five employees at date of issue.

The amounts of insurance under the policy must be based upon one or more plans [some plan]
precluding individual selection either by the employees or by the employer or trustees.

[(B)} (2} A policy issued to a creditor or its parent holding company or to a trustee or trustees or agent. designated by
two_or more creditors, which creditor, holding company, trustee, trustees or agent [who} shall be deemed

the policyholder, to insure dehtors of the creditor or creditors, subject to the following requirements:

[l (a}

(21 (b

i3 ©

(9] @

The debtors eligible for insurance under the policy shall be zll of the debtors of the creditor or
creditors [whose indebtedness is repayable either (i) in installments or (i} in one sum at the end of a
period not in excess of eighteen months from the initial date of debt], or ail of any class or classes
thereof|[, determined by conditions pertaining to the indebtedness or to the purchase giving rise to the
indebtedness] . The policy may provide that the term “debtors” shall include (i} borrowers of money
or purchasers or lessees of goods, services, property, rights or privileges for which payment is arranged
through a credit_transaction, (ii) the debtors of one or more subsidiary corporations, and (iii) the
debtors of ene or more affiliated corporations, proprietorships or partnerships if the business of the
policyholder and of such affiliated corporations, proprietorships or partnerships is under common
control [through stock owmership, contract, or otherwise]. No debtor shall be eligible unless the
indebtedness constitutes an irrevocable obligation to repay which is binding upon him during his
lifetime, at and from the date the insurance becomes effective upon his life.

The premium for the policy shall be paid by the policyhalder, either from the creditor’s funds, or
from charges collected from the insured debtors, or from both, [A policy on which part or all of the
premium is to be derived from the collection from the insured debtors of identifiable charges not
required of uninsured debtors shall not include, in the class or classes of debtors eligible for insurance,
debtors under obligations outstanding at the date of issue without evidence of individual insurability
unless at least 75% of the then eligible debtors elect to pay the required charges.] Except as provided
in Subsection (c), [A] a policy on which no part of the premium is to be derived from funds
contributed by insured debtors specifically for their insurance [the collection of such identifiable
charges] must insure all eligible debtors [or all except any as to whom evidence of individual
insurzbility is not satisfactory to the insurer] .

[The policy may be issued only if the group of eligible debtors is then receiving new entrants at the
rate of at least 100 persons yeatly, or may reasonably be expected to receive at least 100 new entrants
during the first policy year, and only if the policy reserves to the insurer the right to require evidence
of individual insurability if less than 75% of the new entrants become insured.] An insurer may
exclude any debtors_as to whom evidence of individual insurability is not satisfactory to the insurer.
The policy may include an age limitation, [The policy may exclude from the classes eligible for
insurance classes of debtors determined by age.]

[The amount of insurance on the life of any debtor shall at no time exceed the amount owed by him
which is repayable in installments to the creditor, or $10,000, whichever is less. Where the
indebtedness is repayable in one sum to the creditor, the insurance on the life of any debtor shall in no
instance be in effect for a period in excess of 18 months except that such insurance may be continued
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for an additional period not exceeding six months in the case of default, extension or recasting of the
ioan.] The amount of the insurance on the life of any debtor shall at no time exceed the greater of the
scheduled or actual amount of [the] unpaid indebtedness to the creditor [or $10,000, whichever is

" less], provided further, however, that the amount of the insurance shall not exceed $100.000 in the

case of a first mortgage loan on real estate, or $25,000 for any other class of loan.

To the extent of the creditor’s interest, [T] the insurance may [shall] be payable to the creditor or
any successor_to the right, title and interest of the creditor [policyholder]. Such payment shall reduce
or extinguish the [unpaid indebtedness] credit obligation of the debtor to the extent of such
payment, Whenever the amount of insurance exceeds the amount payable to the creditor, the excess .

‘shall be payable to a beneficiary, other than the creditor, named by the debtor, or 1o his estate,

" Notwithstanding the provisions of the above subsections, insurance on agricultural credit transaction

commitments_may be written up to the amount of the loan commitment, but not in excess of
$25,000, on_a nondecreasing or level term plan, Insurance on educational credit transaction
commitments may be written up to the amount of the loan commitment, but not in excess of
$25,000, less the amount of any repayments made on the loan,

A policy issued to a labor union, or similar employee organization, which shall be deemed the policyholder,
to insure members of such union or organization for the benefit of persons other than the union or
organization or any of its officials, representatives or agents, subject to the following requirements:

(a)

(_cl:

(dy

The members eligible for insurance under the policy shall be all of the members of the union or
organization, or all of any class or classes thereof determined by conditions pertaining to [their]
employment, {or] to membership [in the union, or both] and/or to family status,

The premium for the policy shall be paid by the policyholder, either [wholly] from funds of the
union or organization [the union’s funds], or partly from such funds and partdy from funds
conmbuted by the insured members specifically for their insurance. No policy may be issued en which
the entire premium is to be derived from funds contributed by the insured members specifically for
their insurance. [A policy on which part of the premium is to be derived from funds contributed by
the insured members specifically for their insurance may be placed in force only if at least 75% of the

_then eligible members, excluding any as to whom evidence of individual insurability is not satisfactory

to the insurer, elect to mzke the required contributions.] Except as provided in subsection (c), [A} a
policy on which no part of the premium is to be derived from funds contributed by the insured
members specifically for their insurance must insure all eligible members(, or all except any as to
whom evidence of individual insurability is not satisfactory to the insurer].

An insurer may- exclude or limit the coverage on any person as to whom evidence of individual
insurability is not satisfactory to the insurer. [The policy must cover at least 25 members at date of
issue.] :

The amounts of insurance under the policy must be based upon one or more plans [some plan]
preciuding mdmdua.l ‘selection either by the members or by r_he union Or organization.

A policy issued to the trustees of a fund estzblished by two or more employers in l:he same industry, in
related industries, or by one or ‘more labor unions or similar organizations, or by one or more employers and

- one or more labor unions or similar employee organizations, which trustees shall be deemed the policyholder,

to insure employees of the employers or members of the unions or organizations for the benefit of persons
other than the employers or the unions or organizations, subject to the following requirements:

(a)

The persons eligible for insurance shall be all of the employees of the employers or all of the members
of the unions or organizations, or all of any class or classes thereof determined by conditions
pertaining to [theit] employment, [or] to membership [in the unions, or to both] and/or to family
status, The policy may provide that the term “employees’ shall include retired employees, elected and
appointed officials if employees of a public body are insured, and the individual proprietor or partners
if an employer is an individual proprietorship or a partnership. No director of a corporate employer
shall be ¢ligible for insurance under the policy unless such person is otherwise eligible as a bona finde
employee of the corporation by performing services other than the usual duties of a director. {No




406

(23

{E)]]

()

(b)

€}

(d

NAIC Proceedings — 1978 Vol, IT

individual proprietor or partner shall be eligible for insurance under the policy unless he is actively
engaged in and devotes a substantial part of bis time o the conduct of the business of the proprietor
or partnership.] The policy may provide that the term “employees” shall include the trustees or their
employees, or both, if their duties are principally connected with such trusteeship.

The premium for the policy shall be paid by the trustees [wholly] from funds contribured by the
employer or employers of the insured persons, or by the upion or unions or similar employee
organizations, or by both, or from funds contributed by the ingsured persons and the employer or
employers or union or unions or similar employee organizations. No policy may be issued on which
{any part of] the entire premium is to be derived from funds contributed by the insured persons
specifically for their insurance. Except as provided in subsection (c}, [The] a policy on which no part
of the premium is to be derived from funds contributed by the insured persons specifically for their
insurance must insure all eligible persons[, or all except any as to whom evidence of individual
insurability is not satisfactory to the insurer}.

An insurer may exclude or limit the coverage on any person as to whom evidence of individual
insurability js not satisfactory to the insurer, [The policy must cover at date of issue at least 100
persons and not less than an average of five persons per employer unit; and if the fund is established
by the members of an association of employers the policy may be issued only if (i) either (a) the
participating employers constitute at date of issue at least 60% of those employer members whose
employees are not already covered for group life insurance or (b) the total number of persons covered
at date of issue exceeds 600; and (ii) the policy shall not require thar, if a participating employer
discontinues membership in the association, the insurance of his employees shall cease solely by reason
of such discontinuance.]

The amounts of insurance under the policy must be based upon one or more plans [some plan]
precluding individual selection either by the covered [insured] persons or by the policyholder,
emplayers, [or] unions or organizations,

A policy issued to an association or to the trustees of z fund established, created or maintained for the

benefit of members of one or mare associations all of whose eligible members have the same profession, trade

or_occupation, which association ot associations shall have at the outset a minimum membership of 100

persons, a constitution and by-laws, shall have been organized and maintained in pood faith for purposes

other than that of obtaining insurance and shall have been in active existence for at least two years, subject to

the following requirements:

(a)

The policy may insure members of such association or associatigns, employees thereof or employees
of members, one or more of the preceding or all of any class or classes thereof determined by
conditions pertaining to _employment, to membership and/or to family status, for the benefit of
persons other than the emplovees’ employer, the association or associations, or any officials,
representatives, trustees or agents thereof,

The premium for the policy shall be paid by the policyholder, from funds contributed by the
association or associations, or by employer members, or by both, ar from funds contributed by the
covered persons or from both the covered persons and the association, associations, or employer
members. Except as provided in subsection {c}), a policy on which no part of the premium is to be

derived from funds contributed by the covered persons specifically for their insurance must insure all

" eligible persons,

An _insurer may exclude or limit the coverape on any person as to whom evidence of individual
insurability is not satisfactory to the insurer.

The amounts of insurance under the policy must be based upon one or more plans precluding
individual selection either by the covered persons, or by the policyholder, association or associations,
emplovers or trustees.
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(6) A policy issued to a credit union or to a trustee or trustees or agent designated by two or more credit unions,
which credit union, trustee, trustees or agent shall be deemed the policyholder, to insure members of such
credit union or credit unions for the benefit of persons other than the credit union or credit unions, trustee
or trustees, or agents or any of their officials, subject to the following requirements:

The members eligible for insurance shall be all of the members of the credit union or credit unions, or
all of any class or classes thereof established for other than insurance purposes.

-

a)

The premium for the policy shill be paid by the policyholder, either from the credit union’s funds, or
from charges collected from the insured members, or from both. Except as provided in subsection (c),
a policy on which no part of the premium is to be derived from charges collected from the covered
members specifically for their insurance must insure all eligible members.

o~
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An insurer may exclude or limit the coverage on any member as to whom evidence of individual

insurability is not satisfactory to the insurer. The policy may include an age limitation,

o~
(]
g

The amounts of insurance under the policy shall be based upon the shares or savings in the credit
union of the members and such amounts of insurance may be determined zccording to the members’
ages, but in no case shall the amount of insurance on any member exceed $10,000,

(d

e

{(7) A policy issued to a group other than those specified in _subsections (1) through (6) of this scctiori, if
specifically authorized by the Commissioner, where conditions or circumstances indicate that granting such
permission for discretionary group life insurance coverages is in_the interest of public policy. The
Commissioner shall refuse to grant such permission unless the insurer demonstrates to his satisfaction that the
proposed group would be actuarially sound; would result in econgmies of acquisition and administration
which justify a group rste; would not present hazards of voluntary adverse selection; and would provide
amounts of insurance under the policy on the basis of one or more plans which preclude individual selection
cither by the covered persons or by the policyholder, employers, unions or trustees, The premium for the
policy shall be paid by the policyholder, cither from the policyholder’s funds or from funds contributed by

. the covered persons, or from both. Premiums for the policy and any contributions by or on behalf of the
insured persons must be reasonable in relation to the benefits provided. An insurer may exclude or limit the
caverage on any person as to whom evidence of individual insurability is not satisfactory to the insurer.

Persons resident in this seate shall not be enrolled in a policy of group life insurance delivered in another jurisdiction
in violation of the following requirements, anything to the contrary in subparagraph (a)}(5) of section 2 of the
Unauthorized Insurers Model Statute notwithstanding,

-

1)  Except if specifically authorized by the Commissioner, coverage may not be initially provided to any person
resident in this state under a group life policy issued in another jurisdiction unless the policy conforms
substantially to one of the types of groups specified in subsections A(1) through (6) of this section, The
requirements for granting such authorization shall be the same as those set forth in subsection A(7) of this

section.

Coverage may not be initially provided to any person resident in this state under a group life policy issued in
another jurisdiction by an insurer not authorized to engage in life insurance business in this state unless the
policy conforms substantially to the type of group specified in either subsection A(1) or subsection A(3) of
this section.

-
L

Section 2. [Limits of Group Life Insurance] Dependent Group Life Insurance,

[No such policy of group life insurance may be issued te an employer, or labor union or to the trustees of z fund
established in whole or in part by an employer or a labor union, which provides term insurance to any person which,
together with any other term insurance under any group life insurance policy or policies issued to the employer or
employers of such person or to a labor union or labor unions of which such person is 2 member or to the trustees of a fund
or funds established in whole or in part by such employer or employers or such labor union or labor unions, exceeds
$20,000, unless 150% of the annual compensation of such person from his employer or employers exceeds $20,000, in -
which event all such term insurance shall not exceed $40,000 or 150% of such annual compensation whichever is the
lesser.] Any group life insurance policy issued under section 1, other than one of the types specified in subsection A{2) or
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A(6) of section 1, may be extended to insure the employees or members against loss due to the death of their spouses and
dependent or minor children, or any class or classes thereof, estabhshed for other than insurance purposes, subject to the

following:

(1) The premium for the insurance shall be paid by the policyholder, either from funds contributed by the

employer, union, association or other person to whom the policy has been issued, or from funds contributed
by the covered persons, or from both. Except as provided in subsection (2), a policy on which no part of the
premium for the dependent’s coverage is to be derived from funds contributed by the covered persons must
insure all eligible employees or members with regpect to their spouses and dependent or minor children, or
any class or classes thereof, established for other than insurance putposes.

(2) . An insuter may exclude or limit the coverage on any family member as to whom evidence of individual
insurability is not satisfactory to the insurer.

-~
W
o

The amounts of insurance under the policy may not exceed the lesser of (i) 50% of the amount of insurance
for which the employee or member is covered, or (ii) $20,000 in the case of a spouse or $§10,000 in the case
of a dependent or minor child, and must be based upon one or more plans precluding individual selection
either by the covered persons or by the policyholder, employers, unions, associations, or trustees.

|

Section 3. Group Life Insurance Standard Provisions,

No policy of group life insurance shall be delivered in this state unless it contains in substance the following provisions, or
provisions which in the opinion of the Commissioner are more favorable to the persons insured, or at least as favorable to
the persons insured and more favorable to the policyholder, provided, however, (a) that provisions (6} to (11}[{10)],
inclusive, shall not apply to policies of the type specified in subsection A(2) of section 1 and that provisions (7} to {11)
shall not apply to policies of the type specified in subsection A(6) of section 1 [issued to a creditor to insure debtors of
such creditor] ; {b) that the standard provisions required for individual life insurance policies shall not apply to group life
insurance policies; and (c) that if the group life insurance policy is on a plan of insurance other than the term plan, it shall
contain a nonforfeiture provision or provisions which in the opinion of the Commissioner is or are equitable to the insured
persons and to the policyholder, but nothing herein shall be construed to require that group life insurance policies contain
the same nonforfeiture provisions as are required for individual iife insurance policies:

(1) A provision that the policyholder is entitled to 2 grace period of 31 days for the payment of any premium
due except the first, during which grace period the death benefit coverage shall continue in force, unless the
policyholder shall have given the insurer written notice of discontinuance in advance of the date of
discontinuance and in accordance with the terms of the policy. The policy may provide that the policyholder
shall be liable to the insurer for the payment of a pro rata premium for the time the policy was in force
during such grace period.

(2). A provision that the validity of the policy shall not be contested except for nonpayment of premiums, after
it has been in force for two years from its date of issue; and that no statement made by any person insured
under the policy relating to his insurability shall be used in contesting the validity of the insurance with
respect to which such statement was made after such insurance has been in force prior to the contest fora
period of two years during such person’s lifetime nor unless it is contained in a written instrument signed by
him, provided, however, that no such provision shall preclude the assertion at any time of defenses based
upon provisions in the policy which relate to eligibility for coverage.

(3) A provision that a copy of the application, if any, of the policyholder shall be attached to the policy when
issued, that all statements made by the policyholder or by the persons insured shall be deemed
representations and not warranties, and that no statement made by any person insured shall be used in any
contest unless a copy of the instrument containing the staterent is or has been furnished to such person or,
in the event of death or incapacity of the insured person, to his beneficiary or personal representative,

(4 A provision setting forth the conditions, if any, under which the insurer reserves the right to require a person
eligible for insurance to furnish evidence of individual insurability satisfactory to the insurer as a condition to
part or all of his coverage,



(5)

(6)

7

(8

(9
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A provision specifying an equitable edjustment of premiums or of benefits or of both to be made in the event
the age of a person insured has been misstaced, such provision to contain a clear statement of the method of
adjustment to be used. ‘

A provision that any sum becoming due by reason of the death of the person insured shall be payable to the
beneficiary designated by the person insured, except that where the policy contains conditions pertaining to
family status the beneficiary may be the family membet_specified by the policy terms, subject to the
provisions of the policy in the event where there is no designated beneficiary, as to all or any part of such
sum, living at the death of the person insured, and subject to any right reserved by the insurer in the policy
and set forth in thé certificate to pay at its option a part of such sum not exceeding $2,500 [$500] to any
person appearing to the insurer to be equitably entitled thereto by reason of having incurred funeral or other
expenses incident to the last illness or death of the person insured.

A provision that the insurer will issue to the policyholder for delivery to each person insured an individual
certificate setting forth a statement as ta the insurance protection to which he is entitled, to whom the
jrisurance benefits are payable, a statement as to eny dependent’s coverage included in such certificate, and
the rights and conditions set forth iii (8), (%), [and] (10) and (11) following,

A provision that if the insurance, or any portion of it, on a person covered under the policy or on the
dependent of a person covered; ceases because of termination of emptayment or of membership in the class
or classes eligible for coverage under the policy, such person shall be entitled to have issued to him by the
ihsurer, without evidence of insurability, an individual policy of life insurance without disability or other
supplementary benefits, provided application for the individual policy shall be made, and the first premium
paid to the insurer, within 31 days after such termination, and provided further that:

(a)  The individual policy shall, at the option of such person, be on any one of the forms, except term
insurance, then customarily issued by the insurer at the age and for the amount applied for.

(b}  The individual poticy shall be in an amount not in excess of the amount of life insurance which ceases
because of such termination, less the amount of any life insurance for which such person becomes
eligible under the same or any other group policy within 31 days sfter such termination, provided that
any smoint of insurance which shall have matured on or before the date of such termination as an
endowment payable to the person iftsured, whether in one sum or in instaliments or in the form of an
annuity, shall not, for the purposes of this provision, be included in the amount which is considered to
cease because of such termination.

(c)  The premium on the individual p=plicy shall be {lt the insurer’s then customary rate applicable to the
_form ind amount of the individual policy, to the class of risk to which such person belonged when
initially enrolled in the group policy [then belongs], and to his age attained on the effective date of

the individual policy.

Subject to the same conditions set forth above, the conversion privilege shall be available (i) to a
surviving dependent, if any, at the death of the emplovee or member, with respect to the coverage
under the group policy which terminates by reason of such death and (ii) to the dependent of the
employee or member upon termination of coverage of the dependent, while the emplayee or member
remains insured under the group policy, by reason of the dependent ceasing to be a qualified family
member under the group policy. :

A provision that if the proup policy terminates or is amended 5o as to terminate the insurance of any class of
insured persons, every person thercunder at the date of such termination whose insurance terminates,
including the insured dependent of a covered person, and who has been so insured for at least five years prior
to such termination date shall be entitied to have issued to him by the insurer an individual policy of life
insurance, subject to the same conditions and limitations as are provided by (8) above, except that the group
policy may provide that the amount of such individual policy shall not exceed the smaller of (a) the amount
of ‘the person’s life insurance protection ceasing because of the termination or amendment of the group
policy, less the amount of any life insurance for which he is or becomes eligible under any group policy
issued or reinstated by the same or another insurer within 31 days after such termination, and (b) $10,000
[$2,000].
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(10) A provision that if a person insured under the group policy, or the insured dependent of a covered person,

dies during the period within which he would have been entitled to have an individual policy issued to him in
accordance with (8) or (%) above and before such 2n individual policy shall have become effective, the
amount of life insurance which he would have been entitled to have issued to him under such individual
policy shall be payable as a claim under the group policy, whether or not application for the individual poticy
or the payment of the first premium therefor has been made,

-
[
-t

[

A provision that an insured person may continue coverage during the total disability of the insured person or

dependent by timely payment to the policyholder of that portion, if any, of the premium that would have

been required on behalf of the insured person had total disability not occurred. The continuation shall be on
a premium paying basis for a period of six months from the date on which the total disability started, but not

beyond the earlier of (a) approval by the insurer of continuation of the coverage under any disability
provision which the group insurance policy may contain or (b) the discontinuance of the group insurance

policy. Provided, however, that if the group policy has a qualification or waiting period for a disability

benefit, the continuation shall extend in any event to the end of the qualification period even if the group

policy has otherwise been discontinued.

[(11Y1(12) In the case of 2 policy of the type specified in subsection A(2) of section 1, [issued to a crediter to insure
debtors of such creditor], a provision that the insurer will furnish to the policyholder for delivery to each
debtor insured under the policy a form which will contain a statement that the life of the debtor is insured
under the policy and that any death benefit paid thereunder by reason of his death shall be applied to reduce
or extinguish the indebtedness.

{13} In the case of a policy of the type specified in subsection A(6) of section 1, a provision that the insurer will
issue to the policyholder for delivery to each person insured an individual certificate setting forth a statement
as to the insurance protection to which he is entitled 2nd to whom the insurance benefits are payable.

Section 4. Supplementary Bill Relating to Conversion Privileges

If any individual insured under a group life insurance policy hereafter delivered in this state becomes entitled under the
terms of such policy to have an individual policy of life insurance issued to him without evidence of insurability, subject to
making of application and payment of the first premium within the period specified in such policy, and if such individual is
not given notice of the existence of such right at least 15 days prior to the expiration date of such period, then in such
event the indjvidual shall have an additional petiod within which to exercise such right, but nothing herein contained shail
be construed to continue any insurance beyond the period provided in such policy. This additional period shall expire 15
days next after the individual is given such notice but in no event shall such additional period extend beyond [60} 90 days
next after the expiration date of the period provided in such policy. Written notice presented to the individual or mailed
by the policyholder to the last known address of the individual or mailed by the insurer to the last known address of the
individual as furnished by the policyholder shall constitute notice for the purpose of this paragraph.

FEELTEFERELREITRNXBRTRER R bR AR kTR

(C3) Industry Advisory Committee
on Revision of Model Group Life Insurance Laws

Baltimore, Maryland
June 13, 1978

The industry advisory committee was appointed by task force Chairman, Sidney A. Green in mid-April. Since then we have
had an opportunity to meet with the task force on just one occasion. That meeting took place in Baltimore on May 4,
1978.

At that meeting it was quite evident thar the majority of the industry advisory committee members were in basic
agreement with the recommendations presented to the (C3) Subcommittee by the American Council of Life Insurance at
the December 1977 NAIC meeting. After a rather full discussion of the pros and cons of those recommendations, Mr.
Green indicated thart the task force would undertake its own redraft of the Group Life Definitions and Standard Provisions.
The result of these efforts is reflected in the draft which the task force has presented to this subcommittee today.
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Since the draft was only recentty made available to the industry advisory committee, it has not been possible for us to
discuss it in any depth befare this meeting. However, we have no objections to the task force’s recommendation that it be
accepted as an exposure draft, We look forward to a continued dialogue with the task force and hope that we will be able
to jointly develop a proposal which can be recommended for adoption by the NAIC at next December’s meeting.

William F. Hannan, Chairman, Prudential Insurance Company of America; H, James Douds, National Association of Life
Underwriters; Robere L. Kelsey, John Hancock Mutual Life Insurance Company; Paul C. Latchford, Monumental Life
Insurance Company; Michael Marchese Jr., Lincoln National Life Insurance Company; James F. Nagle, Life Insurance
Company of North Arerica; Vincent P. Reusing, Metropolitan Life Insurance Company; Gary W. Tolman, American
National Insurance Company; Chester Zinn, Connecticut General Life Insurance Company,

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

(C3) Life Insurance

SPECIAL REPORT
May 1978

Actuarial Guidelines

CONTENTS
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The (C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation recommends that the (C3)
Life Insurance Subcommittee adopt the four actuarial guidelines proposed in this Special Report and that such guidelines
be recommended to the Financial Condition Examination (A5) Subcommittee for inclusion in the Financial Condition
Examiners Handbook. Like all other materials included in the handbook, these guidelines are subject to possible
modification in certain jurisdictions because of legislation peculiar to those jurisdictions. The four guidelines recommended
are:

A. Reserve requirements with respect to interest rate guarantees on active life funds held relative to group annuity
contracts,

B.. Interpretation of minimum cash surrender benefit under the standard nonforfeiture law for individual deferred
annuities having surrender charges for cash surrender, ‘

C. Interpretation regarding reserves for certain forms of term life insurance.

D. Interpretation of the standard vatuation law with respect to the valuation of policies whose valuation net premiums
exceed the actual gross premium collected.

The texts of the first three guidelines are given in Attachments A, B and C, The fourth guideline is so brief that its text is
included in this report.

A. Reserve Requirements With Respect to Interest Rate Guarantees on Active Life Funds Held Relative to Group Annuity
Contracts

1. See Attachment A for the text of this guideline.

2. The purpose of this guideline is to provide a recommended uniform procedure for the valuation of group annuity active
life funds which are accumulated at guaranteed rates of interest in excess of the statutory maximum guaranteed rates of
interest permissible for the valuation of benefits purchased by group annuity funds. Most statutes, including the Standard
Valuation Law, are silent on this procedure, and so the need for this guideline is established.
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3. The guideline requires that the task force inform the NAIC Central Office by November 1 of each year the valuation
interest assumption to be applied in the valuation of group annuity contributions received in the most recent calendar year.
The NAIC Central Office will then update the table of valuation interest assumptions to be used with the guideline and
distribute such updated table to the various Cormissioners in time for use for the valuation of group annuity active life
funds at the end of the year. This procedure is somewhat analogous to the present NAIC procedure for the Securities
Valuation Manual prepared by the Securities Valuation Office of the NAIC. '

B, Interpretation of Minimum Cash Surrender Benefit Under the Standard Nonforfeiture Lew for Individual Deferred
Annuities

1. See Attachment B for the text of this guideline.

2. The purpose of this guideline is to provide a recommended uniform interpretation of the provisions of the Standard
Nonforfeiture Law for Individual Deferred Annuities with respect to individual deferred annuities with a surrender charge
at maturity. At maturity of such contracts, either the annuitant may take the accumulated value without surrender charge
and apply such accumulation to purchase an annuity, ot the annuitant may surrender the annuity for cash and thereby
receive the accumulated value less a surrender charge.

C. Actuarial Interpretation Regarding Minimum Reserves for Certain Forms of Term Life Insurance

1. See Attachment C for the text of this guideline.

2. The purpose of this guideline is to provide a practical interpretation for a uniform procedure for the valuation of
tenewable term insurance particularly for those plans where the valuation net premium exceeds the actual gross premium,
The principal problem is that the 1958 CSO Mortality Table provides unrealistically high mortality assumptions with
respect to current issues of renewable term insurance. The gross premium rates for such plans under a most strict
interpretation of the present valuation statutes must be maintained at artificially high levels; otherwise, the insurer would
incur a large drain on surplus, In addition to the text of the guideline, Attachment Cl entited, “Proposed
Recommendation by the American Council of Life Insurance on Deficiency Reserves for Renewable Term Insurance,”
further illustrates the need for this guideline,

D, Interpretation of the Standard Valuation Law With- Respect to the Valuation of Policies Whose Valuation Net
Premiums Exceed the Actual Gross Premium Collected

1. The purpose of this guideline {items 2 and 3 below) is to clarify the intent of the Standard Valuation Law.

2. The method of valuation promulgated by the model legislation adopted by the NAIC in December 1976 for the
) vrgluation of life insurance policies whose valuation net premiums exceed the actual gross premiums collected is a change in
method of reserve calculation and not a change in reserve standards,

3. For policies sa valued the maximum permissible valuation interest rate and the applicable mortality basis specified is
that in effect at the date of issue of such policies.

John O. Montgomery, Chairman, California; James Montgomery III, District of Columbia; Larry Gorski, Illinois; Erma
Edwards, Nevada; William A, White, New Jersey; Thomas ]J. Kelly, New York; Robert Dolan, Pennsylvania; Ted Becker,
Texas; Bradford S, Gile, Wisconsin,

ATTACHMENT A

RESERVE REQUIREMENTS WITH RESPECT TO INTEREST RATE GUARANTEES
ON ACTIVE LIFE FUNDS HELD RELATIVE TO GROUP ANNUITY CONTRACTS

As part of the determination of the aggregate minimum group annuity reserves, a computation must be made of minimum
reserves for deposit administration group annuity funds with interest rate guarantees including all such funds pertaining to
possible purchase of group annuities whether such funds are held in a separate account or in a general account, whether
shown as premiums, advance premiums, auxiliary funds, etc. and whether the liability is shown in Exhibit 8 or elsewhere,
In making such computation, the procedure and minimum standards described below shal! be applicable for the December
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31 calendar year ““y” valuation giving recognition to the dates deposits were made., Where appropriate and with the
approval 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 funds, and excess of purchase price over minimum reserves. In no event
shall the reserve be less than the transfer value, if any, of the fund. Approx:mate methods and averages may be employed
with the approval of the Commissioner,

To the extent that the application of these valuation procedures and standards would require a company to establish
aggregate minimum reserves for group annuities and related funds in excess of reserves which it would not otherwise hold if
these valuation procedures and standards did not apply, such company shall set up additional reserve liability whether
shown in its general account or in 2 separate account, whether shown in Exhibit B or elsewhere.

For funds received:

(1)  Prior to calendar year 1976, follow the procedure used at that time,

(2)  In calendar year 1976 or later, follow the minimum standards prescribed below:

(a}  Contracts having no guaranteed interest rates in excess of 6% on future contributions to be received more
- than one year subsequent to the valuation date

The minimum- reserve shall be equal to the sum of the minimum reserves for funds attributable to contributions
received in each calendar year,

Where Vy = Minimum reserve for funds attributable to contributions received in calendar year y
Vy = [Cyx (1 +igy)0) /(1 +ipy)P
Cy = Portion of guaranteed fund attributable to contributions received in calendar year y

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

lp)’ = Lowest of:

(1) rhc net new money rate credited by the company on group annuity funds attributable to,
contributions received in calendar year y less .005; or

(2) igyior
(3) imy; where
imy = (i} for calendar years y + 1 through y + 10, the values shown in the table of values of
imy " disttibuted each year by the Central Office of the Nationa! Association of
Insurance Commissioners;
(ii) - for calendar years y + 11 and later, .060.

n = Number of guarantee years, and fractions thereof, remaining as of the December 31 valuation.

{b}  Contracts having guaranteed interest rates in excess of 6% on future contributions to be received more than
one year subsequent to the valuation date,

The same procedures as set forth under (a) above shall be used except that the deduction under (1) of i ipy
shall be .01 instead of .005 and i imy for calendat years y + 1 through y + 10 shall be reduced by ,005.
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Table of Values of iy
(Effective for the December 31, 1977 Valuation)

Calendar Year y in Which Value of ipyy for Calendar
Contributions Were Received” Yeats y + 1 Through v + 10
1976 .089
1977 .087

*Note: These factors were based upon gross new money rates for reporting annuity writing companies less .01
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ATTACHMENT B

INTERPRETATION OF MINIMUM CASH SURRENDER BENEFIT
UNDER STANDARD NONFORFEITURE LAW FOR INDIVIDUAL DEFERRED ANNUITIES

Section 6 of the madel bill as written does not require that cash surrender benefits be paid; but where they are paid, it
requires that such cash surrender benefits grade into maturity value using an interest rate not more than one percent higher
than the rate specified in the contract for accumulating net considerations. While this method will be suited for contracts
having a sales load at issue, it may create a problem for contracts having surrender charges for cash surrender.

For contracts providing cash surrender values, the cash surrender value at maturity shall be at least equal to the minimum
nonforfeiture amount at maturity as defined in section 4. For purposes of calculating cash surrender values prior to
maturity, the term “maturity value™ in the Standard Nonforfeiture Law for Individual Deferred Annuities shall mean the
cash surrender value at maturity,

EEREVERXEFEFEBAXESRERANNERINR RS

ATTACHMENT C

ACTUARIAL INTERPRETATION REGARDING MINIMUM RESERVES
FOR CERTAIN FORMS OF TERM LIFE INSURANCE

Scope, This interpretation recommended by the NAIC Technical Task Force to Review Valuation and Nonforfeiture
Value Regulation deals only with term life insurance without cash values which the owner has the unilateral right to
maintain in force until its stated expiry date, subject only to the payment of required premiums which vary (generally
increasing on a per $1000 basis) during the term of the policy and under which premium rates are guaranteed to the stated
final expiry. This interpretation applies only to such term plans valued on the 1958 CSO Mortality Table for the current
term period.

Ten year renewable term, five year renewable term and one year renewable term or term to a stated age with generally
increasing premiums are titles commanly given to such policies, but this interpretation concerns itself with the actual
coverage provided and is not controlled by the name given the coverage.

Background Information, Historically, reserves an one year renewahble term policies have consisted of a basic reserve for the
current term period of one-half the cost of insurance for the current term peried, plus a deficiency reserve, if any. The
application of the Commissioners reserve valuation method to determine basic reserves and deficiency reserves for such
policies is subject to varying interpretations as noted in Walter Q. Menge’s paper, “‘Commissioners Reserve Valuation
Method" written at the time of construction of the Standard Valuation Law,

... the adaptation of the Commissioners reserve valuation method to fit policies for which the gross preminm
varies from year to year becames a problem of generalization which, from a purely theoretical viewpaint, has
an infinite number of possible solutions, some of which are practical and others of which are impractical.l

and

For these reasons, it seems desirable not to formulate at this time any fixed rules for the valuation of these
vnusual types of policies and ridérs. The second paragraph of section 4 of the Standard Valuation Law does
not define the method of vatuation of such contracts but requires that the method used, whatever it may be,
must be consistent with that employed for uniform premium policies providing uniform insurance benefits,
thus leaving open the possibility of a choice of several consistent methods.?
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Acceptable Approaches. Two approaches to “eonsistent’” reserves are suggested.

The unitary policy approach considers such policies as variable premium policies up to the mandatory expiry date. Under
this approach the valuation net premiums are a uniform percentage of gross premiums with the percentage fixed at issue
date, If appropriate deficiency reserves are held, this approach has great appeal. However, it is susceptible to manipulation
and illogical results. Reserves according to this approach should be acceptable only if the company can demonstrate that
actual reserves, including deficiency reserves, for all renewable term business valued using this approach are of the same
general magnitude as would occur using an approved method as defined below.

The other approach is to hold policy reserves for only the current period of years (not necessarily equal to the renewal
period) during which the required premium per $1000 remains level, including deficiency reserves if appropriate,
Additional reserves are established where net premiums, calculated on a basis which reflects current mortality, exceed gross
premiums for future periods of level premiums. Although not speaking directly to valuation problems in' this instance, the
Hooker Committee report said:

The question was raised whether a policy providing term insurance for several years, automatically followed
by permanent insurance, should be considered as two separate policies for the purpose of the Act. in the
Committee’s opinion, the respective portions may be treated separately if the portion providing permanent
insurance takes the Company’s regular rate at the then attained age. The rated age provision in the law
appears to cover this point. However, the Committee draws a distinction between policies providing purely
term insurance followed by permanent insurance at the company’s published rate at the attained age of
conversion, the policies providing for an initial premium such that the increased premium at a subsequent
duration differs from that for a new policy at the attained age, The latter case obviously constitutes a single -
policy to which the formula should be applied at the outset.? .

The second sentence of the above quotation lends support to the approach of separating successive periods of level
premiums.

Under this interpretation, an approved method is any method which produces teserves greater than or equal to the sum of
policy reserves, including deficiency reserves, for the current period of level premiums calculated on the basis of the
applicable mortality and interest standards and reserve method specified in the Standard Valuation Law plus additional
reserves calculated according to the following basis applied uniformly to all such policies.

The present value of the excess of test premiums for future periods of level premiums for which gross
ptemiums are guaranteed over the respective gross premiums, such test premiums and present values being
calculated on the mortality table attached to this interpretation and 4%% interest.

In case 2 future gross premium exceeds the test premium, the excess shall be considered zero and not a negative amount.
This is in accordance with the principle of anticipating no future profits but providing for all future losses,

Reinsured Business. If reinsurance is assumed under an agreement in which the reinsurer reserves the right to raise
premiums to a level at least as great as the net valuation premiums, the reinsurer is not required to establish deficiency
reserves or additional reserves, and the ceding company is not permitted to take credit for such reserves on the portion of
the business which is reinsured. :

If a reinsurance agreement guarantees future reinsurance premiums, the reinsurer should establish deficiency reserves and
additional reserves as required by this interpretation for the period for which reinsurance premiums are guaranteed, and the
ceding company may take credit for such reserves egainst its deficiency and additional reserves on the portion of the
business which is reinsured to the extent permitted by law.

Adequacy of Reserves, Although the above alternative is acceptable as meeting the intent of the Standard Valuation Law,
this does not in-any way relieve the certifying actuary of the insurance company from exercising his own best judgment
with respect to the appropriate reserves. In particular, the actuary should consider term contracts of this nature when he
states his opinion that aggregate reserves “‘make a good and sufficient provision for all unmaturity obligations of the
company guaranteed under the terms of its policies”” and “include provision for all actuarial reserves and related statement
items which ought to be established."# ‘
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The basic source of the rates is the modern CSO (TSA27, p. 624). These rates are age nearest birthday (ANB) rates, and age
last birthday (ALB) rates were obtained by the same process as was used to obtain the 1958 CSO (ALB) rates. Beginning
with the age 71 rates, these rates were interpolated into the 1958 CSO such that ages 75 and up are 1958 CSO rates.

The resulting gy, values were then individually subjected to a maximum of the 1958 CSO rates for males and the 1958 CS0O
rates set back six years for females (six-year setback according to the methods described in TSA11, p. 1060, for the

three-year setback.)

16
17
18
19
20

21
22
23
24
25

26
27
28
29
30

MORTALITY RATES

ANB

0.00498
0.00150
0.00144
0.00136
0.00130
0.00124

0.00119
0.00115
0.00112
0,00111
0,00111

0.00112
0.00115
0.00120
0.00127
0,00135

0.00143
¢.00151
0.00160
0.00168
0.00175

0.00182
0.00186
0.00189
0.00191
0.00193

0.00196
0.00199
0.00203
0.00208
0.00212

ALB

0.0032443
0.0014700
0.0014001
0.0013300
0.0012701
0.0012151

0.0011701
0.0011349
0.0011150
0.0011100
0.0011150

0.0011350
0.0011751
0.0012349
0.0013100
0.0013899

0.0014699
0.0015550
0.0016400
0.0017149
0.0017850

0.0018449
0.0018749
0.0019000
0.0019199
0.0019450

0.0019750
0.0020099
0.0020549
0.0021049
0.0021350

ANB

0.00498
0.00150
0.00138
0.00132
0.00126
0.00121

0.00116
0.00112
0.00109
0.00108
0.00108

0.00109
0.00110
0.00111
0.00112
0.00114

0.00117
0.00121
0.00126
0,00132
0.00139

0.00146
0.00154
0.00162
0,00169
0.00174

0.00179
0.00183
0.00186
0.00189
0.00191

ALB

0.0032443
0.0014700
0.0013500
0.0012900
0.0012350
0.0011850

0.0011400
0.0011050
0.0010850
0.0010800
0.0010850

0.0010950
0.0011050
0,0011150
0.0013000
0.0011500

0.0011900
0.0012350
0.0012900
0.0013550
0.0014250

0.0015000
0.00158Q0
0.0016549
0.0017150
0.0017649

0.0018100
0.0018449
0.0018749
0,001%000
0,0019199



31
32
33
34
35

36
37
EE:
39
40

41
42
43
45

47
48

49

50

51
52
53
54
55

56
57
58
59
60

61
62
63
64
65

66
67
68
69
70

71
72
73
74
75

Male
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ANB

0.00215

0.0021% .

0.00223
0.0022¢9
0.00237

0.00247
0.00259
0.00275
0.00294
0.00315

0.00339
0.00365
0.00394
0.00426
0.00460

0.00498
0.00541
0.00587
0.00639
0.00696

0.00760
0.00830
0.00907
0.00992
0.01084

0.01134
0.01291
0.01406
0.01534
0.01679

0,01847
0.02043
0.02269
0.02523
0.02798

0.03090
0.03393
0.03704
0.04029
0.04377

0.04889
0.05454
0.06036
0.06684
0.07337

ALB

0.0021699
0,0022099
0.0022601 -
0.0023299
0.0024199

0.0025300
0.0026699
0.0028448
0.0030449
0.0032698

0.0035198
0.0037947
0.0040996
0.0044296
0.0047896

0.0051945
0.0056394
0.0061293
0.0066740
0.0072789

0.0079487
0.0086833
0.0094931
4.0103777
0.0113373

0.0123718
0.0134813
0.0146954
0.0160594
0.0176229

0.0194410
0.0215483
0.0239454
0.0265873
0.0294192

0.0323913
0.0354581
0.0386344
0.0419942 -
0.0456324

0.0509783
0.0568096
0.0629801
0.0694158 -
0.0761643

Female

ANB

0.00193
0.00196
0.00199
0.00203
0.00208

0.00213
0.00219
0.00225
0.00232
0.00240

0.00251
0.00264
0.00280
(.00301
0.00325

0.00353
(.00384
0.00417
0.00453
0.00492

0.00535
0.00583
0.00636
0.00695
0.00760

0.00832
0.00911
0.00996
0.01089

0.01190-

0.01300
0.01421
0.01554
0.01700
0.01859

0.02034
0.02224
0.02431
0.02657
0.02904

0.03175
0.03474
0.03804
0.04168
0.04561

ALB

0.0019450

0.0019750 -

0.0020099
0.0020549
0.0021049

0.0021600
0.0022199
0.0022850
0,0023600

0.0024549

0.0025750
0.0027199
0.0029049
0.0031297
0.0033898

0.0036848
0.0040048
0,00434946
0.0047245
0.0051345

0.0055894
0.0060941
0.0066541
0.0072739
0.0079586

0.0087133
0.0095330
0.0104227
0.0113922
0.0124467

0.0136010
0.0148703
0.0162642
0.0177882
0.0194568

0.0212802
0.0232634
0.0254260
0.0277884
0.0303751

0.0332207
0.06363609
0.0398247

" 0.0436032

0,0476512
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76
77
78
79
80

81
82
83

35

86
87
88
89
90

921
92
93
94
95

26
97
98
99

100
101
102
103
104
105

Male
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ANB

0,07918
0.08570
0.09306
0,10119
0.10998

0,11935
0,12917
0.13938
0,15001
0.16114

0.17282
0.18513
0.19825
0.21246
0.22814

0.24577
0.26593
0.28930
0.31666
0.35124

0.40056
0.48842
0.66815
1.00000

L Purpose of the Recommendation

To develop a recommended uniform interpretation of deficiency reserve statutes as they apply to renewable term

insurance,

II. Background

At one time, term insurance renewals were at the compzny’s option and only the current term peried was involved in the
valuation process. But over the years renewable term insurance has come to mean term insurance under which the insured
has a right to renew at specific gusranteed premiums at the end of the initial term period for one or mote subsequent
periods — and the Standard Valuation Law is not completely clear as to the proper treatment of reserves in these

circumstances.

ALB

0.0823059
0.0892151
0.0969267
0.1053509
0.1143924

0.1239481
0.1339226
0.1442973
01551241
0.1664679

0.1783921
0.1910205
0.2045732
0,2193681
0.2358223

0,2544375
0.2758218
0.3006685
0.3306957
0.3706446

0.4334881
0.5492489

0.7507962
1,0000000

(A2 LR T

ATTACHMENT C1

Female
ANB ALB
0.04979 0.0519144
0.05415 0.0563373
0.05865 0.0608855
0.06326 0.0656105
0.06812 0.0706525
0,07337 0.0761643
0.07918 0.0823059
0,08570 0.0892151
0.09306 0.0969267
0.10119 0.1053509
0.10998 0.1143924
0.11935 0.1239481
0.12917 0.1339226
0.13938 0,1442973
0.15001 0.1551241
0.16114 0.1664679
0.17282 0.1783921
0.18513 01910205
0.19825 0.2045732
0.21246 0.2193681
0.22814 0.2358223
0.24577 0.2544375
0.26593 0.2758218
0.28930 0.3006685
0.31666 0.3306957
0.35124 0.3706446
0.40056 0.4334881
0.48842 0.5492489
0.66315 0.7507962
1.00000 1.0000000

Proposed Recommendaition by the American Council of Life Insurance
on Deficiency Reserves for Renewable Term Insurance
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There are no clear guidelines for valuation of renewable term msurance, and a variety of interpretations exists between
states and companies,

A

111

Some states do not requn‘e reserves other than for a current term period; others have more conservative but differing
interpretations,

States have not generally distributed regilations or policy statements as to the interpretation of deficiency reserve
laws, A single state may impose a conservative interpretation on one company and, in effect, by omission, a liberal
interpretation on another company, .

Some states apply their interpretation of the deficiency reserve law on extra-territorial basis; others, apparently for
business issued in the state only. : :

The interpretation has an effect on pricing. Some companies are charging customers higher premiums than they
think are necessary because they feel constrained by a conservative interpretation; other companies have priced
assuming a liberal treatment and would find the product to be underpriced if they become subject retroactively to a
conservative treatment.

Work of the Council so Far

We believe the valuation laws of the various states are not clear as to the treatment of renewable term insurance
both with respect to basic reserves as well as deficiency reserves. This simple fact is the basic reason so many
differing interpretations exist with respect to this business. This problem of varying interpretations of the reserve
statute does not exist on permanent insurance. There is a consistent and uniform understanding of basic and
deficiency reserve requirements for most permanent plans.

The problem of very high deficiency reserves on term insurance which come out of conservative interpretations of
the law results from the high assumed mortality rates of the obsolete 1958 CSO Mortality Table.

For example, additional reserves on this basis at age 45 on a competitively priced yearly renewable term plan to age
96 can run as high as $31.67 per $1000 on an initial premium per $1000 of $4.96. Use of a mortality table more
representative of modern experience would reduce this additional reserve to $.57 per $1000 (see Attachment 1),

The Council has considered carefully the “unitary policy” concept for renewable term insurance in making this
recommendation. Under this concept, the policy is considered a single modified premium policy runnmg from date
of issue to the end of the final period for which premium rates are guaranteed. .

Within this concept there are at least two frequently discussed ways of computing both basic and deficiency reserves:

()] Net premiums are calculated as a single uniform percentage of gross premiums from issue until the end of the
final period for which premiums are guaranteed. Both basic reserves and deficiency reserves would be based
on these premiums,

(i) Net premiums are computed for each period of [evel premiums separately, resulting in a series of net
premiums which are not necessarily a constant percentage of gross premiums throughout but are a constant
percentage of gross premiums within each period of level premiums. Both basic reserves and deficiency
reserves would be based on these premiums, ‘

Results will generally be different between the two approaches, except for plans which are deficient throughout
under both definitions (in which case total reserves will simply equal present value of future benefits less present
value of future gross premiums). '

Approach (i) has theoretical appeal, but we discovered it may have a2 number of practical drawbacks, such as: (a)
the fact that manipulation of gross premiums at later durations can eliminate the need for deficiency reserves; (b)
basic reserves can be affected arbitrarily by the relative slope of the gross premium scale; and (¢) basic reserves on
two plans with identical benefits are equal only if the premiums for both plans are proportional.

We expect to do more studies, but have used approach (ii) as the basis for a propoesed interim solution.
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The Council recognizes the need for a permanent solution to this problem and is willing to continue to work toward
this goal, However, the current problem is a very urgent one, and we have concentrated on an immediate answer to
it. We believe we have found an acceptable temporary solution. Our objectives in reaching it were as follows:

1, To find a practical solution which falls within the scope of existing law and, therefore, can be implemented
immediately.

2. To find an interpretation which is applicable under both existing law and the new NAIC model.

3. Teo prevent an abrupt significant change in the surplus position to companijes who, in the absence of direction
to the contrary, pticed their products based on a liberal interpretation of the law.

4. To avoid manipulation of gross premiums at leter durations for the purpose of eliminating or reducing
deficiency reserves.

5. To find a solution which will not, in an attemnpt to protect statutory solvency through overly conservative
reserve requirements, unnecessarily increase the cost of renewable term insurance to the consumer,

IV. Findings

A,

Conservative interpretations of the current and proposed statutes are that the “premium paying period” in the law
extends to the end of the period for which premiums are guaranteed. In the case of, for examplé, a five-year
renewable term policy with premiums guaranteed to age 70 which increase at the end of each five years, the
premium paying petiod would be “to age 70.” This interpretation of the law would require deficiency reserves equal
to the present value of deficiencies over that entire premium paying period,

The most liberal intetpretation Qf the statutes would allow “‘premium paying period” to be defined as the current
period of level premiums of a policy. In the case of the five-year renewable term policy described above, the
premium paying period would be considered to be five years,

The Council fully recognizes the need for protection of the insured public through assuring the solvency of
companies. However, we believe that deficiency reserves set up to the extent indicated by the most conservative
method coupled with the 1958 CSO Mortality Table would be excessive.

We, therefore, propose adoption of an interpretation of the law combined with additional requirements by directive
such that the end result provides solvency protection but not to excess. At this point, it should be noted that
actuarial certification provides overall insurance that the total reserves are adequate. This includes deficiency
TCSErvesS,

V. Proposed Interim Solution

A,

We recommend that:

1. The NAIC, in recognition of the confusion which has existed around these laws in the past and which
continues to exist, adopt the more liberal interpretation of the laws as defined in item 1VB above as the
official interpretation of the law. Deficiency reserves would be viewed as being required by statute (and
therefare based on 1958 CSO mortality) only for the current period of level premiums where net premiums
exceed gross premiums for such period; and

2, The NAIC urges states to require by directive the establishment of additional reserves calculated according to
the “conservative method™ as described in item IVA, but using a mortality table more representative of
modern experience, This directive would set up a model requirement that additional reserves be held in cases
where net premiums on this modern basis exceed guaranteed gross premiums for future periods of level
preminms, For this purpose, we suggest that the “Modern CSO" Mortality Teble which has been used for
testing purposes and is described in the Transactions of the Society of Actuaries, Vol. XXVII, 1975, p. 624,
would serve as a reasonable approximation to a realistic modern valuation table until 2 new CSO table is
developed. Precedent for the use of a table other than the 1958 CSO for computing reserves exists in cases
such as group conversion, guaranteed insurability, etc.




NAIC Proceedings — 1978 Vol. il 421

B. The “Modern CSO" Mortality Table and the maximum interest rate permitted by law should be used to compute
net premiums to measure deficiencies in future periods of level premiums and also to take their present value in

computing the additional reserve to be held,

C. We emphasize again the fact that this solution is not intended to be a long term one. However, we believe it fulfills
the objectives discussed earlier in this report during the period that-a longer term solution is being developed.

ATTACHMENTS

Attachment 1 shows basic feserves, net premiums, deﬁmency reserves and total reserves for a competitively priced Annual
Renewable Term to Age 96 policy. v - - :

These reserves are computéd on the “unitary policy” concept described in item IIIC on pages 3 and 4 of the report. The
reserves labeled “'Single Policy™ are calculated under approach (i} ‘where net premiums are single uniform percentage of
gross premiums throughout. The ‘reserves labeled *Series of Policies' apply the “unitary policy” concept under approach
{ii) where net premiums are computed for each period of level premiums separately. -

Basls 1. Using 1958 CSO 3%% for basic reserves and deficiency reserves. These results show extremely large deficiency
reserves and illustrate one practical difficulty of the *'single policy’ approach where the sufficiencies in later years
significantiy reduce the deficiencies.

Basis 2. Using 1958 CSO 3%% for basic reserves and 1958 CSO 4%% for deficiency reserves. These results show that use of
the minimum standard (as provided in the latest NAIC model version of the law) provides little relief,

Basis 3. Using 1958 CSO 3%% for basic reserves and the “Modern CSO" Table (appearing on page 624 of Transactions of
the Society of Actuaries, Vol, XXVII, 1975) and 3%% interest for deficiency reserves,

Basis 4, Same as Basis 3, but using 4% interest for deficiency reserves.

Bases 3 and 4 on the “‘series of policies’ approach illustrate the recommendation of the Council depending upon the table
chosen to represent modern mortality. : :

Attachment 2 summarizes considerable basic research into the “unitary policy” question and illustrates the reason for our
recommendation based on approach (ii) for calculating net premiums under this concept.

Attachment 3 discusses the specific language of the standard valuation law.

Attachment 4 illustrates the mortality margins in the ‘““Modern CSO™ Table as compared to the graduated 1965-70
intercompany experience taken from the Society of Actuaries Reports of Mortality and Morbidity Experience for 1966,
1968, 1970 and 1971 which reflects medically underwritten standard ordinary experience in policy years 6-15 and
ultimate mortality for medical 2nd nonmedical issues combined in policy years 16 and over. In this respect, the 65-70
graduated experience data is similar to the 1950-54 experience underlying the 1958 CSO Table which was graduated to
form the 1958 CSO PBasic Table, Absolute and percentage mortality margins are shown for the 1958 CSO Table as

. compared to graduated 1950-54 experience as compared to graduated 1965-70 expetience. Similar mortality margins are
shown for the.“Modefn CSO” Table as compared to graduated 1965-70 experience, The “Modern CSO” Table was
constructed from the graduated 1965-70 experience using the same methodology as was used.to construct the 1958 CSO.
Table from the graduated 1950-54 experience. Also shown are the actual mortahty rates of the tables and of the graduated
experience.

Attachment.5 is a draft Proposed Model Directive Regarding Minimum Reserves for Certain Forms of Term Life Insurance
which would implement the recommendations of the American Council of Life Insurance fomitted bere since it was
incorporated into “'Attachment C, Actuavial Interpretation Regarding Minimum Reserves,” above],
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ATTACHMENT 1 TO ATTACHMENT C1

ART to Age 96
Terminal Reserves Per $1000
Issue Age: 25
Basis: 1
Valuation Basis for Basic Reserves: 1958 C50 3%%
Valuation Basis for Deficiency Reserves: 1958 C50 3%%

Single Policy Series of Policies
Gross Net Basic Def Total Net Basic Def. Total

Dur. Prem. Prem. Def. Reserve Resetve Reserve* Prem. Def. Reserve  Reserve Reserve®
1 2.03 2.08 0.05 0.15 5.16 5.31 1.89 0.00 0.00 17.41 17.41
2 2.06 2.11 0.05 0.35 5.30 5.65 1.92 0.00 0.00 - 18.06 18.06
3 2.08 2.13 0.05 0.56 5.45 6.01 1.96 0.00 0.00 18.73 18.73
4 2.10 2.15 0.05 0.75 5.61 6.36 2.01 0.00 0,00 19.42 19.42
5 213 2,18 0.05 0.93 5.77 6.69 2.06 0.00 0.00 20.14 20.14
[ 2.14 2,19 0.05 1.09 5.93 7.02 2,12 0.00 0.00 20.89 20.89
7 2.15 2.20 0.05 1.21 6.10 7.32 2,17 0.02 0,00 21.67 21.67
8 2,16 2.21 0.05 1.29 6.28 7.57 2.24 0.08 0.00 22.46 22,46
9 2.17 2,22 0.05 1.31 6.47 7.77 2.32 0.14 0.00 23.22 23.22

10 2,23 2.28 0.05 1.26 6.66 7.91 2.43 0.19 0.00 23.94 23.94

o

s .

15 3.05 312 0.07 0.63 7.71 8.34 341 0.36 0.00 27.65  27.65

L2

o

20 4,52 4.63  0.10 -1.24 8.90 8.90 5.17  0.64 0.00 31.08  31.08

L]

L ]

25 6.91 7.07 Q.15 -5.16 10.23  10.23 8.04 Li2 0.00 33.80  33.80

L]

L]

30 1075 1099 024 -2.89 1172 11.72 12.56  1.81 0.00 3472 3472

Single Policy. Net premiums are calculated as a constant percentage of gross premiums to age 36. Basic reserves are based
on these net premiums and calculated for a benefit period running to age 96. Deficiency reserves are based on net
premiums calculated on this basis and with ‘'the remainder of the premium-paying period” being ‘“to age 96." The net
premiums used in the deficiency reserve calculation are shown above,

Series of Policies, Net premiums are calculated as a series of net level premiums fot one-year term insurance. Basic reserves
are based on these net premiums and calculated for a benefit period of one yeat. Deficiency reserves are based on net
premiums calculated on this basis and with “‘the remainder of the premium-paying period” being “‘to age 96.” The net
premiums used in the deficiency reserve calculation are shown abave. No sufficiencies offset deficiencies.

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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ART to Age 96
Terminal Reserves Per $1000
Issue Age: 45
. Basis: 1 -
Valuation Basis for Basic Reserves: 1958 CSO 3%%
Valuation Basis for Deficiency Reserves: 1958 CSO 3%%

" Single Policy Series of Policies
Gross Net Basic Def. Total Net Basic Def, Total
Dur, Prem. , Prem. Def. Reserve Reserve Reserve* Prem, Def, Reserve  Reserve Reserve*
1 4.96 506 010 = -0.58 7.88 7.88 5.63 0.67 0.00 3167 . 3167
2 -541 5.52 0.10 -1.20 8.10 8.10 6.14 0.73 0.00 32.27 32.27
3 5.88 6.00 0.11 -1.90 8.33 833 6.71 0.83  0.00 32.86 32.86
4 6.37 6.50° 012 =273 8.56 8.56 7.34 097 °  0.00 33.38 33.38
5 6.91 7.05 013 -3.73 8.80 8.80 8.04 112 0.00 33.80  33.80
6. 7.61 7.76 ~ 0.15 -4.93 9.05 9.05 880 119 0.00 34.11 34.11
7 8.35 852 0.16 -6.23 9.30 2.30 2.62 1.27 0.00 3439 3439
8 910 9.28 0.17 ° -7.68 9.56 9.56 1052 142 0.00 34.62  34.62
b 9.89 10.08 0.19 -9.33 9.82 9.82 11.50  1.60 0.00 3474  34.74
0 1075 10.96 0.21 -11.25 1008  10.08 12,56 181 0.00 3472 34.72
15 16.82 17.15 0.32 -24.88 11,51 11.51 19.65 2.83 0.00 32.75 32.75
R .
. ‘ .
20 26.32 26.83 0.50° -50.64 13.15 13.15 30.68 4.35 0.00 " 24.52 24.52°
R .
»
25 4408 4493 084 -94.72 15.06 15.06 4811 4.02 0.00 9.91 9.91
-
30 73.96 75.38 142 -160.23 17.24 17.24 70.89 000 . 000 0.00 0.00

Single Policy. Net premiums are calculated as a constant percentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit period running to age 96. Deficiency reserves are based on net
ptemiums calculated on this basis and with *‘the remainder of the premium-paying period” being “to age 96.” The net
premiums used in the deficiency reserve calculation are shown above. ' : ) :

Series of Policies. Net premiums are calculated as a series of net level premiums for one-year term insurance. Basic.reserves
are based on these net premiums and calculated for a benefit period of one year. Deficiency reserves are based on net
premiums calculated on this basis and with *‘the remainder of the premium-paying period’’ being “to age 96." The net
premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies,

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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ART to Age 96
Terminal Reserves Per $1000
Issue Age: 25
Basis: 2
Valuation Basis for Basic Reserves: 1958 CSO 3%%
Valuation Basis for Deficiency Reserves: 1958 CS0 4%%

Single Policy Series of Policies
Gross Net Basic Def. Total Net Basic Def. Taral
Dur, Prem. Prem. Def, Reserve Reserve Reserve* Prem.  Def. Reserve  Reserve Reserve®*
1 2.03 2.08 0.05 0,15 3.97 4,12 1.88 0.00 .00 11.82 11.82
2 2.06 212 0.05 0.35 4.10 4.45 1.90 0.00 0.00 12.38 12.38
3 2.08 2.14 0.05 0.56 4.25 4.80 1.94 0.00 0.00 12.96 12.96
4 2.10 2.16 0.05 . 075 4.39 5.15 1.99 .00 0.00 13.57 13.57
5 213 2.19 0.05 0.93 4.55 5.47 2.64 0.00 . 0.00 1421 14.21
[ 214 2.20 0,05 1.09 4.71 5.80 2.10 0.00 0.00 14.89 14.89
7 2.15 2,21 0,05 1.21 4,87 6.09 215 0.00 0.00 15,59 15.59
8 2,16 2.22 0.05 1.29 5.05 6.34. 2,22 0.06 0.00 16.33 16.33
9 2.17 2.23 Q.05 1.31 5.23 6.54 2.30 0.12 0.00 17.04 17.04
10 2.23 2.29 0.05 1.26 5.43 6.68 2,40 0.17 0.00 17.73 17.73
L .
15 3.05 3.13 0.07 0.63 6.51 7.14 3.38 0.32 0.00 21.33 | 21.33
20 4.52 4.64 011 -1.24 7.77 7.77 512 0.59 0.00 24.84  24.84
25 6.91 7.08 0.17 -3.16 .24 9.24 7.96 1,05 0.00 27.88 27.88
30 10.75 11.02 0.26 -12.89 10.91 10.91 12.44 1.69 0.00 29.36 29.36

Single Policy, Net premiums are calculated as a constant percentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit period running o age 96. Deficiency reserves are based on net
premiums calculated on this basis and with “the remainder of the premiumr-paying period”’ being “‘to age 96.” The net
premiums used in the deficiency reserve calculation are shown above.

Series of Policies. Net premiums are calculated as a series of net level premiums for one-year term insurance. Basic reserves
are based on these net premiums and calculated for a benefit period of one year. Deficiency reserves are based on net
premiums caleulated on this basis and with “the remainder of the premium-paying period” being “to age 96." The net
premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies.

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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) _ART to Age 96
Terminal Reserves Per $1000
Issue Age: 45
Basis: 2
Valuation Basis for Basic Reserves: 1958 C50 3%%
Valuation Basis for Deficiency Reserves: 1958 CSO 4%%

Single Policy _ Series of Policies
Gross Net Basic Def, Total . Net ’ Basic Def. Total

Dur. Prem. Prem. Def. Reserve Reserve Reserve* Prem, Def. Reserve  Reserve Reserve*
1. 4,96 5.09 0.12 -0.58 8.01 8.01 5.58 0.61 0,00 25.47 25.47
2 54 5.55 0.13 -1.20 8.30 8.30. 6.09 067  0.00 26.13 26.13
3 5.88. 6.03 0.14 -1.90 8.59 8.59 6.65 0.77. 0.00 26.77 26.77
4 6.37 6.53 0.15 =273 8.89 8.89. 7.27 0.90 0.00 - 2737 27.37
5 691  7.08 0,17 -3.73 2.19 9.19 7.96 1.05 0.00 27.88 27.88
6 7.61 7.80 0.18 -4.93 92.51 9.51 8.72 1.10 0.00 28.27 28.27
7 8,35 8.56 0.20 -6.23 9.84 9.84 9.53 1,18 0.00 28.65 28.65
8 2.10 9.33° 0.22 -7.68 10.17 10.17 10.42 1.32 0.00 29.00 29.00
9 9.89 10.14 0.24 -9.33 10.51 10.51 11.39 1.49 0.00 29.25 29,25 |
10 10.75 11.02 0.26 -11.25 10.86 10.86 12,44 1.69 0.00 29.36 - 29.36
L ] \ N
15 16.82 17.23 0.41 -24.88 12.75 12.75 19.46 2.64 Q.00 28.24 28.24
L ]

20 26.32 26.96  0.64 -50.64 14.96 14.96 30.38 4.06 0.00  21.16 21.16
: .

25 44.08 45,15 1.07 -94.72  17.55 17,55 47.65  3.56 0.00 8.02 8.02
30 73.96 75.76 1.79 -160.23 20.51 20.51 70.21 0.00 0.00 0.00 0.00

Single Policy. Net premiums are calculated as 2 constant perbentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit period Tunning to age 96. Deficiency reserves are based on net
premiums calculated an this basis and with “the remainder of the premium-paying period” being “to age 96.” The net
premiums used in the deficiency reserve calculation are shown above, - ’

Series of Policies. Net premiums are calculated as a series of net level premiums for one-year term insurance. Basic reserves
are based on these net premiums and calculated for 2 benefit period of one year, Deficiency reserves are based on net
premiums calculated on this basis and with *‘the remainder of the premium-paying period” being “to age 96.” The net
premiums useéd in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies,

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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ART to Age 96
Terminal Reserves Per $1000
Issue Age: 25
Basis: 3
Valuation Basis for Basic Reserves: 1958 CS0 3%%
Valuation Basis for Deficiency Reserves: Modern CSO 3%%

Single Policy Series of Policies
Gross Net Basic Def. Total Net Basic Def. Total
Dur, Prem. Prem. Def. Reserve Reserve Reserve® Prem. Def., Reserve  Reserve Reserve*
1 2.03 1.86 0.00 0.15 0.00 Q.15 1.96 0.00 0.00 0.36 Q.36
2 2,06 1.88 0.00 0.35 0.00 0.35 1.99 0.00 0.00 0.37 0.37
3 2,08 1.90 Q.00 0.56 0.00 0.56 2.01 Q.00 0.00 0.39 0.39
4 2.10 1.92 0.00 0,75 0.00 0,75 2.03 0.0 0.00 0.40 0.40
5 2,13 1.95 0.00 0.93 0.00 0.93 2.05 0.00 0.00 0.41 0.41
6 2.14 1.96 0.00 1.09 0.00 1.09 2.08 0.00 0.00 0.43 .43
7 2.15 1.97 0.00 1.21 0.00 1,21 2.12 0.00 0.00 Q.45 0.45
8 2,16 1.98 0.00 1.29 0.00 1.29 2.15 0.00 0,00 0.46 0.46
9 2.17 1.99 0,00 1.31 0.00 1.31 2.21 0.04 0.00 ~ 048 0.48
10 2.23 2.04 0.00 1.26 0.00 1.26 2,29 0.05 0.00 0.46 0.46
o
N .
15 3.05 2.79 0.00 a.63 0.00 0.63 3.04 0.00 0.00 0.45 0.45
o
>
20 4,52 413  0.00 ©o-1.24 0,00 0.00 444  0.00 0.00 0.54 0.54
L]
25 6.91 6.31 0.00 -5.16 0.00 0.00 6.72 0.00 0.00 0.66 0.66
L]
30 10,75 9.82 0.00 -12.89 0.00 0.00 10,47 0.00 0,00 0.82 0.82

Single Policy. Net premiums are calculated as a constanct percentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit period running to age 96. Deficiency reserves are based on net
premiums caleulated on this basis and with “the remainder of the premium-paying period” being “to age 96."” The net
premiums uséd in the deficiency reserve calculation are shown above.

Series of Policies. Net premiums are calculated as a serics of net level premiums for one-year term insurance. Basic reserves
are based on these net premiums and calculated for a benefit period of one year. Deficiency reserves are based on net
premiums caleulated on this basis and with “the remainder of the premium-paying period” being “‘to age 96." The net
premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies. '

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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ART 10 Age 96
Terminal Reserves Per $1000
Issue Age: 45
Basis: 3
Valuation Basis for Basic Reserves: 1958 CSO 3%4%
Valuation Basis for Deficiency Reserves: Modern CS0 3%%
Single Policy Series of Policies
Gross Net Basic Def.  Total Net Basic Def Total

Dur, Prem, Prem, Def. Reserve Reserve Reserve* Prem. Def. Reserve  Reserve Reserve®

1 4.96 4.47 0.00 -0.58 0.00 0.00 4.81 .00 0.00 0.57. 0.57

2 5.41 4.88 0.00 -1.20 0.00 0,00 5.23 Q.00 0.00 0.59 0.59

3 5.88 5.30 0.00 -1.90 0.00 0.00 5.67 0.00 0.00 0.61 0.61

4 6.37 5.74 0.00 -2.73 0.00 0.00 6.17 0.00 0.00 0.64 0.64

5 6.91 6.23 0.00 -3.73 0.00 0.00 6,72 0.00 0.00 0.66 ) 0.66

6 7.61 6.86 .00 -4.93 . 0.00 0.00 7.34 0.00 ] 0.00 0.69 0.69

7 B.35 7.52 .00 -6.23 0.0¢ 0.00 8.02 0.00 0.00 0.72 0.72

8 9.10 8.20 Q.00 -7.68 0.00 0.00 8.76 0.00 0.00 0.75 0.75

9 9.89 B8.91 0.00 -2.33 0.00 0.00 9.58 (.00 0.00 0.79 0.79
10 10.75 9.69 0.00 -11.25 0.00 0.00 1047 0.00 0.00 0.82 0.82 )
»
15 16.82 15,15 Q.00 -24.88 0.00 . 0,00 16.22 0.00 0.00 1.04 1.04

L ]
20 26.32 23.71 0.00 -50.64 0.00 0.00 27.03 0.71 0.00 1.07 1.07
25 44.08 3970 Q.00 44 .72 .00 0.00 42.29 0.00 0.00 0.00 . 0.00
30 73.96 66,61 0.00 ~160.23 0,00 0.00 65.13 0.00 0.00 .00 - 0.00

Single Policy. Net premiums are calcujated as a constant percentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit period running to age 96. Deficiency reserves are based on net
premiums calculated on this basis and with “the remainder of the premium-paying period™ being “to age 96."" The net

premiums used in the deficiency reserve calculation are shown above.

Series of Policies. Net premiums are calculated as a series of net level premiums for one-year term insurance. Basic reserves
are based on these net premiums and calculated for a benefit periad of one year. Deficiency reserves are hased on net
premiums calculated on this basis and with *‘the remainder of the premium-paying period” being *10 age 96."” The net

premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies,

*Total reserve is calcuiated assuming negative basic reserves set equal to zero.
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ART to Age 96
Terminal Reserves Per $1000
Issue Age: 25
Basis: 4
Valuation Basis for Basic Reserves: 1958 CS0 3%4%
Valuation Basis for Deficiency Reserves: Modern CSO 4%%

Single Palicy Series of Policies
Gross Net Basic Def, Total Net Basic Def. Total
Dur. Prem, Prem. Def. Reserve Reserve Reserve® Prem. Def, Reserve  Reserve Reserve®
1 2.03 1.86 0.00 . 0135 0.00 0.15 1,94 0.00 0.00 0.12 0.12
2 2,06 1.89 0.00 0.35 0,00 0.35 1.97 0.00 0.00 0.12 0.12
3 208 1A 0.00 Q.56 0.00 0.56 1.99 0.00 0,00 0.13 013
4 210 1.93 0.00 Q.75 0.00 0.75 2.01 0.00 0.00 0.14 014
3 213 1.95 0.00 .93 0.00 0.93 2.03 0.00 0.00 0.14 0.14
6 2.14 1.96 0.00 1.09 0.00 1.09 2.06 0.00 0.00 0.15 0.15
7 2.15 1.97 0.00 1.21 0.00 1.21 2.10 0.00 0.00 0.16 0.16
8 216 1.98 0.00 1.29 0.00 1.29 2,13~ 0.00 0.00 0.16 0.16
9 2.17 1.99 0.00 1.31 000 ~ 131 2.19 0.02 0.00 0.17 0.17
10 2.23 2.04 0.00 1.26 0.00 1.26 2.27 .03 0.00 0.16 0.16
a
L]
15 3.05 2.79 0.00 0.63 0.00 .63 3.01 0.00 0.00 0.15 0.15
L]
L
20 4,52 414  0.00 1,24 0.00 0.00 4,40 0,00 0.00 0.20 0.20
L]
25 6.91 6.32 0.00 -5.16 Q.00 0.00 6.66 0,00 0.00 0.25 0.25
L]
3o 10.75 9.84 0,00 -12.89 0.00 0.00 10.37 0.00 0.00 0.33 0.33

Single Policy, Net premiums are calculated as a constant percentage of gross premiums to age 96. Basic reserves are based
on these net premjums and caleulated for a benefit period running to age 96. Deficiency reserves are based on net
premiums calculated on this basis and with '‘the remainder of the premium-paying period” being “‘to age 96."” The net
premiums used in the deficiency reserve calculation are shown above.

Series of Policies, Net premiums are calculated as a series of net level premiums for one-year term insurance, Basic reserves
are based on these net premiums and calculated for a henefit period of one year. Deficiency reserves are based on net
premiums calculated an this basis and with ““the remainder of the premium-paying period” being “to age 96.” The net
premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies.

*Tatal reserve is caleulated assuming negative basic reserves set equal to zero.
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ART to Age 96
Terminal Reserves Per $1000
Issue Age: 45
Basis: 4
Valuation Basis for Basic Reserves: 1958 CSO 3%%
Valuation Basis for Deficiency Reserves: Modern CSO 4%%
: Single Policy Series of Policies
Gross' - Net Basic Def, . Total . Net P . Basic Def, Total
‘Dur. Prem.  Prem. Def, Reserve Reserve Reserve® Prem. Def.  Reserve Rescrve Reserve*
1 4.96 4.47 0.00 -0.58 0.00 0.00 4.77 . 0.00 0.00 0.21 0.21 .
2 5.41 4.87 0.00 -1.20 0.00 0,00 5.18 0.00 0.00 0.22 0.22
3 5.88 5.30 .00 -1.90 0,00 0.00 © 5,62 0.00 0.00 0.23 0.23
4 6.37 5.74 0.00 -2.73 0.00 0,00 6.11 0.00 000 . 024 0.24
5 6.91 16.23 0.00 -3.73 0.00 0.00 6.66 0.00 0.00 0.25 0.25
6 7.61 6.86 0,00 -4.93 0.00 0,00 7.27 0.00 0.00 0.26 0.26
7 8.35 7.52 0.00 - -6.23 0.00 0.00 7.94 0.00 0.00 0,28 0.28
8 9.10 8.20 0,00 -7.68 0.00 0.00 8.68 0.00 0.00 0.29 0.29
9 989 8.91 0.00 -9.33 0.00 0.00 2.49 0.00 0.00 0.31 0.31
10 10.75 2.68 0.00 -11.25 0.00 0.00 10.37 0,00 0.00 0.33 0.33
R S .
L] .
15 16.82 15.15 0.00 -24.88 0.00 0.00 16.07 Q.00 0.00 0.43 0.43
o .
-
20 2632 2370 0.00 -50,64 000  0.00 2678 045 . 0.00 0.54 0.54
o . . .
25 4408 3969 0.00 94,72 0.00 0.00 . 4189 0.00 0.00 0.00 0.00
. . . -
30 73.96 66.58 ‘0.00 T-160.23 0.00 0.00 64.51 0.00 0.00 .00 0.00

Single Policy. Net premiums are calculated as a constant percentage of gross premiums to age 96. Basic reserves are based
on these net premiums and calculated for a benefit pericd running to age 96. Deficiency reserves are based on net

premiums calculated on this bisis and with “the remainder of the premium-paying pericd” being “to age 96.”
premiums used in the deficiency reserve calculation are shown above.

* The net

Series of Policies, Net premiums are calculated a5 2 series of net level premiums for one-year term insurance. Basic reserves
are based on these net premiums and calculated for a benefit period of one year. Deficiency resetves are based on net
_premiums calculated on this basis and with *the remainder of the premium-paying period” being “to age 96.” The net
premiums used in the deficiency reserve calculation are shown above. No sufficiencies offset deficiencies.

*Total reserve is calculated assuming negative basic reserves set equal to zero.
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ATTACHMENT 2 TO ATTACHMENT C1

This attachment cansists of three tables describing the results of calculations of a Basic Reserve, a Deficiency Reserve and 2
Totzl Reserve on two reserve methods: (1) Uniform Percentage Method (referred to in 111C(i) of the recommendartion) and
(2) Period of Level Premiums Method (referred to in IHC(ii) of the recommendation).

In the Basic Reserve Caleulation, negative terminal reserves were set equal 10 zero. It has the usual mean reserve floor of
half the net premium, Also, the Total Reserve under the Uniform Percentage Method has a mean reserve floor of half the
net premium if there are no deficiency reserves and half the gross premium if there are deficiency reserves, In certain cases,
this generates mean rescrves that are less than half the cost of insurance.

The three tables that are actached consist of:

Table I Some definitions and a description of the approach used,

Table 11 Some general observations.

Table 111 Some comments on the two reserve methods of 16 cases that were analyzed.
Table I

One Year Renewable Term Insurance Reserves

We have made a number of calculations of mean reserves using two different methods. The results are attached. The plan
chosen was YRT to 95, issue age 35. The mortality table was 1958 CSO and the interest rate was 3'%4%. First, some
definitions, then a description of the two methods.

GP, Gross Premium for  th policy year.

YRTNP, Yearly Renewable Term Net Premium for (th policy year. )

UNP

L Uniform Percent Net Premium for th policy year.

UR Uniform Ratio that the present value of all future GP’s is to the present value of future UNP’s-- at issue.
Note this definition is the recipracal of the “uniform percentage’ referred ro in the Standard Valuation Law.

Mean Reserves
1. Period of Level Premiums Method (referred to as ""YRT Method” for this plan)
(a)  Basic Reserve uses valuation net premiums that equal the one year term cost of insurance, ie. (Cy + Dy).
These reserves are not affected by either the “slope” of the actual gross premiums or their “size.” Mean
reserve is half the net.
(b)  Deficiency Reserve is the present value of future deficiencies. Sufficiencies are not used to offset deficiencies.
(c} Total Reserve is (a) + (b).
2, Uniform Percentage Method

(a)  Basic Reserve uses valuation net premiums that are a uniform percentage of the actual gross premium. The
“slope’ of the gross premium scale daes affect each valuation net premium and, therefore, the reserve.

D Formula Mean was calculated using the normal reserve formula,
(ii)  Actual Mean equals the larger of (i) and one half of UNP.

(b)  Deficiency Reserve is zero at all durations if the Uniform Ratio (UR) is greater than, or equal to, i.OO and of
some positive value at each duration if the Uniform Ratic (UR) is less than 1.00.

(¢}  Total Reserve = Actual Mean if there are no Deficiency Reserves,
= The larger of (%GP) and (Formula Mean plus Deficiency Reserve), if there are Deficiency
Reserves.
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Table 1
Some General Observations

1. The Basic'Reserve on the Uniform Percentage Method in the firsc policy year is greater than that under the YRT

GP
. .. _
Method if UNP; > YRTNP,. This is the same as_—LYRTNPl > ONP, UR.

2. The Basic Reserve on the Uniform Percentage Method in the first policy year is negative if UNP; <YRTNP;. In
fact if the first m UNP’s are each less than the first m YRTNP’s, the Basic Reserves on the Uniform Percentage

Method will be negative. Also if the last n UNP’s arc cach greater than the last n YRTNP’s, the Basic Rescrves on the
Uniform Percentage Method will be negative. -

3. UNP’s cannot be always less (or always greater) than YRTNP's, as their present value at issue are equal. The relative
size of UNP and YRTNP must, therefore, change at least once during the life of the policy.

4. If there are Deficiency Reserves on the Uniform Percentage Method, they will occur at all durations, This means
there must be Deficiency Reserves at some durations on the YRT method as each of the YRTNP’s cannot be less

than each of the deficient UNP’s as their present values at issue are equal.

3. If there are Deficiency Reserves on the Uniform Percentage Methods, Total Reserves are equal on both methods,
beginning at that duration where all future YRTNP’s are all deficient,

Table 111
Case ]

GPis 1,10 of YRTNP at 2ll durations

UR = 1.10
1.1 :
UNPq o_,

YRINP; 110
Basic Reserves on YRT and Uniform Percentage Methods are equal as UNP = YRTNP at all durations.
There are no Deficiency Reserves generated under either method.
Total Reserves are equal on both methods. .
‘ | 4+
Case 11

GP is .95 of YRTNP at all durations

UR = .95
UNP; .95 _
YRTNP; .95

Basic Reserves on YRT and Uniform Percentage Methods are equal as UNP - YRTNP at all durations.
There are Deficiency Reserves at all durations on both methods and they are equal.
Total Reserves are equal on both methods.

++++++
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Case 11l
GP grades from 1.02 to 1.10 of YRTNP

UR = 1.06
UNP; 102

YRTNF; 106

The UNP's are all less than YRTNP’s for the first 31 durations, so a retrospective reserve <alculation produces negative
terminal reserves. Thus, the mean reserve is one half a lower net premium on the Uniform Percentage Method, The UNP’s
are all greater than YRTNP's for the last 29 durations, so a prospective reserve calculation also produces negative terminal
reserves, so the mean reserve is set equal to one half 2 larger net premium on the Uniform Percentage Method,

There are no Deficiency Reserves generated under either method.
Total Reserves equal Basic Reserves,
e
Case IV

GP grades from 1.10 to 1.02 of YRTNP
UR = 1.06 '
UNP; _ 110

L1959
YRTNP; 1.06

Basic Reserves on Uniform Percentage Method are always greater as UNP’s are all greater than YRTNP’s for the first 31
durations and all less thereafter.

There are no Deficiency Reserves generatcd.under either method.

Total Reserves are greater on the Uniform Percentage Method.
++++Ht
Case V

GP grades from .98 t0 .95 of YRTNP
UR =.96

UNP .98
—%— =2"__>
YRTNP; .96 1

Basic Reserves on Uniform Percentage Method are always greater as UNP’s are all greater than YRTNP's for the first 31
durations and all less thereafter.

Total Reserves are equal on both methods due to Deficiency Resérves
There are Deficiency Reserves at all durations on both methods, but they are smaller on the Uniform Percentage method.
bttt
Case VI
GP grades from .95 to .98 of YRTNP

UR = .97

YRTNP, .97
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The UNP’s are all léss than YRTNP's for the first 31 durations, so a retrospective reserve calculation produces negative
terminal reserves. Thus, the mean tesérve is one half a lower net premium on the Uniform Percentage Method, The UNP's
are all greater than, YRTNP’s for the last 29 durations, so a prospectivé reserve calcuiation also produces negative terminal
réserves, so the mean teserve i set equal to one half a Jarger net premium on the Uniform Percentage Method.

Total Reserves dre equal on bath métl;lOdS due to Deficiency Reserves,

There are Deficiency Reserves at all durations on both methods, but they are Jarger on the Uniform Percentage h;ethod.
e
Case VII

GP grades from 1.10 to .95 of YRTNP
UR = 1,02

UNP, 140,
YRRTNP; “T07

Basic Reserves on Uniform Percentage Méthiod are always greater as UNP's are all greater than YRTNP's for the first 31
durations and all less thereafrer.

There are no Deficiency Reserves on Utiforin Percentage Method, but there are on YRT Method, as URTNP's produce
deficiencies for years 41-60.

Total Reserves were less under the Uniform Percentage Method for seven years and greater thereafter.
HePd
Case VIIL

GP grades from .95 to 1,10 of YRTNP
UR=1.03

_UNPy .93
YRINE, 157 <!

The UNP’s are all less than YRTNP's for the first 31 durations, 56 tétwspective resetve calculation produces negative
terminal reserves. Thus, the mean reserve is ofie half 4 Jowgt net premium on the Uniform Percentage Method. The UNP’s
are all greater than YRTNE's for the lasc 29 durations, sod prospective teserve calculation also produces negative terminal
reserves, so the mean réserve {8 set equal to one half m‘g ¥ riét premmm on the Uniform Percentage Merhod

There are no Deficiency Reservis oni Unifomm Percentsgge Method, but theéte &r¢ on YRT Method for 19 years as GP is
sufficient thereafter.

Total Reserves were initially smaller on the Uniform Percentage Method but became larger at duration 31 when the Basic
Reserve was larger than on the YRT Méthod and there Were no Deficiency Rescrves.

PP
Case [X

GP grades from 1,02 to .95 of YRTNP
UR = .98

. UNP .02 .
YRTNF; ~~58 ~ 1

‘Basic Reserves on Uniform Percentage Method are always greter as UNP's are all greater than YRTNP's for the first 31

durations and all less thereafter. :
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There are Deficiency Reserves at all durations on the Uniform Percentage Method. Under the YRT Method, there are
Deficiency Reserves at all durations, although the YRTNP is less than GP after the first 17 years.

Total Reserves are smaller on the Uniform Percentage Method for 19 years. In that year, GP becomes less than YRTNP and
Total Reserves are equal at all remaining durations.

et
Case X

GP grades from .95 to 1.02 of YRTNFP

UR = .99
UNP; 95
YRINP; .99

The UNP’s are all less than YRTNP’s for the first 31 durations, so a retrospective reserve calculation produces negative
terminal reserves, Thus, the mean reserve is one half a lower net premium on the Uniform Percentage Method, The UNP’s
are all greater than YRTNP's for the last 29 durations, so a prospective reserve calculation also produces negarive terminal
reserves, so the mean reserve is set equal to one half a Jarger net premium on the Uniform Percentage Method.

There are Deficiency Resetves at all durations on the Uniform Percentage Method, but only at the earlier durations on the
YRT Method as the YRTNP’s produce deficiencies only for years 1-43.

Total Reserves on the Uniform Percentage Method are less for all years. GP first exceeds YRTNP in the 44th year. As UNP
is deficient, future benefits are being offset with future GP's rather than with lower YRTNP's. Although this should
produce smaller Total Reserves under the Uniform Percentage Method, they became larger as Total Reserves were set equal
to one half GP,

bt

Case XI

GP grades from 1.05 to .95 to 1.05 of YRTNP

UR=.99
UNP, 105 .

YRINP; .99

Basic Reserves on the Uniform Percentage Method are initially greater than on the YRT Method because
UNP; > YRTNP;. However, this relationship changes when UNP, < YRTNP,, as .95 <.99. In this example, the Basic
Reserves on the Uniform Percentage Method were larger for 30 years, smaller for 11 years and larger for 19 years.

There are Deficiency Reserves at all durations on the Uniform Percentage Method. Under the YRT Method, there are
Deficiency Reserves for the first 44 years, The Y RTNP's produce deficiencies for durations 16-45.

Total Reserves were always smaller on the Uniform Percentage Method.
+H+4++
Case XII

GP grades from 1,10 to .95 to 1,104 for YRTNP
UR = 1.006
UNP; _1.10

YRTNP; 1.006 t

Ba-sic Reserves on Uniform Percentage Method are initially greater than on YRT Method because UNP; > YRT;. However,
this relationship changes when UNP, < YRTNP,, as .95 <1.006. In this example, the Basic Reserves on the Uniform
Percentage Method were larger for 30 years, smaller for 11 years and larger for 19 years,



NAIC Proceedings - 1978 Vol. 11 ‘ ) 435

There are no Deficiency Reserves on the Uniform Percentage Mcthod. Under the YRT Method, there are Deficien
Reserves for the first 39 years. The YRTNP’s produce deficiencies for durations 21-40. -

Total Reserves were smaller on the Uniform Percentage Method for the first 41 years and larger thereafter as the Basic
Reserves were then larger on the Uniform Percentage Mcthod and there were no Deficiency Reserves.

++++4++
Case XIII
GP grades from 1.02 (o .98 to 1,30 of YRTNP
UR = 1.05

UNP, _1.02 _

YRINP; 1.05 1

The UNP’s are all less than YRTNP's for the first 37 durations, so a retrospective reserve calculation produces negative
terminal reserves. Thus, the mean reserve is one half a lower net premium on the Uniform Percentage Method. The UNP’s
are all greater than YRTNP's for the last 33 durations, so a prospective reserve calculation also produces negative terminal
reserves, so the mean reserve is set equal to one half a larger net premium on the Uniform Percentage Method.,

There are no Deficiency Reserves on the Uniform Percentage Method. Under the YRT Method, there are Deficiency
Reserves for the first 31 years. The YRTNP's produce deficiencies at durations 16-32.

Total Reserves equal Basic Reserves.
b4+t
Case X1V

GP grades from .98 to 1.02 to .70 of YRTNP

UR = .95
__EHSEJ_.=;2§ >1
YRTNP; .95

Basic Reserves on Uniform Percentage Method are always greater as UNP’s are all greater than YRTNP's for the first 37
durations and all less thereafter. ' :

There are Deficiency Reserves at ali durations on both methods, slthough YRTNP's are less than GP’s ac durations 15-32.

Total Reserves were smaller on the Uniform Percentage Method for 31 years. At the 32nd duration, when GP again became
less than YRTNP, Total Reserves on both methods became equal. .

bt
Case XV

GP grades from .95 to 1.02 to .95 of YRTNP

UR = .99
UNP; _.95
YRINP, .99

Basic Reserves are negative on the Uniform Percentage Method for the first 19 durations, so the mean reserve is one half a
lower net premium on the Uniform Percentage Method. .For durations 42-60, UNP’s are lower than YRTNP's so mean
reserves are larger on the Uniform Percentage Mcthod. For durations 20-41, the fact that UNP’s are larger than YRTNP's is
offsct by the reverse relationship in durations 42-60 and reserves were larger on the Uniform Percentage Method.

There are Deficiency Reserves at all durations on both methods, although YRTNP's are less than GP's at durations 22-39.

Total Reserves were less on the Uniform Percentage Method for 39 years. In the 40th year, when GP again became less
than YRTNP, Total Reserves on both methods became equal.

++++++
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Case XVI

GP grades from .95 to 1.05 to .95 of YRTNP

UR = L.01
UNP; _ .95

YRTNPy 1.01

Basic Reserves are negative on the Uniform Percentage Method for the first 19 durations, so the mean reserve is one half a
lower net premium on the Uniform Percentage Method. For durations 42-60, UNP’s are lower than YRTNP's, so mean
reserves are larger on the Uniform Percentage Method. For durations 20-41, the fact that UNP’s are larger than YRTNP's is
offset by the reverse relationship in durations 42-60 and reserves were larger on the Uniform Percentage Method.

There are no Deficiency Reserves on the Uniform Percentage Method. Under the YRT Method, there are Deficiency
Reserves at all durations, although YRTNP’s are less than GP’s at durations 16-45,

Total Reserves were less on the Uniform Percentage Method for 34 years and greater thereafter.
B
ATTACHMENT 3 TO ATTACHMENT C1

Section 4 of the Standard Valuation Law (Attachment A2 to the report of the December 8, 1976 meeting of the NAIC
Life Insurance (C3) Subcommirtee) provides that, in the case of life insurance policies requiring the payment of uniform
premiums, net premiums should be a ““uniform percentage of the respective contract premiums , . .** Later, under section 4,
it provides that reserves for life insurance policies requiring the payment of varying premiums should be calculated by “a
method consistent with the principles. . . preceding.” .

We believe the primary purpose behind requiring net premiums to be a uniform percentage of gross premiums in the case of
level premium policies is to prevent manipulation of net premiums so as to produce reserves below the minimum intended.
In the case of a policy of renewable term insurance, which in intent is structured under a stream of consecutive policies
approach, it would be in accord with the principle of this requirement to provide that the net premiums in each period of
level premium should be a uniform percentage of the gross premiums for that period. Reserves would then be calculated
for the policy over its entire period of guaranteed renewability, but it should be noted that resulting reserves would be the
same as reserves computed for the original period of level premiums and for each subsequent period separately.

We do not believe the purpose nor the letter of the law insists that net premiums for the entire guaranteed renewable
period should be computed as a single uniform percentage of the gross premiums for the plan. Such an interpretation
results in variation in basic reserves according to the incidence of gross premiums — and the variation could be arbitrary and
unreasonable. Two companies offering identical benefits could be required to set up markedly different basic reserves,

As an example, consider Company A offering yearly renewable term insurance where the gross premium at each issue or
renewal age is set to equal a net one year term premium based on the 1958 CSO mortality. For such a company, mean
reserves would be the same (one half such net premium) whether net premiums for valuation purposes were calculated
year-by-year or as a uniform percentage of gross premiums for the entire renewal period, Suppose Company B provides
identical benefits but charges gross premiums equal to the same net premiums plus a constant charge per $1000 insurance,
Company B would hold the same reserves as Company A if net premiums for valuation purposes were calculated
year-by-year but would be forced to hold higher reserves than Company A if net premiums were taken as a uniform
percentage of gross premiums over the entire renewal period. Yet Company B is charging higher gross premiums, and
neither company would be required to hold deficiency reserves under any definition.
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ATTACHMENT 4 TO ATTACHMENT C1

Comparison of Margins at Selected Ages
for 1958 CSO and ‘“Modern CSO" Mortality Tables

Margin Per 1000

- E
TR

20
25
30
35

45
50
55
60
65
70
75

85
20
95

wro B

10
15
20
25

35
40
45
50
55
60
65
70
75
8¢
85
20
95

1958 CSO Over “Modern CSO”
1950-54 1965-70 Over 1965-70
Experience Experience Experience
.75 2.85 75
.76 1.02 .76
.80 9N .80
.85 95 .85
.90 101 .90
.95 .99 95
1.00 93 1.00
1.05 1.06 1.08
1.10 1.23 1.09
i1.17 1.53 1.15
1.32 2.02 1.27
1.61 2,86 1.50
2,07 4.03 1.87
2,78 6.01 2.46
4.14 7.44 3.67
6.49 11.73 5.71
9.57 14.75 8.79
14.34 19.75 13.53
21.02 23.93 20.58
29.76 30.67 29.62
48.21 58.94 46.48
Comparison of Margins at Sefected Ages
for 1958 CSO and “Modern CSO” Mortality Tables
Ratio of Margin to Experience Rate
1958 CSO to “Modern CSO”
1950-54 1965-70 to 1965-70
- Experience Experience Experience
11.8 % 67.4 % 17.7 %
76.0 137.8 102.7
145.5 206.8 181.8
236.1 365.4 326.9
160.7 224.4 200.0
113.1 123.8 118.8
. 107.5 93.0 1000
97.2 99.1 98.1
78.0 96.1 85.2
49.6 76.5 57.5
32.8 60.7 38.1
24.0 524 27.5
18.9 44.9 20.8
15.8 419 ° 17.2 .
15.0 30.6 15.1
15.0 30.8 15.0
15.0 25,2 15.0
15.0 21.9 15.0
15.0 17.4 15.0
15.0 15.5 15.0
.15.9 20,2 15.9
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Comparison of 1000 gx on 1958 CS0, 1950-54 Experience,
“Modern CSO” and 1965-70 Experience Mortality Tables

1958 1950-54 “Modern 1965-70

Age C50 Experience CcsSo” Expetience
0 7.08 6.33 4.98 4.23
1 1.76 1.00 - 1.50 .74
2 1.52 .75 1.44 .67
3 1.46 68 1.36 .58
4 1.40 .61 1.30 .51
5 1.35 .55 1.24 44
6 1.30 49 1.19 .38
7 1.26 A4 1.15 .33
8 1.23 .40 1.12 .29
9 1.21 .37 1.11 .27
10 1.21 ’ .36 1.11 .26
11 1.23 .37 1.12 .26
12 1.26 .39 1.15 .28
13 1.32 .44 1.20 .32
14 1.39 .50 1.27 .38
15 1.46 36 .35 435
16 1.54 .63 ©1.43 .52
17 1.62 .70 1.51 .59
18 1.69 76 1.60 67
19 1.74 .80 1.68 74
20 1.79 .B4 1.75 .80
21 1.83 87 1.82 .86
22 1.86 .89 1.88 91
23 1.89 .91 1.93 95
24 1.91 92 1.97 .98
25 1.93 .93 2.00 1.00
26 1.96 . .95 2,03 1.02
27 . 1.99 97 2.06 1.04
28 2,03 1.00 2.08 1.05
29 2.08 1.04 2.10 1.06
30 2,13 1.08 2,12 1.07
31 2,19 1.13 2.15 1.09
32 2,25 1.18 2.19 1.12
33 2.32 1.24 C 223 1.15
34 2.40 1.31 2,29 1.21
35 2.51 1.41 2.37 1.28
36 2.64 1,53 2,47 1.37
37 280 . 1.68 2,59 1.48
38 3.01 1.88 2,75 163
39 ©3.25 2.10 2.94 1.81
40 3.53 2.36 3.15 2.00
41 3.84 2.65 3.39 2.22
42 4,17 2.95 3.65 2.46
43 4.53 3.28 3.94 2.73

44 4.92 3.64 4.26 3.02



5

45
46
47

48 -

49

50
31
52
33
54
55
56
57
58
59

60
61
62
63
64

65
66
67
68
69

70
71
72
73
74

75
76
77
78
79

80
81
82
83
84

85
86
87
88
89

1958
C50

5.35
5.83
6.36
6.95
7.60

8.32
9.1%1
9.96
10.89
11.90

13.00
14.21
15.54
17.00
18.59

20,34
22,24
24,31
26.57
29.04

31.75
34.74
38.04
41.68
45.61

49.79
54.15
58.65
63.26
68.12

73.37
79.18
85.70
93.06
101.1¢9

109.98
119.35
125.17

1139.38

150.01

161.14
172,82
185.13
198.25
212.46
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1950-54
Experience

4,03
4.46
4,94
5.47

6.06 .

6.71

7.42 -

8.19
9.03
92.94

10.93
12.02
13.22
14,54
15,98

17.56
19.26
21.10
23.09
25.25

27.61
30.21
33.08
36.24
39.66

43.30
47.09
51.00
55.01
59.23

63.80
68.85
74.52
80.92
87.99

95.64
103.78
112,32
121.2¢
130.45

140.12

- 150,27

160.98
172,39
184.75

“Modern
cs0”

4.60
4.98
5.41

5.87-

6.39

6.96
7.60
8.30
9.07
9.92

10.84
11.84
12.91
14.06
15.34

16.79
18.47
20.43
22.69
25.23

27.98
30.90
33.93
37.04
40.29

43,77
47.58
51.80
56.51
61.71

67.41
73.61
80.31
87.52
95.31

103.76
112.95
122,97
133.85
145.51

157.79
170.57
183.78
197.47
2i1.81

1965-70
Experience

3.33
3.67
4.06
4.47
4.94

5.46
6.04
6.67
7.37
8.14

8.97
9.87
10.84
11.88

13.03.

14.33
15.84
17.60
19.62
21.88

24.31
26.87
29.50
32.21
35.03

38.06
41.37
45.04
49.14
53.66

58.62

64.01
69.83

. 76.10

82.88

90,23
98,22
106.93
116.39
126.53

137.2%
148.32
159.81
171.71
184.18

439
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1958 ' 1950-54 “Modern 1965-70

Age Cs0 Experience CSO” Experience
90 228.14 198.38 227.09 197.47
91 245,77 213.71 243.72 211.93
92 265.93 231.24 262.23 228.03
93 289.30 251.47 283.27 246.32
94 316.66 274.90 307.61 267.02
95 351.24 303.03 338.78 292,30
96 400,56 343.36 384.83 329.76
97 488.42 - 409.79 469.93 394.24
98 668.15 522.62 648.88 507.73
99 1,000.00 708.55 1,000.00 699.23
100 —_ 1,000.00 - 1,000.00

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

(C3) Life Insurance

June 1978

CONTENTS
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This report concerns only the proceedings of the NAIC Technical Task Force to Review Valuation and Nonforfeiture
Value ‘Regulation since the DeJémber 1977 meedng. Recommendations for approval of four guidelines to be sent to the
Financial Condition Examination (A5) Subcommittee for consideration for inclusion in the Financial Condition Examiners
Handbook were made in a Special Report, dated May 1978, sent to all members of the NAIC.

A, Proceedings of the Task Force

This report includes the minutes of two meetings, December 4, 1977 (Attachment A) and April 7, 1978 (Autachment B), 2
draft of four guidelines prepared March 13, 1978 by the American Council of Life Insurance (Attachment C, some of
which is omitted here since the first three guidelines recommended were incorporated into those proposed and adopted in
the May 1978 Special Report), a draft of 16 guidelines prepared by the California Insurance Department January 6, 1978
(Attachment D). Also attached are two items with respect to Deposit Term Insurance (Attachments E1 and E2) and two
other items on other subjects (Attachments F and G). Attachment H presents a drafc of proposed revisions to the NAIC
Model Variable Annuity Regulation to accommodate the NAIC Model Individual Deferred Annuity Nonforfeiture Law,

1. Actuarial Guidelines
a Four guidelines are recommended at this time {(see Special Report dated May 1978).

b. Deposit Term Insurance (see Attachments C (item le), E1 and E2). The principal problems in drafting this
guideline are:
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(1) The question of whether such a guideline, with respect to minimum nonforfeiture values, can be
supported by the present nonforfeiture law or whether a revision of the law is needed. If the law is
changed, there may not be a need for a guideline with respect to minimum nonforfeiture values.

(2)  The form of disclosure requirements. One insurer has admitted that 44% of its deposit term business
was through replacements. Discussed by the task force was the concept that the full dollar amount of
commissions or allowances to agents should be disclosed. A counter argument to this concept was that
such disclosure is not now required of vendors of other products (automobiles, clothing, etc.). Sales
commission disclosure is required, however, in most jurisdictions with respect to real estate sales
handled through escrow and with respect to the sales of securities. . -

(3)  The concept that the nonforfeiture values should present “'a reasonable progression of cash values.™

Other Guidelines. Attachment D is a draft for the purpose of discussion of some other guidelines which
might be feasible,

Progress on Revision of the Standard Nonforfeiture Law, No further progress can be made until the new mortality
tables become available. A brief note from E. J. Moorhead (Attachment D) expresses interest in this area.

Progress on the Construction of a New Mortality Table. Principal features of the present status in the construction
of a new mortality table are: '

4.

The testing of possible basic tables:

(1)  There is 2 marked hump in male mortality at age 15 through 24 due to the high incidence of deaths by
accident at these ages. Female mortality does not show such a tendency.

{2)  The effect on policy reserves for various combinations of plans, ages at issue and combinations of
sexes must be studied to determine if any simplified rules or tables can be used to avoid such a
muldiplicity of factofs. The male mortality both with the hump and with the hump smaothed out
must be considered.

Margins or Loadings. Appropriate loadings must be developed to add to the basic table with such
considerations as: :

(1)  Reinsurance makes it difficult to make a meaningful snalysis of the effect of a new table on smalfer
companies,

(2)  Perhaps a statistical approach (such s using a Monte Carlo technique) would be more appropriate than
contribution of data from smaller companies which could have questionable credibility.

(3)  Starting with margins using both the 1958 CSO and 1941 CSO methods, for the 1941 CSO method an
annuity expectation at 4% interest} could be used rather than a life expectation (annuity at 0%
interest) and a factor of 2%% and 5% of the reciprocal of the annuity expectation. ’

Technical Assumptions.
(1) Experience Period. 1970 to 1973 anniversaries.

(2)  Select and Ultimate. An table should be developed (policy years six and over) with an appendage
which could be used as an option for the first five policy years. The task force has discussed the
possibility that the table should be first developed as a five-year select and ultimate table and that
teserve structures should then be tested for various combinations of plans, age and sex, and type of
tables {select and ultimate v. ultimate only). '

(3)  Terminal Age. The possibilities of extending the tables beyond age 100 should be contemplated. This
is particularly true for female mortality and to a lesser degree for male moriality.
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4. Variable Annuity Nonforfeiture Value Regulation, This matgrial, formerly considered by a separate NAIC
subcommittee, now comes under the charges of the Life Insurance (C3) Subcommittee, Attachment H is a draft of
the changes to the NAIC Model Variable Annuity Regulation to accommodate the NAIC Model Individual Deferred
Anmuity Nonforfeiture Law.

B. Recommendations

See Special Report dated May 1977 for recommendations.

John O. Montgomery, Chairman, California; James Monigomery Iil, District of Columbia; Larry Gorski, Ilinois; Erma
Edwards, Nevada; Thomas J. Kelly, New York; Robert A, Dolan, Pennsylvania; Ted Becker, Texas; Bradford S. Gile,
Wisconsin. .

ATTACHMENT A

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

{C3) Life Insurance

Miami, Florida
December 4, 1977

The NAIC (C) Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation met from 9:00
a.m, until 6:00 p.m, on December 4, 1977 in the Cavalier 2 Room of the Deauville Hotel, Miami, Florida,

Present at the meeting were: for the NAIC technical task force: John O. Montgomery, Chairman, California; james R.
Montgomery III, District of Columbia; Larry M. Gorski, Illinois; Erma Edwards, Nevada; Marvin E. VanCleave,
Wisconsin,

Representing the technical advisory committees to the NAIC task force were: E. Paul Barnhart, Consultant (Accident &
Health (C1) Technical Advisory Committee); William C. Cutlip, CUNA Mutual and Charles Underwood, Maryland Life
(Credit Insurance {C2) Technical Advisory Committee); Bruce Nickerson, ACLI, (Variable Products (C4) Technical
Advisory Committee).

Representing the Society of Actuaries Special Committee on Nooforfeiture Value Regulation was Charles Greeley,
Metropolitan Life Insurance Company.

Representing the consumer advisory commirtee to the NAIC technical task force were: Eleanor J. Lewis, New Jersey
Insurance Department; Marcia Greenberger, Center for Law and Social Policy; Robert Sable and Willard Ogburn, National
Consumer Law Center, Inc,

Representing the American Council of Life Insurance were: Richard V. Minck; John K. Booth; Vincent W. Donnelly.
Representing the Heaith Insurance Association of America was David Robbins.

Orther persons present at the meeting were: Ken Jones, CUNA Mutual; Gregg Carney, Anchor National Life Insurance
Company; David Holland, Munich American Reassurance Company; Jack Richardson, Missouri Insurance Division; Gerald
H. Pugh, Combined Insurance Company of America; Perry Kupferman, Provident Alliance Life Insurance Company; Mike
Medland, CUNA Mutual; Notris Robinson, Merit Life Insurance Company; J. H. Hunt, Massachusetts Insurance
Department; Larry Gilbertson, Aetna Variable Annuvity Life Insurance Company; Jay Koleski, Minnesota Insurance
Division; Jim Blazek, Maryland Life Insurance Company; Doug Broome, South Carolina,

Consumer Advisory Committee Input

Eleanor Lewis, temporary chairperson, submitted a written report concerning the commitree’s attendance at the technical
task force meeting in Boston on October 22-23, 1977. In essence, her report expressed the following:
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(1)  The availability of funds to pay for consumers to attend committee meetings is an issue which must be answered.

{2)  The Society of Actuaries should prepare tables detailing male lives, female lives and male and female lives combined
in ezch situation where a table is prepared.

(3)  Persons from the insurance industry should not be included in the membership of a consumer committee,

(4)  Five specific recommendations were made to Paul Barnhart, Chairman of the Accident & Health Valuation
Technical Advisory Cammittee, which the committee felt should be considered in developing tables for loss-of-time
disability benefits so as to make them more reflective of future developments as regards female purchasers of
policies.

A written report concerning the constitution and funding of the consumer advisory committee (dated December 4, 1977)
was submitted to the technical task force by Margha Greenberger and Robert Sable. Recommendations contained in this
report were as follows:

(1) Consumer participation should be directed, for the time being, to credit and sex discrimination issues as a general
matter,

r
(2) The consumer advisory committee should also work with other task forces, such as Sex Discrimination and Long
Term Credit, and with the relevant committees and subcommittees.

(3) Membership of the consumer committees should: be limited to individuals who are consumer advocates in the two
committee areas - credit and sex discrimination —and should be divided mto two separate subcommittees

representing these specific areas.

(4)  The NAIC should explore possible means of providing funds to these subcommittees. An a.nnua.l budget of $11,400
was included.

Ms, Marsha Greenberger agreed to serve as coordinator of the consumer advisory committee’s activities due to the
departure of Dr. Eleanor Lewis as temporary chairperson.

For the Life Insurance {(C3) Subcommittee

The first item on the agenda was a discussion: of the (C) Committee Technical Task Force to be presented to the Life
Insurance {C3)} Subcommittee covering the proceedings of the task force since the June 1977 meeting. It was pointed out
that an item requiting a decision of the NAIC at the December 1977 meeting was sent in a2 “Special Report” dated
November 4, 1977 to all members of the NAIC, This item is 2 recommended modification to the 1958 Commissioners
Standard Ordinary Mortality Table and the 1958 CET Table to provide for the six-year age setback for females at ages
under 20, There were no comments regarding the text of the report, however, various attachments to the report were
discussed at length.

A cotrection was made in the draft of the gaidelines for valuation with respect to interest rate guarantees on active life
funds held relative to group annuity contracts, It was pointed out that this guideline should be flexible se that the
Examiners Handbook will not have to be updated each year, ie. the table could be made a separate part of the guidelines
and updated in a2 manner similar to the Securities Valuation Manual, This gu:delme wiil be prepared in final form for
adoption in June.

There were no comments concerning Howard Kayton's recommendation on the Standard Nonforfeiture Law for Individual
Deferred Annuities,

There was 2 discussion concerning the relative merits of the Texas Directive Regarding the Valuation of Renewal Term Plans
as compared with the American Council of Life Insurance version. It was pointed out that the Texas Directive applies to
existing contracts whereas the ACLI version provides for a grading procedure for existing contracts. The ACLI five-year
grading provision was discussed, however, it was determined that it should be left unchanged. It was felt the Texas
Directive leaves several loopholes which are covered by the ACLI version, In this connection reference was made to the fact
that Texas is currently in the process of amending its regulation, The Texas version applies only to ultimate status whereas
the ACLI draft applies to both select and ultimate, The ACLI version recommends the Modern CSO throughout whereas
the Texas version leaves the mortality table in somewhat of a state of flux.
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John Booth of the ACLI asked that his letter of May 25, 1977 be made a part of the report together with his October 6,
1977 letter. John's letter was included as Attachment C4(a), John stated that the ACLI Model Directive attached to the
proposed draft of the report to the (C3) Subcommittee was just about in a form ready for adoption, A discussion ensued as
to whether this should be in the form of a directive or incorporated as a guideline in the Examiners Handbook. It was
decided that it should be put in the handbook along with a statement to the effect that any state wishing to adopt the
guideline should first promulgate an appropriate directive or regulation.

Attachment C5 to the draft of the report consisted of excerpts from proposed revisions in the NAIC Standard
Nonforfeiture Law for Life Insurance which apply to deposit term insurance. It was determined that there is an immediate
need to deal with this problem by means of a guideline which would serve as an aid in applying existing statutes dealing
with misrepresentation or unfair trade practices rather than attacking the problem through existing nonforfeiture laws.
John Booth agreed to prepare a draft of such a guideline by the next meeting.

Bradford Gile is currently working on a proposed guideline for the purpose of assisting regulators in differentiating
between life insurance and annuities, This is necessary in making a determination as to which of the nonforfeiture laws (life
insurance or annuity) applies to certain specific products. The problem was originally discussed in Mr. Gile's letter of
October 10, 1977.

It was reiterated that no further action by the task force is possible with respect to a revision of the Standard
Nonforfeiture Law until 2 new mortality table is developed. However, there was a discussion regarding sections 6 and 7 of
the October 6, 1977 ACLI drafr of Proposed Revisions to the NAIC Standard Nonforfeiture Law for Life Insurance. The
ACLI expressed its feeling as to the necessity for the flexibility which section 6 would give to the regulator with respect to
those kinds of life insurance policies not contemplated by the law. The task force expressed its disagreement with the
ACLI position concerning this point, and Chairman John Montgomery stated that, in his view, the issue involving section 6
is important enough that this section should be proposed separately when the task force finally presents a new
nonforfeiture law for adoption. As regards section 7, it was suggested by the task force Chairman that the language of that
section should be reviewed in order to see if it could be made clearer so as to insure that the intended objective is
accomplished, John Booth agreed ta redraft section 7 with this purpose in mind.

There was a brief discussion relative to particular problem plans including split life, the retired life reserve plan (which John
Montgomery agreed to mail out material on) and joint whole life policies with benefits payable upon the second death.

There was also a brief discussion of the problem of constructing joint life values under the new mortality table where there
will be separate tables for male and female lives.

For the Variable Life and Variable Annuity (C4) Subcommittee (now part of the (C3) Subcommittee)

There were no comments or discussion regarding the technical task force’s draft report to be presented to the Variable Life
Insurance and Variable Annuity (C4) Subcommittee. There was, however, a discussion of a specific life insurance-policy
which the task force had referred to the industry advisory committee for their review. Bruce Nickerson of the ACLI
expressed the industry advisory committee’s view that the contract, which provided benefits based upon the New York
Stock Exchange Index, would definitely require additional reserves although it would be difficult, if not impossible, to
determine the magnitude of the additional reserve, It was agreed thar this type of contract is not within the purview of the
Variable Praducts Technical Advisory Committee,

John O. Montgomery, Chairman, California; James Montgomery 1II, District of Columbia; Larry Gorski, Illinois; Erma
Edwards, Nevada; Thomas J. Kelly, New York; Robert A. Dolan, Pennsylvania; Ted Becker, Texas; Bradford S. Gile,

Wisconsin,

FAEXZARBAESBEZNELCERAEEEEREERTS
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ATTACHMENT B

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

{C3) Life Insurance

Tampa, Florida
"April 6-7, 1978

The NAIC (C)} Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation met from 9:00
#4.m, to 6:00 p.m. on April 6, 1978 and from 2:00 am. to 3:30 p.m. on April 7, 1978 in the Ballroom of the Riverside

Hilton Hotel, Tampa, Florida.

The following task force members were present: John O. Montgomery, Chairman, California; Larry Gorski, Hlinois;
William A. White, New Jersey; Thomas ]. Kelly, New York; Robert Dolan, Pennsylvania; Ted Becker, Texas; Bradford §.
Gile, Wisconsin.

Other state Insurance Department representatives present were: Doug Broome, South Carolina (April 6); Jay Kolesk1
Minnesota; ). H. Hunt, Massachusetts {April 6); George McDonald, Florida (April 7); L. S. Norman, Indiana.

The Valuarion Technical Advisory Committee for Marters Concerning the NAIC Accident and Health (C1) Subcommittee
was represented by: Michael Kazakoff, Mutual of Omaha (April 6); Peter Thexton, Health Insurance Association of
America (April 6).

The Technical Advisory Commitiee for Matters Conceming the NAIC Crec_l.it Insurance (C2) Subcommittee was
represent;d by: Harvey S. Galloway Jr., Nationwide (April 6); Charles M. Underwood II, Maryland Life (April 6).

The following persons were also present: Jim ‘Allen, Kemper (April 7); Jim Blazek, Maryland Life (April 6); John K.
Booth, American Council of Life Insurance (April 7); Will Burgess, Bankers Life & Casualty; Steve Cooper, Security
Benefit Life (April 7); Grace V. Dillingham, American Council of Life Insurance; Vincent W. Donnelly, American Council
of Life Insurance (April 6); George Harding, University Life (April 7); Robert Hill, Aema Life & Casualey (April 7); David
Holland, Munich American Reassurance {April 7); Ken Jones, CUNA Mutual {(April 6); Spencer Koppel, Combined
Insurance; Harold Leff, Metropolitan Life (April 7); Mike Medland, CUNA Mutual (April 6); R. A, Miller 111, Aetna Life &
Casualty (April 7); Richard V. Minck, American Council of ‘Life Insurance (April 7); J. Paul Quinn, TIAA (April 7)
Charles F. B. Richardson (April 7); W. Keith Sloan, Kemper; Richard M. Stenson, Equitable, New York (April 7) Phillip
Sliwiak, Kemper (April 7); Tom Walsh, TIAA (April 7).

1A. Valuation of Group Annuity Deposit Administration Funds|

The task force reviewed the March 6, 1978 draft, “Reserve Requirements for the December 31, ¥ Valuation With Respect
to Interest Rate Guarantees on Active Life Funds Held Relative to Group Annuity Contracts,” It noted that the proposal
was based on requirements already in effect in New York, The New York Insurance Department publishes a letter each
year announcing the maximum interest rate which can he used in valuing funds received in that year. The rate is
determined from reports, submitted by companies doing business in New York, of new money rates in the previous year.

The recommendation was being considered by the task force as an actuarial guideline to provide a uniform percentage for
all states to use in valuing group annuity deposit administration funds. Promulgation of the maximum interest rate for the
funds of each new year could be made through the NAIC Central Office. Mr. Kelly said that the interest rate would be
available to the task force each summer for forwarding with its recommendation to the Central Office. [t was noted that
the companies contributing to the New York rate survey included all the major group annuity writers which would be
affected.

The task force decided that there was no need for its proposed recommendation to include instructions for all the years
covered by the New York regulation, It then approved the proposal with madifications to provide for release of the
maximum interest rate each year by the NAIC Central Office and to include detailed instructions for funds received in

1976 or later,
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1B. Terminally Loaded Individual Deferred Annuities

The task force reviewed the March 6, 1978 draft of a “Proposed Recommendation on the Standard Nonforfeiture Law for
Individual Deferred Annuities.” A number of suggestions were made for simplifying the proposal. It was noted that the
recommendation clarifies the intention of the NAIC Modei Nonforfeiture Law for Individual Deferred Annuities and is not
needed in those states where the mode! has not yet been adopted.

1C. Valuation of Renewable Term Plans

The task force reviewed the March 6, 1978 draft, “Proposed Model Directive Regarding Minimum Reserves for Certain
Forms of Term Life Insurance.” It agreed that the document should be called an “Actuarial Interpretation’ rather than a
Directive; that it should apply only to plans valued on the 1958 CSO Mortality Table for the current term period; that the
mortality basis for determining additional reserves for premium rate gnarantees beyond the current term period should be
that contained in the December 1977 modification of the Texas Insurance Department Directive Regarding Minimum
Reserves for Certain Forms of Term Life Insurance (i.e. 2 combination of the 1958 CSO Mortality Table and a “Modern
CSO” Mortality Table developed for testing purposes by the Society of Actuaries Special Committee on Valuation and
Nonforfeiture Laws); that a ceding company’s credit for deficiency and additonal reserves established by a reinsurer be
allowed only against its deficiency and additional reserves for the business reinsured; and that no effective date was needed,

t1D. Valuation of Policies Whose Valuation Net Premiums Exceed the Annual Gross Premium Charged

It was determined that no action on this subject was needed beyond that taken at the December meeting of the task force.

1E. Deposit Term Insurance

The March 7, 1978 draft, “Guidelines for Approval of Deposit-Term-Ty pe Insurance,” was discussed at length. Mr. Harding
stated that the proposal was inappropriate, since the definition of minimum cash values should be a matter of law, He
added that the proposal was premature and reflected a lack of understanding of what deposit term-is intended to do. He
felt the proposzl had been developed without opportunity for comment from those most affected; that it was inequitable,
in that the required cash values would exceed asset shares; and that it was unfair because it would require an increase in
grass premiums, Asked how much comrmission is paid on this type of policy, he said it ranged from 150% to 225% of the
renewal premium but was no higher in dollars than for the typical ordinary life product.

Mr, Sliwiak and Mr. Holland asked why deposit-term-type contracts should be singled out for special attention, saying they
should be subject to the same disclosure and nonforfeiture requirements as any other product.

Mr. Booth and Mr, Minck described the process by which the ACLI had developed a postion recommending the adoption

of a regulation requiting adequate disclosure together with a regulation clarifying the application of the Standard
Nonforfeiture Law to deposit term insurance policies and other related policies. The ACLI proposal would follow the
general principles outlined by the Society of Actuaries Committee on Nonforfeiture Benefits in their report, but would
establish somewhat lower minimum values, They added that the policy had been approved by the ACLI Board of Directors
and various senior committees and had been widely publicized in the process.

Mr. Becker mentioned the Texas requirement for a reasonable progression of cash values. He raised the question of
statutory authority for the ACLI proposal.

Mr. Montgomery suggested that the disclosure requirement follow the NAIC Model Solicitation Regulation, with additional
requirements. The task force agreed to this approach. After further discussion of the nonforfeiture requirements, the task

force decided to continue its consideration of the matter at its next meeting.

2. Other Guidelines for Life Insurance and Annuities

The proposed “Interpretation of the California Code: Actuarial Procedures,” distributed with the agenda, was briefly
discussed. Suggestions were made for clarifying and improving several of the items. It was noted thar the proposed
“Interpretation’’ was intended as a compilation of previous rulings in California and that some of the items would be
subject to change as guidelines, and interpretations approved by the task force were adopted.
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3. Construction of a New Mortality Table

Mr. White reported that he had attended a meeting of the Saciety of Actuaries Special Committee to Recommend New
Mortality Tables for Valuation the previous week. Three sets of tables -- male with dip at ages 21-36, male without dip and
female - had been prepared, based on experience of insured lives at durations six and higher between 1970 and 1975
anniversaries, It had been expected that the male mortality dip at the young adult ages would be smoothed out, as in
previous valuation tables, but since the dip seems to be becoming more pronounced, the Society Committee wanted the
opinion of the task force as to whether this phenomenon should be removed by graduation. It also wanted the opinion of
the task force on whether to terminate the tables at age 100, as in the 1941 and 1958 CSO tables, or to extend them to
higher ages. The most likely margin would be a function of the reciprocal of the expectation of life, thus, providing higher
margins at the higher ages. Mr. White further reported that the interest rate used would have more impact on reserves than
would the use of a select and ultimate mortality table rather than simply an ultimate mortality table, Monte-carlo
techniques bad been used to test the adequacy of reserves in the event of substantial mortality fluctuations, Mortality
assumptions for extended term insurance and the method for combining male and female tables were still to be considered.

The task force discussed reasons for and against preserving the mortality dip, It concluded that it could not make a
decision without more information about the impact on reserves and cash values of the dip and asked that the Society
Committee have the necessary comparisons prepared. It also asked the Society Committee to test the effects of textending
the tables to age 105 for men and 110 for women. It asked the committee to test the effects of using select and ultimate
tables, It asked the committee 1o investigate the effect of various extended term mortality assumptions and to demonstrate
the effect on reserves of using unisex tables with different proportions of malé and female lives (10-90, 50-50, 90-10).

The task force agreed to ask the Society Committee to prepare a complete set of mortality tables, including select and
ultimate, with and without margins, 2nd some appropriate financizal functions, by the time of the task force meetings to be
held in conjunction with the Annual Meeting of the Society of Actuaries in October. Preliminary figures were to be
requested for the next task force meeting, to be held in conjunction with the June meeting of the NAIC, so that decisions
necessary to the progress of the committee’s work couid be made in June. '

4. Revision of the Standard Nonforfeiture Law

The task force reviewed the proposed revision in the first two sentences of section 7 of the NAIC Standard Nonforfeiture
Law, attached to Mr. Booth’s letter of March 13, 1978. It agreed to accept the proposal that calculation of minimum
‘values on the assumption that premiums are paid continuously be altowed as an alternative to the use of curtate functions,
It did not accept the alternatives Tegarding the assumptions as to the time of payment benefits and the basis for
determining the age of the insured. o :

5. Nonforfeiture Requirements for Variable Annuitiés

Mr. Leff told the task force that the Standard Nonforfeiture Law for Individual Deferred Annuities does not allow enough
expense allowance for variable annuities. It is close to what is currently needed and makes no provision for future inflation.
(The corresponding problem does not exist in fixed annuities because of available margins in the Interest assumptions.) He
also thought a charge should be allowed on each transaction such as transfers between fixed and variable accumulation
accounts, not just on the payment of considerations, Finally, he thought that the insurance company’s right to cash out
small contracts should depend on the current contract vatue rather than on total prior contributions, since the insured may
have already reduced the contract value through substantial partial withdrawals, Mr. Montgomery suggested that Mr. Leff
participate in the work of the industry advisory committee which is developing nonforfeiture requirements for variable
annuities.

6. Other Matters

There was a brief discussion of the possibility of defining interest rates in the valuation and nonforfeiture laws in terms of a
tezdily available measure of current market rates rather than in terms of a specific rate which can quickly become out of
date. It was noted that 2 subcommittee of the American Council of Life Insurance is exploring the possibility.
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ATTACHMENT C

To: (C) Technical Task Force to Review Valuation and Nonforfeiture Value Regulation
From: John K. Booth

Associate Actuary

American Council of Life Insurance

1850 K Street, N.W.

Washington, D. C. 20006
Date:  March 13, 1978
Re: Group Annuity Deposit Administration Funds

Enclosed are proposals or revisions of prior proposals relating to the following:

1. Actuarial Guidelines on Valuation of Renewable Term Plans

On October 6, 1977, we mailed to you a revision of an earlier May 25, 1977 draft of a “Proposed Model Directive
Regarding Minimum Reserves for Certain Forms of Term Life Insurance.” Since that ime we have discovered a major
loophole, both in our proposal and in the Texas Directive, which was considered at your meeting on October 22. The
loophole is created by the implicit assumption in both directives that renewable term insurance wili be issued in the form
of a series of successive term policies up to a state age. Therefore, both directives fail to make provision for term insurance
issued for one continuous term to a state age or to the end of life with increasing premiums.

As an example, if a company were to issue level term insurance to age 99 where premiums increase each year, are
approximately equal to premiums under an annual renewable term policy and differ by one penny at each renewal age
from the premium at that attained age for a new issue, such a policy would be excluded from the scope of the Texas
Directive and subject to deficiency teserve requirements based on the 1958 CSO Mortality Table. However, since there is
one continuous term period, the application of the Commissioners Reserve Valuation Method with a net premium at all
durations equal to a uniform percentage of the gross premium would enable companies to avoid having to establish any
deficiency reserves by setting artificially high premiums at older ages. Earlier drafts of the proposed model directive
avoided this problem by eliminating the attained age test but left part of the loophole open by referring to multiple term
periods. This latter problem could be solved by limiting the application of the uniform-percentage-of-gross rule to the
successive periods of level premiums, where a period of level premiums could be as short as one year, rather than limiting it
to successive term periods, which is the language used both in our proposal and in the Texas Directive,

The specific changes in the proposed model are:

(1)  The addition of the words, *‘or term to a stated age with generally increasing premiums’ in the second line of the
second paragraph under Scope.

(2)  The modification of the first sentence of the paragraph beginning on page 3 to read as follows:

The other approach is to hold policy reserves for only the current period of years (not necessarily
equal to the renewal period) during which the required premium per $1000 remains level [only],
including deficiency reserves if appropriate.[, and to establish additionall Additional reserves are
established where net premiums, calculated on a basis which reflects current mortality, exceed gross
premiums for future [term] periods of level premiums.

(3) A change in the terminology on the first sentence of page 4 to refer to, “separating successive periods of level
premiums,’’ instead of *‘separating the term periods.”

(4) A change on page 4 in the first paragraph and in the indented paragraph to substitute a reference to “period of level
premiums” for the words *'term period.”

(5)  The deletion in the indented paragraph on page 4 of the word “'renewable” before the words “gross premiums' and
the deletion in the paragraph starting on page 5 under Adequacy of Reserves of the word “renewable” before the
words ‘‘term contracts,”
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In accordance with the agreement of your task force at the October 22 meeting, the last paragraph formerly on page 4
relating to a five-year grade-in period to the new standards has been deleted.

2. Actuarial Guidelines on Deposit Term Insurance

Although deposit-term-type products have a place in the spectrum of life insurance products that are offered to fulfiil
specific public needs, the nature of these products is such as to easily lead to possible misunderstanding unless the coverage
is fully and properly explained. It is also possible to design deposit-term-type products which cause losses to policyholders
lapsing before the end of the deposit period of the sort that the Standard Nonforfeituré Law was intended to preciude.

Because of these potential deficiencies, the Council has adopeed a policy of supporting within the NAIC and in the various
states generalized disclosure requirements with respect to" deposit-term-type insurance similar to those contained in a
Washington Insurance Department bulletin of September 19, 1977, The Council also supports minimum nonforfeiture
requirements for deposit term insurance derived from the principles contained in the proposed revisions of the NAIC
Standard Nonforfeiture Law for Life Insurance. In the case of deposit whole life insurance sometimes referred to as
modified premium whole life insurance, the Council recommends determining minimum nonforfeiture requirements by
applying the Standard Nonforfeiture Law separately to the term coverage period and the whole life coverage period
irrespective of any language in the policy which states that the conversion to whole life is automatic or that the coverage
period is continuous. This follows the suggestion of the Society of Actuaries Special Committee on Valuation and
Nonforfeiture Laws chat minimum nonforfeiture values should be based on the nature of the underlying coverage even
though it may be called by a different name, These recommendations of the Council ate included in the enclosed draft of
“Guidelines for Approval of Deposit-Term-Type Insurance™ which is intended to eliminate potential deficiencies in the sale
of these kinds of products.

3. Revision of the Standard Nonforfeiture Law

Section 7 of the draft of Proposed Revisions in the Standard Nonforfeiture Law which was submitted to you on October 6,
1977 was intended to give both insurers and regulators the flexibility to calculate and approve minimum nonforfeiture
values which, because of technical differences in calculation procedures such as the use of curtate or continuous functions,
age next or last birthday rating or different assumptions as to when in the policy year death benefits are payable, differ by
trivial amounts from those cufrently stipulated in the law. Since chere has been some confusion as to the meaning and
effect of the language included in the October drafts, the Council recommends the substitution of the attached “Proposed
Revisions in the First Two Sentences of Section 7 of the NAIC Standard Nonforfeiture Law.” This should make it clear
that minimum nonforfeiture values may be calculated either aceording to the method and assumptions described in the
first sentence or accordinig to certain alternative specified methods and assumptions which cause only trivial differences in
minimum nonforfeiture benefits.

Guidelines for Approval of Deposit-Term-Type Insurance
" March 1978 Draft
Scope
These guidelines deal with those annual premium individual insurance products which require the payment of an additional
premium in the first contract year, sometimes described as a ''deposit.” Deposit term insurance, deposit whole life
insurance and modified premium whole life insurance are names which are typically given to these products, but these

guidelines apply to all products of the type described itrespective of the name given to the coverage,

Description of Deposit-Term-Type Products

Deposit term insurance generally involves the payment of an additional first-year premium often characterized as an initial
“deposit” which is returned to the policyholder at the end of a selected period of years, usually eight or ten, increased by
what is often alleged to be interest but is, in reality, both interest and the forfeitures of those who terminate their
contracts during the deposit perlod.

Deposit whole life or modified premium whole-life is similar, except that the term insurance benefit is automatically
converted to a whole life plan at attained age in lieu of payment of the increased “‘deposit’” in cash. After the conversion,
the nonforfeiture values of the whole life policy may or may not be augmented by the value of the deposit. Some
converted policies provide nonforfeiture values which progress so that the deposit gradually disappears over the life of the
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policy. Deposit whole life policies generally offer the policyholder the option to “roll aver” the deposit and start a new
deposit whole life policy instead of continuing on the original contract, In this case the augmented deposit from the
original coverage is used as the initial deposit for the new coverage. Thus, it is possible for a deposit whote life insurance
policy to be rolled over several times so that it, in effect, becomes a series of renewable deposit term insurance coverages.

The nature of deposit-term-type products is such as to present possibilities of misunderstanding unless such products are
carefully sold and fully explained. Certain deposit-term-type products may provide nonforfeiture benefits which are
inherently unfair when considered in light of the spirit and intent of Standard Nonforfeiture Law. For these reasons, these
guidelines set forth minimum disclosure and nonforfeiture requirements for deposit-term-type products.

Minimum Disclosure Requirements for Deposit-Term-Type Products

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

2 In addition, in every case, full information relative to the initial deposit shall be given in writing to the applicant or
prospective insured, which shall adequately disclose its amount, forfeiture details, guaranteed values and ultimate
disposition under each future required to be disclosed in 1.

3 If the policy contains a provision permitting the making of voluntary additional deposits which will accumulate at
interest, the nature thereof shall be disclosed, and such disclosure shall distinguish such deposit provision and the
insured’s rights thereunder from the initial built-in deposit. It is strongly suggested that the term *deposit™ not be
used in referring to the additional first-year premium.

4. It is recommended that an “explanation’’ sheet be given to every applicant or prospective insured with pertinent
figures inserted for the specific case showing the amount of premium required for a particular mode of payment, the
amount the premium becomes at the end of the deposit term, the amount of the initial built-in deposit, how and
when it may be forfeited, its gnaranteed nonforfeiture values and its ultimate disposition. Various options should be
explained, with premium rates shown. The explanation sheet should set forth a reasonably complete picture of the
plan. It would be advisable to have the applicant acknowledge receipt of the explanation sheet on a copy which
would be kept by the insurer or its agent. -

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

& It is the responsibility of the insurance company to see that the public is given a true and complete disclosure of
deposit-term-type plans in clear and unambiguous terms. Each company should examine its own particular products

to determine how it can most effectively meet its responsibility.

Minimum Nonforfeiture Requirements for Deposit-Term-Type Products

The intent of the Standard Nonforfeiture Law is to prevent unjustified forfeitures by terminating policyholders of their
equities in their policies. The law fixes a minimum floar for nonforfeiture values on the basis of a rough approximation of
their equity in the contract which was defined as follows by the NAIC Committee to Study Nonforfeiture Benefits and
Related Matters: :

Nonforfeiture benefits may be said to be equitable when they are established at such a level that the
withdrawing policyholder will receive a benefit, be it cash or some form of continuing paid-up insurance,
which will be as nearly as possible equivalent to his contribution to the funds of the company less the cost of
the protection which he received and less the cost of introducing and mainrtaining him as a policyhalder and
which will not exceed the largest amount which can be paid to him without impairing the equities of the
remaining policyholders of the company. (Repotts and Statements on Nonforfeiture Benefits and Related
Matters, Actmarial Society of America and American Institute of Actuaries, 1942, p. 58.)
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The intent of the law, as stated above, is that the excess initial expense allowance used to define minimum nonforfeiture
values for deposit term insurance shall not be based upon the additional premium in the first policy year, since an increase
in the first-year premium does not, in itself, increase the cost of protection or the cost of introducing or maintaining the
insured as a policyholder. Therefore, nonforfeiture values under deposit term policies shall be at least as great as those
calculated by applying the Standard Nonforfeiture Law to the policy but substituting a net level annual premium in place
of the adjusted premium for the first policy year in the determination of the excess initial exp ense allowance, Such a net
level annual premium shall be equal to the present value, at the date of issue of the policy, of the sum of the guaranteed
term insurance benefits provided for by the policy up to the end of the term period plus the pure endowment benefit
provided for by the policy at the end of the term period vidided by the present value, at the date of issue of the policy, of
an annuity of one per annum payable on the date of issue of the policy and on each anniversary of the policy on which a
premium falls due up to the end of the term period. -

In the case of deposit whole life insurance or modified premium life insurance which is essentially term insurance followed
by permanent, minimum nonforfeiture value requirements shall be determined by epplying the Standard Nonforfeiture
Law separately to the term coverage period and the whole life coverage period, irrespective of any language in the policy
which states that the conversion to whole life coverage is automatic or that the coverage period is continuous. If a pure
endowment is not paid out in cash to the policyholder upon conversion to whole life insurance, minimum nonforfeiture
values for the whole life insurance policy shall be not less than those computed under the Standard Nonforfeiture Law for
the whole life insurance coverage plus the value of the pure endowment benefit accumulated at a rate of interest specified
in the policy for accumulating that benefic.

In the case of deposit-term-type products which differ from those described above, the procedures for determining
minimum nonforfeiture requirements under this guideline shall be appropriately modified to preserve the intent of the
Standard Nonforfeiture Law, ’

In no event shall the calculation procedures set forth in these guidelines be construed as permitting any nonforfeiture value
lower than those which would otherwise be required in the absence of these guidelines. '

Examples of minimum nonforfeiture values required by this guideline follow.
Examples of Minimum Nonforfeiture Values
Required Under the Guidelines for Approval
of Deposit-Term-Type Products

Deposit Term - Eight Year Renewable and Convertible Term

1958 CSQ ~ 4% Curtate

Issue Age 35
Case I Case 11 Case 111
Term Insurance Benefit $1,015.00 $1,030.00 $1,100.00
Pure Endowment at End of Term 15.00 30.00 100.00
Annual Level Gross Premium 4.49 4.56 4.87
Addidonal First Year Premium (Deposit) 7.50 15.00 50.00
Net Level Annual Premium 4,63 6.22 13.61
First-Year Adjusted Premium 17.20 28.43 82.05
Renewal Adjusted Premium 6.44 '6.63 7.28
Duration Minimum Nonforfeiture Values

0 -23.82 -24.68 -30,83

1 -8.93 1.32 50.63

2 -5.28 5.57 57.48

3 -1.64 9.83 64.45

4 1.94 14.06 71.50

5 5.43 18.23 78.61

é 8.79 22.29 85.75

7 11.99 26.23 92,88

8 15.00 30.00

100,00
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Proposed Revision in the First Two Sentences of Section 7
of the NAIC Standard Valuation Law

7[6]. Any cash surrender value and any paid-up nonforfeiture benefit, available under the policy in the event of default in
a premium payment due at any time other than on the palicy 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 assumption that any death benefit is
payable at the end of the policy year of death. In lieu of the velues calculated in accordance with such procedures,
minimum values may be calculated in_accordance with any one or more of the following procedures: (1) upon_the
assumption that the death benefit is payable on any date on or after the date of death and prior to the end of the policy
year of death, (2) upon the assumption that premiums are paid continuously, and (3) upon the assumption that an
insured’s age is based upon any generally recognized and consistently applied basis for determining insuring age.
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ATTACHMENT D

California Insurance Department
“Sixteen Guidelines for Reserving'

January 1978 Draft
This is to clarify the position of the California Insurance Department with respect‘ to the interpretation of the California
Insurance Code and the valuation and nonforfeiture requirements applicable ta life and annuity products. This constitutes

no change from interpretations previously rendered and is intended to be used as a reference by insuters writing such
business in the State of California.

1. Valuation and nonforfeiture provisions of the Code are to be applied to group permanent plans in the same manner
as to individual plans. However, mortality tables allowed for group plans may be used for group permanent.

2, Annuity reserve requirements apply also to individual insurance funds on deposit such as premium deposit funds,
advance premium deposits or any deposits regardless of title.-

3. Annuity reserve requirements apply to supplementary contracts with or without life contingenéies.
4. For reserves and values using continuous functions:
(@ Dy=S1D ., dt

By assuming that D islinearforo <t <1

X+t
D, = 1/2{D, +Dy , 1}
By assuming that deaths in the year of age x to x + 1 are uniformly distributed ov;er that year of age
D, = [(8- /82 Dy + [ — 6182 Dy, ¢

= farce of interest
=interest rate

Where d=iv=.i/{1 + 1)
§
i
{b) Ex=oflbx+t/1x+tdt
By assuming that deaths in the year of x to x + 1 are uniformly distributed over that year of age
Cy=Gr8)Cy
By assuming that the total deaths are concentrated at the middle of the year of age

C, = (1 +)%C, or (1 +1/2)Cy
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The use of age-nearest-birthdate or age-last-birthdate mortality assumptions is permitted in the determination of
minimum reserves or minimum nonforfeiture values depending upon the assumptions used in calculating the
premiums for the plan so valued. Subsection (f) of Section 10160 of the California Insurance Code states:

(f) A brief and general statement of the method to be used in calculating the cash surtender value and
the paid-up nonforfeiture benefit available under the policy on any policy anniversary beyond the last
anniversary for which such values and benefits are consecutively shown in the policy with an
explanation of the manner in which the cash surrender values and the paid-up nonforfeiture benefits
are altered by the existence of any paid-up additions credlted to the pollcy ot any indebtedness to the
insurer on account of or secured by the policy. -

The brief and general statement should include the nonforfeiture factors needed to determine the values beyond the
last anniversary for which values are shown in the contract,

Only curtate functions are permissible in the determination of minimum nonforfeiture values, while for the
determination of minimum policy reserves either curtate or continuous functions are permissible.

Joint life reserves and cash values may be calculated by treating the _]omt life table as a single life table and applymg
the Standard Laws accordingly,

Additional resetves for convertzbility and renewability are desirable but not mandatory provided such new policy is
a regular ratebook plan‘at regular ratebook rates, Otherwise additional reserves are required.

Reserves should be set up for additional benefits incorporated in a policy (e.g. accident indemnity and premium
waiver without regard to the existence or nonexistence of a separately identifiable premium charge), -

Any benefit with a specific premium charge must be reserved for,

Riders and basic policies should be considered ‘separately for valuation and nonforfeiture purposes, however, the
substance of ‘the policy will be considered so that this procedure cannot be used to circumvent the requirements of
the Code {(e.g splitting up an endowment policy into an annuity plus term rider).

Pure endowments will not be considered in the determination of equivalent level amounts for valuation and
nonforfeiture purposes, ‘

For renewable term insurance if che premium for a renewal period commencing at a given attazined age is
independent of the original term insurance issue age for the same term insurance benefits at that gwen attained age
of the insured, that perlod shall be treated separately for valuation purposes.

For a term convetsion if the premium for 2 converted plan commencing at a given attained age is independent of the
original term insurance issue age for the same term conversion benefits at that given attained age of the insured, that
converted plan shall be treated separately for valuation purposes.

For the calculation of premium deficiency reserves or excess interest guarantee reserves, suff ciencies may not offset
deficiencies,

Annuity reserves shall at least equal the greatest of any of the discounted values of cash surrender values available
after the date of valuation, such cash values discounted to the valuation date at the maximum permlsstble statutory
interest rate,

Flexible premium annuities shall be valued only as to the accumulation of paid premiums without assumptions as to
the amounts of future payments. Premiums received are not single premiums for the determination of allowed
statutory interest,
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ATTACHMENT E1

To: David M. Helland, FSA
Vice President and Actuary
Munich American Reassurance Company
P.O. Box 3210
Atlanta, Georgia 30302

From: George Harding, FSA
Vice President _
University Life Insurance Company of America
P.O. Box 68192
Indianapolis, Indiana 46268

Pate: March 21, 1978
Re: Guidelines for Approval of Peposit-Term-Type Insurance

As 1 mentioned to you, University Life objects strongly to the ACLI draft of "“Guidelines for Approval of
Deposit-Term-Type Insurance.” Some of our reasons are detailed below. In any event, we do not believe that enough
thought has gone into its development, if such a guideline is required at all. We strongly urge that it be given more careful
consideration, for as it stands, it will adversely affect the interests of the insurance-buying public rather than protect them.

This letter was developed rather hurredly, so many of the ideas are not developed as thoroughly or forcibly as could be
done; further, it was not possible to do the thorough asset share analysis that should be done. 1 apologize for this, but time
precluded ic.

The Guideline is apparently to he adopted by a state, if desired, as a regulation. The authority of a Commissioner to enact
such a regulation is certainly questionable, since only the legislature has the autherity to change the law. If it is intended
that the law be changed, it would seem more appropriate to either instzll the new standard nonforfeiture value formula or
wait until the new meortality table is constructed. All the arguments for not changing the standard nonforfeiture value
formula now apply equally for deposit-term-type products and more traditional products.

We helieve that any regulation, guideline or law should not single out a class of products, but rather should be
nondiscriminating in nature, If the current formula doesn’t work properly, change it; don’t set up a separate standard for
some policies.

We believe that the current formula produces equitable results, even though there may be no cash values at all for nine
years. The plan is designed to improve persistency, which it in fact does. The consumer can choose or not choose the plan,
depending on his evaluation of the importance to him of forfeiture involved. It is not illogical or inequitable to provide a
higher cost for those who terminate early; to the contrary, it is quite logical and most equirable.

We believe that the Guideline is neither necessary nor desirable, In most states, the Commissioner would not have authority
to effect its requirements or any requirements other than those prescribed by law. Thus, it will generally require a change
in the Standard Nonforfeiture Law to effect the Guideline. But this is exactly what is trying to be avoided, because of time
delay involved and because a general change is upcoming. ’

It seems clear to us that the Guideline is unnecessary, undesirable and, even if it were necessary and desirable, premature.
Its implementation would cause severe problems for the companies which sell such insurance, such as: reprinting all such
policies; increasing the gross premium charged for such policies; and decreasing the commission allowable on such policies.
The Guideline, as currently written, sounds the death knell of deposit term and other similar policies, which would be a
significant setback for companies, marketing forces, and most importanily, insurance purchasers.

The purpose of deposit term is two-fold: (1) to provide a better buy for the consumer who intends to keep his insurance;
and (2) to provide an adequate level of compensation for the selling agent.

The insurance company also benefits by having a longer-lasting block of business on its books - less surplus needs to be
devated to the nonpreductive purpose of replacing older terminating policies with new ones.
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The techniques used in pricing deposit term and meodified premium whole life policies is in no way different than the
techniques used in pricing all other life insurance plans: the cost of benefits provided by the policy plus expected expenses
is evaluated by use of profit studies and asset shares, developed from assumptions as to mortality, interest and persistency.
Gross premiums are set 5o as to cover benefit and expense costs and to provide a profit satisfactory to the company. The
cost of benefits includes the cost of providing the desired level of cash values; this cost is a function not only of the cash
values but also of the expected lapse rates. Thus, increasing cash values in any way will increase the cost of this benefit and
will either reduce the company's profit or will require increasing the gross premium so as to pass this additional cost on to
the purchaser.

The effect of the Guideline on University’s policies has not been completely analyzed yet, but initial tests show that it
would require cash values in excess - in some cases, greatly in excess — of the asser shares. In the extreme case shown in the
examples attached to the Guideline, the first-year cash value is more than the $50 additional first-year premium -- a result
which is clearly unreasonable. '

The cash value requirements of the Guideline do not follow the statement quoted on page 5; if the principles of this
statement were followed; considerably lower values would be required in most years. In fact, the wording of several parts
of the Guideline show a lack of basic understanding of deposit term contracts, For example:

1 The contracts are likened to “‘tontine-type agreements.’’ This is an improper description. The values available on
termination or on survival are defined in advance and are available to each survivor; the value under a tontine
arrangement is not known in advance, and it depends significantly an the number of survivors.

2 The purpose of the deposit is to cause persistency to be improved and to enable payment of a higher commission
than can be paid on term insurance generally. The “‘pegged” cash value admittedly does not arise from an interest
accumulation of the deposit, but it is nevertheless equivalent thereto. B

3. Deposit whole life and medified premium whole life - at least at University and many other companies — is a whole
life plan, not term with an automatic conversion feature, Cash values after the tenth year progress in the same
fashion as any other whole life policy, using the net level premium method. The deposit does not “disappear
gradually over the life of the policy'” any more than does the tenth year cash value of a whole life policy.

4, To describe deposit-term-type products as *“such as to present possibilities of deception and misunderstanding” is
unreasonable and unfair. There is nothing about deposit term itself which is deceptive — this is a function of the
selling agent. Deception and misunderstanding can occur for any policy, not just deposit term.

5 To label deposit term cash values as ‘'inherently unfair’’ is an unreasonable statement. Deposit term provides a
better buy than does whole life for both those who lapse in any year and for those who persist. This seems to me to
be the eiptome of equity. :

In summary, we believe that the ACLI Guideline is:

1 Inappropriate, since any change in minimum cash value requirements must be legislated and should be cn a
nondiscriminating basis.

2. Premature, since it reflects a lack of understanding of deposit-term-type products and has not had the input of those
companies which would be most affected,

3 Inequitable, since the cash values produced exceed asset shares, thus, producing the anomaly that those terminating
get more than their share.

4 Unfair, to the extent that the cash values would require increasing the gross premiums, thus, increasing the cost to
those who persist.

University would be happy. to work with anyone on your committee who wishes further information.

EERAEREN
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ATTACHMENT E2 -

To: John Q. Montgomery, Chief Actuary
Czlifornia Insurance Department

From: Ted Becker, Staff Actuary
Texas State Board of Insurance

Date: May 4, 1978 . :

You had previously expressed an interest in deposit term life insurance. I indicated 1 would try to letyou know, at such
time as our Board took any official action on this subject.

On Friday, April 29, 1978, our Board issued Board Order No. 33707. This is an emergency Order, effective for no longer
than 120 days. | have enclosed a copy of this Order. -

My understanding of this Order is that it applies only to new or amended policy forms, which are acted upon by our Policy
Approval Division during the period while this Order is in effect. This Order does not have any effect on policy forms
which are already in approved status.

The general subject of deposit term life insurance is still under consideration. 1 know that our Board does intend to issue
permanent tules, but those permanent rules may or may not set the same standards for minimum nonforfeiture values
described in this Order. ’

Please let me know if you have any questions about this Order or about deposit term life insurance.

Texas Rules for Deposit Term and Related Policies

1. Applicability

These rules apply to all insurance companies which issue life insurance policies and are doing business under any charter or
certificate of authority in the State of Texas.

2. Definitions

A, “Board" means the State Board of Insurance of the State of Texas,
B. “Commissioner” means the Commissioner of Insurance of the State of Texas.
C. “Deposit Term” means those policies or plans described as “term,” "“modified premium term,” or “modified

premium whole life insurance™ coverage which provide that an additional first-year premium (deposit) shall be paid
in order that certain values and options will be available at the end of the initial term period which additional
premium (deposit) is typically forfeited if the policy terminates for any reason in its early years other than for death
of the insured.

D. “Policy” means the entire contract between the insurer 2nd the insured.

3. Approval of Policy

No policy of life insurance which is characterized as a deposit term or related policy will be approved for use by the
Commissioner or Board unless:

A, The minimum nonforfeiture value under a deposit term policy shall be at least as great as the nonforfeiture value
calculated by applying the Standard Nonforfeiture Law to the policy and substituting a net level annual premium
for the adjusted premium for the first policy year in the determination of the excess initial expense allowance.
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Such a net leve! annual premium shall be equal to the sum of the present value, at the date of issue of the policy, of

. the guaranteed term insurance benefits as specified in the policy up to the end of the term coverage period, and the
present value, at the date of issue of the policy, of the pure endowment benefit specified in the policy at the end of
the rerm period; which sum is then divided by the present value, at the date of issue of the policy, of an annuity of
one per annum payable on the date of issue of the policy and on each anniversary of the policy on which a premium
falls due up to the end of the term period (see the following table).

B. The minimum nonforfeiture value under a deposit whole life insurance policy, or other modified premium life
insurance policy having the characteristics of deposit term insurance, shall be determined by applying the Standard
Nonforfeiture Taw separately to the term coverage period and the whole life coverage period, irrespective of any
language in the policy which states that the conversion to whole life coverage is automatic or that the coverage,
period is continuous, If a pure endowment is not paid in cash to the policyholder upon conversion to whole life
insurance, minimum nonforfeiture value for the whole life insurance policy shall not be less than those computed
under Standard Nonforfeiture Law for the whole life insurance coverage plus the value of the pure endowment
benefit accumulated at a rate of interest specified in the policy for accumulating that benefit.

C. The procedures for determining minimum nonforfeiture requirements in the case of deposit-term-type policies
which differ from those described above, shall be appropriate modified to preserve the intent of the Standard
Nonforfeiture Law,

In no event shall the calculation procedures set farth in these rules be construed as permitting any nonforfeiture value less
than that which would otherwise be required in the absence of -these rules.

Example of Minimum Nonforfeiture Values Required
Under the Guidelines for Approval of Deposit-Term-Type Products

Deposit Term ~ Ten-Year Renewable and Convertible Term

1958 CSQ — 3%% Curtate

Issue Age 35
Term Insurance Benefic : $1,020.00
Pure Endowment at End of Term 20,00
Annual Level Gross Premium 4,70
Additional First Year Premium (Deposit} 8.00
Net Level Annual Premium 5.00
First Year Adjusted Premium : 17.5%
Renewal Adjusted Premium 6.48

Minimum Nonforfeiture Values

Duration Value

-23.64
-8.93
-5.24
-1.58

2.01
5.49
8.82
11.97
14.91
17.60
20.00 .
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A‘TTACHMENT F

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

From: E.]J. Moorhead, F.5.A.
2594 Woodberry Drive
Winston-Salem, North Carolina 27106

Date: - March 24, 1978
Re: Single Premium Life Insurance
Thanks for your March 13 letter and its attachments, I shall not come to the Florida meeting.

I am keenly interested in the future discussions of the Standard Nonforfeiture Law. This interest has caused me to speak
on the subject several times at Society meetings and elsewhere; I have found myself expressing doubts that do not yet seem
to be shared by other actuaries,

The question of suitable interest rate for single premium life insurance is among the subjects that are much on my mind. I
spoke on this in Boston last fall.

The letters from Bob Miller to Dick Minck seem to me to be just what are needed to arouse some worthwhile discussion of
both (a) the limited question of the interest rate and (b) the broad question whether nonparticipating life insurance on
cash value palns is at all in the interests of the buying public these days.

Referring specifically to Bob Millet’s lecter of June 1, 1977, would you care to ask him please to send along the figures for
the same example as the one he gives starting with the last line on his first page, but using the actual single premium rates
in use today instead of the hypothetical rate that he employed?

EEFERERASR RIS EE R P HERXFIXEEEXLERE

ATTACHMENT G

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

From: W. Keith Sloan
Arkansas Insurance Department

Date: January 23, 1978
Re: Net Premium Valuations

This is prebably the last communication you will have from me until after I have put my black hat back on, but some of
the problems I have been having with one company regarding valuation of health insurance has just a little bit concern over
the aspect of relying on net premium valuations exclusively.

One of the purpases which has been mentioned for having loading in valuation tables and for having fairly substantial
margins in the assumptions of valuation interest tates is the implicit provision for expenses especially in the area of paid up
policies. Unfortunately, I seriously doubt that many of the persons who set up reserve structures for the small to medium-
sized companies have encugh sophistication or if they have enough sophistication, have enough say as to what actually is
done in the companies to determine whether a particular reserve structure actually does this or not, and I am again being
quite concerned over the use of standard mortality for valuation of puaranteed issue business which is being done. One of
the reasons given for the use of the 1958 CSO Tabie for valuing this business especially at the higher ages is that itis
approximately the same as population mortality and that is approximately what is expected. The expectation is probably a
reasonable one but this does imply the use of the entire margin in the table leaving none for expenses.
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What [ am proposing for consideration by the appropriate portions of the task force and associated groups of review and
commentary personnel is that some sort of test to be developed as to the adequacy of a reserve structure. My initial
thoughts are that where a company is on GAAF that the GAAP assumptions themselves be tested and that in addition to
the current benefits and expenses reserves, the latter of which is a reserve for unadvertised initial expenses and explicit
expense reserves be set up for future expenses. Current inflation should enter into this reserve. Then the net of the GAAP
reserves plus the future benefit reserves could be compared with the net premium reserve structure being used. This would
probahly be sufficient for a minimum size company. For smaller companies, it would be desirable to take fluctuations of
all elements into account explicitly.

These tests [ would further suggest would be mosi appropriately a part of the examination structure and not a reporting
requirement on an annual basis. For computerized departments it might be desirable to have GAAP assumptions filed with

policies,

These apply both to life business and to health insurance, and I would suggest that Paul Barnhart’s group might be the
appropriate one to explore these possibilities especially since the experience tables as opposed to valuation tables are
permitted in health insurance,

AR R R AR AR AR AL R E AR EERE R T RR
ATTACHMENT H

To: John O. Montgoinery, Chief Actuary
State of California

From: Jerome $. Golden, F.S.A.

' Vice President and Actuary
Equitable Varijable Life Insurance Company
1285 Avenue of the Americas
New York, New York 10019

- Date:  March 29, 1978
Re: Variable Annuity Nonforfeiture Regulation

Because of a conflict in scheduling, I will not be able to attend the meeting of your task force in Tampa on April 6 and 7.
As I promised at an carlier meeting, I am sending you a marked up copy of the NAIC Model Variable Annuity Regulation
incorporating the proposed section on nonforfeiture benefits.

Also artached is a letter from Harold Leff of Metropolitan to Dick Minck of the ACLI recording some of Metropolitan's
comments on the proposed variable annuity nonforfeiture regulation. Although I am sympathetic with several of the points
raised in the letter, our advisory group considered similar issues and decided that consistency with the fixed annuicy
nonforfeiture taw was the averriding objective. If you would like our advisory group to reconsider these issues, we would
be happy to do so on a timely basis, -

ARTICLE VI

{Section 3. (c} A provision specifying the options available in the event of default in a periodic stipulated payment, Such
‘options may include an option to surrender the contract for a cash value as determined by the contract, and shall include
an option to receive a paid-up annuity if the contract is not surrendered for cash, the amount of such paidup annuity
being determined by applying the value of the contract at the annuity commencement date in accordance with the terms
of the contract, .

(Note: The Committee would recommend inclusion of provisions dealing with grade and reinstatement [and
nonforfeiture]l only if the law of a particular state requires these on individual fixed dollar deferred annuities. Several
companies issuing variable annuity contracts do not require contractholders to make periodic stipulated payments, If a
contrzctholder ceases making payments he may resume doing so thereafter at any time. It is assumed that Paragraph 3(a)
would be inapplicable to such contracts since the provisions described above would be regarded as more favorable to the
contractholders than a 30 day grace period.) )
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ARTICLE VII
NONFORFEITURE BENEFITS

(This section should be included only if the Standard Nonforfeiture Law for Individual Deferred Annuities bas been
adopted in the particulay state.)

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

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

3. In the case of contract issued on or after (fnsert operative date of this Article, which should be at least 18 months
after adoption) no variable annuity contract, except as stated in paragraphs 1 and 2, shall be defivered 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: :

(a)  That upon cessation of payment of considerations under a contract, the company will grant a paid-up
annuity benefit on a plan described in the contract that complies with paragraph 6. Such description will
include a statement of the mortality table, if any, and guaranteed or assumed interest rates used in calculating
annuity payments.

(b)  If a contract provides for a lump sum settlement at maturity,.or at any other time, that upon surrender of the
contract at or prior ta the commencement of any annuity payments, the company will pay in lieu of any
paid-up annuity benefit a cash surrender benefit as described in the contract that complies with paragraph 7.
The contract may provide that the company reserves the right, at its option, to defer the determination and
payment of any cash sutrender benefit for any period during which the New York Stock Exchange is closed
for trading (except for normal holiday closing) or when the Securities and Exchange Commission has
determed that a state of emergency exists which makes such determination and payment impractical.

(¢) 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 indebiedness to the company on the
contract or any prior withdrawals from or partial surrenders of the contract.

4. The minimum values 2s specified in this Article of any paidup annuity, cash surrender or death benefits available
under a variable annuity contract shall be based upon minimum nonforfeiture amounts meeting the requirements of
this paragraph. : '

The minimum nonforfeiture amount on any date prior to the annuity commencement date shall be an amount equal
to the percentages of net considerations (as specified in paragraph 5) allocated to the account or accounts funding
the contract increased (or decreased) by the net investment return allocated to the percentages of net
congiderations, which amount shall be reduced to reflect the effect of: (i) any partial withdrawals from or partial
surrenders of the contract; (i) the amount of any indebtedness on the contract, including interest due and accrued;
and (iii) an annual contract charge not less than zero and equal to (a) the lesser of $30,00 and 2% of the end-of-year
contract value less (b) the amount of any annual contract charge deducted from any gross considerations credited
to the contract during such contract year.
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“Net investment return’’ means the rate of investment return to be credited to the variable annuity contract in

" accordance with the terms of the contract after deductions for tax charges, if any, and for asset charges either ata

rate not in excess of that stated in the contract, or in the case of a contract issued by a nonprofit corporation under
which the contractholder participates fully in the invesunent, mortality and expense experience of the account, in
an amount not in excess of the actual expense not offset by other deductions. The net investment return to be
credited to a contract shall be determined at least monthly.

The percentages of net considerations used to define the minimum nonforfeiture amount in paragraph 4 shall met
the requirements of this paragraph:

(2)  With respect to contracts providing for periodic considerations, the net considerations for a given contract
year used to define the minimum nonforfeiture amount shall be an amount not less than zero and shall be
equal to the corresponding gross considerations credited to the contract during that contract year less an
annual contract charge of $30.00 and less 2 collection charge of $1.25 per consideration credited to the
contract during that contract year. The percentages of net considerations shall be 65% for the first contiact
year and 87%% for the second and later contract years. Notwithstanding the provisions of the preceding
sentence, the percentage shall be 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 65%.

(b)  With respect to contracts providing for a single consideration, the net considerations used to define the
minimum nonforfeiture amount shall be the gross consideration less a contract charge of $75.00, and the
percentage of the net consideration shall be 90%.

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

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

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

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

(a)  If at the time the annuity becomes payable, the accumulated value is less than $2000 or would provide an
income the initial amount of which is less than $20 per month; or

(b} If prior to the time the annuity becomes payable under a periodic payment variable annuity contract, no
considerations have been received under the contract for a petiod of two full years and the total
consideration paid prior to such period amounted to less than $2000,

For any variable annuity contract which provides, within the same contract by rider or supplemental contract
provision, both annuity benefits and life insurznce benefits that are in excess of the greater of cash ‘surrender
benefits or a return of the gross considerations with interest, the minimum nonforfeiture benefits shail be equal to

_ thé 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’ portaon were 1 separate contract. Notwithstanding the
provisions of paragraph 4, additional benefits payable (a) in the event of total and permanent dnsabﬁlty, {b) as
reversionary annuity or deferred reversionary annuity benefits; or (c) as other policy benefits additional to life
insurance, endowment and annuity benefits, and considerations for all such additional benefits shall be disregarded
in ascertaining the minimum nonforfeiture amounts, paid-up annuity, cash surrender and death benefits that may be
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required by this Article, 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, '

[Renumber the Following Articles]
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To: Richard V, Minck
Vice President and Chief Actuary
American Council of Life Insurance
Washingron, D, C. 20006

From: Harocld Leff
Asgsistant Actuary
Metropolitan Life
New York, New York 10010

Date:  February 23, 1978
Re: Nonforfeiture Regulation for Variable Annuities

A model nonforfeiture regulation for variable annuities has been prepared and submited to the NATC Task Force on
.Valuation and Nonforfeiture Value Regulation, We would like to offer the following comments on the proposed model.

Variable annuities are, as you know, tightly regulated at the federal level through the Securities and Exchange Commission
(SEC). Variable annuities cannot, in most instances, be sold without prior compliance with a number of federal acts (e.g.
1933 Act, 1934 Act and 1940 Act) dealing with such aspects as disclosure, fraud, distribution, administration, maximum
sales charges, etc. We question whether there is a real need for additional regulation at the state level on variable annuities.
We are concerned that additional regulation could result in dual regulation at unjustifiable extra expense to insurance
companies which would ultimately be borne by contract owners. It is our opinion that additional state regulation is
unnecessary and unwise,

However, since a model nonforfeiture regulation has already been proposed, we would also like to offer the following
specific comments on the proposed model, which are by no means meant to be exhaustive,

(1) Minimum Nonforfeiture Amounts (Paragraphs 4 and 5 of the Model)

In the determination of the minimum nonforfeiture amounts, the model malkes provision for a collection charge of $1.25
per consideration credited and an annual administrative contract charge of $30 (or, if less, 2% of the contract value when
no considerations have been credited during the year). '

We question whether the law should be setting a specific level of administrative charges for variable annuities, since we
believe there is more rationale to determining the administrative allowance from the administrative and transaction charges
specified in the contract. We submit the following reasons:

(a)  Variable annuity charges must be approved by the SEC and must be specified in the contract and prominently
disclosed. '

{b)  Expenses in the accumulation period, as opposed to the payout or annuity period, need not be guaranteed in a
variable annuity contract. (For example, in Metropolitan’s contracts, the right is reserved to increase certain charges
in the accumulation period ~ any such increases are subject to SEC approval and require prior notification to the
contract owner), If expenses are not guaranteed in the accumulation period and if the law is to set a specific level of
administrative charges, then it is important that the law also provide for future inflationary increases in
administrative expenses. Unlike the siruation for fixed annuities where increases in expenses can be provided for
from dividends, e.g from interest earnings in excess of the minimum accumulation rate of 3% interest required by
the nonforfeiture law for fixed annuities, there is no such corresponding margin for variable annuities.
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() A flat $30 administrative charge is inappropriate since it does not recognize that (i) different types of transactions
{e.g. full or partial redemption, transfers between fixed and variable accounts, etc.) may incur different costs and (i}
costs for a particular contract will depend on transaction activity and type of transaction. The variable annuity
contracts of many companies make provision for a fee on a per transaction basis, with variation of this fee by type
of transaction. In a given contract year, the resultant total of these fees may well exceed $30 for a contract with
considerable activity.

If administrative charges are to be specified in the model, then the form of the charges should be more fiexible and
the level of such charges much broader. We feel these two objectives are best achieved by providing that such
charges be computed from “those specified in the contract.” As mentioned previously, these charges are required by
regulation to be prominently disclosed both in the contract and in the Prospectus,

(2) Right to Cancel Annuity (Paragraph 9 of the Modei)

(i) Subhsection (a). The right is given to cancel the contract if, at the time the annuity becomes payable, the accumulated
value is less than $2000 or would provide an initial.income of less than $20 per month.

We feel that the $2000 and $20 limits are restrictive and could be totally inadequate in the future when current
contractholders retire {which could be many years from now). More responsiveness to change could be provided for in the
model, for example, by adding to the above subsection: ... or such limits as may be specified by regulation, if greater,”
The New York Insurance Department, for example, has recently approved limits higher than the above $2000.

(it} Subsection gb!. A company may cancel a contract in the accumulation period if no consideration has been paid for
two full years and total considerations paid prior to such period is less than $2000.

The $2000 limit ignores the effect of partial redemptions. For example, a contract owner may have contributed $2000,

_ but redeemed $1500 of account value. The justifications for this subsection, in our opinion, are: (a) it is uneconomical to
administer inactive contracts with small accumulated values and detrimental to premium paying contract owners: and (b)
the yearly administrative charges will be, in the long run, more detrimental than cancellation to a small size contract which
remains inactive. On this basis, we feel that the $2000 consideration limit should either be restated in terms of account
value or adjusted for any partial redemptions made under the contract.

(3) Provision for a Surrender Charge

The nonforfeiture law for fixed annuities incorporates additional allowances in case of surrender for cash prior to maturity,
while the model law for variable annuities does not.

The risk of loss on surrender, although of a different nature than for fixed annuities, is just as real for variable annuities.
While for fixed annuities the risk is primarily one of a market value loss, for variable annuities the risk is one of expense
loss. Although the model provides for “‘percentages of consideration™ equal to 65% in the first year and 87%% in renewal
years, in actual practice, the resulting expense allowances of 35% and 12%% will be unavailable to a company. The reason
is that due to the SEC limitations on sales loads, the withdrawal values in a variable 2nnuity contract will be computed
from higher percentages of consideration than the above 65% and 87%%. (Excess first-year expenses would typically be
recovered gradually over a number of years.)

We feel that the mode!l law for variable annuities should provide for 2 surrender charge, and we must make sure it falls
outside SEC jurisdiction over sales loads. ‘




