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INTRODUCTION

Recently much attention has been focused on the plight of
people with relatively small amounts of savings.l Because of
Federal regulations on the maximum interest rates that banks and
8 savings -and loan associations may pay, savers who have less than
$10,000 to invest have often had éo settle for rates of 5 to
5-1/4 percent on their money, while open market rates are in

-the 9-1/2 to 10 percent range. Even the latter rates are barely

YT S

‘S; sufficient to cover the current rate of inflation. Through

F a variety of exemptions and financial innovat;ons, large savers
t have been able to obtain access to the open market rates from

b which small savers have been excluded by deposit rate ceilingé;

' 3 One economist has put the loss in interest earnings at over

$8 billion on passbooklsavings accounts at commercial banks,

savings banks and SsL's in 1978 alone.? Based on similar findings,

Mr. Robert Gnaizda, a public interest lawyer, petitioned Congress

(VE
to require a "fair warning on every passbook, in every advertisement,
and on the doors of every bank..." that "Savings may be hazardous
to your wealth,"” if the government does not end the system of

&E’ "dePQSit tate.ceilings.3

See Hearings on_ "Requlation Q" Before the Subcommittee
on Commerce, Consumer and Monetary Affalrs of the House

Committee on Government erations, 96th Cong., lst Sess.
(I379) [hereinafter c1te§ as 1979 Hearings.]

See the testimony of Professor Edward Kane, id.

=

1979 Hearings, supra n. 1. Mf. Gnaizda puts the loss
at over 517 billion.




Virtually no attention has been paid, however, to how small

savers have fared during the current inflation in the one major
consumer savings medium that is not subject to deposit rate
ceilings. At the end of 1977, consumer savings held by the
ordinary life insurance indusgry amounted to épproximately $140
billion.4 This amount is roughly equal to the tdtal of all .
passbook savings accounts held by the savings and loan industry. 5
A major portién of this report will be devoted to an examination
of consumer savings through life insurance. The life insurance
industry publishes no figures on the total consumer savings
which it holds. Nor does the industry publish figures on the
rate of return it pays on savings, either for the industry
as a whole or on individual.poligies. .This report will examine
the rates of return being paid by the life insurance industry
to the 45 tb 50 million households that save through life insurance.
Among the important findings of this report are:

1. The average rate of return péid by the industry to

all ordinary life insurance policyholders in 1977 was

between one and two percent;6

4 See pages 11-12, infra.

5 Passbook accounts amounted to almost $144 billion in December,
1977. 1979 Hearings, supra n. 1, at 7, Table 3 (statement
by Kenneth Thygerson. Chief Economist of U S. Leagque of
Savings Associations). :

6

This is the average rate paid all ordinary life policy
holders. Many policies currently on the market, if held

for 20 years, will yield between 4 and 5 percent. See Tables
II-7, I1I-8, infra.




The rate of return on new policies is, in many instances,
substantially below alternatives readily available
in the market place;

A significént numbe: of holders of o0ld policies are

locked into a low-yield, .fixed-dollar investment

unsuited to cope with current inflation;

é 4. There are severe, but'unannounced, penalties for early
withdrawal of savings through life insurance policies.
Unlike the withdrawal penalties mandated by Federal
deposit reqgulations, the penalties imposed by life

/

insurance companies do not merely reduce the return

gy -

earned on the principal: they often reduce and sometimes

bl b o bty

even eliminate the principal itself. The consumer loss
resulting from first-year lapse alone exceeds 200
ce. F _ ‘million dollars a year. Just to break even, many

policies bought in 1977 will have to be held
until 1987.

S. Price cohpetition is s0 ineffective in the life insurance
industry that companies paying 20-year rates of return
of 2 percent or less compete successfully against com-
panies that pay 4 to 6 pe:cént.' This disparity should
be contrasted with the banking industry, where differences
of a quarter of a percent are considered to be compe?
titively crucial.

There}are important differences between saving through

life insurance and saving through the  banking industry. 1In

es ) . . )
particular, the income generated through a life insurance policy




is essentially tax free; therefore, all the rates of return
mentioned above should be compared to the after-tax return from
other forms of savings or investments. Nevertheless the average
rate of return on savings through life insurance is extraordinarily
low even compared to current passbook rates offéred'by banks and
S&L'S; which are themselves kept artificially low by the deposit
rate ceilings. We estimate that consumers would have had an
additional $3.7_billion in 1977 alone if the life insurance
industry had paid only 4 percent on savings.7 Thus while deposit
rate ceilings may have imposed great costs on small savers,
those consumers® who save through life insuraﬁcg are in many
instances far worse off. 1Indeed, life insurance savers would
gain substantially if they were at least put on an equal footing
with the current low deposit rate ceilings of banks and S&L's.
These problems led to this investigation of the life insurance
industry. The investigation examined the magnitude of consumer
‘injury and the extent to which life insurance cost disclosure
‘can remedy these problems. This report is the end product of
that investigation. It is divided into four parts: (1) An overview
of the industry and an analysis of its role as a savings medium;
(2) An analysi§ of consumer problems in the life insurance
industry; (3) A description of some of the reasons for these
problems; (4) A recommended system of life insurance cost dis-

closure which we believe is a prerequisite to any meaningful

See pages 18-19, infra.



RATES OF RETURN ON VARIOUS INVESTMENTS -- 1977

PERCENT RETURN 5 -4 2 3 -1 0 1 2 3 4 5 6 7 8 9

{  MINUS9%TO MINUS 19% CASH VALUE LIFE INSURANCE HELD FOR 5 YEARS
MINUS 4% TO PLUS 2% ‘FASH ,VALUE.UFE INSURANCE HELD FOR 10 YEARS
CASH VALUE LIFE INSURANCE HELD FOR 20 YEARS 2% 10 4.5%
STATE AND LOCAL GOVERNMENT BONDS (Aaa) 5.2%
PASS BOOK SAVINGS DEPOSITS T 5.a25%
STATE AND LOCAL GOVERNMENT BONDS (Baa) 6.12%
U. 5. TREASURY BONDS 6.99% 10 7.67%
SAVINGS CERTIFICATE OF DEPOSITS | |  875%TO7.75%
CORPORATE BONDS (Aaa) : . 8.02%
CORPORATE BONDS (Baa) 8.97% | 1

CAVEAT: PURCHASERS SHOULD CONSIDER TAX ADVANTAGES AND

DISADVANTAGES OF ALTERNATIVE INVESTMENTS,
RETURNS ON CASH VALUE INSURANCE POLICES ARE GENERALLY.

TAX FREE; SOME BONDS ARE TAX-EXEMPT.
SOURCE: FEDERAL TRADE COMMISSION
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price competition in the life insurance industry.

I. THE LIFE INSURANCE INDUSTRY AND ITS SERVICES

A. Description of the Industry

Thg,iife insurance industryvis_a largé'and iméortant part
of our economy. The total income 6f domestic life .insurance
companies in 1977 was $98 billion.8 wWhile it is difficult to

comprehend a figure this large, some comparisons may help.

_The $98 billion received by life insurance companies in 1977

is approximately the same as the federal government spent for
national defense in that year and more than twice as large as

the total income of the entire farm population of the United

. States.9

The life insurance industry directly affects most familiéé

in this country. Seventy-two percent of the adult population

of the United States and over 90 percent of all husband and wife

fanmilies own some form of life insurance.10 1In 1977, Americans

purchased $367 billion of additional life insurance coverage

bringing the total of life insurance coverage to almost $2.6 trillion.

Insured families paid an average of over $500 a year in premiums

and had approximately $37}000 insurance in force.l?

8 American Council of Life Insurance, Life Insurance Fact
Book, at 56 (1978) [hereinafter cited as Fact BOOK].

3 Economic Report of the President, 339, 362 (1978).

10 Fact Book, supra n. 8, at 35. These figures are for 1976.

1l 14, at 7.

12

(Footnote Continued)

Id. at 7 and 56. This figure includes employer contributions



The primary focus of this report is ordinary life insurance.
Ordinary life insurance policies are usually sold to individuals
{as opposed to groups), and are usually sold by agents. Most
ordinary life premiums are paiq by mail rather:than»collected
by AA agent.13 In 1977 Americans paid $24.2 billion in premiums
for 140 million ordinary life insurance policies. This expenditure

14 In return

represented 1.9-percent of all personal income.
for premiums paid, the life insurance industry performs two
important services: it provides death protection and serves

as a savings medium. The dual nature of the life insurance industry
is reflected in the differences between the igdustry's two basic
policies: "“term"” policies (which provide only insurance protectiqn)
and “"cash value®™ policies (which provide both insurance ptotection
and a form of savings). The following section describes these

:wd basic types of policies.l5

12 (Footnote Continued)

and is computed by dividing premium income by the number
of insured families (88 percent of about 70 million families).

13 Besides ordinary life insurance, the other major products
of life insurance companies are health insurance, annuities,
group life, credit life and industrial life insurance.

An economic profile of the whole industry is set forth
in Appendix I.

14 Fact Book, supra n. 8, at 20, 58, 59.
15

All life insurance policies are either participating or

non-participating. Non-participating policies do not pay

dividends and are sold by stockholder owned insurance companies.

Participating p011c1es pay dividends and are primarily

issued by mutual insurance companies but are also issued

by stock companies. In dividend-paying policies, the premium

is set at a level greater than the anticipatrsd future cost
(Footnote Continued)



B. Basic Types of Life Insurance Policies

1. Term Insurance

Simply stated, term insurance provides solely death protec-
tion fof‘é fixed period of time such as.l, 5, or lﬁ years or
until the insured reaches a specific age such as 65. The face
amount of the policy will be paid only if the insured dies within
the time (or term) stated in'the policy. Thus, a one year $25,000
term policy, for example, obligates the insurance company to
pay the beneficiary that amount should the insured die within
the year. Term iasurance policies are often renewable for additional
terms without the insured‘'s being required to take a medical exam-

ination. Each time the policy is renewed for another term,

‘the premiums increase to reflect the greater likelihood of death

' as a person grows older.l® wWhen the insured is young, term insurance

is relatively inexpensive and provides the largest immediate

death protection for the premium dollar. However, the pfemiums

15 (Footnote Continued)
 of the policyﬁ"Dividends paid reflect the company's actual
costs. See-generally J. Belth, "Distribution of Surplus to Individual
%éfe.lnsunmxxaPblicyhaukns," 45 Journal-of Risk and Insurance 7
1978) .
16

Certain types of term policies provide for level premium
payments. For example, "term to 65" has only one "term"

and thus the premium remains at a constant level until

the policy expires at the stated age. The early year premiums
for this form of term insurance are significantly higher

than traditional renewable term. Another level premium
variant is "decreasing term”, in which the face amount

of the insurance decreases over time while the premiums

stay the same. This type of policy is often marketed as
protection for long-term decreasing debts such as mortgages.
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steadily increase as the insured ages and become very high
after age 65.

2. Cash Value Insurance

.There are several types of cash value insurance. The most
important type is "whole life" pr "permanent llfe insurance.
Whole life insurance policies remain in force as long as the
premiums are paid. They differ from term policies in three

important ways. Pirst, the premiums for a whole life policy

are initially much higher than for term insurance for the same

amount of insurance protection. Second, unlike the premiums

for term insurance, whole life premiums do not go up with age

~ but remain the same throughout the payment period. Third, whole

life insurance policies develop cash values which increase each

year.17

A whole life policy can have a premium that does not increase
because during the early years of the policy the premiums are

much higher than the amoun£ needed to buy only death protection.18

17 In addition to whole life insurance, many other policies

on the market .combine savings and protection in various
degrees._ Examples include "life paid up at 65," "“20-pay
life," and "endowment polxcxes. "Life paid up at 65" and
"20-pay life" are policies in which the premiums are paid
over a limited period instead of over the entire life of
the policy. Endowments are policies in which the cash
value equals the policy's face amount at the end of a
limited period, usually 20 or 30 years. !
18 A 35-year o0ld man will typically pay an annual premium _ ;
of $15-20 per $1,000 of coverage for a whole life policy, :
while a comparable size one-year renewable term policy '
would cost $2.00 to $6.00 per $1,000. When the insured
reaches ages 55-60, term premiums become greater than the
$15-20 level premiums of the whole-.life policy.



part of these "overpayments" made in the early years of a whole
l1ife policy are invested by the company and set aside as a reserve
to be used to pay part of the death benefit should the policyholder
‘die. This.?éserve serves as the basi; for a policy's cash values.

The cash value of a whole life policy generally increaSeS each year

and is specified in the contract. 19 While alive, the policyholdér
can either borrow against_the cash value or receive it by

} surrendering the policy. If the insured dies, however, the insurance
company pays only the face amount of the policy, not the fact

amount plus the cash- value.

1 A whole life policy can be viewed as a combination of an
increasing savings element (gash value) and a decreasing amount

of pure life insurance portection. This is.becéuse as the cash

3 vaiue of thevpoliqy increases the actual amount of death protecti6n~

being purchased decreases correspondingly--the sum of the

cash value and the death protecfion always equalsithe face amount
of the policy. The increasing cash value also explains why whole
life insurance premiums stay the same throughout a person's

life. Even though the chances of dying and thﬁs the cost of
pure-death protection increases each year; the cash value.reduces
the amount of death protection that must, in‘effecﬁ, bé purchased.

Although the description of whole life insurance as a

19

The increase in cash value in any given year is due to
two factors--the excess premium payments for that year

- and the interest credited to the cash value that has been
previously accumulated. The impact of compound interest
is substantial. For example, $1.00 invested at 7.2 percent
will double in ten years.
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combination of death protection and savings is commonly found in
insurance texts,20 many people in the insurance industry assert
that the separation of whole life insurance into savingé and
protection components is imprdper and that the life insurance
contract must be viewed as an undifferentiated whéle. They
argue that the purchase of a whole life policy should be viewed as
simply buying insurance protection on.the level-premium "installment
plan. According to this view, under the level premium method,
people "prepay" while they are young for insurance protection
they will receive only many years later, while the savings element
(cash value).is described as an "incidental"-by-product of the
level premium method of paying for insurance.?l

It is true that the poiicy's savings element is a by—produét
of the level premium methdd of paying for insurance However,
it can hardly be said to be "incidenta;“. During the initial
years of a typical whole life policy the portion of the premium
that goes to build up the savings element of the policy will
often be 70 percent of the total premium. Over the first twenty

years of a typical whole life policy issued to a male aged 25,

‘about 40-50 percent of the premium goes into the policy's savings

element.22 "The fact that a major portion of the premiums for

20 See, e.g., S S. Huebner & K. Black, Life Insurance 7

(1976).
21 This argument is discussed in detail at pages 113-120, infra.
22

See J. Belth Life Insurance - A Consumer's Hand Book,
15-50, (1973).

10
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whole life policies goes toward building up cash values makes
the life insurance industry a major. savings institution.

C. Life Insurance As A Savings Medium

Salqs of cash value insurance policies, in conjunction
with sales of annuities, make the insurance industry ohe of
the country's major savings instiﬁutions.23 Assets of domeétic
life insurance companies totaled more than $350 billion at the
end of 1977.%4% In recent years, life insurance companies have
accounted for ébout 20 percént of the growth. in all beréonal
sav:i.ngs.z.S As a repository of personal savings, thellife insurance
industry has ranked second only to savings and loan assbciations
among private savings institutions.2® »
Individual savings through ordinary cash value insurance
represent a significant part of the total consumer.savings deposited

with the life insurance industry.2? Although the life insurance

23 Although term insurance sales have been growing more rapidly

in recent years than cash value sales, the latter type

is still the most common form of ordinary insurance purchased
and owned. Cash value policies (on adult lives and sold

by ordinary agents only) accounted for about 58 percent

of premiums and about 39 percent of the amount of new ordinary
insurance purchased in 1975. Life Insurance Marketing And

Research Association (LIMRA), 1975 Buyers Study at 19,

24 Pact '‘Book, supra n. B, at 69.

25 G. Bishop, Capital Pormation Through Life Insurance,

91 (1976).

26 14. at 87.

27 The remainder consists primarily of annuities and amounts

held under pension plans, Fact Book, supra n. 8, at
36-38, 49-54. ’

11



industry does not publish statistics on the total consumer savings

through ordinary life insurance, this numbér can be estimated.
In 1977, it totaled approximately $141 billion or over $1,000
for .each of the 139 million ordinary life insurance policies
in férce.z8 | |

An indication of the relative importance of savings versus
protection in érdinary lifg insurance can be seen by comparing
it to group term insurance. In 1977, the two lines provided
roughly equal amounts of death protection.29 ﬁéath claims
paid on ordinary life policies amounted to $4.9 billion versus
© $4.8 billion on group contracts.30 vyet the pablic paid over
$24 billion in p;emiums for its ordinary life insurance coverage
compared to less than $7 billion for its éroup coverage.31
There are two major reasons for this immense difference. First. %
the ordinary line is dominated‘by cash value policies, where |
the savings benefits are far larger than the death protection

benefits. 'Second, selling costs are much higher for ordinary

than for group policies.32

28 Consumer savings consist of ordinary life cash values
and accumulated dividends left with the companies at interest.
For details of this calculation see Appendix II. :

29

Ordinary life insurance in force amounted to $1,289 billion,
compared to $1,115 billion for group. Fact Book, supra
n. 8 at 18. '

30 13 at 41.

31 14. at 57.

32 For example in 1975, commicsion costs were about $1.97 per

thousand of coverage on ordinary policies versus 12 cents
(Footnote Continued)

12



The followihg tables show the relative importance of
ordinary life insurance as a savings institution and as a pro-
vider of death protection. Table I-1lA is a summary of the total
cash flows and the increase in consumer savings in the ordinary
life insurance line in 1977. Tabie I-1B contains‘the’same infor-
mation broken down by insured househoid.33

These tables show how much money flowed from policyholders
(directly and indirectly) into the industry. The money flowing
into the inddstry consists of premiums and the investment éarnings
from consumer Say}ngs through ordinary cash value insurance.34m
The tables also show how much money flowed back from the companies
to policyholders in the form of benefits. Finally, the tables
show a breakdéwn of the money femaining with the companies,brbken

out by the amount used to increase policyholders' savings and

the amount retained for expenses and profits.

32 (Pootnote Continued)
for group. Home office expenses averaged $3.02 per thousand
on ordinary versus 30 cents for group. These figures were
derived from Table 2 in Appendix II.

33 The numbers in Table I-1B are based on the assumption that
there are 46 million households with ordinary life insurance.
The derivation of the number of insured households is set
forth in Appendix II.

34

These reserves are technically not owned by the policy-
holders. However, policyholders can surrender their policies
at any time and receive their accumulated cash values and
dividends. Thus, we think it is appropriate to view invest-
ment income on these reserves as funds indirectly contributed
by policyholders.

13



The overwhelming importance of the saving element of ordinary
cagh value insurance is shown by the fact that, although approxi-
mately $34 billion was contributed by policyholders to the industry,
only- about $5 billion was returned in the form of death benefits.
The death benefits paid are onl& slightly largér than the dividends
paid and are much smaller than either the withdrawals from savings
or the buildup §f savings. From the perspective of the individual
household, an average of $525 was paid in premiums and only
$107_was_received back in death benefits. This comparison excludes
an.;additional indirect contribution of $212 per household dénived

-

from investment income.

Table I-2 i; a breakdown showing approximately how policyholder—
provided income (pfemiums Plus investment‘income).is used in
ordinary insurance. Table I-2 shows that death benefits paid in

- 1977 represented only 14.5 percent of - the cash flow of -the industry,

whereas the savings. element was more than 3-1/2 times as large

at 54.9 perceht,
35

Table I-2

EXPENSES
AND
PROFITS
30.6%

DEATH
BENEFITS

14.5%

SAVINGS :
(BUILDUP AND WITHDRAWALS)
‘ 34.9%

35 Table I-2 is based upon the data contained in Table I-1A.

14



TABLE I - lA

TOTAL CASH FLOWS BETWEEN POLICYHOLDERS
AND LIFE INSURANCE COMPANIES IN 1977
(Amounts in billions of dollars)

AMOUNTS CONTRIBUTED BY AMOUNT RETAINED BY AMOUNTS OF BENEFITS

POLICYHOLDER — COMPANIES PAID
Increase In .
Premiums $24.161 policyholder
savings $7.878
Expensesand $10.379 |
profits
$33.916 '$15.659
Cash flow from TOTAL " $18.257 | Cash flow from \ Death Fe“ef"’ $4.908
investment ‘ - -
Income $9.735 | policyholders to policyholders Savings Withdrawals
companies ' companies to Dividends 4.671
Surrender
Values $3.964
Supplemental
Contracts $1.059
Matured
Endowments $894
Other $163
TOTAL $33.916 - , :  [Toral
wuhdrawuls 310 731
Total Benelits
Paid $15.659
SOURCE: FEDERAL TRADE COMMISSION

*/ _ The source of the ;Qformation‘in Table I - 1A is set forth in Appendix II.



TABLE I - 1B

AVERAGE CASH FLOWS BETWEEN POLICY HOLDERS
AND LIFE INSURANCE COMPANIES
BY INSURED HOUSEHOLD IN 1977

(Amounts in dollars)

AMOUNTS CONTRIBUTED BY AMOUNT RETAINED BY ‘ AMOUNTS OF BENEFITS

POLICY HOLDER COMPANIES PAID
Incron;e In
Premiums $525 policyholder
savings $17
Expenses and
' Profit $226 :
$737 $340
_ Death Benefits $107
Investment Cash flow from | Cash flow from
Income $212| | policyholders TOTAL : $397 companies to Savings Withdrawals
to companies policyholders Dividends $102
' Surrender -
Values . $85
Supplemental
Contracts $23
Matured
Endowrnients $19
Other $4
TOTAL $737 : 1'5!'5.
Withdrawall $233

TOTAL BENEFITS
‘ PAID $340

SOURCE: FEDERAL TRADE COMMISSION
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=~ 1B is set forth in Appendisx IT.

The source of the information in Table I

These tables demonstrate that the life insurance industry
is a major savings medium. We now turn to an examination of
the average rate of return the life insurance industry pays
ordinary policyholders. The life insurance industry, in return
for the.premiums it receives, both provides insurance protection
and serves as a savings medium. éy subtracting the portion

of the total premium that goes to provide insurance protection

it is possible to compute the average rate of return the insurance

industry is paying on policyholders' savings. This rate is
calculated in much the same way as the rate of return from any
other savings medium such as a bank. The genergl formula for
calculating rate of return is set forth below:

r = savings at_the end of the year ' -1
’ savings at‘beglnnlng of the year + deposxts - withdrawals

Using this formula, the average industrywide rate of return
paid ordihary policyholders in 1977 can bé,calculated. Total
consumer savings in ordinary life insurance were $137.032 billion
at the beginning of,l977.ané $140.910 billion at the end.-3®
The withdrawals from savings were paid as dividends, surrender
values, supplemental contracts, matured endowments and other
miscellaneoﬁs benefits and totaled $10.7 billion.37 1In 1977,
$24.161 billion was paid in premiums. Part of the total premiums
can be allocated to the industry's cost of providing death protec-

tion and the remainder is the deposit added to existing savings.

36 See Appendix 1I1I.
37 See Table I-1A.
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To determine the size of the deposit it is necessary to estimate
the portion of the premiums needed to provide death protection.
This can be done simply by taking the cost of providing death
protection (term insurance) to be some multiple of death benefits
actually paid. For purposes of,éhis calculatioﬁ we used a multi-
plier of 1.5. That is, people pay $1.50 in premiums to get back
$1.00 in death benefits.3® Applying this 1.5 multiplier to all
death benefits p#id in 1977, the amount of premium dollars needed
to provide death protection is $7.364 billion:

Death Benefits paid in 1977 $4.909 bllllon

Premiums needed to provide —5—1—2

death protection $7.364 billion
The deposit to savings is the to:al premiums minus the cost

of providing death protection or $16.8 billion.

Total Premiums o $24.161 billion

} Cost of Pure Insurance : __7.364 billion
Deposit to Savings 3 $16.797 billion

Table I-3 illustrates the rate of return calculation for 1977

using the 1.5 ratio to estimate cost of providing death protection.

38 A 1.5 multiplier-is the same as a 66.6 percent loss ratio. This
means that for:each £1.00. in premiums paid the company returns 66.¢
cents in benefits. The industrywide ratio of benefits to premlums
for all business in 1977 was 79 percent. Fact Book, .
supra, n. 8, at 62. The higher the loss ratio assumed, the
lower the rate of return. The rate of return assuming
different loss ratios is set forth in Table I-4, infra.
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Table I-3
Rate of Return Paid by Life Insurance Companies to Ordinary

Policyholders in 197732

Savings at end of 1977 : $140.910 billion
Savings at end of 1976 $133.032 billion
Deposit: Premiums ' . $ 24.161 billion
less (1.5) X Death Benefits (4.908) 7.364 billion
$ 16.797 billioen
Withdrawals: Dividends $ 4.671 billion
Surrender Values 3.964
Supplemental Contracts 1.059
Matured Endowments .894
Other 163
. $ 10.751 billion
Deposit less withdrawals ' '$ 6.046 billion
r = Savings end of 1977 -1
Savings end -of 1976 plus Deposit less Withdrawals
= 140.910 - 1= 140.910 - 1 = 1.013 -1 or r = 1.3 percent
133.0632 + 6.046 139.075

The industrywide rate of feturn depends upon the amount
of the total premium dollars that are allocated to providing
:death protection. The dollars allocated to insurance dépend
upon the loss ratio assumed. Table I-4 shows the rate of return

using both a 66.6 percent and other loss ratios for the years

1970, 1975 and 1977.

39. For the sources of these figures see Table I-1A, supra and Appendix
II. The rates of return in Tables I-3 and I-4 do not take into account
ane of the important special features of cash value contracts, namely,
the right to borrow against the cash value at a rate of interest speci-
fied in the policy. The calculations in the text are concerned with
what the industry pays and treat policy loans as a separate transaction
for reasons that are discussed in Appendix ITII. Nevertheless, the policy
loan provision is of considerable value to those policyholders who can
borrow funds at S or 6 percent, when their alternative would be at 10 or
12 percent. It is difficult to quantify this benefit since we have no
information on the alternative rates of interest that the borrowers would
have had to pay and because we would also have to reflect the value of
the loss in insurance protection that occurs when a policy loan is made.

17
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Table I-4

Rates of Return to Ordinary Policyholders in 1970, 1975
and 1977 Using Alternative Loss Ratios

Year - - Loss Ratios

’ 79% (1.2658) 66-2/3% (1.5) 60% (1.66)
1970 -1% -0.15% 0.46%
1975 . 0.03% 0.86% 1.45%

1977 ' 1.2% - 1.3% 1.85%

Table I-4 shows that, depending upon the loss ratio assumed,
the average rate of return paid to ordinary policyholders in
1977 ranged from 1.2 to 1.85 percent. No matter which loss ratio
is assumed the rate of return is extraordinarily low, even considering
~that it is essentially tax-free. The extremely low industrywide

rate of return reflects the consumer problems discussed in

<o

the ngxt part of this report: 1low average rates of return
paid on individual ?olicies; great variability in the rates
of return paid on policies, negative rates of return whgn early
lapsation occurs, and extremely low ratés of return paid to
policyholdefé who purchased their policies many years ago when
inflaﬁion and interest rates were much lower.

The industrywide rate of return can be used to estimate
the total loss to consumers in 1977 from all of these problems.

‘This is dohe-by comparing the amount of savings that would have

. been available if the industry had paid a competitive tax-free
rate of return on policyholder's savings rather than the

approximatelyl.3 percent it actually paid. A reasonable

18
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tax-free rate of return in 1977 would have been at least 4 percent

(see page 31, infra). 1If the life insurance industry had

‘paid ordinary policyholders 4 percent interest, total savings

would have amounted to (139.081 x 1.04) or $144.644 billion

1nstead of $140.910, a difference, of over $3.7 bxlllon in 1977

alone.40
It is importént to note that the available evidence does

not indicate that life insurance companies are earning massive

pfofits on the difference between their return on investments

and what they pay policyholders. In 1977, life insurance companies

earned an average of 6.9 percent on their investments before Feaeral

taxes.4l

while thef paid approximately 1.3 percent to policyholders
on funds invested with them. The large differential, however,
does not necessarily result in excessive profits for the companies.
The available evidence suggests that most of.the'differéntial

is absorbed by high home office expenses, sales commissions

to agents, and Federal and state taxes .42

40 The difference in 1977 would be substantially greater if
the 1ndustty had been paying 4 percent in earlier years
as well, since the total savings at the beginning of the
year would have been larger and the policyholder would
have earned interest on the earlier paid interest.

41 Fact Book, supra, n. 8, at 61. .

42

A recent study of the profltablllty of capital stock life

insurance companies found that their rates of return on

net worth were higher than that. of other service industries,

such as banking and real estate, but lower tha.a for manufac-

turing and wholesale and retail trade. Since life insurance

company profits are much more stable than profits in other

businesses, the authors of the study also estimated rates

of return adjusted for risk. Their tentative conclusion
(Footnote Continued)
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It does not'reaily matter to consumers who purchase cash
value insurance whether the ldw average rate of return paid
ordinary policyholders is due to excess profit of companies, -
higb_expenses,‘or the cost of supporting an.extens;ve agency
system. What is important is’ihat in far too'many instances
consumers who use cash value insurance as a way to save receive
a rate of return which is substantially below what is readily
available in the marketplace. The next part of this report
analyzes the consumer problems in life insurance from the per-

spective of the individual policyholder.

42 (Footnote Continued)

was that the risk adjusted rates of return for life insur-
ance companies are high relative to other industries but
not excessively so. See S. T. Pritchett and R. Wilder, "A
.Comparative Study of Stock Life Insurer Profitability:
Implications for Workable Competition"™ (Preliminary Draft),
prepared for the Huebner Foundation, Wharton School, Univer-
sity of Pennsylvania. A further discussion of the profit-

ability of life insurance companies is contained in Appendix
IC
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I1 CONSUMER PROBLEMS IN LIFE INSURANCE .

Our study of this industry discloses that American consumers’
are losing billions of dollars yearly as a result of ill-informed
and inmappropriate life insurance purchase decisions. The basic
problem is that the life insurance market does not provide adequate
and meaningful information for purchasers to make intelligent,
reasoned decisions. In the last few years, significant develop-
ments--such as the NAIC model cost disclosure regulation proposal--
have resulted from increased recognition of this problem. However
despite these initial efforts, the lack of meaningful cost disclo-
sure remains an acute problem.1 As one commentator recently.
observed:

Inadequate financial disclosure is indeed
a consumer problem. Americans carry more
than $§2 trillion worth of life insurance. .
However, their ability to act responsibly
and make informed decisions as purchasers
is seriously impeded by sales pressure,
confusing terminology, numerous rows of

seemingly meaningless figures, and most of
all, by the lack of solid, comprehensible

See Subcommittee on Oversight and Investigations of the House
Comm. on Interstate and Foreign Commerce, Report on Life
Insurance Marketing and Cost Disclosure 95th Cong., 24 Sess.

3 (1978) [hereinafter cited as Moss Subcommittee Report]. As i
part of its findings and conclusions, the subcommittee :
stated: :

(tlhe solution proposed by the NAIC, while

a step in the right direction, is not satis-

factory. It contains a number of provisions ‘ _
that unnecessarily blunt its effect and omits &
altogether certain essential remedies. Id.

In subsequent sections of this report, we will present

our analysis of the NAIC model regulation and suggest certain
modifications to increase its effectiveness.

21



and comparable information. Often consumers
do not even know which question to ask the
~agent to obtain the correct cost information;
thus they become doubly frustrated. Simple
requests for information are often met by
condescending attitudes or misleading data.z

To” indicate the magnitude of:the problem created by the failure
;f the market to generate meaningful cost information, we reiterate
that consumers paid $24.2 billion in premiums for ordinary life
insurance in 1977; A large pércentage of these premium dollars
"were spent on whole life or cash value insurance. This type of
insurance is oftgp sold as a convenient way to combine insurance
with a plan to save for retirement or.other purpdses. This duéi

function of the cash value contract is often stressed during

the sales presentation and in industry advertisements.? Indeed,

2 Hearings on. Life Insurance Marketing and Cost- Disclosure
.Before the Subcomm. on Oversight and Investilgations of the
House Comm. on Interstate and Foreign Commerce, 95th Cong.,
2d Sess. 542 (1978) (Statement of National Consumers League)
[hereinafter cited as Moss Subcommittee Hearings].

3-.

A typical eXamplé is contained in a brochure prepared by
Government Employees Life Insurance Company (GEICO), which
states:

A whole life or endowment policy will guarantee
to pay your family a regular monthly income

or a c¢ash sum, or both, if you die. And

if you live, the cash values provide a nice
"nest egg" you can use as a family emergency
fund for your children's college tuition

costs or for additional retirement income.

A similar theme is sounded in a recent brochure put out
by the National Association of Life Underwriters (NALU):

Permanent forms of life insurance provide
guaranteed protection you can't outlive. ‘ :
So your policy benefits are there if you ;
die or, far more often,- are there to supplement

' (Footnote Continued)
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it is the savings element of the casﬁ value policy which is often
extolled as the best way to provide funds for retirement. This
position is stated with appropriate eloquence in one company's
agent training manual:

{(Llife insurance guarantees safe and success-
ful investment. The dollars men are saving

to provide a future income for their families
and themselves probably will have to go through
three or four complete swings of the business
cycle. What type of institution can best be
trusted to handle those dollars? A study

of the various fiduciary institutions leads

to the conclusion that the best of all trustees
to guard the sacred dollars set aside to
provide future family and personal income is
the institution of life insurance.

While cash value insurance is often sold and purchased on the
basis of its investment utility, the consumer is given virtually
no meaningful information-to compare the true costs of similar
policies or compare the benefits of the cash value purchase with
alternative forms of savingsfqr invesﬁmedt. Due to this alarming
dearth of ;nfprmation, the life insurance purchaser buys a pfo-
;ection and retirement savings plan on the faith that an agent

will select an appropriate policy for his or her needs. As

we demonstrate below this faith is often misplaced. Moreover,

3 (Footnote Continued) 7
other income and resources for your retirement
years. '
Moss Subcommittee Hearings, supra n. 2, at'766,759.
) ,

Occidental Life Insurance Company of California, An_Intro-
duction to Life Insurance (agents' training manua -
(1570).
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- ways:

the consumer is confronted by a market that has an industrywide

rate of return of between 1 and 2 percent and is subject to

extreme variations in costs that could result in the individual

.losing thousands of dollars in lost savings and unnecessary

premium payments. The life insurance industry in its role as
"the best of all ﬁrustees" pays in many instances an individual
rate of return that is 4 to 5 percent below alternatives readily
available in ihe marketplace. Millions of consumers who have
entrusted their retirement savings to this ihdustry will find that
the 2 to 4 percent 20-year return on their cash value insurance
policies will have béen almost completely er;ded by inflation.

As we noted at the outset, we believe that the central
p;oblem is a lack of adequate and meaninéful information. In

our view, this problem manifests itself in four significant

A. Thé_rate of return consumers réceive on thé savings
component of cash vélue insurance is often very 10w. o
B. Consumers lose substantial amounts of money through
tefmination of cash value policies within the first few
years of purchase. -
C. The costs of similar life insurance policies vary
widely.
D. COhSumé:s téceive a small amount of,protection against
premature death relative to the pfemiums éhéy'péy for pri-
vate life'insurance protection.

In this section we will discuss in detail each of these areas |

and the manner in which they impact on the individual consumer.

24
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A. The Rate of Return Consumers Receive on the Savings

Component of Cash Value Insurance Policies is Often

Verz Low

Consumers do not know the rate of return they will earn on

the savings element of their whole.life policiés,_ This prevents
comparison shopping with other types of savings or investments;
ﬁhe potential for consumer loss can be staggering. For example
a person who invests $1,000 each year at 3 percent, will have, at
the end of 30 years, approximately $46,000. One who invests the
same amount at 6 percent will have $80,000 at the end of 30 years.
In many instances this is' precisely the choicé unknowingly
faced by consumers.. )

The.individual réte of return concept, used in this section,
is similar‘to the holding period yiéld of a bond and provides
a unifofm.means to compafe alternative forms of'éavings and
investments.5 In essence, it is the average annual rate of
return on a particular policy if it is held for a given number
of ygars.s This calculation is based on the assumpt;on that
a cash value insurance product can be viewed as é combination

of ‘death proiection and savings. To compute the average annual

5 For a discussion of bond yields, see S. Homer and M. Leibowitz
Inside the Yield Book (1972). A more detailed, but more
technical discussion can be found in Malkiel, The Term
- Structure of Interest Rates 40-49 (1966).

6

The rate of return on individual policies is conceptually
distinct from the industrywide rate of return discussed
in Part I. As noted there, the industrywide rates

show the average rate of return in a particular year for
all savings consumers have in ordinary life insurance,
‘assuming a cost for the pure insurance coverage.
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rate of return for an individual policy, it is necessary to
determine the portion of the yearly premium that constitutes
the "deposit" to the savings fund. This is done by subtracting
the. cost of insurance protection fof that year:from the premium
(less any dividend); the remainder is the savings fund deposit.’
The rate of return, then, is the interest rate required to

make these deposits, accumulated at interest, equal the cash
valué of the policy at the end of the period of years chosen

for the computati'on.8

1. Many .New Cash -Value Policies ‘Earn Relatively -Low Rates
of "Return

-

Our analysis of individual policy rates of return is divided

~into two parts. The first part discusses the rates of return
‘being offered to new policyholders in 1973 and 1977. The second

~part presents some evidence that the rates being offered to exist-

The amount of term insurance purchased each year for purposes
of the rate of return calculation is determined in such

a way that the sum of the term policy's death benefit and

the amount accumulated in the savings fund equals the face
amount of the policy. For example, if the savings fund
amounted to $10,000 after 10 years, and the face amount

of the cash value policy was $25,000, the amount of coverage
which must be purchased is $15,000. The cost of the term
coverage in any year is the product of the term insurance

premium rate for that year and the amount of protection
needed.

This rate of return calculation is known as the "Linton Yield."
It was developed by Mr. Albert Linton, a life insurance
actuary, from 1927 to 1963. Mr. Linton was President of

the Actuarial Society of America as well as President of
Provident Mutual Life of Philadelphia. For a more technical
description of the Linton Yield and the yearly renewable

term rates used to calculate the Linton Yield in this report
see Appendix VI.
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ing policyholders are substantially lower than those being offered
" to new policy holders.

This section examines the rates 6f return on new policies
issued in 1973 and 1977. 9 It then compares these rates of return
with the higher rates available in alternative sav1ngs media
and shows the significance of the difference to the individual
policyholder.

Table II-1 shéws the average rate of return on various new

policies issued in 1973 and 1977.10 1t shows that the S-year

S In 1977, new policies accounted for $4.8 biliion of the
.$24.2 billion paid in premiums. American Council of Life
Insurance, Life Insurance Fact Book 59 (1978) [hereinafter
cited as Fact Book]. '

10 Data for 1973 comes from information furnished by 197 life _—
insurance companies to the Hart Antitrust and Monopoly Subcommittee.
Each company submitted data on its three best selling policies.
349 of these policies were whole life and are represented
in Tables II-1, II-7, and II-8. Sample sizes for various
ages and sizes are as follows:

Pafticipating

'$10,000 '$25,000 $100, 000
25 116 141 138
3s S 120 145 142
4s ' 120 145 142
55 118 143 140

Non-Participating

25 133 162 166
35 136 162 166
45 135 161 165
55 135 161 165

Data for 1977 comes from information furnished by 71

large life insurance companies to the Federal Trade Com-

mission. Each company was asked to submit, among other

things, data for its three best selling whole life policies.

Sample sizes for various ages and sizes are as follows:
(Footnote Continued)
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rates of return range from minus 9 to minus 19 percent, the
l10-year rates are around 1 percent, and the 20-year rates

range from 2 to 4.5 percent. The effects of negative rates in

early policy years is discussed in Section II(-B).ll No matter

what duration is looked at, the average rates of return appear

low relative to market alternatives.

To place these 20-year rate of return figures in perspective,'

it is useful to compare these rates to alternative forms of savings

10 (Footnote Continued)

Participating.
$10,000 ' $25,000 $100,000
25 - 77 _ 88 ‘ 95
35 _ 104 : 119 ' 128
45 74 85 92
55 74 85 91

Non-Participating

25 o 39 50 51

35 39 ' 51 52
45 39 50 - 50

55 39 | 50 49

Some companies issued the same poli¢y7with two different

policy loan interest rates, and dividends adjusted accordingly.

These companies were asked to submit data for the rate

under which the policy was most recently issued. In addition,

they were asked to submit data for the other interest rate
for issue age 35 only. '

This explains the large sample size for participating
policies, age 35. The 1977 data is in the process of
being verified by the individual companies.
11 There is a negative rate of return whenever the principal
at the end of the period is less than the sum of the
deposits.
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and investments. Because the return on cash value insurance
policies is generally tax free, a distinction is drawn between
alternatives which are and are not subject to taxes.l2 Table
I11-2 §Qows the rate of return from both alternatives in 1973 and
1977;;vAlternative tax exempt investments range from 1 to 3
percent higher than the average’zo—yeat rates for dividend and

non-dividend-paying cash value policies. For returns that are

taxable, the difference is between 4 and 6 percent.13
Table II-1
Average Rates of Return (Tax Free) on Whole Life Insurance Policies
- 1973 and 1977
1973 - 1977
Age at Face Amt of If Policy is Dividend Nondividend Dividend Nondividenc
- Issue Policy Held For Paying _ Paying Paying Paying
25 $ 10,000 5 .years -12.04  -17.97  -12.28 . -19.78
10 years 0.51 -0.99 1.93 - -1.25
20 years - 3.71 2.40 4.61 2.34

12 The lnterest buildup in the savings element of cash value
insurance is not subject to tax as it accrues. If a policy
is cancelled and the cash value withdrawn, only the amount
in excess of the total premiums paid is subject to federal
income tax. -

13 The tax advantages of savings through life insurance must

~be considered in compatlng saving through insurance with
other forms of savings. For most people, the after-tax
return from the alternatives in Table II-2.are substantially
‘greater than the yield from insurance policies. This is
because very few consumers pay taxes at anything near the
maximum rate. 1In 1975, the latest year for which data

- 'is available, only approximately 1 percent of federal tax
returns were in a 50 percent or greater marginal tax bracket.
In contrast, approximately 47 percent of all returns were in
a marginal bracket of 19 percent or less and 83 percent were
in a marginal rate of 25 percent or less. Internal Revenue
Service, Statistics of Income, Individual Income Tax Returns

105 (1975).
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b 4

45 10,000 S5

25,000 - S

100,000 5

35 10,000 5
25,000 S

100,000 5

25,000 S

100,000 5

Rates Payable on T1me and Savings Deposits and Bond Yields

years
years
years

years
years
years

years
years
years

years
years
years

years
years
years

years
years
years

years
years
years
years
years
years

-11.73
~0.16
-3.28

-12.59
-0.67
3.04

~9.73
. 0.33
3.33

-9.39
-0.04
3.09

-9.99
-0.38
2.93

-10.04
-0.66
2.58

-9.48
-0.77
2.49

-9.90

-1.00
2.40

Table IXI-2

-18.29
-1.54
2.14

-18.42
-1.78

2.03

=13 35
-1.03
1.98

-13.22

-1.20
1.91

-13.24
-1.30
1.87

-13.28
-2.24
- 1.06

-12.84
-2.16
1.12

-12.75

-2.'17
1.14

-11.99
1.25
4.21

-12.25
0.96
4.09

-8.43
1.74
4.32

-8.36
1.43
4.12

-8.53

1.28
4.06

-9.84
0.63
3.56

-9.13
0.68
3.57

-9.08
0.62
3.57

-17.51
-0.61
2.7

-16.81
-0.38
2.83

-14.31
-1.25
1.91

-11.96
-0.26
2.47

-11.28
-0.05
2.64

-14.11

-2.48
0.94

-11.65
~1.3%
1.60

-10.88
-0.96
1.82

Tax Exempt

-.1973 and 1977
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1973 1977 Savings and Loan Associationsl4
. ‘ (1973 and 1977)

High Grade Savings deposit 5.25%
Municipals 5.18% 5.56% ,
’ Time deposits

(Standard and

Poors) ' - -1 to 2 years - © 6.50%
State and . 2-1/2 to 4 years 6.75%
Local Govt. 4 to 6 years 7.50%
Bonds (Aaa) 4.99 5.20 6 to 8 years 7.75%
State and - U. S. Treasury Bonds

Local

Govt. ) 1973 _ 1977

Bonds (Baa) 5.47 6.12

5 year 6.87% 6.99%
. 10 year 6.84 7.42
- 20 year 7.12 7.67

Corporate Bond§

Aaa 7.44% 8.02%
Baa 8.24 8.97

By Years to Maturity

5 year  6.88% 7.25%
10 year 7.05 7.60
20 year 7.20 7.75

Consumers who purchase a low-yield cash value policy stgnd
to lose a'considerablé amopntvof money over the life of the pol-
icy. A difference in a rate of return of even 1 percent when
_cbmpdﬁndéd 6ver’a long period of time is extremely significant.
Table II-3 shows.the before-tax value at the end of-30 years (which
can be the duration of a whole life policy) of $1,000 deposited

each year in a bank account at various interest rates.

14 cThese are technically the maximum interest rates payable,
but almost all S&l's were paying the maximum rates in both
1973 and 1977. These rates went into effect in July 1973,
so they only appliec to a portion of that year.
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Table II-3

$1000 PER YEAR INVESTMENT
OVER 30-YEAR PERIOD (Compouaded)

$122,346
LT
$101,073 \\\,\ 25
N
nN—/

$83,802

$69.761
$58,328

$41,379
$30,000

%G 2%

This table demonstrates that the rate of return is critical

whenever a person is contemplating saving over a long period

of time such as for retirement. .

The importance of rate .of return for a pérson buying a
$25,000 whole life policy can be illustrated by comparing the .
purchase of a whole lifé policy with a 20-year yiéld of 2 percent
to buying term insurance and inVesting-the difference.between
the term and whole llfe premlum at 5 percent. The aﬁount expended
for each plan is the annual premlum for the whole life policy
($545) les§ the illustrated dividends for that year. Both plans
require the same expenditure each year and will provide the
insured's'beneficiariesv$25,000 if death occurs before :'the 20th
policy year. 15 The'différence.#étween the twolplans is between

the amount in the side or savings fund and the cash value of

15 Under the term and invest the difference plan, the amount

that is deposited in the side fund each year is the net
premium payment less the amount of money needed to purchase
term insurance. The amount of money needed to buy term
insurance (term expenditure) is determined by multiplying
the cost of term insurance per $1,000 for the given year
by the number of thousands needed.
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the whole life policy.

Table II-4 compares these two plans. After 5 years the differ-

ence between the savings fund and the cash value is more than $1,350.

The difference increases every year and at the end.of 20 years

is more than $4,000.

Table II-4

"Buying Term and Investing the Difference" at 5 Percent,

Compared With a $25,000 Whole Life Policy--1973

Policy Sige (face amount): $25,000

Premium Rate Per $1,000 of Face Amount: - $21.82
Total Premium: $545.50 _
Annual R&tes of Return: S Years - 17.9 Percent
' 10 Years - 3.4 Percent

20 Years + 2.16 Percent
Issue Age 35

-Interest Rate on Savings: 5.00 Percent

12,715.99  10.53
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: Whole
Net Term : Side Life
Premium Insurance Term Rate Term - Savings Savings Cash
' Year Payment Protection Per $1,000 Expenditure Deposit Fund Value
1 545,50 24,517.62 2.57 63.12 482.38 506.50 0.0
2 545.50 24,013.93 2.75 65.93 479.57 1,035.37 35.25
3 510.25 23,525.00 3.00 70.62 439.63 1,548.75 440.50 -
4 505.00 23,018.85 3.15 72.60 . 432.40 2,080.21 845.75
5 499.75 22,494.41 3.31 74.37 425.38 2,630.87 1,276.00
6 --494.50 21,951.79 3.51 . 77.16 417.34 3,200.62 1,706.25
7 489.25 21,391.22 3.79 81.08 408.17 3,789.22 2,136.50
8 484.00 20,811.00 4.05 84.22 399.78 4,398.45 2,566.75
9 478.75 20,210.93 4.35 . 88.13 390.62 5,028.53 3,024.25
10 471.25 19,592.92 4.73 92.69 378.56 5,677.44 3,481.75
11  463.75 18,955.52 5.10 96.70 367.05 6,346.71 4,001.25
12 444,25 18,311.85 5.61 102.81 341.44 7,022.55 4,520.75
13 424.75 17,661.25 - 6415 108.55. 316.20 7,705.69 5,040. 25
14 405.25 17,002.78 6.69 ©113.71 1291.54 8,397.08 5,559.75
‘15 '385.75 16,336.83 C 27,32 -319.66 - 226.09 9,096.33 6,104.25
16 366.25 15,660.15 7.84 122.74 243.51 9,806.84 6,637.25
17 358.25 14,959.98 - B.36 125.07 233.18 10,542.02 7,171.00
18 349.50 14,236.83 9.02 128.35 221.15 11,301.33 7,729.75
19 340.75 13,489.66 9.77 131.74 209.01 12,085.86 8,263.5G
20 332,00 133.85 198.15 12,898.21 8,822.25

i,



This example is not intended to show that term insurance
plus a side funa 1s a better buy than whole llfé insurance.
The comparison is between a 2 percent and a 5 percent rate of
return. Similar ‘results cduid_be obtained by»cpmparing a whole
life'boli;y that has a Zb-year return of 5 per¢ent to one that
has.;>return'of 2 percent. See Table II-9, intra. |

We want to emphasize that we are not opposed to saving
through life inéurance. There are some policies available otter-
‘ing 20-year rates of return that are competitive with other
savings media (see Tables II-7, II-8, infra). Moreover, there are
reasons for saving through insurance: it i§ anvenient, many
people like the forced saving aspect, and there are definite
tax advantages. There are alsb certain attractive features
of a whole life poliéy which cannot be auplicated in term inéurance.
plus a side investment.1% These reasons could,well'support |
a decision to purchasé é whole life policy whose raterof return
is lower than that which i§ availébie elsewhére.. HoweQe:, these
advantages must be weighed agaihst the extremely-lpw rates of

return that are paid on many whole life policies. Only if consumers

are told

16 In addition to tax advantages, these include the ability
to use the cash value of the whole life policy to purchase
paid-up insurance benefits, guarantees with respect to
annuity purchase rights, and the ability to use the cash
value as collateral for a relatively low-cost loan. Fur-
ther, a bank or S&L cannot provide the long term investment
guarantees of whole life policies, and there is no counter-
part in alternative investments to the waiver of premium in
the event of disability. See discussion, pages 118-
119, infra. '
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what rate of return they will earn on savings deposited with

insurance companies will they be able to make an informed judgment
whether io save through cash value insurance or through some
other savings meaium.'

2. Sibstantially Lower Rates of Return Are Being Paid on

Older ‘Whole Life Policies, EBspecially ‘Non-Participating
Policies

The previous sectioh showed that the rate of return on cash
value insurance poliéies'is often extremely low compared to alter-
natives in the marketplace. This section documents the problem
that existing whole life policyholders often earn significantly
lower rates of return than the rates paid on new pQlicies. It
explains the special plight of holders of old non-dividend—payiné
policies, and considefs the potenéial dollar loss they suffer
and possible solutions to the problem.

The.magnitudé of the problem facihg'existiné policyholders

can be demonstrated by comparing the 1977 industrywide rate of

return to the 20-year rate of return on new policies. As seen

in the previous section, the average 204year-rate of return on

new policies ranged from about 2 to 4 pércent in 1973 and from about 2

;to 5 percént'in 1§77;17_In comparison,xthe'iﬁdustrywide average
rate of return for 1977 was approximately 1.3 percent.18 The
extraordinarily low rate of return earned by many policies sold

in the 1950‘s.and_eatly 1960's is one reason for the disparity

See pages 29-30, supra.

See pages 17-18, supra.
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between the industrywide average rate of return and the new pol-

icy rate of return. In effect, 0ld low-yielding policies bring
down the industrywide avetage.19
| ~The low rates of return on existing policies issued in the
1950's and early 1960's reflect the low interest ané inflation

rates existing at the time the‘poliCies were sold. For

example, in 1960 the average corporate'bond (Aaa) yield was 4.41
percent, saving deposits in banks paid 3.52 percent, and the

rate of inflation was approximately 1.6 percent.20 Ovét the

past few years there have been dramatic changes in both the

rate of inflation and the rate of return available from investments.
These changes have had ptéfound cOnsequences on persons who>
purchased whole life insurance in the late 1950's and early

1960's. The problems fac1ng whole life policyholders, especxally
those with 0ld lgw-yield.nOn-dividend-bayihg“policies, in this

age of inflation have not gone unnoticed. For example,

..........................

The ether main reason for the disparity is the effect of
early lapse of cash value policies. 8See pages 47-50, infra.

The impact of the low rates of return earned on many
existing-policies can also be seen by comparing the 1970
industrywide rate of return (-.15%) with the 1977 figure
(1.3%). The 1970 average reflects the very low rate of
return paid on many older policies. In part, the 1.5 per-
cent rise in the industrywide rate of return over this
period is due to the somewhat hlgher rate of return being
paid on pollczes Lssued 51nce 1970 ' :

20 1971 Business Statistics, Dept of Commerce, Office of

Business Economics at 105 (bond yield); National Association

of Mutual Savings Banks,. Annual Fact Book, 23 F at Table

35 (1961) (Savings bank rate); Economxc Report - of the- Pr051dent

229 (1976) (inflation rate).
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Mr. James Anderson, a consulting actuary, recently stated:

Consider the case of a 25-year-old buyer
with a young family and a current annual
income of $10,000. With an annual produc-
tivity gain of 2% and no inflation, he might
expect an equivalent income at age 55 of
$18,000. 1If however, inflation is assumed
to continue throughout the 30-year period

at a rate of only 5 pergent, his nominal
annual income at age 55 would be §$78,000.

If this buyer purchased a $10,000 policy

at age 25, its value in constant dollars
would be only $2,300 30 years later. I do
not believe that fixed premium, fixed bene-
fit, permanent, cash value life insurance
has any relevance to this potential buyer's
financial requirements over 30 years, con-
sidering only the consequences of inflation.
1 believe that most actuaries would agree
that the assumptions underlying the illustra-
tion are quite modest and that even mote
radical changes in the financial circumstances
of such an 1nd1v1dual are more likely to
occur than not. »

Hardest hit by_inflation are consumers who purchased non-

; participa;iﬁg whole life policies duripg the 195d'sgand early
1960's. Non-participating cash value insurance policies are a
low-yield, fixed-dollar saving med ium, uniquely unsuited to cope

with accelerating inflation.22

The problem of the 0ld non-participating policyholder is

21

22

Anderson, "Is the Life Insurance Business in its Terminal
Stages?" Best's Review 10, 12 (July, 1977).

Participating policyholders have had some measure of relief.
Over the past twenty years, the dividends actually paid on

most participating policies have been higher than those
illustrated when the policies were sold. See, e.q., "20-

Year Dividend Comparisons,"Best's Review 36-41 (December 1977).
Thus, some of the increased earnings of the companies resulting
from higher interest rates have been passed on to policyholders
and the impact of inflation has been somewhat diminished.
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vividly illustrated by the actual case of a man who purchased a

typical $50,000 non-participating policy in 1960 when he was 20

years 01d.23 The rates of return on this policy are shown below:

Years Held ' . Rate of Return
S ’ - 17.0%
10 . -1.1%
15 - 1.23%
20 1.96%
30 2.11%

In 1975, when he was 35 years old, his policy had a cash value of
$8,450, reflecting a 1.23 percent rate of return. Even at the
1960 inflation rate (1.6 percent), his.policy would not have kept
pace with inflation. The heightened inflation during the pol-
icy's first 15 years has severely eroded its real‘value. Tﬁe

cash value of $8,450 in 1975 dollars is equivalent to only $4,650 

'in 1960 dollars. Thus, unanticipated inflation has wiped out almosti

$4,000 of the savings accumulatidn. If he had earned S percent
from 1960 to‘1975, his savings fund would have Surpassed $11,000
and the ravages of inflation would have been at least partially

mitigated.

If the policyholder continues to hold this policy, he continues

23 This case of an actual policyholder was discussed by

Professor Joseph Belth in the Insurance Forum, February 1976.
Professor Belth supplied the FTC staff with sufficient data
to perform the calculations shown in Table II-S5, infra.

The policy in question was purchased from the Traveler's
Insurance Co., the third largest stock company in the United.
States. Stock companies sell virtually all of the non-
dividend-paying policies being offered on the market.
Traveler's is the eighth largest life insurance company

in the United States ranked by assets. Fortune Double
500 Directory 60 (1978).
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to lose. The extent of his loss can be seen by comparing what
would happen over 30 years if he surrendered his policy in 1975
when he was 35 years old and bought term insurance and invested
the difference at 5 percent (after taxes).24 For purposes of this
compa;i;on it is assumed that he deposits the $8,450 surrender
value in a savings account and continues to spend $627.50 annually.
The difference between the whole life premium he had been paying
and the term premiums now used to buy an equivalent amount of
death protection is deposited in the savings account. He will
continue to guarantee his beneficiary $50,000 if he should die

by buying an amount of term insurance which tégg;her with the =
balance in savings equals $50,000.

Table II~5 shows his relative position at 5-year intervals

‘under both approaches for 30 years. Thrée points about Table

II-5 bear emphaéis. First, the policyholder can stbp buying any
term insurance at age 59,_siqce at that age the savings fund
alone is greater than $50,000. Second, while his existing policy
accumulates a-cash valuq of $36,300 at age 65, the alternative
plan builds a saving fund of $75,813, a difference of almost
$40,000. }Lastly, the;ppiicyholde:‘could do equally well by
surrendering his existing policy and buying a cash vaiue insur-

ance policy with a 5 percent rate of return.

24 rhis example assumes the politholder is in good health and

could qualify as a standard risk to buy the needed term
insurance. :
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Table II-525

A Comparison Between Retaining a Non-dividend-paying
Policy Purchased in 1960 at Age 20, and Surrendering
the Policy in 1975 and Buying Term and Investing the
Difference at 5 Percent (after taxes)

Amt of Term . ) ' Cash Value If
. Cash Insurance Term Rate Savings = Existing Policy
Age OQutlay Purchased Per $1,000 Fund Is Maintained
35 $627.50 $41,028 $ 2.57 $ 9,410 $ 9,250
40 627.50 - 35,737 3.51 14,976 . 13,350
45 627.50 29,098 5.10 21,947 17,400
S0 627.50 20,744 7.84 30,719 21,750
55 627.50 9,967 11.30 42,035 26,450
58 627.50 1,871 14.38 50,535 29,400
60 627.50 0 -— 57,066 31,450
65 627.50 0 - .75,813 36,300

The reiative attractiveness of non-participating and partici-
pating insurance has been fundamentally changed by inflation.
When rates of interest and inflation were lower, the difference in
valﬁe between these two types of insurancé was,not great. The
premiums for part1c1pat1ng p011c1es were generally higher, but a
portlon of the higher premlum was returned to the pollcyholder in
the form of dividends. If the company's actual dividends (which
are determined to an extent by the company's mortality experience
and investment income) exceeded the assumptibnsiused
in calculating illustrated dividends,.then thé policyhbider would

often be better off in the long run buying'participating insur-

ance. On the other hand, non-participating policies offered rela-

25 The existing policy is a life paid up at 65 (no'premiums

after age 65), purchased at age 20.
Face Amount - $50,000

Premium - $627.50 per year
Dividerds - none
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tively more security because all of the values in the contract

-were guaranteed no mattef what happened to economic conditioné.
Wwhen banks were paying 3-4 percent on deposits and the rate of
inflation.was 1-2 percent, a guarantee of 2-2.5 percent may have
been important. In that situation éne gave up relétivéiy little
in return for certainty. A fundamentally different situation is
presented, however, when tax-free returns of 5-6 percent are readily
available in the méfketplace and the rate of inflation is between
7-10 percent. In this case the non-par-pblicyholder gives up a
great deal for a gParanteed 2 percent rate of return. Table II-6

- demonstrates. why. It shows the value of $1,000 a.year investedm
each year for 20 years at different interest rates.

Table II-6

Rate of Interest Amount Accumulated
1% o _ - §22,239
2% - ' » 24,783
3% : . o 27,676
4% . 30,969
5% ‘ 34,719
6% : 38,993

Consider the persdn who deposits an average of $1,00Q a year
in the savings element of a hon-papt{cip;ping‘contract that has
a 20-year rate ofhreturn of 2 percent. 1f for some reason interest
rates plummet to 1 percent over the next 20 years, thep ;he 2
pefcent guarantee will have been worth>approximately_$1,500 -— the
difference between the return at 1 percent ($22,239) and 2 percent
($24,783). 1If, on the other hand, current cohditions continue
and a person is able to eafn an average of 5 percent after takes,

he would have $34,719 at the &nd of 20 years--a difference of
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almost $10,000 over the 2 percent return. It is difficult for a
non-par company to offer a competitive rate of return because of
the need to guarantee this rate for 30 to 40 years. The rate off-
ereé must of necessity be very conservative which in part accounts
for the fact that the 20-year rate of return on nén—participating

> | policies issued in 1977-avera§es between 2 and 2.5 percent.26

Very serious problems currently exist in the non-participating
segment of the life insurance industry. Thebexample.of the holder

of the 1960 non-par policy, discussed above, indicates that a great

WY

26 Mr. E. J. Moorhead, writing in Best's Review, points out
, the problem facing the actuary in attempting to develop
3 : a competitive non-par product:

[A]Jctuaries attempting to calculate
nonpar premiums that will be competitive
with illustrated prices of participating

. policies are faced with a problem that has
3 _ S . - . no-satisfactory solution. The actuary, con-
' ' cerned as he must be with company solvency
and prosperity, dares not assume in his calcu-
lations that high investment yields will
‘continue for many future years even though
he usually is personally convinced that con-
tinuing inflation will produce . that result.
Hence, he calculates nonpar premiums by-
allowing for high interest rates in the early
years (when it really makes little difference
what interest rate he assumes); and he grades
the assumed interest rate downward in later
policy years (when the policy reserve will
"have reached a size that makes even small
interest rate differences of material conse-
quence). In the past several years during
which this observer has been publicly pointing
this out, no actuary experienced in nonpar
j premium calculation has risen to dispute
its validity. .

Moorhead, "Doomsday Just Ahead for Life Insurance? Not

Necessarily!" Best's Review, 10, 12 (August, 1977). . [herein-
after cited as Moorhead] '
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many policyholders similarly situated would be well advised to
surrender their old policies and purchase new participating or

term policies. Further, the extraordinarily low rates of return on
many nonfparticipating policies issued in 1973 and 1977 (see pages
29-30, supra) indicates that millions of consumers may be currently
locking themselves into a 1ow-yielﬁ, fixed-dollar saving vehicle

g which is highly wvulnerable to inflation.2? The challenge facing

the industry was succihctly stated by Mr. E. J. Moorhead:

r
e

[I)f interest rates stay up, companies
with non-par policies on the books will be
in the same untenable position that many

of them. are today; their informed policy-
f holders still in good health will drop
their policies to replace them by new par-
ticipating policies or by term policies;
only their ignorant or impaired-in-health
(or lazy) pollcyholders will keep their
policies.

i v * L & &

Each--the 1ndustry and government——
has part of the task to do, but - in neither
case is it self-evident that the task will
be performed with enough speed and effective-
ness to maintain public confldence in cash
value life insurance.

The industry will have to improve its
record of initiating and- supporting construc-
tive change even when the points at issue
are thorny and controversial ... State
insurance departments too will have to show
clear success in taking care of matters that
only they can cope with, i.e., failures of
elements of the industry to put policyholder
well-being ahead of marketing considerations

In 1975, some 34 percent of the 12.5 million ordinary cash
value policies that were sold were non-participating.
LIMRA, 1975 Buyer Study 6, 14.
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and profit margins.28

In Part IV of this report we recommend a system of life insur-
ance cost disclosure as a solution to many of the consumer problems
in the life insurance industry. Cost disclosu;e alone will not
so}ié the problems created by the sale of non-participating insur-
ance, especially the problems facing the holders of old policies.
If non-participating cash value insurance is to warrant public
confidence, two things must be done. First, action_must be taken
on the part of non-par companies to alleviate the problems facing
older ndn-par policyholders. This can'be accomplished by companies
unilaterally &8ither reducing the premiums én these policies -or
increasing éash values or death benefits. It is not a germéne
response to éay that these poliCyholaers afe not entitled to relief
because they did not anticipate rising inflation and interest.fates‘
and therefore should be stuck with thei; mistakes. .if companies
do not improve the quality of existing ﬁoh-par policies; cohsumefs_
do have a choice -- they_éan replace the poliéies.

We want to stress that we are not recommending the whole-

sale replacement of cash value insurance policies. 1If a person

- has purchased an attractively priced policy that has an adequate

yield, replacement in many instances will be harmful. This is

because the person will again have tovpay a heavy front-end

load.?23 Moreover, a person considering replacement has to be

Moorhead, supra n. 26,.ét 12, 13.

29 The S5-year return on whole 1life policiés is strongly nega-

tive, see pages 29-30, supra. However, in many instances
. _ (Footnote Continued)
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very careful to insure that the policy substituted for the
existing policy is competitively priced. Unfortunately, in

many instances this is not the case .30 Nevertheless, as we

have shown, consumers can often save considerable amounts of money

by repigcing old non-participating policies. 1In &any.éases they
should do so unless the industry takes some action to improve
the quaiity of theée policies. |

Second, the quality of non-participéting policies currently
being issued must be substantially improved. 1In 1977, the average
20-year rate of return on $25,000 non-participating policies was
approximately 2.5 percent. Well over ohe?halfqof these policigé
had a 20-year rate of return of less than 3 percent. (See Table
Ii-8, igggg). With current ratésvof intergst,éhd inflation it
is difficult to see any reason for cbnéuﬁers'to put money into

a lohg-tetm, fixed-dollar»contract'that.has'a 20fyear yield

(Footnote Contiﬁued)

after a policy has been held for S years the initial loss
has been taken and the policy  has a ‘good. rate of return
- 1f held from years S through 20. This is especially likely
to be the case if the polxcy is attractively priced. For -
such policies, replacement is rarely desirable. Further,
there may be other disadvantages to replacement, .such as
being subject to a new contestab111ty perlod that should be
considered before replacement. o
30 For example, whole life policies are often replaced with
deposit term insurance, see Skipper, "An Analysis of Deposit
Term Life Insurance," BeSt's Review, 10 (August, 1978).
There is an enormous variation in the quality of deposit
term products on the market. See pages 108-109, infra. Sub-
stantial consumer injury can result if a low cost (high-yield)
whole life policy is replaced w1th a high cost (low-yleld)
deposit term policy.
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of less than 3 percent.

It may well be that the problems facing the non-par actuary
of guaranteeing a competitive rate of return for 30 to 40 years
are insoluble. 1If this is true, then the challenge facing stock
iﬁsurance companies is to come up with new produéts that are
better suited to cope with iﬁflation. One promising development
is the recent.introduétion by some stock companies of what are
known as "combination policies." These are policies that combine
term insurance with a flexible premium deferred annuity. These |

policies are very similar to participating cash value insurance.3!

-

Death protection is provided through term insurance. The savings

build-up takes-place in the annuity which often offers a competi-

tive rate of return.3? wWe are confident that the industry can

develop other alternatives to the traditional non-par whole life

31 Deferred annuities do not share all of the tax advantages

of participating insurance. In deferred annuitites, like
whole life insurance, the interest buildup is not taxed

as it accrues. Unlike whole life insurance, however, if

the person dies, income tax on the accrued interest must

be paid. Compare IRC § 101(a)(l) ([life insurance] with :
IRC § 72(a)(b) [annuities]. One effect of the different X
tax treatment between life insurance and annuities is to - i
restrict the development of alternatives ‘to the traditional
whole .1ife contract. Serious consideration must be glven
to whether this different treatment is warranted.

[P RPUP

32 There is very little difference in the rate of return on

annuities sold by stock and mutual companies. See Greene, -
Neter, and Tenney, "Annuity Rents and Rates--Guaranteed vs.
Current."” 44 J. Risk & Insurance 383 (1977). Most annui-
ties have a guaranteed rate of interest of between 3 and 4.
percent and a current rate of interest which is substantially
higher. Although the current rate of interest is not guaran-
teed, it is related to what the company is earning and thus.
will reflect to a considerable degree the rate of return
available from alternative investments in the marketplace.

B e e, A ————. haaia aaw . .
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policy that are relevant to the needs of consumers in today's

economy.

B. Consumers Lose Substantial Amounts of Money Through
Termination of Whole Life Policles Wlthln the Flrst
Few Years of Coverage

Purchasers of whole life insugénce frequently-do nét realize
the severe economic consequences that result from allowing a
cash value policy to lapse within the first ten years. For
example, a 35-year o0ld person who spends $20 per $1000 of the
face value amoﬁnt for a whole life policy (when he could have
purchased term insurance for less than $5 per $1000) has used
75 percent of the premium to make a "savings deposit" with the
life insurance company. If the policy is canceled or lapsed
during the firsi year, it will, in most cases, result in loss
of. this entire "savings deposit." Thus, the customer has, as
the Moss Subcoﬁmittée observed, ". . . in eséence, purchased one
year of extremely expensivé term insurahce.'33 Thié is precisely
what occurs in approximately 20 percent of all new ordinary life

policy purchases within the first two yeats.34‘ The aggregate

33 Moss Subcommittee Report, supra n..i,'at 17-18;

34 In 1977, thé‘ave:agé lapse rate for pdlicies in force less

than 2 years was 19.5 percent. Fact Book, supra n. 9, at

55. The lapse rates for many individual companies are much

higher. The Hart Subcommittee on Antitrust and Monopoly, in

its investigation of the life insurance industry, collected

extensive data on lapses by company. A review of this

data led Senator HBart to concludeé, ". . . average industry )

figures for all policies do not sufficiently indicate just : §

how high early lapse rates are. A better indicator is

the 13-month lapse rate of the biggest selling cash value

policy of each company. For instance, of 148 companies

surveyed by the subcommittee, one out of four policyholders
(Footnote Continued)
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consumer losses due to first year lapsation alone exceeded $200

million in 1977.33

35

{FPootnote Continued)

of 64 companies dropped the best selling policy within 13
months after buying it in.1971. Fifteen of these companies
had unbelievable high early lapse rates ranging from 40 to
50 percent.” 121 Cong. Rec. 21476 (1975), S 11976 remarks
by .Senator Hart on the occasion of his introduction of

the Consumer Information and Fairness Act.

The details of this calculation are set forth in Appendix
V. We note that the draconian consequences flowing from
early lapse of whole life insurance have been recognized

as a serious problem in this industry for over 100 years.
In 1872, the Massachusetts Insurance Commissioner in speak-
ing to the National Insurance Convention noted the growing
difficulties created by lapsation and recommended that
"some measures should be adopted to prevent this wholesale
slaughter of policies of life insurance.” Official Report
of the Proceedings of the National Insurance Convention,
(New York, 1872) at 161 (Reprinted in Moss "‘Subcommittee
Hearin Hearings, .supra n. 2, ‘at 706,709). A similar call for action
was 1ssued in 1915 by the West Virginia insurance commis—

sioner in an address to the National Conventlon of Insurance
. Commissioners:

Instead of agency service they [pollcyholders]
. too often receive high pressure methods,

in which- the needs of the insurer and his

ability to continue are given slight con-

sideration. This is evidenced by the amount

of business lapsing in the first and second

years.

* * B
Are the companies in the mad rush for -new
business giving too little attention to that
already on their books? There is an enormous
wastage here, and it can be materially reduced.
I submit that this problem is worthy of
‘the best thought of those responsible_for
conditions in the field of life insurance.
There is no more important question before
them today.

Reprinted in Moss ‘Subcommittee ‘Hearings, id. at 704 -705.
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The reason for the severe economic consequences of

early lapse is the manner in which cash values accumu-

late. As noted previously, cash values build up very slowly
during.the early years of the policy. To a significant extent,
this is due to heavy sales and administrative expenses levied
against the first year premium which is commonly referred to

as the "front-end load." This initial premium paymént is normally
used to pay thelageni's first year commission (which is usually

at least half of the first year's premium) and other administra-
tive costs.3® Consequently, most whole life policies do not

have any cash value in the first year and have;a fairly low
accuﬁulation during the remaining early years of‘the policy.

* Indeed, as_Table II-1 demonstrates, the annual rate of return '

~on whole life policies averages approximately minus 10 percent

if the policy is surrendered after 5 years and between minus

pIs

and plus 1 percent after 10 years. A negative rate of return
means that the amount of ﬁoney at the end of the period is less

"than the sum of the deposits.37

36_ Moss Subcommittee Report, supra n. 1, at 17.

37 While other types of savings such as savings and loan cer-

tificates of deposit and U.S. Government Series E bonds

have penalties for early withdrawals, they are not nearly

as severe as the life insurance penalties. For example,

the penalty on an 8-year certificate of deposit is forfeit-

ure of 3 months' interest and credit for the remaining months

at the passbook rate of 5 1/4 percent. Thus, if an 8-year

certificate of deposit with a 7 3/4 percent interest rate

is surrendered after S years, it would yield about 4 1/2

percent instead of the full 7 3/4 percent. 1In no case

except life insurance is the penalty severe enough to result

in a-negative rate of return. Moreover, in all advertise-
(Footnote Continued)
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In view of these facts, whole life insurance is rarelv a

desirable purchase unless held for substantially ..ore than 10

years. Yet for every 1000 whole life policies that are sold,

approximately 450 lapse by the end of the 10th year resulting

C.

"in economic loss for the politholder.38

The-Cost-of-Similar"Life"Insurance-Policies~Varies-Widely

Section I1IA, supra, demonstrates that the ‘average rates

of return on cash value policies are often low compared to those

available in alternative savings media. This fact indicates

that there is little price competition between the life insur-

ance industry and alternative savings media. This section con-

siders additional evidence of weak competition and attendant’

consumer injury within the life insurance. market--the extreme

cost variation among similar policies around those low average

rates of return. Undue cost dispersion also means that . the

38

(Footnote Continued)

ments and promotional material, savings and loans must
disclose to the consumer the nature and amount of these

penalties for early withdrawal. 12 C.F.R. 526.6(e) (1978).

See Moss ‘Subcommittee ‘Hearings, supra n. 2, at 775. 1In
the previous sectidn, 1t was shown that the industrywide
rate of return for 1977 was substantially lower than the
20-year rate of return on new policies issued in that year.
One of the important factors that explains this difference
in rates of return is the effect on the overall. industry
rate of lapse. Besides those who keep their policies for
20 years, the average industrywide rate of return reflects
the 20 percent of all policyholders who lapse in the first
year and generally earn a minus 100-percent return, and
the approximately one half of all policyholders who lapse
within the first ten years of the policy and usually earn
a negative rate of return.
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iﬁjufy caused by low rate of réturn falls unequally on life
insurance purchasers. In many cases, those consumers who least
Vﬁnde:stand and are least able to judge the costs of whole life
policigéfate most likely to buy thg most expensive'po;icies.
(Part III discusses the relationship between the iack of
meaningful cost information and increased dispersion and low
average rates of :éturn).

The éxistence of extreme cost variation among similar
policies is strong evidence of the lack of effective price
competition. 1In-an efficiently functioning competitive market
the prices of very_;imilar products will tend toward uniformit§;39
This_section shows that life insurance costs are much more widely
dispersed than the costs of a variety of othér products. It also
shows that there is little relationship betwéen the cost of a
life insurance policy and its market share. 1If there is effective
price competition, to the e;ﬁent prices do vafy, the lower cost
_ products should win larger sha;es of total sales.

1. Evidence ‘of -Cost Dispersion -Among -Similar-Policies

Various studies conducted over the past ten years have
documented the extreme variation in the cdsts of ﬁimilar life
insurance policies. Professor Joseph Belth, the Society of

jActuaries, and others have "shown conclusively . . «.-that costs

"vary over a wide range.'4° As a result of this wide variation

S e e e e e e e e e L N L T L

See Mansfield, Microeconomics 222-226 (1970).

S8ee Moss Subcommittee Report, supra n. 1, at 34 and studies
cited therein. The term "costsS" does not simply mean premiums,
(Footnote Continued)
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for similar policies, consumers often spend more than they need

to for the insurance they buy. For example, consumers can save

as much as $4,700 over a 20 year period by buying a low rather

than a high cost $25,000 whole life policy. -(Seempages 55-56,

An American Council of L&fe Insurance (ACLI) study attests to

. this cost variation and what it can mean to unfortunate consumers whe
buy the most expensive poiicies. Although the ACLI, in testimony
before the Moss Subcommittee, contended that the cost variations

for similar policies were insubstantia1,4l-the data submitted

in support of this conclusion ironically demonstrate the impact

of the problem for the average consumer .42 The ACLI stated that

..........................

(Footnote Continued)

‘but rather an index measure which takes into account cash
values and dividends, as well as premiums and the value
of money over time. See page 127, infra.
41 In its statement, ACLI observed, " (tlhe dispersion . . .
[of rates in its sample] . . . is small enough to suggest
that it is difficult to sell life insurance where the
premiums or interest adjusted cost indexes for similar
competing products differ drastically from the average."
Statement of Julius Vogel, Senior Vice President and Chief
Actuary, Prudential Life Insurance Co. of America on behalf
of the American Council of Life Insurance, Moss "Subcommittee
Hearings, supra n. 2, at 337.

42 The ACLI analyzed 116 different participating and non-

participating whole life policies, issued by companies
licensed in New York State, with face amounts of $25,000

sold to males aged 35 and tabulated 20-year interest adjusted
cost indices for these policies. As described in its prepared
statement, the ACLI study showed (Id. at 336): '

One: For non-participating policies, the average pre-

mium per $1,000 was $16.70. Of the 53 policies shown,

44 had premiums ranging from $1.50 less to $1.50 more
(Footnote Continued)
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the cost differences in a $25,000 whole life policy (marketed

to men 35 years of age) generally ranged between $1.50 per
thousénd below the mean and $1.50 per thousand above the mean.
This $3f00 spread between the indices for the lower cost and
highef‘cost policies translates into a conéumer>savings of $75.00
per year. If these savings were deposited in an account earning
5 percent a'year! the individual buying the lower cost policy
would have $2,604 at the end of the twentieth year. 1In our

view, this is not an insubstantial amount of savings.43

The large wariation in the cost of similar policies can be

42 (Footnote Continued)

than this average. The average interest-adjusted
cost index was $7.55 per $1,000 of insurance. Of the
53 policies shown, 46 had indexes ranging from $1.50
-below the average to $1.50 above the average.

Two: For participating policies, the average premium
per $1,000 was $21.50. Of the 63 participating con-
tracts shown, 39 had premiums within $1.50 of the
average. The average interest-adjusted cost index .
was $6 per $1,000 of insurance. Of the 63 policies
shown, 54 had indexes ranging from $1.50 below the
average to $1.50 above the average.

The potential savings to a consumer in buying a low rather -
than high-cost $25,000 whole life policy 1is greater than
$2,600.° The ACLI study was based on information contained
in a shoppers guide put out by the New York Department

of Insurance in 1977. Many higher cost companies do not

do business in New York. Cf. First Report of the Industry
Advisory Committee to the Agent's Compensation Systems

Task Force of the NAIC C-3 Life Insurance Subcommittee at

47 (1976). Moreover, the ACLI study had separate categories
for participating and non-participating insurance. It is
our position that these policies can be compared, see Part
II1.B., infra. If this is done, the spread in the surrender
indices between high. and low cost policies becomes 4.50.
This disparity translates into a 20-year difference of
savings of approximately $3,800.

53



Variation in Rates of Return on $25,000 Whole Life .
Insurance policies Issued in 1373 and 1977
Dividend Paying Policies
Duration a o
Age at Year of of Holding Average’ Lowest Highest Standard Coefficient
Issue Issue Period Rate " Rate Rate Deviation of variation

25 1973 5 years . =11.73 ~ =-28.84 0.67 " 7.48 64
N= 10 years - 0.16 - 6.62 3.68 2.10 -
(141) 20 years -+ 3.28 - 0.22 4.78 0.75 23
30 years + 3.1 - +.0,84 4.84 0.58 _ 16
1977 5 years . =11.99  -48.04 0.54 8.70 73
N= 10 years 4+ 1.25 - 3.47 5.99 1.89 151
(92) 20 years . + 4,21 -+ 1.88 7.33 0.84 : 20
_ ' 30 years + 4.58 .+ 2.22 7.613 0.72 16
35 1973 5 years - 9.39  =22,59 - +0.47 5.57 59
N= 10 years - 0.04 - 6.53 +3.14 1.83 --
(145) 20 years +3.09 -~ 0.57 +4.41 0.73 . 24
30 years + 3.49 + 0.45 +4.55 0.59 ’ 17
1977 5 years - 8.36 -30.07 0.58 4.64 56
N= 10 years +1.43 - = 3.35 5.55 1.56 109
(123) 20 years + 4,12 4+ 1.52 7.61 0.78 19
. 30 years + 4,45 ° + 1.79 7.75 0.69 16
45 1973 5 years - 9,48  =21.66 -0.66 4.81 51
N= 10 years - 0.77 - 7.76 +2.02 1.77 -
(145) 20 years + 2,49 - =~ 1.55 +3.89 0.79 32
30 years + 2,94 - 0.48 +4.25 0.64 o 22
1977 5 years - 9.13 -72.03 1.92 8.12 _ 89
N= 10 years - 0,68 - 4,63 5.58 1.69 ) --
30 years + 3.91 '+ 0.20 7.59 0.93 24
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Note: 1In these instances w ' 1
variseic, nstance coggztsgf average rate of return was close *o zero,

a coefficient of
Variation in Rates of Return on $21,000 Whole lLife
Insurance Policies l1ssued in 1% an
Non-Dividend Paying Policies
Duration
Age at  Year of of Holding' Average Lowest Highest Standard Coefficient
Issue Isgue - Period . Rate ‘Rate Rate . Deviation of Variation
25 1973 5 years  -18.29 ' =56.64 1.60 8.72 48
N= 10 years . = 1,55 -21,27 5.20 2.1 181
(163) 20 years + 2,14 - 3,08 4,29 0.97 45
30 years + 2.44 - 0.50 6.12 0.66 27
. ,
1977 5 years -17.51 - =38,96 3.25 10,00 - 57
N= 10 years - 0,61 - 9,54 - 3.83 2.71 -
(50) 20 years + 2,71 - 1.10 4.67 1.14 42
S 30 years + 2,83 - + 0.84 4.30 0.75 27
15 1973 . 5 years .~ -13.22  -45,05  +0.18 5.78 44 3
N= 10 years - 1.20 ° . «20,02 +4,98 2.25 188 &
(162) 20 years + 1.91 - 3.7 - +4,23 0.85 45 b
‘ _ 30 years =+ 2.17 - 1.22 +3.88 0.55 25 -
: o ) H
1977 5 years -11.96 -26.86 1.88 6.09 51 5
N= 10 years - 0.26 - 7.14 2,90 2,02 --
(51) 20 years + 2,47 - 0.66 3.93 1.03 42
; 30 years + 2.56 ~+ 0.17 3.86 0.79. 3l
AS 1973 5 years -12,84  -43.,11 -1.80 4,74 37
Na= 10 years - 2,16 -~22.37 - 42,94 2.30 106
(161) 20 years + 1.12 - 5,63 +3.14 0.99 88
- 30 years + 1.48 - 3.98 +3.07 0.72 50
19717 5 years . -11,65 -22,06 -1.24 4.82 o
(50) 20 years - + 1.60 - 1.99 +2.86 1.09 . 68
30 years + 1.80 ="1.41 +3.08 0.94 52

Notet In these instances when the averate rate of return was close to zero, a coefficient of

vavbatian uas rat computad.




demonstrated by an analysis of the variation in average annual rates
of return for various policies issued in 1973 and 1977. Tables
II-7 and II-8 show the vériation in rates of return for participat-
ing and non-éarticipating policies by issue age, issue year, and
dutqf}on of holding.period. Using the standard-szs;ooo whole
life policy issued to males agea 35, the twenty-year rates of
return in 1973 yaried from minus .57 to plus 4.41 percent for
participating policies and from minus 3.77 to plus 4.23 percent
for non-participating policies. 1In 1977, the twenty-year rates
of return for the same whole life policy varied from 1.52 to 7.61
percent for paflicipating policies and from minus .66 percent to
plus 3.93 pe:cent-for non-participating policies. The range in
cost is even more extreme for shorter holding periéds Qf S and
lolyears.

In addition to thé range in rates of return, Tables II-7 and
I1-8 COntain'ﬁqre meéniﬁgﬁul statistical meésures of variation:
the standard deviation and-ghe coefficient of variation. Because

the range depends only on the highest and lowest observation,

it is sensitive to a single extreme rate of return. The standara

deviation, on the other hand; reflects the variation in all the
rates of return%for‘all policies. (The coefficient of variation
is simply the standﬁtd deviation divided by the average.)

The standard deviation is especially helpful because it can

be used to estimate how close a certain percent of the policies
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Table 11-9*_/
(1) (2) (3) (4) (5) (6) (7) (8
: - ' (4 + 6)*
. Total Savings
2% 5% 5% -5% Policy
2% Policy Policy ., Policy [1-3) [ Accutulated (Cash Value [(4-2) + (6))
Policy Cash Net ' Cash Savings at 5%] + Side Savings
Year Premium Value Premium**/ value Deposit Side Fund ' Ruand) Difference
1 478.25 200 507.50 35.25 - 29.25 =~ 30.78 4.47 - 195.53
2 478,25 575 490.50 436.25 - 12.25 -~ 45,30 390.95 - 184.05
3 478.25 1,000 473.00 846.50 5.25 - 42.20 804.30 - 195.7
4 478.25 1,409 454.75 1,265.25 23,50 - 19,71 1,245.54 - 163.46
5 478.25 1,825 436.00 1,692.25 42,25 23,78 1,716.03 - 108.97
6 478.25 2,250 416.75. 2,198.00 61.50 90.05 2,288.05 38.05
7 478.25 2,700 396.50 2,711.50 1.75 181.57 2,893.07 193.07
8 478.25 3,150 376.25 3,232.75 102,00 299.94 3,532.69 382.69
9 478.25 3,625 356.00 3,761.50 122,25 446.93 4,208.43 583.43
10 478,25 4,100 335.50 4,297.75 142.75 624.24 4,922,.49 ©.822.49
11 478,25 4,575 314.25 4,770.00 164,00 836.3 5,606.35 1,031.35
12 478,25 5,075 293.25 5,249.25 185,00 1,083.93 6,333.18 1,258.18
13 478,25 5,575 272,25 5,735.25 206.00 1,370.13 7,105.38 1,530.38
14 478,25 6,075 250.75 6,227.25 227.50 1,698.44 7,925.69 1,850.69
15 478.25 6,600 230.00 6,725.50 248,25 2,071.26 8,796.76 2,196.76
16 478.25 7,125 208.50 7,229.25 269,75 . 2,492,266 9,721.51 2,596.51
17 478,25 7,675 186.00 7,738.25 292,25 2,968.76 10,707.01 3,032,.01
18 478,25 8,200 167. 50 :8,252,50 310.75 3,498.24 '11,750.74 3,550.74
19 478,25 8,775 149.25 -8,771.50 329.70 4,085.52 12,857.02 4,082,02
20 478,25 9,325 130.25 9,295.50 348.00 4,736.38 14,031.88 4,706.88

*/ In this comparison the amount paid for both plans is the same. It is assumed that the difference
™  between the 5% and the 2% policies' premiums is deposited in a side fund that earns 5% (aftér taxes).
The total savings under the 5% policy (Column 7) is the sum of the policy's cash value and the side fund.

#%/ fThe net premium for the 5% policy is" the yearly premium minus illustrated dividends.



are to the average.44 For example, the average 20-year rate

of return on dividend-paying whole life policies issued to men
age 35 in 1973 was 3.09 percent with a standard deviation of
.73. " This means that about 32 percent of all the policies had
rateéhof return below 2.36 percént or above 3.é2 percent. Like-
wise, the average 20—yeér rate of return on dividend-paying
policies sold in'1977 was 4.12 percent with a standard deviation
of .78. This means that about 32 percent of all policies had
rates of return below 3.34 percent or above 4.90 percent. For
-non—dividend—paying policies issued in 1977, 32 percent fell
below 1.44 percent or above 3.50 percent. The variation inf

- cost is even more extreme when dividend and non-dividend-paying
policies are compared. 1In this situation‘differences in rates
of-retu:n of three to four percentrare common.

A difference in rate pf return of 3 percent between_two‘
whole life policies transiafes into a considerable amount of
money.  Table II-9 sets forth a comparison between buying two
$25,000 whole life policies where one has a 20-year yield of
2 percent and the other has a 20-year yield of 5 percent. It

demonstrates that a consumer can save over $4700 by buying a

For normal or bell-shaped distributions, 68 percent of the
population will fall within one standard deviation of the
average and 95 percent will fall within two standard devia-
tions of the average. The figures in the text assume that
the rates of return are normally distributed. 1In fact, they
are skewed downward. Therefore, slightly more policies are
below the average.
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low rather than high cost $25,000 policy.43

2. Cost Dispersion ‘Among-Similar -Policies Exceeds That
Found for Other Products

This part compares how cost variation for similar insurance
polic?és compares with the price variation in other products.
The prices of most goods and services show some price dispersion.
Table II-10 contains a summary of a limited number of studies of

price variation among various products.46 It shows that the

There also exist substantial variations in the cost for
similar term insurance policies. The state of Wisconsin

in the fall of 1978 conducted a survey of the cost of
insurance policies sold in that state. They found that the
interest-adjusted surrender index for $50,000 term policies
ranged from 2.31 to 15.00. Twenty-five percent of the
policies had indices equal to or below 4.68 and 75 percent
of the policies had indices equal to or below 5.82. Partial
results of the Wisconsin survey were set forth in the Life
Insurance Buyer's Guide which is contained in Appendix X.’

For an explanation of the interest-adjusted 1ndex, see
pages 129-131, infra. R

46 The systematic study of price dispersion by economists

is of relatively recent origin. A good survey of the theoretical
literature can be found in Rothschild, "Models of Market
Organization with Imperfect Information: A Survey," 81

Journal -of -Political -Economy 1283-1308 (1973) Empirical
‘studles are listed in Table II-10. . v _
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coefficients of variation of the cost of insurance policies are

extraordinarily high compared to the variation in prices for

other products. For example, the coefficients of variation

of rates of return for $25,000 participating policies is 24

percent, and 45 percent for non-participating policies. This

compares with a coefficient of variation of approximately 6

percent for automobiles, appliances and ga’soline.47

Table II-1048

Coefficient

Product Average Price of Variation

47

48

The nationwide variation in Heinz catsup prices was more
than double the variation of the other products. However,
given the small unit price this degree of variation is
expected. The 1962 auto insurance premium rates appear

'to be comparable to other products at about 9 percent.

The 1976 survey showed much greater dispersion (23 percent).
The difference may be due to the fact that in 1962 the State
of Illinois had a system of prior approval of automobile

insurance rates while in 1976 they did not regulate automobile
insurance rates.

Jung, "Price Variations Among Automobile Dealers in Metropolitan‘

Chicago,"™ 33 Journal of Business 31-42 (1960). Jung, "Major
Appliance Prices 1in the Chicago Area,"™ 50 Journal of Business
231 (1977). Maurizi and Kelly, "Prices and Consumer Infor-
mation," American Enterprise Institute (19738). R. Steiner,
“Brand Advertising in the Consumer Goods Economy," American
Enterprise Institute (forthcoming). Jung, “Automobile Insur-
ance Rates in Chicago, Illinois," 45 Journal of Risk and
Insurance 507 (1978). Greene, Neter, and Tenney, "Annuity
Reats and Rates--Guaranteed vs. Current," 44 Journal of Risk
and Insurance 383 (September 1977).
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Automobile Price - $2,436.00 1.7
Chevrolets, Chicago (1959) :

Prices of Washing Machines
and Refrigerators, Chicago (1955) $§ 230.00 : 5.89
e (1975) § 420.00 . ’ 4.68

Retéil Price of Gasoliné
in 17 Areas (Nov. 1970)

Leaded Regular $ © 436 5.8
Leaded Premium $ . 40 4.9
Heinz Catsup Prices
(August, 1975) $ .71 12.77
Automobile Insurance
Rates, Chicago (1962) $ 175.00 ‘ 8.7
= (1976) $ 578.00 22.9

Interest Rates Paid on
Annuity Accumulations ‘
42 Life Insurers (1975) . 6.9% 16.5

Life insurance 20 Year Rates of

Return on $25,000 Whole Life Policies .
Male, Age 35

(1973) (Participating) - : 3.09% 24
- (Non-Participating) 1.91% 45
(1977) (Participating) 4.14% 19

. (Non-Participating) 2.47% 42

If meaningful cost disclosure can increase the amount of

price competition within therlife insurance indystry and thus

* reduce the amount of cost variation for similar policies, the

savings to consumers would be large. It is impossible to pre-
cisely measure these potential savings, since it is not known

exactly how individual companies would change their policies

'in order to make them more competitive. One can get a crude

measure of the potential impact by assuming that the highest

cost {lowest yielding) 20 percent of the policies are eliminated
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and that the remaining policies have lower dispersion (a coefficient

of variation of about 10 percent) around the new average rate

of return. The average 20-year rate of return on dividend-paying

policies in 1977 would rise from 4.14 percent to 4.40 percent

and from 2.47 percent to 2.88 percent on non-dividehd—paying

policies. Some 68 percent of the dividend-paying rates of return

would be_between 3.96 pércent and 4.84 percent and between 2.59

percent and 3.17 percent-for the non-dividend-paying policies.
However, even if disclosure resulted in increased price

competition among wWhole life policies, substantial consumer

problems would remaip.49 Even if the highest cost 20 percent

of policies were eliminated, and if the coefficient of variation

in the rates of return on whole life policiesrissued in 1977

Qere reduced to 10 percent, the average 20?yeaf rate of return

on participating pelicies would still only be 4;4 percent.

Average-non-participating ra;és of return wouid-be'even lower

.at 2,88 percent. The 5- and 10-year rates_would be substantially

lower. As shown in Part IIA, these rates of return are lower

than those readily available elsewhere in the marketplace;

Thus, to have'eggective”competition in the life insurance ﬁarket,

there must be both price competition among similar policies

and competition between life insurance and alternative savings

media.

3. There:is-Little-Relation»Between~the-Cost-of-Policies
and Thelr Market "Shares

~ Most cost disclosure proposals, including that adopted
by the NAIC, only address the problem of similar policy
comparisons. See discussion, Part IV.A.2, p. 102, infra.
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As shown above, cost dispersion among similar life insur-
ance policies exceeas that found in other products. This
wide cost variation is evidence of a lack of effective price
competition among similar policies. High and-low,cost policies
are¥£ot punished and rewarded ‘as would be exéected in a price
competitive system. Some high cost policies have large market
shares. Some low cost policies have small market shares. As

Mr.. E. J. Moorhead has observed:

Individual life insurance marketing seems

to be demonstrating that it is an exception
to the pronouncement made two centuries ago
by Adam Smith--his contention being that
‘the choices made by buyers in a free market
have the effect of rewarding the efficient
seller whose prices are low, and correspond-
ingly penalizing the inefficient or greedy
seller whose prices are high.

-This section demonstrates that policy cost does not correlate

with market share in a fashion consistent with effective price
competition.

To determine the cofrelation between cost and sales, data
supplied to Senator Hart's subcommittee during its in?estiga—

tion of the life insurance industry for best selling whole

life poiicies issued in 1973 was examined.>l ‘The policies were

‘ranked by coéﬁ and grouped in deciles.>? The lowest cost poli-

50 Moss-Subcbmmittee-Hearings, supra n. 2, at 509.

51 rhe sample was subdivided by type (participating or non-
participating) and size (face value at which the policy
was most frequently issued). For details of this cate-
gorization see Appendix IV.

52

The results for other policy sizes and the Pearson
(Footnote Continued)
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cies are in decile 1 and the highest cost policies are in decile
10. Table II-11 shows the total sales by face amount for the
policies in each decile for $25,000 whole life policies issued
to males aged thirty five.

Table II-11 - Sales by Cost Dec1le53

Non—Part1c1Qet1ng

; 7 Number of
Face Value of Policies in Median

Decile Sales (000) - Decile- - -~ Cost -
1 656,469 5 39.08
2 99,870 5 40.93
3 100,763 5 41.62
4 334,112 S 43,32
5 71,686 5. . 45.18
6 84,353 5 47.88
7 97,344 5 48.17
8 408,042 6 50.46
9 104,365 6 54,20

10 117,308 6 60.54

Total 7 2,071,312 53

Participating
1 886,782 " 5 29.72
2 ) 393,263 ‘5 34.27
3 1,115,373 5 36.37
4 © 770,059 5 38.21
5 1,213,673 5 39.70

.6 .1,314,155 5 40.41
7 626,327 S ' 42.89
8 2,709,282 S 46.07
9 424,271 6 50.61

52 {Footnote Continued)

correlatlons between cost and market share are contained
, - in Appendix IV.
53

The measure of cost used in Table I1-11 is the Company Reten-—
tion Index computed using a 5 percent rate of interest and

Moorhead's lapse table "S". For an explanation of the
Company Retention Index see pages 144-146, infra.
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10 65,713 6 57.84
Total : 9,518,898 ' 52

Table II-11 shows that there is little relationship between
éolicy cost and ﬁarket shares. For participating policies, for
examéle, the five policies in the eighth decile ranked 40th
to 45th in cost out of the 52 policies examined. Yet the face
amount of sales for these policies exceeded $2.7 billion in
1973, or approximately 29 percent of the total sales for all -

52 policies stud%ed.
The life insurance industry competes for agents and in

designing unique policies that are often merely sales tools.

But as shown in this section, it does not compete vigorously

on the basis of price. Without meaningful cost disclosure, effec-

tive price competition is impossible.54

See pages 81-83, infra.
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D. Consumers Often Receive a Small Amount of Protection

Against Premature Death Relative to the Premiums Paid
ftor Ordinary Insurance.

The amount of protection against premature death that‘Ameri—
cans buy with their ordinary life premiums is small relative
to the amount that same expeditugé would purchase through low
cost term insurance (either individual or group). This relatively
small amount of insurance protection,(pef dollar of premium)
appears to resulﬁ from a lack of consumer knowledge concerning
alternatives and from certain features of the agenﬁy system
which favor the sale of cash value insurance, rather than from
an informed consumer preference for savings inteénsive types
of insurance policies. This section examines the dimensions
of this problem and the extent to which the Social Security
system compensates for the small amount of protection against
premature death provided by ordinary insurance.

Ralph Nader, in testimony before Senator Hart's Subcommittée
in 1973, stated that the life insurance industry's principal
shortcoming was its failure to sufficiently protect its ultimate
consumers -- the widows and children -- from the financial risks

of the premature death of the breadwinner.55 Mr. Nader then

observed:
The Institute of Life Insurance--the pub-
lic relations arm of almost the entire industry--
maintains that "the main reason why a man
buys life insurance is to protect his family

35 The Life Insurance Industry: Hearings Before the Subcomm.

on Antitrust & Monopoly of the Sen, Comm. on the Judiclary.
93rd Cong., 2nd Sess. 8 (1974) lhereinafter cited as Hart
Subcommittee Hearings]. '
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widows studied received less than $5,000 in insurance benefits.

from financial hardship when he dies.” Whether
or not companies sell life insurance for
other purposes such as to provide a savings
or investment medium or to make a profit,

the primary measure of their performance

is the extent to which the financial needs

of widows and children are being met. The
real consumers of life insurance are those
who survive after the ‘premature death of

the breadwinner. The industry's own analysis
of the benefits received by survivors demon-
strates that it has failed miserably.

"The Widows Study" conducted by the
Life Underwriter Training Council and the
Life Insurance Agency Management Associa-
.tion and published in 1970--but never widely
circulated within the industry--provides
shocking and tragic evidence of this failure.
Fifty-two percent of a representative sample
of all widows received less than $5,000 in
benefits even though 92 percent were covered
by some form of life insurance.

As Mr. Nader noted, slightly more than one-half of the
57

This "less than $5,000" figure included proceeds from all forms

of life insurance held, including group, veterans and credit

life insurance. The study concluded that "[jludged by any standard,

56

- 57

"The Widows Study” referred to in Mr. Nader's testimony

was sponsored by the 1ndustry to evaluate its success in
accompllshlng the goal of alleviating the hardships caused
by the premature death of the family head. The information
was gathered in a series of personaf interviews conducted

in 1968 and 1969 from among a sample of women whose husbands
had died prematurely (under the age of 65) in 1965. Life
Insurance Underwriter Training Council and Life Insurance

'Agency Management Association; The Widows Study (1970), Vol.

1 at 2. Reprinted in Hart Subcommittee Hearings, id., Vol. 1
at 313. ' R ‘

In the lowest income range, 93% of the widows received
less than §5,000 in proceeds, while even at the highest
income level displayed, 1 in 5 had life insurance bene-
fit payments of less than $5,000. Id. at 363.
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the amounts of life insurance received by the widows were low.">8

Furthermore, the situation does not appear to have improved
since 1966. 1In the intervening years,»the average amount of
life insurance per family has risen from $15,800 to $32,400.
However; éhe average disposable pe:éonal_income haé alsb doubled,
from $8,200 in 1966 to $16,400 in 1977.59 <Yet, the average death
claim per policy w;s only $4,465, an increase of only $1,100
. since 1966. Thus, if decedents in 1977 weré'insured under three
policies, the average death benefit from ordinary insurance would
have amounted to ten months of the average personal disposable
income per famiiy.60 | i g
This report considers two phenomena--agent bias for whole
- life insurance and the lack of consumer understanding about term
insurance--=which partially explain why many consumers receive
less death protection than they need from ordinary insurance.
Part III' D, infra, discusses how agent trainiﬁg and compensation
Creates a system that often pfomotes whole life insurance regardless
of a person's needs.

Another reason many consumers purchase inadequate amounts
of insufaﬁce prdtection with.thé dollars they spend for ordinary

insurance is because they are either uninformed or misinformed

58 See Hart Subcommittee Hearings, supra n. 55, at 322.
33 Fact Book, supra n. 9, at 24.
60

Id. at 41. As the Moss Subcommittee Report notes, the death
Penefits of the average life insurance policy (per family) would
only be sufficient to cover the average family's needs for

two years or so. Moss Subcommittee Report, supra n. 1, at
19, o
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as to the best type of insurance for their particular needs.tl
Purchasers often do not realiZe-when they'are young and their

needs for protection are generally the greatest that they can
obtain three to five times as much initial death protection

by ‘buying renewable individual or group term‘insﬁrance as they

can for the same amount séeni oﬁ ordinary whole life insurance.

For example, in 1977, the public owned about the same amount

of group insufance as ordinary life insurance.52 Although group

63

insurance paid somewhat higher amounts in average death benefits,

the public paid over 3.5 times more for its ordinary coverage
64

than for its group coverage.
Since the "right amount of life insurance"is something

that individuals must decide for themselves, taking cost as

well as their special cir;umstances into account, it is dif-

ficult to make a blanket determination that people are generally

undéf or overinsur;d. Accordingly, we make no general recommen-

dation that people buy mofe life insurance, nor do we recommend

that consumers only buy term insurance. However, for certain

groups -- households with young children and low incomes --

term insurance is the only way they can afford adequate death

61 For a detailed discussion of consumer knowledge in the
field of life insurance see Part III C, p.74,-infra.

62 Fact Book, supra n. 9, at 18.

63 EQ. at 41. The average death benefit paid on ordinary
insurance was $4,466, while the average death benefit
paid on group insurance was $5,597.

64  14. at s7.
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protection.55 To the extent these people are unaware of the
low cost death protection available in term insurance, they are
likely buying less death protection than they want. The Moss
Subcommittee Report acknowledged this potential for inappropriate
purchase: '
Thus, for persons who do not have

enough premium dollars to purchase adequate

whole life coverage, term insurance is likely

to be the best choice. Allocating all pre-

mium dollars to purchase whole life will,in -

such a situation, lead to underinsurance.

Although many consumers are receiving less death protection
than they need from the dollars they spend for ordinary insurance,
the impact on society of the problem of underinsurance has been
reduced by the expansion of suvivor benefits under Social Security.
The U.S. public now has far more total life insurance protection,
relative to income than ever before. This is primarily due
to the dramatic increase in life insurance protection provided
to survivors under the OASDI program of Social Security. As
shown in Table II-12, the total amount of equivalent life insurance

in force was almost four times disposable income in 1977, up

from less than twice disposable income 20 and 30 years ago.

65 As Ralph Nader noted in the 1974 Hart Hearings:

Husbands do buy life insurance, but
they buy too much of the wrong kind. With
limited funds available, they are too often
misled into putting them all into low benefit
cash value policies at inflated prices.

Hart Subcommittee Hearings, supra n. 55, at 8.

66 Moss Subcommittee Report, supra n. 1, at 18.
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The amount of private life insurance has risen roughly in pro-
portion to disposable personal income in the past 25 years,

but the amount of eqﬁivalent life insurance through Social Security
has risen more raéidly. Since 1973, the equivalent life insurance
inherept in the OASDI program has exceeded the total for all
private life insurance. This maésive increase in governmentally
providea life insuranée protgction appears to have had little
effect on the'privaté_sales, with the result that the total

amount of life insurance coverage has doubled.
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Table IXI - 12

(1 :

Est. Amt) of Life . (4) (5) (6)

Ins. in force as : Total Dispos- Ratio of - Ratio of

survivar benefit (2) (3) able Personal Private Life total life

under QASDI as of Private Life Total Life Income in cur- Ins. in force Ins. in force

' of Yr. Ins. in farce Ins. in force  rent dollars to Disposable to’ Disposable
($ billions) ($ billions) ($ billions) . ($ billions) Personal Incame Personal Incame

1940 $37 $112 ' $149 $75.2 1.49 1.98
1951 170 234 | 404 224.8 1.04 1.80
1655 345 334 , 679 273.4 ' 1.22 2.48
1961 547 586 1,133 362.9 1.61 3.12
1962 585 629 1,214 383.9 1.64 , 3.16
1066 700 901 1,601 510.4 : 1.77 3.14
1968 930 1,080 2,010 588.1 1.84 3.42
1970 1,100 1,285 2,385 - 685.9 1.87 3.48
1972 1,310 1,503 2,813 801.3 1.88 3.51
1973 1,760 1,628 3,388 901.7 1.81 3.76
1974 2,040 1,778 3,818 984.6 1.81 3.88
1975 2,269 1,92 4,254 1,084.4 1.83 -3.92
1276 2,556 2,140 ' "~ 4,696 1,185.8 1.80 3.96
1277 2,829 2,343 5,172 1,308.6 1.79 3.95

Sources: O©Ool. (1) - Date fram 1940-1974 from Rohert J. Myers, Social Security 395, table 10.37, (1975). The
remaining figures come from Kevin Wells, Estimated Amount of Life Insurance In Force As Survivor Benefits Under
OAST 1975-77, Office of the Actuary, Social Security Administration, Actuarial Study No. 79, November 1978.
V’arious other Federal government insurance programs such as Veterans life insurance and Civil Service Camiission
insurance are not included. :

Col. (2) - Fact Book, supra note 9 at 18. Includes ordinary, group, industrial and credit life insurance, but

excludes fraternals and savings bank life. To correspond to colum (1), the figures are given as of the

leginning of the year. The Fact Book figures are as of the end of the year. Therefore the figure given in
cclumn Zg) above is listed in the Fact Book as the total for one year earlier.

Col. (3) - Col. (1) + Col. (2).

Zol. (4) - Econamic Report of the President, 1978, table B-22, p.283,
Cel. (5) - Col. (2)/Col. (4).-

~0pl. (6) - Col. (3)/Col.. (4).




III. SOME REASONS FOR THE PROBLEMS

A. Introduction

- The problems discussed in the preeeding section are very
serious ones: average rates of return that are 3 to 6 percentage
points bélow alternative rates, extreme variation in rates of
return, large but undisclosed penaities for early lapse,
low rates of return earned on old policies, and relatively
small per capita amounts of private insurance protection. The
first four problems iméosed on consumers unnecessary costs of
billions of dollaEs in 1977 alone, while the underinsurance
problem defies any simple dollar measure of loss. This section
offers some explanations why these pfoblems have arisen and
persist in an industry which in'terms of the number of companies
and agents vying for sales ought to be competitive.

: The single most important cause of these problems is the
lack of meaningful information by which the quality and cost
of one life insurance policy can be compared to another and
to alternative forms of saving. Curreﬁtly, the marketplace
is not providing this information. Two factors explain
this lack of information: . the inherent complexity of life
insurance, and the confusing variety of products companies offer,
which complicates cost comparison. This section examines the
complexities of the 1i£e insurance market and considers evidence
documentingICOnsumer inability to evaluate life insurance costs.
It explains how this inability to judge cost in turn is a
Primary cause of the lack of price competition which in large

part explains the problems aiscussed in Part II. Finally
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this section considers various incentives in the agency system
favoring whole life insurance which in conjunction with the
absence of price information contfibute to the 1ack of meaningful
price competition in the life insurance market.

B The Cost of Insurance Is Difficult to Evaluate

The current complexity of'the life insurance market makes
it difficult fqr consumers to evaluate the cost of a life insur-
ance policy. Part of this difficulty arises out of the fact
that premiums are not an accurate measure of cost. Part is
attributable to the wide variety of policy types offered in

the market. We consider each of these causes "in turn.

Comparing whole life insurance costs is difficult because

the amount paid for the policy (the ptemium) does not accurately -
measure the actual cost. This is because policies accumulate
~cash values and often pay dividends. Moreover, it is not enough

simply to subtract illustrated dividends and cash values from

total premiums. Because of the time value of money, real cost

"depends heavily on how quiékly cash values and dividends accrue

as well as their eventual size.

The following analy§is of £he corre;atiOn between premiums
and real cost-demonstrates the dubious reliability of premiums
as a ptedictor of real cost. Table III-1 is an array of 306 best
selling whole life policies issued by almost 200 life insurance
companies in 1973. Using "deciles," Table III-1 ranks policies
by premium and by the 20-year rate of return. If a policy ranks
in the first premium decile, it has a lower premium than at

least 90 perceht of all of the policies. Similarly, if a policy
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Premium
Decile

Note:

Source:

Table III - 1

Decile Comparisons Between Premium Size and 20-Year Average
Annual Rates of Return - $25,000 Whole Life Policies Issued

Average Annual Rate of Return Decile

6

to Men Aged 35 in 1973

average rates of return.

FTC staff coﬁbutations, using the data collected by the Senate
Anti-Trust and Monopoly Subcommittee.

121

1 2 . 3 4 5 7 8 9 10
1 2 s 3|8 6 5 0 o0 0 39
2 0 0 2 s 5 7 8 2 2 0 31
3 0 2 0 3 2 4 7 8 5 1 32
4 2 1 0 o | 2 4 1 5 10 6 31|
s 12 o o o o 3 1 3 10 11 30
6 |7 2 22 1 2 1 1 3 3 9 31
7 |11 5 3 4 0 2 2 2 .0 2 317
8 3. 8- 7 3 6 0 2 0 0 0 29
9| 3 10 7 5 2 .0 1 2 0 1 31
10 {1 0 5 7 4 4 3 4 1 1 30
{730 | '_30 31 031 .31 31 31 29 31 31 306
The first decile corresponds to the lowest premiums and the highest

The number of policies in each decile
‘differs because of ties in the rankings.

The sample of 306 whole

life policies includes both dividend-paying and non-dividend

paying policies.



ranks in the first rate of return decile, it has a higher rate

of return than at least 90 percent of all of the policies.
Table III-1 demonstrates the weak correlation between pre-
mium and actual cost in two ways. First, the upper left hand
entry of Table III-1 indicates that only one of:the;30 policies
with the lowest premiums also haé a rate of return sufficiently
high to place it in the first rate of return decile. To put
it another way, only one policy is common to both the 30 poli-
cies with the lowest premiums and the 30 policies with the best
rates of return. Second, Table III-1 shows that 124 policies are
in the first fdur premium deciles; that is, they have lower
premiums than at least 60 percent of all of thé policies. Oﬁiy
26 of these 124 policies, however, have better than average
rates of return (i.e., rank in the first four rate of return
deciles). In contrast, mb:e than twice as many (60) have worse
than average rates of return (i.e., at least 60 percent of the
bolicies offer higher rates of return). Conversely, a high
premium policy can be mistaken for a high cost peolicy. Of the
121 policies whose premiums are higher than at least 60 percent

of all the policies (premium deciles 7-10), two out of three

(82) have higner than avérage rateé‘éf return (rate of return

deciles 1-4). Furthermore, only one out of five have below

average rates of return. Therefore, Table III-1 supports the

rather surprising conclusion that consumers have a better chance
of buying a low cost policy if they restrict their choice to

the higher than average premium policies rather than the lower
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-than average premium policies.l

Since premium size is an unreliable measure of cost, and
the simultaneous analysis of premiums cash values, and dividends
is so difficult, the vast majority of consumers are unable to
calculate the actual cost of a particular policy or compare
différent policies. Further, this difficulty of evaluating
cost applies after as well as before purchase. Few people who
bought a non-competitively priced policy 10 years ago could
determine now that they made a bad buy when they purchased.
Friends are not likely to compare their policies' dividends
or cash values®™ Nor do most consumers buy inéprance frequently
enough to learn through experience.2 Consequéntlyy even conéumefs
who have bought life insurance in the past are not likely to

be able to evaluate its real cost.3

This arises because many of the dividend-paying policies

are low in cost, but have higher than average premiums.
Looking at non-dividend-paying policies alone, premiums

are a fairly good guide to cost. Premiums are not a good
‘guide to costs for dividend-paying policies. Given the
public's low level of knowledge regarding participating
versus non-participating policies, many people will not
distinguish between the two (in fact, persons should often
compare the two, see n.71 at page 140, infra). Thus, direct
premium comparisons are often likely to ‘D& unproductive, '
"or even counter-productive.

. About the only way a consumer could learn that a prior life
insurance purchase was bad would be if another agent tried to
replace-that'pqlicy.‘ ' .

Economists refer to products whose performance cannot be

evaluated through normal use as-"credence goods."” One

of the main reasons for poor market performance in life

insurance is that the policies are very. good examples of

"credence goods.” See Darby and Karni; "Free “Competition

and the Optimal Amounts of Frauds," 16 Journal of Law_and
: ' ' (Footnote Continued)
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Besides the difficulty of evaluating the cost of an insurance

policy, the life insurance market is made even more confusing
for consumers by the near endless variéty of policies offering
slightly different benefit features. As stated by Professor
Joseph Bélth: ’

{Tlhe proliferation in life insurance has
reached large proportions. There are many
so-called specialty policies. These usually
are designed to fit an elaborate sales presen-
tation, rather than to perform real services
for the buyer. There are also many different
policies of the so-called conventional type

-- so many, indeed, that it is difficult to
distinguish between conventional policies

and specialty policies.

Similarly, Spencer L. Kimball, professor of law a; the Universit&
of'Chicago,lstated at the Hart Hearings on thg'life insurance
industry: "Product differentiation, partly produced by advertising
and saleseffortsandipartly by the wide range of variations

in the content of the life insurance contract fragment the

(Footnote Continued)

Economics 67-88 (April 1973). Professor Neil Borden many
years earlier made a somewhat similar distinction between
goods with "external®™ characteristics that could be used

to judge quality before purchase such as green vegetables,
clothing, etc. and those with "hidden" characteristics where
quality cannot be judged before purchase such as watches,
refrigerators and drugs. In discussing drugs and cosmetics,
‘Borden noted. that for some goods the "hidden®™ characteristics
might stay hidden even after purchase. See.N. Borden,

The Economic Effects of Advertising, 425-426 (1942).

The Life Insurance Industry, Hearings Before the Subcomm.
on Antitrust and Monopoly of the Senate Judiciary Comm.,
934 Cong., 24 Sess. 568 (1974) |hereinafter cited as Hart
Subcommittee Hearingsl].
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market.">

In short, the inherent complexity of the product and the
confusing array of policies make informed shopping for life
insurance difficult. At the same time, these factors contribute
to a widespread lack of knowledge among consumers about life

insurance.

C. Consumer Inability to Determine the Real Cost of Insurance

The previous section considered aspects of the life
insurance market which makes comparison shopping by consumers
,difficult. This section examines evidence tending to show that
consumers are ndt well informed about insurance in general or-
about how to evaluate its real cost in particularf Specificaily,

this lack of knowledge appears to show up in consuher behavior
in four important ways. Firét, many consumers are not well
informed_about the general aspects of life insurance. Second,
most people are uﬁcertain about how to define the "cost"

of a life insurance policy{.yet lean heavily on the premium

as the measure of cost. Third, in part because of uncertainty
as to cost, most people do not attempt to compare costs of

different policies. Fourth, many people do not understand the

5 Id. at 1087. Whatever the reason for its existence,
many commentators have remarked on the extent of product

differentiation in life insurance. Mark S. Dorfman, professor
of finance at Miami University of Ohio, and Albert L. Auxiler,

professor of finance at the University of Tennessee, have
testified on separate occasions that there is undue product
differentiation in the life insurance market. Statement

of Mark S. Dorfman, id. at 1237; testimony of Albert L.
Auxier, presented at Wisconsin Insurance Department Hearings
on proposed regulation 2.14, July 19, 1977.
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major differences between term and whole life insurance.

1. Consumers Are Uninformed About Life Insurance

Many observers of the life insurance industry have commented
on the public's relatively low level of knowledge about life
insurance. For example, the Daniel'Yankelovich ordanization,
on the basis of‘an extensive survey carried out in 1967 and
1968, reported to the major company trade association (which
J -had sponsored these.studies) that:

Due in part to the inherent characteristics
of the product, the average person feels
far less self-confident as a buyer of life
insurance than of any other major purchase.
_ Indeed, the entire act of purchasing life
I ' insurance is fraught with anxiety: people

’ are not confident about their ability to
comprehend the pros and cons of alternative
plans; they are unsure of how much influence
the agent's commission has on his recommenda-
tions (they suspect that it is substantial):;
they are unsure about what amount of coverage
is adequate or desirable; they feel locked
into their policy choice once it is made;
‘they have a suspicion of the "fine print"
in the life insurance contract; and their
most basic anxieties are aroused by the sub-
ject of death and the need to provide for
others in the event of death.

In Seven out of the eight surveys conducted since 1968, more
than half ofiihe respondents.have described themselves as either
"not too well informed® or "not at all informed" about life
insurance. In a survey conducted in 1976, only one in four

said that he or she did not feel uneasy about selecting a life

- Institute of Life Insurance, Monltorlng Attitudes of the
Public (MAP) 23 (1969).
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insurance policy.

2. Consumers Are Unable to Evaluate Cost

In a 1975 Life Insurance Marketing and Research Association
(LIMRA) study, a large number of people were gsked what they
meant by the "cost" of a life insurance policy. ﬁore than half
responded that cost meant the‘premium or the premium per $1,000
of coverage. Only about one in five stressed the value they
would get for their money.8 Over 6 in 10 of these same people
said that they "have a iot" or "some" difficulty in determining
whether they're getting their money's worth.9 Thus, although

some people were aware that aspects of the céntract (e.g., cash

values and dividends) could differ even though two policies had

the same premiums, most of them were Vague about how they would "™

compare two policies that differed in benefits, saying that
they would try to get the "best value" or "return" for their
money. |

The finding that purchasers often equate premium with cost

is confirmed by evidence of actual behavior. In Part II.C.

(Tables II-7 and II-8), supra, it was seen that similar policies

7 American Council of Life Insurance, Monitoring Attitudes
of the Public (MAP) 50-51 (1976).

8 Institute of Life Insurance and Life Insurance Marketing
and Research Assn., Life Insurance Consumers: A National
Survey of Cost Comparison Attitudes and Experience 11 '
{August 1975). '

9

Id. at 12.

76

e e ¢+ o



varied widely in terms of actual cost. Premium dispersion,

however, is much lower than cost dispersion. This evidence
is consistent with survey results that consumers are unable
to gauge the true cost of a policy without cost dlsclosure.
Indeed, 1t indicates that they rely on very inexact substitutes
for cost, such as premiums.

‘Table III-2 (below) shows the coefficient of variation for
premiums of selected policies issued in 1973. The coefficients

of variation in life premium rates are between 6 and 8 percent,

which is'midway befween £he 1l to 13 percent range for other
products shown in Table II-10, supra. The rates of return (which
_are an accurate measure of cost) show an immense vatiability (24
percent and 45 percent for par ahd non-par policies respectively).
This difference in dispersion rates indicates that policyholders
often (mistakenly) view the premium as the "coét* of the policy
and that price comparisons are often limitéd to premium comparisons.
Table III-2

‘Variance in Premihgm Rates, 197310

Coefficient
. . ‘ _ ) - of

Type Policy Mean - Standard Deviation Variation
Non-par, 10,000 -~ $18.72 1.06 ‘ 6%
Non-par, 25,000 17.16 1.11 6%
Par, 10,000 23.12 1.56 . 7%
Par, 25,000 - 21.99 1.75 8%

An experimental study found that even people with training in

’flnance and insurance did only slightly better than chance in

10‘ See Appendix IV.
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distinguishing between high and low cost policies. Professor
Albert Auxier asked the 32 members of his life insurance class

to rank whole life policies on the basis of what they judged was
the average rate of return for the policy. These students
averaged almost 4 college leve; courses in insﬁranée and finance.
Given the raw information on pfemiums, dividends and cash valuéé,
the students did only slightly better than chance at choosing
those policies that actually ranked in the best third.ll They
averaged 2.75 right as compared to an expected value of 2 right
if they had chosen randomly. Professor Auxier also notes that
the students "exhibited a disturbing tendency -to select poor-
value policies- (those ranked in the iower ohe-phird) despite

a wide range of policies from which to select.” The students

did worse than chance in mistaking high cost policies'for low.

cost policies. He concluded that "Ehe-partiCipan;s.demonstrated
little ability to discriminate-correctly‘amodg policies on a
cost.basis without the aid of a summary cost measure."l? 1In
view of the ideal test conditions and the sophistication

of the subjecfs, the general life insurance buying public is

- likely to discriminate even more poorly than this group of

Students.13

11 The students had become familiar with the method of computing

the rate of return. See "A Test of the Usefulness of Policy

Information in Ranking Life Insurance Alternatives,"43 Journal

of Risk and Insurance 87-98 (1976).

12 14 at 98.

13 The Commission conducted experimental studies concerning

(Footnote Continued)
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Thus, most people have a natural tendency to equate premium
with cost, but, as we have seen, the premium is a poor guide to
cost. And although many people recognize that comparing premiums
alone is insufficient, they are unsure of how to make a more
meanipgful comparison. ‘

3. Most Consumers Do Not Compare Policies For ‘Cost

Perhaps because of these difficulties in evaluating costs,
few people try to'compare cost even when they think that. policies
differ substantially. For example, in the 1975 study previously
discuesed (page 76, supra), 65 percent of the participants thought
that there were differences in policy costs, yet only 42 percent
of those people said that they had ever compared company costs.14

A subsequent question suggests that the difficulty of comparing

costs may explain why many participants did not try to comparison

shop.15 Asked what they would do when an agent presented a policy

13 (Footnote Continued)
the abiiity of consumers to evaluate insurance policies.
Appendix IX summarizes the results of these studies.

14 - Institute of Life Insurance, Monltorlng Attitudes. of the Pub-
lic (MAP) 54-55 (1975). ,

15

An additional reason that people do not shop for insurance
is that substantial numbers of people still believe that
policies cost about the same. In the 1975 LIMRA survey,

. 35 percent of the respondents said that all insufrance policies
cost about the same or that they didn't know. As previously
discussed, 65 percent equated premium with cost. Other
surveys have indicated that substant1al numbers of people
mistakenly believe that all insurance costsabout the same.
Subcommittee on Oversight and Investlgatlons of the House
Comm. on Interstate Commerce, Report on Life Insurance
Marketing and Cost Disclosure, 95th Cong., 24 Sess., 37
(1978) [hereinafter cited as Moss Subcommittee Report].
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if a standard way to compare costs existed, 85 percent said

that either they would do nothing until they had a chance to
compare the costs of policies offered by the particular agent
with those of other companies or they would ask the agent how
his company compared to others.i® oOnly 13 pefcent said they
wédld buy the policy without’éomparing costs if the policy seemed
right for their needs. Therefore, while it appears'that most
people currently do not try to comparé costé because they don't
know how,.they would compare costs if a séandara way existed.17
Finally, survey evidence indicates that many people do
not fully understand the differences between term and whole
life insurance. In one study, for example, participants were
asked to describe the differences between term and whole life
insurance: 33 percent could give no answer, 10 percent gave
incorrect answers, only 3 percent mentioned.that term insurance
_fis “chéaper (more coverage for lower premiums than whoie life),"
only 4 percent méﬁtioned;that term.policies_generally do not
have cash values, while only 13 percent mentioned cash values or&
living benefits of whole life policies.18 About S50 percent ofr

the people correctly indicated that coverage under term insurance

16 Institute of Life Insurance, Monitoring Attitudes of the Pub-
- lic (MAP) S5 (197S).

_17 The 85 percent who answered that they would use additional
information in deciding what to buy may overstate the percen-
tage who would use the newly disclosed information in an
actual purchase situation. See Appendix IX.

18

Institute of Life Insurance, Monitoring Attitudes of the Pub-
lic (MAP) 40-41 (1972).
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is for a prescribed period of time, whereas whole life coverage
remains available for life. As the researchers point out,
however,

The frequent mention of limited duratlon of “"term"

insurance, and the permanence of "whole life" suggest

.‘that these are educated guesses based upon the names

of these policy types.

In sum, the évailable evidence indicates that most consumers

have great difficu;ty understanding how to compare the cosf
of one life insurance policy to another. Premium tends to be
equated with cost, a mistake which can prove to be very expensive.
Most consumers appear unsure of how to compare cost and relatively
few do. 1In general, they know little about the different types:
of iife insurance poiicies available and, in particular,.they
know little‘about the important differences bétween term and

s

cash value insurance.

D. The Relationship Between the Lack of Price Informatlon
and Reduced Prlce Competition

Thus far, Part III has examined why and to what extent
conéumers do not know how to determine the real cost éf life
insurance. We now consider how such lack of kndwledgé relates
to the ptoblemg discussed in Part II. The short answer is
that the absence..of cost infofmation reduces the price competition
which cash value policies face from alternative savings media
and from each other. | |

How consumer inability to compare prices can reduce price

19 14. at 30.
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competition is best illustrated by its effect on price dispersion
among similar policies. Many economists argue that those markets
in which consumers have a difficult time evaluating and comparing
prices will be characterized by more price dispersion.20 Moreover,
th;% increased price dispersion, according to the theory, will
bé gkewed upwards and therefofe raise the average price. Simply
put, the idea is that when price shopping is more difficult
the individual seller will lose fewer sales if he increases
his price above the competitive price. Although he will lose
the business of comparison shoppers, he will get a higher than
competitive price from all those customers who continue to buy
from him.l In other words, where comparison shopping is difficult
at least some sellers will have an incentive to charge higher
than competitive prices. As George J. Stigler put it: “price
dispersion.is a'manifestation -- and, indeed, it is the measure
-- of ignorance in the markeg.'zl |

| The absence of cost information also reduces the price
competitioh which cash value insurance policies face f;om alter-
native savings media. Because consumers do not fully understand
.the savings aspect of cash vaiue insurance and are unable to 7
determine its actual rate of return, it follows that competition

from alternative savings media is muted. To that extent, insurance

20 see, e.g.} Rothschild, "Models of Market Organization with
Imperfect Information: A Survey," 81 Journal of Political
Economy 1283 (1973),

21 Stigler "The Theory of Informatlon,' 69 Journal of POllthal

Economy 171, 172 (1961).
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companies can offer lower rates of return than are available

- from bonds or savings and loans, for example, and still success-

fully sell cash value insurance.

Finally, many observers believe that the lack of cost informa-
tion might channel competition away.from prices towards non-price
competition. 1In a statement submitted to the Hart Subcommittee,
Spencer Kimball stated:

In the present market, there is no real price

competition. There is competition among

insurance companies for agents who can

effectively sell, and then among agents for

applicants. Price competition is greatly

muted; it can hardly be said to exist at all.?2
There can be no effective competition in the life insurance
industry without meaningful cost information. As long as buyers
are unable to compare the cost of similar policies, companies

that charge high prices can sell as successfully as companies

that charge low prices.2?3 Further, until consumers are aware

‘of the rates of return they receive on their saGings through

ordinary life.policies, insurance companies will be able to
compete effectively for savings dollars even though they often
Pay a rate of return that is several percentage points below
alternatives ava;lable in the marketplace.

E. The Agency System Exacerbates the Competitive Problems

The agency system is another reason for the problems

22 Hart Subcommittee Hearings, supra n. 4, at 1088.

23 See pages 59-62, supra.
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discussed in Part II. 1In view of the complexity of the life
insurance market it is not surprising that many consumers consult
an "agent". Besides being well informed, an agent's financial
incentives should ideally foster choices in the client's best
interests. 1Indeed, the "golden rule of agency" provides that

che agent should recommend the choice the client would make
himself if he had expert knowledge. The reality of the life
insurance agency system is far from this ideal. This section
examines.how certain aspects of the agency syscem contribute

to the consumer and competitive problems discussed in this report.

1, Many Agents Do Not Believe There Are Substantial Differences
‘in Policy Costs

Many agents and their supervisors appear to be misinformed
on whether costs for similar policies differ significantly.
As stated in the Moss Subcommittee Report:

... the stunning fact,’revealed in a 1976 survey,
{is] that 37 percent of full time life insurance
agents, and 45 percent of their superv1sors,
believe that 'there is little difference in

net cost for similar policies.' A further 11
per-cent of both agents and supervisors had

no opinion on the question. This presumably
means that nearly half of all agents in the
field would not think it important to advise
their clients about the savings 90551ble from
purcha51ng low cost insurance. :

Two principal factors explain agents' lack of awareness
~of cost differences. First, because of extremely high turnover,

a great many agents are inexperienced. For example, in 1975,

24 Moss Subcommittee Report, supra n. 15 at 37. The data
clted came from a:g01nt study conducted by the National

Association of Li Underwriters and LIMRA, Survey of
Agency Opinion 33 (1976) (Question 6).
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59 percent of all ordinary life agents had less than four years
experience. (see pages 89-90, infra). Second, many companies'
agent training programs place little emphasis on cost comparison
methods . 25 Agents' lack of awareness of cost differences contri-
bute to tbe lack of price competition in the industry. As

stated by Mr. E.J. Moorhead:

Life insurance is a competitive business,
but in the individual insurance market the
direct competition is heavily in the finding
and keeping of productive agents. Price
competition is indirect in nature, being
dependent upon insistence by those agents
that they be given attractively priced pro-
ducts to sell. A weakness of this indirect
pressufe is found in the widespread lack of
agent recognition...that large price -

235 See Life Insurance Marketing and Cost Disclosure: Hearings
Before the Subcomm. on Oversight and Investigations of
the House Comm. on Interstate Commerce, 95th Cong., 24
Sess. 511 (1978) (statement of Mr. E. J. Moorhead) [herein-
after cited as Moss Subcommittee Hearings]. Professor
Joseph Belth has observed,

Many if not most life insurance agents are
ill-equipped to provide reliable financial
advice to their customers. State licensing
examinations require a minimum of knowledge
about life insurance. Company training pro-
grams and most industrywide training programs
place the emphasis on sales skill rather

than technical knowledge....[Tlhose responsible
for sales development generally have. come

up through the sales ranks. Many of these
sales executives were successful in the field,
but sales success is not synonymous with
technical knowledge. 1Indeed, it is often
argued that technical knowledge tends to
hamper sales efforts.

Statement of Joseph Belth, Hart Subcommittee Hearings, supra
n. 4, at S67. '
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differences are prevalent.26
The second aspect of the agency system that contributes
to>the lack of price competition and the consumer problems
discussed in Part II is the preference many agents hgve for
cash.value insurance. The next section examineé the reasons
for this preference and its impact on consumers.

2. The Commission Structure Provides Financial Incentives
Favoring Whole Life Insurance

The agent commission structure in most cases strongly favors
the sale of cash value policies. For most companies, the first-
year commission*rate on a typical whole life po}icy is substan;ially
larger (per premium dollar) than that on a typical term policy.
Table III-3 sets out the differences in rates which the Hart Sub-
committee found between whole life and five-year renéwable term
policies issued tO'a‘male age 35.27 ps that table shows, first-
year commissions on whole life policies average 55 to 60 percent,
compared to 35 to 40 percent for term poliéies.28 Renewal commissions
are similar for both types of policies.

Table III-3

Commission Rates on Whole Life and Term Policies By Company
Asset Size, 197329

26 Moss Subcommittee Hearings, supra, n. 25, at 510 (statement
ot E. J. Moorhead).

27 ' Hart Subcommittee Hearings, supra n. 4, at 2858.

28 Fo; a detalled discussion of these rates see Appendix
VII.

29

See Hart Subcommittee Hearings, supra n. 4, at 2858-2859.
Figures are given for only those companies not licensed
(Footnote Continued)
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First~Year Commission Rates

Asset Size Whole Life3° . Term Insurance31
Top 20 Companies 59% 36%
21st-50th 57 36

Not in top S0 64 41

2nd to 10th Year Renewal Commissions

Top 20 Companies 5% 5%
21-50 5 5
Not in top 50 K 5 5

llth and 12th Year Commissions32

Top 20 Companies 1%
21-50 2
Not in top 50 2

An agent's commission income depends not only on the com=

mission rate, but also on the amount of premium. The amount

of premium, in turn, is a product of the premium rate and the

face value of the policy. The premium rate at any given age

is likely to be several times higher for whole life than for
term. These factors combine to give agents a strong financial
incentive to sell whole life insurance. Table III-4 shows that

ordinary agents in 1974 averaged 176 percent more in first-

29 (Footnote Continued)
in New York. With minor differences, the figures for New
York licensed companies show the same marked difference
in first year commission rates for whole life and term.

30 Wnole life policies issued to males age 35.

31 S-year renewal term policies issued to males age 35.

32 ’

No summary data was given for years 11 through 20 for term
policies.
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year commissions on whole life sales than on level term sales.
They also averaged 370 percent more on whole life than on decreasing
term sales. Since the established agents (five years or more

as an agent) average less than one sale a week and since renewal

commis;{on income is likely to be 25 percent or lédss of total
eommisSion income,33‘the commissioh rate structure provides

the agent with a strong financial incentive to sell cash value
contracts regardless of the needs of the client. Assuming the
average agent depicted in Table III-4 received a weeklf renewal
commission income of $90, his total commission income per week
would be $363 if he sold the average size whole life policy,
$188 if he sold the average size level term policy, and $148

if he sold the average size decreasing term policy.

Table ITI-434

Commission Income to Ordinary Agents from Different Types
~of Policies, 1974

Type of Avg. Size Prem. Per. Prem. Per 1lst-¥Yr. Comm. Amt. of lst-

policy Policy S$1000 Policy Rate Yr. Comm.
Whole ‘
Life $19,560 $25 $497 55% : $273
Level

Term 46,430 6 280 _ 35 : 98
Decreasing .

Term 30,610 5 167 35 58

During the Hart Hearings, the president of one'large insurance

33 See Rappaport, "Consumerism and the Compensation of the

Tife Insurance Agent," 26 Transactions of the Society of
‘Actuaries 529 (1974) [hereinafter cited as. Rappaport].

34 The 1974 Buyers Study, at 17. Note: Sales on adult
male lives only.
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company candidly stated: "No agent, manager, general agent,
or agency system can live very well on the commissions from
only term insurance."35

Thé job and financial pressures which agents face are reflected
in the hiéﬁ turnover rate among agents. A large number of newly-
recruited agents quit in their first.years. According to a
LIMRA study of severgl companies, only an average of 15 percent
of recruits remain Agents with a company four or more years.36
Also, LIMRA surveys consistently show that more than one-third
of the inexpetience? ordinary recruits leave their companies
before the end of the year in which they are hiredr37 Moreover,
this group of new agents (characterized by high turndver-rates)
constitutes a significant portion-qf all life insurance agents.

For example, in 1975, agents with four or less years experience

comprised 59‘Qercen£ of ail-agentS'working for ordinary life

.35 Bart Subcommittee Hearings, supra n. 4, at 1922,

36 ‘Dorfman, "Reformation in Life Insurance Agents' Compensation,"
43 Journal of Risk and Insurance 447 (1976) (hereinafter
cited as Dorfmanj.

37

LIMRA, Insurance Report 1972-11 -- Factors Related to Salesman
Turnover 1. There are a variety ot reasons for high turnover
rates among agents. According to a 1970 study, 43 percent

of those agents who left did so for financial reasons.
‘Another 32 percent left because they were dissatisfied

with aspects of the job. Some of the job features szngled

out were. "hours," "prospecting,” and "dislike of selling.”
Besides not maklng enough money, the financial reasons for
leaving included "security," "fringe benefits," and "stability.”
LIAMA, Research Report 1970-7 -~ Where Do They Go?, A Statis-
tical study I1.
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companies and generated 38 percent of the total volume of sales,38

Thus, a substantial amount of insurance is sold by agents who
have not been working long and are likely to be less informed
about insurance. For many struggling agents, the two-tier commission
structure is likely to present an extremely strong incentive
té sell cash value insurance. |

3. Agent Training Often Emphasizes Selling Cash Value Policies

The training received by agents may also explain why many
agents favor cash value policies. The NAIC Advisory Committee
hypothesized that "the compensatidn bias may not be as important
as those [biases] that the agent is taught.,"39 An agent of 19 years
gave three reasons why many agents seldom sell term:

First, when they were trained, it is possible
that term life insurance was ignored. Second
another possibilityvis that they were told
the premium is lower and so is the commission,
therefore agents shied away from term. Third,
it could be that they have never been taught
‘what term insurance really is and its various
uses .4 ' )
Aside from the :eferenCe to the lower commission rate paid on
the sale of term insurance, this agent's reasoning boils down

to a lack of agent training on term insurance.

38 LIMRA, The Manpower .and Production Survey, Ordinar Multiple-
Line Exc usive-Agen ( -

39 NAIC, Flrst Report of the Industry Advisory Comm. to the Agent's
Comgensatlon Systems Task Force of the NAIC C-3 Life lnsurance
Subcomm. 42 (June 6, 1976) [hereinafter cited as NAIC
industry Advisory Committee Report].

40

Dor fman, supra n. 36, at 455, quoting Kalmowitz, "Term Con-
versions are Beautlful, Llfe Assoc. News 83 (April 1975).
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Industry publications, produced by LIMRA and used to train
and assist agents, often reflect a bias for whole life insurance.
For example, a section on opening comments which an agent should
give at an interview recomﬁends emphasizing the savings aspect
of insurance: ' '

Many agents like to put something into the
prospect's hand immediately to get the heat

off themselves and to capture the prospect s
attention. A reprint of the company's retire-
‘ment ad showing a couple basking on the Florida
sands: "I came to talk to you about the Wilsons.
Can yog picture yourself retired some day like
them?"

s In a LIMRA publication entitled Profitable Selling, the agent

is told that whole life is almost always the best sale:

Temporary insurance is often both necessary

and desirable. ‘But if an agent sells a hxgh pro-
portion of temporary insurance because of its
lower first cost, not only will persistency be
less favorable, but policyowners will neither -
be satisfied nor well served. The policyowner
receives premium notices regularly, but finds that
no cash value or paid-up values accumulated for
emergency use —-- the premiums will increase with
each renewal of the term period -- and that the
time almost has to come when he or she will not
be insured.

It is profitable to recommend that permanent
life insurance is nearly always the best sale
-- for the buyer and the agent.4

We do not question the sincerity or integrity of those

‘companies or agents who believe in the superiority of cash value

41

LIMRA, Getting the Interview 42 (1974).

42 LIMRA, Profitable Selling 42 (1976).
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insurance.43 Nor do we challenge the right of companies to
determine how they compensate their agents. As we show in the
next section, nowever, the agent compensation system and the
bias in favor of cash value insurance contribute to the consumer
and.?ompetitive problems discussed in this repoft.‘

4. The Impact of the Agency System

The agency system has arisen in the life insurance industry,
in part, because many consumers know very little about life
insutance.. Thus, they rely upon the'advicé of an agent. Ideally,
an agent will recommend the plan of insurance that best fits
the buyer's needs. The ideal is often not realized in practice
because substantial numbers of agents have a strong philosopﬁical
or financial bias favoring odé form of insurance over another.
In>sﬁch a situation it is unlikely that an agent will provide
consumers with all the information they need to make an informed
purchase decision. Fot-éxample;.aﬁ agent -attempting to sell
whdle iife insurance is‘unlikély to cohpare the rate of return
available from the whoie life policy to alternative savings
plans.44 Although the rate of return is not the only thing
a person should consider in chooéing-between term and”wholé

life, it is certainly an important factor (see page 103, infra).

43

We note that many agents are equally strong in their con-
- viction that term insurance is almost always a more desirable
purchase. '
44 '

In most cases companies do not supply rate of return infor-
mation to agents. Thus, they are unable to supply this
information even if they want to.
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Because many agents have little incentive to disclose the rate
of return, the amount of price competition between life insurance
and alternative savings media is decreased.45
The bias of many agents in favor of whole life insurance
also contributes to the problem of underinsurance.’ The insurance
needs of some people, especially young families with modest
incomes and several small children, can be met only through
the purchase of term insurance. Yet, in many cases, they may
be sold insurance by an agent who has a strong philosophical
and financial biag in favor of whole life insurance. As stated
in the Moss Subcommittee Report: .
{W]e think it worthwhile to say that any
agent who sells $10,000 of whole life rather
than $40,000 of term to a young, asset-poor .
family head is probably .doing his client a gross
disservice. The NALU witness admitted that such
‘sales do occur and agreed that they were
deplorable. It is evident to us that many
purchasers in such situations have acted

solely on the agent's advice and without any
real understanding of what they were doing. 6

45 Moss Subcommittee Report, supra n. 15 at 12-13, discussed

this problem:: -

We want to make clear that we are not ascribing
any improper acts or unethical conduct to
agents in promoting their views to their
customers. We are simply determining that

the natural operation of the ordinary life
insurance marketing system is not very likely
to foster the informed consumer choices necessary
o produce  benefits  from competition and
maximize consumer welfare. It is clearly
undesirable for a consumer's purchase decision
to be determined by the views of whichever
agent gets to him first.

46 13. at 19.
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The agent compensation system also contributes to the pro-

blem of early lapse. As shown in Part II, a serious consumer

problem is the early lapsing of cash value policies. The agent

compensation system does little to deter lapse. As Table III-3

show;, commissions are generally heavily "front loaded," that

* is, the agent gets most of the total commission in the first

year. The commission structure provides only small rewards for

good "persistency" (low early lapsation) and small penalties

for bad persistency. Ms. Anna Maria Rappaport, an observer

of the agency system, has estimated that an agent in his fifth

yYear who has mdbh better than averagé persistency will only

earn about 5 percent more than an agent with average persistency.

Similarly, the penalty for poorer than average persistency is

small. Therefore, because low persistency sales do not come

at the expense of high persistency sales, many agents may regérd

any_sale--eQen a sale which will lapse early-fas more préfitable

than no sale.

The same is not true for the company. Typically the first-

year expense of putting new business on the books exceeds

‘the first year premium. If the policy lapses in the first year

]

47

both the consumer and the company lose money (although the former

loses much more than the latter.)48 Only the agent gains.

47
48

Raggaport,‘supra n. 33, at 544.

3

See Richardson, "Expense Formulas for Minimum Non-forfeiture

Values," 29 Transactions of the Society of Actuaries 44

(1977) for estimates of the excess of first year costs
over renewal cost for various types of policies.
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Rappaport estimates that the company is hurt four times as much
as the agent by low persiétency.49 In view of this fact, it

is rather surprising that the companies have only recently been
trying.to improve the quality of their business by giving persis-
tency bdﬁﬁses to their ordinary agents. The commiésionﬂstructure
contains little in the way of penalties for agents who consistently
produce low persistency business.

In recognitioﬁ of this problem, an advisory committee to the
National Association of Insurance Commissioners (NAIC) has recom-
mended that compan}es begin giving agents smaller first year
commissions and larger renewal commissions.?® This recommendation
and various adaptations of it have been implemented by some |
companies.51 The NAIC advisory éommittee also concluded that
there is a trend among companies toward installing some sort
of persisténcy bonus system.®2 Notwithstanding some adjustments
in company commission structures, however; the evidence is that

first year commissions remain'large.s3 Consequently, while

49 Rappaport, supra n. 33, at 545. Brzezinski criticizes this
estimate, but he agrees that the company is hurt more than
the agent by bad persistency. Id. at 576.

50

NAIC Industry Advisory Committee Report, supra n. 39, at
8.

1 14, at 9.

2 14. at 13.

A3 Id. at 9. Rappaport states that Metropolitan has begun
using quality payments to spur persistency._ Rappaport
supra n. 33, at 568. Similarly, Equltable is said to be
shifting away from a front load commission to a servicing
fee that follows the account to provide continuing service.

(Footnote Continued)
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the various bonus plans may ameliorate the lapse problem, the

agent commission structure continues to contribute to lapsation.

s Vet ——
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33 (Footnote Continued)

LIAMA, Proceediggs of 1973 Annual Meeting 81 (November 14,
1973). ' ‘



IVv. RECOMMENDATION: A COST DISCLOSURE SYSTEM FOR LIFE INSURANCE

The recommendations in this report focus on the lack of
adequate information available to consumers and agents on
the types and relative costs of life insurance policies. While
these recommendations deal with only one of the causes of the
problems discussed in this repor€,1 this one cause is basic.

No reform of the industry will be completely effective unless

" consumers and ageﬁts are provided with sufficient, clear infor-
mation to compare the benefits and costs of different life insur-
ance policies and to compare saving through life insurance with
other savings meéia. Therefore, while perhaps not the total
solution, cost disc¢losure is a necessary first step to any effec-
tive reform in the life inSurahce industry.-

In May 1976, the National Association of Insurance Commis-
sioners (NAIC) adopted a "model" cost disclosure regulation. The
NAIC regulation requires that insurance companies give pﬁrchasers
two documents at the time tﬁeir new policies are delivered:

(1) a "buyer's guide," which contains general information about

life insurance, and (2) a "policy summary," which sets forth the

basic financial information about the policy and cost indices

A complete discussion of possible remedies for the prob-
lems analyzed in this report would require that some con-
sideration be given to changing the manner in which agents
are compensated, possible changes in the solvency regula-
tions, and the anti-rebate and replacement laws. These
subjects are important, but they are beyond the scope of
this report. (See Appendix VIII).
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used to compare the costs of similar policies.2 This regulation
addresses some of the problems discussed in this report, and
we commend the NAIC's sensitivity to the need for disclosure.

Our analysis of the problems begins from the NAIC's recognition of

the fundamental need for information disclosure. Our review of the

’NAIC.model is designed to bring'about essential improvements in the
information presented to consumers.

The merits of any proposed disclosure system must be measured
by its effectiveness in redressing the problems that have been
detailed in Parts I and II. To summarize they are: (1) low
average rates of return on life insurance savings; (2) severe.
but undisclosed penalties for early lapse of cash value policies;
(3) widely varying costs for similar policiés; (4) low rates of
return received by eiisting'policyholders, compared to the rates
offered to new policyholders; and (5) the small average amount
dfvindividual ordinary 1ife.insuranée protection against premature
déath relative to the premiuﬁs paid.

The following sections describe our recommendations on how

to modify the NAIC model regulation to address these problems

- more effectively. Appendix X contains a draft regulation, buyer's

~guide and disclosure statements which incorporate these recom-

mendations. The documents in Appendix X are not meant as the

‘definitive solution to the cost disclosure problem. Rather

they are provided to illustrate how the necessary elements of

2 ‘A copy of the NAIC model regulation is contained in Appendix X.
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a cost disclosure system can be incorporated into an effective

cost disclosure regulation. We recognize that there are no

easy answers when it comes to the question of life insurance

cost disclosure; there is room

for discussion and disagreement.

Undoubtedly, state regulators and others interested in cost dis-

closure will be able to suggest improvements on these materials.

3

Our discussion of recommended modifications of the NAIC

model regulation is divided into three sections:

1. The need to disclose the average annual rate of return
for all cash value insurance and annuity products.

2. The choice of an index number for comparing similar

policies.

a

3. Recommendations concerning other apects of the NAIC

model regulation.

A. The'Need to-Disclose the Average " Annual Rate of Return

on "All ‘Cash ‘Value Insurance -and "‘Annuity ‘Products

Parts I and II demonstrate that many consumer problems

in. the life insurance industry
low rates of return offered on

products. The current lack of

- major reason for the existence

important improvement that can

stem directly from the extremely
far too many cash value insurance
rate of return information is a
of these problems. The most

be made .in the NAIC model regula-

In this connection we note that the insurance departments

of Wisconsin, North Carolina and Massachusetts proposed
cost disclosure regulations which represent significant
improvements over the NAIC model. Many of the recommenda-
tions in this report reflect the pioneering work done by

‘these three departments.

Unfortunately, none of the pro-

posed requlations are currently in effect. The North
Carolina requlation was overturned by the state legisla-

ture, the Wisconsin regulation is being challenged in court,
and the Massachusetts proposal has not been finally adopted.
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tion is to require disclosure of the average annual rate of return
on cash value insurance and annuity products. Specifically,

the NAIC model regulation does not provide consumers with the
information necessary: (1) to evaluate cash value insurance

aéfa savings vehicle, and (2) to compare.diSSimilar types of
ihéurance policies. This seétion shows how rate of return is
essential to consumers in making these decisions. It also discusse
various.industry objections to rate of return disciosure. Fur ther,
it sets out the appropriate method for computing rate of return,
and the durations at which rates of return should be displayed.

1. Rate -of Return Disclosure-is Necessary to- Evaluate
Cash Value 'Insurance ‘As ‘A -Savings Vehicle -

Life insurance is often sold as a convenient way to save
for retirement or other purposes. As shown in Part I, the
1ife'insurance-industry is second only-to savings ahé loan
aésociations as a depository for personal savings. Yét it is
_the only savings medium that does not disclose the rate of
return paid 6n consumer.savings. Basic fairness dictates that
consumers be given the rate of return they will receive on their
savings thoﬁgh cash value insurance or annuities. The only
information consumers currently receive concerhing cash values,
and all thefmwould receive under the NAIC model regulation,
is a ledger statement showing the cash value at selected years.
‘Table IV-1 illustrates the type of information disclosed under
the NAIC model regulation for a non-participating policy issued
to a male at ége 35.

Table 1IV-1
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policy Year Premiums Guaranteed Death Benefit

. Cash Value

1 446.50 0.0 25,000

2 446.50 66.0 25,000

3 446.50 458.50 25,000

4 446.50 860.75 25,000

5 .- 446.50 1,272.75 25,000
10 446.50 3,472.00 25,000
20 446.50 8,533.00 25,000
Age 60 446.50 10,807.75 25,000
Age 65 446.50 13,034.00 25,000

es :
Although useful, the information contained in Table IV-1 does

not tell the consumer much about the relative value of the policy
as a savings vehicle. At the end of twenty years the policy will

-

have a cash value of $8,533. To many purchasers this sum might
appear substantial for an annualvexpenditure of $;46.50 since
.thgy have also received $25,000 WOfth of insurance. Because a
portion of the premium provides death protection, the average con-
sumer is unable to tell whether a whole life policy's cash value
represents an'adequate return on preﬁiums péid. In fact, the
policy in Table IV-1 has a 20;year rate.qf return of 2.09 percent.
1f the consumér_had bought term insurance and invested the dif-
ference at 5 percent (after taxes), the side savings fund at the
énd of:20 years wouid'bé'$i2{216, a difference pf over 40 percent.4
This examplé’demonstrates that the NAIC model does not .

provide sufficient information to enable the consumer to judge

For a description of this calculation see pages 55-=56,
-supra. The actual calculation for the'f?ist twenty policy
Years is contained in the Hearings on Life Insurance Market-
ing and Cost Disclosure Before the Subcomm. on Oversight and
Investigations of the House Comm. on Interstate and Foreign
Commerce, 95th Cong., 2d Sess. 808 (1978) [hereinatter

cited as Moss Subcommitte Hearings.]
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the relative attractiveness of savings through cash value insur-

ance compared with alternatives in the marketplace. It also

shows the importance of making this comparison. Part II revealed

that'many policies in the marketplace have a Zp—yegr rate of
tetdfn of 3 percent of less. fSee Tables II—?, II-8, supra).
A person who saves $1,000 each year at 3 percent will have,
at the end of 30 years, approximately $49,000. One who saves
the same amouni ove? the same period at 6 percent will have

$84,000.

2. Rate~of‘Retdrn‘Disclosure‘is-NeceSSary*tO‘Compare
Dissimilar "Types -of ‘Insurance - and ‘Annuity Products _

Rate of return disclosure on cash value products can aiso
greatly assist consuﬁers in making a choice between dissimilar
policies. The NAIC model regulation does not attempt to deal
with this.problem.s_ Yet this choice may be the most important
decision a consumer has to make. The chpice between dissimilat
pdlicies.is often characterized as the choice between buying
whole 1ife insurance or buying term insurance and investing

the difference. At this time there is a continuing, often

- emotional, debate within the life insurance industry concerning

whether term or whole life is the sup_erior‘product.6 We adopt

...........................

The indices provided in the NAIC model can only be used to
compare the relative costs of similar policies.

See, e.g., Subcommittee on Oversight and Investigations
of the House Comm. on Interstate and Foreign Commerce,
Report on Life Insurance Marketing and Cost Disclosure,

95th Cong., 2d Sess. 9 (1978) [hereinafter cited as Moss
Subcommittee Report]. '
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a position of strict neutrality on this issue. Whole life
insurance and term insurance plus a side fund are equally
legitimate ways to protect against premature death while accumu-
lating funds for retirement or other purposes.7 Either product
can be' a desirable purchase, depending upon an individual's cir-
cumstances. In deciding between én insurance program based pri-
marily on term or whole life insurance, many factors should
be conside;ed inciuding the individual's need for death pro-
tection, his tax bracket, and thé rates of return available
on other investments. But one of the most important factors
that should be Edﬁsidered in choosing between term and whole
life is the rate of return on the savings element of a cash
value insurance policy.

The choice between dissimilar policigs'is'much broader than
deciding between term and whole life. The marketplace offers
a multitude of policy types that combine insurance protection
with savings in varying degfees--whole life, limited-pay life,
deposit term, term plus annuity, economatic, modified whole
life--to name'jdst a few. Currently, consumers lack meaningful
'inforﬁatiOn to.assist them in choosing among these dissimilar
types of cash value policies. The information disclosed under.

the NAIC model regulation offers very little help in this regard.

The following discussion illustrates the usefulness of rate of

...........................

Mathematlcally, term and whole life are very similar.
Appendix III shows that a whole life policy can be viewed
as a level premium term insurance pOllCY that is renewable
through age 100.
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return in evaluating dissimilar cash value insurance policies,
deposit term insurance and annuities.

a. Comparing Dissimilar Cash Value Policies

Thé difficulties facing the consumer in comparing dissimilar
cash vg}ue policies, and the failure of the NAIC-ﬁodei to address
¢his problem, are illustrated by iooking at two $50,000 policies
- issued to a 35-year old male--a whole life and a 30-year endowment.8
Table IV-2 shows the information concerning each of these policies

that woulé be disclosed under the NAIC model regulation.9

Table IV-2
Endowment
Policy Year Premiums Cash Value Death Benefit
1 1,349.50 . 0.0 50,000
2 1,349.50 - 678.00 50,000
3 1,349.50 1,877.00 50,000
4 1,349.50 3,114.50 50,000
-5 1,349.50 4,386.50 50,000
10 1,349.50 11,313.50 50,000
20 i 1,349.50 28,628.00 50,000
Age 60 1,349.50 38,210.50 50,000
Age 65 1,349.50 50,000.00 50,000
Whole Life
Policy Year Premiums Illustrated Cash Death
' Dividend Value - Benefit
1 1,117.50 70.50 50,000
2 1,117.50 102.50 872.50 50,000
3 1,117.50 136.50 1,693.00 50,000
In an endowment golicy the cash value equals the policy's face
- amount at the end of a selected period, in this case 30
years. ‘
9

However, these can
See page 127, infra.

Cost index numbers would also displayed.
-only be used to compare similar policies.
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1,117.50 ~171.50 2,530.50 50,000

1,117.50 208.00 3,384.50 50,000
1,117.50 405.50 8,595.50 50,000
20 11,117.50 819.00 18,591.50 50,000
Age 60 1,117.50 1,108.00 23,101.00 50,000

Age 65 1,117.50 1,268.00 27,521.50 50,000

Both of these policies will.pay $50,000 if the insured
dies within the first 30 years of the policy and both provide
savings accumulation in the event the insured lives. They differ
in the size-of the premium, how long the premiums must be paid,
and the proportion of the premium dollar that goes to provide pro-
tection and savings. Looking at the information in Table IV-2,
most consumefs would be unable to determine which of the policies
represents the better buy. The rate of return provides a simple

answer to this question. The policies have the following rates

of return:

Endowment ' Whole-Life
5 years -10.53% B -5.13%
10 years - 1.04 3.38
20 years 1.86 5.01
30 years 1.99 5.32

Table IV-3 indicates what would happen over the first thirty
policy yeafs if the difference between the amount paid
fbr the endow%ént policy and the whole life policy were invested
in a savings fund at 5 percent (aftér taxes). At tﬁe end of
thirty years, the endowment poiicy has a cash value of $50,000.
Under the "“buy whole life and save the difference plan," the total
savings are $78,774 which is the.sﬁm.of savings fund and the
whole life policy's cash value. Thus, the difference in savings

between the two plans is $28,774. This example demonstrates
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both the usefulness of rate of return in comparing dissimilar

cash value policies and the importance to the consumer of being

able to make this comparison.

b. Comparing Traditional ‘Cash - Value-Insurance ‘to Addltlonal
Flrst Year Premium-Policies

. The rate of return is also extremely useful in comparing
traditional types of cash value insurance to "additional first
year premium“ policies. These policies require the payment

of an additional premium in their first year or years, and pro-
vide for the return of the additional payment with interest

at the end of a gpecified period. The most common of these

policies is known as "deposit term." The recent introduction>

of deposit‘term has provoked spirited comments within the industry,

ranging from highly exaggerated claims of its value to attempts

by some industry members to get state regulators to ban its

__sale~.10 Like most insurance products, however, it is neither

inherently good nor bad. Whether it represents a desirable

purchase depends upon the consumer's needs and the relative

value of the benefit structure of the policy. It is, nonethe-

.........................

See, e.g., Sylvia Porter, "Is 'Deposit Term' For You?"
Yorz Post (August 1, 1977); "Agents'Opp051t10n to -
New Deposit Term. Life Plans Topic of Hearing in Texas,"

" The National Underwriter, (Life/Health Ed.) at 1 (October 15,

1977); "Deposit Term-A Proponent Speaks," The National
Underwriter, (Life/Health Ed.) at 13 (February 4, 1978);
"Deposit Term Vs. Whole Life," The National Underwriter
(Life/Health Ed.) at 8 (February 25, 1978); "Agent Exec.
Join Deposit Term Debate," The National Underwriter (Life/
Health Ed.) at 11 (March 18, 1978); and "Should 'Deposit'

Policies Be Banned," The National Underwriter (Life/Health
Ed.) at 11 (Aapril 1, 1978).
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(1) (2) (3)

Net Whole.

Whole Life °
Endowment Life Cash
Premium Premium Value
1,349.50 1,117.50 70.50
1,349.50 1,015.00 872.50
1,349.50 981.00 1,693.00
1,349.50 946.00 2,530.50
1,349.50 909.50 3,384.50
1,349.50 872.00 4,396.00
1,349.50 833.50 5,423.00
1,349.50 793.00 6,465.50
1,349.50 752.%50 7,523.00
1,349.50 712.00 8,595.50
1,349.50 671.00 9,540.00
1,349.50 628.50 10,498.50
1,249.50 586.50 11,470.50
1,349,50 544,40 12,454.50
1,349.50 501.50 13,451.00
1,3249.50 460.00 14,458.50
1,349,50 417.00 15,476.50
1,349.50 372.00 16,505.00
1,249,.50 335.00 17,543.00
1,342.50 298.50 18,591.00
1,349.50 260.50 19,492.50
1,349.50 109,00 20,395.50
1,340.50 75.50 21,299.00
1,349.50 42,00 22,201.00
1,349,50 9,50 23,101.00
1,340,50 - 23.00 23,997.50
1,240,5¢0 - .55.00 24,889.00
-1,349,50 - B86.50 25,774.50
1,349,.50 - 118.00 26,652.50
1,%49,5Q0 - 27,521.50

Table IV-3

(8)

(4) (5) . (6) (7
{3 + 6]
Total Savings
Component
(1-2] [5 + Interegt] Whole Life [(3-2) + 6]
Endowment Savings Side Acc. Cash Value + Savings Deposit
Cash Value Deposit Fund 5% Side Fund Difference
0 232.00 243.50 314.00 314.00
678.00 334,50 607.00 1,479.50 801.00
1,879.00 - 368.50 1,024.50 2,717.50 838.50
3,114.50 403.50 1,499.50 4,030.00 915.50
4,386.50 " 440.00 2,036.50 5,421.00 1,034.50
5,694.50 477.50 2,639.50 7,035.50 1,341.00
7,040.00 576.00 3,313.50 8,736.50 1,696.50
8,424.00 556.50 4,063.50 10,529.00 2,105.00
9,848,00 597.00 4,893.50 12,416.50 2,568.50
11,313.50 637.50 5,807.50 14,403.00 3,089.50
12,821.50 €78,50 6,810.50 16,350.50 3,528.50
14,374.00 721.00 7,908.00 18,406.50 4,032,50
15,971.50 76€3.00 9,104.50 20,575.00 4,603.50
17,616.50 805.00 10,405.00 22,859.50 5,243,00
19.311.00 848,00 11,815.50 25,266.50 5,955.50
21,057.00 889.50 13,340.50 27,799.00 6,742.00
22,858.00 932,50 14,986.50 30,463.00 7,605.00
24,717.50 977.50 16,762.00" 33,267.00 8,549.50
26,189.00 1,014.50 18,665.50 36,208.50 10,019.50
28,628.00 1,051.00 20,702.50 39,293.50 10,665.50
30,420.50 1,089.00 22,881,00 42,373.50 11,953.00
32,269.50 1,240.50 25,327.50 45,723.00 13,454.00
34,179.00 1,274.00 27,931.50 49,230.50 15,051.50
36,157.00 1,307.50 30,701.00 52,902,00 16,745.00
38,210.50 1,340.00 33,643.00 56,744.00 18,533.50
40,348.50 1,372.50 36,766.50 60,764.00 20,415.50
42,582.00 1,404.50 40,079.50 64,968.50 22,386.50
44,924,00 1,436.00 43,591.50 69,366.00 24,442.00
47,390.50 1,467.50 47,312.00 73,964.50 26,574.00
50,000,00 1,500.00 51,252.50 78,774.00 28 ,774.00




less, a product for which meaningful rate of return disclosure
is critical.ll
In deposit term, the consumer pays a first year premium that
is substantially higher than subsequent premiums. This additional
premium -or "deposit" will be rethrned at the end of a specified
period (usually 10 years) in an aﬁount that is generally double
the initial deposit. The representation-is made that the "deposit"
will thus earn interest at the rate of 7 to 10 percent. In most
cases, this representation is misleading. A rate of feturn of
10 percen£ on the "éeposit" means little if the consumer is pay-
ing an exorbitant rate for the term insurance component of the
policy.12 What is . important is not the rate offreturn that i§
imputed on the "deposit"®™ but the average annual rate of return
on the gross premiums paid for the total package of insurance

and savings.

In an article in the August 1978 Best's Review, Professor

Harold Skipper of Georgia State University calculated the 10-

year average annual rate of return of 21 deposit term policies’

Our discussion of deposit term is applicable to the other
additional- first-year premium policies.

Deposit term can be viewed as a special type of endowment
insurance. It differs from the traditional endowment in
that the premiums are not level and the deposit term product
does not mature for the full policy face amount. The tradi-
tional mathematical view of endowment insurance is that

it is a combination of level term insurance and a pure
endowment--each in the same: amount. Similarly, deposit

term is a combination of (usually) ten-year level term
insurance and a pure endowment but in unequal amounts.

See Skipper, "An Analysis of 'Deposit Term' Life Insurance,”
Best's Review, at 10 (August, 1978).
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using the same low annual renewable term rates to calculate the

return for each policy.13

He found that, while all the companies
claimed an implicit rate of return of 7-10 percent on the deposit,

the actual rate of return on the policy as a whole at issue age 25

varied from a high of plus 9.34 percent to a low of minus 9 percent.

k4

Table IV-4 shows the average rates of return for policies issued

at ages 25 and 45 and the distribution of rates of return at age 25:

Table IV-4
Claimed Implicit No. of Average. Rates of Return
Rate of Return - Policies Age 25 Age 45
7-8% | 13 -0.23% -5.33%
9-10% ’ T 8 1.30% -3.23%

Averages for all policies : 0.32% -4.65%

Distribution of Rates of Return - Age 25

- Number of Policies

10

..... [‘— T

=11 -9 -7 =5 =3 -1 +1 +3 +5 +7 49 +11

The Skipper study demonstrates two points: (1) there. is an
enormgus;variation_in the quality of deposit term products on
the mafket and (2) the only way consumers can evaluate whether

this type of policy is a desirable purchase is if they are pro-
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terms earns 7 to 10 percent annual interest.

vided Qith the rate of return on gross premiums paid.

The preceding analysis of deposit term insurance illustrates
a further need for mandatory, standardized rate of return disclosure.
In some cases what purports to be rate of return information is
given, but-it is calculated and used in a misleading manner. An
example of this is the representatiéh that the "deposit" in deposit
14 The most important

area where this problem arises is in the sale of annuities which

is discussed in the next section.

c. Using Rate of Return Disclosure to Evaluate Annuity Products

-

Annuities are contracts used to provide a policyholder with

retirement income.ls‘ Prior to retirement the contract is much like

a savings account. The amount contributed minus sales and admin-

istrative charges earns interest. 1If a policyholder dies before
retirement, he ér she receives either ;he cash value of the contract
or premiums paid, whichever is greater. Upon retiring, the policy-
holder usuaily can turn in thée contract for its cash value or choose
from annuity payment options which are set forth in the contract.

These payment options guarantee to pay the annuitant a stipulated

14 _
In some whole life sales presentations an example is given com-
paring a whole life policy with buying term and investing the
difference. The whole life policy is made to appear to be a
better buy by using expensive term insurance rates in the
comparison.

15

The number of annuities in force with domestic life insurance
companies under individual and supplemental contracts totaled
4.3 million in 1977. 1Individual annuities accounted for nearly
3.7 million of the total. The amount paid into individual
annuities in 1977 was $4.4 billion. American Council of Life
Insurance, Fact Book 36, (1978) [hereinafter cited as

Fact Book].
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income for a specified period--usually life.16

Two types of information are generally disclosed for annuities:

(1) the annuity rate which is the number of dollars per $1,000 accum-

1

ulated that will be paid the annuitant monthly starting at retirement

!
\
t
and (2)- the interest rate paid on the sums depoéited into the annuityP;
The rate of interest will determine the amount of investmenﬁ accum- |
ulation or cash value of the annuity.l7 The actual amount of monthly {
income the annuitant will receive is called the annuity rent. The 5
annuity rent is a function of both the annuity rate and the invest-

ment accumulation (or cash value) by which this rate is multiplied.

As with life insurance, the cost of comparable annuities varies

widely.18 This cost dispersion results, in part, from the current

lack.of meaningful standardized cost disclosure.
The NAIC has proposed a separate model cost disclosure regulation.
for annuities which requires disclosure of the guaranteed and current
'anhuiﬁy payments‘ét the scheduled commencement of the annuity. This
information.is important-and.should be disclosed. The NAIC model

" regulation, however, does not require disclosure of the interest rate

(rate of return) that the annuity pays on the savings deposited in

it. For reasons stated below, the staff recommendation would go

Ve P ms Yy T oy

16 In addition to providing income for life, most annuities Lo
- guarantee the payment for a fixed number of years, such as ten. )
17 Both the annuity rate and interest rate are usually displayed f
on a guaranteed and current basis. The current rate is the K
rate that is being paid at the time the annuity is sold.
18

A study of annuity rents, annuity rates, and investment per-
formance of 42 life insurers in the United States in 1975
found significant variability in all three areas. Greene,
Neter, and Tenney, "Annuity Rents and Rates--Guaranteed vs.
Current", 44 J. Risk & Insurance 383 (1977) [hereinafter
cited as Greene, Neter, and Tenney.]

e ometie a1
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further than the NAIC regulation and require rate of return dis-

closure on annuity products.19

Two common types of advertisements used to promote the sale of

am-
ant, annuities:-illustrate the possible deception when non-standardized
ity. rates of return are used. First, some advertisements gﬁarantee a
- high rate of return, for example, 8 percent. They fail to explain ;
1ly that this figure does not represent the return on the gross premium
paid. Rather it gives the return on the gross premium only after
- substantial administrative charges and sales commissions are deducted.20
If the rate of return is expressed as a percentage of premiums paid,
‘the .return in some cases plummets to as low as 4 percent. For a
description of the adﬁertising of annuity interest rates see the
Federal Trade Commission's Staff Report on Individual Retirement
-ion | .Accounts/Annuities (1978). That Report gives the following examples:
ant , [O]ne flexible premium annuity advertised by
: Pacific Mutual at 8 1/4% has :an actual rate .
Ls v : of return of -.49% after 5 vyears, 2.82% after

10 years and 4.52% after thirty years. Thirty
.percent of the first year's payments to this
flexible premium annuity will go for company
ite costs. Valley Forge Life Insurance projects
investment growth at 5% yet after 5 years its
average annual rate of return was -10.36%, 21
after 10, -1.11%, and after 30 years, 4.48%.

e

X 19 ‘The staff recommendation with regard to annuities is incorporated
y into the draft regulation, see Appendix X.
20 Sometimes the advertisements do qualify the interest rate quoted i
by adding the words "with deduction of fees" after the quote.
But usually neither the amount of these fees nor the effect
they will have on the advertised rate of return is disclosed.
21

. See Federal Trade Commission, Bureau of Consumer Protection
Staff Report on Individual Retirement Accounts/Annuities (IRAs)
submitted to the Subcommittee on Oversight, House Ways and
Means Committee, at 64-67 (March 1978). 1In particular see
page 4 of Appendix E of the IRA Report. ’
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Second, some advertisements guarantee in large print a high
rate of return. In minute print at the bottom of the ad, however,
they limit the high rate guarantee to the policy's first three years

and guarantee a much lower rate for succeeding years.. In both cases}

the method by which the rate of return for annuities is calculated
should be standardized.

As previously mentioned, the monthly income an annuity will
ultimately pay (tne rent) is a function of both the annuity rate
and the amount of cash accumulation to which the rate is applied.

The cash accumulation is, in turn, determined by the rate of interest

" the annulty pays. One study of annuities found substantiallyﬁless

variation in annulty rates than in cash accumulatlons. It concluded
that the investment accumulation is a more 1mportant factor than
annuity rates in determining the amount the annuitant will ultimately
receive (the rent) .22 It is important to disclose the amount of
the annuity payment that a eonsumer will receive. This information,
however, will not allow consnmers to compare savings through annu-
ities with alternative savings media. To make this comparison, the

annuity's rate of return (or interest rate) must also be disclosed.

This can be accompllshed by requlrlng disclosure of the average

annual rate of return on gross premiums paid for all annuity products.

22 Greene, Neter, and Tenney, ‘supra n.l8, at 388-389. The
coefficients of variation for annulty rates, 1nvestment
accumulations and rents is set forth below:

Guaranteed Basis Current Basis
Rents , 10.1% 13.6%
Rates 3.7% 5.7%
Investment Accumulation 7.4% 11.3%
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3. Industry Arguments Against Rate of Return Disclosure

In our discussion of rate of return we have viewed cash value
insurance, in part, as a savings medium. Many industry spokesmen
object to rate of return disclosure on the ground that it requires
what tﬁé& allege is an improper separation of whéie life insurance
into savings and protection. 1In their view, life insurance is an
inseparable contrgct ;nd can only be viewed as a whole.23 An
example of this argumenﬁ can be found in a paper prepared for the
NAIC Life Insurance Cost Comparison Task Force by the Institute of
Life Insurance (row ACLI). It states:

The whole life insurance contract is a con-
tract of protection - an arrangement by which

the insured person, upon regular payment
of a level premium, is guaranteed that upon

23 Another common way to view whole life insurance is to look

at it as the purchase of insurance protection on the install-
ment plan. Professor Robert Mehr has written, "What people
want is the opportunity to buy their whole life insurance

on the installment plan, just as they purchase their homes,
automobiles, heavy appliances, and other large capital

items. For example, instead of paying a single premium

of $3,000 for a $10,000 whole life policy, the 25 year

0ld buyer would normally prefer to pay a series of equal
annual payments, either for life or for a limited number

of years. . . . [Tlhe installment premium explanation of

the level premium is the correct one because it is con-
sistent with the method used to compute level premiums."
Robert Mehr, "Development of Life Insurance in the Past

Two Years in the United States," Pacific Insurance Conference,
2-4 (August 23-31, 1973).
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his death his beneficiary will receive a
stated amount. -

While the central purpose of the contract

is insurance protection, the contract also
provides auxiliary rights which are avail-

able to the policyholder during his lifetime

if he does not wish to continue the original
arrangement. These stem from the level premium
plan, the effect of which is to collect from
the policyholder more than the cost of the _
pure risk in the early years to permit accu-
mulation of a reserve against the rising
risk of the later years, when the level premium
alone would be insufficient.

A fair reading of the whole life contract, and
an analysis of the history of its development,
- will demonstrate that the foregoing language
accurately describes the true nature of the
contract and points up the impropriety-of
definitions which would split the policy
into two parts: i.e., protection and savings
elements. - :

It is a matter of semantics whether a cash value insurance
contract is described as an indivisible ﬁhole, insurance purchased
on.the installment plan, or a combination of death protection
and savings. The debate should not focus on whether a particular
definition is-correct, but rather on whether the definitions
are useful in hélping to understand different aspects of the

whole life contract. Each of these definitions can be uséful
for different purposes. The value of looking at the whole life

contract from "complementary vantage points" has been expressed
by Spencer L. Kimball and Mark S.fRapapoft;

Their view [the actuaries] is not the

.......................

24

Cited as The Nature of the Whole Life Contract].
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common sense view, but it is not nonsense.

It is appropriate for an actuary to regard
the savings element as an integral part of

an insurance contract. The "savings element"”
is an indispensible feature of level premium
life insurance without which the system would
not work. The narrow actuarial perspective,
however, does not represent ultimate truth
and need not govern others who see the policy
from a different and complementary vantage
point. The savings element in life insurance
is not exactly like a savings account. Never-
theless, the cash value is available to the
policyholder. All he need do is either ter-
minate the policy, pay interest on a policy
loan, or assign the policy as collateral

for a loan from a lender other than the insurer,
and the cash value is available. For the
planning of his personal finances it would

be inane to advise a policyholder not to.
regard his cash value as an asset.

The view of cash value insurance as a combination of death

protection and savings is commonly found in life insurance text-

bboks'because'it-is“é-very useful and understandable way to

.......................

Kimball and Rapaport, "What Price Disclosure? The Trend
to Consumer Protection Life Insurance®", 1972 Wisc. L. Rev.

1025, 1028 [hereinafter cited as Kimball and Rapaport].

The authors give the following example of the usefulness of
this..approach: '

The most striking illustration of the value
of looking at phenomena from "complementary"
viewpoints resulted from the development '
of quantum theory. As a result, it became
useful to consider light sometimes as dis-
crete particles instead of, as was tradi-
tional, waves. The choice depends on the
purpose for which an inquiry is made and
study techniques used. This notion of com-
plementarity from the hard sciences ought

to be readily understood by mathematically
trained actuaries. Holton, "The Roots of
Complementarity,"™ 99 Daedalus 1015 (1970).

Id. at 1028 n. 14.
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describe a complex financial instrument.26 The industry admits

that agents also often describe the contract in the same way

for the same reason:

N

[E]ven the most dedicated agent can be hard put

..to explain the intricacies of a product to a

client who is ill-equipped by education to grasp
the details of the life insurance contract, and

as experience shows, is not likely to study the
policy very thoroughly. By dividing the contract
into protection and savings elements, the agent,
like many educators, may find it easier to describe
the whole life policy in teﬁms of this and rather
than in technical language.

......................

27

...under the level-premium plan .a $1,000 °
policy.dpes not provide $1,000 of pure term
insurance. Rather it provides a decreasing

amount of term insurance and an. 1ncrea51ng investment
element which when combined are always just

equal to the face amount of the policy.

This analogy of the comblnatlon of protection and
1nvestment is Found in all level-premium plans....

S. Huebner & K. Black Llfe Insurance 11 (1972). A 51m11ar
descrlptlon is contalnea ‘in Linton, How'Life-Insurance
Can ‘Serve "You 63 (1958).

The ‘Nature “of - the ‘Whole ‘Life Contract, supra n. 24, at
20. . : )

Moreover, agents are often trained to refer to the whole .
life contract in this way. An Occidental Life agent train-
ing manual contains the following definition, :

Permanent insurance is a combination of
insurance protection and savings. ....-

As we said, permanent insurance has built-
in savings values. A'portion of each pre-
mium paid goes into a 'savings account'
(represented by the policy's cash value) .
and these savings increase steadlly, year
by year.... As the cash value increases
throughout the policy period, the insurance
protection decreases proportionately.

Occidental Life Insurance Company of California (agent
training manual) 10-11 (1970).
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Kimball and Rapaport provide a succinct answer to the

industry's opposition to rate of return disclosure on the "indivisible

whole life contract" theory:

Thus -the technically tenable actuarial point

of view is, for disclosure purposes, irrelevant.
The inseparable contract can be separated con-
ceptually as easily as one can separate into two
parts the purchase of a car with extra equipment
for a single price. That the conceptual separa-
tion is not only possible, but an appropriate
way to look at cash value life insurance, is
shown not only by the fact that it is found in
standard textbooks including those of the insur-
ance saint, S.S. Huebner, but even-more persua-
sively by the industry's own readiness to be
recognized as a major savings institution when
questions other than price disclosure are under
discussion. Thus, the Life Insurance Association
of America, in a scholarly monograph for the
Commission on Money and Credit, published in
1962, had no gqualms about a- chapter entitled
"Policyholders' Sav1ng Through Life Insurance."
The study talks of industry efforts to push
whole-life and endowment as opposed to term,

in the hope of "an augmented flow of savings
into life insurance." They further expressed

hope that the "declining trend in life insurance
savings" would be tran51tory :

The readiness of the industry to make the con-

ceptual separation whenever it suits industry

purposes makes it impossible for us to take the

actuaries' objections to the savings'no%&on seri-

ously enough to argue about it further.
The Moss Subcommittee reached a similafvdonclusion: ‘"We regard
the 'inseparable whole life policy' argument as a diversionary
Ploy. In our view, reliance on it in the future as a defense

to rate of return disclosure will cross the line into irresponsi-

28 Rimball and ‘Rapaport, supra n. 25, at 1028-1029 (foot-
notes omitted). ‘
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bility."29 We agree.

The industry also objects to rate of return disclosure

because some features of a whole life policy are unique and can-

not be duplicated by any program based on term insurance plus

savin§§.3° We agree whole life policies have unique characteris-

tics
term

page
lead

that cannot be dﬁplicated precisely by a program based on
insurance plus savings. As we have previously stated, supra,
34, these advantages of the whole life contract may well

consumers to accept a lower rate of return from a whole 1life

29
30

-

Moss Subcommittee Report, supra n. 6, at 23 n. 55.

This argument was presented in the testimony of the_Americén
Council of Life Insurance before the Moss Subcommittee:

Unlike a bank savings account, the cash
value of a whole life policy may be used in
many ways such ‘as to purchase extended or paid-
up insurance benefits, or to provide a life
“income to the insured or beneficiary, or

as collateral for a relatively low cost
policy loan. Moreover, since whole 1life
insurance policies are not, in fact, bank
accounts plus term insurance, income taxes
are not payable on any interest that might
be imputed to the policyholder. Further,

at death, life insurance proceeds can be
obtained quickly without passing. through
the estate of the insured and without having
to be probated. Savings accounts do not provide
any of these features, nor can banks provide
the very long term investment. guarantees
which are inherent in whole life policies.
Also, banks cannot enhance the insured's -
ability to continue his program of family
protection by providing such benefits as

the waiver of premiums in the event of dis-
ability. These advantages of permanent life
insurance are ignored in the "buy term and
invest the difference" comparison.

I1d. at 21.
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policy than they could receive elsewhere. The existence of these
advantages is not, however, a valid argqument for not disclosing
the rate of return. Only if consumers know the rate of return
received on a whole life policy, can they balance the unique
characteristics of the whole life policy against .

the higher rates of return that méy be available eisewhere.31

The buyer's guide should contain an explanation of the unique
features of cash value insurance that distinguishes it from

other forms of savings.

A further argument against rate of return disclosure is
that it may causé many purchasers to select term rather than
whole 1life insurénqe. Some argue that the Onlyfway many people
can save for retirement or build an estate is to buy whole life
insurance. It is contended ﬁhat if people buy term insurance
they will not save the differéhcé between the term and whole
life premium and will thus’ be left without funds in their later
years. We see ﬁo EVidence ‘that cohsumers are bnly able to éave
through cash value insurance. Moreover, if consumers buy term

and spend the difference, that is their choice. It is not an

31 A variant of this argument is that it may be difficult

in practice to duplicate exactly a whole life policy by
term insurance and a side fund because the marginal reduc-
tions in the amount of term insurance purchased implicit
in the Linton Yield calculation may not be readily avail-
able in the marketplace. What the yield does is give a
measuré of the relative -value of a cash value policy by
comparing it to a hypothetical program of buying term
insurance and investing the difference. The fact that

a person may not be able to duplicate exactly the whole

life policy does not detract from the usefulness of the
information conveyed.
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argument against rate of return disclosure. We agree with the

Moss

vary

. used

Subcommittee's analysis of this argument:

Even assuming that many people will "spend the dif-
ference"™ without remorse, it does not follow

that the solution is to promote whole life sales

by obscuring rate of return differentials. ..We
8imply reject the notion, implicit in this argqu-
ment, that insurance companies should be allowed

to fool people into saving for the future. 1If,
from a social policy standpoint, we want people

to save, and are afraid they will not do so
voluntarily, the response has to be crafted on

the floors 35 Congress, not in insurance company
boardrooms.

Finally, the industry argues that the rate of return will

somewhat depending upon the yearly renewable term rates

-

in the calculation.33 A report by‘thé Society of Actuaries

on life insurance cost comparison index methods recommended that

a low scale of term rates be used because "it would typically

be assumed that one who seriously considers the two alternative

programs upon which the method is based would attempt to obtain

a low priced YRT (Yearly Renewable Term) policy.“34 We agree

and think it is important that the rates used accurately reflect

low cost term insurance available on the market.35 If they do,

34
35

Moss Subcommittee Report, supra n. 6, at 25.

The rate of return can vary as much as 1 percent if high-
cost rather than low-cost term rates are used in the cal-
culation. Society of Actuaries, Analysis of ‘-Life Insurance
Cost "€Compar ison Index Methods 145 (1974) |hereinafter

cilted as Actuaries Report.]

‘Id. at 141.

It is important that all companies use the same YRT rates
to calculate the Linton Yield. To insure that the rates
used accurately reflect the low-cost term rates available

(Footnote Continued)
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we do not think it is particularly relevant whether a different

yield could be obtained by the use of high YRT rates.36

4. Method Used for Rate of ‘Return Disclosure

Parts IV.A.1 and 2 demonstrate the usefulness of rate of return
disclosﬁgé._ This section considers the method that should be
used to calculate rate of return.

In this report we recommend what is known as the "Linton
'field“ as the method for rate of return disclosure. The Linton
Yield is a compound annual rate of return on gross premiums paid
over a selected holding period. For example, 1f a policy has
‘a l0-year Llnton Yield of 3.5 percent it means that, if the
pollcy 1s_held for ten years, it will have earned an average
of 3.5 percent peruyeéi compouné-intgtest. It is calculated
by deducting from the whole-lifé premium (less any dividehd)
the amount it would cost to buy as much term as is represented
by the pOllCY s pute insurance portlon. The dlfference can bg

considered as a savings dep051t. The rate of return, then, is

' the ‘interest rate required to make these deposits, accumulated

35 (Footnote Continued)
in the market, it would be useful if an organization such
as the Society of Actuaries or the NAIC survey market term
rates on a yearly basis.

36 ‘Because the rate of return is somewhat sensitive to the

term rates assumed in the calculation, the Buyer's Guide g
should give examples of the term rates used for selected

ages and face amounts. If this is done, consumers will

be able to judge for themselves the appropriateness of

a policy's rate of return for their 'particular situations.

See Buyer's Guide in Appendix X.

At
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at interest, equal the cash value of the policy at the end of
the period of years chosen for the computation.37

i The Moss Subcommittee concluded that rate of return is
an essential component of any meaningful disclosure system.
While they stated that the Linton»Yield was an aééeptéble method

of disclosing rate of return, they preferred an alternative rate

gy

of return calculation known as the "cash accumulation method.™
The cash accumulation method compares a cash value insurance
. policy with a "buy term and invest the difference" alternative.
J It does this by comparing the funds available under an insurance
policy with the f;nd'available by allocating available premium--
dollars betweén.term and a side investment fund that earns a
specified interest rate.38 Theanumber disclosed to consumers

is the dollar amount in the side fund at the end of selected

years.

37

‘Moss Subcommittee ‘Report, supra n.‘6; at 13-14. A descrip-
tion of how the Linton Yield 1s calculated is set forth
at pages 25-26, supra. ' :

38 In the calculation, the cash outlay for each program _.. {

is kept the same. In addition, the sum of the term face

amount and the side fund is equal to the whole life face

amount. Therefore, the beneficiary will always receive the

same dollar amount under either program should the insured

die. The only difference between the two programs is between

the amount of the whole life policy's cash value and the

side investment fund. The cash accumulation method is

very similar to the Linton Yield except the interest rate
, ’ ~is assumed rather than solved for. S8ee Appendix VI for further
\ - details on this method as used by the FTC staff in this
report. At various points in this report we have used the
"cash accumulation method" of analysis, see e.g. page 337 supra.
This method of comparing term and whole life was first
described in Murray, "Analyzing the Investment Value )
of Cash Value Insurance," 43 J. Risk-& Ins. 121 (1976). '

R SR
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The Subcommittee expressed its reasons for preferring the
cash accumulation method over the Linton Yield as follows:

The cash accumulation method shows when the side
fund exceeds the whole life face amount. This
is important for purchasers who never intend to
surrender their whole life policies. They are
not 'especially interested in how the whole 1life
cash value increases, and do net find a Linton
Yield figure very useful because it merely reveals
the side fund earnings rate that would be needed
to exceed the cash value. This consideration
convinces us, on balance, to prefer the cash
accumulation method over the Linton Yield as a
comparative method. However, we do not affirma-
tively oppose the Linton ggeld, and regard both
approaches as acceptable.

' We recognize that the disclosure of the point when the
side fund exceeds face amount of the insurance policy is an
advantage’of‘the casﬂ accumulatién method. This advantage, how-
ever, must be weighed against features of Ehe.Lihtoh Yie1d which

we think are clearly superior. There are two advantages of the

-Linton Yield. First, the Linton Yield gives a éercentage'figure

fof.the rate of return. This“céncépt ié'Very familiar to consum-
ers. The normal way that other forms of savings or investments.
are compared ié through a percentage rate of teturn.40 There- .
fore, the Linton Yield may well be more understandable than

the dollar amounts of the side fﬁnd"éisplayed under the cash

..........................

Moss-Subcommittee'Report,ysﬁpra-n.‘3}.ét.20.

This is not to.say the higher yielding investment should
always be .selected. .The lower yielding investment may.
be subject to less risk, have different tax consequences,
or have a variety of other characteristics. that make it
a desirable purchase. .Nevertheless, the rate of return
is an essential fact that is considered in most saving

or investment decisions.
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accﬁmulation method. Second,. the cash accumulation method is
most useful in comparing term and whole life. The term/whole
life choice is, however, only one aspect of the dissimilar policy
comparison problem. It is aléo very important to be able to
compare- the quality of the wide range of products on the market

that combine protection and savings in various degrees (see dis-

cussion, page 102 supra). The Linton Yield provides a standardized,

easily understood method to do this. In contrast, the cash
accumulation method is of liﬁited use in comparing.dissimilar
types of cash value policies.41 For these two reasons we prefer
the iinton Yield-as the method to disclose rate.of return infor-
mation, although an effective disclosure system could be built
around either method.

We recommend the rate of return be disclosed for the 5th,
10th,‘20th and 30th years of the policy. 1In Part I1 it was
seen that the early lapse of cash value policies iS a'major '

consumer problem. The 5th and 10th year rate of return will

41 The cash accumulation method shows the amount available

in the side fund at age 65 for all cash value policies.

The difference between a policy's cash accumulation and

its cash value, can be compared to the differences for other
similar policies to produce a ranking of policies consistent
with a Linton Yield. The policy with the lowest difference
would be the lowest cost policy. If the policies were
different, like the example on page 104, supra ($50,000
endowment versus $50,000 whole life), the information
generated by ‘the cash accumulation method would be of

‘little use in comparing costs. The method would disclose for

each policy the amount in the side fund if the premium dollars
were allocated between term insurance and the side fund. However,
the difference between the cash accumulation and the cash value

would tend to be greater for the endowment pollcy, even if it

was a better buy. This is because endowment premlums "tend to
be substantially greater than whole llfe premiums, and their cash

accumulations are thereby larger.
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disclose to consumers the severe economic consequences of the
early termination of many cash value insuranée products. It
will reinforce the message contained in the buyer's guide that
a person should not buy a whole 1life policy unless one plans
to keep it for at least ten years.4%

The 30-year rate of return is useful for two reasons.
First, the annual rate of return on many insurance policies
increases until a p&licy is held 15 or 20 years. .

At that point, it essentially levels off. (See

Tables II-7, II-8,supra). The 30-year rate of return will
disclose this levéiing process and eliminate any inference

that the early year pattefn of a substantially increasing rate
of return continues after the poiicy has been "held for 20 years.

Second, the 30-year rate of return will indicate to cornsumers

To deter early lapse of whole life policies, the Moss
Subcommittee recommended that any cash value table dis-
played for a whole life policy print in red the policy year
and the corresponding cash value figure for all years that
have a negative Linton Yield. The cash value table would

be accompanied by the following notice: "WARNING-Termination

of this policy during the years printed in red will result
in a loss to you. Do not purchase this policy unless you
intend to keep it at least long enough to avoid loss. Ask
your agent for further details." Moss Subcommittee - Report,
supra n. 6, at 27. This proposal has considerable merit
and we would like to see it tried. We think however, that
disclosure of the five- and ten-year Linton Yields would

accomplish the same_goal.' Moreover, the approach ‘we recom- -

mend has two advantages. First, disclosure of the- ‘yields

could. be done before sale, whereas the Subcommittee proposal

would be contained in the Policy Summary delivered with

the policy. Second, disclosure of the yield will indicate
the magnltude of the loss in the case of a five-year lapse
(where minus 25 percent rates of return are common) and the
often low ten-year yield even if it is positive.
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those policies whose dividends and cash value increases level

off after the twentieth year. Traditionally, twenty years has
been the period used for cost comparison purposes. As a result,
some ‘policies’ benefits substantially decrease after the twentieth
yea£:43 Disclosure of the 30-year rate of return will alert
consumers to the possible pitfalls in purchasing such a policy.
This section discussed the need to provide consumers with
information to compare dissimilar insurance policies. It showed
that the NAIC model regulation does not address this problem and

demonstrated the usefulness of rate of return (Linton Yield) in

-

comparing dissimilar policies.44 The next section deals with the
problem that the NAIC model does address--that of comparing simi-

lar policies.

..........................

43 ~ An example of one such policy is contained in the Moss ‘Sub-
committee ‘Hearings, supra n. 4, at 178. This policy had the
‘following average annual rates of return: 5-year: -2.80%;
10-year: 2.36%; 20-year: 3.78%; 40-year: 2.71%.

44

As discussed later, the Linton Yield can also be used to
compare similar cash value policies, see pages 157-158,
infra.
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B. Choice of an Index Number for Comparison of Similar Policies
| Central to any cost-disclosure system is an index number

to provide a means to compare similar life insurance policies.

As previously noted, a major problem facing consumers is the

selection- of a low-cost policy among an.array of comparable

policies. This problem is particuiarly acute in the case of

cash value insurance. There, it is impossible to éécertain

the true cost of a policy simply by looking at the premium,

because, in addition to-providing death benefits, whole life

policies accumulate cash values and, in mahy cases, pay dividends.

To compare the co8ts of two similar cash value policies, it

is necessary to use an index that takes these faétors, as well as

the time value of money into accdunt.45 This section examines

the current NAIC cost index system and recommends modifications

of that proposal.

1. NAIC Cost Indices

Thé cost index system proposed by the‘NAIC stems largely
from a recognition of the inherent failings of the traditional
techniques used by agents to indicate life'insurance costs.
Traditionally, the life insdrance industry employed:the "pet
cost method” to explain life insurance'costs. The agent would

illustrate the cost of a particular policy by adding up the

45 It is also necessary to use an index to compare the

costs of two term policies because the first-year premium
is often an unreliable guide to the policy's actual cost,
since the renewal premiums for some term policies go up
faster than others. 1In addltlon, many term policies pay
dividends which may lower the cost of those pollc1es.
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premiums paid over a selected period (usually 20 years) and
subtract from this sum the dividends received and the cash
surrender value of the policy at the end of the twentieth year.46
This result was then divided by the face amount of the policy

to ob;ain a "cost" per thousénd dollars of coverage which could
be compared to "cost" of other pdlicies.

The 20-year net cost figure was often hegative. This gave
rise to the totally misleading representation by many agenté
that over a twenty-year period, if a person bought a whole life
policy, the insurance would not cost the individual anYthing.
This representation illustrates the fundamentalfflaw in the

traditional net cost method: it totally ignores the time value

of money.47 In representing that purchasers would receive

essentially free insurance, the traditional net cost method
failed to consider the cost to consumers of foregoing the use

of their money over an extended period of time .48

46 See, Moss Subcommittee Report, supra n. 6, at 33.
47 The time value of money simply means that, because of interest,
$100 available for use today is worth more than the same
amount some time in the future.
48

As the traditional net cost method ignores the time value of
money, it is also often an unreliable way to compare the
relative costs of two similar cash value policies. This

is because comparable insurance policies often have very
different patterns of dividends. For example,; two policies
with the same premiums, dividends paid and cash value at
the end of twenty years will have the same net cost. If
one policy, however, pays very low dividends in the early
years of the policy and high dividends in the policy years
15 to 20, if the time value of money is considered, it

may be of substantially less value to a consumer than

a policy that has a more level pattern of dividend accumulation.
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Due in large measure to increasing criticism of the tradi-

tional net cost method of cost comparison, three major life

insurance company associations in 1969 formed a Joint Special

<mmm1ttee on Life Insurance Costs.49 This commlttee was asked

*to con51der the method or methods that a prospective buyer

of life insurance may find most suitable for use in comparing

the premiums, dividends and cash values of comparable policies

offered by different life insurance companies.

Committee Report recommended that the industry abandon the use of the

050

net cost method in favor of an interest-adjusted cost index

(also known as the surrender index), a method of comparison

that recognizes the time value of money.5l

49

50

one.

The committee, chalred by Mr. E.J. Moorhead, the Pre51deﬁt—
elect of the Society of Actuaries, was formed by the American
Life Convention, the Institute of Life Insurance and the

~-Life Insurance Association of America. See, Report of

the Joint Special Committee on Life Insurance Costs (1970)

(hereinafter cited as Special Committee Report.)

The Life Insurance Industry, Hearings Before the Subcomm.

51

on Antitrust and Monopoly of the Senate Judiciary comm.,

93d Cong., 2d Sess. 691 (1974).

(testimony of E.J. Moorhead).

The interest-adjusted index differs from the tradltlonal

1.

-method in three respects:

Instead of merely adding the premiums for 20-years,
they are accumulated with interest at a rate repre-
sentative of what the purchaser could obtain in

a personal investment of equivalent securlty and
stability. The interest factor used in the 1970

Report was 4 percent.

The rise of interest rates

available in the market have resulted in-a rise
in the rate used in the calculation 1o 5 percent.

The dividends, instead of being added, are accumulated
at the same interest rate as in 1;
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In 1971, the NAIC embarked on an effort to develop "a

useful life insurance consumer price disclosure method."%2 1In
June, 1973, it adopted an interim model cost disclosure regu-
lation that mirrored the cost comparison recommendations of

the Joint Special Committee. This regulation (13 préhibited

the use of any cost disclosure method that did not recognize

the time value of money and (2) required the use of the interest-
adjusted cost meéhod (surrender index).53 The final NAIC model
regulation, adopted inFMay 1976, requires in addition to the
surrender index, the disclosure of the payment index and the
equivalent level annual dividend.3%4 Furthermore, each of these

indices must be displayed for the tenth and twentieth years.

Thus, the NAIC recommendation would provide the consumer with

~-two numbers for each of the following indices:

1. -Surrender index -~ this index is a measure

‘of the cost of an insurance policy if an individual

51 (Footnote Continued)

3. Instead of dividing by the number of years (for
example 20) the net amount of accumulated premiums
less accumulated dividends less the cash value
is divided by the amount to which a dollar paid
at the beginning of each year will accumulate,
using the same interest rate as in (1) and (2),

52 Moss Subcommitfee-Hearings, supr a n. 4, at 248 (statement of
Herbert w. Anderson). _ : ‘

53 Actuariés Report, supra n. 33, at 5.

54 NAIC Model Life Insurance Solicitation Regulation, May 4,

1976, reprinted in Moss Subcommittee Report, supra n. 6,at
71, Appendix A.
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surrenders it at a fixed point in time, either
55

10 or 20 years.

2. Payment index -~ this index measur:s tr:>

) relative cost of a policy if death occurs
in the tenth or twentieth-year. 1In other
words, this index assumes the policyholder
will make no use of his policy's cash values
during these time periods.56

3. Equivalent level annual dividend - this number

is_intenﬂed to show the relative importance

of illustrated dividends in calculating- the
sﬁrrender and payment indices. The purported
putpose,for_this figure is to demonstrate the
costs--for either the surrender or paymént.v:;”i
1ndlces--of a partzcxpating pol1cy if no dividends
were pa1d 57 | |

In prohibiting the use of the traditional net cost method

55

56

57

To compute this index, the premiums are accumulated at
interést for the stated period (10 or 20 years). From this
total, the sum of the dividends accumulated at interest

and the surrender value in the final year are subtracted.

The payment index is calculated by accumulating premiums

at interest, subtracting this figure from the total of

the dividends (also accumulated at interest). It is calcu-
lated in the same way as the surrender index except that
cash values are not included in the calculation. For both
the payment and surrender index, the lower the number the
lower the cost on that index.

The equivalent annual dividend is calculated by accumulating
dividends at interest and then converting the result to
a present value on a level annual basis.
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and requiring an index which recognizes the time value of money,

"the NAIC took an extremely significant step towards providing

meaninéful cost information for comparison shopping among similar
policies. However, we have serious reservations regarding the
utiiiiy of certain of the indices provided. Mereover, we are
concerned that in requiring six index numbers for similar policy
comparisons the NAIC model regulationbmay be unnecessarily complex
and confusing to consumers. In the following section we discuss
the drawbacks to the present NAIC cost index proposal in the
context of (1).the payment index, (2) the equivalent level annual
dividend (3) the duration for which the index numbers are dis-
played. -

2. Deficiencies in the Present NAIC Proposal

Any workable and‘aseful d1sclosure system must provxde

consumers w1th manageable amounts of relevant information,

presented in a’ manner that w1ll fac111tate 1nformed dec151on—

making. In our view, the_cost index system proposed by NAIC
model regulation fails to meet this standard in several sig-

nificant respects. As we detail below, the NAIC proposal pre-

- sents the prospective purchaser with a "bewildering array" of

index numbers, most of which are of doubtful relevance to the

average insurance consumer .58

58 Hearings before the Senate Subcomm. on.Houéing,«Insurance, and

Cemeteries of the Comm. on Veteran's Affairs, 95th Cong., Ist
sess. 150 (1977) Statement of Mr. E.J. Mocorhead, [hereinafter
cited as Veteran's Hearings]. The full text of this portion
of Mr. Moorhead's statement reads:

(Footnote Continued)
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a. Payment Index

The payment index purports to provide consumers with
a gauge to measure costs of similar policies should the pur-
chaser die in the tenth or twentieth year. Our concern with
the payment index is that when used to compare whole life
policies it fails to take into account the worth to policy-
holders of the cash value component of their policies. Thus,
it implicitly assumes.that cash values are of no value to
the purchaser.59 This assumption is inherently invalid.®%0 as

previously noted, significant amounts of whole life policy premiums

58 (Footnote Continued)

" ... the model bill of the National Association of
Insurance Commissioners places before the buyer a
potentially bewildering array of surrender cost indexes,
net payment cost indexes, and equivalent level annual
dividends. Very few life insurance buyers possess
enough knowledge of life insurance intricacies to
arrive at the right answer from so many indexes.

39 Mr. E.J. Moorhead stated in recent testimony before the

Wisconsin Insurance Commission that it is both irrational
and improbable "that [consumers] will never want to

use the cash values in their policies . . ." Statement

in Opposition to the Six-Index Comparison System of the
NAIC Model Life Insurance Regulation, April 16, 1979
{hereinafter cited as Statement in Opposition], Apparently,
the assumption that cash values are of no worth to the
purchaser is based on the conclusion that a person buying

a policy knows how he or she plan to use that policy.

We doubt that many people who are 25-35 (who buy the bulk
of life insurance) are able to state conclusively how they
intend to use the policy over a twenty to thirty year period.

60 The payment index assumes, for example, that access to

the cash value and the opportunity to use it as collateral
for loans has no value to policyholders who, at the time

of purchase, fully intend to hold policies throughout their
lifetimes.
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go toward the accumulation of cash values. 1Indeed, this is one
of the major attractions of whole life insurance.®l Moreover,
policyholders are much more likely to make use of their policies'
cash values than death benefits. Data submitted to the Moss
Subcofimittee indicate that for every 1000 wholéilifé policies,
510 will have been surrendered or lapsed by the 15th policy
year and only 16 will have resulted in a death claim.®2 1In addi-
tion, of the 474 policies that remain in force after 15 years,
many policyholders will have utilizéd their cash values by taking
out a policy logn.63 Thus, we question whether the payment
index is relevant for most consumers. )

The use of this index can aiso present a distorted pic-
ture to purchasers who may subsequently_deéide to take advan-

tage of their policy's cash value. The payment index often

makes policies that have poqr cash value scales appear to be

'relativély low-cost. An index taking cash values into consider-

ation would show that many of these same policies are high cos_t.64

61 If prospective purchasers are genuinely disinterested

in the cash value component of a whole life policy, there
are very few situations in which they would not be better
off buying pure death protection, i.e. term insurance.
62 See, Moss Subcommittee Hearings, supra n. 4, at 774-76.
This information further indicates that after 33 years,
626 policies will have been surrendered or lapsed, with
92 resulting in a death claim and 282 p011c1es still in
force. o

63  Life insurance company poliéy loans to policyholders against

the cash values of their insurance policies amounted to
$27.6 billion in 1977. Fact Book, supra n. 15, at 85.

64 The Actuaries Report found a hlgh correlation in ranking

(Footnote Continued)
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A comparison of two $25,000 whole life policies available to

2 35 year old male illustrates this phenomenon 65 Ppolicy A has
a payment index of 14.67 and a surrender index of 5.63. Policy
B has a payment index of 15.61 and a surrehder index_pf 2:85.
Based on the payment index, Policy A appears to be a better
buy. However, if a person decided to make use of his cash value
and the policj were surrendered in the twentieth year, the purchaser
_of Policy B would have saQed approximately $2,000.

Proponents of the payment index argue that it is useful
for people who intend to hold their policies until they die
and plan to make no use of the policies' cash values. They
argue that for such peopié term insurance is not a viable option
_because term 1nsurance ptemlums become very expen51ve after

age 65. 664 Thls argument assumes that the only way individuals

64 (Footnote Continued)
among cost disclosure methods that include cash values
such as the surrender index, company retention and Linton
Yield. There is a much lower correlation between any of
these indices and the net payment lndex. Actuaries Report,
. supra n. 33, at 100.
85 The indices for these two policies were taken from Best's
- Review (Life/Health Ed.): Policy A (February 1977), and
Policy B (December 1976). -

5§ It should be noted that all forms of insurance are expensive
after age 65. Although the premium for a whole life policy
remains the same as long as the policy is in force, the actual
amount of death protection bought by the level premium
declines each year as the cash value increases. For example,
a 35 year o0ld man will pay approximately $200 a year for

a $10,000 whole life policy. At age 70 this policy will

have a cash value of approximately $6,500. Thus, the person
is actually only buying $3,500 of insurance.
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will be able to provide an estate for their survivors is through
the proceeds of an in force whole life policy. What is needed,
however, is a source of mohey for survivors if death occurs
after age 65. Whole life insurance is only one of many ways

to guarantee that such funds will be available. An‘equally
valid way to build an estate is to buy term insurance and invest

the difference. The staff analyzed 306 different $25,000 whole

life policies isshed in 1973 to males aged 3S5. These policiés
were compared to an alternative program of term insurance plus

a side fund accuTulating at 5 percent after taxes. The mean

age at which the side fund would equal the whole" life face amount
was 67. This means that eved whole life purchasers who intend i
to keep their»poli;ies until death (and who ére therefore not
interested“in,cashVValues)jcould buy term instead‘and haVe

the face amount of the whole life pélié? saved -by age‘Sj.b

Moreover, at that tiﬁé, the_nuﬁber of dollars'in the side fund

will exceed the whole life surrender value (cash value) by

- an average of $11,088.

In addition to providing information that is at best marginally
relevant to most prospective purchasers, the @ayment index enhances
the chances for-consumer confusion. The industry's own Joint
Special Committee on Life Insurance Costs recqgnized this in
recommending against the use of the paymenﬁ index. The‘cbmmittee O
observed: ' '

A second question has been whether the use
of two methods might be desirable--one for
persons desiring to appraise a life insurance
policy in terms of its attractiveness if kept
in force until maturity by death or endowment,
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the other designed particularly for those who
attach greater importance to the cash values
it provides . . . Putting forward a choice of
methods is tempting but unwise. To do so
would inevitably complicate a subject thag
greatly needs to be kept straightforward. 7

The former..chairman of this committee, Mr. E.J. Moorhead,

has indicated that introduction of this confusion element was
not purely accidental, noting that the committee specifically
recommended against inclusion of the payment index that is
required by the NAIC model regulation.68 Mr. Moorhead further

stated:

»

67 Special Committee Report, supra n. 49, at 20. The possi-
bility of consumer confusion in providing both the surrender
and payment indices was also graphically demonstrated by
the second Purdue Study (see page 159, infra). As part of
the comprehension quiz, the subjects who were given the
NAIC disclosure system were asked the following true/false
guestion: T

The Net Payment Cost Index helps you compare
the cost of similar policies if at some future
point in time you were to surrender each
policy and take its cash value.

Only 36.6% of the subjects answered this true/false question

tly ' correctly when they first took the quiz. The lowest percentage

of correct answers for any of the other 20 gquestions was
73.2%. Even when the subjects retook the test with the
Buyer's Guide before them only 67.6% of the subjects answered
the question-correctly.
68 See, Statement in Opposition, supra n. S5S9% at 1. In a
statement before the Senate Committee on Veterans Affairs,
submitted in June 1977, Mr. Moorhead observed:

A company that sells an exorbitantly priced
policy can continue to do so if it can dis-
play enough indexes so that at least one

of that multitude can be stated to be com-
petitively attractive.

Veteran's Hearings, supra n. 58, at 151.
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The six-index system of the NAIC Model was
never proposed by the Commissioners; it was
adopted by them to satisfy companies desiring
to sell non-participating whole life insurance.
The pleas of those companies were, unwisely

but understandably, supported by the American
Council of Life Insurance.

Regardless of the merits of that .controversy, we think that

the NAIC model regulation would be substantially improved by

the deletion of the payment index from the insurance cost comparison

system.

b. Equivalent Level Annual Dividend

As noted abqgve, the equivalent level annual dividend is
a measure designed to demonstrate the role that illustrated
dividends play in the calculation of the cost index of a partici-

pating policy. 1It is calcuiated by accumuléting dividends at

- interest and then converting the. result to a present value on

a level ahnual basis. fThé resulting,figure can then be added
to the cost index for a participating policy to show how the
cost index would increase if no dividends were paid.

Using the equivalent level annual dividend in this way

highlights the fact that the values in a participating policy

‘depend to some extent on the assumption that the illustrated

dividends will in fact be paid. There is nothing conceptually

~wrong with this type of comparison. However, the difficulty

with the equivalent level annual dividend as éontained in the NAIC
model is with the assumption made in the calculation that no
dividends will in fact be paid. This is extremeiy uﬁlikely

to occur. To our knowledge there has never been a case where

a participating policy which illustrated dividends has totally
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failed to pay any dividends. 1In fact, over the last twenty years
the actual dividends paid on participating policies have been
consistently higher than those illustrated at the time of
jssue.®? While there are several reasons why actual dividends
have exceeded illustrated dividends over the past Eweniy years,
it is predominantly due to improvements in companies' investment
earnings and mortality experience. Althoﬁgh investment earn-
ings and mortality experience may not continue to improve in

the future as they have in the past, there is also no reason

to believe that, to any significant degree, companies will be
unable to at least meet their current illustrated dividend
scéles; Further, there is certainly no reason to believe that
companies will totally fail to éay any_dividends. We agree

with the Moss Subcommittee that the equivalent level annual
dividend is poténtially deceptive. As the Subcommittee's Report

noted:

We think, however, that the "level annual
dividend" is a profoundly inappropriate way
of describing the risk differences between
par and non-par policies. The figure is
well suited only for painting a lurid pic-
ture of improbable par company catastrophe,
and bears no worthwhile relevance to a rea-
sonable analysis of actual risk. Providing
this figure will put a tool highly conduc-
ive ‘to misleading use directly into the _
hands of the agents who have a strong incen-
tive to employ it deceptively. 70

69 See, e.g., Best's Review'>30 (December 1976).

70 Moss Subcommittee Report, supra n. 6, at 45. A similar opin-
10on was expressed by E.J. Moorhead in a statement to the
Senate Committee on Veterans Affairs:

(Footnote Continued)
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In rejecting the use of the equivalent level annual dividend
we do not want to im§1y that the problems associated with the |
use of illustrated dividends in cemputing cost indices are not
important or that consumers should not be aware of the advantage
of guaranteed cost in non-partieipating policiee.7l The uncer-
tainty of illustrated dividends makes any cost index of a partici-
pating products only approximate. The potential for problems

in the area of illustrated dividends is likely to increase.

1Footnote*Continued)

I deplore the NAIC adoption (at industry
request) of the equivalent level dividend.

In my opinion it is sufficient if the display
for a'participating policy simply states,

as has long been required, that dividends
are not estimates or guarantees but reflect
only the company's current dividend scale.
"The. purpose of the equivalent level dividend
is to help non-participating life insurance
to compete successfully with participating.

Veteran's Hearings, supra n. 58, at 150.

71 The buyer's gulde should contain a clear explanation that -
illustrated dividends are not guaranteed. See, Appendix X.
If such an explanation is provided, we see no reason why
consumers can't compare the cost indices of participating
and non-participating policies. The Society of Actuaries
found in-their 1974 report that based upon the policies

they analyzed, dividends actually paid would have to fall
30% below illustrations before participating policies would
have generally lower 20-year comparison indices than guaranteed
cost policies. Actuarles Report, supra n. 33, at 131-

132. They concluded”. . . it would seem inappropriate

to dismiss as a useless exercise the comparison of cost
indices between otherwise comparable participating and
guaranteed cost polices for fear that illustrative d1v1dends
may not be fully realized. There appears to be some room

for actual dividends to fall short of those illustrated

and still enable participating business to compete reasonably
well with guaranteed cost." Id. at 132.
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1f meaningful cost disclosure becomes widespread there will

pe pressure on participating companies to increase their illustrated
dividends to appear more favorable on-a cost index.72 We recognize
that thls is a potential problem. However, we believe industry
restralnt and requlatory oversight- are a more apprdpriéte wéy

to handle the problem of unrealistic illustrated dividends than
'_inclusion of the potentially deceptive equivalent level annual
dividend in a cost disclosure system.73

c. Duration Displays for Similar Policy Comparison Index

The NAIC model regulation requires that each of the cost
compar ison indices be displayed for the tenth and twentieth
policy years. 1In our view, the tenth year index figures provide

little meaningful information and should be eliminated. 1Indeed,

72 In a 1975 report grepated by the Spec1al Committee of the

Society of Actuaries entitled "Dividend Illustration
Philosophies" for the Life Insurance Cost Comparison (C3)
Task Force of the NAIC, actuaries completed questionnaires
relating to various aspects of illustrated dividends.
A substantial majority (80%) of the actuaries who completed
the questionnaire believe there will be increased company
Pressure on the .actuary to produce more liberal dividend
illustrations for new business if the consumer is to cost-
shop and compare costs on some widely accepted basis mandated
by law or requlation. Society of Actuaries Committee on
Cost Comparison Methods and Related Issues, "Philosophies
in the Computation and Dissemination of Dividend Illustrations”
52 (September 1974).
13 We note there is currently a considerable amount of interest
within the actuarial profession and the NAIC with the problem
of dividend illustrations. We hope this activity will
continue -and that the industry and requlatory authorities
will be able to develop a standardized method of calculating
illustrated dividends and adequately police their use to
insure against abuse. See also discussion at pages 151-153,
infra.

s
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as the Moss Subcommittee Repoft stated, "We do not see much use

for cost indexes [of duration less than 20 years] except to
illustrate the folly of purchasing a whole life policy for a
short duration."74 |

Thé Tteasons for removal of thq’ten year displéys are clear.
The necessary holding period to make whole life a viable purchase
almost always exceeds ten years. As shown in Part II the average
ten year rate of réturn'for $25,000 participating pqlicies issued
in 1977 was between minus 1.30 and plus 1.25 percent, and for
non-participating polcies was between minus .61,#nd minus 3.86

percent. Accordingly, a person considering insurance for a

ten year period is almost always better off buYing term insurance.

75

74

‘Moss Subcommittee Report, supra n. 6, at 46.

A statement submitted by the Northwestern Mutual Life Insurance
Company on a proposal by the Wisconsin Department of Insurance

" to require five-year index figures succinctly sums up the
reason for not displaying index numbers of short duration.
In remarks equally appropriate to a tenth year index, North-
western Mutual stated:

‘[Flive year figures could point a buyer in

a unintended direction. One should not con-
sider the purchase of permanent life insurance
‘for a five year duration. Therefore, if a
prospective buyer isn't considering surrender
after five years, a purchase decision like-

wise should not be made based on five year index
figures. The buyer should not be cautioned '
indirectly about the high cost of early sur-
render of cash value life insurance through

cost indexes; this should be explained directly
~ in the Buyer's Guide.

Statement Concerning Proposed Life Insurance Solicitation
Regulation, The Northwestern Mutual Life Insurance Compang:
submitted to the Wisconsin Department of Insurance, June 27,
1978, at 2-3.
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A related question is whether cost indices should be dis-
played for periods longer than 20 years. 1In rejecting later years
displays, the NAIC task force concluded:

[T]lwenty years was about as far as projections
.of future events could be made while retaining
any validity for cost comparison purposes.
The principal areas of uncertainty are the
applicability of dividends according to dividend
scales currently in use and the accuracy of
interest rates at which future costs are
discounted. Also of concern to the task

force was the relatively small proportion

of life insurance policies that remain in
force after twenty years and the possibility
of unwarranted emphasis placed on information
at these later durations. An additional
factor in *favor of a twenty year or shorter
period is uncertainty as to the course of
inflation and the purchasing power of dollars
projected fotr delivery into the future.’6

We agree with the NAIC that there is marginal value in
displaying index numbers for greater than twenty years.77

In sum, we believe that the goal of‘a cost disclosure system
--to help consuméfé find attractively p:ited insurance products—-
m;y be frustrated by the incluéion of the payment index, equiva;'
ient level annual dividend and the tenth year duration display.
' While these figures may be of some use to the sophistica;ed
~buyer of insurance, their potential for misuse, combined with .

the confusion they will inevitably cause the average consumer,

leads us to conclude that the NAIC model regulation would be

16 Moss Subcommittee Hearings, supra n. 4, at 304,

T s previously discussed, different considerations govern

the years for which the average annual rate of return should
be displayed. See, pages 125-126 supra.
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Substantially improved by the deletion of these index numbers.
In our view, meaningful similar policy comparison can be achieved
by the use of a single index number (which recognizes the time
value of money) displayed for the twentiéth policy year. We now
tunq:to a discussion of what method should be émpldyed to provide

this index number.

3. Selection of an Appropriate Index Number

Over the past several years a variety of index methods
have been proposed for making similar policy comparisons.78
In this report we limit our discussion of the appropriate method

to the surrender index and the company retention index because

~most cost disclosure proposals employ one or the other of these

two indices and they are repfesentative of the two basic approaches

of presenting comparative cost information.

‘'The surrender index is the best known of what is termed

"the ‘"event specific" or "snapshot” approach to-similar policy

- comparison. This technique looks at a particular point in time

and assumes a speéific event will occur. For example, the 20th

year surrender index will show the relative cost of two policies
based on the assumption that they are surrendered for their

cash values after the policies have been held for twenty years.

The company retention index is an example of the "group

average" approach.  This method looks at each policy year and,

78

A description of the more important of these indices and

the mathematical formulas used in computing them is found

in Actuaries Report, supra n. 33. See also Special Committee
Report, supra n. 49, at 9-19. ' '
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through the use of average probabilities of lapse and surrender,

determines the likelihood that any policy payment--premiums,
dividends, cash value or death benefits--will be made. These
*expected values” are combined into an index which can be described
as a repfésentation of the average -cost of a policf'to é group

of similar policyholders. The mos£ commonly used group average
approach is the "company retention index" aevelopéd by Professor
Joseph Belth of Indiana University.79 The company retention

indéx is éssentially thevprésent expected value80 of all premiums,
less the preéent expectéd vaiue of all death benefits, policy
dividénds and cash values. To determine the "expected value"”

of the prémigms, div&dends, énd_death benefits, the amount paid M
is weighted by the probabilitylthat it will have to be paid;

i.e., the pfobability that a persbn will not die during the

'yeér. Siﬁilarly, the'féxpéciéd value" of the cash value in

a given yéar is determined'by the probability'that a person will

surrénder_or lapse a policy in that year.8l The index is called

79 Professor Belth describes the “company retention™ method

in, "The Relationship Between Benefits and Premiums in
Life Insurance," 36 Journal of Risk and Insurance 19-39
{1969). . : ‘

80 Present value refers to thé fact that an interest rate

is used to discount every future cash flow in the calculation
(premiums, dividends, death benefits, and cash value) back
to the present. For example, a $1.00 dividend to be received
at the end of the year has a "present" (beginning of the
year) value of about 95 cents. Thus, the company retention
index, like the surrender index, incorporates the time
value of ‘money into the calculation, see page 127, supra.
81 The mortality and lapse probabilities used in the calculation
are industrywide averages. They are contained in Rppendix VI,
' (Footnote Continued)
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"company retention" because it measures how much (in present

value terms) policyholders on the average can expect the company

to retain out of their premium payments for expenses and profits.82

We w1sh to stress at the outset our concurrence with the

NAIC task force, which concluded that the choice between the

_usurrender index and the company retention index should not be

" made soiely on the basis of which index is technically the most

accurate.83 as previously discussed, the relative uncertainty

"of illustrated dividends makes any- 1ndex applled to part1c1pat1ng

p011c1es (the predomlnate form of ordlnary life insurance),

of necessity, only approximate. Moreover, all indices depend

8l

82

83

’(Footnote<tont1nued)

together w1th the mathematical formula used to calculate
the company retention 1ndex.

The retentlon flgure does not measure the actual amount a given
insurer will retain from a given pollcyholder over the

period selected for the evaluation. This is because it

is calculated using industrywide average mortality and

lapse rates that may bear little relation to the insurer's
actual experience. As an average measure, however, it
provides a good indication of the relative attractiveness

of similar insurance policies, see discussion, page 145,

infra.

The NAIC task force concluded:

There is marked s1m11ar1ty of the messages
conveyed by particular average and snapshot
approaches. The conclusion is that the choice
‘between these approaches should noi be made

on a hypothesis that one approach is rore
accurate than the other.

Report of the NAIC Life Insurance Cost Comparison Task

Force, NAIC Proceedings - 1975, Vol. II at 426 (June 10, 1975).
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ppon assumptions made in their calculation.84 Therefore, no
cost index can be totally accurate. A cost index should reveal
if a policy is génerally high-cost and guide the consumer to
a policy or group of policies that are attractively priced.
Both the .surrender index and company retention index do this
rather well. It is significant that there is a high degree
of correlation between the rankings of policies by cost under
the two approaches.85
We also share the NAIC's concern that, insofar as possible,

a cost index be simple and understandable to consumers. In a
statement submitted to the Moss Subcommittee, the NAIC gave
the following reasons for basing its diclosure system on the
interest-adjusted method:

In general, these particulars led to the

selection of the interest adjusted disclosure

because it is simple and relatively inexpensive

' to produce, provided cost rankings for policies

that are ¢onsistent with more complex methods

such as the company retention index, and

it provides useful ‘information regarding

policy benefits assuming certain specified

events which the policyholder can ea511y
relate to.

"We do not,'howevexq find the fact that calculating the company

84. The surrender index assumes an interest rate and that the:

policyholder will surrender the policy in the twentieth year.

The company retention calculation requires an assumed 1nterest‘

rate plus assumed mortality and lapse ptobabllltles.

85 See, e. .,Moorhead The Manlpulatlon Issue- Research

Projec (NAIC 1975) at 4; Actuaries Report, supra.
n. 33, at 74-79.

Moss Subcommittee Hearings, supra n. 4, at 262.

147

na

i,



a

retention index is more complex than computing the surrender
index to be a fatal flaw. As a practical matter both indices
would be generated by company computers and supplied to agents.87
We also note that if is not necessary for consumers to under-
stand ‘how cost indices are calculated in order tozuse’them
effectively.as» As the Society of Actuaries observed:

Few would disagree that, as a minimum, it

is important that the consumer understand

the purpose of any cost comparison index .
method and that he accept its results, perhap

on faith, as a means whereby his purchase
decision can be assisted. .The question of

whether a consumer need understand the math-
ematical basis behind the calculation of

such an index is more subject to debate.

Precedents do exist wherein the consumer

seems to accept on faith an index whose
mathematical basis is:not specifically defined
or dgenerally understood. For example, the
.general public has an "understanding” of

the meaning of such indices as the Consumer
Price Index or the Dow-Jones Industrial
_-Average, although it may lack specific know-

ledge of the details involved in the actual
calculation of the results theémselves. It

is possible that similar "understanding”

of a life insurance cost comparison index

87 We also do not see much differencé'in_the cost of.produciqg
two -indices. The necessary computer programming is relatively
easy and the calculations are not complicated or costly.

88 ‘

It is perhaps also not crucial that agents understand the ‘
mathematical calculation behind the cost indices. See Actuarles

Report, supra n. 33, at 39. 1Indeed, agents often express
difficulty in fully understanding cost indices. For example,
Mr. Joel Shapiro, an experienced life insurance agent and
the chairman of the Committee of Federal Law and Legislation
for the National Association of Life Underwriters, testified
at the Subcommittee hearing: "I consider myself rather
intelligent. I majored in insurance in college. I was

a C.L.U. and I have a difficult time really understand-

ing the various cost indices." Moss Subcommittee Hearings,
supra n. 4, at 464.
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method is achievable and is all that is
necessary.

We agree with the Society of Actuaries that a general under-
standing of the meaning of the index and how it is used is all
that is necessary. Applying this standard we see little to
differentiate the surrender index from company retention in
terms of understandability to the consumer .20

However, in one area -- manipulation -- there appear
to .be significant differences between the surrender indek and
the company retention index.gl_ In ;he view of some experts,

the surrender indeX is highly susceptible to’mariipulation.92

-

89 Actuaries Report, supra n. 33, at 40.

90 Some have arqued that company retention is actually easier

to understand than the surrender index. The Canadian Institute
of Actuaries recommended the use of the company retention
index. " Canadian Institute of Actuaries, Second Report

of the Committee on Cost Comparisons of Industrial Life
Insurance Policies (November, 1976). 1t stated at page

2, "While the mathematics of the Interest-Adjusted methods

is easier to comprehend than that of the Retention method,

the concept of the Retention method is actually easier

to understand.” Y

91 "Manipulation®” can be defined as the structuring of a policy's

benefits (cash values, dividends, etc) or its premium structure
to make the pollcy appear more attractive on a particular

cost index -then .it actually is. Thus a company may be

able to change the cash flows in a policy in a manner that
dramatically reduces its apparent cost on a particular

index without offering any increased value to the policy-
holder.

2 For example, Professor William Scheel has written that

"Perhaps the most overwhelmlng deficiency of the I-A index

. « .[{the surrender index] is that it is subject to mani-
pulation in much the same manner as the traditional net

cost index . . . The window dresser has not been put out

of business--he merely changes styles." Scheel, "A Critique
of the Interest-Adjusted Net Cost Index," 40 Journal of

Risk & Insurance 257-58 {(1973).
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This is poésible because the surrender index focuses on only
one year -- the tﬁentieth.93 Thus a company can lower a policy's
apparent cost on this index by either having a large increase
in the twentieth year cash value or the twentieth'year "terminal
surrender dividend."94 wWhile such changes would increase the
benefits a policyholder would reoeive if the policy was surrendered
in the twentieth year, these increased benefits could be more
than fully offset by reducxng cash values or term1na1 dividends
in some or all the years for which the index is not shown.95
‘There appears to be much less potential for manipulating
the company retefition index by altering the patterns of cash
values and terminal dividends. This is because in calculating

the index all major cash flows of the policy are considered

‘for . each year over the duration of the index, and each cash

item is discountedhfo;fthe'time it might be paid and the pro-

babilty;thatvit;ﬁill{beﬂpaid.gs Thus'the'companY~retention

94

. 95

33 This argument applies with equal force to the NAIC proposal
- to include_the'tenth.year index.

Terminal dividends are a special dividend paid only to
sutrenderlng policyholders. S -

See id. It should also be noted that ‘since the average
Tate of return and the surrender index make use of the

same data, the Linton Yleld is subject to the same type
of manipulation.

%6 The Canadian Soc1ety of:Aetuarles, in recommending the

-company retention method as the 51ngle cost comparison
index, noted that-

The Company Retentlon Method is less subject
to manipulation than the other methods pro-
posed. For example, a steepening of the
(Footnote Continued)
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index effectively discourages highly selective increases in
cash values and terminal dividends in the year the index is
calcu;ated which could falsely indicate that a non-competitive
policy is competitive.97

Ne&ther the company retention nor the surrender ihdex provides
any protection against the'manipulﬁtion bf illustrated dividend
scales.’® As noted earlier, it is impossible to be totally
precise in forecasting future di\(idends.99 The use of illustrated
dividendsnin'cost indices would create few problems if the actual

dividends paid by companies differed from illustrated dividends

" by the same percentage. Unfortunately, this has not been the

96 (Footnote Continued)

- cash values-scale in new issues by moving
from a single to a dual interest assumption
does not have the drastic effect on policy
rankings that it has under the Traditional
or Interest-Adjusted net cost methods.

See First Report to the Council of the Canadian Institute
of Actuaries From the Committee on Cost Comparisons (Chairman:
J. Bruce McDonald), page 11 (unpublished).

97  while the company retention index is significantly less
vulnerable to manipulation, it is not totally immune.
See Moss Subcommittee Report, supra n. 6, at 42 n. 154.

98 All cost indices include the dividends illustrated at the
time of sale in their calculations.

99

The amount a company has available to pay in dividends
depends on a variety of factors including its investment
earnings and mortality and lapse experience. Of these,

the most important factor is the income the company earns
on its reserves.. Over the past ten years company expenses
and mortality have moved in opposite directions and have
generally offset each other. See Palmer, "Illustrated

and Realized Dividends: An Empirical Analysis," 43 Journal
of Risk and Insurance, 673 (1976).
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‘at the expense of the 01d.102 The competitive advantage conferred

1

1
case in the past and is even less likely to be true in the future.l00
The basic problem is that more and more companies are computing
dividends in a fashion that is both inconsistent with traditional
practice and that make dividend illustrations inherently incom-
parable between companies employing these different "dividend
philosophies.™ This problem was well expressed by Mr. James
Reiskytl, an actuary for Northwestern Mutual, in a letter to
the Chairman of the NAIC advisory committee on manipulation:
Now, at the very time when consumerist pressures
are focusing increasing attention on comparison
shopping for life insurance, the comparability
of dividend illustrations issued by the several
companies is_(we fear) rather dramatically
declining. :

In particular, many companies appear to be adopting dividend

philosophies that have the effect of favoring newer policyholders

on those éompanies might turn out to be specious from the new

100  por example, Bruce Palmer has shown that over different
20-year periods the actual dividends paid by different
companies have ranged between 70 percent and 160 percent
of those 1llustrated at the tlme of sale. 1Id. at
673, 690. T '

101 Letter dated March 26, 1979 addressed to Mr. Julius Vogel,
Senior Vice President and Chief Actuary, Prudential Life
Insurance Company of America.

102

The major changes in d1v1dend phllosophles referred to
above are the trend toward the use of "investment year"

'year- methods to allocate dividends to particular classes

of policyholders (as opposed to the more traditional "port-
folio method") and the increasing use of terminal dividends.
For a discussion of these and other aspects of dividend
philosophies see J. Belth, "Distribution of Surplus to
Individual Life Insurance Pollcy Owners," 45 J. Risk &
Insurance 7-22 (1978).
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policyholder point of view and will, in any case, come in part

at the expense of the holders of old policies.b

There are presently few restrictions desiéned to prevent
manip\‘xlation.103 Effecﬁive control of this type of conduct can
dccuf Enly through active policing by state regﬁlators willing
to commit the fesources necessary to review policies for manipu-
lation and.remove from the market those policies that have in
fact been manipulated. Regulation of the type of manipulation
that the company ietentioﬁ index discograges (cash value and
terminal dividend) is re}étively easy to detect and is corres-
pondingly difficqlt for cémpany actuaries to explain.

Despite these serious concerns, we recommend retention

of the surrender index as presently contained in the NAIC model

~ regulation.104 the major basis for our recommendation is the

fact that this index is currently in fairly widespread use. The
American Council of Life Insurance estimates that companies
that sell over 50 percent.of the life insurance business in

the United States either now deliver, or will soon deliver,

policy summaries with their policies that contain the surrender

index.105 1n addition, the surrender index has been used for

103 Minimum cash values are specified in every state by the
minimum non-forfeiture laws. Since many companies provide
cash values in -excess of the minimum, however, the scope
of cash value manipulation is only reduced, not eliminated,

) by the non-forfeiture laws.

104 As prévibusly discussed, we urge that the tenth year duration
‘be deleted.

105

Statement of Julius Vogel on behalf of the American Council
(Footnote Continued)
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a number of years to rank similar policies by major industry

publications such as the National Underwriter and Best's Review.

There has undoubtedly developed a fair amount of agent and consumer
comprehension of the interest-adjusted concept embodied in the
surrender index and some acceptance of its usefulness in comparing
the cost of similar'policies. This growing comprehension should
not be lightly~disregarded. Further, there would be -a certain
-expense involved in the widespread adoption of use of the company
retention index, although, as we have earlier stated, this expense
would not be prohibitively large. Cost disclosure regulations
should not needies%ly interrupt the progress that -has been made
in the past nor should they unnecessarily add to company expense;
These factors militate in favor of the continued use of the
twentieth year surrender index. However, we reiterate that

the index's utility can Oniy be maintained by concerteavefforts

on the part of state regulators to guard against manipulatioh.lo6

105 (Footnote Continued)
of Life Insurance, Moss Subcommittee Hearings, supra n. 4 , at
339,

106 ;¢ a state insurance commission does not have the resources

necessary tqQ police policies for manipulation, it should
seriously consider adoption of the company retention index.
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{. The Need to Supply Comparative Cost Information

As noted in the preceding section, the surrender index
provides a good way to compare the costs of similar life insurance
policies. - However, simply providing the twentieth year surrender
index does not eliminate the difficulties facing the consumer
searching for a low-cost policy. This is because the twentieth
year surrender index, standing alone, has little intrimsic meaning.l07
.por example, consumers may know that a particular policy has
a surrender index of 6.21; but they have no way of knowing whether
this means a policy'is high or low cost relative to other policies
on the market. Therefpre, if the twentieth year surrender index -
is to be effective in ¢omparisdn shopping, some form of gauge
or "yardstick" is crucial. One way to provide.this information
isfo includé a range of sﬁfrehde; indiées for a representative
sample of different types of policies (of varYing'iSSUe ages
and face amounts) in the buyerfs guide.108 This range table
will provide the prospective purchaser with a general basis
for evaluating the cost of a particular policy relative to other
similar édljciés. :Although_the-tables-will not contain every
type of policy, issué aéé} éndrface amount of the policies on

the market, it will--at the minimum--demonstrate the widely

;07 The company rétention index suffers from this same problen.

108 This basic approach to providing yardstick information

is contained in the buyer's guide required by the State
of Wisconsin, a copy of which is contained in Appendix X.
The FTC draft buyer's guide in Appendix X also contains
an example of this type of yardstick.
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divergent cost of similar policies and the desirability of com-

parison shopping for life insurance.109 The yardstick infor-

mation in the buyer's guide should be supplemented with statements

-in the disclosure documents which emphasize the importance of

comparing life insurance costs.

Another way of providing yaréstick information that offers
great promise is the recently implemented "Hotline" in the State
of Wisconsin. This system provides a toll-free telephone service
that consumers can call to find out whether the policy they
are considering is high, average, or low cost compared to other
similar policies offered for sale in that state.110

In the absence of a suriender index-yardstick approach,
an alternative is the use of the Linton Yiéid to compare similar
as well as dissimilar cash value insurancéépoiicies.lll The
advantage of therLintoﬁ'Yield to éoﬁparé similar cash value

policies is that the rate of return it expresses has an indepen-

-.109

It is hoped that consumers who are considering policies

-not displayed in the range tables will be encouraged to
seek comparative information from a number of companies
and in essence prepare their own range table.

110 The Wisconsin Department of Insurance conducted a survey

to determine the range of surrender cost indices for various
policies sold in that state. . This information was supplied

to the Center for Public Representation, a public interest
law firm connected with the University of Wisconsin, which
actually runs the telephone service.

111 : ' : :

- The rankings of policy costs as determined by the twentieth-year
surrender index and the twentieth-year Linton Yield are highly

correlated. This is to be expected because the same information
is used in calculating both indices. '
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dent meaning to consumers.l12 fThe Massachusetts Division of
Insurance has proposed a cost disclosure system that uses the
Linton Yield to compare both similar and dissimilar policies.113
The only indices required under the Massachusetts proposai are
the 5th, 10th and 20th year Linton.Yields.114 Amoﬁg tﬁe reasons
for the choice of the Linton Yield eas the fact that it has

an independent meaning to consumers. Mr. James Hunt, who is

head of the Massachusetts Rating Bureau, has compared the Linton

Yield to the Annual Percentage Rate required under Truth-in-Lending:

A better example of a simple and understandable cost
comparison index is the Annual Percentage Rate (APR)

under the Truth-in-Lending Act. Although the calculation

of an APR is often highly complex, the statement of
the calculation's result is not only s1mp1e, but it
has meaning in and of itself and therefore is under-
standable. There is no compelling need to issue the
buyer a yardstick with the disclosed APR so that he
or she may tell whether the rate is high or low. An
APR is disclosed in an environment of considerable
bank and other institutional advertising of interest
rates on deposits and other investments and of loan

112 Even if the Linton Yield were used, it would be useful to

have yardstick information to p01nt out what were the range
of rates of return for that type of policy. It would not,
however, be essential as is the case if the surrender index
is used. _

113 1t should be noted that this is only a partial solution

since the average annual rate of return (Linton Yield)

cannot be used to compare the cost of similar term policies.

Therefore, if this alternative were adopted, it would be

necessary to use the surrender index to compare term policies.

114
letter from the Department of Insurance to the pr1nc1pal

industry trade association. A copy of this letter is included

in Appendix X. The letter announced prellmlnary guidelines
- for policy form filing under Massachusetts' "Easy to Read”
law that would have requ1red rate of return disclosure.

As of this time, this requirement has not been finally adopted.
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rates, as well as prominent press attention to frequent
movements of the prime rate. Disclosure of an APR,
then, comes with its own yardstick, or frame of
reference, for the buyer. We should prefer this type
of disclosure tool to any others.

As previously discussed, the surrender index is widely
used and is:generally accepted within.the industry and by agents
as a legitimate way to compare the costs of similar life insurance
policies. For this reason we recommend the use of the surrender
index for similar policy comparisons if meaningful yardstick
data is provided. 1If yardstick information is not provided,
however, we recommend that the Linton Yield be used to compare

both similar and diss1m11ar policies.

Cc. Recommendations Concerning Other Aspects of the NAIC
Model Regulation

The previous sections have discussed the index numbers

that should be contained in a cost disclosure system. The index

‘numbers prov1ded are only one part of a cost disclosure regulation.

This section contains our recommendations concerning the modifications
of the other aspects of the NAIC model regulation. It is divided
into six parts:

1. Consumer research concerning the understandability
of the NAIC disclosure system.

2. The timing of disclosure.

3. The information that should befcontéined on the
disclosure statements in addition to index numbers.

4. Information that should be contained in a life
1nsurance buyer's guide.

115 5. Hunt, unpublished memorandum on cost disclosure, at
24-25. .

158




ns

5. Coverage of the regulation.

6. Enforcement provisions.

1. Consumer Research Concerning the Understandability of
. the NAIC Disclosure System

In 1976, New Jersey adopted the NAIC model regulation. In 1978,
the Fedéral Trade Commission contrécted with Professor Roger Formisano
of the University of Wisconsin to conduct a study to attempt
to assess the effectiveness of the NAIC disclosure system in

116 his study, which was conducted with the cooperation

New Jersey.
of the New Jersey Department of Insurance, consisted of persbnal
interviews with 194 people who had recently purchased insurance

in New Jersey.117 The interviews took place between February

116 the commission also contracted with Professor Jacob Jécoby

of Purdue University to conduct two-experimental studies .

designed to determine how a cost disclosure system can

be made more understandable. The first Purdue study sought

to determine what information consumers use when they purchase

life insurance and the features that can be incorporated

in a disclosure system to increase the use of cost infor-. !

mation. The purpose of the second Purdue study was to

compare the relative effectiveness, in an experimental

setting, of several ‘life insurance cost disclosure systems

in helping consumers select appropriate life insurance policies.

The disclosure systems tested were the NAIC model, a system

developed by Professor Joseph Belth of Indiana University

and several variants of a system prepared by the FTC staff

for purposes of the experiment. These research studies

‘'will hereinafter be referred to-as Purdue Study I -and Purdue

Study II. Some of the findings of these studies will be

discussed in this section. A summary of the results is

found in Appendix IX. , :
117 All of the subjects had purchased insurance from either
Metropolitan Life Insurance Company or Prudential Insurance
Company, the two largest insurance companies in the state
of New Jersey. '
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and May 1979. The results of this study raise serious questions
concerning the effectiveness of the NAIC model regulation.

The New Jersey study found that the majority of people did not
look at the disclosure materials that were provided. Fifty-eight

percent of the subjects could not remember recéivihg the buyer's

guide and 32 percent did not remember receiving the policy summary,

Of those who did recall receiving the buyer's guide, oniy 15
percent said théy either read the guide closely or read parts
closely, while 15 percent said they skimmed the booklet and
11 percent said they didn't look at the guide. Eighty-;ix
percent of the subjects said that the guide had no influence
on their purchase decision.

As part of the study thé subjects were asked a series of
15 questions relating to basic knowledge aboutblife insurance
and how to usé the index numbers provided on the pblié& summary.
Tﬁe.results for five of thése;questiohs'are set forth bélow:ll8

1. True or False: The lower a policy's cost index, the better

buy it is.

X True 7.2%
False 39.7%
Don't Know . 53.1%

2. For a 35- year—old man, which pollcy will have a lower premium

at first?

X $25,000 renewable term policy 39.4%

. $25,000 whole life policy 17.6%
Don't Know 43.0%

3. True or False: The Net Payment'Cost Index helps you compare

118 rhe correct answer is indicated by an X Other results

of the study will be discussed in later parts of this Section.
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ion.

the cost of similar policies if at some future point in
time you were to surrender each policy and take its cash

value.
True 31.1%
X False 4.7%

Don't Know  g4,2%

4. True or False: The best way to choose between‘a tetm‘policy
and a whole life policy is to compare each policy's Surrender
Cost Index and Net Payment Cost Index.

True 27.8%
X False 11.3%
Don't Know 60.8%

5. True or False: The dividends of a participating policy -
are usually guaranteed.

True 46.1% _ .
X False - 22.3%

Don't Know 31.6%

The New Jersey study showed that the test subjects who
received the NAIC disclosure materials simply did not have the
information essentiai to rational.decision¥making; ‘The above
questions and answers-dramati;ally show, for example, that ﬁhe
test subjects who received these materials did ndt understand
a basic distinction between a whole life and a renewable term
policy and did~not_know a basic fact about participafing policies.
Even more significantly, the overwhelming majority of these subjects
had fundamental misconceptions about the meaning of the cost
indices that are the heart of the NAIC cost disclosure systen.

The results of the New Jersey study are consistent with
earlier studies that had been conducted concerning the compre-

hensibility of the NAIC buyer's guide. 1In March 1976, a survey

‘research firm, Actionfacts, Inc., was commissioned by the Institute

of Life Insurance (the predecessor of the American Councilrof
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Life Insurance) to test market the NAIC buyer's guide. The

" Actionfacts report was presented to the NAIC in May 1978.

The report was based on 320 interviews in eight metropolitan
areas. Though the subjects tested gave the NAIC buyer's guide
high subjective ratings for understandability, moét of them

did very poorly on an objective test of the guide's key cost

~information section. For example, after reading the NAIC buyer's

guide only 31 percent of the respondents knew to check a policy's
index numbers to compare the cost of life insurance policies.
In addition, 61 percent admitted not knowing hbw to use the

index numbers at all, while only 21 percent knew that the lower

a policy's index number, the lower its cost._l19 The report

- concluded, "The principal shortcoming of the booklet is the

cost section, which was more the occasion of confusion than

knowledge. It is clear that the cost section of thg'guidg requires

substaniial revision."120 The cost section of the guide has
not been revised. ‘ |

A study conducted by Prudential Insurance Company during
the summer of 1976 produéed.even more diéturbing results. 1In
that study, Prudential distributed copies of the NAIC bﬁyer‘s
guide to its new policyholders in Georgia_along‘with delivery

of their policies, just as they are required to do under the

119 Actionfacts, A Report on a Study of Consumer Reaction to

and Comprehension of a Life Insurance Buyer s Guide b6 (1976).

120 Id. at 8.
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NAIC model regulation. There were a total of 413 subjects in

the study. Prudential's researchers interviewed the purchasers
a short time after they had received the buyer's guide. They
found that only 63 percent of the policyholders even remembered
getting a édby of the buyer's guide, 'and of those, 60‘percent
could not recall any of the topics contained in it.121 Further-
more, 40 percent of those who did remember getting the guide

did not look at it, while .only 23 percent read all or most of
it. Most dis_turbing of all, though 80 percent of those who

read the guide claimed it was helpful, only 33 percent could
explain the difference_between- term and whole life Minsuran,ce

and only 5 percent knew how to use the surrender index.122

| The New Jersey, Actionfacts and Prudential studies; taken
together, -rais'_e_' fundamental qu.estions concerning the capacity

of the NAIC disclosure system to convey even the most basic
information about 1life insuranc-g to most life insurance puichasers.
Set forth below are suggested modifications in the NAIC model

which we think may increase understandability and use.

2. Timing of Disclosure

The information provided by a disclosure system should
be easy for a consumer to understand and use, and should be
provided at a time when a consumer is trying to decide which,

if any, policy to buy——not. after that decision has been made.

121 _
- Public Affairs Department CORP, Impact Among Policyowners of the

New Business Booklet 3, 13 (Prudential, 1976).

122
Id. at 11, 15, 21, 23.
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- Under the NAIC model regulation, purchasers usually receive
the disclosure package when the policy is delivered. This is
generally a week to 10 days after purchase. 1If cost disclosure
is to be effective, it must take place before the purchase decision,.
Once that decision has been made, the buyer becomés péychologically
committed to it and is, therefore,'very unlikely to read and
use a disclosure package provided 10 days after purchas;.123
The NAIC model regulation grants the life insurance purchasers
a ten-day "cooling-off"™ period in which to rescind their purchase
if they did not rgceive'a disclosure package before they boughé
the policy. While the NAIC's "cooling-off" pericd is important,
it is no substitute for full mandatory disclosure at the time
of sale.

Existing industry data indicates that very few consumers
are likely to avail themselves of the»NAIC'PcoolinQ:Sff“ period
granted after policy delivery. In 1977, the Ameficah Council
of Life Insuranée (ACLI) suréeyed 22 large life insurance companies
that allow their customers a 10-day "cooling-off" period. It

found that of the approximately 5,000,000 new policies sold

by those companies only about 1.4 percent were returned.124

123 pBoth the New Jersey and Prudential studies found that the

majority of purchasers did not look at the disclosure materials
that were provided. See pages 160, 162, 163, sSupra.
124 (ope reason more people did not use the codling-off period
is that they may not have known of its existence, see page
173, infra.
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In a slightly different context, that of policy replacement,
the ACLI has recognized the inadequacy of post-sale disciosure
combined with a "cooling-off" period. The NAIC model replacement
fegulation is designed to give the company whose policy is being
replacéd,by another insurance pol?cy the right to convince their

policyholder not to replace the policy. The regulation requires

that the insurer who is attempting to replace the existing policy

either (1) delay issuance of the policy until 20 days after notice
of replacement is sent to the existing insurer, or (2) issue the
policy immediate{y, but grant the policyholder a 20-day "cooling-
off" period that the company whose policy is being replaced can

use to attempt to get the policyholder to retract his decision.

In a June 13, 1978 letter to the NAIC, the ACLI opposed the 20-day

"cooling-off" period option on the following ground:

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 diffi-
cult, even if replacement is shown to be dis-
advantageous to the policyholder.125

125 -

Reprinted in Moss Subcommittee Hearings, supré n. 4, at 409.

In testimony before the Moss Subcommittee, Mr. Julius Vogel,
Vice President and Chief Actuary of Prudential Insurance
Company, testifying on behalf of the ACLI, readily admitted
that the industry has taken inconsistent positions on the
timing of disclosure in initial sales and replacements.

Mr. SHAFFER (Subcommittee counsel): My obvious question
is, isn't this inconsistent with your position on
‘timing for the model solicitation rule?
Mr. VOGEL (ACLI): Yes, it is.

Id. at 41l0.
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There are practical difficulties in disclosing all of the
information required by the NAIC model prior to sale. The NAIC
‘model regulation requires a policy summary that contains two
different types of information: Vsix indices that can be
used for similar policy cost comparison and basic iﬁformation
about thevpolicy such as premiums, death benefits, cash values
and dividends for the first five policy.years and representa-
tive years theréafter. The industry arguments against pre-sale
disclosure are directly related to the amount of information
disclosed. They contend that it would be impossible for agents
to have with ihem during the sales presentation schedules of .
cash values and dividends for every issue age and face amounﬁn
for all policies the company issues. They further argue that
because- the téquired disclosure calls for agents to fill in
over.20 numbers thére is a.substantialjiikelihood ;hat agents
will m;ke errors in filling out the disclosure stateﬁents. Cur-~
rently, most companies comély with.the_NAIC regulation by producing
the policy summary a£ the home office, generally by computer,
and delivering it with the policy after sale.

We gécognize there are iegitimate practical ptobiehs
connected with disclosure before sale of all of the informa-
tion called for by the NAIC model regulation, problems which
stem from the amount of information that must be disclosed.

We therefore recommend modifying the NAIC model to require a
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two-pért disclosure.126 The buyer's guide and a preliminary
policy summary would be given prior ;o the time prospective
purchasers are provided with an application for a policy. The
preliminary policy summary would contain basic information such
as policy type and size, premium, cost index and the rate of
return. The preliminary policy summary contains oniy a limited
amount of information essential to an informedvpurchase decision.
ft is not unreasonable to require agents to have all the infor-

mation needed to fill out the preliminary policy summary with

.

_ them during the sales presentation.

The second ﬁ;rt of the disclosufe would be a policy sumﬁary
delivered with the peliéy. That summary requiresz in addition
to the information on the preliminary policy summary, detailed
yéarly information concerning the cash flow elements of the
policy (premiums, illustrated dividends, death benefits and
cash values). The basic information provided is éssentially
vhat is required by the NAIC model regulation.127 This infdr—
mation is-important and useful to the consumer. Because it
is detailed, it may not be readily available to the agent during
the sales preéentatibn. It is»appropfiate, therefore, that

the policy summary be delivered with the policy. The two-part

126 "A similar two-part disclosure is required by the cost dis-
closure regulation recently proposed by the Wisconsin Insurance
Department. Wisc. Ins. Code, § 2.14. A copy of the Wisconsin
cost disclosure requlation is contained in Appendix X.

127

The exact 1nformat10n required for different types of policies
is set forth in the draft regulation in Appendix X.
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Judging from the results of the New. Jersey and Prudential

B

disclosure we recommend strikes an equitable balance between
the consumer's right to have essential cost information prior
to purchase and the burden on compénies and agents to supply
this information.128

3. The Information That Should Be Contained on the Disclosure
Statements In Addition to the Index Numbers

The next section describes in more detail the information

that should be contained in the two disclosures statements we

recommend.

a. Preliminary Policy Summary

Three fgatures that can be incorporated into the preliminary
policy summary may substantially increase consumer undérstanding
and use of the information_provided. First, the preliminary
pblicy summary should contain information designed to make clear

to the consumer the benefit of using cost information.

studies it is evident that many people simply

128 The Moss Subcommittee recommended that a preliminary policy

summary and buyer's guide be given prior to the time a
prospect is asked to sign a policy application, and that
the agent be prohibited from accepting a premium deposit
when the application is signed. The agent would be required
to prepare a "Final Policy Summary" that would be mailed

to the consumer together with a premium billing notice.
The notice would provide the customer with a minimum of

20 days to remit and would advise him that he is under

no obligation to purchase the policy. Moss Subcommittee
‘Report, supra n. 6, at 51. One concern with this approach
1s that 1t might unduly disrupt the sales process with

few countervailing benefits to the consumer. We think
consumers will have an adequate opportunity to comparison
shop if they are given a preliminary policy summary prior ;
to the application and are, in addition, granted a 10-day
"cooling off" period after the delivery of the policy.
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did not look at the information provided té them. The pre;iminary
policy summary should tell the consumers the importance of the

cost information they are being given.. An example of how this

can be done is contained in the Wisconsin regulation which requires
each preliminary policy summary to begin with the following

statement:

IMPORTANT: Many people think all life insurance
policies cost about the same. They don't. The
cost of similar policies varies sharply. You

can save many hundreds or even thousands of dollars
by choosing a low-cost policy. To find out how
this particular policy ranks, compare its Cost
Index (found kelow) to the range of cost indexes
for similar policies. For further information

on cost comparison and examples of the range of
cost indexes for a number of policies, see pages
4-8 in the Wisconsin Buyer's Guide to Life Insurance
which you should have received with thlS policy
summary.

The second feature we recommend incorporating in the pre-
1iminary policy summary is a brief explanation of the cosr
informatidn provided and how it can be used.l30 without some
explanation, the indices on tﬁe preliminary_policy summary will

mean little to most consumers. Putting explanatory material-

129 A similar statement is contained in our draft disclosure
materials in Appendix X. Purdue Study I indicated that
prov1dlng consumers with information that highlights the
1mportance of cost. 1nformat10n may substantially increase
consumers use of cost information. See Appendlx IX

130

The explanatlon of the surrender -index should contaln the
statement "To find a low-cost policy, 1ook at the pollcy s
20—year surrender 1ndex, not its premium. This warning
is essential. As-seen in Part III, many consumers equate
cost with premium, yet premiums are a totally unreliable
guide to the actual cost of a policy.
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on the preliminary policy summary will not only make the summary
itself more self-contained, it should also stimulate interest
in reading the buyer's guide.

Third, the precise format of the preliminary policy sum-
mary should be specified in the regulation. Format is almost
as impofﬁant as -the substantive information being conveyed.

If too much information is disclosed, or if companies disclose
the information in a qonfusing format, the whole purpose of
disclosure can be defeated. Under the NAIC model regulation,
companies are free to disclose the information in any way they
choose subject onl} to the general requirement that "All information
required to be disclosed must.bé set out in such a manner as

to not minimize or render any poition thereof'obscure."131’Most
companies prepare the policy summary by computer. This often
results in a preSentatibn that‘is confuéiﬁg and difficult for
the consumer to use. An e#ample_of a typical computer-éenerated'
policy summary is set forth on the following page.

The draft requlation contains a standardized preliminary
policy summary that cah be used for both whole life and endow-
ment policies and one that can’be_uséd for term insurance and
term riders. 1If a cash value policy is sold with a term rider,
a separate preliminary policy summary would be provided for

the basic policy and each term rider.l32 For annuities and

131 NAIC model regulation, Section 4(G)(11). See Appendix X.

132 gee draft reqgulation, Appendix X.
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additional first year premium policies, the draft regulation
specifies the basic information that must be disclosed and provides
that preliminary policy summary forms must be approved by the

State Insurance Commissioner.}33 It is desirable to provide

for prior approval of these products rather than providing a
specified form because of the wide variation in the types of

134

products.

b. Policy Summary

In addition to cost indices, the NAIC policy suﬁmary requires
that premiums, death benefits, cash values and_dividends be
shown for the firs; five policy years and representative years
thereafter. We agree with the NAIC that it is useful to provide

this information.135 There are two additional items of informa-

133 see draft regulation, Appendix X.

134 rhe Moss Subcommittee report notes that the Eroblem caused

by policies that combine elements of cash value and term
insurance and states it would be desirable to develop a
single format that will be applicable to any life insur-
ance policy or annuity. Moss Subcommittee Report, supra
n. 6, at 56. The potential problems caused by a com-
bined policy are adequately handled by requiring a sep-
arate preliminary policy summary for the cash value and
term elements of such a policy. We agree with the Moss
Subcommittee that a single uniform format for all insur-
ance related products would theoretically be desirable.
However, we doubt if it is possible to have a single for-
mat because the information a consumer needs to shop for
different types of products is quite different. For
example, renewal rights and the amount of renewal premiums
are very important for term insurance, but not for cash
vValue insurance or annuities. Similarly, the rate of,
return is critical in cash value insurance and annuitles

bgt has no relevance when term insurance is being con-
sidered.

- oh o - 0 o AP A S e AN S o AR S i e e e e o s n A s e e g O e e O A e B4 S B N M Bn R b Om S Gm e G A n S e A Om e o R D A

1 -
35 The 1974 Society of Actuaries report stressed that ade-

(Footnote Continued)
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tion we recommend including in the policy summary.

First, the interest rate assessed policyholders for paying

premiums other than annually should be disclosed. 1In 1976,

81 percent of ordinary life policies purchased were paid for

|l

on‘g@her than an annual basis.136 2 survey of 15 companies pre-

~pared for the Moss Subcommittee by Professor Joseph Belth shows

that the interest rates assessed for periodic payments are sig-

nificant and vary widely from company to company. For example,

he found that the added cost of paying premiums monthly rather

than annually ranged from 4.9 to 29.3 percent on an annual per-

centage rate basis.137 fThere are conveniencés to the consumer

and expenses to the company if premiums are paid more frequently

than annually. If consumers want to pay premiums on other than

convenience.

" an annual basis, they should be informed of the cost of this

138

135

136
137
138

(Footnote Continued)

qguate information disclosure must consist of both a
method for comparing costs of competing policies and a
method for disclosing the cash flow elements and benefits
of a particular life insurance contract as it relates

. to the individual purchaser. The cash flows of a policy

are defined by the Society for this purpose as "the actual
transfer of funds between the policyholder and the insur-
ance company, in either direction, and includes premiums,
dividends, cash values and death benefits." Actuaries
Report, supra n. 33, at 6. ; : ‘ ‘

Moss Subcommittee, Report, supra n. 6 at 49.

Moss Subcommittee Hearings, SUEra n. 4, at 179.

On a $50,000 policy with a premium of $700 a year, if the

company charges 15 percent for paying premiums monthly,

the consumer will pay an additonal $48.80 a year. If the
.~ (Footnote Continued)
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139

Second, the policy summary should contain information con-

cerning the existence of, and how to exercise, the 10-day

‘"cooling—-off" period.139 The "cooling-off" period is an important

component of the NAIC model regulation. If consumers are to

make effective use of this right, they must know of its exis-

tence. 140

4. The Buyer's Guide

The NAIC model regulation requires that a standardized
buyer's guide be given purchasers along with the policy summary.
The NAIC buyer's guide is a short booklet describing the types

of insurance available and how to use the cost indices provided

on the policy summary. This section contains our recommendation

concerning how to modify the NAIC buyer's guide.141

(Footnote Continued)

amount were invested each year at 5 percent (after taxes)
it would amount to approxlmately $1,680 at the end of 20
‘years.

This same information should be contained in the buyer's
guide. See Appendix X.

10 The New Jersey study provided graphic evidence why this
' provision is needed. It was found that only 10 percent
of purchasers knew that the New Jersey cost disclosure
regulation granted a 10-day cooling-off period. - Another
10 percent thought they had a 5-day cooling-off period,
while 24 percent thought they had 30 days, 3 percent
thought the period was 60 days and 55 percent answered
they did not know what "cooling-off" rights they were
granted under New Jersey law. :

141 At various p01nts in this report we have made recommen-
dations concerning the  information that should be con-
tained in a buyer's guide, see page 121 n. supra.
These recommendations will not be repeated here.

173



S

. et

One of the most important decisions consumers have to
make is whether to base their insurance program on primarily
term or whole life insurance. dther than providing a brief
narrative description of the difference between term and whole
life insurance, the NAIC buyer's guide contains little to help
the eehsumer make this decision:142 e recommend the following
changes to assist consumers in making the term/whole 1life
decision. | |

1. The NAIC buyer's guide does not mention group insurance.

-

142 None of the NAIC index numbers are relevant to the term/

whole life decision, see pages 99-106, supra. To help the
consumer choose between term and whole life the NAIC sys-
‘tem relies solely on the narrative information in the
Buyer's Guide. Moss Subcommittee Report, supra n. 6, at
59. The Moss Subcommittee found thls information
- to be 1nadequate. -

The narratlve explanation' referred to is a ..
short, general description of the differences
between term and whole life. It fails altogether
to explain the significance of even the most
fundamental aspects of the term-whole life
choice. The NAIC rule neither provides rate

of return data nor even mentions the concept.
Instead, the NAIC adopts the position of non-
dlsclosure that has been advanced by insurers.

for years to avoid revealing the information

that would enable consumers to make a meaning-
ful décision. The NAIC thus finds itself endors-
ing irrelevant and unpersuasive arguments devised
by insurers to protect their economic position

as financial intermediaries.

We would have expected to find the NAIC emp10y1ng
its 1nfluence to dissipate the wholly unnecssary
confusion that surrounds the term-whole life con-
troversy. Regrettably, we find the NAIC at the
forefront of efforts to perpetuate it.
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Almost one-half of the insuranceé currently in force is group
insurance.143 For many people, group insurance can provide a
relatively inexpensive way to provide for their basic insurance
needs.144 Group insurance should be discussed in the buyer's
guide, .

2. The NAIC buyer's guide states that, "term insurance
generally provides'the largest immediate death protection for
your premium dollar." The guide should point out that for many
families, especially those with modest incomes and small children,
the only way they can meet their basic insurance needs is by
buying primarily” term insurance. It would also be useful to
give a specific illustration of how much more term insurance
per premium dollér a person éan'buy at youngef years.

3. The industry_of;en1distinguishes between term and whole
life insurance on the grounds that term insurance is deéigned
for temporary needs while whole life insurance is'f0t.the per-—

son who wants insurance for their entire life.l45 rhe buyer's

143 See page 12.n. 29 supra.

144 In add1t10n to pointing out the potentlal advantages of
group insurance, the buyer's guide should list the draw-
backs, one.of which is that the amount of coverage available
under a group policy is often limited and a person may lose
'his group coverage if he changes employment.

145

An example of this is contained in a recent brochure put

out by the National Association of Life Underwriters (NALU).

With regard to term insurance, they state, "term jinsur-

ance has an 1mportant purpose. But, remember, a term policy

g1vestemporary protectlon only. 1It's like renting instead

of buying." This is in contrast to the description of

whole life insurance, "chances are if you bought permanent

life insurance, it was in answer to permanent needs. If
(Footnote COntlnued)
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guide should point out that renewable term insurance can be used
to meet long term insurance needs, at least through age 65.
A 25-year old person who buys renewable term insurance and holds
it until age 65 will have had protection for 40 years. It is
hard to say this is temporary insurance coverage. The guide
should also point out that term insurance premiums become very
high after age 65, and if a person wants a life insurance policy
in force after age 65 he should probably should buy whole
life.l46

4. The NAIC buyer's guide describes three types of insurance--
term, whole life, and endowment. For many people the best insurance
program is a combination of term and cash value insurance. The
buyerfs guide should note this and discpss-the ways these basic
types oflinsurance:can be combined (for example, thrqugh‘;hg_
niph}éﬂasé.oan;whoie.iife'pdlicy with a term ridér attached).

5. As_discussed ;hpeﬁghout the report, the savings element
is an integral part of cash value insurance. The only mention

of the savings feature of whole life insurance in the NAIC

%ﬂS (Epotndte Continued)

those needs have not changed, then you still need the perma-

nent protection. . . .Thus, if life insurance protection

is required for relatively long periods, whole life insur-

ance is the least expensive form of individual life insurance

policy." - This booklet is reprinted in Moss Subcommlttee
 86811ﬂgS, supra n. 4 at 752-64.

146 we repeat the points made earlier that all insurance is

expen51ve after age 65 and that whole 1ife insurance and
term insurance plus a side fund are equally legitimate
ways to provide protection at any age. See pages 135-36,

supra.
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puyer's guide is a description of cash values and the fagt,a

person can either borrow against them or receive them by sur-

- rendering the policy. We recommend that the explanation of

the savings element of cash value insurance be expanded to
include .a statement that whole life insurance can be viewed

as a combination of death protection and savings, with the

size of the protection element decreasing over time as cash
values increasé. "Additionally, it should include a description

of how to use the rate of return.147

5. - Coverage of the Regulation

147 This description should include i) a discussion of the

unique characteristics of whole life that may make a
relatively low yield acceptable (see page 120, supra),
ii) the YRT rates used in the rate of return calculation
(see page 121, supra), and iii) a description of the )
tax advantages of life insurance (see page 29, supra).
The buyer's guide should also contain information on how
to use the surrender index to compare similar policies.
It should provide an example of how much a person can
save by -buying a low as opposed to a high-cost policy.
It should also inform the consumer that small diffe-
rences in the cost of similar policies may be offset

by other policy features. See draft guide, Appendix X.
The NAIC buyer's guide contains a statement that small
differences in index numbers should be ignored and may
be offset by other policy features. It does not, how-
ever, say what a small difference is. It would be
extremely useful if the buyer's guide contained some
concrete indication of what is a small difference.

Mr, E. J. Moorhead has suggested that the figures be

50 cents per thousand. Statement before Senate Veterans
Committee, supra n. 58, at 151. We think the use of
this figure 1s appropriate and it is contained in the
draft buyer's guide.

177

arhi¥



The NAIC model regulationstotally exclud€ droup insurance

7
148

and group annuity products. The regulation we propose only excludel

these pfoducts if at least a portion of the cost is borne by
a person other than the person insured or his beneficiaries.149
It can~§e argued that cost disclosure is not necessary where
employers who are paying part of the premium can be relied upon
to search for an attractively priced product. In other group
sales, however, this protection is not available. Therefore,
it is appropriéte to require cost disclosure for group products
if the insured bears the total cost.

The NAIC model regulations do not apply to."life insuran;e
policies issued in connection with pensions and welfare plans

as defined by, and which are subject to, the Federal Employees

- Retirement Income Security;Act of 1974 (liRISA).150 We recommend -

dfopéiﬁg thiS,éxClﬁsioh; ”Ihdividpal life insurahce and annuity
products are often sold to fund Inaividual Retirement Accounts
(IRAs), H.R. 10 (Keogh Plans) and small pension plans established
under ERISA. The need to provide meaningful cost disclosure |

in this area is as great as in the individual market. The

néed to provide rate of réturh information is especially strong

because the insurance and annuity products sold to plans under

148 NAIC model regulation, Section 3(b). See Appendix X.

143 chis modification. of the NAIC model regulation is contained

in a cost disclosure regulation recently proposed by the
Maryland Department of Insurance.

150 NAIC model regulation, Section 3(B) (4): Sée Appendix X.
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gRISA are primariliy designed to provide retirement income.
currently, neither the Department of Labor nor the Internal
revenue Service, the agencies having the responsibility to
administer ERISA, require rate of return disclosure on insur-
ance or annuity products.ls1

We also recommend that purchasers of small face amount
policies, including industrial insurance, be given the same

disclosure materials as purchasers of larger policies. Although the

NAIC did not exempt small policies from the scope of its model,152

several states have excluded small policies from their disclosure
requirements. There is little reason for exempting such policies.
They are often purchased by lower income persons who may know

even less about the true costs of an insurance policy than pur-

‘thasers of larger policies. ‘We note that substantial .consumer

problems peculiar to the small pdlicy market, particulérl§ for
debit insuraﬁce, have been revealed in recent years. A principal
criticism which has been 1eveied\against many of these policies
is that their cost is abnormally high compared to larger ordinary

pﬂicies. Purchasers of small policies should have the right

151 ERISA preempts state insurance regulation in certain areas.
The recent decision in Wadsworth v. Whaland, 562 F.2d 70 (1lst Cir.
1977), indicates, however, that.ERISA would not preempt a state -
cost disclosure regulation which applies to insurance com- :
pany products sold to fund pen51on and welfare plans.

152 The NAIC Model Life Insurance Solicitation Regulation

permits insurers to omit some information from the policy
summary on polcies whose Equivalent Level Death Beneift

is less than $5000. However, the cost indices must be
provided. Our draft regulation contains no such exemption.
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to find out how their insurance investments compare with other 1

policies and other savings media.153

6. Enforcement Provisions

The NAIC model regulation requires each company to maintain
a file of one copy of each document authorized_by the insurer for

use pursuant to the model regulation.154

This provision will be
useful in deterﬁining whether authorized company forms comply with
the regulation and is included in the draft regulation. This pro-
vision is of limited use, however, in determining whether an insurer
and its agents are actually complying with the regulation. It will
now show whethé; the forms actually used comply or whether the forms
are correctly filled out.

The draft regulation confains'an alternative provision that a
state may wish to_conéider in lieu of NAIC, Section 6(A). .This
alternative pfdﬁision'requifes iﬂsureis to ﬁaihtain éopies of the
preliminary policy Summary and policy summary for each policy they
issue. This information will enable insurance departments to
determine easily whether insurers and agents are fully complying
with the regulation. This information will also-enéble companies
to determine whether their agents are complying with the regula-

tion. The preliminary policy summary will be filled out by the

agent during the sales presentation. If the company has a copy of

153 On the question of whether small policies should be exempt

from disclosure, Spencer Kimball has concluded that the
arguments favoring exemption are unpersuasive. He observed '
that, "...the low or moderate income consumer who purchases
a small policy is the very person who most needs price
disclosure information, to get the most from his limited
resources." Kimball and Rapaport,” supra n. 25, at 1047,

154 NAIC model regulation, Section 6(A). See Appendix X.
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the policy summary, it can easily check it against the policy
sutmary it provides to the consumer and thus determine if the

information on the preliminary policy summary is correct..

in : The drawback of the alternative provision is that it would,
for to an extent, increase company cost in complying the regulation.
oe H There would be a certain cost involved for companies to retain
@ith the required disclosure statement in the customer's file. This
pro- small'additional.cost should be weighed against the possibility
nsurer of violations of the regulation and the saving in enforcement
will costs which would result from the adoption of the alternative
forms H enforcement pro;ision. )

Other enforcement mechanisms should also be considered that
ata | might make the regulation more self-enforcing. One method would
si - be to pefmit:the purchaser to return the poliéx_apd,obgain_a full
t?e 1 réfund ﬁithiﬁifourteen_mpnths after the'policy is déliﬁéred if
they vthe disclosure requirements are not fully complied with. A pro-

vision of this type would give companies a substantial incentive

ng to take all necessary steps to ensure that they fully comply with

res the regulation. It would substantially reduce the need for an

a- . _ : . ) _ _ .
: insurance department to commit resources to enforce the regulation.

y of

't

es
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CONCLUSION

To summarize briefly. The life insurance industry is a
major repository of consumer savings, holding over $140
billion in 1977. Yet in 1977, the industry péid its policy-
hol&ers less than 2% on their savings in a yéar when the rate
of .inflation was around 10% and in‘whieh all other savings
institutipns were paying higher rates. Life insufance

companies paying 2% after 20 years compete successfully against

companies,paying 5%, Penalties for early withdrawals are
remérkably severe but unnannounced. We recommend that the
life insurance industry be required to disclose the rate of
return and several other items of information to their
policyholders in a simple and effective manner. Price

competition can only be effective when some significant

‘ﬁfraétion of the market is able to compare prices, and this is -

what the disclosure system is designed to do.

| We note that the call for life insurance cost disclosure
is not new; In 1908, the Wisconsin Commissioner of Insﬁrance
wrote:

There is a point where the benefits of insurance are out-
weighed by the expense. Either the policyholder should be
enabled intelligently to determine for himself what that
point is or the state should at least prescribe a maximum
limit. The recent investigation committee recommended that
every policy issued should state in dollars and cents for
each year during the possible history of the policy, the
amount provided for expenses, the amount provided for
death claims, and the amount held to the credit of the
policyholder as a reserve. With these facts before him,
the proposed policyholder would have something on which
to determine whether or not the contract was one he wanted.
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He would also have something definite by which he could
judge how the management afterward administered its
trust as to his money.

When the recommendation was suggested in the hearings of
the committee, it met with the answer that the prospective
policyholder would not take the insurance if he knew what
he was paying for expense. Company managements admitted
that they were writing forms of policies which men ought
not to take because the expense provisions far outweighed
the benefits and which they would not take if they knew
what the expense provisions really were. It would seem

as if there could be no question that the present and
prospective pclicyholder is entitled to have all the

facts with regard to his policy in such form that he

can understand them and be able to compare the expense

and the insurance benefit. Yet so novel was the proposition
to give the policyholder a chance to protect himself and

so strenuous were the objections to the plan on the part

of the companies, even during the hearings by the investiga-
tion committee, that the committee felt that it would be
difficult to secure its immediate adoption. The opposition
of the companies was continued in the hearings before the
committees of the legislature at the session of 1907 and
the recommendation was defeated." (1908 Annual Report,
Wisconsin Commissioner of Insurance).

' Due to ihflayiéh the need for meéningful-cost disclosure
"has nevef been greaﬁer. We noté with encourageﬁent tﬁat the
insurance departments of Massachusetts, North Carolina and
Wisconsin have attempted to enact cost disclosure systems
fesponsive to the problems addressed in this report and hope
that other insurance ¢ommiésions will fcllow the lead of-these
states. We think that the reaction of other state regulators
to the probleﬁtof life insurance cost disclosure in the year
ahead will be a very good measure of the adequacy of state

regulation of insurance.
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APPENDIX I: BACKGROUND STATISTICS ON THE LIFE INSURANCE INDUSTRY

I. Introduction

This appendix describes the major features of the life
insurance market and attempts to place ordinary insurance--the
focus of the report--in contexé. The first part will discuss
the siz;, concentration and profitability of the industry. The
second part will compare ordinary insurance to group, industrial
and credit insurance.

II. The Life Insurance Market

A. §igg. The life insurance market is enormous by any
measure. The average amount of life insurance in force per
family increased from $17,000 in 1967 to $26,506 in 1974 and
to $32,400 in 1977. 1 In total, the amount.of life inSurénce
in force'in 1977 exceeded $2,582 billiqn;;z In that same year,
Americans purchésed 5367 billidhfin new life insurarice;3 and
received a total of $26;5 billion in payments, inc1uding $10.2

billion in death payments-as shown in Table I-1 below.

1 American Council of Life Insurance, Life Insurance Fact
Book 24 (1978) [Hereinafter cited as Fact Book].

2
Id. at 18.

3 Id. at 11.



Life Insurance Benefit Payments

Table 1-14

in the United States (000 Omitted)

Matured  Disability Annuity Policy
Death Endow- . Pay- Pay- Surrender Dive-
Year Payments ments ments ments values dends Total’

1940 ........... $ 995000 $ 269.200 3103500 § 176500 $ 652.000 § 468.100 $ 2.664.300
' 406.700 87.600 216.400 210,900 466,100  1,667.300
495.100 99.600 319.400 $92.300 634.600 3.730.700
613.900 110.000 462.300 895.900 1.059.900 5.382.700
. 673.100 123.800 722.000 1.633.400 1.620.100 8.118.500
4.831.400 931,100 163.000 1,038.900 1.932.300 2.519.900 11.416.600
5.218.200 981,600 169.300 1.152.600 2,120.600 2.699.900 12.342.200
5.665.300 1,017,100 174.600 1.261.300 2.243.100 2932200 - 13.293.600
6.209.300 967.200 195.600 1.401.000 2.456.400 3.155.500  Y4.385.000
6.758.100 952.600 204.700 1.558.600 2.721.600 3,328.900  15.524.500
7.017.300 978.300 232.900 1.757.100 2.886.400 1,577,400  16.449.400
7.423.300 990.200 256.800 1.944.400 2.881.600 3.680.900 17.177.200
8.007.000  1.000.400 271.200 2.213.200 3.027.400 4.054.900 18.574.100
8.572.000 1,025.600 316.600 2597,900. 3417800 4382900  20.312.800
8.885.100 991,400 374.500 2.904.300 3.641.700 4.655.300  21.452.300
9.192.100 946.300 426.000 3.176.800 . 3.763.200 5.031.800 22.536.200
9.593.300 976.200 458.000 3.879.900 4.147,600 $.5§56.200  24.611.200
10.195.700 931,700 °  495.000 4.617.500  4.308.900 5.913.200  26.462.000

Source: American Council of lite lnsurance. Figures represent bencin paymenmts under aringl policy
- cantracts; ncluding benefus that are left with the companes for future pavment under wupplementars

contracts, but excluding payments irom existing supplenientary contracts.. See page 47 lor supple mr-mdn
_ Ccomtract paymenh Jlld page 48 (or health m,u(ance benehu paid by life companies. .

1d.

at 39,
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" The significance of the life insurance industry is also
evident in the.awesome‘size of its holdings. The assets of
U.S. life insurance companies totaied $351.7 billion at the end
of 1977, an increase of 9.4 percent over the previous high of
$321.5 billion in 1976.% Those assets, consisting largely of
financial instruments, have»beeh an important soerce of investment
capital in the American economy, totalling $29.2 billion of
" net investments in U.S. capital markets in 1977. 1In 1977, life
insurance ranked Sth‘emongrrhe major domestic institutional
sources of capital, preViding 8 percent of the total monies
flowing into U.S: f1nanc1al ‘markets.® |

B. Concentratlon._ An estlmated 1,750 1egal reserve life

1nsurance companles were in bu51ness at the end of 1977. 7

With the. exceptlon of Alaska, at 1east two insurance companles
are dom1c11ed in every state.8 This number has grown steadlly
from the early 1800 S to the 1960's and 51nce then has hovered at

about 1,750:

>  1d. at 68, 69.
6 Id. at 68.

7 14. at 89.

8

Id. at 89-90.
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Table I-29

Number of U.S. Life Insurance Companies

Year Number Year Number Number
1759 1 1900 ) Y] 1,488
1760 1 1905 12 1549
1770 2 1910 284 1629
1780 2 1915 295 1,704
1790 3 1920 335 1S
1800 4 1925 79 1763
1810 2 1930 48 N
1820 3 1935 73 1,780
1830 L] 1940 444 1765
1840 15 1945 473 1753
21850 .eee..... < 1950 649 1,766
160 .eeecnnnnn-. 43 1955 eeecann-n - 1167 1757
W0 eeeeinaann. 129 1960 ..eeeennnn.. 1,40 1746
880 ..ovceennnn. 59 1967 ceennnnn.-. 1,448 1242
W90 T....... 60 1962 .eeenuneen.. 1,469 1,750

Note: The figure for 1976 is revised. The figure for 1977 is preliminary.
Sources: Marketing Life insurance (J. Owen Stalson), Amencan Counnl of Life Insurance, and Best's Review.

1d.

at 90.




It should be noted, however, that this 1750 figure may be mis-
leading because some of these reserve companies are wholly owned

by one holding company. For example, American General of Houston,

Texas wholly owns eleven insurance subsidiaries .10

Fuptﬁermore, although there are numerous legal reserve
insurance companies, most of the assets and insurahce in force
are concentrated in a relatively few companies. The Hart Hearings
‘found:

At the end of 1968, -the two largest life
insurance companies {by admitted assets)
accounted for about 28% of the industry's
admitted assets, the four largest about
40%, the eight largest (Prudential, Metro-
politan Life, Equitable of New York, New
York Life, John Hancock, Aetna Life,
Northwestern Mutual, and Connecticut
General) about 54%, the twenty-five
largest about 74%, and the fifty largest
[accounted for] about 84% [of the indus-
try's admitted assets]. :

Likewise, a 1972 article in the Journal of Risk and Insurance

stated that the top 20 life insurance coﬁpanies in the United
States, according to admittea assets, accounted for 70.69 percent
of the total assets in the life insurance industry, while those
20 companies élso held 58.05 percent of the industry;s total
surplus and dividends in 1969. In.that'gfoup 6f.top companies

as of 1968, theﬂgop 4 companies had 34.20 percent of ordinary

life insurance in force, the top 8 held 44.65 percent of ordinary

10 Best's Insurance Reports, Life & Health 98 (1978).

11
J. Belth and W, Maxwell, "The State.of Competition in the

Life Insurance Industry,¥15 Antitrust Bull. 213 (1970).
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life insurance in force, and the top 20 together held 60.79 percent P

of all the ordinary life insurance in force.12

Table I-3

Life—-Health Insurance Concentration Ratios, 1976

Base 4-Firm 8-Firm 20-Firm
Total premiums | : 28.9 43.2 58.2
‘Assets - 36.9 50.3 68.2
Life insurance issued 25.9 36.7 54.8
Life insurance in force 31.2 ' 44.1 59.5
Health insurance premiums* 127.2 42,7 - 61.4

Concentration ratios

Credit life insurance issued 23.8 33.3 -~ 50.8

* Excludes health insurance premium of property-liability
insurance companles.

Sources: Universe data (except for credit life insurance) from

American Council of Life Insurance, Life Insurance Fact Book

(1977), p.7. Company data from Best's Review, Life-Health

Edition, August, 1977 (p. 35) June, 1977 (p 42), September,
p. 41) and October, 1977 (p. 39).

The concentration among the large firms may not, however,
be cause for concern. First, when compared to other markets,
the concentration ratio for the life and health insurance industries .

are low to mode:ate (Table I-3).

12
J. Cummins, H. Denenberg, and W. Scheel, "Concentration in the

U.S. Life Insurance Industry," 34-J. of Risk and Insurance 177,
184 (June 1972).
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177,

is greater), and minimum reserves of $1 million.

Second, entry restrictions are few. The only significant
restrictions in the life-health insurance sector result from
state requlation. New York, the state with the strictest standards,
requires minimum paid-in capital of $1 million, minimum surplus
of $2 million or twice the amount of paid-in capital (whichever
is greater), and minimum reserves of $1 million, minimum surplus
of $2 million or twice the amount of paid-in capital (whichever
13 gimilarly,
recent studies of scale economies in the U.S. and Canadian life
insurance industry show slight returns to scale. Firms with
the lowest output-levéls had average costs aboﬁt‘25 percent
above those of the largest firms. However, the small firms
accounted for a sméll percentagé of industry output and, at
least in the Canadian industry, such firms are shielded by favorable
tax trgatments;l4 In shert, there appears to be a Iimitéﬁ-capital
requirement entry#barrief.
The absence of significant barriers to entry is borne out
by the existing evidence. Table I-4 shows the large number of
legal reserve life insurance companies doing business in the
mﬂted States frbm 1950 throhgh 1977 and the frequency Qf entry

and exit of such companies. The great majority of the>companies

added through the years were new firms (others had converted

13 U.S. Securities and Exchange Commission, Institutional

Investor Study Report 509 (1971).

14 Randall Geehan, "Returns to Scale in the Life Insurance

Industry,"” 8 Bell Journal of Economiss 497 (13977).

I-7



from fraternal insurers or had been formed by consolidation
of existing firms)} Most companies that discontinued operations
either merged with other insurers or had their outstanding bus-

iness reinsured.lS

15 Fact Book, supra n. 1, at 89.

o a—— —.




Table 1-416

ms
5-
Change in Number of U.S. Life Insurance _
- - Companies in Business in the United States ) ’
In Busmen " New in Business
Start of Year Oper- Discon- Year-End Net Changes
Year Stock  Muwuai Total ations tinued Stock  Mutual Total Duting Year
1950 478 REE] L 2R 44 6 507 142 649 .- 38
1951 SO 142 649 S0 20 Ex3} 148 679 . 30
1952 N 148 679 62 n 567 163 730 . 51
1953 S6T . 183 730 n? 15 661 ”m 832 * 102
1954 661 m 832 15 30 753 164 917 - 85
1935 753 164 917 ne 26 942 165 1,307 . 190
1956 942 165 110" 13 49 1035 156 1.9 . 84
1957 1.035 156 1,191 120 38 A1) 154 1,273 . 82
195¢€ 1.119 154 1273 142 50 1.2 153 1,365 - 92
1959° 1212 153 1365 125 63 1273 152 1,425 . 60
1960 1.273 152 1,425 9% & 1,286 155 1,441 b 16
1961 1.286, 155 1,441 &7 80 1,292 156 = 1,448 - 7
1962 1.282 156 1.448 o 80 132 157 1.469 - N
1962 1.2 157 1,469 86 67 1332 156 1.488 . 19
196< 1332 156 1,488 n 72 1393 154 1.547 . ‘59
1963 1.393 154 1547 149 67 © 1475 154 1.629 . 82
196¢ 1.47¢ 154 1623 156 8 1.550 154 1.704 b 75
1967 1.550 154 1704 90 79 1,561 154 15 - n
196¢ 1,561 154 1715 n2 - 64 1.608 155 1,763 . 48
1969 1.608 155 1763 74 64 1.619 154 1773 - .10
1970 1.619 154 1773 73 66 1.627 153 1,780 b 7
1971 1.627 153 1,780 49 64 1,612 153 1765 - 15
. 1972 1612 153 1765 76 88 1,603 150 1,753 - 12
1973 1.603 150 1753 75 62 1619 47 - 1,766 - 13
1974 1619 147 1,766 3 ) 82 1,612 us - 1757 - 9
1975 1.612 145 1757 . 63 74 1,603 143 1,746 —_ n
1976 1.603 143 1746 85, a9 1601 141 1,742 - 4
1977 1.600 141 1742 N.A. N.A. N.A. N.A. 1750 N.A

Note: Data for 1976 are revised. The figure for year-end 1977 is preliminary. A change in domicile s refleciedin
both new and disconunued operations.

N.A —~Not available.
*inciudes seven companies domiciled in Maska and Hawaii which were staned in earlier yean
Source American Council of Life lnsurance.

1
6 Id. at 91.



C. Profitability. Current evidence does not permit any

firm conclusions about profitability. Although there is an
extensive literature on profitability in the property-liability
insurance industry, little has been published on life insurance
profitability. Profitability in the life insurance indﬁstry is
more difficult to measure. Moreover, since its pricing is
unregulated, there may have been less immediate need for profit
studies. However, recent concern about the workability of com-
petition in the life insurance industry and recent availability
of financial statements for stock life insurance comparable

to those of ecompanies in other industries has prompted some
research. lZ/‘ At this point, the evidence does not indicate
that life insurance companies are making massive profits. The
companies did earn about 7 percent on their investments, before
federal taxes, in 1977. The available facts do noi-suppdrﬁ'the
conclusion that the differential between what the companies earn
and pay out results in very high profits. Most of the differential
is absorbed by high home office expenses, sales commissions to
agents and federal and State taxes. Since entry into the'life

insurance industry appears to be easy, 18/ and there has been a

17/ See, e.g., Pritchett and Wilder, "A Comparative Study of Stock
Life Insurer Profitability: Implications for Workable Competition,”
S.S. Huebner Foundation for Insurance Education, Wharton School,
University of Pennsylvania. See Part I at n. 42. :

18/ For example, the minimum capital requirement for life insurance
company licensed in Arkansas was $37,500, a sum that some people in-
the Washington, D.C. area would consider to be more like a down
payment on a house than the capital upon which to found a life
insurance company.
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great deal of it, 19/ massive profits would likely be eroded.
While figures for 1977 are not available, we know that
in 1975 the 1life insurance companies net investment income assets
generated by their ordinary life business was about $9.4 billion,
whiéh represented about a 7 percent before-tax rate of return. 20/
Acearding to our calculations, they credited ébout $1.1 billion
in interest to policyholders, a rate of return of less than 1
percent (éssuming a 66-2/3 percent loss ratio). The difference
is a whopping $8.3 billion for the year 1975 alone. 1If all of
the companies' investment income had been credited to the policy-
holders, then the policyholders would have earned over 7 percent
rather than 1 percent. However, the same séatistiés.shownthat.
general expenses, sales commissions and taxes amounted to $8.4
billion. With a 1oss ratio of 66-2/3 percent, only $2 2 billion
is available for covering expenses, an amount that was lnsuf—
ficient to cover sales commissions alone. ($2.5 billion). If
all of the $8.4‘billion_in expenses and taxes were allocated to
the cost of insurance, the loss ratio would*be about 35 percent
or policyholders could éxpect to pay about $2.89 in premiumé to
get back $1 in death benefits. They would then be paying an
extremely high price for their pure insurance protection, but

earning over 7 percent on their savings. Since one can buy term

19/ There were 1750 life insurance firms in business in mid-1977,

. up from 1100 in 1955. Many of the new entrants appear to be in

the credit life lines or in other than ordinary life insurance
and are extremely small.

20/ These figures are taken from Appendix II, Table 2.
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insurance with a 1.5 multiplier, it seems more appropriate to

allocate only $2.2 billion of expense to the pure insurance

portion and the remaining expense shows up as a low rate of return.

On the other hand, the evidence does not demonstrate that
the life insurance industry is unprofitable. The $8.3 billion
difference between what the companies earned and what they paid
must be offset by the $6.2 billion in expenses and taxes that
would not be recovered at competitive term rates. This leaves
about $2.1 billion for profits (or contributions to surplus in
the case of the nonprofit mutual companies). Without further
information it.is not possible to judge whether this figure is
high or low. Althbugh some companies are extgemély profitable,

many appear to be only of average profitability.

III. The Significance of the Different Types of Life Insurance

A.  Types. - Besides q:dinafy life insurance, there are three
other types of life insurance: group, industrial and credit
insurance. This section b;iefly explains the Hifference among
these types of insurance.

Although not entirely exclusive, the four types of life
insurance can be distiqguished‘by differences in policy size and
sales methéds:

(1) Ordinary life insurance is generally sold to individuals

21 Most ordinary life insurance

in face amounts exceeding $1,000.
is sold through the agency system. However, mass-marketed whole-

sale insurance has come into wider use in recent years and, in

21 Report of the Subcomm. on Oversight and Investigations of
the House Comm. on Interstate and Foreign Commerce, 95th
Cong., 24 Sess. 5 (1978) {hereinafter cited as Moss Sub-
committed Report.] _
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1977 new issues amounted to $2.2 billion.2’Nonetheless, in
1967, the most recent year for which detailed data are
available, of the 740,000 persons who worked in the life in-
surance industry, and about 220,000 persons derived from 50
percent to 100 percent of their income from the sale of life

insurance.

(2) Group life insurance normally involves term insurance
offered by employers (86.1%), unions (4.1%), professional societies
and employee associations (4.8%).24 Many group life plans provide
for coverage on the lives of dependents of group members.

(3) Industrial life insurance is issued for small amounts,

usually less than.$1,000 and premiums generally paid weekly

22

Fact Book, supra n. 1, at 28.
23 -

Id. at 92.
24

Id. at 30. Percents are based on a survey of group life
1n force at year-end 1973.
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or monthly to an agent who calls at the policyholder's home.25

(4) Credit insurance is term coverage to insure the life
of a debtor. It is issued through banks, finance companies,
credit unions and retailers and is designed to satisfy the debt
should the debtor die.27 Accordingly, credit life generally
deﬁkeases in amount as the loan is repaid. It is commonly a
part of consumer credit contracts.

B. Relative Significance. Although there are signs of

change, ordinary life insurance is the principal type of life
insurance for most Americans. Of the total $2,582 billion of
life insurance in force in 1977, about $1,28? billion was in
ordinary life insurance, a 9.5 percent increase over the pfevious

year. The remaining amounts of life insurance in force included

v$l,115 billion of group inshrance;_$139 billion of credit life

29

insurance: and $39 billién of‘indusirial life ihsurance.
Therefdre, at the end of 1977, ordiﬁary insurance amountea to
half of all life insurance in force. However, in recent years
group 1insurance in force has grown rapidly, and at the end of
1977 it amounted to 43 percent of all life insurance 'in force.

It should -also be noted that in 1975, although group insurance

25 i
Id. at 31.
26
Id. at 33.
27
Moss Subcommittee Report, supra n. 21, at 5 n.#6,.
28
Fact Book, supra n. 1, at 33.
29 '

Id. at 7.
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constituted only 20 cents of the premium dollar, it accounted

for the distribution of 42 percent of all the death benefits. 30/
Within the area of ordinary life insurance, whole life

policies account for the highest proportion of the amount in

force although the percentage of whole life has declined from

about 63.0 percent in 1974 to about 60.9 percent in 1977.

For a more precise picture of the relative size of the

four types of insurance we rely on the following four tables.

Tables 6 and 7 portray the aggregate size by type.

30/ Based on figures in the Annual Statement for 1975 of the
U.S. Legal Reserve Life Insurance Companies.
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Table I-6

Life Insurance Purchases in the United States
{Exclusive of Revivals, Increases, Dividend Additions and Reinsurance Acquired)
O«dinary Group Industtial T Tatal

Certifi-
Policies Amoum cates Amount Polides Amount Number Amount
** (000 {000,000 (000 (900,000 {000 {000.000 {aoo {000,000

Year Omitted) Omited) Omitted) Omitted) Omitied) Omied) Ominted) Omitied)
3.855 $ 6,689 285 $ MM 14,017 $3.350 18,157 % 10730
4343 9.859 681 " 1,265 11,869 3.430 16.893 14,554
5.279 17326 - 260 6.068 14.924 5.402 22834 28,796
7572 3087 2277 11.258° 14,356 6.342 24,145 40.427°
8734 52.883 3734 14,645 12,287 - 6480 24755 74,408
8735 55.016 3.9 17.019 12327 7.000 25,033 79,035
8,662 56,998 3,498 15533 11799 ,7‘0‘6 23,959 79577
9.046 €4.267 3.534 18,152 11,407 7,154 23.987 B9573
9.605 74,012 4,225 23684 711.059 7.312 24,889 105.008
9,937 83,485 7,007 51,385¢ 10,492 7.296 27,436 142,166t

10.131 88.693 4,055 26.n9 9.764 7.078 23,950 121,990
10,192 94694 . 4353 39118~ 9,404 7.056 23,949 J40,868"

10,461 103,944 4875 39877¢ 8,417 $674 23753 150.495°
10.588 113500 5,156 39,329 7.916 6.45¢ 8660 159.28)
10.968 122820 5219 636901  7.582 6612 23769 193,122t
1200 132,130 5403 49,407 8326 7274 25010 188811
.84 145479  6.698 55.857 8123 7394 26665 - 208730
12,198 <162506  7.065 64,461 7.506 7224 26769 23419
12763 182755 7994 111622t 6747 6580 27504 300057t
12,549 188,003 8,146 95.190t 6397 6729 7092  289.5221
1309 213,784 9145  104.683 5.962 6382 28326  324.849
13.435 242842 10170 - 117.960 5.800 6533 29455 367335

*tncludes Federal ‘Employees' -Croup Life insurance of $1.9 billion in 1955, $8.3 billion in 4967, and $3.4 billion
in 1968. . o

tincludes Servicemen’s Group Life lasurance of $27.8 billion in 1965, $17.1 trllion in 1970, $29.2 billion un 1974
and $1.7 hillion in 1975,

Sources: Lile insurance Marketing and Reseacch Association gnd American Council of Life Insurance. figures
from 1940-1973 exciude all credit lile insurance. Beginning wih 1974, data include long-term credit insurance
(lile insurance .on loans of more thanten years” duration) Data for 1977 are preliminary.

&

31 -
Fact Book, supra n. 1, at 13.




Table I1-7

32,

Life Insurance In Force in the United States
(000,000 Omitied)

RS

ey

Ordinary Group indusirial Credn To1a!
Year X Amt. Cen. Ami. No. Ami. No.t Amt. No. Ami
. 1900 ...... 3 8 63 —_ - N 31449 — - 4 $ 72573
1905 ...... 5 9535 - - 17 208 — — 2 11,863
90 ...... 6 noes - to—- n 3,125 —_ —_ 29 14,9508
95 ...... 9 16,650 i $ W0 32 _sp9 — — £ .09
1920 ...... 1% 32,018 2 1570 48 6.948 . 3 4 66 40.540
192 ...... 3 52.892 3 4247 N 12,318 . 18 97 €9.475
1930 ...... 32 78576 6 9501 86 17,963 - 73 124 106.413
¥ ...... 13 7954 6 973% 85 17,635 . 8 124 106,970
1932 ...... 2 75.898 ] 893 79 6.669 . 6 16 101.559
1933 ...... n 70.872 S 8681 78 16,630 . 63 14 96,246
1/ ...... 32 70,094 [ 9472 79 17,036 e 75 2 96.677
1935 ...... ki) 70,684 6 0208 81 174N 1 w0t In 98,464
1936 ...... 1 72,361 7 n2n 83 18,863 1 138 124 102.653
1937 ...... M 74836 7 12638 85 20,104 1 ne 2 107.794
1938 ...... 35 75972 7 12503 85 20.3% 2 x6 129 108,97
1939 ...... 36 7an 8 L 85 20,500 2 7 N 111,569
1940 ... ¥ 79,346 9 14938 as 20866 3 380 1M 15,530
194 ..., 39 82525 10 17359 & N85 3 49 139 122178
1942 ...... M 85,139 1" 136 90 212Mm 2 355 14 Zzn
1943 ... 43 £359% 13 2413 94 24874 b Zs 152 137158
1944 _..... 46 95.085 3 ns2 ss 2474 2 290 159 1457
1945 ...... 48 101,550 12 2372 1 27675 2 365 163 151762
1946 ...... S3 T2.618 3 7,206 104 2313 3 7739 173 170.066
1947 ...... 56 122,393 16 3202 106 30.406 ] a0 a3 186.035
1948 ...... S8 - 131.158 % 37,068 106 31,253 6 1729 18 201,208
1949 ...... 61 138,862 7 40207 107 32.087 8 25% 193 n3en2
1950 _..... o4 yNE 19 47,793 108 3Bas mMn 3Bae 202 234168
195% ...... &7 15909 54398 109 34870 12 4763 209 253,740
1952 ...... 70 170875 M4 62913 1M pee 14 6355 N9 TSN
1953 ...... 73 185.007 - .26 ‘I3 M2 37751 18 8558 229 304,259
1954 ... 76 198599 29 85410 11 . 364 N 10,046 237 313719
1955 ...... 80 nen12 2 W01345 112 N682 28 4493 252 1372312
1956 ...... 83 238348 35 7399 M0 €009 12 16774 260 412630
1957 ...... 87 264.949 37 133,905 108 40139 34 19366 266 458.359
1958 ...... 89 288,607 39 C V44,772 104 - 39,646 as.. 2053 267 493,561
1959 ...... 93 317,158 “ 160,163 102 35,809 38 24998 274 542728
1960 ...... 95 341,881 4 175903 100 39563 43 2.0 w2 586,448
1961 ...... 97 366,141 46 192794 98 39451 45 31107 286 629,493
1962 ...... 99 391048 49 29950 95 39638 @ s34 290 675.977
1963 ...... 102 420,808 $1 29477 . 93 9672 S2 40,666 298 730.623
1964 ...... 104 452,868. - SS 253620 92 39833 S8 46.487 . 309 797,808
1965 ...... 107 499.638 61 308078 89 9818 &) 53,020 320 900,554
1966 ...... 109 541,022 65 345945 83 39663 69 $8.059 3N 984,689
1967 ...... 113 584,570 69 39501 M4 NS 70 61535 336 1079821
1968 ...... €33392 73 442778 . 81 3827 75 68357 345 1183354
1969 ...... 682453 76 488864 79 38614 78 74598 351 1284529
1970 ...... 734730 80 551357 .77 38644 78 77392 355 1402123
9. ..., 792.318 82 589883 76 39202 76 81,931 357 ° 1503334
1972 ...... as53.9m 85 640689 76 39,975 78 93410 365 1.627.985
1973 ...... 928,192 .1} 708322 75 40632 78 101154 369 1.778.300
1974 ...... 1,009,038 94 sz08 N 39.401 84 103623 380 1985120
1975 ...... 1.083.421 9% 904695 70 39423 80 12032 380 213957
1976 ...... 1172672 100 1002647 €7 38,175 78 123,569 382  2343.063
977 ...... 139 1289321 106 115047 66 39045 79 139402 390 2582815

Note: “Credit” is limited 10 life insurance on loans ol 1en years” or less ducation. “Ordinary™ and “Group™
include aedn lile insurance on loans of more than ten years’ dusation.

*fewes than 500.000. tincludes group credih cenificates.

Sources: Spectator Year Book and American Council of Lile tmiswance. Toials los “In The Unned States™
represens all lile insurance (net of semnsuranc ch residents of the Unned Staier. whether nwed by US. or
loreign compantes. Beginning with 1959, the data include Alaska and Hawaii.

1d4. at 18.
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The second two tables give fiqures for adults and house-

holds contracting agent-marketed and employee group insurance.




Table I-8 33

Ownership of Life Insurance by Adults 1976

Percent of Adplts Insured by Type of Life Insurance

" Agent-Marketed

All Types of individual Lile - Emplovee Group
Life insurance Insurance Lite Insurance
Towt Adult ... .. .iliLLL ™ S49. 31
MEN i iaiaaaas 80 $9 4
MOMEN .. iiiiiiiiiaaianaaaan. 65 50 n
Age Male Femaie Male femaie *Male Female
L PP 63 435 395 24's 2%
250 i deeceeeaaan - 83 65 57 45 S0 2
L 90 76 67 60 57 28
B L 88 Fal 65 S3 54 n
45-54 e 89 68 65 5 57 25
L n &5 63 60 46 17
65andQiger ..... ... ............ 68 S5 56 49 A 5
Total Lite Insurance Coverage (All Adults)
$100.000 ot More ...........ae... Tio 1% -
$50.000-899.999 ......c.iiiininnnnn, H 2 %
$25,000-949.999 ..........iennnann 9 4 3
$15.000-824.999 ............ [ 8 H 4
$ 5.000-314.99% ... ... ....aaaa... n 16 “
Less than 85,000 . ............cocnnnn _L 26 __l_
2% . 54% N%
Averagé Amoum of Coverage
Total Adult . ..oeeiiiiiiniiaunnnnn $18.720 $12,280 $16.250
MeN . iiiiiiiiieaaiaiaas . 28,980 19.20 20.620
WOMERA L oiiiniiie e ciaaaaannnn 7.640 5.240 8,620
MIVeS LTt aeiieiaaea e 8,470 5.980 8,900
Children ... ... ...iiieiiiiaa., 2.630 2.450 2310

Ownership of Life Insurance by Households 1976

Percent of Households in Which at Least One Member Owns Life Insurance

Ageni-Marketed

All Types of Individual Lile Employee Group
- ] Life Insurance tnsurance, Lile Insurance
All Households _............. A, 83 65% : 6%
Male Head ... 88 69 o 52
Fermale Head 67 52 ' 24
All Families .......o.iiiiinaanain. 88% 70% 51%
Husband-Wife Families ......... .- 90 n 55
With Children Under 18 ......... 93 4] 63
Without Children Under 18 ...... ] 70 <
Individual Heads .................... &4% 46% . 5%
Percent of Households in Which Household Head Is Insured
All Household Heads _............... 80% 59% 42%
MaleHead ..ol 8s 62 483
Female Head ...................... 64 49 n
Heads of All Husband-Wite families .. . 88 65% S0%
With Children Under 18 ........... 91 67 - 59
Without Children Under 18 ..._. ... B84 62 41
Heads of All families ................ 85% 63% 46%
Incomplete Families® ...... e n 54 25
Individuat Heads®™ ... ... ....... [X] 44 24

+less than 5.

*A {amily of two or more relaied individuals in which the family head does not have a spouse living in the

household.

**inciudes households of one person and households in which two or more unrelated adults live together

Noie: “All Types of Life Insurance” includes coverage with legal reserve life insurance companies, Veterans life
insurance. and life insurance nsued by savings banks, fraternai orgamizations, mutual aid and burial societies.

and similar 1types of coverage. “Ageni-Marketed individual Life Insurance” com
industral {but not groupl life insurance individually purchased through an agent.

Source: A national consumer survey conducted in 1976 for the American Council of Life Insurance and the Life

insurance Markeung and Research Association.
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In sum, this appendix illustrates the enormous size of

the life
of undue
types of

one half

insurance industry, but finds no conclusive evidence
concentration or profits. It explains the four different
insurance and finds that ordinary insurance represents

of all insurance in force.




APPENDIX II - STATISTICAL SOURCES FOR CALCULATING INDUSTRY-
WIDE RATES OF RETURN TO ORDINARY POLICYHOLDERS
The basic information from which the industry-wide rates
of return (shown in table I-4 of this Report) were calculated
comes. from the "Gain and Loss Exhibit" of the Annual Statement
filed by each life insurance cdmpany to the various State
Insurance Commissions. The "Gain and Loss Exhibit" provides
a wealth of detail on the sources of net gain from operations
(after dividends to policyholders and federal income taxes) on
somé 11 "lines of buéiness," of which one (¢olumn 3) is "“ordinary
life insurance." 1/ From time to time, the American Council
of Life Insurance aggregates the individual company statemeﬁts
of virtually all the U.S. Legal Reserve Life Insurance Companies
in the United States to produce tab;es éuch-as 1 and 2 which
"are reproduced here. These tables, supplemented by the figures.

reported in the 1978 Fact Book formed the basis for the FTC

staff's calculation of industry-wide rates of return. These.
‘tables were supplied to the FTC staff by the American Council
of Life Insufance.

Since the aggregate figures were not available for the year
1977 by line of business, the FTC staff estimated them by
assuming that the 1977 figures for the ordinary line bore the

same relationship to the total figures reported in the Fact Book,-

1/ The Annual Statement accounts are described in great detail
in Joseph Noback, Life Insurance Accounting 5-6 (Irwin, 1969).
See also the discussion of the "Gain and Loss Exhibit“ by Robert
Gaegler in Life Insurance Accounting ch. 4 (R. Strain, ed. 1977).
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as did the corresponding figures in 1975. For example, the
Fact Book reports that policy dividends (in all lines) amounted
to $5,031.8 million in 1975. 2/ Line 28 of table 2 shows that
$3,954.889 mil}ion was paid in dividends to holders of ordinary
life insurance policies. In other words, about 78.6 percent

of “the totai dividends paid in 1975 went to the holders of
ordinary life insurance policies. We assume that of the total
dividends paid in 1977 ($5,913.2 million), 3/ 78.6 percent, or
$4,648 millidn, wént‘to the holders of ordinary life policies.
A similar proceduge was followed for the other types of benefits

paid. The ratios used were:

Dividends 78.6%
‘Surrender Values 91.9
Supplemental Contracts - 78.8
Matured Endowments 95.6
Disability Payments 33.5
Annuity Payments 0.1

The basic formula for 1 + Tys where r, is the industry-wide
rate of_returh'fbr year t, is:

1 + r, = Savings Accountt

Savings A‘ccountt

- 1 1 Deposit, - W1thdraw§lst

The savings account in year t consists of the sum of

- policyholder cash~values and dividends left to acéumulate with

the companies.. Cash Values were estimated by taking 90 percent
of the ordinary life reserves as shown on page 67 of the 1978

Fact Book. 4/ Policy dividend accumulations were estimated by

_‘2/ American Council of Life Insurance, Life Insurance Fart: Book
39 (1978) [hereinafter cited as Fact Book]. -

3/ 1d.

4/ Hearings Before the Subcomm. on Oversight and Investigations

of the House Comm. on Interstate and Foreign Commerce, 95th Cong.,
2d Sess. 397 (1978).
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taking 78.6 percent of the total figure. 5/ The formulas for
deposits and withdrawals are:

Deposit £ = Premiums (Fact Book at 57) minus the term

multiplier (alternatively, 1.2658, 1.5 and 1.6667) times Death

Benefits,t (Fact Book at 41).

Withdrawals £ = Dividends € + Surrender Values t + Supplemental

Contracts € + Matured Endowments £

et Annuity Payments et (all from

Fact Book, at 39, except supplemental

+ Disability

 Payments

contracts payments from at 47) .

The rates of.return shown in Table I-~4 for 1970 and 1975
used the numbers that appear in Tables 1 and 2 in this appendig.
The location of the numbers used to calculate the deposit and
withdrawals are as follows:

‘Deposit = Premiums;: (lihe 1 + line 2 + line 3 + line 33,

column 3) minus term multiplier (Alternatively, 1.2658,

1.5, &« 1.6667) times death benefits (line 8, column 3)

Withdrawals = (line 9 + line 10 + line 1lA + line 12 +
line 14 + line 16, column 3)

Notice that considerations for supplementary contracts are

included in premium income and payments on these under withdrawals.

" The Saviﬁgs figu;es were calculated in the same manner as the 1977

fiqures described above.

3/ See Fact Book, Supra n.2, at 67

.
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Selection of the Term Multipliers or Loss Ratios

The multipliers used in the industry-wide rate of return
calculations should be representative of those actually available
on low cost term insurance policies in the market for that par-
ticular year. The precise figure will depend on the age com-
position, face amounts and issue ages of the entire'group of
ordinary'policyholders (not just those that have purchased term
insurance policies). Since such detailed information is not .
available on the 139 million policies in force in 1977, we are
forced to use an average figure. The thrée multipliers used
(see Table I-4 in the text) appear to cover the reasonable range
available on low cost term insurance. The lowest multiplier

(1.2658), or a loss ratio of 79 percent, is equal to the ratio

of all benefits to premiums plus investment income for the life

‘insuranqe as a whoie (1978 Fact Book, p. 62). It is also about

equal to the loss ratio on group life insurance (see Table 2,
this appendix, column 8).. The 79 percent loss ratio seems
representative of the lowest cost term insurance available and

it leaves a 21 percent margin for expenses and profits, The 1.5

‘multiplier, a lossiratio of 66 2/3 percent, is broadly consistent

with the loss ratios implied by low yearly term rates contained
in the proposed regulation (see Appendix X). The ratio of the
present value of the premiums for a $25,000 policy running from
ages 35 to 54 to the present value (at 5 percént) of the death
benefits, is 1.45. The ratio is higher at younger ages and for
smaller face amounts. Given the uncertainty as to the precise
number, ratios of 1.5 and 1.6667 were used in an attempt tb cover
the middle and high range of low cost loss ratios. The 1.6667

multiplier, a loss ratio of 60 percent, is similar to the minimum

I1-4




loss ratio that have been set on certain types of life insur-

ance policies, such as credit life. Retaining 40 percent for

- . expenses and profits.would appear ample for low cost life
tlable )
insurance.
s>ar-
Tables I-A and I-B
" The total dollar figures shown in Table I-A are derived from
the 1978 Fact Book. With the exception of death benefits, the
-e benefit figures in the Fact Book include benefits paid under all
- tfpes of life insurance contracts. Benefits paid_to ordinary
e life insurance policyholders were estimated by using the ratios
? shown on.p.II;E in the same manner as.for the rate of return
range :
calculations deseribed there.
C. Table I-B was derived from I-A by dividing the totals shown
tro there by 46 mllllon, to get the average amount per household
tite The 46 million flgure is a crude estimate, which was. derlved as
>out follows: A 1976 survey (reported in the 1978 Fact Book, p.35)
2 found that 70 percent of all households had “agent-marketed"'
life insurance coverage, that is, ordinary plus "industrial" cov-
and erage. There were about 79,6 million households in 1977, so if
. ;.5 the survey results.were eXtrapolated, about 55.7 million would
retent have had elther ordinary coverage, industrial coverage or both.
1ned Since relatively few households have both kinds of coverage, we
tﬁe assume no overlap. There were 67 million industrial policies in -
fro? force in 1977.  Assuming an average‘of 7 industrial policies per
2th household (see FTC Staff Report oh Industrial Life Insurance),
_for this would mean that 9.7 million households have industrial cov-
e , erage. -Subtracting 9.7 from 55.7 gives our ballpark figure of
SZ:VGI 46 million. Since there were 139 million ordinary life policies
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in force in 1977, this would mean an average of about 3 policies

per insured household.
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ANNUAL STATEMENT FOR THE YEAR 1970 OF THE U.S., Iegal Reserve Life Insurance Companies

ANALYSIS OF OPERATIONS BY LINES OF BUSINESS
(Gain and Loss Exhibit)
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APPENDIX ITII: HOW THE WHOLE LIFE POLICY MAY BE VIEWED’AS-A COMBINATION
OF INSURANCE AND BANKING SERVICES: THE GENERAL
MATHEMATICS :

A whole life policy can be defined or described in many
equivalent ways. One of these ways is this: a whole life policy
is a yearly premium term policy, renewable until age 100, with a
level premium. In this appendix, Qe show mathematically (1) how
this definition is equivalent to the common definition of whole
life policies giveﬁ in textbooks and (2) how a bank_coqld

"*create"” a whole life policy for its customers by creating an

| evasnnz 'l -isiome |- mman

"installment" type plan for them to purchase one year renewable
term insurance from their insurance company. The insurance com-

pmursells only one year term policies and a particularly simplé

|- 153,934

kind of single payment annuity. . The bank provides no "insurance"
services whatsoever, nor does the insurance companyfprovide any

banking service whatsoever. Tbgether these two "pure" operations

combine to form a whole life insurance company which provides

lr:.szs-l M1,911

banking and insurance services.

(LR ]

This analysis shows how one can, in principle, use the books

of an insurance company, or the annual reports of the whole

industry, to estimate what rate of interest.the company. or the

industry is paying its customers on the deposits they leave with

it.

sarany Tonet (estigd 0p the e g4 4l g0
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Textbooks define the whole life policy in two parts.l
First, using a mortality table and a known rate of interest, one
can derive an expression for a single premium, payable immedi-
ately, that provides éoverage for the whole of life. Suppo#e
there are ly people alive of age x years and that we wish to
pfévide each beneficiary with $1 upon the death of the insured.
It is assumed that death occurs at the end of the year and that
any leftover funds are invested at an interest rate r. If dy

number of people die at the end of the first year, then we will

‘need to deposit $d¥1+r to pay $1 to each of their benefi-

ciaries. At. the end of the second year,'dx+1 people die and we
heed $dx+1/(l+r)2 on deposit now to pay $dx;1 in two

years. Proceeéing in this fashion, one can show that the single
premium (A,) that ly people must pay now to build a whole

life fund is equal to,
1, - A, = 4 * gt - Sp
~or,
T-1-X
(1) Ay = vitl diﬂ-
X
i=0 _

where v = 1/(1+r)

1 See, e.g., Walter Menge & Carl Fisher, The Mathematics of Life

Insurance ch. 2 (2d ed, 1965). Note that, for sxmpllclty, only -
the "actuarially fair" premium is dlscussed that is, admin-
istrative selling costs and profits are 1gnored '
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The second step is to tind the level annual premium (Py)
that is equivalent (worth as much as) the single premium. To do
this we must first define a life annuity.2 Suppose that each
of 1, people alive at age x agree to pay $1, starting now, at
the beginning of each year, providing that they are alive to pay
if.’ What is the "present value "(ay) of such a-promise ? I
will receive $1, right away, and these have a present value of
$ly. 1 receive $1ly+] at the beginning of the second year,

and these have a present value of $v-l since that sum

x+1’
now, would grow to $lx43] if left on deposit for a year.
Proceeding similarly one finds that,

lx . ;.x = volx + Vllx+l + . e e VT-l-xlT—l

or,

We can now easily find the level annual premiﬁm (Pyx) due at
the beginning of each year, that is equivalent to the single
premium, A . Such a level annual premium is in fact a
promise to pay $Px at the beginning of each year if you are

alive. .

More precisely, we derive a life annuity "due" which means
that the first payment is due at the beginning of the year.

III-3



Therefore
Py * ay = Ay

and the requifed.expression for Py is,
(3) Py =-ﬁ£

ax

We now show that the level annual whole life premium Py Can
be written as a weighted average ‘of annual renewable term rates
(TRx), where the weights are particular fractions of the whole
life annui;y ay. First, we need to define a "pure endowment,”
jExe A pure endowment is‘a promi se to-pay $1 to a person who
is now age x, when and if that person attains age x+i. If the
person dies before age x+i, nothing is paid. If 1, People pay
$iEx into a fund now, that fund must accumulate to $ly4j, i
years from now. That is,

lx *iEx = v lyeg

or

(4) iEBx = vi 1{*"
x .

Note that the whole life annuity (equation 3) is simply a

sequence of ‘pure endowments to the end of the mortality table, or

that

I11-4
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The actuarially "fair"™ premium for a one year term poiicy,

issued at age x+i, is,

ly+i ° TRe+i®V Oy

or
(6) TRX+i = v dxij
.. x+i
Note that
(iEx) (TRy+i) =(v1 1 x.y l) ved, + 1 )
- . x .
1 + 1 )
X
or,

(7)) (§Ex) (TRg4j) = (vi*l. d,,45) 7 14

But the ridht hand side is the same as the ith temm in

equation (1) defining a single premium whole life payment.

Therefore, substituting equation 7 into equation 1, we get
Ay = iBx * TRx+i
i=0
The level annual premium Py is simply Ay divided by ay.
But the latter is simply the sum of the pure endowments (see

equation (5). Bence, using equations 5 and 3, we get

T-1-x P b L
Ay = ;x * Py ""( iEx ) * Py - (iEx)(TRxfc)
| i=0 i=o
(TRx+i)
or,

ITI-5
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(8) Py = ( pon )'TRx+i' where
. i - ax
i=o
T-1-x
iEx =1
X
i=o ay

Equation 8 says that the premium for a whole life policy is
weighted average of the one year renewable term rates through the

end of the mortality table. The weight for the ith policy year

is the ith year pure endowment divided by the whole life

annuity. In the next section, we give an intuitive explanation

for the.equivalenCe shown in equation 8. .
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The Pure Bank and The Pure Insurance Company
To get a better understanding of equation 8, consider the

following story. Our world consists of a life insurance company

‘that issues only one year renewable term insurance policies and

pure endowments (as defined above), a bank that pays a fixed rate
of interest of r per year on al; funds left on aepogit with it,
and a large number of policyholders/depositors. The bank's
mafket research department finds that many of its customers would
like to "levelize"™ their life insurance premium payments, just as
they levelize their mortgage payments on their houses, rather
than pay the cqnstantly riSing annual term insurance premiums.
The financial department says that the bank may easily provide
such a service, without engaging in any way in the insurance
business (which would be against regulatidns). The financial
department shows how such a contract shouid be priced, and the
legal départment draws up the contract.

The gist of the confr;ét is this: In return for a level
annual premium of $P, (at issue age x) payable on the first day
of every yvear, if the customer is alive, the bank agrees to pay
the insurance company the term insurance premium (at the rate
corféspOnding_po the customers' attained age) on the agreed
amount of coverage from the customer's "insurance savings fund."
If and when the customer dies, with the contracf in force, then

the bank's obligation ends. The insurance company pays the

customer's beneficiary the face amount of the term insurance

ITI-7
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rv=-awvys wuu vae pank has fully met its obligations under the con-
tract. On the other hand, if the customer decides to cancel the
contract while he or she is still living, then the bank agrees to
*refund" the unspent portion of the insurance savings fund to the
customer. The amount of the refund is specified iq»the contract
for each year the contract is in force.

The chief of the financial department explains how to price
the contract. For each individual customer of age x, the bank
will receive $Py right away, anothét $P, one year later from
each customer that survives one year, $Px two years later from
each survivor, etc. It is clear that $Py delivered now‘from
each customer is worth exactly $Py to the bank: but what is the
worth of $P, delivered one year from now——if the customer

survives? The answer, the chief points out, is (;E,).$P,.

Since jE, is previously the present value of $1 to be paid

one year from now, should a person currently aged x years survive
to age x+1. Similarly, the bromise of $Px'two years from now
coﬁtingent-on survival is Qorth (5E4) .$Py. Thus the value
of the contract to the bank is simply,3
,T—l-x
$Py - ‘ " iEx

i=o

Note that it is assumed that all deaths occur at the end
of the year, and that no one survives past age T.
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What is the cost of the contract to the bank? The bank must
pay $TR, right away forrinsurance coverage for each customer.
One yéar from now it must pay the insurance company $TR,4) for
each customer that has survived to reach'age x+1l. What is the
cost of this obligation? Simply (3E4).$TRy4+31. The com-
pany must deliver to the insurance company STRx;l for each
customer that survives to age x+1l. But the present value of such

an obligatioh (per dollar) is exactly given by the one year pure

’en60wment,'Ex+1. Similarly, the officer computes the costs for

all future years and concludes that the cost to the bank is
simply, -

T-1-X

Since the bank prices at cost, it equates the present value
of revenues to the present value of cost and solves for the
"price," P,. The price so determined is given by equation 8,

or simply the premium for a whole life policy.
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The Bank's Income Statement

Since, elsewhere in this report, we will use insurance com-
pany inéome and balance sheet sﬁatements to estimate the rate of
return the companies and the industry are paying savings
depositors on the banking function they perform, it is worthwhile
to examine in more detail the nature of such accounts.

For our simple example, let us follow the mathematics of the
accounts for a single age cohort. Suppose the bank enters into
whole life contracts witﬁ 1, number of people of age x. For
simplicity, let the face amount of coverage under each contract
be $1. On the first of each year, the surviQigg customers pay
S$Py to‘ﬁhe bank. The bank in turn, on the same day, purchasés
term coverage for-these customers from the insurance company and
deposits any_monéy left over in the insurance saving fund. The
'depositi can be negative, that is, the fund'can be used to sup-
plement_ﬁhe customers current payments, if these are insufficient

to buy the term insurance coverage.

The account is shown on the next page.
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The Bank's Income
and Insurance Saving
Fund Account Statement*

Premium
Payments to Deposit to
Begimning of Year Bank ‘Insurance Savings - Bnd of Year
Year Savings Fund Incame ' Company Fund Savings Fund
1 0 1 * Py 1 * TRy 1,(Px = TRy) 1, (Py=TRy) (14r)
2 1x (Px~TRy) (1-r) 1xt1 * Bx 1+l * TRy+l 1y+1(Px~TRx+1)
2,0 (Px=TRy) (1tr) 2+
141 (Py=TRy41) Cre22)
3
T-X EPp-x-1 -1 * Py Ipp v Py Lp-y (Px = TRp-1) 0
*NOTE: e T (l.e., 1p = 0) and that death claims are paid at the end

It is assumed that no one survives past ag
of the year. .
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The end of year savings fund (EFj4+]) is defined to be,
EFi+l = lx+i ° (Px - TRx+i) (l+r) + EFi_l (1+r)

(NOTE: This is the fund at the end of the (i+1)St policy
xear). '

Substituting for EFj-), we can solve for EFj in terms of

all of the preceding deposits?
i
EFj+1 = le+j * (Px = TRy+3) (1+r)i=J+1
.j=o |
In particular, the savings fund at the end of the final year (the
(T-x)St or at age T-1) is,
T-X-1
EFqp g = ) 144§ * (Px = TRgij) (1+r)T-X-J
j=o |
We now show that the'sayings fund is gxhégsted in the

(T-X)St

year, that is, the level premium Py paid by the
survivors (l1p-1 in number) when added to thé:beginning year
savings account (EFp.x-j) is just enough to pay that year% term

premiums for the survivors.

ITI-12




(the

To show this, multiply equation 9 above by 1, -
i|+r)T
(l"‘r)T'

X

T—x-1

EFp-x = = bx+j (Px = TRy+j) (1+r)—(x+j)]

3 Iy
[}x(l+r)?1
but ly44 (1 + r)‘(x+j) = v) 1,45 = jEx
= s

aeiida

Ham

So, .
T-X-1
Efp-x = E §Ex(Px = TRys3) [[1x (1+r)7T
j=o

Now the first bracketed term on the right hand side is simply our
basic pricing equation 8, whicﬁ shows that the bracketed term is
equal to zero. Since the»segond bracketed term is positive, the
whole expression is equal to zéro.
Refunds, Cash Values and Policy Loans

If the customer cancels.the contract, he or she is entitled
to the return of the unspent portion of the contract. How much
does the customer get back? Consider a customer who wants to

th year. The insurance saving fund

cancel at the end of the i
is equal to EFi‘and there are now ly:+j of the original
customers left alive. Therefore, the equitable refund is just
EFi/1x+i- This refund can be shown to be exactly equal to

the theoretical terminal reserve held on a whole life policy,

which, in turn, would be equal to the policy's cash value if the

pPolicy were being supplied at its “"actuarial cost.”
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Suppose a surviving customer wants to borrow from "his" por r
tion of the saving fund. Can he just withdraw his funds, as he
would, on any normal savings account? The answer is no. The
bank will point out to the customer that their contract requires
the bank to purchase term insurance for the customer, using the
accumulated fund. If the customer wants to borrow from his fund
then, he must promise to repay the "loan" with interest, in order
for the bank to meet its commitments under the contract. Policy
loan provisiohs iﬂ cash value contracts, of coursé, work exactly
like this. If the customer dies, before repaying the loan, the
bank will, of course, recover its money from the term insurance
proceeds, that is, the beneficiary will rece}ve the face amount
of the term policy minus any indebtedness to the bank. This
example shows clearly the fallacy of the argument that some
critics of cash value insurance;have made; namely, that the
company unfairly charges you interest for bprrowing your own.
money and "steals" your gash value if you die. The treatment of
policy loans clearly makes sense, once it is recognized that the
insurance company is performing a banking service for the
customer and is not simply paying interest on an ordinary savings
accouﬁt.

- If the bégk did not disclose.the rate of interest it was

paying to its customers, could we use the statement above to

calculate it? Clearly the answer is yes. We know how much
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the savings fund was at the beginning of year i, namely, EFi_l;
To that we add the deposit (call it dj). FIf we divide the end
of the year fund amount (EF;j) by the sum EFj_; + d;, we get
l1+r. It is the same calculation we would do for any savings
accoqqt.

But the example tells us more. If we want to find out what

rate of interest an insurance company is paying its customers on

their savings funds accumulating through cash value policies, we
perform basically the same simple analysis. From the premium

flows going into the insurance company, we need to subtract out

"the cost of the year's term insurance, as well as any dividends

" or funds withdrawn due to contract cancellation.4 The

rema inder is treated as a deposit, added to the beginning period
savings account and divided into the end of year account. The

result is one plus the rate of interest.

Policy loans, however, should not be reflected either in
the size of the account itself, or in the flows between the
company and its customers.
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Relation Between the "Bank Rate" and the "Linton Yield"

Suppose an individual is trying to decide between the bank's
constant payment contract and paying the rising annual renewable
term insurance premiums each year. To help in making the
decision, he computes the Linton yield on the -bank's level
premium contract. Will the Linton Yield, for each duration,
equal the bank rate? We show here that, still assuming that
insurance ptemiums are “actuatially fair" (no expenses or
profits), tﬁat the answer to the question is yeé. Under these
conditions, the bank rate and the Linton Yield for every holding
period are one and the same. We caution that this result
may not hold when premiums are not assumed to be actuariallf

fair.

The~bank's_totélrinsurance fund at the end of the (i + 1l)st

"policy yeaf, or the year in whiChveach member of our cohort is

x + 1 years old, is given by:
: ) i _ .
EFj+1 =[ I (Px = TRx+j) ° jEx] . [1x (i+r)1+1]
j=0 -
The fund,.per surviving policyholder, at the end of year is

simply EFj4+] --
' x+i+1l

or

(A) EFj41 - _1_
‘ Tx+i+l i+1E, 3

GRS
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How does this compare to a fund built up under the Linton

Yield assumptions? As we did for the bank example, let's assume

that amount of coverége (the death estate) is $1 and that death

is assumed to occur at the end of the year. The latter requires

that .a-minor change be made in the usual Linton- formulation, to

hold the death estate constant ét the end of the year rather than

at the beginning. The individual is x years old and can buy the

bank's level contract at $Py per year, or buy renewable term

insurance and invest the difference.

The conditions are:

(1)

(2)

(3)

the death estate must be the same under either
alternative or; jProt, (Protection at age x + i)
must be equal to $1'miﬁus the side fund accumulated at
the end of the (i + 1l)th policy year (SFj4+1).

jProty = 1 - SFj41, i=0, 1 . . . T-%X-1
The cash outlay under the two alternatives must be the
samé, that is

Py = TRyx+i . jProty + dj+]
where dj4] is defined to be the "deposit" made to the
side fund at the beginning of the (i + 1l)th policy
yeaf;_ | .
The side fund a£ the end of the (i + 1)th policy year
is equal to the sum of the deposit made‘at the
beginning of the year and the preceding year'é side

fund times one plus the rate of interest.
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SF;41 = (SFys + djyq) (147
(4) Let the terminal year for the yield calculation be the
(t + 1)st policy year. The Linton Yeild is defined to
be that rate of interest, r*, that hakes the side |
fund accumulation (SFy+]) equal to the "cash value"

or "refund" under the bank's contract.

SFt+41 = EFt+l = (41CVy)
Ix+t+1

Rearranéing equation 2 and substituting for jProty from
equation 1, we get
(4) di+] = Py = TRx+j -jProty
= Py = TRx+j + TRx+j « SFj+1

Now substitute (4) into (3)

SFi+] = (SFj + Py - TRx+ji + TRyx+i . SFj+1)(1+R¥)
" Group terms involving SFj4) on the left side and simplify.

(5) SFj4) = l+r* -+ (SFj + Py - TRy4j)

I-TRy+(1+0%)

Equation 5 is a linear first order difference equation and

‘may be solved recursively to eliminate the "SF" terms on the

rightkhand side. To simplify the exposition, let us introduce

_two auxillary variables.

ai = Px - TRx+i' i-= 0' 1. ..t
bj =1 - (TRg43)(1+r*), i =0, 1. . . t

Equation 5 can now be rewritten as

(5) SFj+)] =(%i'+_gi_.)(l+r*)
: Pi i
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But (5) holds for i

O, l ® o e t

ai-l) (1+4r*) + aj
i-1 i

(1+r*)
b

= SFj_1 (1l+r*)2 _ @j-1 (1+r*)2 _

_So
e [
i« Pi-1
.?rii (l+4r?*)

T~ bi-1

Continuing this process back to the first poliéy year we get,

SFi+1 = ag (I+r*)i-1

4 i
+ .21 (1+r*)]

+ L] L] L ]
-bo bl . . - bi bl o52 . . . bi
or,
i o |
(6) SFi+1 =: aj (l+r*)1+l‘J -

j=0 "Tg=5j . bg

Now the aj in equation 6 is also contained in the equation

for the-bank fund, but in the latter it is multiplied by the pure

endowments j Ey. Is

theré-any-felationShip between the product

of the bj’S'in the denominator and these pure endowments? In

our particular case,

the moment tﬁat r* =

is equal to the bank
" TRy+g = ___ 1
(1+x*)
and
bg =
The:efore

Ix+s

the surprising answer is yes. Suppoée for
r, that the Linton Yield for duration t + 1

rate. Then

dx+s

1x+s

1 .
s
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Iyx+i+1
x+3j

The complicated product in the denominator of the .term involving
aj'feduces to the simple ratio_of the number of survivors of
age x + i + 1 to the number of survivors at the younger age

X + j. Now simplify equation 6.

j=0

i - . '
SFi4) =[z (Px = TRy+j) « ly+j | x| (i+r*)i+d x[ix
* :
(1+r*)J] 1x+i+1 1y
But ' | -
By = (1+4r*)J 1y44
j=x x+3
' X
so
: ‘.i'--_ } o, ' |
(8) SFj+1 =[£ (Px = TRy+j) ° jEx] . [l/Ex]
S J=0 : - i+l 7 -
But the right hand side of 8 is exactly the same as the

r.h.s.-of equation (A) of

SFj4+] = EFJ‘-{-]-
x+i+1
Thus, when term insurance is available on an "actuarially

fair" basis, the Linton Yield and the bank rate are the same for

all durations..
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. The Interest Adjusted Surrender index: Biased Against
Term Insurance--Why It Should Not Be Used to Compare
Dissimilar Policies
While the NAIC Buyer's Guide advises that the IAC index
should not be used to compare "dissimilar" policies, it is
‘nowhere explained why one should not, nor is it said whether
the index is biased in such comparisons and, if so, which way.
Using the equivalent whole life and term policies we have
developed here, we show that a straightforward comparison of
interest-adjusted surrender costs is strongly and*alwéys
biased against term insurance.
The observed similarity in cost between term and whole
life policies in such publications as the New Y;rk State

Shopper's Guide should not be taken as an indication that

the two types cost about the same.

Proof:
t t-s+1 -
s=1
Sn i
But
1 t 7
tCVx = t+1Ex (z (Px — TRx+s) ° sEx)

s=1

(See Appendix II for a.derivation of this equation.)
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For a whole life policy, sPx-= Py, that is, the premium is
level. For term poclicies, sPXx = TRy+g and ¢CVyx = 0. Sub-
tract the whole life interest adjusted cost from the term cost,
tIACx (Term) - tIACx (whole life) =

t ot .
1/..» [ £ TRy4s (L+r)E=5+1 = 1 p, (1+r)t=S+l 4 t.CV;-]
Snpi S=1 - os=l

rearranging and substituting for ¢CVy from the equation
above, we have [within the brackets].

t t

v t~$+i
I (Py - TRy+g),°sEx - I (Px - Tqu;) (uh) ]
t+1Ex S=1 -
or ' -

t

I (Px — TRy+g) (sEx = (1l+r)t—5S+l)
sel s t+lEx )
‘ " But _

E o -5 . : t~S+1
t+1Bx (1+r ~(t+1)y x+t+1 ' x+t+1
So the term in brackets now becomes

t

I (Py = TRy4g) * (l+r)t—5+1 ( 1x+s - 1)]
s=1 - - Ix+t+1

Since s < t. +1 for alls =1, 2, t, 1x+t > ly4t=1 and the
last term in parenthe51s will be posxtive in every term. Since
initially, and then for long periods of time (15 to 20 years),
the differences between Py and TRy4+g are positive, ;he whole

expresion will be positive. Thus the comparison (falselyl) sug-

gests that whole life is less costly than term—-when they are

constructed to be exactly equivalent.
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The bias against term insurance arises primarily because the amount of
protection declines steadily in the whole life contract, but not in the term

contract. Thus, comparing policies of the same face amount produces a bias

against the term insurance contract. That this bias is likely to be large,
can be seeﬁ’f:om the following example. Compare two equivalent policies; a
whole life policy comstructed from the 1958 CSO mortaility table using an
interest rate of 3-1/2%Z and a term policy whose rates are equal to the
mortaility rates in this table andlﬁith the difference in the whole life
and term premiums invested at 3-1/2%. The level premium for the whole life
policy ‘issued to'a man. aged 25 would be $10.16 per $1000 of face amount,

whereas the term premium would start at $1.93 and increase steadily thereafter.
The cash value (assuming-the latter equal to the '"net level reserve" for e#&h
year) at the endrof the 20th year is $245.41 per $1000 of face amount. The
20-year interest adjusted surrender cost for thé whole life policy can be

shown to be $3.53 per $1000 as compared to $5.30’fo£ the term'pélicyf Thus;
‘the whole life policy appears to bé 33% cheaper (!) than the equivalent term

policy. At higher interest rates,-the bias would be even larger.

5 See table 3-4, p.- 52 in R. Mehr, Life Insurahce: Theory and Practice
(revised edition 1977). The same table shows the "cash values" or net level
reserves for this policy in column 8. ‘
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APPENDIX IV: THE RELATIONSHIP BETWEEN POLICY COST AND SALES, AND
PREMIUMS AND COST
This Appendix provides additional information concerning
two subjects discussed in the report: (1) the relationship
betweeq’policy cost and sales; and (2) the relationsh%p
between premiums and cost. -

The relationshio bhetween cost and sales

To test the relationship between cost and market share a
unique size classification was assigned to each of 349 whole
life policies in Senator Hart's 1973 survey.1 All policies
of a given size ¢flassification and type were then rankedbby
their 20-year Company Retention index values.2 ‘Policies were -
grouped by cost deciles. The least costly policies were
assigned to the first decile, and the most costly to the
tenth decile. Table 1 shows total sales by face amount by
decile for $10,000 whole life policies issued to males age

thirty-five.3

1 This was done by dividing total number of new issues for
each ordinary policy into total face value of sales for 1973.

- Since data was collected for sizes 5,000, 10,000, 25,000 and
100,000, each policy was assigned the size category that came
closest to the .above quotient. For example, if a company sold
2,000 "Executive Specials,” with an aagregate face value of
$30,000,000, then the average policy had a face value of $15,000.
This is closer to $10,000 than $25,000, so it was assumed that
all "Executive Special® sales had face value equal to $10,000.

For example, -among the 193 nonpart1c1pat1ng p011c1es in
this sample, 70 were classified as "size 10,000." The most costly
policy had a Companv Retention value of $l32.46 and was ranked

"70." The next most costly had a value of $71.31 and was ranked "69."

The least costly policy had a value of $45.82, and was ranked "1l."
Company Retention values were computed for a 20-year period, assuming
. male issue age 35, a 5 percent rate of interest, and Moorhead's
"Table S" lapse rates.

? A similar table for $25,000 policies is contained in the report
& pages 61-62.
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Table 1

Sales by Cost Decile Ranked by
Size 10,000

Nonparticipating Policies

Company Retention,

Face Value of Sales

No. of Policies

le (000) in Decile
- $ 71,946 7
379,235 7
151,340 7
135,713 7
113,376 7
.179,852 7
- 320,164 7
131,378 7
153,477 7
73,745 7
Total $1;710,217 70
Participating Policies
$1,300,059 7
616,636 7
4,158,364 7
670,248 7
393,138 7
122,263 7
105,957 - 7
78,862 7
565,789 7
101,557 8
71

Total §8,112,873
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Median Indey-
Value
$52.73
55.89
57.91
59.37
60.60
62.30
62.97
63.94
67.76
70.64

38.75
42.14
46.04
49,61
52.16
55.71
59.42
61.51
66.11
71.05
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Table 2 shows the Pearson correlation coefficient between

sales and various measures of cost. The Pearson correlation

coefficient measures the degree to which two variables behave in

a similar way. For example, if the differences in sales among

the 70 non-participatingpolicies were perfectly mirrored by

differences in the Company Retention Index, the Pearson

coefficient would be 1. If the two variables behaved exactly

opposite, then the coefficient would be -1. If there was no

systematic relationship between sales and Company Retention,

then the coefficient would be near zero. Table 2 shows that

-

there is a weak, but positive relationship between high sales

and low cost.
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Table 2

Pearson Coefficients for $10,000 whole Life Policies?

Nonparticipating Policies

Correlated Variables Pearson Coefficijent
Sales vs., Company Retention : : -.055
Sales vs. Savings Yield .083
Sales vs, Interest Adjusted Cost -.056
Sales vs. Premiums -.059

Participating Policies

Sales vs. Company Retention -.175
Sales vs. Savings Yield . :172
Sales vs. Interest Adjusted Cost -.173
Sales vs. Premiums ’ -.024

Pearson Coefficients for $25,000 Whole Life‘Policies

Nonparticipating Policies

Pearson Coefficient

Sales vs. Company Retention --.3685

Sales vs. Savings Yield .401
Sales vs. Interest Adjusted Cost -.366

Sales vs. Premiums - -.301

Correlated. Variables

Participating Policies

Sales vs. Company Retention -.101
Sales vs. Savings Yield .200
Sales vs. Interest Adjusted Cost -.232
Sales vs. Premiums -.016

4 A rate of interest of 4 percent was used for Interest Adjusted
Cost calculations. All indices were calculated on a 20-year basis
from issue age 35. The Savings Yield calculations employ the term
rates used by Massachusetts Mutual in analyzing the Hart data.

A negative coefficient for Company Retention, Interest Adjusted Cos:
and Premiums means that there is a positive relationship between thg
variables because the lower the index the lower the cost of the policy.
The opposite is true for Savings Yield since the higher the yield the

lower the cost of the policy.
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Part III.B. (page 70) discussed the relationship between

premium and cost. As stated in the report, premiums are a fairly
good measure of cost when looking solely at non-participating
policies andare amuch less reliable guide for participating

policies. This is confirmed by Table 3 which shows the Pearson

correlation coefficients between premiums and various cost indices.

Table 3

Péarson Correlation Coefficients Between Premiums and
various Cost Indices

Type Policy Premiums Corrglated wWith

Savings Interest-Adjusted Company

Yield Cost Retention
Non Par, 10,000 .74 6 .820 .836
Par, 1(,000 .321 .289 .363
Non Par, 25,000 .664 €82 .594
Par, 25,000 .« 55 260 .310

Part TII.B. (page 50) shows that when both participating

and nonparticipating policies are compared, premiums are a totally

unreliable measure of cost. This is demonstrated by Table 4 which

shows correlation coefficients between premium and cost for all

307 $25,000 whole life policies in the Hart data base that were

available to males, age 35, making no distinction between participatin

and nonparticipating policies.
Table 4

Correlation Coefficients Relating Premiums angd Cost for
All Wnole Life Policies in Size 25,0CC
Kendall Coefficient

Correlated Varaiables Pearson Coefficient

Premiums vs. Company
Retention . 066 .063
Premiums vs. Savings
Yield ' .254 .146

Premiums vs, Interest

Adjusted Cost -.054

-.125
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Table 4 shows that when both participating and nonpartic-
ipating policies are being compared picking a policy with a low:
premium will often lead to the purchase of a high cost policy.
The Kendall coefficient presented in Table 4 can be used to
determine the probability that two policies will be ranked in
a siﬁilar way using two differeént measures of cost. Technically,
it is the difference between the probability that they will rank
in the same way and the probability that they will rank differently.
Therefore, the Kendall coefficient of .146 between premiums and
savings yield can be expressed as .573 - ,427. If policies A
and B are selected randomly from our sample; and if policy A has
a lower preﬁium, then 57% of the time it will also have a lerr

savings yield.
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APPENDIX V: CONSUMER LOSS DUE TO EARLY LAPSATION

Consumers lost an estimated $212 million from first-year
lapse of ordinary permanent policies purchased in 1977. Since
a permanent policy which lapses in the first year'(before‘cash
values. accrue) buys only an equivalent amount of term insurance,
the loss to the lapsing policyholder is the difference between
the premiums paid on the permanent policy and the value of the
death protection which was received while the policy was in
force. .

Several calculations and assumptions were made to estimate
this loss. First, the staff determined how much of the $3.314
billion in first year ordinary premiums was paid-for permanent
insurance and how much for term insurance.} Then, to calculate’
the amount of premiums on lapsed permanent policies, a lapse
rate of 20 percent aﬁd a75.6 month dﬁration was assumed.2 Next,
the value of the death protection provided by the lapsedbpolicies

while they remained in force was estimated by using representétive

1 Actually the $3.314 billion figure refers to receipts by U.S.
life companies on first year business. American Council of Life
Insurance, Life Insurance Fact Book 59 (1978). Technically, it
is slightly different than first-year premiums paid by U.S.
citizens. o

2 The duration figure is based on data submitted to the Hart
Subcommittee by 18 companies. Each gave a mean duration for
ordinary permanent policies lapsed in the first year. The
unweighted mean for all companies was 5.6 months.
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term rates. Finally, this value was subtracted from the amount
of premiums paid on lapsed permanent policies to determine the
total consumer loss from first-year lapse.

The staff used data from LIMRA's 1975 Buyer Study to

estimate the first-year premium payments spent on term insurance:
Table 13

Premium Expenditures on Term Products

Percentage of Ordinary Premiums
Paid on Term Products by Sex

Percentage Percentage
. of All of Al}l
Term Portion Ordinary Term
Level Decreasing of Permanent : Premiums Premiums
) Term . Term Policies Total  Paid by Sex Paid by Sex
(a) (b) (c) (d) (e) (£) (e)x (£f)
Male 7% 5% 4.4% 16.4%  79% 12.9%
Female 4% 3% 3.9% ©10.9%  17% 1.9%
Juvenile .3% . 0 7 2.4% . 2.7% . 4% _ 0.1%
Total ' | 14.9%

Table 1 indicates that 14.9 percent of first-year ordinary premiums
was spent for term products. The staff next assumed that the
remainder of first-year ordinary premiums (85.1) percent was spent

for permanent insurance.

3 Dpata for this table were compiled from LIMRA, The 1975 puyer Study, 8, 19, 22,
26 and 32. The figures for the term portion of permanent poIiclés are not
directly available in the text. However, we used the data on page 22 to
calculate that 66.7 percent of the volume of these policies was term volume.
Using this figure, and assuming that all term portions are level, we derived
the figures in ¢olumn (d) of Table 1. : '
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Assuming the same proportion of first-year premium dollars
was spent in 1977 for term insurance, $2.817 billion ($3.314
billion x 85.1 percent) was for first-year ordinary permanent
insurance in 1977. Assuming the lapse rate was 20 percent4
and the duration of the lapsed policies was 5.6 months, approxi-
5

mately $295 million was spent on lapsed policies in 1977.

This $295 million does not represent a total loss because

buyers received the equivalent of term insurance protection
gtage while their policies.remained in force. To estimate the value
ums of this term coverage, the staff analyzed the lapse data sub-
by Sex mitted to the Hart Subcommittee by 16 compahies. Each COmpany
fl____ had provided data on annualized premiums for lapsed and non;

lapsed permanent business, average duration Qf permanent

ordinary policies lapsed in the‘first yéar, and age and size

breakdowns of these lapses.

The staff calculated a loss ratio‘for.each.company.of the

value of term protection received to the annﬁalized premiums on

1S permanent policies lapsed in the first year. A sample calculation

for one company and one ége group follows:

4 'Other estimates of first-year lapse rates on permanent
ordinary business range from 14.2 percent (LIMRA figure based
on the 1972-73 experience of nine companies) to 22.4 percent
22, (unweighted mean of 24 companies submitting data to the Hart
: Subcommittee) . '

e. _ _ L _ o B
red > Let NL represent premiums on non-lapsed policies and L
' represent annualized premiums on lapsed policies. Then
' $2.817B = NL + 5.6L. If the lapse rate is 20 percent, then
12

NL = 4 x L. Solving, we get: NL = $2.522B and $2.817B -
$2.522B = $295 million = amount spent on permanent ordinary
lapsed policies.




Table 2

Value of Term Protection for Lapsed Policies

Size

1ay
$0-4,999
5,000
5,001-9,999
10,000
10,000-24,999

25,000 -

over 25,000

Average6 Term7
Size Rate
(b) (c)
$ 2,500 $8.57
5,000 5.57
7,500 5.57
10,000 4.57
17,500 4.57
25,000 3.57
25,000 3.57

FTC figures.

7

No. of Poli§
cies Lapsed

Value of
Term Protectiop
((b) (c) (d))

@
1,010
3,814
313
5,645
1,371
83
33

Total

$ 21,639.25
106,219.90
13,075.58
257,976.50
109,645.73
7,407.75
2,945}25

$518,909.96

Rates used by Massachusetts Mutual in calculating Linton

Yield figures using the Hart data.
the "Average Yearly Renewable"

These rates are similar to

rates prepared by E.J. Moorhead.
See The Society of Actuaries, Ana1y51s of Life Insurance Cost

;Comparlson Methods 192 (1974).

8

(Allstate). Age categories used were:
45-54; and 55 and over.

Data for one age group (15-24) submitted by one company
15-24; 25-34;

35-44;
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For all age groups, purchasers of permanent ordinary life
insurance which lapsed in the first year received annualized
benefits of $1,l§6,971.77. This represents 32.2 percent of
annuaiized premiuﬁs received by this company for permanent
ordinary policies lapsed in the first year. The avérage
for all 16 companies was 28 peréent. Since only 28 percent
of the premium on‘the lapsed policies purchased the equivalent
of term protection, the remaining 72 percent was lost. Thus,
the loss from first-year lapse‘of permanent ordinary policies
purchased in 1977 is $212 million ($295 million x 72 percent). >

The only other comparable loss. calculation of which the
staff is aware is Dean Sharp's estimate made during the Har£
Subcommittee hearings. He esfimated a $505 million loss due to
lapse of policies sold in 1970 and lapsed within two years.10
Sharp had limited data at his disposal.11 Aéide from.the
different lapse period used, Sharp's célculations differed

from the staff's method in a number of ways. Most significantly,

he assumed that all policies which lapsed within two years

9 : _
In an effort to determine how sensitive this estimate is
to the choice of lapse rate, the staff performed similar calcu-
lations using lapse rates of 15 and 25 percent. These loss
figures were $156 million and $275 million respectively.

10 _
The "one-year" data is actually for policies not renewed
within 13 months.

11

Details of Sharp's calculation can be found in The Life
Insurance Industry: Hearings Before the Senate Subcommittee on
Antitrust and Monopoly, 93rd Cong., lst Sess. 211 (1973).
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remained in force for the full two year period before they were
dropped, and that cash values at the end of two years Qere
zero.12 The staff has been able to use the data assembled
by Sharp for the Hart Subcommittee to estimate the duration

of lapsed policies to be 5.6 months. Therefore, the staff's

estimate is much smaller than his.13

e

12 Sharp's calculations differed in other ways as well. He
employed average data for all ordinary insurance. He did not dis-
tinguish between lapse of term and lapse of permanent business,
or take into account different lapse behavior for different policy
- size groups, and age groups. He used an average premium per $1,000
figure without distinguishing between term and permanent business.
Finally, he assumed a term value of $4 per $1,000 regardless of
policy size or age of the insured.

13 The staff calculation, based on $1.869 billion first-year
premiums paid. on ordinary business in 1970, would be a loss of
$120 million in that year. If the lapse period was expanded to
two years, and a 5 percent lapse rate was assumed in the second
vear, the loss calculation for 1970 would be about $255 million.
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APPENDIX VI:
TECENICAL NOTES CN THE DIFFERENT COST
MEASURES USED IN THIS REPORT

The purpose of this Appendix is to provide, for the>
financially and/or actuarially sophisticated reader, a more
complete explanation of the company retention 1ndex, the premium
breakdown that can be derived using the company retention index,

the average annual rate of return (Linton Yield), and the cash

accumulation-method that we described in the report. For each
of these major financial disclosures the Appendix provides

(a) a brief technical explanation of the measure; (b) refereaces
to published works concerning the measure; (c) the mathematical
formulas for these measures; and (d) the actual interest rate,
mortality, lapse and term premium rate assﬁmptions used in
computing .these measures in this_report, The computer program
that was used to calculate the Linton Yields in this report

is also included.

A, The Company Retention Index

(1) The "company retention index" is essentially the
present expected value of all premlums, less the present expected
value of all death beneflts, policy leldends and cash values,
over a given period of time, say 20 years. It is a-“present“ value
because an interest rate is used to discount every future cash
flow back to the present. For example, a Sl d1v1dend to be‘

received at the end of the year has "present" (beglnnlng of the

-year) value of about 95 cents. It is an "expected" value-

because each future premium, dividend, cash value, death benefit,

etc., is weighed by the probability that it will actually be paid.
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Each cash flow is weighed by a probability that reflects

the fact that payments are contingent on whether the insured lives
or dies and whether the insured "surrenders" or allows his policy
to "lapse."”

The actual mortality and lapse probabilities used are
industf?wide averages and will not necessarily be good predictors
of any individual companY's future mortality and lapse experience.
For the sake of comparing the cost of one policy to another,
however, it ig important to use the same interest, mortality and
Vlapse assumptions. Finally, the company retention index is
expressed on a leVel annual basis, as is the premium for a
‘whole life policy.

(2) References on the Company Retention Index

The "Company Retention" method is described and illustrated
in 3oseph Belth, "The Relationship Between Benefits and Premiums

in Life Insurance," 36 J. of Risk and Insurance 19«39 (1969) .

Much useful information about this and other methods is

contained in Analysis of Life Insurance Cost Comparison Methods,
fprépared‘by‘the Society of Actuaries Committee*dﬁ.Cost Comparison
“*Methods and Reléﬁed‘issues (Special), Seﬁtembér 1974.

(3) Mortality: The "1957-60 Ultimate Basic Mortality for

Males" table (Transactions of the Society of Actuaries, 1962)

was adjusted by Mr. E.J. Moorhead to reflect the recent décline
in mortality and "selection" factors were employed. The tables

used are set forth later in the appendix.
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Lapse: Moorhead's table "S".

Interest Rate: 5%

Duration: 20 years from issue.

Timing of Cash Flows: It is assumed that premiums are paid

at the beginning of the year and that any dividends, cash values
or face amounts are paid at the end of the vyear. Terminal dividends
are assumed payable on death or surrender.

B. The Premium Breakdown

(1) The premium breakdown figures are simply the components
of the company retention index shown separately. They are the
expected present‘balue of premiums, protection, dividepds, savings
fnd company retention, all expressed on a level annual basis as
éxplained in section one above. "Protection" for any given year

. is defined to be the face amount of the policy plus any terminal
dividend, . less the cash value for that.year.' "Savings" in any -
.given year are defined to-be the difference between the cash value
at the end of the year and the previous year's cash value augmented
by one year's interest.
(2) Same as A. (2).
“* (3) Same as A. (3).

C. The Average -Annual Rate of Return (Linton Yield)

(1) 1In the insurance literature this rate of return is
known as the "Linton Yield." It is one example of what economists
and financial analysts call an "internal rate of return."
In essence, the method consists of subtracting a "cost of
Protection" from each year's premium (net of dividends) and

treating the remainder as a "saving deposit."  The 20-year
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average annual rate of return is then that rate of interest
which would make the balance in the "savings account" -at the
end of 20 years equal to the cash value of the whole ‘life policy
at the end of 20 years. The "cost of protection" depends on the
yearly renewable term premiums used and the amount of protection
éﬁrchased. The term rates assumed are given in the appendix and
the amount of protection purchased is calculated in such a
way that the sum of the saving account and the face amount of
the term.insurance policy is equal to the facé amount of the
whole life policy.

The Society of Actuaries has described the "Linton Yield"
as follows: "The method solves for a level, effective, ;nnuall%
compounded interest rate or yield. This yield is determined

by equating the cash available at the end of n years from two

different protection/savings programs, each with identical yearly

death benefits, and then solving for the annual_yield that must
be achieved on the separate savings fund of the second program
in order to produce’the.cash equivaiency with the first‘prqgram.
The two programs compared are: |
(a) . A life insurance policy on, nofmally but nqg
necessarily, some permanent plan.i'The‘cashf
used at the end of the nth year is thevpolicy's
guaranteed cash value.
(b) A combination of a savings fund and Yearly
Rénewable Term (YRT) insurance. The amount
deposited in the savings fund each year is

assumed to be equal to the annual premium
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payable under the alternate program for the
permanent life insurance policy (less any
dividend payable at the end of the preceeding
year)'less any assumed premium payable for
YRT insurance. The amount of YRT purchased
each year is that which would be'adéquafe

to bring the combined death benefit from the
saving plan and the YRT to the same as that
payablé ﬁnder the permanent life insﬁrande
policy. The cash used for comparison with the
permanent policy is the amount accumulated

in the savings fund at the end of the nth year

See Analysis of Life Insurance Cost Comparison

Methods, pp. 28-29.

(2) References:

Belth, Joseph. "The Rate of Return on the Savings Element

in Cash-Value Life Insurance," The Journal of Risk and Insurance,

Vol. 35, #4 (December 1968), pp. 569-81l.

(3) Term Insurance Rates.
In the report, the term insurance rates used were computed
by using the Society of Actuaries mathematical formula for low

yearly renewable term rates (Actuaries Report, p. 187) together

with the mortality rates (adjusted for selection, id. p. 188).:
This mortality table is reproduced in this appendix as Table 1.
The term insurance rates produced.by this process are somewhat

lower than the rates used in the Actuaries Report.
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This is because the FTC staff used the mortality table that
reflects the improved mortality experience that companies
achieve through selective underwriting, whereas the Actuaries
Report used the same mortality table, but without adjustments
for selection. We think it is appropriate to use these
somé&hat lower term rates for two reasons. First, the

Actuaries Report was published in 1974 and the low term rates

used reflected prices available for individual policies in
1973. Since that time, however, term rates have declined.

Therefore the rates used in the Actuaries Report are no longer

representative®of low cost term rates available in the market.

Second, the rates used in the Actuaries Report were chosen to

- be representative of low cost individual term insurance alone.

Sinée about half of all insurance in force is group term and

much more than half of ali term insurance premiums are paid

for group term policies, we think it is necessary, in seleéting
term rates for Linton Yield calculations, to refIect the relatively
lower rateé for group term policies as well as for individual term

policies. When group term rates are considered, the rates used

in the Actuaries Report simply do not reflect low cost term
insurance rates available in the market in 1977. 1In contrast,
the rates used in this report better reflect low cost term

insurance rates available in that year. For completeness,

AN
i}

however, we have also calculated rates of return using term

rates identical to those used in the Actuaries Report. These

appear in Appendix VI Tables 1-3.
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The draft regulation (Appendix X) contains the mortality
table without the selection adjustment and, in conjunction
with the formula, will produce the term rates used in the

Actuaries Report. The "select" table could not be used, since

selection factors were only available for four ‘issué ages

(25, 35, 45 and 55), whereas raﬁes of return must be‘computed
for any issue age. As previously discussed, we believe the
term rates so produced are no longer representative of low
cost term insurance. Therefore the term rates implicit

in the draft regulation are more for illustrative purposes
than for actual-uSe. We recommend that any state, considering
adoption of rate of return disclosure regulations, conduct

a study to determine rates re?resentative of low cost

individual and group term insurance policies in that state

and use those in their regulation.
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.werage Rates of Return

(Tax Free)

Table 1

1973 and 1977

on Whole Life Insurance Policies

;e at Face Amt of If Policy is

Issue ‘Policy

25 $10,000

25,000
100,000

35 10,000
_25,900
100,000

45 10,000
25,000

100,000

1973
Dividend Nondividend Dividend Nondividend
Held For Paying Paying Paying Paying
5 years -11.17% -16.68% -11.34% -18.10%
10 years 1.03 - 0.29 2.60 - 0.41
20 years 3.94 2.68 4.94 2.82
5 years -10.85% -17.08% -11.25% -16.30%
10 years 0.34 - 0.87 1.77 0.07
20 years 3.50 2.41 4.46 2.98
. 5 years -11.74 -17.24 -11.52 -15.68
10 years - 0.18 - 1.13 1.47 0.28
20 years 3.26 2.29 4.32 3.11
5 years - 8.87 -12.31 - 7.59 -13.06
10 years 0.79 - 0.49 2.23 - 0.57
20 years 3.61 2.29 4.66 2.44
5 years - 8.57 -12.21 - 7.76 -11.11
10 years 0.40 - 0.67 o 1.79 0.21
20 years 3.35 2.22 4.37 2.77
5 years - 9.19 -12.24 - 7.93  -10.52
10 years 0.04 - 0.78 1.63 0.48
20 years 3.19 2.18 4.31 2.94
5 years - 7.60 -10.43 - 7.18 -11.19
10 years 0.80 - 0.56 2.22 - 0.67
20 years 3.33 1.88 4.42 1.99.
5 years - 7.11 -10.01 - 6.63 - 8.81
10 years 0.65 - 0.50 2.16 0.40
20 years 3.22 1.94 4.36 2.49
5 years - 7.57 - 9.93 - 6.61 - 8.09
10 years 0.39 - 0.51 2.09 - 0.75
20 years 3.12 1.94 4.34 2.71

NOTE: Term rates used for calculation pof rates of return include
no selection factors.

ik,



Age at
Issue

Year of
Issue

25

35

45

NOTE:

1973
N=
(139) -

1977
N=
(94)

1973
N=
(145)

1977
(129)

1973
N=
(145)

1977
N=
(92)

Variation in Rates of Return on $25,000 Whole Life

e

. Insurance Policles 1ssued in 1973 and 1977

Dividend Paying Policies

Duration
of Holding Average
Period Rate
5 years -10.85%
10 years 0.34
20 years 3.50
30 years 3.87
5 years -11.16
10 years 1.78
20 years 4.45
30 years 4.77
5 years - 8.57
10 years 0.40
20 years 3.35
30 years 3.71
.5 years - 7.76
10 years 1.79
20 years 4.37
30 years® - 4.72
5 years - 7.11
10 years 0.65
20 years 3.22
30 years 3.49
5 years - 6.63
10 years 2.16
20 years - 4.36
30 vears 4.55

Lowest
Rate

~28.06%
- 6.02

.= 0.02

1 1.00

-46.40
- 2.58
1.01
2.28

-21.87
-6.02
- 0.32

0.67

-28.40

- 2,72
1.25
1.95

~19.62
~ 5.99
- 0.93
- 0.01
~69.77
- 3.63

0-31
0.54

R

8.70

Highest Standard
Rate Deviation
1.70% 7.53%
4,22 2.11
5.02 0.76
5.05 0.65
1.93 8.66
6.71 1.95
7.78 0.93
7.98 0.78
1.35 5.60
3.60 1.84
4.68 0.74
4.81 - 0.65
1.54 4.81
6.30 1.68
8.07 0.89
8.15 0.71
1.78 4.87
3.46 1.79
4.66 0.82
4.84 0.72
9.30 8.15
7.89 1.84
8.76 1.07

0.99

Coefficient
of Variation

69%

22
17

77
111
21
16

65
22
18
62
94

20
15

68

25
21

123
85
25
22

In those instances when the average rate of return was close to zero, a coefficient

of variation was not computed.
include no selection factors.

Turn rates used for calculation of rates of return

z °1qel




include no selection factors.

variatlion JAin Ratem of Returi on $25,000 whole Lifa
— Insurance Po cles Issue n 973 and

Non-Dividend Paying'Policies

Duration o _ :
Age at Year of of Holding Average Lowest Highest Standard - Coefficient
Issue Issue Period Rate ‘Rate Rate Deviation of Variatio
25 1973 5 years . =17.08% ~-56.06% 2.85% 8.79% 5%
N= 10 years - 0.87 -20.80 6.10 2,80 - -
(162) 20 years 2.41 C - 2,90 4,65 0.99 41
30 years 2.64 - 0.36 . 6.33 0.68 26
1977 5 years -16.30 ~-38.06 4.59 9.59 59
N= 10 years 0.07 -.8.95 4.91 2.71 -
(57) 20 years , 2,98 - 0.86 5.00 1.22 41
30 years ' 3.11 1.03 4.61 0.80 26 g
e o
35 1973 5 years = =12.21 -44.53 1.27 5.83 48 o
N= 10 years - 0.67 -19.65 5.68 2.27 -
(162) 20 years ' 2,22 - 3.54 4.64 0.87 : 39 w
30 years 2.44 - 1.01 4.23 0.57 23
1977 5 years —llall -26055 2.98 5.94 53
N= 10 years =+ 0.21 - - 6,68 3,52 2.05 -
(59) , 20 years 2.77 - 1.05 4,33 1.11 ' 40
30 years 2.94 .. 0.33 . 4.66 0.86 29
45 1973 5 years - =10.01 -41.55 1.17 4.89 49
N= 10 years - 0.50 -21.11 4.97 2.38 , -
(161) 20 years - 1.94 - 5.26 4.18 1.05 54
30 years 2.11 - 3.70 3.88 0.78 -37
1977 5 years = 8.81 -19.60 1.69 4.82 55
N= - 10 years ‘ 0.40 . - 4.92 3.69 1.92 -
(57) 20 years 2.49 - 1.50 5.18 1.30 52
30 years : 2.52 - 1.07 4.74 1.07 . 42

NOTE: 1In those instances when the average rate of return was close to zero, a coefficient
of variation was not computed. Term rates used for calculation of rates of return
include no selection factors. :
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D. The Cash Accumulation Method

(1) The cash accumulation method is a variant of the
Linton Yield method. As previously discussed, the Linton Yield
method involves constructing a term insurance plus side fund
alternative to a'particular cash value policy that is in some sense,
equivalent to the cash value policy. |

By "equivalent" is meant thét the death estate (at the
beginning 'of the year) and the cash outlay are the same, regardles:s
of whether thé cash value policy or the term plus side fund
package is purchased. Any ﬁethod that holds death benefits and
cash outlay constant, can be referred to as a "Linton type" method.
The Linton yield itself is simply the rate o% interést thaf equates
the accumulated-deposits (uniquely defined by holding 1 and 2
constant) with the cash value of the whole life policy at the end
of the'terminal Yeér. If the rate of interest by which to discount
tﬁe flows over:time is assumed, then it is possible to compute
how much money there would be in the side fund at the end of
each year and compare it to the cash value specified in the
alternative policy. The aﬁounts in the two savings accounts are
the only signifiéant itemsithat can differ between the two
alternétives aﬁd SO a comparison limited to the "savings"
element alonéhis valid. This is what the cash accumulation does.

(2) ° References: |

The cash accumulation method is described in Murray,

"Analyzing the Investment Value of Cash Value Life Insurance,”

43 J. Risk & Ins. 121 (1976).
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ﬂ It is also discussed in the Moss Subcommittee Report,
Subcommittee on Oversight and Investigations: Report on

1id Life Insurance Marketing and Cost Disclosure, 95th Cong.,
2d Sess. 13-14 (1978).

sense, {(3) The term rates used in the calculation are the

same as those used for the Linton Yield.
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Mathematical Formulas

1. Company Retention Index and the Premium Breakdown.

[nCRx ‘
Consumer Cost Index CCy =\PREM )’ {¢Py

Protection = PROT, (Py)
PREM

Savings = SAV .(th)
PREM

Dividends = DIV ,({Py)
PREM

Canpany ' Expenses
and Profit = CG

where, CR, = PREM — PROT — SAV - DIV

n.
PREM =T (.P) (VMt1 g .
t=1 1
n - 1 _ d
BROT = L) F + (TDy = V) (VE) (e-18x) (Sptt-1)
t=1 '
n

. SAV

DIV

tDx

b [(CVy = (£=1CV) (1+1)] (VE) (4—18y)

n w .

E (gD + (¢TDx) (Ggat=1)] (VE) (poyBy)
t=1 '
duration of index, bere 20 years fram date of issue.
issue age. | |

annual premium at beginning of year t for issue age x.

cash value at end of year t for issue age X,
excluding any terminal dividend payable upon
surrender. '

anmal dividend at end of year t for issue age x.

tTDy = terminal dividerd payable on surrender at the end of

1
tTDy

year t for issue age x

terminal dividend payable on death in year t for issue
age X.

amount payable on death, excluding terminal dividerd
(assumed constant).

assumed rate of interest (here 5 percent).
Vi - 8




®

d
dx+ ol = probability a person age x+t-1 will die before age x+t

vt=_1
T+t
t-18x = probability of surviving and persisting fram age x to
age x+t-1 .
t-1 d w
= T (1 - dy4s-1 = 9yts-1)
s=1
w

where, Qy+s-1 = probability a person age x+s-1 will lapse or surrender
before age x+s.

t-1

and x f(s) = the product of same function of s, where s=1,2,3, . . .
S'—'l t—lo

and o%x = 1.

2. The nth year Average Annual Rate of Return (Linton Yield).

This rate of retwrn is calculated by recursively solving the
fqllowin; system of simultaneous equations.

(a) BFUNDy = ¢=]EFUNDy + tPy = t-1Dx
(b) PROTy = tFx — £BFUNDy
(c) ¢EFUNDy = ({BFUNDy - ¢TCHGy) (l+r)

(d) ¢TICHGy = ({PROTy) (tme)‘(.oon
' 1 - T(¥RTy) (.001)]

(e) nEFUNDy = nCVy

The last equation (e) is solved for that rate of return (r) that makes
the quality (e) hold. These five equations may be cambined to produce
the following polynaminal, which will be familiar to those who use
internal rates of return.

. T .
CVx = I (14t [n-t+1Px - n-tPx - (F) (n-t+1¥RTx) (.001)]

=1 o ILl'[l - (rr']‘i'lYTRX) { -001) ]
J:

tPxs t-1Dx and nCVy are as defined in (1) above, ard
tBFUNDy = savings fund at the beginning of year t
£t EFUNDy

tFROTx = insurance protection needed in year t
VI - 9

savings fund at the end of year t



tYRTy = yearly renewable term Prer:ium per $1000 at

attained age x+t-1

~
I

= the rate of return to be solved for

3. Cash accumulation method

kg

1. Death benefits are to be the same at the beginning of each year
whether one buys the whole life policy or the tenn;ﬂus:ynnng fund

package. -
Fe. =PROL, + B, * 4
where F, = face anowmt of the whole life policy in year t (1n

t dollars)
. face amount of annual renewable term insurance bought at

PROT, =
5 : )xxpnnlng(ﬁfyear't (in dollars)
Et = the amownt of dollars in the side fund at the end of
year t. _
d = the "deposit” in the side fund made at the beginning -

t ofyeart.ﬁnck&hus).

e
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n l _ Equation can be solved for the protection amount,
a"

'PROT, = F, - (E_,td)

t _ t t

, if Ft > Et—l + dt

o,ifF, € E + 4

The above form takes explicit account of the fact that one buys no
further term insurance once the savings fund equals or exceeds the face
amount of the whole life policy. Beyond this point, one of the fundamental
conditions mentioned above is violated, namely, the death benefits under
the termm plus side fund option exceed those under the whole life optian.

2. Cash outlays are the same for both options.

(2) (Pt'-q:—l)’Ft:TRt'm + d

t t
where Pt = the premium on the whole life policy in year t in
' dollars per dollar of face amount.
Dt = dividend paid at the end of year t dn the whole life

policy, in dollars per dollar of face amount.

‘.I'Rt = the premium rate for annual renewable term insurance
~ in year t, in dollars per dollar of face amount.

- 3. Side fund accumlation.
3) E = (E

t t-1

+ dt) QA+
where r = the assuned rate of interest.

The above equations can be solved simultaneously to cbtain a single
expression for Et in terms of the basic policy parameters.

i. Using equation 1', substitute for PROT, in equation (2).

d =® - D,y F - TR (F, = E; —4d)
or,
(4) dt = (Pt - Dt“l - 'IRt) ‘e F <+ 'IRt S Et_l
' l1- TRt
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ii. Now substitute dt fram equation (4) into egquation (3).

E =‘(P - D -TRt)OFt +'I'RtoE + E - TR, E

t t t-1 t-1 t-1 t Tt-1
1- TRt
X(1+1x)
or,
(6) Etgzt—l (EL+R) + (Pt-Dt_l -TRt)oF(l+r)
l-'I‘Rt l-’l'Rt
Note that (6) is in a very convenient recursive form for camputer
catputatim. _
iii. Using (6), you can solve for E in terms of E and the basic

t-1 t-2
parametex:s Cont.mumg the process, you cbtain an expression for E in

terms of El and thé basic parameters. Now solve for El

El = dl .(1+r) smceEo =0

from equation (4),

dl = (Pt --TRI) ,,' F1 since Do =0
l—TPi
hence,
E, = (B -TR -D_j)e F, (l+r)
1l -TRt
+ (P, . - TR )-F (1+1)?2
-1 t-1 t-1
- (l-TRY TlTR l)
+ ® e

+ (P - TR) ° Fl a+r)t
TR UFTR_)) ... (CIK) (l-ml)

or more compactly,
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( ) ) WhE.re -
a. l +r = - -
(7) E = J - a. (P- D ] 'I'R)

” (1 - TR,)
1=3 i
.
where- £ (1) = the product of same function of i,
1= : where i=j, j+ll..t

4. Et from equation (7) should be campared to (CVt + 'mt + Dt)
Ft for the whole life policy, where
C,Vt = cash value of whole life policy at end of year t, in
dollars per dollar of face amount.

™, = terminal surrender dividend of whole life policy at
end of year t, in dollars per dollar of face amount.
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MORTALITY RATES (PEIR 1,000) USID IN COST COMPARISION MEZTHODS

ralicy
Year Tasue Age 23 Issue Age 13
1 33 71
2 .63 -89
3 <77 1.16
4 .80 1.32
S 80 1.48
é .81 1.70
7 -85 1.99
8 .38 2.26
9 .96 2.59
10 1.0 2.98
n 1.17 3.37
12 1.27 3.71
13 1.40 4,47
14 1.57 3.04
15 1.2 .1
16 . 1M 6.2%
17 2.12 6.£0
pt ] 2.3 7.49
19 2.72 8.28
20 3.10 9.08
21 3.56 “9.90
22 4.06 10.85
23 4,58 11.93
24 S5.14 13.14
a5 7 8471 14.45
26 - 6.25 JS.92
27 6.80 17.60
28 7.49 19.45
29 8.28 21.38
3 9.08 23.25
h ) 9.90 25.19
32 10.85 27.31
33 11.93° 29.24
k11 13.14 32.33
3 14.45 35.34
36 . 15.92 38.61
32 - 12.60 41.80
3s 19.45 44.96
39 -~ 21.38 48.135
40 23.25 52.)4
41 25.19
£2 22.11
4 29.74
Ad 32.33
45 35.34
46 3s.a1
47 £1.80
48 LL.96
49 43.35
50 52,34

Issue Age &3

VI-14

1.81
2.48
.u
3.6,
4.17

4.85
5.49
6.10
6.70
7.50

8.38
9.66
nlu
12.65
14.45

18.92
17.60
19.45

-21.38

23.25

25.19
27.31
29 ‘7‘
32.33
35.34

38.61
41.80
44,96

48.35
52.34

Issue Age S5S

.n
5.37
.32
8.67
,.‘1

11.22
13.13
14.34
15.58
17.41

19.08
22.55
26.44
30.72
35.34

33.61
41.80
44,56
48.33
52.34




* MODIFIED MOQRREZAD TABLY i LAPSE RATZS USID IN COST COMPARISON METHODS

Policy
Yesr Issue Age 25
1 «2250
2 0450
3 .0350
4 -0300
. 3 0275
4 .0260
7 .0250
8 0245
9 0240
10 .0235 -
n .0230
12 .0225
13 .0220
14 .0215
pLJ .0210
16 .0205
17 * .0200
18 .0190°
19 .0180
20 .0120
21 .0160
22 .0150
23 .0150
24 -0150
25 «0154
26 -0174
27 «0193
28 .0212
29 .0230
30 .0250
n .0260
32 .0270
- 33 .0280
34 .0290
s .0300
35 .0300
» - «0300
as .0300
39 -~ .0300
40 .0300
41 .0320
42 0340
43 .0360
44 .0380
45 .0400
46 0420
&7 .0440
48 <0406V
42 .0480
.0500

Iliue Age 35

.2250
<0450
.0350
+0300
0275

.0260
.0250
0245
0240
0233

.0230
0225
.0220
.0215
0210

0203
0200
.01%0
.0180
«0170

.0160
.0150
.0150
.0150
.0150

.0180
.0210
.0240
" .0270
.0300

.0320
.0340
.0360
.0380
. «0400

¢ 0420
0440
- L0L60
.0480
.0500

Issue Age &5

Issue Age 55
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-2230
.0450
.0150
.0300
0273

.0260
.0250
0245
.0240
0235

00230

.0225

.0220

0213

-0210

0205
.0200
-.0190
-0180
0170

-,0214
«0248
0282
-0316
-0350

L0380

.0410
0440
<0470
.0500

2250
.0450
.0350
.0300
<0273

.0260
.0250
0243
.0240
.0233

.0230
.022%
.0220
.0215
«0210

.0205
.0200
.0190
.0180
.0170
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YEARLY RENEMABLE TERM FREMIUMS PER $1000 FOR §$25,000 POLICY (INCLUDING POLICY TEL)®

Age fov Scale Average Scale Righ Scale
235¢8¢ $ 2.9 $ 3.3 $ 3.50
268e 2.97 3.3 3.80
2788 2.97 3.39 3.80
284 2.97 3.% 3.80
29 2.97 3.39 3.80
30 2.99 4 3.82
b3 3.06 3.48 3.90
2 3.12 - 3.54 3.97
3 3.15 3.59 4.02
34 3.17 3.61 4.04
3. 3.23 3.67 4.11
36 3.32 3.76 4.21
n T 3.42 3.88 4.3
3 3.56 4.04 4.51
3 3.7 4.21 4.70
40 3.91 4.43 4.94
41 4.14 4.68 s.21
47 4.43 4.99 5.56
43 4.77 : $.37 «  3.97
& 5.18 5.82 6.47
‘&S $.66 §.36 7.05
46 6.18 - 6.94 7.69
47 6.74 "7.54 8.35
48 7.32 8.20 9.07
49 7.92 8.86 9.79
50 8.49 9.49 o - '10.48
s1 9.08 . 10.16 11.19
s2 9.80 10.94 12.07
53 10.64 11.86 - 13.08
54 11.49 : 12.79 14.10
L1 12.35 13.73 15.15
56 13.36 14,36 16.37
7 14.50 16.12 17.75
S8 15.77 17.53 19.29
59 17.16 19.06 20.97
60 18.71 20.77 22.84
6 o 200470 . 22,73 : 24.98
62 .. .. 22,43 24.89 27.35
63 24,46 27.14 29.81
-64& 26.44 29.32 32.20
1] 28.49 : 31.59 34.69
66 30.72 34.06 37.39
6 3329 ‘ 36.89 40.50
68 36.02 39.92 43.81
69 39.21 43.43 47.66
70 42.66 47.25 S1.84
n 46.03 - 50,97 55.92
72 49.36 54.66 59.95
b} $2.93 $8.61 64.28
74 §7.15 . - 63.27 69.38

'®  To obtain per $1000 premiuns fof $5.,000 policy add $4;
for $10,000 policy add $1.50; for $100,000 policy
dcduct $.75.

¢4 Premiums for x < 29 equal premium for x = 29,
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pROGRAM: LINTON
‘(Linton Yield Program)
1. Introduction
The funds used to purchase a whole life insurance policy are
iused iﬁs%ead to purchase term ihsurance with the femainder
%‘kposited in a savings account, such that the total of term
é insurance plus savings fund at the beginning of year equals the
Eface amount of -the whole life insurance policy. The Linton yield
 is the rate of interest which would have to be paid on the
fsavings deposits Eo equate the savings balance at the end of the
:Nu’year to the Nth year cash value of the whole life policy.
Mathematically{-the following recursive eguation is solved
for r: |
Ey = (Et-1+(Pt-nt-1-it)Ft)(1+r)/(1-.001yt)

t=1,...,N
umjéct to (CN+DN+TN)FN ='£N_
where r is the Linton yield and
E; is the value in dollars of the savings account in time t,

and Eg = 0, |
Py is the whdlevlifé insurance premiumvinltime t,.expressed in

cost per thousand dollgfs of face value
Dy is the dividend per thousand dollars of face value in time

t, and Dg = 0
!, is the term insurance p;emium in time t, expressed ih cost

per thousand dollars of face value.
Py is the face value of the policy in time t, expressed in

thousands of dollars.'
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N is the time period for which the yield is computed
Cy is the cash value ofithe whole life policy in year N, per
thousand dollars of face value
Ty is the terminal dividend-in year N, per thousand dollars of
face value
The Linton yield program calculates r using the Mueller
iteration method, given user-suppliedvpolicy issue age, whole
life premium, dividends, face value and cash value. The last
variable includes any terminal dividends. Optionally, the user
may supply term rates, the time periods for which the returns are
-to bercomputedf upper and lower bounds for the Linton yield, a
tolerance level of the estiméte, the number of iterations, aﬁd if
more than one set of data is used, whether these options change
for subsequent data Qets.' In addition, the option cards may be
on a separate file frbﬁ the aﬁta géts. |
At least one op;ion card must be shpplied.. If a field on
the 6ption card is blahk,‘default values are‘assumed. If the
same options'afe to apply to all data sets in the ij, only one

option card need be supplied.
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9-16
17-24
- 25-32

36

VARIABLE

OPTION CARD FORMAT

DESCRIPTION : DEFAULT VALUE

33-35

IYR

IPER

XLI*
XRI*

EpPS*

IEND

IART

Number of years of data in the 20
data set(s)

The period(s) for which the . . 5
yield(s) is (are) to be computed. 10
Up to 3 periods may be selected 20
(but see note on cash value on

DATA SET FORMAT). If fewer than

3 periods are selected, enter

" the periods in the leftmost

fields. For example, if returns
are to be computed for 15 and 20
years, enter '15' in cols 3-4,
'20' in cols 5-6 and nothing in
cols 7-8 '

-

Leftmost bound of yield -1.0 (-100%)
Rightmost bound of yield .10 (+10%)
Tolerance level of the esti- .001

mate

(i.e.,|(Cy + Dy + TY)Fy = Eyl< EPS)

Number of iterations 20

If zero or blank, term rates See default

are calculated for issue age mortality.

25, 35, 45 or 55 from mortality table, below
tables in core using the

following formul a: -

Ye=.95M¢ ,a T;QO +25000/Ft

whete‘Mt' is the entry 1in

the mortaTity table for year

t, age a

If 1, a mortality table is to

be read in following this option
card, and term rates are to be
calculated as above

1f 2, term rates are to be read

in with the data set, and there
is no age restriction.
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COLS

OPTION CARD FORMAT (cont'd)

VARIABLE DESCRIPTION

37

38

39

40

must

IFV If zero or blank, face value is
fixed over time

If 1, face value changes over
time

IPREM If zero or blank, premium is
level over time

If 1, premium changes over time

10PT If zero or blank, no more
option cards are to be read

1f 1, an option card is to be
- read for the subsequent data
set -

IT This is used only if the data
sets are not on the same file
as the option cards

If zero or blank, yields are to
be computed for all years for
which data are available

If 1, yields are to be computed
for periods determined by IPER

DEFAULT VALUE

* If any of these fields are overfidden, the decimal point

be keyed in explicitly.

. VI-ZO




DEFAULT MORTALITY RATES USED WHEN IART=0

Policy
"~ Year Issue Age 25 Issue Age 35 Issue Age 45 Issue Age 55

1l «53. .71 l.81 3.72
2 .63 .89 2.48 5.37
3 77 1.16 3.11 7.32
4 .80 1.32 3.69 - ’ 8.67
5 "~ .80 1.48- 4.17 9.47
6 .81 1.70 4.85 11.22
7 .85 1.99 5.49 13.13
8 .88 . 2.26 6.10 14.34
9 96 2.59 6.70 : 15.58
10 1.05 2.98 7.50 17.41
- 1.17 3.37 8.38 19.08
12 1.27 , 3.91 9.66 22.55
13 1340 4.47 1l.11 26.44
14 1.57 5.04 12.65. 30.72
15 1.72 5.71 14.45 35.34
16 l1.9r - 6.25 15.92 38.61

17 2,12 : 6.80 17.60 41.80

18 2.39 7.49 19.45 44.96
19 2.72 - - - B.28 21.38 48.35

20 3.10 9.08 - - 23.25 52.34 .

21 3.56 9.90 25.19

22 4.06 - -10.85 27.31

23 4.58 ’ - 11.93 29.74

24 5.14 13.14 32.33

25 5.71 14.45 35.34

26 6.25 15.92 38.61

27 ‘ 6.80 17.60 41.80

28 7.49 '19.45 o 44.96

29 - 8.28 21.38 48.35

30 .9.08 23.25 52.34

31 9.90 25.19

32 10.85 ' 21.31

33 11.93 29.74

34 13.14 32.33

35 14.45 35.34
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DEFAULT MORTALITY RATES (cont'd)

Policy : .
Year Issue Age 25 Issue Age 35 Issue Age 45 Issue Age 55

36 15.92 38.61

37 17.60 41.80

38 '19.45 44.96

39 21.38 48.35

" 40 23.25 52.34

41 25.19

42 27.31

43 29.74

44 - 32.33

45 35.34

46 38.61

47 41.80

48 . 44.96

49 ) 48.35 .

50 52.34
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OPTIONAL MORTALITY TABLE FORMAT (used when IART=1)

If an optional mortality table is to be read in, the data
for an age is read with one FORTRAN read statement using a format_
of 11X,17F4.2. The number of observations read in for an age is
the miﬁiﬁum of the number of years specified in fYR (éée OPTION
CARD FORMAT, above) and 75 minus the age, for example, if IYR is
30, then 30 observations would be read forvages 25, 35 and 45 and
20 observations for age 55. All data is assumed to be available.

"Example of optional mortality table data for IYR = 30:
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m. 1-11

EXAMPLE

YOU WANT

MAY APPEAR

IN THESE
COLUMNS
THEY ARE
NOT READ

BY PROGRAM

50 60 80 80 80 -80 90 90 100 110 120 130 140 160 170 190 210
240 270 310 3&0 410 460 510 570 630 680 750 830 910 '
70 90 120 130 150 170 200 230 260 300 340 390 450 500 570 630 680
750 830 910109011901310145015901760195021402330
180 250 310 370 420 490 550 610 670 750 840 97011101270145015901760
1950214023302520273029703230353038704180450048405730
370 540 730 880 950112013161430156017401910226025403070353038604180
450048405230



The optional mortality taple follows the option card which

specified that the table is to be read.

COLS. VARIABLE DESCRIPTION
1-11 - These columns are not read and may

contain comments, if desired.

12-15 ART(Year,Age) For each age, 25,35, 45 and 55, use as
16-19 many cards as needed to contain

20-23 mortality data. The decimal point is
24-27 : _ assumed to be between the second and
28-31 third column of each field. Each age
32-35 . starts on a new card.

36-39

40-43

44-47

48-51 -

52-55

56-59

60-63 -

64-67

68-71

72-75

76-79

ab_ : ' blank"

VIi-25



T

DATA SET FORMAT

If the data sets are to be read from the same file as the
option cards, the following formats apply:

The first card contains a company number, form number of the
polﬁpy, kind of policy, issue age, and up to three cash values,
which correspond to thé last.yéar(s) of the period(s) for the
Linton yield calculation(s). The FORTRAN format statement is
13,A4,A2,12,3F8.2. 1f the three cash values are blank or zero,
theﬂ it is éssumed that the Linton yield calcula£ions are to be
performed for each year from year 1 through IYR, and the next sét
of cards following the first card cohtains the cash valuesqftom
years 1 to IYR. .The FORTRAN format statement which reads this
data is 11X,8F8.2.

The next set of cards contain the face value. If the fape
value is constant (IFV=0 or blank on the option cérd) only the
one face value is keyed in columns 12-19, otherwise thisfse£ of
cards contains the face §alues from years 1 through IYR. The
FORTRAN format statement which reads the face values is
11x,8F8.0. |

Following the face value is the set of premiums. If the
premium payment is level (IPREM=0 or blank on the option card),
only one premium is keyed in colums 12-15, otherwise this set
contains the premiums from years 1 through IYR. The FORTRAﬁ
format statement which reads the premiums is 11X,17F4.2

Following premiums is the set 6f dividenas for years 1
through IYR. The FORTRAN format statement which reads the

dividends is 11X,17F4.2.
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COLS

1-11

12-19

20-27
28-35
36-43
44-51
52-59
60-67
68-75
76-80

VARIABLE

ICO
IFORM
IKIND

. IAGE

cv(1l)
Ccv(2)
Cv(3)

VARIABLE

CV(Year)

blank

IDENTIFICATION RECORD

DESCRIPTION

Company number (numeric)

Policy form number (alphameric)
Kind of policy (alphameric)

Issue age <{numeric)

Cash values per thousand

dollars of face value corresponding
to the last year(s) of the

periods for the Linton Yield
calculations. The decimal point is
assumed between the 6th and 7th
column of each field. If columns
12-35 are blank or zero, it is
assumed that cash values for all
vears follow this card.

CASH VALUES

DESCRIPTION

These columns are not read and may
contain comments if desired.

Cash values per thousand dollars
of face value. Use as many cards
as needed to contain the data. The
decimal point is assumed between the
6th and 7th column of each field.
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CoLs

1-11

12-19.

20-27
28-35
36-43
44-51
52-59
60-67

 68-75

76-80

COLs

1-11

12-15

16-19
20-23
24-27
28-31
32-35
36-39

40-43

44-47
48-51
52-55
56-59
60-63
64-67
68-71
72-75
76-79
80

FACE VALUES

VARIABLE DESCRIPTION
These columns are not read and
may contain comments if desired
FV(1l) or Face values in dollars. Use as
FV(year) many cards as needed to contain
. the data. No decimal point is
assumed.
blank or FV(year)
. N
L]
»
L]
L]
]
blank _
PREMIUMS
VARIABLE DESCRIPTION

PREM(1) or PREM(yeat)

blank

These columns are not read and
may contain comments if desired

Premiums per thousand dollars of
face value. Use as many cards as
needed to contain the data.

The decimal point is assumed
between the second and third
column of each field.
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COLS

1-11-

12-15
16-19
20-23
24-27
28-31
32-35
36-39
40-43
44-47
48-51
52-55
56-59
60-63
64-67
68-71
72-75
76-69

coLs

1-11

12-15
16-19
20-23
24-27
28-31
32-35
36-39
40-43
44-47
48-51
52-55
56-59
60-63
64-67
68-71
72-75
76-79

80

VARIABLE

DIV(year)

VARIABLE

ART2(year)

DIVIDENDS
DESCRIPTION

These columns are not read and may
contain comments if desired

Dividends _per thousand dollars of
face value. Use as many cards as
needed to contain the data. The
decimal point is assumed between
the second and third column of
each field.

blank

" TERM PREMIUMS

DESCRIPTION

These columns are not read and may
contain comments if desired

Term premiums per thousand dollars
of face value. Use as many cards as
needed to contain the data. The
decimal point is assumed betwen the
second and third column of each
field.

blank
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If the option cards are read from a separate file from the
data sets, then a subroutine called READT must be supplied which
reads input from unit 10. The subroutine must supply values for
the same variables listed above and must have two returns, one a
RETURN and the other a RETURN 1 which indicates end of file on
the data set.

Each call to the subroutine returns a new data set; these

values are transmitted in labelled common blocks. The form of

the subroutine is
SUBROUTINE READT(*) 7
COMMON/COMl/PREM(SO),DIV(Si),FV(SO),CV(SP)
COMMON/COM4[IYR;IPER(3),XLI,XRI,EPS,IEND}IART,IOPT,IFV;IPREM
COMMON/COM5/I TEMP(50) ,IPIND,NPER,XNA,IYIND,IY,IREPT
COMMON/COM7/1CO, IFORM,, IAGE, IKIND
'REAL‘B PREM,DIV,FV,CV,XLI,XRI,XNA,ARTZ
Subroutine '
RETURN
end of file routine
RETURN 1.. |
Note. that dividends are dimensioned 51. This is because the
dividends lag the other variables by one period. The dividends
for years 1 through IYR are stored in DIV(2) through DV(IYR+1).

DIV(l) is set to zero in a block cammon subroutine.
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IYIND and IY are used to convey to the main program the
number of years t§ use. If IYIND is zero, the number of years is
taken from IYR (specified on option card), otherwise the number
of years is given by IY.

ITEMP, NPER and IPIND convey the time periods to the main
progrgm. If IT (specified on option ca:d) is not zero, then NPER

is set to 3 and ITEMP (1), (2) and (3) as determined by the

" option card.

If IT is zero, then NPER=1Y and ITEMP(I)=(I) for I fram 1
through IY.

If IPIND is*not zero, this indicates that these values have

‘been set by the subroutine and that they are not to be changed in

the main program.
The subroutine READT that exists in program LINTON reads the
HART insurance file. The subroutine READT in program LINTON77

reads the FTC insurance files.
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APPENDIX VII: LIFE INSURANCE AGENTS

Part III of the report discusses the impact of the agent and
the importance of the two-tier commission structure. This Appendix
provides additional information concerning the number of agents,
their incomes, and commission structures.

LIMRA statistics indicate that there were approximately
287,600 full time life insurance agents in the United States in
1975. These can be broken down as follows:

Table 1

"Full-Time Life Insurance Agents, 1975l

- Full-time CareervOrdinary Agents - 145,000
Personal Producing General Agents 16,000
Multiple Line Exclusive Agents. ' 39,000
Combination Agents , 87,000

Total ' 287,000

In addition, there were approximately 42,000 part-time agents and
48,000 district heads, managers and supervisors. Women accounted

for 4 percent of the sales force in 1975.

1 Table assimilated from data in LIMRA publications, Census

of Life Insurance Sales Personnel 2, 6 (1976), and Census of
Life Insurance Sales and Support Perscnnel 2 (1975). The latter
pUbIication fndicates that companies define such terms as "full
time" and "life insurance agent™ in different ways. Id. at 6.

No attempt was made to standardize different definitions for
purposes of this table. :

Vii-1

o



9

L=

7

Table 2

1973 Total Personal Income of Full-Time Ordinary
U.S.. Agents 2

Time in Less than $10,000-  $15,000- $20,000-

Business $10,000 14,999 19,999 24,999 25,000+
1 - 3 -years 39% 358 14% 6% 6%

3 - 5 years 24 17 30 8 21

5 years + 4 12 20 13 51

Additional data comes from a study of agent income made by a
relatively largg mutual company located in the Northeast ih 1974.
Table 3 gives average incomes for this companjys agents by number
of years‘inbthe business. The data is generally consistent with

data from Table 2.

2 ’ :
First Report of the Industry Advisory Council Committee to the
Agents' Compensation Systems Task Force of the NAIC C-3 Life

.. Insurance Subcommittee, 34 (1976) (hereinafter cited as .Agents

Report]. This table refers to agents with 75-100 percent of their
income from the sale of individual life insurance and/or annuities
It is based on the Survey of Agent Opinion conducted by the NALU

and LIMRA in 1974. Approximately 1,300 among 5,500 randomly selected
agents elected to respond to the survey.
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Table 3

1974 Income of Agents of One Large Mutual3

Number of Years Average Total Income from all
.in Business Insurance Sources
1 but less than 3 years $11,344
3 but less than 5 years ' 14,934
5 but less than 10 years 25,115
10 but less than 20 years 32,188
46,611

20 years or more

Due to inflation agents' incomes have prebably increased
substantially since 1973 and 1974.% on the other hand, the data
in Table 2 and 3 represent gross income. Approximately 30 percent
of this income must be used to meet business expenSes. Therefore,
the data in Tables 2 and 3 representing agents' gross incomes in’

1973 and 1974 probably come reasonably close to approximating their

net incomes in 1979.

Agent's Report, supra n. 2 at 36.

The Consumer Pr1ce Index increased 52 percent from 1973 +0o -
November 1978, and 37 percent from 1974 to November 1978. Economic
Report of the President 239 (1979).

5
Agent's Report, supra n. 2 at 38. A million dollar round
table survey showed that expenses accounted for approximately
36 percent of earnings for agents earning less than $25,000 and
32 percent of earnings for agents earning more. The company
providing data for Table 3 estimated expenses to be between 20
and 30 percent of earnings for its agents.
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As noted in Part III.E.2there is an extremely high turnover
rate among agents. LIMRA research indicates ‘that in 1975 28
percent of the agent sales force "turned over" from the
beginning of the year to its end, 39 percent of agents were in
their fi}st year, and only 14 percent of agents who had entered
the profession four years earlier-were still in it.6 Therefore,
a large majority of acents are relatively inexperienced and most
must struggle-to earn a living. As discussed in Part III
these facts exacerbate the impact of the two-tier commission
structure.

The remainder of this Appendix consists cf an analysis of
agent contracts submitted to Hart's Subcommittee in 1974. There
is a great deal of variance among companies with regard to both
commission schedules and vesting policy.

Firsf year commissions on one, five and ten year term
policies range from 15 to 60 perCent;'with most companies falling
in the 30 to 45.percent range. Renewal commissions are generally
4 to 7 percent for the first ten years. However, some companies
pay high second-year commission (10 to 15 percent), others pay
higher commissions on specifié renewals (such as tﬁe 6th and 11lth
fears of renewablehtefm policies), and otﬁeré pay first year

rates on renewals, based on the increase in premiums.

LIMRA, The Manpower and Production Survey 10 (1975).
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First year commissions on whole life policies are generally
in the 35 to 75 percent range, with 55 percent most common.
Ffirst year commissions tend to be higher for companies not
licensed in New York State. The most common renewal schedule is
sperceﬂt‘in years two through ten. However, most companies
deviate from this pattern in one way or another. Many pay larger
commissions in years two and three, smaller in later years.

Companies vary substantially in their vesting policies. Some
companies vest commissions immediately. Others reg:ire 20 years of
service before renewal commissions are fully vested. OfteR _conditions
forivesting are tied to sales performance. All companies make some
kind of exception for death or retirement if commissions would'not
otherwise be fully vested.

Table 4 provideé a detailed company-by-company breakdown of
commissionvschedhles and vesﬁing policy for whole life agd term

policies in 1973.
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Table 4 - Company-by-Company Breakdown of Commission Schedules and Vesting Policy in 1973
' Term Policies

B e i e e

(D PANY NO, roL1cY FIRST YEAR RINIEAL (3ANSSIONS '
_ Y4 5 1678 9 107
Actna Life Insurance Co. 002 | S-Yr, Rercwable £ Convertible 404 54 258 5%
Policy
All Arerican Life § Casualty Co. | 005 1-Yr, Renewable Term to Age 70 30 to 50% 5% 5%
. . b . [ ]
American Ceneral Life Ins, Co, 011 1-,5-,10-,15-Ycar Term £ Term 454 154 354
to 30 10% £ S St)
Amcrican lleritage Lifc Ins, Co, }012 1-Yr. NRencwable & Convertible Tcrmr 154 a4 49
American Mational Insurance Co, | 015 S, 10, 15-Yr, policies & riders hyiN )
American tinited Life Ins. Co. 019 5-Yr. Rencwable Tem 25% (1] 2 Additional commission of
' 15V on renewal premium of
6th § 11th yr.
Bankers Life & Casualty Co, 020 $-Yr, Level Rencwable § Converti- 35 2% 20% rl
ble Term
Bankers Life Conhany 021 S £ 10 Yr, Convertible & 5-Yr, Re- 404 6\‘ a4 44
ncwable § Convertible ,
Ae 45
Age 45
Bankcrs‘National Life Ins. Co. 023 S-Yr. Rencwable £ Convertible Term mn St st
Central Life Assurance Company 032 Yearly Rencwable Term Policy 401 n 7 NJ. of rcnewal commis-
sions is a function of
1st yr. comissions
paid in contract yr.
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B e R T TT

OEPANY NO. roLicy FIRST YZAR RENIVAL, (3RMINSTONS
‘ 2 34 5 (67 8 910
Coastal States Life Ins. Co, 03% S-Yr. Term Renewable § Convertible 354 158 ¢ 7t ™ Mo rencwal commissions
. on Term plans for less
‘ { than $5000.
Conbine Insurance Co, of Am. 043 Little Glant Life Ins, Policirs $7 for each $24qo0 face value poligf, plus 20V of | Renewals: 10% of all
the first simirdnnual premium colldcted by apgent. ]premiums collected by
the representative
Commercial Unlon Life Ins, Co, | 045 S-Yr. Convertible § Rencwable 40% St 5% 204 Se
of Amcrica
Connccticut General Life In- 048 S-Yr. Rcnewable § Convertible 318 9% 6% 4% 4y (sce 3} Comnission in a rcnewal
surance Comparry Term : hox yr. will « )5 the 1st yr,
Age S0 at rate applicable at in-
Age S0 rt. sured's age.
Comecticut Mutual Life Ins, Co.| 049 S-Yr. Rencwable Temm 30t n 4 4\ Fces on 1st §
. subscquent
rencwable
premiums
21
Convenant Life Insurance Co. Not 5-Yr. Renewable § Exchangeabile a5 Sy St A non-vested service fee
On Term : = to 45\ of the 1st re-
List newal premium will be
] paid in 6th rencwal yr,
Equitable Life Assurance Socicty | 054 5-Yr. Renewable Term 174 5% 104 St 1th § later policy yr.
of the United States 3 2\
Farmers Now ‘lorld Life Ins, 059 5-10-Yr. Rencwable § Convertible Sov 108 S\ 50%

Growp

Term
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MO OANY NO, roLICY -FIRST YUAR RENERAL GRAMIKSINS
2 Y4 5 7T 8 910
Fidelity Life Association &/or | Not S-Yr. Renewable & Convertible Term S0t 108 St 508
Federal Kemper Life Ins, (o, On
List

Franklin Life Ins. Co. of 063 Term Policles 15 to 50% No rencwal comaission od

Springfield policies of S-yrs. or
less

General Services Life Ins, Co. 065 Decreasing Term 15, 20, 25 Yr, 40% tonthly Incom § Pro-
duction Bonuses Provided

General United Life Insurance Co| 066 S-Yr. Renewable & Convertible Term 25% . 108 5% )

Georgia International Life Ins. | 068 10-Yr,, Convertible Level Temm 40% 108 S% 5%

Comparny .

Globe Life & Accident Ins, Co. 069 OConvertible § Renewable Term 40 to 50% st 5%

Hamilton Mational Life Ins, Co. | 079 Level Term Life 15 to 80% n n Premiuns payoble: 1) pre

: miurs payable

Hame Life Insurance Co. 082 5-Yr, Renewable Term ($5000 min) 354 o st *On increase in premium

International Life Insurance Hot Term* 35 to 50% Sy ) Commission on S5-yr. re-

Company of Buffalo On . newable § convertible

List term in 6th yr. is same
as 1st yr. On 4yr. rech
convt,, it will sane
as 1st yr. in tha Sth.
-3~
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Sim e dav— -

OO PANY NO. PoLICY FIRST YCAR RENURAL (ERANSSIONS
2 34 51067 89 10
Jefferson National Life Ins. Co, | 094 5-Yr. Rencwable § Convertible Term 30% 5% 1st yr. \ payable on
K ) cach Sth yr, renewal
Jefferson Standard Life Ins, Co. | 095 | S-Yr. Rencwable § Convertible Term 40% L Y B A
John Hancock Mutual Life Ins, Go{ 096 S-Yr, § 5-Yr, Renowable Term 35 A B | See sect. 21 in spec,
: apent's commission -
agreement
LarFayette Life Ins. Co. 101 5-Yr, Convertible Term 451 6% 4,54,54 4
The Latar Life Ins, Co. 102 | S-Yr. Rencwable § Convertible Term 601 e " Additional commissions

of 36 in the 6th
policy yr.
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PANY NO. roLICY FIRST YEAR RENTIVAL (SMISSTONS
o 2 34 51678 9 10
Liberty National Life Ins. Co. 104 $ 610 Yr, (‘Dnverlib_le Term 45% St 5%
Lincoln National Life Ins. Co. 115 S, 10 § 15 Yr, Convertible Tcrm 30 to 1] 5t 54
‘ 6 S-Yr, Rencwable Temm 354
Minnessota Mutual Life Ins. Co. | 125 | 1-Yr. Rencwable € Convertible Term 104 104
. s 5 See contrack fereyner,
Mutual Benefit Life Ins, Co. 129 1 6§57Yr, ncruéw le Term Ins. ;,n T:\hlcs 31&4 Na 15t
*Nenewal commission at
Mutual Life Insurance Company 130 S-Yr. rcnewable term 3544 St St St the 1st yr, commission
of New York rate applies to increase
in premium § rate of re-
newable commissjon
Naticnal Investors Life Ins., Co. | 134 S-Yr. rencwable § canvertible Temf 30% 1] 3N 3
National Life Insurance Co. 137 | Temn Policies 30 5y 501
National Old Line 138 S-Yr. Tcm; renewable convertible 404 4 41
Natiorwide Life Ins. Co. 142 | S5-Yr. Tem 35% 3 3
_ New England Mutwal Life Ins. Co. | 143 | Rencwable & Convertible Term at 35¢ 5% 1) See Conmission schedule
‘ : issue § subject to increase in for more information
premitm at renewal
Massachusotts Mutual Life Ins. Co,| 119 Term Policies 31,5 S 5 In yrs. of rcnewal, the
: : I1st yr, comission rate
applies only to the in-
crease in premiun. Nenew
al rates apply to balance
-4-
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POLICY

(DMPANY FIRST YEAR RINVWAL (3RAISSIONS
. 234 5 8
Metropolitan Life Insurance Co. | 120 | Levol-Term-Renewable, Convertible 2 to 10% 10%
Other than 1-yr. Term 454
Northwes temn National Life Ins, | 148 S"-Yr. Renewable § Convertible 404 '15\ 5% rA)
Co, ' Term
] Not
North Atlantic Investors Life On "~ §-Yr, Convertible Tem 60% 13} 0t
Insurance Carpany List
New York Life Insurance Co, 144 S-Yr,. Rencwable Term 40% 4] 1) L\ne of issuer determines
‘ . tthe number of rencwals
hllowed,

Occldental Life Insurance Co. of| 149 S-Yr. Convertible § Rencwable 50% ' St section on commission

Califormnia Term Policy ’ fication,

Chio State Life Imsurance Co, 152 S-Yr. Convertible - Renewable . 108 3 ]} A1l renewable term poli-

o Flu arc considered as

Pacific Mutual Life Insurance 157 Annual Renewsble & Convertible " 308 8% 6% 4% 2% 2%

Comparny Term

Penﬁ Mutual Life Ins. Co, 159 $-Yr. Nenewable Term (Initial 354 pLo P Tt | n

Period)

Phoenix Mutual Life Ins, o, 164 S-Yr, Term 304 5% 5% 11} A SV renewal commission
7111 be pald on subse-
huent premiums including
Futomatic renewal of the
policy contract (AS)

Provident Life § Accident Ins, 169 S-Yr. rencwable § convertible 30% n

Co.

Term
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O PANY

ml

PAeri e e ot Bt et & M

PoLICY

_ FIRST YEAR RENEWAL, (CRMSSIONS .
i 2 Y45 |6 8 9 10 )
Provident Mutual Life Ins. Co. 169 Renewgble Level S-Yr, Term (on 354 64t At 64
. initial issue)
lepublic National Life Ins. Co, | 175 5-Yr, Term Rencwable § Convertible 400 208108 St 5% k‘rom Form A-3039-173
\ ' (75%)
Security Life § Accident Co. 181 1, 5, & 10 Yr. Renewable § Conver- 40% 11 11} Ist commission paid only
' " tible Term once
Southwestern Life Insurance Co. | 187 Term policies § Rencwable § Con- 40% 108 5% Sy
vertible Term to Age 60
State Famm Life Insurance Co. 191 $-Yr. Term - 10-Yr. Tem 30% Scale‘A Scale A
. 8 44
Scale B Scale B
44 2
State Life Insurance Co. 192 Tem‘ Policies ﬁ‘to 15% X108 5% | Service Fees
State Mstual Life Assurance Co. | 193 | Term: 2 Premium & over 35 51 5\
of Ancrica ‘
Travelers Insurance Company 201 Select 5-Yr, Term Rencwable to 40% 6t N 2t
Age 70 Convertible to Age 65 .

Union Central Life Ins, Co. 202 All Term Plans 408 St Sy *except increase in 6th
yT. premium only on which
not is payable,

thited Benefit Life Ins. Co. 205 Term Insurance (Except 10-Yr, Term 404 5% 5%

-6-




ET-TIA

(O PANY NO. roLicy FIRST YEAR RLNTAL, (3 031SSIONS
- Y4 5 0a7 89 10
United Founders Life Insurance | 208 | 5-Yr. Renewable § Convertible 504 ) 5t
Co. ’ ' ' :
ot = .
Wnited Investors Life Ins, (o, Ein All Term Policies 504 5% st
st
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Table 4- Whole Life Policies

. Commlssions : < A1l Conditions for
Company No. Policy 1 2 3 4 5 6 7 8 9 10 Full Vested Full Vesting
Aetna Life 001 Wholelife , 50%%| 10-10-3 3% After 15 yrs or 1st year « fully vested
Insurance Co, o : g ath or disa- 2 - 4 - vested if with co, 4
o illty ’ years before termination

S - 10 - vested {f with co. 1§
years before términation
(all fully vested if

termination by death or total '

disability)
All American | 005 Non-part. . 55% 54 St After 3 yrs, 1st yecar - fully vested
Life § Casualty Ordinary Life o ‘ No renewal comm!sn if
Co. [

terminates during year {n
which apents 1ife, accident
§ sickness commiss'n are
$200. :

I1f less than 3 yrs, agent can
get 1 yr's renewal for each
full contract year of
service,

If > than 3 yrs - commission
for 2-10 vest,

All vested upon death, or
total, permanent disability
after 3 yrs,

Participating Ord] '
Life 604 11} St

Anerican Heritagd 012 "Cl;;del" Whole 65% 5% St After 2 yrs 1 yrs - fully vested

Life Insurance Life 2-10 - vested after 2

Co. (conditions attached) consecutive yrs under the
LPU at 90 654 Sy _ 5% contract.

American General 011 Whole Life Series 55 45 45 Termination All commissions vested with
Life Insurance (10 - 20 more to to to death or disability,
Company premiums) 75% SS% S54 If terminated for other

(10 - S%) (s%) reasons, comn'sn vested

if averaging > $10 per
month.

* 5% additional will be paid for each policy of $5,000 or more written up to and including age 60.
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Conmlssioﬁs ’
S 6 7 8 9 10

All

Conditions for

Company No. - Poliey 1 2 3 4 Full Vested Full Vesting
American 018 Non-part. Whole: 35 8 o ' All 1st yr commsns cease
National Life sS4 upon termination
Insurance ! A1l renewal commsns cease
Company upon termination of service
Part. Continuous | 47k 81 .- oo " "
Premium Whole : " " "
Life
American United " 019 Ordinary Life, 65% 15-10-49 43 All vested with death or
Life Insurance Shielder (less ~ disability,
Company than 60 yrs) Otherwise, for each full yel.
of cont{nuous service,
ord. Life, over 35- 158 S commissns will be paid as
< 60 yrs. 651 gg gg 4 4 41 $ollow;.s .
— rs. o ervice Vestin
7 1 I polzcy
- § § "
wn
4 4 "
S or more 9 "
Bankers Life § 020 Nhole Life 65- |25 - 2% 2% After 10 yrs, or age| 1st yr. premiums - fully
Casualty Co. 704 6S or death or vested
disabllity 2-10 yrs: vested after 10
LPU at 9§ 604 |15 - 2% 24 yrs, or at age 65 or upon
. dcath or disability if >
_ $200 per year,
Bankers Life 021 Ordinary 8§ Whole | S0 71 7% to eighth | All ‘vested at 9 yrs. ls§ yr, veste
Company of Lifes to policy year yrs SGTVXCO. no coma'sns
fowa 554 ) an yr commssn vested at ly
Ira ¥ 4
‘th 1] L1 " " s
Sth " ”" ” " 6
6th ”" [1] ’O " 7
7th " " " " ’
sth [1] (1] " ”" 9

.2-
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_ Commisslions All Conditions for
Company No. bolicy - 1 23 4 5 6 7 8 9 10 Full Vested Full Vesting
Bankers National]l 023. | Ordinary § Modi- | 60% 5% - - 5% 1st yr. vested
Life Insurance fied 10" Whole - ' 2-10 yr, vested if due to
Company Life . . death, disability, or
\ termination of General
Agent's agreement.
2-T0yr. lost if terminated
for any other reason.
Central Life 032 | Whole Life S5¢% 7
Assur. Co. GCraded Premium
Life 45 142
LPU at 95:
- & $25,000 -1 7
2 $25,000 40 10 3
Coastal States 036 Whole Life Forms 4 0 0 0 After S5 years No renewal commissions unless
Life Ins. Co. : . to to to to Agent has in force policles
80Y |27% | 74 i of >$100,000. If contract
outstanding for 1 yr § has
produced new business each
month, then 2nd renewal
vests renewal thru 4th yr,
3 to S yrs sixth renewsl
S yr. vests the last
renewal.
Combined Ins. Ca] 043 Little Giant Life| $3.50 of each $1,200 face value

of America

Insurance
Policies

policy, plus 20% of .

premium.
Renewals:

collected by the Representative

10% of all pr@mlums

1st semi-annual

No*rts. at
termination.

No commissions vest.

e »

Number of Renewal commission determined b
7% after Sth year,

2 $25,000 drops to 7%,

y amount of coverage,




Commissions

All Conditions for
Company No. Policy 1 2 3 4 5.6 7 89 10 Full Vested Full Vesting
Commercial Union] 045 Nhole Life 40 1o% | 5% 5% At termination Commissions vest at
Life ins. Co. § : to termination.
of America LPU at 95 604 '
Conn. General 048 Ordinary § 45 1510 S S |5 5 6 2 2 [After 20 years a, Termination
Life Ins. Co.’ Whole Lifes Yrs of Service Policy Yrs
LD 1
2-4 2
5 or more 3
b, Death
Yrs of Service Policy Yrs
0:- 9 4
10-14 6
< 15-19 8
2 20-more 10
b : g
JJ Conn, Mutual 049 LP Life SOtV 1010 S S5 S 3 1st vests in any event
~ Life Ins. Co. o Whole Life 2nd § 3rd vest in any event
LPE 95 4th - 7th vest as provided
1 Econo Live by contract
Under 61 Remainder are non vested
Covenant Life Not Covenant 25 - Full SS% 5% S\ At any time All commssn's vest except
Ins. Co. on Life Paid at 95 where agent performs a
List - criminal act against the
company.
Eq:itabie Life 054 Adj?;tuble ¥Whole- After 15 years, All vest at death
ssurance Life
Soclety of the 455 yrs. ss 1510 5 s{s 2 2 2 2 Period of Yrs Yosted 23 to
. S, 256 yrs. 52 B énd policy or

or contract
year subj. to
collection

S 2nd § 3rd
" "

1S or
retirement ﬁnd Eo 10th
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Nt e i
' : Commissions . Al Conditions for

Company No. Policy 1 2 3 4 5 6 78 9 10 Full Vested Full Vesting

General American 064 Double Protec- 60 53 S4¢ See next box At termination renewats
Life Ins, Co. tion to Age 70 vest only so long as agent

' T : has $100,000 of individual
' life insurance business
] remains in force on 'a -
y : premium paying basls,
Joint Ordinary 0 1) Sy At death or disability,
Life (2 lives)| commissions will vest with
certain stipulations

General Services 065 Preferred Risk 604 No renewal commissions,

Life Insurance and Company has a system of
Co. Juvenile Whole semi-annual production
Life bonuses,

General United 066 Various ¥Whole 30| S 2% Y. Upon contingencies A1l renewals vest upon
Life tnsurance Life Plans to to to to termination if 1) agent
Co. 65%] 10%] S% £} has completed 1 yr under

3 the contract and 2) the
total in commissions for
12 consecutive months
exceeds $240,

Georgia Inter- 068 Non-part. Whole 60 At 9 years lst year fully vested then
nationsl Life Life Plans to : no renewals {f { 2 yrs
Insurance Co. v 100%) 10 { 5% 54 continuous service, then

Participating S5 S| 5% B3 rencewal commission vest
Ordinary Life equal to number of full
. yrs of service. Ex: § yrs
service entitles agent to
Sth yr renewal,

* 2% for 11th § subsequent years dpon contingencies.

-6-
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Commissions All - Conditions for
Compuny No. Policy 1.2 3 4 5-6 7 8 9 10 Full Vested Full Vesting
Globe Life § 069 Ordinary Life 70% St (1) No Commssn's Termination cancels agents
Accident \ Survive Termina- right to recelve
Insurance Co. tion commission
Hamilton National 079 Ordinary Life 50 104 10% Upon Contingencies |After termination, renewal
Life Insurance to commissions are payable
‘Company 904 only if Personal Net
Annualized Premium in
force is not less than
$10,000 or 1f Agency net
Annualized Premium in
force is.2 $20,000,
Home Life 082 Whole Life* 45 2-4 After 1 yr § $1500 |Renewals vest at death or
Insurance Co. to 1ov in 1st yr, disability. Otherwise,
504 renewal commissions vest
after 1 yr. of service §
$1500 in 1st yr, commssn's,
International Not Modiflied Whole 501 104 10% At any time All commissions are vested
Life Insurance on Life subject to three divesting
Co. of Buffalo List clauses; commission lost
at death
Jefferson 094 Life Paid Up at 50 104 10 2\ After S5 years At death or disability,
National Life 90 - Non Pan renewals vest if agent
Insurance Co. 4 ' has > $10,000 in premiums
Other Whole Life| 45 in force.
Plans to 1f termination {s before §
60 7 - 108 {o 2% yrs, only lst commsn vest,
After S yrs, agent ‘§

commissions become vested,

* TFigures sre for a fleld underwriter,
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Commissions All Conditions for

Company No. Policy 1 2 3 4 5 6 7 8 9 10 Full Vested Full Vesting

Jefferson 095 Part. Whole S0 581108 2% 2% After seven years |After S yrs, 1st year 2 1
Standard Life Life § LPU at to : renewal are vested.
Insurance Co. 85 ' 554 After 6 yrs, 2 renewals are

Non-Part: Whole 1 12 |10 2% 2% , vested
& LPU at 90, to to . . After 7 yrs, all renewals
95 601 15%j10 2% 2% are vested,

John Hancock " 096 Life Paid Up at | 20 451 a9 No vesting until 2
Mutual Life Age 85§ to consecutive years
Insurance Co. Policies 454 Conditions attached.

John Hancock 096 Life Paid Up at 25 5% - 5% No vesting until 2 con-
Mutual Life 85 & Limlited to secutive years,
Insurance Co, Payment Life 1] {Conditions.

Policlies
Excluding
Signature 2§
Policies .
: , . S T A B

Lafayette Life 101 Whole Life Plans| 40 6 |47s] T At death all renewal

Insurance Co. to to to] to to commissions are vested
601 8t 61 6% St so long as. the total for
any year is > $120.
Termination for reasons:
will vest according to
“specific contingencies as
to gross volume of
premiuns § total amount
due exceeds $120,
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Commlssioﬁs. All Condltibns for

Company No. Policy : 1 2 3 4 5 6 7 8 9 10 Full Vested Full Vesting
Lamar Life 102 Ordinary Life § ] St 1) After 10 yrs., . 1f terminated with cause,
Insurance -Co, Life Paid, Up | to only first year commis-
) at 95 Plans, 70% |- . o sions vest.
“Par § Non-Par ' : 1f less than 2 yrs, & w/o
: s \ cause, on 1st yr, commid-
sions vest,

I1f more than 2 yrs, right
to renewal based on length
of service, E.g., S yrs
service = S renewals,

Liberty National 104 Whole Life 704 st 5% After 2 yrs. After 2 full years, at
Insurance Co. : ' termination by death or
5 ' otherwise, company will
(. continue to pav renewal
! commissions until such
it amount to & $10 for 4
consccutive mos, )
Lincoln National 118 Ordinary Life 30 1] ] St After 9 yrs. Renewal Commissions vest
Life Insurance Plans Par 1 to : . according to ! of yrs,
Co. o - 50¢% worked., E.g. r yrs.
& Non-Par s completed makes agent
to eligible for S renewals
- 55%Y at termination.
LPU at 95 (Par) 25% 10% 10%
{Non' Par) 554
Minnesota Mutual 128 LPU at Age 90 40 34 3y After 5 yrs, 1st yr. commissions fully
Life Insurance to to vested,
Co. ¥Whole Life & 501 51 st Reneval fommissions become
Adjustabdble Lifﬁ vested only after S yrs,
&t may be extinguished
' after falling below $120
for a 1 yr. period.

* Subject to some contingencies,
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Company

No.

Policy

1

Commissions

2 3 4 5 6

7

noa
e

0

10

w7

All
Full Vested

Conditions for
Full Vesting

Mutual Beneflit
Life Insurance
Co. -

129

Ordinary Life §
Life .Pald Up
at 70 Plans

5n
to
S0t

Determined by Formula,
Agent's contract.

See

4

at 15 years.

1f terminated

yrs. - no ‘renewals
yrs §<11, 4 renewals
yrs §4 12, S renewals
yrs § <13, 6 renewals
yrs § ~ 4, 9 renewals
yrs, 8th yr renewal
yrs, 9th yr renewal,

NENNBNA
ooty

Mutual Life Ins.

Co. of New York|

130

Whole Life Plans

50
to
554

TIT3T

8y S%

St

After 20 yrs.

1st year commissions are
fully vested,

1st § 2nd renewals sre
vested after three years,

3rd -~ 9th renewals are
vested after 20 years,

National lInvestord
Life Insurance
Co. .

134

Whole Life -
Premiums
Payable

30
to
75%

200 204

31

See next box.

If, at termination, the
annualized 1ife insur-
ance premium in force,
with some exclusions,
is 2 $10,000, renewal
commission will be paid
until this amount drops
to <& $5,000.

National Life
Insurance Co.

137

Life Plans

30
to
45¢

21

After 17 yrs.

At 12 yrs, of service, Sth
policy vests
At 13.yrs, " " 6th

At 14 yrs. * " 7th
"

At 15 Yrs. " 8th

At 16 yrs, " " 9th

At 17 yrs, " " 10th
"

-10.
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‘Commissions. A Conditions for
Company No. Policy 1 2 3 4 5 6 7 8 9 10 Full Vested Full Vesting
National O1d Line 138 Various Whole 60 L 3N it After 1 yr, 1st year commission is
Insurance Co. : Lifes , to vested.
' 700 1 yr service, renewal
' commissions are extin-
guished,

! > 1 yr service renewals
vest with charges and
continpencies,

Y .
Nationwide Life 142 Whole Life § ssy)  IUY! 3¢ 34 Vesting only under | No vesting after
" Insurance. Co. Modified 3-10 contract, termination.
Whole Life
New England 143 | Ordinary Life § ‘58% St See questionnaire for
Mutual Life Ins Life Paid Up details, Apparently
Co. at 85 . years 1-5 are fully
vested with subsequent
renewals depending upon
years of service §
total production
produced.
Massachusetts 119 No Whole Life

Mutual Life
Insurance Co.

Listed

At death, all commissions
are vested,

Termination for other
reason with £1 vyr
service: No renewal
commssns.

Termination after 1 yr.:
Basic vested renewal
1 commissions plus earned
vested commission
determined by years
service.

+1l-




Company

No.

Policy -

Commissions

4 5

6

7

9 10

All
Full Vested

Sk

Conditions for
Full Vesting

ketropolitnn
Life Insurance
Co.

120

Whole Life Plans

»

35
to
5514

N
' w
o

Upon retirement
only.
'

No vesting whether active
or terminated, But if
aecent belones tn the
Retired Metropolitan
Field Force, 3 11%
rencwals for 2nd - Ath
yrs., are vested,

Northwestern
National Life
Insurance Co.

PC-1IA

148

Various Whole
Life Plans

30
to
554

to
10%

24

After 7 yrs,

If terminated before 7 yrs,
For other than death or
disability, no further
commieginng will be ~aid,

If terminated after 7 yrs.,
then 1st commissns are
payable in full; 2nd -
.5th yrs. will be paid at

" 80% of value; later
commissions will not vest
unless due to retirement,

Northwestern
Mutual Life
Insurance Co,

147

Whole Life.l.
E.O.L

11
to
SO\

17
to
204

17
to
15%

3

After 9 yrs,

1st year commissions are

fully vested.

Renewal Yr. Years of Ser-
vice Required
for vesting

3 None

10
11
12
13
14
o 15
All reriewals vest if termi-
nation is due to death,
disability or agent becom

1

[¥-1- I N N5

-12-
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Company No.

Policy

3

Commissfons

4 5

6 7 8

v

10

Al
Pull Vested

Conditions for
Full Vesting

Not

on
List

North Atlantic
Investors .Life
Insurance Co.

LPU at 90 §
Executive
Whole Life

- 50

to
75%

2
P4
5Y

5%

[
13

1%

After 10 yrs,
L4

1st yr. commissions fully

vested, Ne renewals
vest {f terminated
within 36 months,
After three years,
will be vested for

! of actual yrs of
service. EB.g., 5 yrs,
service entitles agent
to the Sth renewal, No
vesting after 10th re-
newal.,

New York Life 144

Insurance Co.

Various Whole
Lifes®

40

- to

5S4

Con
diy

ional

At any time,

Commissions on permanent

plans of life insurance
and endowment policies ..,
for policy years 1 & 2

are generally fully vested
However, any conditional
third year renewal commis-
sions payable on such
policlies are not generally
vested.

Occ¢idental Life 149
Insurance Co.

of California

Cuaranteed §
Decreasing
Whole Life

65%

2%y

101

After S5 yrs.

A

If terminated for other than

specified reasons in |3,

17, renewal commissions
for yrs. 2-5 will be paid
to agent, after 5 yrs
service the service re-
quirement as to disability
or death is 3 yrs,

* Prom the field Underwriter's contract.

-13-
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Cumpany ~ No.

Policy

il

Cpmmiﬁslons

1 2 3 45

6 7 8 0 10

Al
Full Vested

Conditions for
Full Vesting

The Ohlo State 152
e Life Insurance
Company

Various Ordinary
Lifes & LPU at
98

504 {701 ALy

34

|
After 9 yrs,

No rencwals when terminated
for cause all vest at
death or disability.

Yrs. Under Completed

X Policy yrs,

None

but
but
but
but
but
but

(V-0 RSN X B AV R
OO ~IONN

NO® IO

1

Pacific Mutual 187
Life Insurance
Company

Whole Life .

608 [T74| TOV B[ ZY

-2

After 15 yrs,

1st yr. commissions are
vested., Commissions for
yrs. 2-4 are vested If
termination is due to
death, disability, or
comes after 15 yrs,
service.

The Penn Mutual 159
Life Insurance
Company

Whole Life

SOV [TSY| T8 7348

3t

If terminated within the
first two years, no
renewal commissions paid,

1f terminated for cause,
no lst yr. or renewals
will be paid,

After 2 yrs, renewal
commissions appear to
vest.

* 8% of 3rd year premium,

-14.
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Company

Commissions

All
Full Vested

Conditions for
Full Vesting

Phoenix Mutual
Life Insurance
Company

No. Policy 1 2 3 4 5 6 7 8 9 10
" 2-4 5 0-7 8-10
164 Ordinary Life 40 ] s |
' Plans to to to to to
'. §S8 108 10%

10% 10%

After 15 years.

The 1st-3rd renewals vest
after 3 yrs service.
The 4th-6th renewals vest
after 9 yrs service.
The 7th-9th renewals vest
after 15 yrs service

There are production
requirements which can
alter the above,

Provident Life &
Accident
Insurance Co.

5%

Contingent upon
amount produced,

Termination by death or
disability vest renewal
commissions thru 8th yr,

If terminates for another
reason § leaves in force

> $500,000 (with some
exclusions) the commis-
‘sions continue through
year 8, subj. to a fee.

Otherwise, no renewals vest

Provident Mutual
Life Insurance

. Company .

168 Whole Life Plans 654 St
. i-3
169 Whole Life Plans 3s 0% s¢
K : to
$S

|

St

After 20 yrs, 1-5
vest.

All vest upon death or
retirement,
Termination for other
Teasons:
10 yrs - 1st yr,
onmission only
10 yrs but

co

T? 15 - yrs
2 IS yrs but

1

2

20 - yrs

2 - yrs 1-8,

Number of renewals is determined by amount of coverage. For>>

«16-

$3,000, there are 9 renewals.
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L ompany

L

No.

Polivy

3

Commission,

7

L}

'l

)]

AL) :
Futl Vested

fionditions for
Jdull Vesting

Retubllc National
{fe Insurance
Company

17§

Whole Life Pland

9014

M58

Ll

I1f terminated within 1 yr.
only 1st commission will
vest,

‘Death or disablility through

yr. 10.

Otherwise, after 1 yr, all
renewals vest as long as
> $500 yearly,

Security Life §
Accident Co.

181

Whole Life ﬁlnns

15
to
6514

5%

St

After 5 yrs §
$12,000

Death or disablility; all
commissions vest.

Termination for cause;
no commissions,

Termination for other
rcasons; first yr,
commission vest & if
after 5 yrs of service
& at least $12,000 in
premiums, renewal
commissions also vest,
subj. to min, amount
stipulation.

Southwestern
Life Insurance
Company :

187

Whole Life

75%

10

=R

1)

St

After 3 yrs,

Death or disability; all
commissions vest.

If less than 3 yrs, no
commissions; .
If more than 3 yrs, then
1 commission per year
worked. e.g. S yrs,
then § commissions,
There must be $100,000
premiums outstanding.

L]

For general agent.

-16-
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Cumpuny

No.

Tollcy

Commission,

1 %

7 8 ' 10

ALl

full, Vested

Conditions for
Full Vesting

State Farm Life
Insurance Co.

191

Life Paid Up at
85 .

30
to
50%

LER)

W

to
5t

Do not vest,
[}

Termination by death or
otherwlse; any unpaid
compensation then due
will be paid.” ATl
other commissions are
extinpuished.,

State Life
Insurance Co.

192

Whole Life

LH
to
6514

5
TUv| TOY 5Y

Service Fees

computed
21

After 3 yrs,

If less than 3 yrs, com-
pensation will be paid
that falls due within
1 yr. of termination,

After 3 yrs, all renewals
will Be pald.

No rcnewals if termination

State Mutual
Life Assurance
Co. of America

193

Whole Life

S0
to
554

St

54

_After 12 or more

years..

for fraud, etc.

Death or disability; all
companies vest,

If no provisions are
breached, then the !
of commissions is
determined by years of
service in accordance
with schedules A § B.
Sce contract,

The Travelers
~Insurance Co.

201

Ordinary Life
Plans

40
to
§5%

[
[
4

E

~-
=

Ao

%

See'next box

1st yr. § first 2 renewals
are vested.

Remainder are vested {f
ngent produced no less
than $1500 in new life
premium including single
premium in the year the
policy was sold.

«17-
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{ompuny

No.

Palicy

(7]

W

Commi<sloas
h 1 S (N 7 8

t

Al
Futl Vested

Londitions for
rull Vesting

Union Central
Life Insurance
- Company

202

Ordinary Life

Plans

25
to
65%

Affgr 3 years

All commissions vest
after three years.

I£ less than 3 years,
commission will vest
if agent has in force
$1,000,000 or more of
ordinary 1ife business at
termination.

United Benefits
Life Insurance
Company

208

.Whole Life

Plans

60t

After 3 years

After 3 yrs, renewals will
be pald if

1. policy was sold in a
year’ when agent produced
at least $150,000 of
issued § paid for
business.

2. At the specified rates.

United Founders
Life Insurance
Company

208

Ordinary Life-

654

7T
775

Renewals shall be paid to
agent provided
. annualized premiums are
2 $20,000 at termina-
tion; &
2, that a mininum persis-
tency of 80% is main-
tained each year,

United Investors
Life Insurance
Company

Not on
List

Ordinary Life

603

S -8
to to
10% 104

§‘ St

St» 1} )
54 ' st

Al11 vested subj to
a min., total

After termination, if the
total 1st yr, § 1st
renewal commission is
4 3100, then all
subsequent commissions
are lost,
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APPENDIX VIII: STATE REGULATIONS WHICH MAY BE ANTICOMPETITIVE

In explaining why the life insurance industry is beset with
consumer problems, Section III focuses on the lack of consumer
information and on conflicts of interest built into the current
agenc& system. This appendix outlines other, possibly very
important reasons for the problems detailed in Section II. Most
involve state regulations or laws which may curtail vigorous com-
petition. While we are unaware of any detailéd examination of
the impact of state regulation, serious questions are raised by
some aspects of .regulation designed: (1) to discourage replacing
old life insurance policies with new ones; (2)’to insure company
solvency; (3) to érohibit agents from reba;ing any part of their
commission to a client; and (4) to 1imit agent compensation.
Although this appendix does not attempt to assess the precise
importance of these regulations, we believe they deserve further

. study.

l. Regulation Designed to Discourage Replacing 0Old Insurance
Policles _ '

Virtually all states have "feélacement“ regulations that
are intended to provide.tﬁe §olitholder with‘sufficient,infdrmation’
to make an informed decision as to whether to drop one policy
'in favor of another. While laudéble in spirit; many of thesé
}aws may not benefit cohsdmers. These laws are ptemised on the
assumption that "replacement"” will generally not be in the policy-
holder's intérest: that is, he wili have to pay the heavy "front
end" load again, he will be subject to a new period of “contestability

and so on. This premise is now under question. Professors Scheel
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and Van Derhei, in the most comprehensive study of replacemeﬁt
activity to date, found that the majority of replacements were
"acceptable," that is, represented a cost saving for the policy-
holder.1 In those cases (22 out of the 70 studied) where a
tg?m insurance policy replaced a cash value,policy, all of the
replacements were cost saving to the policyholders. The authors
conclude that "the data offer no support for the caveats approved
by insurance departments that replacements generally are
undesirable," but they caution that "the data may not be
representative of a general cross-section of existing insurance."2
Scheel and Van Derhei are also highly 9ritical of present
replacément requlations and of the NAIC modél regulation.“
They state that, "The failhre of the present NAIC Model
Rep;acement to present clear and concise information that
is relevant and easily used is exceeded only by its failure

to provide the right kind of information,"™ and that,'“Thé

1 Scheel and Derhei, "Replacement of Life Insurance: Its
Regulation and Current Activity," 45 Journal of Risk and
Insurance (1978). Their research is discussed in Coyle,
"How to Save $7000 on Your Life Insurance," Money Maga21ne

.75-82 (July 1978).

2 T
Id. at 205.
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overwhelming omission in the present replacement regulations

is guidelines for the manner in which the data are to be

used, integrated and interpreted. There is little argument
that the most important reasons that can be given for policy
replaéeﬁent hinge on cost considerations. The afgumént that
cost is unimportant is indefensible for a replacement situation.
Yet, no replacemgnt regulation in effect today provides for
disclosure of cost or offers a methodology by which costs can
be compared validly. Cost disclosure is as important for
policy replacemept sitﬁatioh as for originalvissues.“B' Their
final appraisal of the preseht system of replacement regulations
is a harsh one. Tﬁey write, "Until meaningful cost disclosure
is embodied into replacement regulations,vohe could conclude
with justification tha£ they are a facade instigated and
perpetuated by the distribution system of life insufance and
designed for the self-interest of insurance agents who are

more concerned with the preservation of their commissions than

a dispassionate, professional assessment of the merits of

‘individual policy replacement situations."4

2. Regulations Designed to- Insure Company. Solvency

Almost every state sets minimum cash value guarantees and
certain other solvency requirements through a statute known as

the "Standard Nonforfeiture Law."5 This statute was generally.

3 Id. at 206.
4 Id. at 207.
5

See C.F.B. Richardson, "Expense Formulas'for Minimum Non-
Forfeiture Values"™ 29 Transactions of the Society of Actuaries
33-34 (1977).
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:Sdféalled "deficiency reserve"™ that may run as high as 2000 per-

enacted in response to the Guertin Committee's Report to the
National Association of Insurance Commissioners in 1941. A new
committee has recently recommended various revisions in this stat-
ute that could have very important implications for life insur-
ance pricing.® Aas part of the effort to revise this statute,
the NAIC asked Mr. Charles Richardson to make new estimates of
expense allowances that would be used in computing minimum cash
values. Commenting on the changes that have taken place in the
business since 1940, Mr. Richardson writes:

The consumer movement has become a powerful

force in many sectors of private business,

and neither the life insurance industry nor

the requlators can safely ignore it. - Today

it does not seem politically feasible to

base minimum values on expense factors that

would accommodate the expense rates lncurred

by marginal or high-cost companies, as was

the objective of the formulas in the Guertin .

laws.? o

While such regulations do not result in uniformly high costs

for consﬁmers, they may well set a "floor" below which prices
cannot fall. For example, some states have interpreted the law
to make it impossible for companies to charge premium rates as

low as they might want to on renewable term insurance policies.

o do so, the company would have to put up the capital to cover a

6 Id at 35-36.

7 The "Unruh Committee™ Report can be found in 27 Transactions

of the Society of Actuaries 549-633 (1975).
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cent of the first year premium. 8 Also, the impact of solvency/

cash value regulations appears to be extremely important in
determining premiums charged and cash values offered by the life
insurance industry. Proposed changes in the solvency laws allowing
companiéé to use higher interest rates in calculaﬁing feserves and
pinimum cash values would drastically change the way deficiency
reserves are calculated. ? According to some industry experts,
these changes will enable the life insurance industry to:

* Sell very competitively priced permanent

insurance at lower rates than any compa-

nies have used in the past.

- Sell permanent insurance to pollcyholders

who otherwise would have been receptive '

only to term insurance.

- Prov1de commission revenues to agents

exceeding that which can be realized from
conventional term policies. 10

These experts give some figures to show the possible impact of

these changes on whole life premium rates. For example, under
the new regulations, they show that a $15,000 (non-pat) whole

life policy cduld generate a reasonably healthy 13 percent

: See Holland, "NAIC Actuarial Guidelines," Best's Review (Life/
Health Ed.) 26 (September 1978).

3 The NAIC adopted a set of revisions to the Standard Valuation
and Nonforfeiture Laws at its December 1976 meeting. For a
discussion of the proposed changes and their probable impact,
see Curlee and Collett, "New Standard Valuation and Nonfor-
feiture Laws," 78 Best's Review CLlfe/Health.Ed ) 22
(September 1977), and Hill and Greenberg, "Permanent
Insurance Beckons--Should the Industry Respond?", 78 Best's
Review (Life/Health Ed.) 10 (November 1977).

LN

10 gill and Greenberg, supra n, 7, at 10, {
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profit margin with a premium rate of about $13.50 per thousand
at age 35.11 current premiums for such policies average abbut
$17.50 per thousand. A premium rate of $13.50 would represent

a reduction of over 20 percent. Because the first year premiums
in 1977 exceeded $3 billion, the proposed changes in the solvency
laws could save consumers hundreds of millions of dollars each
year. Additionally, they might permit more agents to be hired,
higher commission to be paid or higher profits for the companies.
This is an area that needs to be examined from the consumer's
point of view,

3. Regulation Designed to Prohibit Agents from Rebating Any
Part of The1r Commission

Most stateé have "antifrebate" statutes that prohibit agents
from rebating any part of their commissién to the policyholder,
although it is legal to rebate to another agent. xTheSe laws
inhibit agents.from competing on a "price" basis with one another.
Indeed, they appear to be similar in impact to the so-called
"fair trade" laws which inhibit price competition among retailers.
In particular, they make it illegal for an agent to try to
decrease the price for his service in the hope'of increaéing
volume. Wﬁén_the averade agent ‘is making less than oﬁe sale per
week, any la&kwhich'appears to inhibit productivity iﬁcteases
ought to be very carefully examined. |

4. Requlations Designed to Limit Agent Compensation

A few states have set limits on the percent of the first

11  1d4. at 54 (Table).
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year premium that an agent can receéive in commissions. For example,
section 213 of the New York insurance law sets the maximum rates at
roughly 55 percent for whole life and 37 percent for term insurance.
significantly, this law affects the operations in all states of
those companies licensed to do businéss in New York and many
companies have elected not to operate in New York or only through
a subsidiary. 12 As to those companies operating in New York
the law is thought by some industry observers to create a bias
in favor of whole 1life.

The actual effect of the New York law on whole life and term
commission rates-is unclear. In comparing the first year commission
rates of those companies licensed to operate in New York with

those not licensed to operate in New York, the latter pay higher

first year commissions on whole lifel3 The New York licensed com-

panies, however, may circumvent the law by paying more of their
agents' expenses. “Tn fact, under a recent clarification of the
New York regulation, the‘cdmpanies can give an agent 96 percent
of the first year's premium in first year commissions and total

expénse reimbursements 14 Also, the New York companies may pay

12 Rappaport, "Consumerism and Agent's Compensation” 26 Trans-
actions of the Soc1ety_of Actuarles 560 (1974) [hereinafter

cited as Raggagort]
See, e.9., ig: at 561.

13

Y 14, at se2.
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their agents larger renewal commissions.l5 Thus, Rappaport hypoths

-sizes that companies not licensed in New York may not have higher

total agency costs.l6 Moreover, it seems unlikely that the
New York licensed companies, which include many of the larger

and better known firms,l7 would remain licensed in New York if

doing so placed them at a competitive disadvantage in their whole

life operations in all other states.

Similarly, the effect of the New York law on term commission
rates appears negligible or small. An independent analyst found
that the average "New York" term rate was only 3 percent lower
than the "non-New York" figure.l8 (In contrast, he found an
almost 10 percent spread betweén the two ;roups of companies for
whole life).19 Likewise the Hart Committee found no difference
in average term rates:

The effect of Séction 213 is not apparent

in term commissions as it was in whole life.
New York companies pay about the same com-

15 1d. at 540.

16 1d4. at 560.

" 17 Dorfman, "Reformation in Life Insurahce'Agent Compensation,”

43 Journal of Risk and Insurance 449 (1976).
18 I4. at 450.
19 14.

Agent Commission (5-year renewable) Term Insurance:
New York Operations, mean = 36%

No " " " . " = 39%

Agent Commission Whole Life Insurance

New York Operations, mean = 54%

No * " " " = 62%
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mission [as non-New York companies].20

Overall, there appears to be little difference in total
commission rates paid between New quk.licensed companies and
non-New York licensed companies. This does not necessarily mean,
however, that the New York law has had little effect .on the aver-
age commission rates paid on cash value policies and on term poli-
cies. Companies licensed in New York account for roughly 56
percent of the total volume of sales in the entire United States.2l
Since, outside of New York State, both sets of cémpanies are com—
peting with each other to attract agents, it is.not surprising
that, on average, commission rates are similér. Nonetheless,

non-New York licensed companies may be able to attract agents‘

by paying commission rates only marginally higher than those

being paid by the other companies. If it were true that non-New

York licehsed companies were able to pay'even slightly highér
commission rates, they would be able to attract more agents and thus
grow mbre rapidly than the New Ydrk licensed companies. Eventuaily,
the New York coﬁpanies would lose their dominant market shares

and then the Néw York expense "cap" would cease to affect non-

New York commission rates. This scenario is cpns;sten::yith the
obsérved-facté for cash value insurancé, but not for te}ﬁiihsuraﬁce.

As noted above, term commission rates do not differ between the

20 The Life Insurance Industry, Hearings Before the Subcomm.
on Antitrust and Monopoly of the Senate Judiciary Comm.
93d. Cong., 2d Sess. 2859 (1974) [hereinafeer cited as
Hart Subcommittee Hearings].

21

See S. Weisbart, Extraterritorial Regulation of Life
Insurance 8 (1975).
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two classes of companies.22 Thus, given-the available evidence,

we cannot conclude that the operation of the New York expense

limitation law explains the wide disparity in cash value and

term commission rates, but this question deserves further study.23

22

23

It is possible that the average figures conceal some impor-

tant differences between the two groups. For example, 1t
may well be that only a relatlvely few companies are actively
interested in se111ng term insurance, that these have much
higher commission rates on term products, and that none

are licensed in New York State. These few companies could
be writing a large portion of the new "term" business and
their share of this market could be expanding. Their high
term commission rates would be submerged in an average domi-
nated by more traditional companies whose low term commis-
sion rates*reflect a lack of interest in the market, rather
than the expense limitation law.

Three other factors may account for the substantial differ-
ence in commission rates paid on cash value pollc1es rela-
tive to term policies. First, because the companies face
reduced price competition from other savings media, they

might structure the commission system to encourage sales

of cash value insurance.

Second, another explanation for the relatively low term com-
mission rates, offered by Senate Antitrust Subcommittee staff,
is that "nobody seems to be competing to pay agents to sell
term insurance." BHart Subcommittee Hearings, supra n. 18, at
2859. While this may be true of many companies, there are
several large companies (such as Federal Kemper, Occidental
Life of California and the 0ld Line Life Insurance Company

of America) that write much more term than cash value insur-

~ance. -‘None of these are licensed in New York and all pay
...nuch higher than industry average commission rates on term

sales. 1It_is not known, however, what share of the term
market such companies have captured nor whether their
share is expanding.

Third, an explanation somewhat contradictory to the preced-
ing has been offered by an actuary, Mr. Peter Hutchings. 1In
commenting on Ms. Rappaport's paper, sugra n.10, at 580,

he wrote:

One of the many valuable insights in
this paper is the relating of field
compensation practlces to the lack of

(Footnote Continued)

VIII-10




In short, a number of state regulations may partially

23 (Footnote Continued)
23
effective price competition in life
insurance. Today's agent has an excellent
understanding of his commission agreement;
. today's customer has, at best, an imperfect
understanding of his insurance product.
2ly Companies compete for agents and let
the agents compete for customers. In
" the past this imbalance led to abuse,
and abuse led to section 213. As the
paper "suggests, no such regulation would
be needed if the product were less confusing.

- Consider those products which, by their
C ' nature, are "self-disclosing." These
products are so simple that any informed
consumer can understand their price
- ' ' without needing an advanced degree.
Three examples are yearly renewable
term, immediate annuities, and mutual
funds. By and large, these kinds of
products have the following characteristics:
(1) very low commission for agents,
(2) very low (and/or negative) profits

m- for companies, and (3) very low spread
aff, ' : between cheapest and most expensive
1 ) product.
at
: For an interesting example of the relation-
1 - ship of price disclosure to commission
: . level, compare the treatment of flat
tir— ' ' .- - extras for substandard cases with class

extras., The easiest life insurance

price to understand is an extra of

$5 per thousand-ask any private pilot!

On the other hand, substandard class 2
whole life is at least as confusing

o : as reqular old whole life. It is not

i- : uncommon for flat extras to carry low

In - marginal commissions while class 2 extras

are on a full-commission basis.

Very few New York companies would run
a section 213 risk by selling their
yearly renewable term with a 50 percent
commission (since this test is aggre-
(Footnote Continued)
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explain the problems staff sees in the life insurance market.

At this point, we can only recommend that they receive further

examination.

23

(Footnote Continued)

gate in nature). Excellent arguments

can be made for adopting such an approach

to partially equalize the agent's incentive.-
However, relatively few companies have .
taken this approach, presumably because

the market will not tolerate such a

load.

Mr. Hutchings' explanation does not appear to be consistent
with the fact that the three companies mentioned above

(as well as others) seem to sell a lot of term insurance
even though two of the three provide first- year commissions
of at least 50% on such products. One reason is that in
spite of higher commission rates, these companies often
market term products at premium rates lower than those
offered by the more traditional companies.

To summarize, several explanations for the observed wide dis-
parity in commission rates between the two types of insurance

have been offered, but none are well documented.
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APPENDIX IX: THE PURDUE STUDIES

Introduction

To determine which of several disclosure systems--including
the NAIC model--is most understandable to consumers and most
likely to be used by them, the Commission in 1977. contracted
with Purdue University to conduct two consumer research studies.?!

The first attempted to determine what information consumers
ractually use when they purchase life insurance and how they

can be motivated to makg greater use of cost information. The
second study compared the relative effectiveness of several

life insurance cost disclosure systems in helping consumers

select appropriate life insurance policies. It tested the foliowing
systems: the NAIC model, a system developed by Professor Joseph
Belth of Indiana University and sevefal varian;s of a system
prepared by the FTC staff for purposés éf the ex?erimeht. The
study employed disclosure packages which had two parts: a

buyer's guide and a policy summary from one of the above disclosure
systems. Some packages contained only a policy summary.z

It is necessary to emphasize three points before discussing

the results of the Puraue research studies: first, the research

Dr. Jacob Jacoby of Purdue University directed the research
studies. = He is an experienced researcher in measuring
consumers' ability to use information, and with the problem
~of confusing consumers with too much information, and is
well respected throughout the research community.

Tw

. 2 A buyer's guide is a booklet which addresses various questions

1s= that consumers face in buying life insurance. A policy

ace summary is a sheet which contains basic financial and cost
information concerning the policy.
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studies were experimental studies conducted in a controlled

environment with a limited number of subjects. Many factors

present in an actual sales situation were notvincorporated

into the experimental design. The most important of these factors

was the impact of the agent. Consequently, we recognize that

the findings of the studies cannat be directly translated to

actual sales presentations in the marketplace. These limitations

are common to most social science research, and are not critical

here since the studies wefe designed primarily to isolate

those elements of a cost disclosure system which affect its-

understandability.and use.3 -,
Second, although understandability is extremely important,

it is only one‘fﬁctor that must be considered ih determining

what information should be contained in a cost disclosure system.

‘It is equally important to £ind out what information the

consumer néeds to make an informed purchase decision and the
feasibility and cost of providing this information.

Third, the materials prepared by the FTC were developed
solely to test the understandability and effectiveness of and

various alternatives to the NAIC disclosure system. Partially

-as a- result of the Purdue studies, the draft disclosure materials

3 The FTC, in cooperation with the New Jersey Department
of Insurance, conducted a study of the effectiveness of .
the NAIC disclosure system in New Jersey. This study
consisted of personal interviews with approximately 200 recent
purchasers of insurance in New Jersey who received the
NAIC disclosure materials. For further discussion of this
New Jersey study see Part 4.C. '
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in Appendix 10 differ in several ways from those tested in the
studies. We do not think the fact that the disclosure system
recommended in this report differs from that tested is particularly
ors important because, as previously mentioned, the purpose of the
studig§ was not to judge disclosure systems but rather to use
what was learned from the studies to prepare disclosure materials
ns that may be more effective than the NAIC, FTC or other systems
1 that were tested.

This appendix suﬁmarizeé the methodology and major findings
of the two studies that pertain to our recommendations; it does
not review all the findings. The major'findings are:

1. cost-reiated factors were accessed less

frequently than other factors but received
significant weight in the simulated purchase
decisions;

2. the Savings Yield was the cost dimension accessed

most frequently and many subjects appear to

have used it to comparison shop;

3. buyer's guides and trigger statements
caused greater use of cost-related factors;

4. the FTC experimental disclosures increased
the selection of lower cost policies compared
to the NAIC disclosure;

5. the simple- single page policy summary 1is almost
_ : as effective in-enabling consumers to select
-S low-cest policies as more elaborate disclosure
systems. ‘

6. It is possible to have a buyer's guide that
is more comprehensible to consumers than the
NAIC guide.

I. The First Purdue Study

nt A. Purpose and Design”of the First Study  The first purdue

study sought to find out what types of information were most
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useful to consumers.4 Using a simulated puféhase decision experiment,
this study attempted to measure to what extent:

(1) consumers use cost indices, premiums and
other related information;

(2) .written motivational or "trigger" statements
increase consumer use of cost information;
" and

(3) use of cost information leads to greater
selection of lower cost policies.

To answer these questions,‘the study drew a sample of over
200 iﬁdividuals between the ages of 25 and 45 from in and around
Lafayette, Indiana. Furthermore, each participant had at least
one dependent undef 15 years old to assure an insurable interest.
The proporation of individuals in the sample who had life insurénce
in force and contacts with agents was similar -to the national
a§erage.5

Next, this sample was divided into six groups. After a

brief introduction to the experiment, each group was diven a

different set of disclosure materials to review prior to the
simulated insurance purchase decision. One droup received an

NAIC buyer's guide; one group received an experimental'FTC

BE : P

¢ The second part of the first study attempted to evaluate
the effectiveness of five different yardstick formats. Study I at
52. Some of the formats were in color, some were black
and white, some were open-ended, and others provided the
answers. Although significant differences were found in
completion times, this study found no overall statistically
‘significant differences across these five formats in the
ability of participants to rank policies in terms of increasing
costs, Id. at 56-60.

5 Study I, 6. The basic sociodemographic characteristics of the
sample are set out at p. 7.
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zent puyer 's guide; one group received an NAIC buyer guide plus

a trigger statement; one group received the FTC buyer's guide

6 one group received only a trigger

plus a trigger statement;
statement; and one group received no additional material.

For an illustration see table below.

GROUP 1 2 3 4 5 6

Buyer's ‘ :
Guide None - NAIC FTC None NAIC FTC

rs

Trigger Absent _ Absent  Absent Present Present Present
ce

Number 40 40 39 40 41 38

e

After reviewing these diéclosure méterials,_each participant
vas asked to pick from among three $10,000 policiés:7 half
of each group chose from three whole life policies and half
chose from two whole life policies and one term policy.8 To
assist them. in maklng their dec151ons, part1c1pants were given
a list of 37 types of 1nformat10n about life insurance policies.

From the list, participants could then request access to the
y I at : :

A "trigger" is a- brlef statement alertlng the consumer
_ to the facts that he (she) might be able to save appreciable
ing amounts of money by shopping around.

2308

Study I, 14.
8 14. at 12.



information on each of the three policies. 1In total, these
facts summarize most of the relevant information needed to evaluate
these policies. Out of the 37 types of information available,
ten are directly cost related, that is, examination of one of
these factors gives an accurate picture of cost. They are savings
yieldé; company retention index,- surrender cost index, net payment
cost index, company retention yardstick, breakdown of premiums,
year-by-year payments and benefits, surrender cost yardstick,
year-by-year cost of protection and rate of return, and the
net payment cost yardstick. Three types of information .are
indirectly cost related: premium, cash values,’and illustrated
dividends. They are only indirect cost factors because they W
must be considered together to estimate net cost.

The participants were able to acquiré (at no cost) as much
or as little of this information as they wished prior to making
their purchase decision. By determining which of the types
of infdrmation participants requested access to, the study was
designed to measure the factors that may be relevant to the
life insurance purchase decision. Since the participants were
given different disclosure materials, the study also provides
& data.on“thé.impqgt particuiaf disclosure materials had on cbn—
sumers' understanding of what factors are most relevant. The

average total number of facts considered or "accessed" did not

differ significantly with the type of disclosure.? The average

3 Id. at 18.
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for all participants was 17.85.10

ite B. Results of the First Study We believe three salient

conclusions can be safely drawn from the results of this experiment:
(1) the participants\accessed cost related factors less frequently
s than ot@er factors but placed more weight on them when purchasing
1t insurance; (2) the buyer's guides' and trigger statements improved
participants' use or "access" ranking of cost related factors;
and (3) the NAIC written statements should in certain respects
be improved‘so as to effect better disclosure.

1. Consumer Use of Cost Related Factors

The accessing results indicate that fewef participants
chose to find out what the cost indices were th;n'chosé to find
out aboui other policy characteristics, but that those who did
. pick them used the indices effectively. Many participants did

-not use the factors»most direétly related to the cost of a policy.
For example, savings yields received the highest acéess ranking

of the ten faqts considered -to be directly cost related --tenth.11
The other nine such facts were ranked 16, 17, 21, 25, 29, 31,

32, 34 and 35.12 The median rank of the cost related facts was

27.5. These figures are particularly troublesome if one remembers -

10 14. It should be noted, however, that in terms of unique items
acquired, the researchers found that these participants accessed
considerably more items than were accessed by comparable groups
of consumers making breakfast cereals, margarine, and analgesic
decisions. 1I4.

11 geudy 1, 24.

12 14. at 20 (Table 5a).
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that there are only 37 facts and the averégé'ﬁuhbgr of facté
accessed for all participants was 17.85.13

In contrast, ﬁhe ranks for those facts indirectly related
to cost are 1, 3, and 23,14 Although these facts are important
to consumers in deciding whether they can meet premium payments
or in choosing‘savings goals, they are of limited utility to
most consumers when they attempt to measure actual costs. Indeed,
focusing on one or two of these facts can in some instances lead
to poor selections.13

Therefore, it appears that the participants tended to turn
first to those-factors which offer only limited guidance and
turn last if at all to those factors specifically designed ﬁo
rank similar policies by costs. The following table presents
the rankings for all 37 facts by the percent of participants who
accesséd.the information. |

Accessing Rates for Different Types of Life Insurance Information

$ of Participants

Rank Dimension Name That Accessed.
1. Premiums 86
2. Name of Company 85
3. Cash Value _ 74
4. Accidential Death 73
5. .Financial Rating o 71
6. Guaranteed Insurability 66
7. Waiver of Premium 66
8. Policy Loan Interest Rate 63
9. Passing Physical Exam Required 58

13 14. at 18.
14 14. at 20 (Table 5a).

15 See § III of Report.




10. Savings Yield _ 58

11. Settlement Options i 57

12, In Business Since - 56

13. Mutual or Stock Company 55

| 14. New York License 55
15. Dividend Payment 55

1t 16. Company Retention Index 54
17. Surrender Cost Index 47

:s 18. Other Kinds of Insurance Sold 46
19. Monthly, Quarterly, Semi-Ann'l Premium 46

20. Conditions for Reinstatement 45

21. Net Payment Cost Index 44

leed, 22. Convertability 43
23. Illustrated Dividends 43

:ad - 24, Nat'l Rank ‘in Assets 42
- 25. Co. Retention Yardstick 37

26. Assets ‘36

27. Agent's Commission 35

‘n . 28. Investment Portfolio ' 34
‘ 29. Yr-by-¥r Payments & Benefits 34
30. Renewability 34

31. Breakdown of Premiums . 33

32. Yr-by-¥r Cost of Protect'n & Rate of Return 27

33. Premium for Renewal 27

34. Surrender Cost Yardstick - 26

: 35. Net Payment Cost Yardstick ' 24
tho 36. Sales Volume 23
S 37. Nat. Rank in Sales Volume : 23

: The cost related factors, however, were important to the
.10n )

participahts in the actual decision making process. When asked
"why did you choose the policy you did?", cost dimenisions tended

to be among the 6th-10th reasons given.l6

Number of %

_ Dimension Chosen as Reason _.Regpondents ... .N ?'233),
Premium a 95 40
Financial Rating 88 37
Cash Value 78 33
Accidental Death Provision 59 25
Dividend Payment History 53 22
Company Retention Index 52 - 22

16 This was question 9 of Study I. These results are not

tabulated in the report.
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Mutual or Stock 51 21

Savings Yield 46 19
Surrender Index - 36 15
Illustrated Dividends : 36 ‘ 15

Also, it appears that many subjects used cost indices as
a convenient means to comparison shop. This is evidenced by
the large percentage of subjects who accessed a particular cost

dimension for all three policies they examined.

Comparison Shopping Rates for Four Cost Dimensions

Group _ -1 2 3 4 : 5 6
Source Control NAIC FTC FTC NAIC FTC
Trigger ‘Absent Absent Absent Present Present Present
Buyer's Guide Absent Present Present Absent Present Present
N 40 40 39 40 41

Company Re- :

tention 10.3% . 20.0% 30.8% 52.5% 12.2% 39.2%
‘Savings Yield  28.2 30.0 30.8 25.0 22.0 28.9
Surrender Cost 10.3 32.5 ) 12.8 - 20.0 29.3 18.4
Net Payment 10.3 30.0 12.8 25.0 29.3 5.3

The FTC subjects in groups 3, 4 and 6 received literature highlighting

the Company Retention Index, 41.0% of these subjects used Company
Retention to comparison shop. Similarly, 30.9% of the NAIC

subjects usgd the Surrender Cost Index for comparison shopping

and 29.6% used the Net Payment Index.

Of particular interest is the fact that 27.4% of all subjects

.xu&&d&the»SaVingé Yield to ‘comparison shop.” This ‘percentage

held steady across all six test groups, despite the fact that

Savings Yield was never mentioned in any NAIC literature, and

- discussed only briefly in the FTC Buyer's Guide. The control

group used the Savings Yield for comparison shopping almost
three times as frequently as any other cost dimension. The

implication is that subjects in all groups considered the savings
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feature of life insurance to be very important in choosing among

policies.

-

2. The Effect of Disclosure This study shows that buyer's

guides and trigger statements increased participants' accessing

of those items considered directly cost related. Table 7 illustrates
the change in rankings between those receiving the written state-
ments--trigger statements and buyer's guides--and those receiving

none. Looking at only those items which changed rank by five

Fgc or more places, the groups receiving the written statements

g;::g:t devoted less attention to the following facts: settlement options,

38 : CL. . , .
conditions for reinstatements, year-by-year cost of protection

39,2% and rate of return, and sales volume.l7 Conversély, these groups

28.9 o : .

18.4 gave more attention to the following facts: company retention

- 5.3 . » . . . ’
_ index, surrender cost index, company retention yardstick, and
:ing

'su"‘xrre'x,'nder:'cost:yardstick.l8 Iﬁ other words, the written statements
tended £6 shift>par£ic1pants' attention from non-cost facts
to cost related facts.
Table 7. Comparing Rank Orders of Information Assessed by Groups

Receiving no Written Statements (N=40) vs. the Remaining

Subjects (n=198).

‘Dimension Name Net Change
Financial Rating =7
Monthly, Quarterly, Semi-Ann'l Premium -10
Conditions for Reinstatement -5

17 stuay 1, 25-27.

18 A yardstick is a representation of the range of Values a given
index may assume. Thus a yardstlck can enable a person to
determine whether a policy is low, high, or average cost relative
to other similar policies. :
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Mutual or Stock Company? +6

Yr-by-Y¥r Cost of Protect'n & Rate of Return -14
Yr-by-¥Yr Payments & Benefits -7
Company Retention Index +15
Surrender Cost Index : +9
Sales Volume -6
Company Retention Yardstick +8
Surrender Cost Yardstick +5

An analysis of the relationship between direct cost information
accessed by participants and selection of low cost policies
also provideé some support, that cost disclosure is useful.
The table below sets forth the policy choices broken out by
16 possible combinations of the four indices chosen by the
115 participants “who were presented with Egggé Yhole ;ife
policies to choose from. The data in this table show whether
participants who accessed one or more of the four indices picked

the lower cost policies more often than the other participants.

Table 12. The Association Between Cost Indices Accessed

‘and Cost of Policy Selected.

COST OF POLICY

Low Medium High Total
COST INDICES ACCESSED ~ (B) (E) . (C)

I. Rone B a: 2 T 1T
' ¥ .72.7 - 18.2 9.1 :9.6

2. Company Retéhtion N 8 0 2 10
% 80.0 0. 20.0 8.7

3. . Savings Yield N 7 1 2 10
% 70.0 10.0 20.0 8.7

4. Surrender Cost N 5 1 0 6
$ 83.3 16.7 0 5.2

5. Net Payment N 1 0 0 1
% 100.0 0 0 .9

6. Company Retention & N 7 2 1 10
Savings Yield 3 70.0 20.0 10.0 8.7
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10.
11.

12.

13.

14.

15.

16.

Company Retention &
Surrender Cost

Company Retention &
Net Payment

Savings Yield &
Surrender Cost

Savings Yield &
Net Payment

Surrender Cost &
Net Payment

Company Retention &
Savings Yield
Surrender Cost

Company Retentlion &
Net Payment &
Savings Yield -

Company Retention &

Surrender Cost &
Net Payment

- Savings Yield &

Surrender Cost &
Net Payment

All 4 Indices

N 3 0

% 75.3 0

N 9 0

% 100.0 0

N 1 1

3 50.0 50.0
N 6 1

$ 75.0 12.5
N 6 0

$ 100.0 0
N 9 0

% 100.0 0

N 5 = 0

% 83.3 0
N 1 0

% 100.0 0
"N 5 2

$ - 71.4 28.6
N 12 1

% 80.0 6.7
Ns 93 11

% 80.9 9.6

1 4
25.0 3.5
0 9
0 7.8
0 2
0 1.7
1 8
12.5 7.0
0 6
0 5.2
0 9
0 7.8
1 6
16.7 5.2
0 1
0 .9
0 -7
0 6.1
2 15
13.3 13.0

11 115
9.6 100.0

The low cost policy was selected 81% of the time and eyen

those participants who did not access any cost index

information selected. the lowest cost policy in 8 out of
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11 cases.19 We do not believe, however, that this figure
should be construed as demonstrating that there is no need for
cost index disclosu:e. First, these results are based on a

small number of parﬁicipants. The group that accessed no cost
index included only 11 participants. This small number does

not provide a basis for any statiséically‘significant conclusions.

But more importantly the study was designed primarily to examine

.whether information accessing behavior, not policy selection

behavior, varied by disclosure format .20 Consequently, the
three whole life policies from which the participants could
choose differed in-important respects besides cost. Although
the low cost policy had the highest annual premium, it also

was the only policy offered by a-mutual company, the only participating

policy, the issuing company had the highest financial rating,

and the pelicy had the highest 20-year cash vaiué.21‘ Cash valueS}
financial rating, mutual or stock company, and dividend payment

were each accessed by more thén half of all the participants.22

19 14. at 3s.

-

d.

See Appendix B of Study I. Another possible explanation
Tor the high absolute scores is that the participants did
not treat the experiment as a real purchase decision.

In other words, when asked to choose or decide on one of
three policies, they chose the most expensive product.

In this case, if they equated high premium with high quality
they would select the lowest cost policy. Furthermore,

some participants may have avoided one of the high cost
policies because it was offered by Business Men's Assurance
Company. ' :

21

22 gtudy I, 20 (Table 5a).
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Furthermore, as noted above, the participants stated that premium,
financial rating, and cash value were the three most important
dimensions explaining their purchase decisions. Therefore, the fact
that 82 percent of those accessing cost indices chose the lowest cost
policy may in 1ar§e part be explained by these other golicy differences
Therefore, the high selection rates of the lowest cost policy

do not support an inference that consumers do not need cost

information.23

II. The Second Purdue Study

23 14. at 35 (Table 12).
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A. Purpose of the Second Study The second study was designed

to compare the effectiveness of several life insurance disclosure
systems in aiding consumers when purchasing insurance. Gathering
a comparable sample from the same area as the first study,

the second study also employed the simulated purchase technique.

‘"The participants were tested on how well they succeeded in selecting

lower cost policies from a representative sample of whole life
policies. Subsequently, they were asked and tested on how well
they understood the various disclosure formats.

It should be noted at the outset that ‘we do not attempt
to summarize all of the éecond study's‘findings; Some findings
are beyond the scope 9f the presen£ discussion. 6£her findings
are not statistically significant and do not warrant discussion.
The role playing scenarios, for example, did not result in sta-
tistically sighifiéant diffefences.amohg disclosure formats.

We highlight only those findings that bear directly on the suf-

24
See Study II at 4-10 for this sample s general demographic
characteristics and page 5 for its insurance related
characteristics.

_?s In the role playing segment, the participants were given
four written scenarios deplctlng ﬁypothetlcal characters
confronted with life insurance purchase decisions. Asked
to assume the role of the hypothetical person, each partic-
ipant selected the "best" of three policies offered. As
constructed by the FTC staff, each scenario had only one

" correct answer. Of the participants exposed to the FTC
buyer's guide, 72.8 percent selected the best policy.

Only 66.2 percent of the participants using the Belth buyer's
guide made the "best" choice and 61.1 percent of those
exposed to the NAIC buyer's guide made the correct choice
Study II, 84-85. These results, however, miss (barely) being
statlstlcally 51gn1f1cant and we do not discuss them in

the text. Id. at 84.

IX-16




19

ficiency of the NAIC disclosure format vis a vis other possible

disclosures.

B. The Simulated Shopping Decision The first segment of

the study measured the relative impact of six different disclosure
systems on the ability of participants to make good purchase deci-
sions. The participants were divided into six groups, each receiv-

ing a different disclosure package:

Group 1l: no buyer's guide, no yardstick;

Group 2: no buyer's guide, FTC yardstick;
Group 3: FTC buyer's guide, no yardstick:;
Group 4: FTC buyer's guide, FTC yardstick;
Group 5: NAIC buyer's guide, no yardstick, and
Group 6: Belth buyer's guide, no yardstick.

After receiving directions, each group was given ‘an unlimited amount

of time to read the aisclosure_package. Then each participant had

- an opportunity to examine up to eight differeht $25,000 whole life

policies, one at a time, withja search fee charged_for each policy
examined?s' In the case of the_first four groups (even group

1), each policy wés accompénied by an FTC designed consumer cost
statement which had considerable instructional content. Unbeknownst
to the participants, the policies were pre-arranged to allow the
researchers to control the order in which each participan£ received
the_different‘pochiesﬁ37 “Within ea&h of the six gfdupé;‘the policies

were arranged in three structured sequences:

Sequence 1: 8, 7, 4, 3, 6, 5,1, 2;

26 Ad. 17-18. Subjects vere informed that different pol;cxes had
aifferent payoffs, the payoffs for the best being $27 (minus
search fees) and the payoff for the worst being $7 (minus
search fees). Id. at Appendix B, pages 3-6.

27

Id. at 17-20.
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Sequence 2: 7, 8, 4
4

3, 6, 5,1
Sequence 3: 1, 2, 3, 6, 8

2; and
5, 7.

where 1 is the lowest cost policy and 8 is the highest cost pol-
icy.28 One third of the group using the NAIC model buyer's guide,
for example, received the policies in one of each of these three
sequencés. An identical approach was used in testing the partici-
pants who received the FTC and other disclosure packages. The
relative impact of the different systems was measured by comparing
disparities in the-selection rates of the lowest cost policy.

The lowest cost policy was defined in different ways: (1) the
least expensive po{icy, (2) the least expensive policy from

those examined, and (3) the least expenéive policy factofing

. 29
in search fees.

1. The Least Expensive Policy 47.2% of the participants who

received the FTC buyer's guide and yardstick Selected the-least expensive

policy among the eight available. The next best were those |

.. .. c g . 30
participants receiving no buyer's guide or yardstick (44.4%),

28

Id. at 15.
29

Id. at 23-24.
30

i . The relatively good performance of this group is the most
significant finding of this study. This group only received

a document that is very similar to the Preliminary Policy

Summary recommended in Part IV of this report. As the

researchers note ‘this statement conspicuously provided average

annual rate of return data as well as:

[T]he Consumer Cost Index and premium, and
contain[s] several paragraphs which emphasize

the benefits of using the Consumer Cost Index.

Each policy [summary] instructs the subject
regarding what to look for and how to make the
policy purchase decision. Thus, the 'control’!
subjects (i.e., those who saw neither a buyers guide

(Footnote Continued)
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. those receiving the FTC'yardstick without buyer's guide (42.6%),

and those receiving the FTC buyer's guide without a yardstick
(38.9%). The groups receiving the NAIC buyer's guide and the
Belth buyer's guide only selected the least expensivé policy
33.3 anaﬂ27.8 percent of the timehrespectively.Bl—

2. The Least Expensive Policy Among Those Examined. In

terms of selecting the least expensive policy from among those

examined, the groups receiving the FTC disclosures (groups 2-4) made

the fewest errors. The next lowest error rate was in the group re-

ceiving no buyer's guide cr yardstick.32 The highest error rates were

in the NAIC and Belth groups. The differences in error rates between

Group 1 2 -3 4 5 6

Buyer's Guide None None FTC FTC 'NAIC  Belth

Yardstick None FTC None FIC None None
" Average .

Error Rate 7.4 3.7 1.9 5.7 26.4 24.1

(%) '

30

. 31

S 32

(Footnote ébntinued)

nor a yardstick) still had considerable assistance
in making their decision. Id. at 54-55,

This finding indicates the potentlal effectlveness of the
Preliminary Pollcy Summary. :

See id., 27 and Table 8, at 30. The study also considers
choice of policy by sequence (Table 9, p. 31)), and breaks
down the data on educational attainment (Table 10, p. 33).

_]_Ig. at 35.
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groups 1-4 and groups 5-6 are statistically significant.33

Indeed, the average error rate for those receiving the FTC disclosures

(groups 1-4) is 5 percent or approximately one-fifth of the
error rates for those receiving the NAIC and Belth disclosures.

3. The Least Expensive Policy Factoring in Search Fees

The selection rate of the least expensive policy factoring in

search fees demonstrates the importance of yardsticks in compari-

son shopping. Given the specified payoff differences among the

policies and a one dollar search fee, the only six participants

making the "optimal"” purchase decision were in the groups using

the FTC yardstick.34 Likewise when the search {ee aséessed was

raised to two dollars, these two groups still outperformed the

other groups.35 | |
Still considering the influence of search fees on the‘

optimal dhoice, the researchers standardized the tesults to

create a éommon scale, a "payoff maximization statistic."™ This

measure attempts to_eliminate'the effect of different sequences

and search fees. For example, for the group receiving a two dollar

search fee and sequence three, the maximum payoff is 25 dollapsf

By dividing all net payoffs (for this sequence and seé;ch feg__

combination)'byrgs, a Standard séaié haviné l.b as the maxihum

3 . .,
3 These figures were compiled from Table 11, id. at 35.
34 '

Id. at 45 (Table 18a).
35

Id. at 46 (Table 18b).
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score is created. Similar calculations were performed for the
sures

other possible combinations of sequences and search fees. The
following table presents the average payoff maximization statistic
. 37 .
by disclosure format. The best scores were achieved by the
Group 1 2 3 4 5 6
Buyer's Guide  None None FTC FTC NAIC Belth
Yardstick ‘None FTC None FTC None None
Payoff i} N
Statistic .804 .817 .823 .834 .703 - 7.729
38 . '
three FTC related groups. Further, the groups using the NAIC
and Belth buyer's guides did less well than the baseline provided
by the group receiving no buyer's guide.39 Indeed, given the
average number of policies examined; the NAIC payoff statistic
is not substantially higher than it would have been
ar if policies were picked by random. That is, random choice

among policies might:yield a payoff maximization statistic as

49

high as .659. In this light, the NAIC figure (.703) is even

3 Id. at 47. .
37 . S . .
This table is compiled from Table 19, id. at 48.
38 Id. at 47.
14, at so.
40

To illustrate, assume 56 persons select at random from among

the possibilities after three searches and 44 persons select

from among the possibilities after four searches (the reason
(Feotnote Continued)
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more troublesome.

4. Conclusions The groups receiving the expermental FTC

disclosure packages outperformed the other groups——particularly
the NAIC group--on the basis of all three definitions of best
choice. Particularly significant is the fact that those subjects
who received only the one page’summary performed almost as well
as thése persons who received the more extensive disclosure.

C. Post Decision Reactions After the purchase decisions,

the participants were requested to give their reactions. First,
in answer to an open-ended question, participants gave general
reasons for deciding on the policy selected. Of those groups
receiving FTC disclosures {(groups 1-4), over 25 percent of éhe

participants said their choices of policies were based upon

40 : : .
(Footnote Continued)

for choosing 56 and 44 is that the average number of policies
searched by for all participants was 3.44). In this case,
the random payoff statistic by sequence would be:

SEQUENCE 8-7 .454
' 7-8 .454
1-2 .666

AVERAGE .525

Ps

-On the other hand, if these 100 persons copy the. search
behavior of the participants in their sequence (rather

than that of all other participants, regardless of sequence)
then the payoff statistic by sequence would be:

SEQUENCE 8-17 .614
7-8 .614
1-2 .749
AVERAGE .659

In sum, the NAIC payoff statistic of .703 is not substan-
tially higher than the result if policies are picked by
random.

IX-22



the Consumer Cost Index either alone or in combination with

one or more cost-related indices. Fifteen percent of the FTC

participants based their choice on the highest average annual rate

of return. In contrast, about six percent of the NAIC participantgu
‘s referred to surrender cost data discussed in the NAIC buyer's

guide. An additional twenty-tQO percent of the NAIC participants

did refer to an index which they could not nam§.4l

Next, the participants were gqueried on the buyer's guides.

iy They were asked for their general reactions to their respective
buyer's guides42 and how well they understood specific sections.43
In géneral,.mogt participants stated that their buyer's guide
was helpful and understandable., But as the researchers state:
"it is clear that subjects using the FTC buyers guide (groups 3
and 4) reported it to be significantly éasier to comprehend than
did subjects exposed to either the.NAIC or Belth buyers guides."44

In the same vein, the only-section of any buyer's guide that

lies '

- a substantial number of participants said they found hard to
understand was the section in the NAIC buyer's guide on how cost
indices are computed and used. Out of a total of 72 responses,

. 41 '
re) I1d. at 58 (Table 23).
42 ,
Id. at 62.
43
Id. at 71.
4
Id.
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41 persons (56.9%) said they had difficulty understanding the

cost index section of the NAIC buyer's guide.45 Only 3.8 percent

and 3.7 percent respectively, had difficulty understanding

the cost index sections of the FTC and Belth buyer's guides.46
.In sum, it appears that it is possible to develop a buyer's

guide that is more comprehensibie than the NAIC guide.

D. Comprehension Quiz 1In the final phase of testing,

each participant completed a 21-item comprehension quiz. The
quiz included true-false and multiple choice questions about
life insurance. Three quizzes were used, corresponding to the

three buyer's gﬁides (NAIC, FTC and Belth). Fifteen of the
47

21 questions, however, were common to all three quizzes.

The participants were not allowed to refer to their buyer's

guides during the first administration of the comprehension

. quiz. Subsequently, the quiz was re-administered and then partici-

pants were perﬁitted to refer to their buyer's guides for help

in answering the quiz questions. Participants not receiving

any buyer's guide up to that time were allowed to use the FTC's

buyers gquide for help in taking the quiz.

Comparing the quiz results by buyer's guide, the table below

shows that the.-NAIC groups in both quizzes- scored significantly

45

Id. at 75 (Table 34).
46 1.
4 Id4. at 91.
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48 . . . . . 49
lower. Assuming no difference in intelligence between the
"NAIC" and other participants, these data suggest either that

the six unique items on the NAIC quiz were more difficult or

the NAIC buyer's guide was the least explanatory.so

Group 1 2 3 -4 5 6

Buyer's Guide - None None FTC FTC NAIC Belth
Yardstick None FTC None FTC None None
Quiz I .

(% Correct) 84.3 82.9 91.9  91.0  84.8 87.6
Quiz II _ :

(% Correct) 94.3 - 92.4 95.2 92.4 89.0 91.0

In éontrasﬁ, thé gréups'receiving the FTC buyér's gqide in
both quizzes did better than all other groups. This waé true
even for groups 1 and 2 who received no buyer's guides for the
first quiz and the FTC buyer's guide in the secoqd quiz.Sl

In particular, the researchers found that in quiz I the partici-

pants receiving no buyer's guide and the NAIC buyer's guide scored

significantly lower than those receiving the FTC buyer's guide.

18 Id. at92. The table was compiled from Table 44, id. at 93.
49 1d. at 92. |

>0 Id. at 96.

S
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It should also be noted that the group receiving no buyer's
guide did virtually as well as those groups receiving the NAIC
and Belth buyer's guides. 1In Quiz II group (1) and FTC-No yard-
stick group (3) both were significantally higher than the NAIC
group mean. (No other pairs of means differ sig-nificantly).52
Again, the results indicate that it is possible to develop a
buyer's gquide that is more comprehensible than the NAIC model

guide.

III. Conclusions Drawn from the Two Purdue Studies

The major conclusions drawn in this appendix -are:

52 In the closiné section of Study II, the authors wrote:

In conclusion, while some of the data suggest
that subjects exposed to a disclosure system
(particularly the FTC -buyers guide) will

- fare better than those not exposed to such
a system, the differences were not as striking
nor as conclusive as expected. (Study II, 114)

This statement might well be interpreted to mean that none
of the disclosure systems tested make much difference in
the subjects' performance in choosing low-cost policies.
This interpretation is not correct. As shown earlier in
this Appendix, all four of the aroups who received the
FTC material had higher payoff maximization statistics (from
B0% to 83%) than the Belth or NAIC groups (73% and 70%

. respectively). : ,

A letter from Professor Jacoby (to Michael Lynch, FTC,
March 1, 1979) clarified what he and his colleagues meant
in the paragraph quoted above. There he writes that the
surprising finding was that the FTC groups 1 and 2, which
did not receive a buyer's guide. Groups 1 and 2 dld have
the one-page "consumer cost statements," however, Tand these
apparently proved almost as effective as the buyer's gquide
plus yardstick plus cost statement. We regard this finding
as one of the most important and hopeful results of the
Purdue studies. In our view, it underlines the importance
and potential effectiveness of providing the "preliminary
policy summary.”
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4.

Study 1

Although cost dimensions are accessed
much less frequently than other policy
dimensions, they play a significant role
in the final choice among policies,

Exposure to written statements .(triggers
and buyers guides) increased access to
the targeted cost information for all
subject groups.

The Savings Yield was the cost dimension

‘accessed most frequently and many subjects

appear to have used it to comparison
shop.

Study 2

“The participants receiving the FTC disclosure

materials appear to have engagéd in more
intelligent search behavior than their
counterparts.

‘Very few (5%) of FTC partiéipants failed

to choose the least costly policy among
those they examined. A substantial portlon
(25%) of the NAIC and Belth subjects

- failed to choose the least costly policy.

A simple one sheet disclosure statement
like the Preliminary Policy Summary recom-
mended in Part IV of this report offers
good promise in achieving meaningful
disclosures.

It appears possible.to develop a buyer's

guide that is more comprehen51b1e than
the -NAIC model guide. -
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APPENDIX X: BUYER'S GUIDE,
SUGGESTED STATE REGULATION,
AND NAIC AND STATE REGULATIONS



BUYER'S GUIDE TO LIFE INSURANCE

The purpose of this booklet is to give you general
information that will help you select a satisfactory life
insurance policy for your needs. It is not intended to
be an endorsement of any policy or insurance company.

Since the information is general, if you have unusual
insurance problems, you should seek professional advice.
The Guide is not designed to assist in the evaluation of

your existing policies.
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Buyer's Guide to Life Insurance

IMPORTANT: Many people think all similar life insurance policies
cost about the same. They don't. Reading this Buyer's Guide may
save you many hundreds or thousands of dollars over a twenty~year
period by helping you find a low-cost policy that best fits your
needs.

f%e main purpose of life insurance is to provide financial
security after your death for those who depend on you. Life
insurance can also be used to pay off your mortgage or provide
for other large debts, pay education expenées, pro?ide savings
and retirement income. Itcan also be used to pay for funeral
.and last illness expenses. In addition, life insurance can be
valuable protection against the premature deatﬁ of a spouse who
raises the children and maintains the household.

This guide will help you to determine the amount of protec-
tion your family needs. It will also help you learn which kind
of policy best provides that protection. You'll learn how to
select a policy that gives you the most coverage at the lowest
cost.

Read the guide carefully and never forget that when buying
insurance, being a careful shopper can give you the ﬁost protec-
tion at the least expensé. . | |

WHAT IS LIFE INSURANCE

Every life insurance policy is a contract. In return for your
paying premiums, an insurance company promises to pay a specified
amount of money.when you die to a person you name in the policy.

The person who is to receive the money is called the beneficiary.
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The money to be paid is called the proceeds or death benefits,
and its amount is often referred to as the face amount of the
policy.

BASIC TYPES OF LIFE INSURANCE

" All life insurance policies promise to bay a stated amount
of money when you die. There are two basic types of life insur-

ance: term and whole life. While they may go by different names,

most life insﬁrance policies are either one of these types or a
combination of both. However, ail policies of the same type do
not necessarily cost the same or provide the same kind of pro-

tection. In }act, buying a policy that fits- your needs and your

budget can save you hundreds or even thousands of dollars over

your lifetime.

TERM INSURANCE -

Term insurance ihsures your lifé for.é fixed‘period of time
or term such as 1, 5, or more years. Death benefits are payable
only if you die within tﬁe term, provided, of course, the policf
is still-in;effect. At the time of purchase, term insurance
generally provides the largest death protection for your premium
dollar. You can usually renew termfinshfance policies for one
or more terms witﬁout having to pass a medical examination to
get the renewal. But be careful: not all term policies are
renewable. You should be sure about this feature before buying.

If the policy is renewed for another term, the premium will be

"increased because you will be older during the additional term.

Some term policies may be renewed through age 100. However,

the premiums on term insurance are very expensive after age 65.
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You can also buy term policies whose premiums stay level
but whose death benefit éeclines each year. These are called
decreasing term policies. A decreasing term policy may be use-
ful if you are young and currently responsible for a mortgage
or othgg large debt.

Before you consider buying an individual life insurance

policy check with your employer, labor union, or professional

association on your eligibility for group term insurance. Group

insurance often costs much less than either individual term or
individual whole life, especially if your employer pays part

of the_premiums. ®“In addition, you can usually buy group insur-
ance withouf passing a medical exam. There are, however, some
things to watch for. Like individual term insurance, group
insurance is usually renewable.only through age 65 or 70. Also,

there may be a limit on the amount of group.insurance you'll be

able to buy. And if you switch employers or drop your union or

professional association membership, your group coverage may end.
If that happené, you're usually guaranteed the right to convert
that covérage to an individual whole life policy--but at a higher
premium} Still, all things considered, group insurance may pro-
vide a solid;>relatively inexpensive foundation for your pefsonal
insurance program.

WHOLE LIFE INSURANCE

Whole life insurance is also referred to as "ordinary life"
or "straight life" insurance. It differs from term insurance in

two important ways. First, although the premiums start out at a
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higher level than term insurance for the same amount of insurance
protection, they remain level and do not increase with age.
Sécond, whole life policies develop cash values that increase
every year.

You should understand that if you buy a whole life policy,
a substantial.bortion of your premiums will go into the savings
element (cash value) of the policy. During the early years.of
a whole life policy, the premiums are much more than the amount
needed to buy term insurance for é'person of the same age. The
insurance compény puts most of the extfa dollars into a fund,

called the policy's cash value. This cash value groWs steadily

over the years, and as it grows, it reduces the amount of actual
death protection the company must provide to pay the face amount.

In fact, you can think of whole life insurance as a combination

of an increasing savings element (cash value) and a decreasing

amount of pure life insurance protection.
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Y-._ car get the cash value if you cancel your policy.
However, if you keep the policy, the insurance company will pay
only the face amount of the policy if you die, not the face amount
plus the cash value. For example, if you bought a $25,000
whole life policy at age 35, it might have a cash value of
$10,000 by the time you're 65. Yét, if you die at age 65,
vour beneficiary will get only $25,000, no matter how large or
small the cashk value.

Besides making it possible to have affordable life insurance

beyond age 55, cash values can be useful to you in other ways.

- Many people find-buYing-a whole life policy a convenient way.to

save for retirement or other purposes. Each time you pay your
premium, a part of the premium automatically goes to build up
the policy's cash value. You can get the full amount of the cash

value by simply canceling your policy. But if you do, you'll,

- of course, lose your death protectién. You can also borrow up to

the full amount of the cash value in the form of a poliey loan.
You will have to pay interest on this loan at the annual percentage
rate fixed in the policy, but this rate is often lower than other
‘rates qvailabie. If the loan is still outstanding when the
policyholder dies, the policy loan amount Qill be deducted from

the payment made to beneficiaries.



OTHER TYPES OF POLICIES

In addition to whole life policies, there are many other
policies on the market with savings elements. "Life,paid up at
age 65" is just what the name implies: after age 65 no more
premiums are due. "Twenty-pay }ife" is a poliéy wiéh 20 annual
premiums after which time the policy stays in force without
additional payments. An "endowment policy" is one in which the
cash value eguais the policy's face amount at the end of a limited
period, usually 20 or 30 years. Endowment insurance has a greater
savings component than'ﬁhole life policies, but it gives you less
deathvprotectio; for your'premium dollar. Although the premium

on all of these types is higher than simple whole life, they may

be useful for certain special needs. But most people's insurance

‘needs can be met by either term or wholelife or a combination af +he

two.

' TERM OR WHOLE LIFE INSURANCE

In déciding’whether té buy term or whole life insurance, you
ought tb consider these three questions: (1) How much insurance
coverage does my family need against my‘premature:death; (2) How
long do I want to keep my insurance in force; and (3) Do I want
to use my insurance policy as a way to save?.

HOW MUCH INSURANCE TO BUY

You should remember: THE MAIN PURPOSE OF LIFE INSURANCE IS
TO PROVIDE FINANCIAL SECURITY FOR DEPENDENTS WHEN A WAGE-EARNER

OR SERVICE-PROVIDER DIES PREMATURELY.
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It is important to establish the amount of money your
dependents will need if certain income or services are ho longer
available because of premature death. Life insurance is a source
of casbhfor paying a family's living expenses, education costs,
mortgages, and other debts. A comprehensive life insurance pro-
gram should come as close as you can afford toward providing the
funds your family and dependents would need over and above the
assets you have acgquired and can leave to them and what would be
available to them through social security‘or other protection.

When you'rec*young and your- insurance ﬁeeas are generally
greatest, term insurance gives you three to fiv; times more pfo-
tection for your premium dollar than whole life. For example,

a 25-year old person who can afford to spend $300 a year on life
insurance could buy either $20,000 worth of whole life or $100,000
wqrth of term insﬁrance. Many people--especially those with young
children--can get the amount Qf insurance they need only by buying
a term policy. On the other hahd, if you expect to carry that
amoﬁnt of insurance no matter how old you become, term insurance
will become expensive after age 65. ‘

HOW LONG TO KEEP YOUR POLICY IN FORCE

Remember that the main purpose of life insurance is to replace
income lost when a family's‘breaﬁwinner dies prematuéely. This
sﬁgéests that when a pe#son approaqhes.retiremént, the nged for
life insurance may'dimiﬁiSh. >Whole life-ihsufance can, of course,

be used to meet a person's long-term insurance needs through age

65. But so can renewable term insurance. Though the term policy's
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premium will go up with each renewal, the process is slow. For
example, if you buy a renewable term policy at age 35, it will
take about 20 years for the premium of vyour renewable term policy
to become larger than the level premigm you would have had paid
if you had bought a whole life,poliéy. By thét tiﬁe, however,
you may need less insuranqe and can reduce the insurance you carry.
On the other hand, whole life policies kept in force even
after retiremeﬁt can be used to pay for funeral expenses, meaical
bills, and death taxes. They can also provide money for the
surviving memggrs of the family. Though some term policies are
renewable through age 100, remember that their premiums become
very expensive-after age 652

COMBINING TERM AND WHOLE LIFE

- If you think you'll want some insurance after age 65 but

'youﬁcan‘t afford enough whole life insurance to give your family

. adequate protection while yoﬁ're young, there are several things

you can do.’ One is to buy a renewable term policy that is also
"convertible." < This means that any time before the end of the
conversion period, you can trade the policy in for a whole life
policy of the same or lesser face amount wiﬁhout having to pass
a medical exam. Premiums for the new pblicy, however, will be
higher than you have been paying for the term insurance.

People with youhg children often find this type of insurance

program attractive because it lets them buy a larger amount of

death protection when they're young at a price they can afford.
At the same time they preserve their option to buy a whole life

policy if they decide they want some insurance in force after age

65. You can also buy a combination of term and whole life
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insurance by purchasing either separate policies or a whole life
policy with a term policy attached to it (this is called a "term
rider"). 1In either case you'll have insurance that will remain
in force after you turn 66 plus you will have some additional
death.éfotection during your younger years when you ﬁeed it most.
Because your income and the number and needs of your depen-
dents ‘may change, it is important to-review your life insurance

program periodically. As a part of this process you should con-

'sider the effect of inflation on your asséts and on your family's

future needs. .

"SAVING THROUGH LIFE INSURANCE

If you want péotectioﬁ for your family while you're young
and a source of money as you grow older, thére are two things you
can do. You can buy a whole life policy with its built-in savings
program. Or you can buy a term policy and each year invesf the
difference between the whole life premium and the tefm-premium in
a savings dccount, U.S. savings bonds, or somé other safe invest-
ment. If yoﬁ buy a term policy ahd you're the kind of person who
can save regularly, and many people are, you'll build up a size-
able sum of money by the time you're 65. You can then use this-
sum for the saﬁé purposes as the cash value of a whole life policy.

This could reduce your need for life insurance in your later years.

'Consider the Annual Rate of Return. If you are considering whole

life as a way of saving, you should compare its features with
other types of savings. programs, especially savings accounts. The

best way to make a comparison is to look at a policy's average
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annual rate of return. The average annual rate of return will,

to a large extent, depend on how long you keep a policy in effect.
It is calculated by breaking down the cost of the premium accord-
ing to where the.premium dollar goes. Part of the premium goes
for relatively inexpensive deatp protection. The rést can be con-
sidered a "savings deposit". The rate of return is expressed as
a percentage and is equal to the interest rate that will make the
"savings deposiﬁ" grbw into an amount equal to the policy's cash
value. For example, a policy with a rate of return of 3.2 percent
means that the savings element of your premium if deposited in a
bank, would neéé to earn 3.2 percent after taxes for the depositor

to be as well off with either alternative.

You'll find a policy's average annual rate of return for 5,

10, 20 and 30 years on the PRELIMINARY POLICY SUMMARY an insurance

agent must give you before asking you to sign a policy application.

Remember though that the average annual rate of return is based

on estimates of how much it will cost you to purchase term insur-
ance. The chart below shows term insurance rates used in making

the rate of return calculations.

Average Yearly Renewable Term Rates per $1,000

Amount of Insurance

Age $10,000 $25,000 $100,000
25 $ 4.47 _ $ 2.97 $ 2.22
35 4.73 _ 3.23 B 2.48
45 | 7.16 5.66 4.91
55 13.85 12.35 11.60

-10-
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~If you can find term insurance that costs less than what is on

the chart,the actual average annual rate of return on a whole

life policy you are considering will be somewhat lower than the
rate disclosed on the PRELIMINARY POLICY SUMMARY. In any case,
whether you are merely comparing term and whole life or considering

setting up an insurance package made up mainly of term insurance,

you should be able to find a term policy that costs as little as

the one in the chart. Don't forget that the annual rates shown
are per $1,000 of coverage. Multiply these rates by the number
of thousands of dollars of coverage you want to get. For example,
at age 25 multiply $4.47 times 10 to get the total annual cost
for a $10,000 insur;nce policy.

A little difference means a lot. If your reaction to all
this talk.of rates of return is to say "What difference can a
percent or so make?,"the answer is--a lot! A difference of only
1l percent in a rate of return is extremely significant. When
compounded over 30 years (which can be how long a whole life

policy lasts), this seemingly small difference can amount to a

lot of money. The chart below illustrates this by showing how

'many preétax‘do;lars’you WOuld'have, ét the end of 30 years, if

you deposited $500 each year in bank accounts paying various

interest rates:

-11-



Impact of Different Interest Rates on a $500 Per

Year Investment for a 30-Year Period

Rate of Interest Value After 30 Years
2% ' $20,284
3% ' 23,788 ‘
43 28,042
5% | 33,219
6% ' | 39,529
7% 47,230

TAX CONSIDERATIONS

You may a155 want to consider the possible.tax advantage of
saving with a whole life policy. Interest earnings credited to
the "savings deposit” featﬁre of a whole life policy are not taxed
until you surrender the policy;'even-then, the taxable amount may
be zéro'b: guite small. It is important to compgre rates of return
with the after-tax return that yoﬁ could get from other savings
or investment programs. Fof example, if you are in a 20 percent
tax‘bracket, a 4 percent rate of return from the "savings deposit”

feature of the whole 1life policy is equal to a 5 percent return

on fully taxable investﬁehts. Here's why--on a $100>fu11y taxed

investment paying 5 percent, yéu would get $5.00. But 20 percent
of that-;$l.00--would go for taxes. This means you would end up
with thé same $4.00 you wbuld get from a policy with.a 4 percent
rate of return. |

OTHER BENEFITS OF WHOLE LIFE

‘Finélly, many whole life policies offer benefits (other than

cash values) that are not found in term insurance combined with

a savings or investment program. These include the right to stop

-12-
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paying premiums and use the accumulated cash value to purchase
paid up insurance or exﬁended term insurance. Whole life policies’
also contain guafantees with respect‘to annuity purchase rights.
Additionally, you can borrow against your cash value at a favorable
intereé; rate. These other benefits of a whole life‘bolicy might

make it'a desirable purchase even if its rate of return is lower

than you could receive elsewhere.

A WORD OF CAUTION ABOUT WHOLE LIFE

It's a costly mistake to buy a whole life policy only to drop
it after a year or two. If you do, you'll usually get next to
nothing back. Tt's true that few people plan to drop a whole life
policy soon after bﬁying it. Yet about one in five new policy-

holders actually does just that. Moreove:,>because of the cost

" elements involved, the cash value of a whole life policy builds

' tp-very siowiy during the policy's early years, making whole life

insurance a very uneconomical way to save for short-term needs.
Therefore, you shouldn't buy a whole life policy unless you plan
to keep it at least 10 years.

"PAR" OR "NON-PAR" POLICIES

Some term and whole life policies pay dividends (participating

or "par" policies), while others do not (non-participating or "non-

par" policies). Dividend-paying policies generally have higher

'premiums than nondividend-paying policies, but often cost less in

the long run, especially if their dividends are paid each year.
The amount a company expects to pay each year are known as

Gllustrated” dividends. These "illustrated” dividends are not

-13-
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guaranteed. The exact amount a company actually decides to pay

in dividends each year depends upon a number of factors, including
the company's investment income fof that year. These factors simply
can't be predicted with complete accuracy several years in advance.
In recent years, however, the actual dividends baid“on most "par"
policies have been higher than those illustrated at the time the

policies were sold.

" HOW TO FIND A LOW-COST POLICY
Once you've decided on the tYpé and size of policy you want,
use the Surrender Index to find a low-cost poiicy. This index is
found on the.PRﬁLIMINARY POLICY SUMMARY. Don't pick a policy just
because it has a low premium. Premiums only measure what you pay

for a policy. Théy don't measure a policy's benefits. Those

‘benefits, which may include'cash values and dividends as well as

death protection, vary by large amounts among policies with similar
premiums sold by different companies. The Surrender Index takes
prémiums, cash values, dividends, and interest into consideration.
It is called the Surrendér Index because it compares cost as if at

some future point in time you were to surrender the policy and take

its cash value. THE MOST IMPORTANT THING TO, REMEMBER WHEN USING

TBE SURRENDER INDEX IS THAT A SMALL NUMBER IS GENERALLY A BETTER

'BUY THAN A COMPARABLE POLICY WITH A LARGER INDEX NUMBER.

The table below illustrates the range of 20-year Surrender

Indices for four commonly sold participating policies sold to

‘'males at the ages indicated. One-fourth of all policies are at

or below the "Low Cost" figure. The “Average Cost" figure is in-
the middle of the range--half of all policies of that type are
cheaper and half are more expensive. One-fourth of all policies

are more expensive than the “YHigh Cost™ figure.

-14-



Range of Surrender Index

Policy Type Size Costs Age 25 Age 35 Age 45
whole Life $10,000 Low Cost $3.69 $5.39 $ 9.95
Average Cost 4.50 6.43 11.51
High Cost 5.54 7.59 13.05
Whole Life $25,000 Low Cost . 2.76 - 4.56 8.82
Average Cost 3.53 5.39 10.10
High Cost 4.20 6.35 11.39
Term $25,000 Low Cost 3.42 5.62 12.38
Average Cost 3.64 5.86 12.93
High Cost 4.19 6.71 13.91
5 Year $50,000 Low Cost 3.49 6.00 12.90
Renewable & Average Cost . 3.87 6.31 13.71
Convertible High Cost 4.36 6.94 14.54
Term

As this table shows, the cost for similar policies varies

widely. These differences in cost can be very important to you.

For example, if a person were to buy a $25,000 whole life policy
'w1th a Surrender Index of $3 per $1 000 instead of one with a

Surrender Index of $6 per $l,000,_the sav1ng would be about $75

per Yeer on the everage ($6 - $3‘x 25 = $75). If a person were then

to deposit this $75 per year in a bank account at 5 percent inter-

est, the belence et the end of the 20 years would be almost $2,500.

The renge of Surrender'Indicies given on the teble only apply
to the oarticuler'policies and ages given. To find out if the
cost of a particular policy is high or low you should call up a
number of competing compenies and ask for the 20-year Surrender
Index (at your current age) for their comparable policies.

When using the Surrender Index to look for a low-cost policy,
remember‘the_follow1ng.

1. The index is only approximate. Rather than search for

-15-
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the lowest-cost policy on the market, use the index to find a
group of relatively low-cost policies from which to make your
final choice. Differences of less than 50 cents per $1,000 can
usually be ignored and may be offset by other policy features or
by differences in the quality of service you may ekpect from the
company or its agent. ’

2. The Surrender Index is only useful in comparing the costs
Qf similar policies, those which provide essentially the same
basic benefits and require payments for approximately the same
period of time. The more similar the policies, the more reliable
the cost compaEison will be. For example, don't use the Surrender
Index to cbmpare-the cosf of a term policy to that of a whole life
policy; instead, base your choice of term versus whole life on
factors mentioned earlier in this Buyer's Guide.

3. The Sur;ender Index for a dividend-paying policy assumes
that dividends on the policy will.bé paid exactly as illustrated
at the time the policy was issued. This, however, rarely happens.
Since the exact amount of é.“par“ policy's dividends isn't guaran-
teed, the policy's actual cost may turn out to be higher or lower

than that indicated by the Surrender Index. ﬁemember, however, in

recent years the actual dividends paid on most "par" policies have

been higher than those illustrated at the time the policies were
sold. As long as you recognize that "par" policies' dividends are
not guaranteed, you can use the Surrender Index to compare the

costs of dividend-paying and nondividend-paying policies.

-16-
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POINTS TO REMEMBER

1. KNOW YOUR RIGHTS. The laws of this state provide that

anyone who buys a life insurance policy from an agent can return

the policy to the company for any reason within 10 days after the

.policy is delivered and receive a full return of all mioney paid.

If the policy was bought through the mail, you have 30 days after
delivery to return it and receive a refund.

2. BUY ONLY WHAT YOU CAN AFFORD. 1If you drop your whole life

policy within the first 10 years because the premiums turn out to
be more than you can afford, you may lose a substantial portion of
the money you havé paid in.

a

3. GROUP INSURANCE. If you are eligible for such coverage,

check it out carefully. It may be the easiest and least costly

way to meet your basic life insurance needs.

4. TRY NOT TO LEAVE YOURSELF UNDERINSURED. Remémber: during
your younger years, when‘youé insurance needs are generally greatest,
term insurance will provide you with several times more insurance.‘
protectioh than whole life for the same premium dollar.

5. SHOP AROUND. Many people think that all similar policies

cost about ﬁhe same. -They don't. Before you buy a life insurance

" policy, check to-see if it has a low Surrender Index.

6. CHECK THE RATE OF RETURN. If you are thinking about using

whole life insurance as a way to save, be sure to check its rate
of return and compare:it-with other policies and alternative savings

or investment programs.

-17-
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7. SHOP FOR A GOOD AGENT AS WELL AS A GOOD POLICY. You can't

overestimate the value of a well-informed agent. Inexperienced
agents often lack detailed knowledge about their companf's policies,
They may not even realize that the costs of similar‘policies differ
greafl} from company to company. In addition, 5ecause agentxcom-
missions are tied to premium size, there may be an inCentive:for
some agents to sell costlier policies that may not fit your needs.

So shop around. Talk to two or three agents, including agents

who represent several companies. Compare the advice each one gives
you and the Surrender Indices and rates of return of the policies

each one recommends.

~18-
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Preliminary
Policy
Summary

For
Whole Life and
Endowment [nsurance

— —

Important '
Many people think all similar life insurance policies cost about
the same. They dorn’t. The cost of similar policies varies
sharply. You can save many hundreds or even thousands of dol-
lars by choosing a low-cost policy. Tb find out how this particu-

» lar policy ranks, compare its Cost Index (found below) to the

range of cost indexes for similar policies. For further informa-
tion on cost comparison and examples of the range of cost
indexes for a number of policies, see pages 00-00 in the
Buyer's Guide to Life Insurance which you should have
received with this policy summary.

Company Yearly Premium $. ¢ per $1,000 of Face Amount)
Type of Policy i} 20-Year Surrender Index (per $1.000 of Face Amount)$

Name of Policy The Average Annual R.nlte of Return if you keep this policy
Face Amount $ 5 yearsis 10 years is

Policyholder’s Sex and Age at Issue 20 years is 30 years is

How to Use This Preliminary Policy Summary

Surrender Index _

To find a low-cost policy, look at the policy's 20-year surrender
index, not its premium. Premiums only measure what you pay
for a policy. The benefits you receive from policies with similar
premiums vary widely. The Surrender Index takes premiums,’
cash values, and dividends into consideration. In doing so. it
provides a much more complete measure of the cost of similar-

-life insurance policies than premiums. A policy with a low Sur-

render Index is generally a better buy-than a similar policy

_with a higher index number. The Surrender Index should only

be used to compare the cost of similar policies. Don't useitto
compare the cost of a term policy to that of a whole life policy.

Average Annual Rate of Return

Part of each premium you pay buys you death protection and
part can be viewed as a deposit which builds up the savings (or
cash value) portion of your policy. The Average Annual Rate of
Return shows you approximately what rate of return you'll get
on the savings portion of this policy if you keep it for 5, 10, 20 or

30 years. The rate of return is one factor you should consider in

deciding whether to buy term or whole life insurance. There
are other benefits in a whole life contract that are not gener-

- ally available in term insurance contracts. Therefore a whole
. life policy may be a desirable purchase even if itarate of return
" is lower than you could receive elsewhere. For a discussion of

this and other factors, see pages 00-00 of your Buyer's Guide.

Signature of Agent

Date
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Preliminary
Policy
Summary

For
Term Insurance
and Term Riders

Important

Many people think all similar life insurance policies cost about

the same. They don’t. The cosat of similar policies varies
sharply. You can save many hundreds or even thousands of dol-
lars by choosing a low-cost policy. To find out how this particu-
lar policy ranks, compare its Cost Index (found below) to the

range of cost indexes for similar policies. For further informa-
tion on cost comparison and examples of the range of cost
indexes for a number of policies, see pages 00-00 in the
Buyer’s Guide to Life Insurance which you should have
received with this policy summary.

—
Company ‘Companies (or intermediaries) should enter in this space the
appropriate information for representative policy years.
Type of Policy T
. Policy - Annual  Prgmium per $1,000 Face
Initial Face Amount $ Years Premium of Face Amount Amount _Dividends
Policyholder’s Sex and Age at [ssue
Length of Term

Renewable®* Yes No  If Yes, through what age?

Convertible Yes No If Yes, through what age?

20-Year Surrender Index (per $1,000 of Face Amoﬁnt)s

- e ——— _
How to Use This Preliminary Policy Summary

Surrender Index

To find a low-cost term pohcy. look at the pol:cy s 20-year Sur—
render Index, not just its first-year premium. That's because:
the premiums for some term policies go up faster than others.
In addition, many term policies pay dividends. When they do,
that lowers the cost of those policies. The Surrender Index . -

_takea both dividends and later-year premiums into considera-
" tion and thus gives a better measure of a term policy’s cost than

the first-year premium alone. A policy with a low Surrender
Index is generally a better buy than a similar policy with a
higher index number.

The Surrender Index should only be used to compare the cost of .

similar policies. Don’t use it to compare the cost of & term pol-
icy to that of a whole life policy.

'Renewablhty
If you're buymg term insurance for long-term needa make sure

. -.your policy is guaranteed renewable through at least age 65.

Check above for the age through which this policy can be
renewed. For more information on how to shop for life insur-
ance, read your Buyer's Guide. - .

Signature of Agent

Date
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DRAFT REGULATION
(1) AUTHORITY. (Insert applicable state authority)

(2) PURPOSE. The purpose of this regulation is to require

Py

insurers to deliver to prospective purchasers of life insurance
inforqa}ion which will improve the buyer's ability to select the
most appropriate plan of life ihSUIance for his or her needs,
improve the buyer's understanding of the basic features of the
policy which has-been.purchased or which is under consideration,
improve the ability of the buyer to evaluate the relative costs
of similar plans of life insurance and improve the buyer's abil-
ity to chose between dissimilar plans of insurance. This rule
does not prohibit the use of additional material which is not
in violation of this rule or any othéz [state] statute or rule.
(3) SCOPE. (a) Except as hereafter exempted, this rule
shall apply to any solicitation, neéotiation or procurement of
life insurance or annuities occurring within this state. This
rule shall apply to any issuer of life insurance contracts includ-
ing fraternal.benéfit societies. |
(b)_For purposes of this regulation the term "life insur-
ance® includes anduitiesvexcept where the contextgindicates other--
wise. |
(c) Unless otherwise specifically included, this rule
shall not apply to:
1. Credit life ihsu:ance.
2. Group life»insurance provided at least a por-
tion of the cost is borne by a person other

than the persons insured or their beneficiaries.
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3. Variable life insurance under which the death
benefits and cash values vary in accordance
with unit values of investments held in a sepa-
rate account.

4. Group annuities provided at least a portion
of the cost is borne by a person other than
the annuitants or their beneficiaries.

(4) DEFINITIONS. For the purposes of this rule, the follow-
ing definitions shall apply:'
(a) [state] Buyer's Guide to Life Insurance. The [state]

-

Buyer's Guide to Life Insurance is a document which contains,“'
and is limited to, the language within the'current edition of
"The [state] Buyer's Guide to Life Insurance" put out by the
Insurance Commissioner -of the State of | j }. A copy

of which is attached hereto as Appendix i. Insurers may purchase

‘the Buyer's Guide at cost from the Office of the Commissioner of

Insurance, or they may reproduce it themselves (subject to reason-
able standards of style, size, and layout).

(b) Cash Dividend. A Cash Dividend is the current illus-

trated dividénd_yhich”cén be applied toward paymen£ of the‘gtbss

premium.

(c) Additional Fifst Year Premium Policies. A policy
requiring an additional premium paymeht for the first policy year,
or for the first several policy years, that is substantially
larger than the premium for the remainder of the policy years
and providing a fixed payment at the end of a fixed term period

coupled with a term insurance policy or a whole life insurance

2




policy. There are several variations in the forms of such poli-

cies and are more commonly known as "deposit term®, "deposit whole
life," or "modified whole life" policies.

(d) Equivalent Level Death Benefit. The Equivalent

Level Death Benefit of a policy or term life insurance rider is
an amount calculated as follows:

.1.- Accumulate the guaranteed amount payable upon
death, regardless of the cause of death, at the
beginning of each policy year for twenty years
at five percent interest compounded annually
to the end of the twentieth policy year.

2. Divide each accumulation of step 1 by an inter-
est f#étor that converts it into one eéuivalent
level annual amount that, if paid at the begin-
ning of eéch year, would accrue té the value

in step 1. The twenty year interest factor

is 34.719.

(e) Generic Name. -Generip'Name‘méans”a short title
which is descriptive of the premium and béneﬁit patterns of a
policy or rider.

(f) Life Insurance Indices

1. Surrender Index. The Surrender Index is calcu-

lated by applying the following steps:
a. Deterﬁine the guaranteed cash surrender
value, if any, available at the end of the

twentieth policy year.



For participating policies, add the term-

inal dividénd‘payable upon surrender, if
any, to the accumulatioh of the annual
Cash Dividends at five percent interest
compounded annually to the end of thé
twenty years and add this sum to the amount
determined in step a.

Divide the result of step b (step a for
guaranteed-cost policies) by the interest
factor that converts it into an equivalent
level annual amount that if paid at"the
beginning of each year, would accrue to

the value in step b (step a for guaranteed-

cost policies) over the respective period

~ stipulated in step a. The twenty year

interest‘factOIlis 34.719.

Determine the equivalent level premium by

~accumulating each annual premium payable

for the basic policy or rider (if the pre-
mium includes supplemental benefits without
sep;iate identifiable charge, a reasonable
adjustment may be made) at five percent
interest compunded annually to the end

of twenty years and dividing the tesul;

by the factor stated in step c. (This
amount is the annual premium payable for

a level premium plan).

4.

A
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e. Subtract the result of step ¢ from step 4.

f. Divide the result of step e by

the number

of thousands of the Equivalent Level Death

Benefit to arrive at the Surrender Index.

Average Annual Rate of Return Index. This

index is calculated on cash value policies

using the Linton Yield method.

a. The Linton Yield method solves

effective, annually compounded
rate, or yield. This yield is
by equating the cash available

of a épecified number' of years

for a level,
interest
&ete:mined
at the end

from two

‘different protection/savingsfpfogtams, and

then solving for the annual yield that must

-be achieved on the separate savings fund

of the second program in order

to produce

the cash equivalency with the first program.

The two programs compared are: -

i. A life insurance policy on, normally

" but not necessarily;=30me'permanent

plan. The cash used at the end of

the specified year is the policy's

~gquaranteed cash surrender: value plus

the terminal dividend payable upon

surrender and the dividend payable at

the end of the specified year. -




ii.

A combination of a savings fund and
Yearly renewable term (YRT) insurance.
The amount deposited in the savings

fund each year is assumed to be equal

" to the annual premium payable under

the alternative program for the perma-
nent life insurance policy (less any
dividend payable at the end of the
preceding year) less an assumed pre- -
mium payable for YkT insurance. The
amount of YRT purchased each yea} is
that which would be adequate to bring
the combined death benefit ffom the
savings plan and the.YRT.tp the same
as that payable under the permanent
life insurance policy. The cash used
for comparison with the_permaneht pol-
icy is the amount accumulated in the

savings fund at the end of the speci-

- fied yéar.

Average Annual Rate of Return index figures

given out in [state] by insurers or inter-

mediaries shall be calculatedvseparately

for males and females and shall be based

upon the following assumptions:



!

ii.

As to YRT premium rates:

YRT premiums = (1,000 g) (K) + $0.90 +

. $25/s where K equals 1.00 for ages 0

through 14 and 0.95 for ages. 15 and
above, S equals policy size in thous-
ands and 1,000g equals the mortality
rate for age x shown in subsection (9);
As to elements entering into the calcu-
lation: Gross premiums shall include

the total premiums charged for all

life insurance benefits; dividends

shall be total illustrated dividends

excluding any separately identifiable

dividends payable for benefits other

than life insurance.

Average Annual Rate of Return index figures

.for additional first year premium policies

defined in Section 4(c) shall be calculated

in._the same manner as for cash value poli-

_cies. For puipbsés,of'the calculation

gross premiums shall include all payments

made to the company under the contract

and cash values for each year shall be the

total amount to which the policyholder is

entitled under the contract fbf'that year.



Note:

pages

Index

d. Average Annual Rate of Return index figures
for annuities shall be the annually com-

pounded interest rate, or yield, on gross

PIRN

premiums paid over the selected holding

period.

A discussion of the Linton Yield method may be found orn

28-30 in the Analysis of Life Insurance Cost Comparison

Methods, prepared by the Society of Actuaries Committee

on Cost Comparison Methods and Related Issues (Special),

September, 1974. Further discussion on the "low"™ YRT rates to

be used in computing the Linton Yield, which are the rates speci-

fied in this rule, may be found in Appendix E, pp. 187-192 of

that same publication.

(g) Preliminary Policy Summary. For the purposes of

this rule, Prelimiary Policy Summary means a document provided

to the buyer of a life insurance policy which»contaihs»

necessary consumer cost disclosure information, in substan<=

tially the same format for all companiés, as specified by the

Commissioner. Appendix 2 to this rule contains a Preliminary

Policy Summary form for Whole Life and Endowment Poiiéies._

Appendix 3 contains a Preliminary Policy Summary form for Term

Policies and Term Ridgrs.

(h) Preliminary Policy Summary for Additional First

Year Premium Policies. For the purposes of this rule the Pre-

liminary Policy Summary for additional first year premium poli-'

cies means a document provided to the buyer of these products

which contains the following information:

8
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The name of the company and Generic Name of

the policy.

The policyholder‘s age and sex at issue.

The annual premiums and guaranteed amount pay-
able upon death for representative policy years.
The average annual rate of return for five, ten;
twenty and thirty years.

A statement warning that early termination of
the policy will result in the loss of the addi-
tional premium, if such is the.case.

Language substantially simiiot to the notice
located at the top of the Preliminary Policy
Summaries in Appendices 2 and 3.

Tﬁé signatﬁte of the soliciting agent and the
date on which the summary was prepared.

Such other information that the Commissioner

may determine is nécessary‘éo fully inform the

purchaser of the basic features of the policy.

(i) Preliminary Policy Summary for Annuities. For the

purposes of this -rule the Preliminary Policy Summary for annuities

means a document provided to the buyer of an annuity which contains

the following information:

1.

.The name of the company and Generic Name of

the policy.
The policyholder's age and sex at issue.

The annual premium for the policy.



4. The average annual rate of return on-grbss
premiums paid for five, ten, twenty and thirty
years.

5. 1If the annuity contains both a guaranteed and
current rate the average annuel rate of return
shall be shown for both.

6. Language substantially similar to the notice

»locqted at the top of the Preliminary Policy
Summaries in Appendixes 2 and 3.

7. The signature of the soliciting agent and the
date on which the summary was-prepared.

8. In the case of flexible premium annuity con-
tracts the ihformation on the Preliminary
Policy Summary shall be determined on the
~assumption that consideration payments will

be made at the rate of $1,000 per year.

(3) quicy Summary. 1l. For the purposes of this rule,
Policy Summarf means a written statement in substantially the
same foémat for all companies and describing the elements-of the
policy including but not limited to: |
a. A prominently placed titie as follows:
STATEMENT OF POLICY COST AND BENEFIT
INFORMATION.
b. The name end address of the insurance inter-
mediary, or, if no intermediary is involved, -

a statement of the procedure to be followed

10
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in order to receive responses to inquiries
regarding the Policy Summary.

The full name and.home office or administra-
tive office address of the company in which
the life insurance policy is to bé or has
been written. |

The Generic Name of the basic policy and
each rider.

The following amounts, where applicable,

for the first five policy years and repre-

sentative policy years thereafter suffi-

‘cient to clearly illustrate the premium

and benefit patterns, inéluding but not
neceésarily limited to, the year for which
the Surrender Index is displayed and at
least dne age ffom sixty through sixty-

five or maturity whichever is earlier:

.i. The annual premium for the basic policy.

ii. The annual premium for each optional

rider. .

iii., Guaranteed amount payable upon death,

at the beginning of the policy year
regardless of the cause of death other
'than_suicide,_o: other specifically
enumerated exclusions, which is pro-
vided by the basic policy and each
optional rider, with benefits provided

11



under the basic policy and each rider

shown separately.

~iv. Total guaranteed cash surrender values

at the end of the year with.values
shown separately for the b;sic policy
and each rider.

v. Cash Dividends payable at the end of
the year with values shown separately
for the basic policy and each rider.
(Dividends need not be displayéd
beyond the twentieth policy year).

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

The effective policy loan annual percent-

age interest rate, if the policy contains

this provision, specifying whether this
rate is applied in advance or in affears.,

If the pélicy loan interest is variable,

.the Policy Summary shall include the max i-

mum annual percentage rate.

The annual pércentage.rate of interest

~if the premiums are paid more often than

once a year.

Surrender Cost Index at the twentieth year.

Separate indices are displayed for the

12
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basic policy and for each optional term
life insurance rider. Such indices need
not be included for optional riders which
are limited to benefits suéh as accidental
death benefits, disability waiver éf_pré-
mium, preliminary term life insurance cov-
erage of less than 12 months and guaranteed
insurability benefits nor for the basic
policies or optional riders covering more
than one life.

i. For cash value insurance policies, annui-
ties,-and additional first year premium
policies, the average annual fate of return
if the policy is held for five, ten, twenty
and thirty years.

j. A statement that the ?urchaser can tetufn
the policy within 10 days after receipt of
the policy and receive a full refund of

- all pfemiums paid.

k. A Policy Summary which includes'dividends
shall also include a statement that divi-
dends are based on the COmpény's current

~dividend scale and are not guaranteed.

1. a stétement in close proximity to the Sur-
render Index and average annual rate of

return as follows: A further explanat@on

13



of the intended use of these indices is
provided in the Life Insurance Buyer's
Guide.
m. The date on which the Policy Summary is
prepared. -
The Policy Summary must consist of a separate
document. All information fequited to be dis-
c;oséd must be set out in a manner as to not
minimize or render any portion thereof obscure.
Any amounts which remain level for two or more
yeaf; of the policy may be represented by a
single number if it is clearly indicated what
amounts are applicéble for each policy year.
Amounts in subdivision l.a. above shall be
listed in total, not on a per thousand nor
per unit basis. If more than one insured is:
cqve:ed under one policy or rider, guaranteed
death benefits shall be displayed separately .
for each insured or for each class of insureds
if}death,benéfits do not differ within the

class. Zero amounts shall be dispiayed as

zero and shall not be displayed as a blank

space.

If the Policy Summary is for an annuity con-
tract, in addition to the information listed
above which may be applicable, the policy sum-
méry shall also show:

14
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ii.

The amount of the guaranteed annuity pay-
ments at the scheduled commencement of

the annuity, based on the assumption that
all scheduled considerations are paid and
there are no prior withdrawals from or |
partial surrenders of the contract and no
indebtedness to the insurer on the con-
tract.

On the same basis as for item i. except for
gua{antees, illustrative annuity payments
not greater in amount than those based on
(1) the current dividena scale and the
interest rate currently used td accumulate
dividends under such contracts, or thé
current excess interest rate credited by
the insurer, and (2) current annuity pur-
chase 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 con-
sidered a current dividend scale or current

excess interest rate..

15



iii, In the case of a flexible premium annuity
contract, the information on the policy
summary shall be determined on the assump-
tion that consideration payments will be
made at the rate of $1,000 per year.

*(5) DISCLOSURE REQUIREMENTS. (a) The insurer will provide,
to all prospective purchasers of any policy subject to this rule,
a copy of the current edition of the [statej Buyer's Guide to
Life Insurance at the beginning of any sales presentation. A
properly filled out Preliminary Policy Summary for a life policy,
first year premium policy or.annuity, as appropri;te, mﬁst be pfovided
to all prospective pﬁfchasers priot to the time they are provided
an application for a policy. If a whole life or endowment policy
has a term ipsurance rider, a separate Preliminary Pdlicy Summary
must be prdvided for the basic policy and any term riders.

(b) Insurers that do not market policies throuéh an
intermediary may provide the Preliminary Policy Summary and the
[state] Buyer's Guide to Life Insurance at the time of policy
delivery,_providedvthey:

| '1;ﬁ‘§uarantee'to the'policyholder a'30—day fight
to return the policy for a full :efund of pre-
mium, and
2. Alert the prospective policyhoider, in adver-
tisements or direct mail solicitations, of
his or her right to obtain a copy of the [state]
Buyer's Guide to Life Insurance and a Prelimi-

nary Policy Summary prior to sale.

16

e e




.8

(c) The insurer shall provide a Policy Summary upon
delivery of the policy.

(d) The insurer shall provide a [state] Buyer's Gﬁide
to Life Insurance and a Preliminary Policy Summary to individual
prospective purchasers upon rea;onable request;

(e) For policies already issued and paying premiums

‘ ’ on the effective date of this rule, policyholders shall have the
right to obtain'a Policy Summary at cost. The company may charge
a reasonable fee for preparing_this summary, not to exceed $5.00,
and may utilize reasonable assumptions in providing the cost dis-
closure infofmazion, so long as they are clearly disclosed. .

ﬂﬁed (f)- If-ﬁhe provisions of Sections 5(5) and (c) are

fully complied with the purchéser shall have the righﬁ to return

the policy and obtain a full refund of all monies paid at any

time within ten days after the policy iS delivered.

(6) GENERAL RULES. (a). anch insurer shall maintain at its
home officg or principal office, a complete file contéining one
copy of each d6cument authorized by the insurer for‘usebpuréﬁaﬁt
to this fegﬂlatioh; Such file-shéll contain one copy of each"
authorized form for a period of three years following the date
of its lést authorized use. | | |

[Alternative Paragraph'G(a)] Each insurer shall maintain at
its home office or principal office; a complete file containing one
copy of the”Preliminary Policy Sﬁmmary and;Poiicy Summary for each
policy that it issues. Such documehts shall.be maintained for a

] period of three vears after the policy is issued.

p—
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(b) An intermediary shall inform the prospective pur-
chaser, prior to commencing a life insurance sales presentation,
that he or she is acting as a life insurance intermediary and
inform the prospective purchaser of the full name of the insurance
compah& which he or she is representing to the Suyer; In sales
situations in which an intermediary is not involved, the insurer
shall identify its full name.

(c) Terms such as financial planner, investment advisor,
financial consultant, or financial counseling shall not be used
in such a way as to imply that the insurance intermediary is gen-
erally engaged in an adviSory business in whichr compensation -is
unrelated to sales unless such is actually the case.

(d) Any reference fo policy dividends must include a
statement that dividends are not guaranteed.

(e) A system or presentation which does not recognize
the time value of mbney through the use of dppropfiate interest
adjustmenté shall notdbe.used for comparing the cost of two or
more life insurance policies.

“(f) ° A presentation of behéfité shall not dispiay guaran-
~teed and honqudranteéd‘benefits as a siﬁgle sum unless fhey are
shown separateiy in close proximity thereto.

(g) A statement regarding the use of the Surrender Index
shall include an explanation to the effect that the index is useful
only for the comparison of the relative costs of two or more simi-

lar policies.

18
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(h) For the purposes of this rule, the annual premium
for a basic policy or rider, for which the company reserves the
right to change the premium, shall be the maximum annual premium.

(7) EFFECTIVE DATE. This rule shall apply to all solicita-
tions of life insurance which commence on or after

(8) UNUSUAL CIRCUMSTANCES. Insurers with unique difficul-
ties in implementing sections of this rule may petition the

Commissioner for allowance to meet the regquirements of the rule

.through alternative approaches.

(9) YEARLY RENEWABLE TERM INSURANCE MORTALITY RATES. The

following mortality rates are to be used in determining YRT pre-

miums for calculating Average Annual Rate of Return Index figures.

19
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MORTALITY RATES PER 1,000

Male

Lives

5.80
1.33
0.84
0.65
0.53
0.48
0.42
0.39
0.35
0.32
0.31
0.31
0.33
10.42
0.52
0.73

0.87 -

1.02
1.18
1.29
1.37
1.46
1.52
1.47
1.32
1.25
1.22

1.19°

1.17
1.13
1.15

T 1.22

1.28
1.32
.34
1.40
1.49
1.60
1.75
1.91

2.12

2.36
2.66
3.02
3.45
3.96
4.51
5.09

Female

Lives

4.80
1.22
0.72
0.55
0.48
0.42
0.37
0.33
0.29
0.22
0.25
0.26
0.27
0.29
0.31
0.36
0.36
0.37
0.38
0.40
0.41
'0.44
0.48
0.53
0.60
0.66
0.70
0.70
0.70
0.71
0.75
0.83
0.93
1.04
1.14
1.21

- 1.23

1.25
1.29
1.37
1.47
1.59
1.74
1.91
2.10
2.32
2.58
2.88
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Attained

Age (x)

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
76
77
78
79
80
81
82
83
84
85
86
87

.88
89
90
91
92
93
94

95

Male

Lives

5.71
6.34

6.94 -

7.56

8.32

9.20
10.09
11.00
12.06
13.26
14.60
16.06
17.69

19.55

21.61
73.75
25.83
27.99
30.34
33.04
35.92
39.27
42.90
46.45
49.96
53.72
58.16
63.36
69.04
75.09
81.98
89.68
96.68
105.42
113.40
122.90
135.00
149.17
165.94
182.12
196.71
213.16
229.66
246.98
262.03
276.79
302.02
338.33

Female
Lives

3.20
3.52
3.84
4,15
4.48
4.84
5.23
5.67
6.16
6.70
7.27
7.87
8.52
9.21
10.00
10.83
11.81
13.07
13.72
16.80
19.28
22.28
25.69
29.43
33.43
37.30
40.72
43.59
46.36
49.38
-53.45
59.01
66.03
73.80
79.38
86.03
94.50
107.40
122.80
138.41
153.43
170.61
188.32
207.47
225.34
243.58
271.82
311.26
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NOTE: The mortality rates for ages 0 through 14 are from the
1965-1970 Select Basic Tables published on pages 202 and 203 of
the Transactions of the Society of Actuaries Publication Year
1974, Number 3, 1973 Reports of Mortality and Morbidity Experi-
ence. The mortality rates for ages 15 and above are from the
Ultimate Basic Tables, Males Lives (1957-1260 Experience), Female
Lives (1957-1960 Experience) published on page 48 of the Trans-
actions of the Society of Actuaries, Publication Year 1963, Number
2, 1962 Reports of Mortaiity and Morbidity Experience.

- (10) PENALTY. Violations of this rule shall subject the
violator to (Inse££ applicable state statute or regulation).

(11) SEPARABILITY. If any provision of this rule shall be

held invalid, the remainder of ﬁhe rule shall not be affected

thereby.
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October 12, 1978

Mr. E. J. Voorhis
Coomissioner of Insurance
State Bosrd of Insurance
1110 San Jacinto

Austin, Texas 78786

Delr Mr. Voorhis:

Thank you for your letter of September 2§, 1978~
concerning the life insurance hearings conducted by this
Subcommittee. As you note, your letter to me of July 24,
1978 was used by Subcommittee counsel during questioning
of the National Associatior of Insurance Commissioners
(NAIC) representative. . -

In all honesty, I do not believe that the portions
of your letter quoted during the hearing tended to mislead
the NAIC witness concerning control of policy msnipulation
by your department. However, I certainly agree with you
that the printed hearing record should show the complete
text of your letter. I will include your September 28
-letter of clarification in the record as well.

Please bde assured also that at the time the Subcom-
mittee counsel commenced questions concerning your July 24
letter, 2 complete copy o% it was provided to the XNAIC
witness, the members of the Subcommittee, press represen-
tatives, ané anyone else then present in the hearing rooam.

1 appreciate your -interest in our hearing. If you
have any further concerns in this regard please 4o not
hesitate to contact me. -

rely,

4.
. JOHMN E. MSS
Chairman
o Subcommittee o
Dversight and Investigations

JEM:jss
cc: Mr. Richard A. Heamings
General Counsel
National Association of Insurance Commissioners
633 W, Wigconsin Avenue
Milwaukee, Wisconsin 53203
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APPENDIX 18

£Eziduﬁu 1{’~}£Juu¢nat
100 Cambeidpa Slosst, Beston 02202

August 4, 1978

1ife Insurance Associastion of Massachusetts
11 Beacon Street
Boston, Massachusetts 02108

American Council of Life Insurance
1730 Pennsylvania Ave., N. W,
Washington, D. C. 20006

Chapter 801 of the Acts of 1977 (Section 2B. of Chapter 17§,
M.G.L.) specifies certain standards of resdability for most life
insurance policy forms filed in Massachusetts after June 30, 1978.
Policy forms spproved or deemed approved prior to July 1 of this
year may not be used after June 30 of next year, unless they con-
fora to the new law.

It is the purpose of this letter to give advance indication
of the procedures the Division of Insurance intends to use in re-
viewing life insurance policy forms subject to the new law. It
is expected that our standards for review will include the
following:

(1) All policy forams must conform to the objective
_standards of the law with respect to resdability
and format. o
(2) A policy summary satisfactory to the Division of
Insurance must be a part of all policy contracts
issued after July 1, 1979.
k]

(3) An actuarial semorandua must accompany esch
submission. . We expect to require in such
memoranda Yearly Information and Susmary
Information similar to that proposed bc )
Professor Joseph M. Belth in the December
1975 Drake lLaw Review Pnsuranceé Law Annual.

Attached to this letter is a drsft of s whole life policy
sunmary we believe is "conducive to understandsbility of the
fora." (Section 2B.(f) of Chapter 175). An snalogous summary
would apply to endowments. A different suamary would be neces-
sary for tera policies. No summsry can be accepted if it is
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less informative than the enclosed example.

We feel the most importani contribution to understand-
ability that can be made by a whole life summary is the
disclosurc of meaningful cost information. For that reason,
the policy summary includes rates of return on the savings
portions of whole life policies calculated by the vell-known
Linton Yield Method. 1t will be recalled that on June 7, 1978,
Commissioner Stone indicated an intention to follow this format
during a meeting attended by representatives of your respective
sssocistions; he invited comments at that time.

We realize that a Rate-of-Return (ROR) disclosure system
differs from the NAIC Interest-Adjusted Method {IAM) currently
being urged upon the states by the life insurance industry.

Ne believe ROR to de superior in understandability for these
principal reasons:

(1) ROR may be used in comparing dissimilar policy
forms; 1AM may not be. .

(2) ROR produces indices which have a convenient
frame of reference for the public. A 4.5%
return, for example, has an indcpendent
meaning to the average buyer, while $4.00
per $1,000 per year, for example, is meaning-

- ful only in the context of a range of costs for
s particular plan of insurance, a particular
sge at issue and s particular policy size. “

(3) Both methods depend on assumptions. 1AM
requires the assumption of an interest rate;
St is the current standard. ROR requires the
assumption of a schedule of term insurance rates.
Jf term insurance rates are more stable in the
future than interest rates, ROR will in this
sense be more consistent over time than IAM.

We continue to welcome your comments on the proposed
policy summary. It is likely the policy summary can be
improved upon scrutiny by sctuaries, insurance lawyers and
matketing experts. My staff and 1 are available to meet
with you in Boston at your convenience.

We would appreciate your communicating the .sense of
this lctter to your respective memberships.

Very truly yours,

M Mo

sames H. Hunt
Directar, State Rating Bureau

Jliti: bw
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Massachusetts Whole Life Policy Summary

This is a summary of your life insurance policy.. A
life insurance policy is a legal contract between you as
the owner and the company as the insurer. 1Its purpose is
to provide an amount of money upon your death, or the in-
sured’'s death if you are not the insured, to the person
you designate. In exchange for that benefit, you agree
to pay premiums when due. éheck the last page of this
policy summary to make sure the typé of policy and amount
of insuranc® you requested are correct.

In this policy summary, some of the basic concepts
of your life_ insurance policy are explained. All life
insurance policies, however,. are compigx. Not everything
can be explained here. Massachusetts lau.requfres that
most pérsonal insurance policies be written in clear,
readable English. ff Yourhav; any'questions_lbout your
policy that are not answered in this summary, the policy
itself may contain the answers. I1f not, ask the agent or
the cémpany. They are available to help you.

You have ten days after receipt®of this policy to

Teview it. If:you decide you don't want to keep it,
Teturn it to the ageni or the company-within the ten-day

period and you will receive s refund of 311 premiums paid.
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Understanding Whole Life Insurance

This particular policy is a whole life policy. That
means it insures you throughout your lifetime as long as
you pay premiums when due. The most popular forﬁ of whole
life insurance is called Ordinary Life. Premiums for an
Ordinary Life policy remain the same from year to year

and are payable as long as you live.

The other major form of life insurance is called

term insurance. It insures you for a term of one or more

years. Death benefits are paid only if you die within

that perjod of time. Term insurance in its simplest form --
annual tenewable term insurance -- givés you the right each
year to renew the policy for one more year, but at a highey
premium. ‘A more common form of term insurance is five year
renewable term insurance, on which premiums increase only
once every five years.

A1l whole life policies have this in common: you buy
less life insurance for your premium dollar initially than
with a term policy, but the premium does ﬁot increase when -
you get older as the terﬁ policy premiums would. For ex-
ample, if iou buy a $10,000 policy at age 35, the whole
life premium might be $200‘nnd the term preﬁiun $80. By
the time you are 55, however, the term preniun:vould'hlv.

increased to about $200; by 65 it might be $450.



672

Whole 1ife insurance policies are sometimes known as

cash value insurance.

This is because, during the early

years, the premium is much higher thar the amount needed

_ ~=to pay death claims.

Most of the excess goes to develop

a fund, called the cash value, which grows over the years.

Interest earnings on this fund help pay for the cost of

death protection each year. 1If you die, the company will

use the cash value to pay a part of the policy's death

benefit. For example, if you buy a $10,000 policy at age

35, by age 65 the policy might have a cash value of about

$5,000. The company then needs only an additional $5,000

from its own funds to make up the $10,000 face amount.

If you keep the policy beyond age 65, the cash value

continues to increase and the additional amount the company

will need to pay a death claim continues io decrease.

Whole life policies, then, can be viewed as s com-

bination of an increasing savings element and a decreasing

amount of pure life insurnnce'pro;ection. This is the main

reason why the premium does not increase as one grows older.

Although premiums on a whole life policy are usually

payable for life, they may instead be paid in higher

amBOUNts over any term of‘yéirs. A policy whose premiunms

are payable ug;il age 65 is called Life Paid Up at 65;

if premiums are payable for 20 years, the policy is called

Twenty Payment Life.

In either case, coverage continues after
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the policy is paid up Cash values under these foras
build up faster than under Ordinary Life, so the amount
of the pure life insurance protection is correspondingly
less. For example, after fifteen years of payments on a
$10,000 Ordinary Life policy issued at age 35, the cash
value would be about $2,200, but, under a Twenty Payment
Life policy, it would be about $3,600. The last page of

this summary shows the payment period for this policy,

Although whole life policies are designed to provide
insurance protection for life, hany policyholders surrender
their poliiies whep they reach retirement age in order to
use the cash value to purchase a monthly income during
retirement. One of the features of a whole life policf
is that the company guarantees a minimum monthly income

in the settlement option section of the policy. This

guarantee also applies to the proceeds of a death claim.

Amount of Insurance

Most life insurance poiicies provide a level face
amount of insurance from year to year; many pélicies,
however, are designed so that the face amount varies.
Thcré are endless variations.

On the last page of this summary{‘tho ftce'anoqnt ’f
insurance 15‘;hown. 1f the face amount varies in anv way.
this.will also be shown! 1f you have agreed to add any

Xind of term insurance rider to the policy, the total death

benefit will be shown, including any year by year varjetion.

v
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Premiums

The yearly premium on youf policy is shown on the last
page of this summary. Any year-by-year variation in premiums
is also shown. 1If you were charged sn extra premium due to
a health problem or for any other reason, that too is shown.
You usually have the right to pay premiums more often than
once a year -- lonthiy. quarterly or semi-annually. There
are extra charges for this right because expenses are higher

and because the company cannot earn as much interest as it

would if it received the full premium at the beginning of

the year. If the cost for this right exceeds an Annual

Percentagc‘Rate of 12%, the rate is shown on theilnst page

of this summary. -
Although premiums are due on a particuiar date or

dates during the year, the liw allows you to pay‘any premium

without penalty during a grace period of thirty days after

the due date. Most companies allow thirty-one days. If

you forget to pay the premiums within the grace period, your

policy will lapse unless any accumulated dividends-are suf-
ficient to pay the premium or you have elected the Auto-

matic Premium Loan provision. If the policy lapses, you

have Fhe right to reinstate the policy -- put it back in
full force. Most companies allow reinstatement without a
health statement and without charge except for premiums due
for a period of time -- usually a month -- after the end
of the i?fce period, if the insured is alive. An explana-

tion of these provisions is contained in the policy.
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Policy loans
All whole life policies have a policy loan feature.
Thic weans that after the policy has a cash.value you may
borrow on your policy for any purpose you wish. The maxi-

mum amount that can be borrowed is generally the 1moﬁnt of‘

the cash value on the next premium due date less interest
payable on that date. The policy loan interest rate is
ghown on the last page of this summary. This rate may be
compared with Annual Percentage Rates required by the
Federal Truth-in-lLending Act to be disc{psed on comnsumer
credit transactions. Interest is charged only for the
actual number of days the loan is outstanding. There are
no hidde; loan charges. There is no requirement that the
loan be repfid but interest is due annually. -

The amount of any outstanding loan and interest on it

will be deducted from the policy proceeds if you die or

surrender the policy.

Dividends
More than eighty percent of policies sold in
Massachusetts pay diviaénds. Such policies are called
gérticigaqigg. Check the last page of this summary to

see if this is a participating policy.
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In calculating premium rates for a policy, the company's
actuary must make assumptions about future mortality rates,
interest rates and costs of doing business. It is, pf course,
impossible to predict the future accurately so coampanies
selling participating policies make assumptions they know
are quite safe and use dividends to adjust premiums in

accordance with actual experience in the future. .

Dividends can be paid in cash or they can be used
in a number of othef ways, such as the purchase of
additional insurance. The choices you have are outlined
dn the policy.

Lif: insurance policy dividends, unlike dividends
received frq, credit unionﬁ and savings and loan associa-
tions or from corporations, are not taxable when received.

Instead they are considered premium refunds.

: Exciusions

There are certain situations in which the company can
refuse to pay‘the degth benefit under this policy. Suicide
within two yéars‘of the date of issue of the policy is
generally not covered. If you gavé & material fiisc state-
ment when you applied for fhis policy and die within two
years from its date of issue, the company may contest the
validity of the policy. These are the two principal ex-
clusions under a whole life policy. Occasionally, n_colﬁany
may add a.rider to the policy excluding certain causes of
death. The last pake of this summary tells you if any

such riders apply to you.
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Rates of Return

Whole life policies differ from one another in how
much they cost. Sometimes the differences are very large.
Because whole life policies include widely varying mix-
tures of pure life insurance protection and savings, com-
paring relative costs between policies and among companies
is difficult. By making an assumption about what the pure
life insurance portion of a whole life policy would
cost if purchased as a separate policy, however, it is_
possible to compute Rates of Return on the savings
portion of a whole life policy. The technique is to
deduct rom the whole life premium each year (less aﬁy
dividend) the amount it would cost to buy as much term

insurance as is represented by the polidy's pure insurance

portion. The difference can be considered as a savings
deposit. The Rate of Return, then, is the :interest rate
required to accumulate these deposits to tne cash value

of the policy at the end of the p?rioé of years chosen for
the computation.

On the last page of this summary are shown Rates of
Return for this policy over periods of five, ten ;nd twenty
years.

The Rates of Return shown are intended to assist you
in two ways: to detlermine whether to purchase a whole
life policy rather than terﬁ insurance; and to decide which

of two or more companies is lowest in cost. 1f the Rates
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of Return shown for this policy are high in comparison to

another investment alternative, this policy may be con-

siﬁered more favorable in that respect. 1f they are higher

than another company's policy you may be considering, this

policy is probabl} going to be lower in cost over the years.
In comparing Rates of Return with the interest rate

you could earn on a savings account or other safe invest-

ment, you should remember that interest earnings credited

to the savings element of a whole life insurance policy

are not taxed until you surrender the policy; even then,

the taxable amount may be zero or quite small. For this
reason? you may wish to compare the Rates of Return shown with
lfter-tax returns on other investments. For exam;le. if

you are in a 20% tax bracket, a 4% Rate of Return under

a whole life policy is about the same as a S5t return that
is.fully'tnxable.

‘Quite often, the Rate_o£ Return for the early years
of a policy is negative. This is a reflection of the
company's costs in selling and issuing the policy. -Whole
life insurance is not' meant for short term needs. A
negative Rate of Return suggests you should not buy a
whole 1life policy unless you intend to keep it for at

least 10 and probably 20 years.
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It is also important to understand that the Rates
of Return shown depend on assumption§ about what it would
cost to buy term insurance. Term rates from a study by
the Society of Actuaries were used to make this estimate.
Samples of these rates are shown below. If you have
access to term insurance that costs less, the Rates
of Return on the whole life policy you l}e considering

would be decreased somewhat.

Average Yéar]y Renewable Term Rates per $1,000

Amount of Insurance

Age $10,000 $25,000  $100,000

- 25 $ 4.47 $ 2.97 $ 2.22
35 4.73 3.23 2.48 E
4s 7.16 $.66 4.91
ss 13.85 12.35 11.60 -

If this is a participating policy, the company used
its current dividend schedule in figuring Rates of Return.
. Such dividends are not guaranteed. You should keep this
in mind in comparing Rates of Return on participating

k]

policies with the guarantees offered by non-participating

policies.
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LIFE INSURANGE SOLICITATION MODEL REGULATION
May 4. 1276

(As Adoptzd by the JAIC)

Section 1. Authority.

This rulc is adopted and promulgated by (ticle of supervisory autharity) pu-suant to sections {4(1) (3) of the Unlair and
Deceptive Acts and Practices in the Busines< of lasurauce Act| of the .nsurance code. .

Section 2. Purpasc.
(A) - The purposc of this regulation is to require insurcers to deliver to purchasers of lifc insuranze, information which will

B)

improve thz buyer’s ability” to select the most appropriate plaa of fife insurance for his necils, improve the by r's
understanding of the basic features of the policy which has been purchased or which is unader consideration und
improve the -bilicy of the buyer @ evaluate the relative costs of uumilar plans of life insurance.

This regulatdoen docs not prehibit the use of additional maccrial which is not in violadon of this regulation cr any
other («tate) statute or regulation.

Scction 3. Scope.

(A)

M

Fxcept as hcreafter exempeed, this repulation shall apply to any solicitacion, negotiation or procureincnr of life
insurance occurring within this stazc. This regulation shall apply to any isasuer of life insurance contracts inciudicg
fraternal benefit socictics. . ' : ' o

Unless atherwise seecilically inctuded, this rcgulation- shall not apply to:

1. Anauitics.

2. Credit lifc insurance.

3. «roup lile insurance. .

4. Life insurance policics issued in connection with pension and welflare plans a3 defined by and which are

subject o the federal Employee Retiremens lacome Security Act of 1974 (ERISA).

s. Variable life insurance under which the death lencfirs and cash values vary in sccordance with unit valucs of
invesuneno held in 2 sparate account. )

Scctioa 4. Definitions.

For the purposcs of this regulation, the following definitions saall apply:

\)

an

©)

Buyer's Cuide. A Buyer’s Guide is a documcnt which coatains, snd is limited to, the language conuained in the
Appeadix to this regulation oc language approved by (ticle of supervisory authority).

Ca<h Dividend. A Cavi Divadend is the current fllustrated dividend which can be applicd toward payment of the
£rots premium. '

i-‘ggﬁvalent ! evel Annual Dividend, The Equivaient Level Annual Dividend is calculated by applying the following

steps:

b Accumulate the annual cash dividends at five percent interest comp Jed lly to the end of the tcnth
and twenticth policy years.

2. Dividc.ca:h sccumulation of Stcp 1. by sn interesr factor that converts it into one equivalenct level annual

amount that, if paid at the beginning of cach year, would accrue to the valucs in Step 1. over the respective
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(E)

).

3.

periods sipulated in Sicp 1. If the period is ten years. the fuctor is 13.207 and if the period is twenty years,
the factor is 34.719.

Divide the results of Step 2. by the numiser of thousands of the Equivaleat Level Death Hencfic to arrive at
the Equivalent Level Annual Dividend.

Equivalent 1evel Deach flenc fit. The Equivalent Level Deach Benefic of a policy or term life insucance rider is an

amuunt ¢ ilzalated as fodows:

1.

Accumulate the waranteed amount payable upan death, regardles. of the caus of dcath, ac the beginning of
cach poulicy ycar for ten and 1wenty vears ac fiw per cenc interest conipounded aangaliy 10 the end of the
tenen and ewenticth policy years impectively.

Divide sach accunwlatnm of step 1. by an injerese factor that cenverts it 1010 ane equivalene lewel aanual
amaunt that, if paid at the beginning of cach year, would accrue to the value in step 1. vver the rapectise
pericds stipulate! in sep . 11 the period & ten yaan, the factor iv 13.207 and if the period s taenty yoarx,
the factur is 34.719.

Genenie Name. Generie Nae awans 8 short title which i descriptive of the premium and benefu pacterns of a

policy or a fder.

Lifc tnsuranee Cost ladeses.

- - . . - .
Life tonaance Suriender_Cont Index. The Lite bnarance Surremder Cont fmbea i caloulatad by applyviag the
todbiswony seps

a. Dcteranne the paraniced cash surrender value, it any L avaiialde at the end of the tonth and (weaticth
presdicy e, '

fs. For participatun peedicien. adkd the termunal dwedetd pasable upon wieremler. it any, o the
acvumulation of the annual Cadt Dividowds gt 1ae percent interest cungrausdaod anaeally o dhie end
of the permad selected and ok s sy 1o the anueunt determined i step a.

. Divide the renade of sicp b Istep 3. Toe guaeantecdvont policiend by an interew factor that converes
s an oyuitadent kel sanual amouns i i paid 3t the boginning o cach y car, weoubd acerue o the
waluc 0 step bl tsepal B puarganteed cost policiond over thie roespectine perkaks stipudated anoseep a1t
the poriend e veaes: the facter i+ 13207 aud if the periad is twenty yeaes, e Lactor is 34.719

W Itermine the eyuivalent lael prensiune by accumulating cach annual premiva pavabile for the Tras
policy or adcr 30 far peseent iterest compounded aanualty to tw ond of the perind stipulaced in siep
a. and dividing the cesalt by the respective factoes stated ia sep €. (thin amount w the anaual
premiuns pavable for 3 fovel premium plan).

.. Subsitract the eesult ot sep ¢, froms step J.

t. madke thw resudt of sep €. by the numtser of thousands of the Equivak-ﬁt lavel Death Bemetit to accive
at the Lifc tnsurance Surrender Caont fndex.

Life tnwrancr Net Payment Cont tndex. The Life Inwrance Net Payment Cost tdex s alculated in the
famc nanncr 3¢ the comparable Life Imurance Cont Index except that the cash surrcinder salue amld aoy
termijal dividend sre sct st 2eTU.
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Policy- Summary. For the purposes of this regulation. Policy Summary mecans 2 written statement describing the
cleannts of the policy including but not limvited to:

1.

2.

A promincr.:ly placed title as follows: STATEMENT QOF POLICY COST AND UFNFFIT INFORMATION.

The name 3nd address of the inwurance agzne, or, if no apen: is involved, a statement of the procedure 1o he
followcd in eder tO teveive responses (o hikuitioa regarding ot e Palicy Summary.

The {uil pame- and home office or administrative office address of the comnany in whick the life inturance
policy is to be or has been writcen.

The Generir Nam; of the basic policy and cach rider.

The followinz amounis, where applicable, for the first five policy yeans and repressntacive policy yuars
thercafter sufficient to clearly illustrate the premium and bencefit patterns, including, bur noc neceskariny
limited to0, the ycars for which Lite Insurance Cost Indexce are displayed and ar least onc 23¢ from sinty
through sixty-five or maturicy whichever is carlier:

. The annual premivn {ur the basic policy. -
b. The aanual premium for each optional rider,
<. Guarantced amount payable upon death, at the beginning of the policy year regardless of the causs of

death other than suicide, or other specifically enumierated cxclusions, which is provided by the buaaic
policy and cach optional rider, with bencefits provided under the bizsic policy and each rider shoun
separately.

d. Total’ guarantecd cach surrender valucs at the end of the year with values shown separately for the
basic policy’ and cach ndcr.

e. Cash Dividends pavable at the ond of the year wich values shown sepacately for the basic policy and
each nder. (Dividends nced noc be displaycd beyond the twenticth policy year.)

f.. Guaranteed endowment aniounts p:y;ble under the pohq which are not included under guaranteed
cash surrcader values above. .

The cffcctive policy loan annual perccntage interest rate, if the policy contains this provision. specifying
whether this race is applied it advance or in arrears. If the policy loan incerest rate ts variable, the Policy
Summuary includes the maximum annual pereeatags rate.

Life Inwrance Cost Indexes (or_ten_and, Iwenty_years but in ne case heyond the premium paying perind.
Scparace indexes m;ﬂ:_\'ed for the hasic policy and for cach optional term life insurance rider. Such
indcxes necd not be included for optional riders which are limited to benelits such as accidental death
benelits, dinability waiver of premium, preliminary term lifc insurance coverage of less than 12 mouths and
guaranuxd insurability benefits nor for basic policies or optional riders covering more thau onc lifc.

The Equivalent Level Annual’ Dividend, in the case of pani&pating policics and participating aptional term
life insucance niders. under the xume circumsiances and for the sane durations at which Life {nsueance Cost
indcxes ace displayed.

A Policy Summary which includes dividends shall shio include a stutement that dividends arc based on the
company s current dividend <calc and are nat guaranteed in addition 1o a sraterient in close proximity to the
Equivalent Lowel Annual Dividerwd s follows: An explanation of the intended use ol the Equivalent Lol
Annual Dividend i included in the Lile Jnsurance Huyer's Guide.
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10. A staienwart in doxe proximity w the Life Insurance Coswt Ind=xes as follows: An explanation of the
intended use of these indexcs is provided in the Life Insurance Buycr's Guide.

11.  The datc on which the Policy Summary is prepared. ; y
The Policy Suimaary must consist of a soparate dJocument. All iaformation required 12 be disclozed must be sct out
in such 3 Aunner as (o AOC minimize or render any portion thereof ol scurc. Any amounts which remain lovel for
two or minre years of the policy may be represented by 2 single number if it 1 clearly indicated what amounts are
applicable for cach pelicy year. Amounts in item $ of this section shal’ be histed in total. not on 3 per thinucand nor
per unic basis, If moee than one insured is covered under one policy or rider, guarantced death benefits shall bLe
displayed sepatately for each incurell ar for cach class of insurcds i€ -1:ath benetus dJo not differ wichin the clan.
Zcro amounts shall be displayd as 2210 2ad shall not be displayed as 3 bank space.

Scction 5. Disclosure Requi-emnents.

A

1)

(o))

,

The insurer shall providz, to all pmspc:tiw purchascrs, 3 Buyer's Guide and 3 Policy Summary prior to acceptirg

the applicant’s iniuat prcmium of pecmiuin ..c.posu ualess the policy for which applicition is made contains an

unconditional refund sprovision of at least ten d:ys oc ualcess the Policy Summary contzins such an unconditivaal
refund offer. in which cvent the Buyer's Guide and Policy Sumimary 1:ust be delivered wicth thie policy or prior to
dd:very of the policy

The insurer shall provide 2 ﬂuycr s Guide and 2 l'ohcy Summary 10 any prospcctive purchaser upon request.
In :he case of policies whose Equivalent Level Death Benefit does not exceed $5,000, the requirement for providing

a Policy Summary will be saticfied by dclivery of a written statement containing the information described in
Section 4(C). items 2, 3, 4. 53, 5b, 5¢, 6,7,10, 11.

Scetion 6. Cencral Rule.

(A)

n)

©

(D)

(F)

(¢

<)

Each insurcr shall nuiatain at its home olfice or principal office. 8 complicte (ile cunx:.iuix:; one copy of each
document sucthorized by the insurer for use punuant 1o this repulation. Such file shall contain one copy of each
authorized form for a period of three years fullowing the daze of its Jast suthorized usc.

An agent shall infuem the prospective purchascer, prior to commenciag a lifc insurance salcs presentation, that he is
acting 3 a life insurance agent and inform the pm«p:ct'ut purchaser of the full name of the insurzance company
which he bs representing o the buy or. in sales situations in which an’apent is not involved, the i insurer shall idencify
its [ull nainc.

Terms such as financial planner, investment advisor, financial consultant, or financial counscling shall not bc used in

such 2 way as to imply that the insurance agent is gencrally engaged in an advisory business in which compensation
is unrelated 10 salts uniess such I actually. the case.

Any reference to policy dividends must include 8 scatement that dividends are not ‘;:mmccd.

A system or presencation which does not recognize the time value of money through the use of appropriate inferest
sdjustments shall o be wed fur compariag the cost of two or more life inmsurance policies. Such 2 system may be
uicd for the purpose of domonstrating the cahi-flow pattern of 3 palicy if uch prosentation is sccompanicd by 3
satement dizclosing that the presentation docs not recognize thar, because of iuterext, a dullar i the fuuue has less
valuc than a dollar today.

A presentation of benefits chall not display guaranteed and noa guarantecd benefits as & single sum unless fhcy are
shown scparately in dose proximity thereeo., ‘

A statemene regarding the uw of the Lile lnsurance Cost Indexes shall include an explanation co the effect that the
indcacs are uscful oaly fur the comparison of the selative costs of twu or more similur policiex.
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() A Life in<uran :c Cost Index which reflects Jividends or an Equivalent Level Annual Dividend shall be accompanicd
by a statenwent that it is based on the compuny s current dividend scalc and is nut guaranteed.

m Fot the purpe-es of the regulation, the annual premium for 2 basic policy oe ridcr: for whiéh the company rescrves
the right 10 clu npe the premium, shall e the mixinium annual premivm:

Sectivn 7. Failure to Zomely.

Failure of an insurcr 0 provide or dalizer 2 Buyor’s Guide, or « Policy Summary as provided in Section $ shall consticure
an omission which ausepresents the benefits, advancages, conditions ur rerans of an insuraace policy.

Section 8. Effccuive (ate.

This rulc shall apply to all solicitations of lifc insurance which commcnce on or aflter (Insert a date st least six monshs
following adoption by the regulatory authority.)

APPENDIX

Life Insurance Buyer's Guide
The face page of the Buyer's Guide shall read as follows:

Life Insyrance Buyer’s Guide
'fhi: guide can show you how to save moncy when you shop for lifc insurzna; It heips you to:
= Decide how much life huurur;c; vou dould buy,
= Decide whzt kind of lifc insurance policy you nccd, and
- Coméans the cost of siniilar lifc iusurance policies. |
Prepared by the National Asiociation of Insuranee Commissioncrs

Reprinted by (Company Name)
{Month and vear of printing)

The Buyer's Guide sha!l contain the following fanguage ac the bottom of page 2:
The National Assuciation of fnsurance Comnmissioners is an associstion of mate isursnce regulatory officiuls. This
azaciation helpe the varivus Inserance Depannments to coordinate insurance laws for the benefic of all consumers, You are

wrged to vse this Cuide in making 2 lile inwrance purchase.

This Cuids Does Not Endone Anv Company or Policy.

The remaining text of the Buver's Guidk. shall begin on page 3 2 follows:

‘Buying Life faweance

When you buy lile insuraace, you want a policy which fits your needs without ensting tou much. Your fing step is 1o

~decide how nmch you need, how much you can afford 1o pay and ths kind of palicy: you want. Then, find out what
various compasics charge for that kind of policy. You can find important diffceences in the cost of lifc insurance by -using
the lifc insurance cost indexex which are descrilied in this guide. A goad lile imurance agent of company will be abile and
willing to help you with cach of thesc shopping stcps.
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#{ you are poing to make a goad chaice when you buy life insurance, you need 10 underszznd which kinds are available. If
ounc kind ducs not scem w (it your nceds, ask sbout the other Kinds which are describied in this guide. I{ you feel that you'

- mecd moce informatica than is gven here, you may want o check with 3 life insurance agent or company or books on life

mwuncc m your public library.

Choosing the Amount

Ouc w2y w decide how nmuch life insurance you need is 1o figure how much cash and income your Jd:pendents would need
if you were to dic. You shiould think of fifc insurance as 8 source of cash needed for expenscs of fina! ilinesscs, paying
tares, mortmages o ocher debies, It ean wiso provide income for your family's living expenscs, edycatinnal costs and odher
foiuie expenss. Your new policy should comic 25 cluse as you can afford to making up the diffcrence between (1) what
wour dependents would have il you were to dic now, and (2) what they would actually need.

Chooxing the Richt Kind

All life insuraace policics agree (0 pay an amount of money if you dic. But all policies are not the saine, There are three
basic kinds of liic insurance.

1. Term insurance
2. \Yhole lifc insurance
3. Endowment insuranée

Remember, no matter how fancy the policy title or sales prescatation might appéar. all life insurance policics contain onc
or more of the three basic kinds, If you are confuced about a policy that sounds complicated, ask the agent or company if
it combincs more than onc kind of life insurunce. The following is a brief description of tic three basic kindx:

Term Insurance
e ——————

Term imurance is death protection for 3 “tenu™ of one or more vears. Death beaefiis will be paid only if you dic wizhin
that term of years. Term insurance generally provides the largest immediate deach proteciion for your premium-dollar.

Sume term insurance policivs are “rencwable™ for one or more additional terms even if your health has changed. Each time
you renew the palicy {or & new term, pramiums will be hijher. You should chech the premiums at older ages and the
length of time the policy ean be continucd.

Some term: insurance policics are also *“convertible™. This mecans that before the end of the conversion period, you may
wade the term policy 1wr & wholc life or eadowment insurance policy cven if you ar¢ not in ;ood health. Premiums for the
new policy will be higher than you have bren paying for the 1erm insurance.

Whoic ! ife Insurance

Whole lifc insurance gives death protection for as long &5 you live. The most common type is called “straighe lifc™ or
*ordinary liic™ insurance, (or which you pay the same premiums for as long #s you live. These pramiums can be several
times hizher than you would pay inidally for the same amount of term insurance. Burt they are smaller than the prctmurm
you \-ould eventually pay if you were to keep rencwing 2 term insurance policy until your later years.

Saimc whole life policne« let you pay premiums for a shorter period such as 20 years, or until age 65. Premiums for these

policics are higher than for ardinary lifc inwurance since the premium payments sre squcrzed into a shorter period.

Althouph you pay higher pramiums, to begin with, for whole fifc insurance than for term insurance, whole lifc insurance
policiex develup “cash values™ which you may hawe if you stop paying premiums. You can generally cither take the cach, ue
W it 10 buy sofc continuing insurance protection. Technically speaking, thexe value are called “nonforfeiture benefies™.
This refers w Lencfits you do not lose (or “forfeit™) when you stop paying premiuins. The amount of these benelits
depends on the kind of policy you have, its size, and how loag you have owned ic.
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A policy with cash valuex may also.be used s collatcral for 1 loan. If ycu borrow from the life insucance company, the e
of mterest & shown in your policy. Any moncy which you owe on a2 policy luan wnuld be deducted from the bencfin if
you were 1o dic, or from the cash vzluc if you were ¢ stop paying premiiurhs.

Endovment (naurzige

An cndowment insurance policy pays 2 sum oe income to You =the policyhalder— il you live to a ccruin age. If vou were
o Jdic hofore then, the death benefit would be paid 10 your bencficiary. remiume and cash values for endowanrnc
insurance arc higher than for the same amount of whole lifc insurance. Thus endowment insucance pives you the loast
snwunt of death proection for your peemium dollar.

Finding 3 Low Cost tolicy

After yoa have docided which kind of life insurance fits your necds, look {ur a good buy. Your chanves of finding a guod
ey src butter if you use two npes of index numbers that have been dsveloped to 3id in shopping for lifc insurunce. Onc is
called the “Surrender Cost Index™ and the other o the “Net Fayment Cost Index™. It will be wurth your time to try to
undsrstand how thoe indexes ate uced, hut in any cveni. wse them for companing the rclative costs of similar policics.
LOOK FOR POLICILS WITH LOW CUST INDEX NUMBERKS. -

What is Cost? -

*“Tost™ is the diffcrence between what you pay aad what you get back. If you pay a premium for lile insurancc and get
nothing hack, your cost for the death protection is the premium. If you pay a premiusn and ot somncthiug back lacer on,
such as a cash value, your cost is smaller than the premium.

The cost of some policies can also be reduced by dividsnde: these arc called “participating™ policies. Companics may tell
yuu what thoir currenc dividends are, but the size of future dividende is unknown today sand cannot bic guaranteed.
Dividends actually paid ave sct cach year by the company.

Sonx policiex do not p:f dividends. Theze are called “gnarantecd cost™ or “non participating® policies. Every feature of &
guaraacced cnt policy is fixed 30 that you know in advance what yvour future cost will be.

The premiums and -cash values of s pacticipating policy are guaranteed, but the dividends are not. Premiiums for
participating polivies are typicaily highcr than for guaranteed ~oxt policiaa. but the cust 10 you may be h:her or lower,
depending un the dividends actually paid.

What Are Cost indexes?

In order to compare .xhc cost of policies, you need 1o look ac:

1. Premiums
2. Cash Valucs
k 8 Dividends

Cost indexes use one. or more of those factors 1o give you 2 convenient way to compare relative costs of similar policies.
Wik you compare coats, an adjustment must be made to take into account that moncy is paid and reccived at different
timcs. It is noc enough 10 just add up the premiums you will pay and to subtract the sh walues and dividends you expect
w get back. Thae indexes take care of the atithnictic for you. tnstcad of having to add, sulieract, multiply and divide
sany rumbcers yuursclf, you just compare the index numbers which you an get from lifc insurance agents and companics:

1. Life_Inarranie Surrender Cone Index. This index is uscful if you condder the lovel of the cash values to be of
primary importance 10 you. It lcips you comparc costx if a2 some future point in tim, such 25 10 oc 20 years, you
were te surrcader the pulicy and take it cash value.
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2 Lifc Incurance Net Pavment Cost Index. This index is useful if your main concern is the henefits that are ta be paid
8t your deach and if the level of cash values-is of secondasy importance to vou. It helps you compare costs at ~or
fucure poinc in time, such as 10 ur 20 yeurs, if you continuc paying premiums ou your policy and Jo not take its

- eash value,

There i 3nocher number called thre Equivalent Level Annual Dividend. It shows the part dividends play in determining the
cosc index of a participating pulicy. Adidiag a policy's Fquivaicat Level Annual Divi-toad to irs st indes alioes v s
compace tofal costs of similar pola_cies before deducting divideauds. However, if you make any cust comparisone of 3
parcicipacing policy with 2 non participating policy, temember that the tocal cost of the participating pulicy will be
teduced by dividends, but the cost of the non participating policy will not change.

Hosw Do 1 Use Cost Indexes?

The most important thing to remember when using cost indexes is that 3 puiicy with 2 smzll index number is generally a
betccr buy than s coraparatth- policy with 2 larger index aumber. The following rules are also important:

(1)  Co:t compaiisans should caly be made betweaen similar pluas of lifc insurance. Similar plans are tho<e which provids
essentially the ame basic benefits and require premiium payments for approximately the same period of tine. The
closer policics are 10 bLeing idcatical, the more reliable the cost cor_nparison will bc.

(2)  Congpzre index numbers only for the kind of palicy, for yow sge snd for the 1amount you intend to duy. Since no
onc company offers the lowwest cost for all rypes of insurance ac all apes and for 31l amounts of insurauce, it is
iruportanc that you pet the indexcs fur the ¢ actual policy. age and anwunt which you s intend to buy. Just becausc a

" “Shopper's guide™ tells you that onc company™s policy it 8 good buy fur 2 particular age and amount, you shouid
®ot asaume that all of that company’s policics are equudly svod Luys.

. 3)  Small differences in irdex numbers coulid b o(fs::‘l-)' other policy feacures. or differences in the quality of service

you may cxpect from the company or its agent. Therefore, when you find small diffcrences in cost indexces, your
choice should be based on someching other than cost.

(4)  In any eveat, you will necd ather information on which to base your purchsic decision. Be sure you can afford (he
premiums, and thaz you undenitand its cash values, dividends and death benefits. You should aiso make a2 judzenwne
oa how well the lifc insurince comipany or agent will provide servi °e in the future, to you 2x 2 policyholder.

(5)  These fife insurance cost indexes apply to new policies and thould not be used to determine whether you thould
drop 3 policy you have slceady owned for awhile, in favor of 2 new onc. If such 2 replacemenc is mggnud you
shauld ask for informatiun from the company which ssued the old policy before you take actioa.

fmoortant Thinss To Reqemhber - A Sumaniary

The first devision vou must make witen buyiny 2 life insurance policy is choosing a policy whose bencfits and premiums
most dosely awer your nceds and ability 10 pay. Nexe, find a policy which is also a relatively good Luy. If you compare
Surrender Cont ladexcs and Net Pu) axcat Cose tndeacs of similar competing policics. your chances of finding a relatively
‘noJ tuy will be betrer thaa if you do not shop REMEMBER, LOOK FORt POUICIES WITH LOWLER COST INDEX
NUMBEKS: A poad life irsusnce agent ‘can heip you 1o choose the amount of lilc imuirance and kind of policy you want
and will give you st indexes 3o that you tan m3ake cost mmpafuom of similas pohcaa

Dua’t buy fifc imsurance unless vou intend to stick with it. A policy which is 2 gnod buy when held for 20 years can be
very comdy if yow quit duting the carly years of the policy. If you surrender such a policy duriag the first few ycan, you
auy gt liede ue pothing back and inuch of your premium may have been used for cumpany: expenscs.

Read your new policy carcfully, and ak the sgent or company for an explanation of anything you do not undersiand.
Whaterver you decide nuw. it is important 10 review your lifc inturance program every few yran o keep up with chaupm in
yuur inconx and responsibilities.
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Pursuant to authority vested in the Comzissioner of Insurance f'fffi?
by sectfon 601.41 (3), Wis. Stats., the Commissioner of Insurance hereby = -~
repeals and adopts rules as follows:

Repealing and Adépting Rules

Sections Ins 2.14 and 2.15 of the Wisconsin Administrative
Code are repealed and section Ins 2.14 is adopted to read:

Ins 2.14 Life Insurance Solicitatiom. (Sections 601.01 (3), 601.41 (3)
and 628.34, Wis. Stats.) (1) PURPOSE. The purpose of this rule is to require
insurers to deliver to purchasers of life insurance information which will
improve the buyer's ability to select the most appropriate plam of life
insurance for his or her needs, improve the buyer's understanding of the

"basic features of the«policy which hae been purchased or which is under
consideration and improve the ability of the buyer to evaluate the relative
costs of similar plans of 1ife insurance. Thie rule does not prohibit the
use of additional material which is not in vielation of this rule or any
other Wisconsin statute or rule. This rule interprets and implements,
including but not limited to the folloving Wisconsin Statutes: sections
601.01 (3) (b), (c), (g) and (J) and 628.34.

(2) SCOPE. (a) Except ag hereafter exempted, this rule shall apply
to any solicitation, negetiation or procurement of 1ife insurance occurring
within this state. This rule shzll apply to any issuer of life insurance
contracts including fraternal bemefit societfes and the State Life Insurance
Pund.

(b) Unless otherwise specificaily included, this rule shall not
apply to:

1. Annui;iesf
2. Credit life insurance.
3. Group life insurance.

4. Life 1nsurance'pdlicies.iasued in connection with pension and
velfare plans as defined by and which are subject to the federal
Employee Retirement Incowme Security Act of .1974 (ERISA).

5. Variable life insurance under wnich the death benefits and cash
values vary in accordance with unit wvalues of investments held
in a separate account.

(3) DEFINITIONS. For the purposes of this rule, the.follawing
definitions shall apply:

(a) Wisconsin Buyer‘s Guide to Life Insurance. The Wisconsin
Buyer's Guide to Life Insurance is g document which contains, and is
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limited to, the language within the current edition of ''The Wisconsin
Buyer's Guide to Life Insurance' put out by the Insurance Commissioner
of the State of Wisconsin. This pamphlet shall be reviewed periodically
for accuracy and appropriateness. Prior to the publication of a revised
pamphlet, it ghall be submitted to the Life Subcommittee of the Forms
and Classifications Advisory Council for public hearing and review.
Insurers may purchase this pamphlet at cost from the Office of the
Commissioner of Insurance, or they may reproduce it themselves (subject
to reasonable standards of style, size, and layout).

(b) Cash Dividend. A Cash Dividend is the current illustrated
dividend which can be applied toward payment of the gross premium.

(c) Equivalent Level Death Benefit. The Equivalent Level Death
Benefit of a policy or term life insurance rider is an amount calculated
as follows:

1. Accumulate the guaranteed amount payable upon death, regardless
of the cause of death, at the beginning of each policy year for
ten and twenty years at five percent interest-compounded annually
to the end of the tenth and twentieth policy years, respectively.

2. Divide each accumulation of step 1 by an interest factor that
converts it into one equivalent level annual amount that, if paid
at the -beginning of each year, would accrue to the value in step 1
over the respective periods stipulated in step 1. If the period
is ten years, the factor is 13.207 and if the period is ‘twenty
" years, the factor is 34.719.

(d) Generic Name. Generic Name weans a short title which is
descriptive of the premium and benefit patterns of a policy or a rider.

(e). Life Insurance Indexes.

i. Surrender Cost Index. The Surrender Cost Index'is‘calculated by
applying the following steps:

a. Determine the guaranteed cash surrender value, if any, available
at the end of the tenth and twentieth policy years.

b. For participating policies, add the terminal dividemnd payable upon
surreader, if any, to the accumulation of the annual Cash Dividends
at five percent interest compounded annually to the end of the

period selected and add this sum to the amount determined in
step a. ' : o

c. Divide the result of step b (step a for guaranteed-cost
policies) by an interest factor that converts it into an
equivalent level annual amount that if paid at the begimming
of each year, would accrue to the value in step b (step a

_ for guaranteed-—cost policies) over the respective periods
stipulated in step a. If the period is ten years, the factor is
13.207 and if the period is twenty years, the factor is 34.719.



Determine the equivalent level preaium by accuculating each
annual premium payable for the basic policy or rider (4if

the annual prenjum includes supplemental benefits without
separate identifiable charge, a reasonable adjustment may be
made) at five percent interest coapounded annually to the end
of the period stipulated in step a and dividing the result by
the respective factors stated in step ¢. (This amount is the
annual premiun payable for a level premium plan).

Subtract the result of step c from step d.

Divide the result of step e by the number of thousands of the
Equivalent Level Death Benefit to arrive at the Surrender Cost
Index.

Net Payment Cost Index. The Net Payment Cost Index is calculated
in the same manner as the comparable Surrender Cost Index except
that the cash surrender value and any terminal dividend are set
at zero.

-

Eouivalent Level Annual Dividend. The Equivalent Level Annual

Dividégd is calculated by applying the following steps:

Accumilate the annual cash dividends at five percent interest
compounded annually to the end of the tenth and twentieth policy
years. _

Divide each accumulation of step 1 by an interest factor that
converts it into one equivalent level annual amount that, if paid
at the beginning of each year, would accrue to the values in
step 1 over the respective periods stipulated in step 1. If

the period is ten years, the factor is 13.207 and if the period
is twenty years, the factor is 34.719.

Divide the iesults of step 2 by the number of thousands of.ihc
Equivalent Level Death Benefit to arrive at the Equivalent Level
Apnual Dividend. o

Average Annual Rate of Return Index. This index is calculated
on cash value policies using the Linton yield method.

The Linton yield method solves for a level, effective, annually
compounded interest rate, or yleld. This yleld is determined
by equating the cash available at the end of a specified number
of years from two different protection/aavings programs, each
with identical yearly death benefits, and then solving for the
annual yield that must be achieved on the separate savings

fund of the second program In order to produca the cash
equivalency with the first program. The two programs compared
are: '

A life insurance policy on, normally but not necessarily,

sonme permanent plan. The cash used at the end of the specified
year is the policy’'s guaranteed cash surrender value plus the
terminal dividend payable upon surrender and the dividend payable
at the end of the specified year.

3



4i. A combination of a savings fund and yearly renewable term
(YRT) insurance. The amount deposited in the savings fund
each year is assumed to be equal to the annual premium payable
under the alternate program for the permanent life insurance
policy (less any dividend payable at the end of the preceding
year) less an assumed prerium payable for YRT insurance. The
amoumt of YRT purchased each year is that which would be
_adequate to bring the combined death benefit from the savings
plan and the YRT to the same as that payable under the
permanent life insurance policy. The cash used for comparison
with the permament policy is the amount accumulated in the
savings fund at the end of the specified year.

b. Average Annual Rate of Return index figures given out in
Wisconsin by insurers or intermediaries shall be calculated separately for
males and females and shall be based upon the following assumptions:

i. As to YRT premium rates:
YRT premiums = (1,000 q,.) (K) + $0.90 + $25/s where K
equals 1.00 for ages O through 14 and 0.95 for ages 15
and above, S equals policy size in thousands and 1000 q, eguals
the mortality rate for age x shown in subsection (8);

1i. As to elements entering into the calculation: . Gross premiums
shall include the total premiums charged for all life insurance
benefits; dividends shall be total illustrated dividends
"excluding any separately identifiable dividends payable for
benefits other than life insurance.

Note: A discussion of the Linton yield method may be found on page 28 - 30
in the Analysis of Life Insurance Cost Comparison Index Methods, prepared by
the Society of Actuaries Committee on Cost Comparison Methods and Related
Issues (Special), September, 1974. Further discussion on the "low" YRT rates
to be used in computing the Linton yleld, which are the rates specified in
this rule, may be found in Appendix B, pp. 187 - 192 of that same publication.

(f) Preliminary Policy Summary. For the purposes of this rule,
Preliminary Policy Summary means a document provided to the buyer of a
life insurance policy prior to sale which contains necessary consumer
cost disclosure information, in substantially the same format for all companies,
as specified by the commissioner. Appendix 1 to this rule contains a
Preliminary Policy Summary form for Whole Life and Endowment Policies.
Appendix 2 contains a Preliminary Policy Summary Form for Term Policies.
Insurers may, upon request, Incorporate Preliminary Policy Summary forms
(if they are to be filled out by intermediaries) into copies of the
Wisconsin Buyer's Guide to Life Insurance which they reprint.

(g) Policy Summary. 1. For the purposes of this rule, Policy Summary
means a vTitten statement in substantially the same format for all companies
and describing the elements of the policy including but not limited to:




ii.

144,

iv.

A prominently placed title as follows: STATEMENT OF POLICY COST
AND BENEFIT INFORMATION,

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

Policy Summary.

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

The Generic Name. of the basic policy and each rider.

The following amounts, where applicable, for the first five policy
years and representative policy years thereafter sufficient to
clearly illustrate the premium and benefit patterms, including
but not necessarily limited to, the years for which the Surrender
Cost Index is displayed and at least one age -1 sixty through
sixty five or maturity whichever is earlier: -

The annual premium for the basic policy.
The annual premium for each optional rider.

Guaranteed amount payable upon death, at the beginning of the
policy year regardless of the cause of death other than suicide,
or other specifically enumerated exclusions, which is provided
by the basic policy and each optional rider, with benefits
provided under the basic policy and each rider shown separately.

Total guaranteed cash surrendér.values-gt.;he end of the yeat_
with values shown separately. for.the basic policy and each rider.

Cash Dividends payable at the end of thevyear with values shown
separately for the basic policy and each rider. (Dividends need
not be displayed beyond the twentieth policy year.) -

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

The effective policy loan annual percentage interest rate, if the
policy contains this provision, specifying whether this rate is
applied in advance or in arrears. If the policy loan interest

is variable, the Policy Summary shall include the maximum annual
percentage Trate.

Surrender Cost Indexes for ten and twenty years. Separate indexes
are displayed for the basic policy and for each optional term life
insurance rider. Such indexes need not be included for optional
riders which are limited to benefits such as accidental death
benefits, disability waiver of premium, preliminary term life
insurarce coverage of less than 12 months and guaranteed insurabili-
benefits nor for the basic policies or optional riders covering mor:
than one life.

-5-
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h. A Policy Summary which includes dividends shall also include a
statement that dividends are based on the company's current dividend
scale and are not guaranteed.

i. A statement in close proximity to the Surrender Cost Index (and
other cost indexes) as follows: A further explanation of the intended
use of this (these) index(es) 1is provided in the Life Insurance
_Buyer's Guide.

j. The date on which the Policy Sommary is prepared.

2. The Policy Summary must consist of a separate document, All
information required to be disclosed must be set out in a manner as to
not minimize or render any portion thereof obscure. Any amounts
wvhich 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
subdivision 1 e above shall be listed in total, not
on a per thqusand nor per unit basis. If more than one insured
18 covered under one policy or rider, guaranteed. death benefits
shall be displayed separately for each insured or for each class
of insureds if -death benefits do not differ within the class.

Zero amounts shall be displayed as zero and shall not be displayed
as a blank space.

(4) DISCLOSURE REQUIREMENTS. (a) The insurer shall provide, to all
prospective purchasers of any policy subject to this rule, a copy of the
current edition of the Wisconsin Buyer's Guide to Life Insurance and a
properly filled out Preliminary Policy Summary prior to accepting the
applicant's initial premium or premium deposit, except that insurers which
do not market policies through an intermediary may provide the Preliminary
Policy Summary and Wisconsin's Buyer's Guide to Life Insurance at the

point of policy delivery, so long as they.

1. guarantee to the policyholder a 30-day right to return the policy
for a full refund of premium, and

2. alert. the prospective policyholder, in advertisements or direct
mail solicitations, of his or her right to obtain a copy of the
Wisconsin Buyer's Guide to Life Insurance and a Preliminary Policy
Summary prior to sale.

(b) The insurer shall provide a Policy Summary upon delivery of the
policy.

(c) The insurer shall provide a Wisconsin Buyer's Guide to Life Insurance
and a Preliminary Policy Summary to individual prospective purchasers upon
reasonable request.

(d) The insurer may provide information concerming life insurance
cost indexes other than the surrender cost index so long as the information
and its method of presentation is in conformance with this rule.
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(e) For policies already issued and paying premiums on the effective
date of this rule, policyholders shall have the right to obtain a Policy
Sumnmary at cost. The company may charge a reasonable fee for preparing
this summary, not to exceed $5, and may utilize reasonable assumptions in
providing the cost disclosure information, so long as they are clearly
disclosed.

(5). 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 rule. Such file shall
contain one copy of each authorized form for a period of three years following
the date of its last authorized use.

(b) An intermediary shall inform the prospective purchaser, prior to
commencing a life insurance sales presentation, that he is acting as a life
insurance intermediary and inform the prospective purchaser of the full
name of the insurance company which he is representing to the buyer. 1In
sales situations in which an intermediary is not involved, the insurer
shall identify its full name.

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

(d) Any reference to policy dividends must include a statement that
dividends are not guaranteed.

(e) Any sales presentation which repeatedly refers to an insurance
premium or element of the insurance premium as a deposit, an investment,
a savings or in any other phrase of similar import, and does not disclose the
Average Annual Rate of Return Index figures for 10 and 20 years 1is an unfair
marketing practice, within the meaning of section 628.34, Stats.-

(f) The purchase or replacement of any life insurance contract or
“annuity shall not be recommended by any insurer or intermediary without
reasonable grounds to believe that the recommendation is not unsuitable for
the applicant on the basis of information furmished by such person after
reasonable inquiry as may be necessary under the circumstances concerning
the prospective buyers insurance and annuity needs and means.

(g) A system or presentation which does not recognize the time value of -
money through the use of appropriate interest adjustments shall not be used
for comparing the cost of two or more life insurance policies.

(h) A presentation of benefits shall not display guaranteed and non-
guaranteed benefits as a2 single sum unless they are shown separately in
close proximity thereto.

(1) A statement regarding the use of the Surrender Cost Index shall
include an explanation to the effect that the index is useful only for the
comparison of the relative costs of two or more similar policies.
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(J) A Life Insurance Index which reflects dividends or an Equivalent
Level Annual Dividend shall be accompanied by a statement that it is based
on the company's current dividend scale and is not guaranteed.

(k) For the purposes of this rule, the annual premium for a basic policy
or rider, for which the company reserves the right to change the premium,
shall be the maximum annual premium.

(6)w£FFECTIVE DATE. This rule shall apply to all solicitations of life
insurance which commence on or after January 1, 1979.

(7) UNUSUAL CIRCUMSTANCES. Insurers with unique difficulties in :
implementing sections of this rule may petition the commissioner for allowance
to meet the requirements of the rule through alternative approaches.

(8) YEARLY RENEWABLE TERM INSURANCE MORTALITY RATES:

The following mortality rates are to be used in determining
" YRT premiums for calculating Average Annual Rate of Return Index

- figures,

- MORTALITY RATES PER 1,000

Attained Male Female Attained Male Female

Age (x) Lives Lives Age (x) Lives Lives
0 5.80 . - 4.80 30 1,15 .75
1 1.33 1.22 , 31 1.22 : .83
2 0.84 L 0,72 - 32 ' 1.28 .93
3 0.65 . 0.55 33 ‘ 1.32 1.04
4 0.53 -~ 0.48 34 1.34 1.14

5 0.48 0.42 35 1.40 1.21
6 0.42 0.37 . 36 , 1.49 1.23
7 0.39 0.33 37 1.60 1.25
8 0.35 0.29 38 1.75 1.29
9 0.32 . 0.22 39 1.91 1.37
10 . 0.31° 0.25 40 2.12 1.47
1 . 0.31. . 0.26 - 41 2.36 1.59
12 0.33 0.27 42 2.66 1.74
13 0.42 0.29 43 3.02 1.91
14 0.52 0.31 YA - 3.45 2.10
15 0.73 0.36 45 3.96 2.32
16 0.87 0.36 46 4.51 2.58

17 1.02 0.37 47 5.09 2.88
18 1.18 38 48 5.71. 3.20
19 1.29 .40 - 49 6.34 3.52
20 1.37 A4l 50 6.94 3.84
21 1.46 b4 51 7.56 4.15
22 1.52 .48 52 . 8.32 4,48
23 1.47 .53 53 9.20 4.84
24 1.32 .60 54 10.09 5.23
25 1.25 .66 -~ 85 11.00 5.67
26 1.22 .70 56 12.06 6.16
27 1.19 .70 | 57 13.26 6.70
28 1.17 .70 58 14 .60 7.27
29 1.13 71 59 16.06 7.87



Attained Male Ferale Attained Male Female

Ace (%) Lives Lives Age (x) Lives Lives
60 17.69 8.52 78 81.98 53.45
61 19.55 9.21 79 89.68 59.01
62 21.61 10.00 80 97.68 66.03
63 23.75 10.83 81 105.42 73.80
64 . 25.83 11.81 82 113.40 79.38
65 27.99 13.07 83 ©122.90 86.03
66 30.34 14.72 84 135.00 94.50
67 33.04 16.80 85 149.17 107.40
68 35.92 19.28 86 165.94 122.80
69 39.27 22.28 87 182.12 138.41
70 42.90 25.69 88 196.71 153.43
71 46 .45 29.43 89 213.26 170.61
72 49.96 -33.43 90 229.66 188.32
73 53.72 37.30 91 246 .98 207 .47
74 58.16 40.72 92 262.03 225.34
75 63.36 43.59 93 276.79 243.58
76 69 .04 46.36 94 302.02 271.82
77 75.09 49.38 95 - 338.33 . 311.26

NOTE: The mortality rates for ages 0 through 14 are from the 1965-1970

Select Basic Tables published on pages 202 and 203 of the Transactions
"of the Society of Actuaries Publication Year 1974, Number 3, 1973 Reports
of Mortality and Morbidity Experience. The mortality rates for ages 15

_and above are from the Ultimate Basic Tables, Males Lives (1957-1960
.Experience), Female Lives (1957-1960 Experience) published on page 48
of the Transactions of the Society of Actuaries, Publication Year 1963,
Number 2 1962 Reports of Mortality and Morbidity Experience..

(9) PENALTY. Violations of this rule shall subject the violator to
section 601.64, Stats. '

' (10) SEPARABILITY. If any provision of this rule shall be held invalid,
the remainder of the rule shall not be affected thereby.




Ry

TR

/‘]’_\l c:ndix 1
PRELIMINARY POLICY SUMMARY

IMPORTANT : Many people think all life insurance policies cost about the same. They don't.
The cost of similar policies varies sharply. You can save many hundreds or even thousands
of dollars by choosing a low-cost policy. To find out how this particular policy ranks,
conpare its Cost Index (found below) to -the range of cost indexes for similar policies.
For further information on cost coaparison and exanples of the range of cost indexes for

a number of policies, see pages 4-8 in the Wisconsin Buyer's Guide to Life Insurance

which you should have received with this policy summary.

Name and Address of Company:

Type and Name of Policy:-

Face Amount at Time of Issue: Policyholder's Sex and Age at Issue:

YEARLY - PREMIUM:
This is the amount of cash you'll have to spend each year -to keep the policy in force.
Be sure you can afford it.

COST INDEX: .

To find a low-cost policy, look at the policy's Surrender Cost Index, not its premium.
Then compare that index number with the figure for other similar policies. Premiums only
measure what you pay for a policy. The benefits you receive from policies with similar
premiums vary widely. . The Surrender Cost Index takes premiums, cash values, dividends
(if any) .and interest into consideration. In doing so, it provides a more complete
measure of the cost of similar life insurance policies. The lower the Surrender Cost
Index, the lower the policy's cost to you.

10 Years . 20 Years
SURRENDER COST INDEX (Per $1,000 face amount)

The Surrender Cost Index should only be used to compare the cost of similar policies.
Don't use it to compare the cost of a term policy to that of a whole life policy.

RATE OF RETURN: -

Under most circumstances, life insurance should not be sold or purchased as
"an investment." Cash values build up slowly in the first years of a whole life or
an endowment policy, and for the first five or ten years, the rate of return on your
money will be minimal. For further information, see the Wisconsin Buyer's Guide to
Life Insurance. )

Signature of Agent Date

Address:

[This form should be used for whole life and endowment insurznce.]

-10-
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Arpendix 2
. PRELIMINARY POLICY SUMMARY

IMPORTANT: Many people think all life insurance policies cost about the same. They don't
The cost of similar policies varies sharply. You can save many hundreds or even thousands
of dollars by choosing a low-cost policy. To find out how this particular policy ranks,
conpare its Cost Index (found below) to the range of cost indexes for similar policies.
For further information on cost comparison and examples of the range of cost indexes for a
number of policies, see pages 4-8 in the Wisconsin Buyer's Guide to Life Insurance, which
you should have received with this policy summary.

Name and Address of Company:

Type and Name of Policy:

Policyholder's Sex and Age at Issue:

Renewable* Yes No If yes, through what age?
Convertible Yes No If yes, through what age?
Policy Annual Guaranteed Amount
Years Premium Payable on Death

NOTE: Companies (or intermediaries) should enter in this>space.the annual premium and
guaranteed amount payable on death for representative policy years.

COST INDEX: : ) : _

To find a.low-cost term policy, look at the policy's Surrender Cost Index,
not just its first-year preaium. That's because the premiums for some term policies go
up faster than others. In addition, many term policies pay dividends. When they do, that
lowers the cost of those policies. The Surrender Cost Index takes both dividends and
later-year premiums into consideration and thus gives a better measure of a term policy's

. cost than the first-year premium alone:. The lower the Surrender Cost Index, the lower the

policy's cost to you.

10 years 20 years

' SURRENDER COST INDEX (per $1,000 face amount)

The Surrender Cost Index should be used only to compare the cost of similar policies.
Don't use it to compare the cost of a term policy to that of a whole life policy.

Signature of Agent Date

Address of Agent:

*Renewability: If you're buying term insurance for long-term needs, make sure your polic;
is guaranteed renewable through at least age 65. Check above for the age through which
this policy can be renewed. For more information, see page 2 of the Wisconsin Buyer's
Guide to Life Insurance.

[This form should be used for term insurance.]

~11-
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STATE OF WISCONSIN )
)ss.
OFFICE OF THC CCOIRISSIOKER OF INSURANCE)

TO ALL TO WHOM THESE PRESENTS SHALL COME, GREETINGS:

I, Harold R. Wilde, Commissionex of Insurance and custodian
of the official records of sald office, do hereby certify that tha
snnexad order rapealing and adopting rules ragarding life insurance

policitation was issced by this offica October 2, 1978.

I farther certify that said copy bas baan compared by ne
with the original on fila in this office zud that the sams is a trus

copy thereof, and of the whole of euch originsl.

IN TESTIMONY WHEEROFP, I have
harsunto ‘subscribed my nana
in thas City of Madison, State
of Wisconsin, this 2nd day of
Ocyobarx, 1978.

»Eﬂ ATE

sp ARTS \ “rST-\I

. r;[‘ ‘\1('0 ,'-\“D F”.ED .

1978 . " THarold K. wilde

.. :‘ V
()CT Y Comnissioner of Insurance
(e g LE -"LL"TT: ’
C-‘.,;'_'_'-_-.;‘_\ z GTATE
el o
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MOTICE OF MitRING

Commtesionar of lnsurance

NCTICE 18 KIREEY CIVEN That, pursuast to sectiocms
601.41 (3) amd 227.021, Vis. BStats., the Commissicoar
of losurasce will bold & public bearing at Room 421,
Seath, Stats Capilal, is the cicy of Madieca,
WViscounsin, em the 1é6ch day of April, 1979, ac 10:00a.m.
or as socn thereafter ae the matter may be raached
ts cousidar the amendmant of Wisconsis Administrative
Code sectiocs Ins 2.14 Dy aneanding the followiag
subsections, Trepealing and recreating Appendices
1 eand 2 snd eadoptimg Appendix 3.

Analysis By the Commissionar of lasursacs

Oun Octodar 4, 1978, folloving extensive admiaistre~
tive basrings, the Commissioner of Insurance promul-
gated and adopted section Ine 2.14 of the Wisconsia
Aduintetrative Code to apply to all solicitations eof
11fe insursance which comaenced on or atter Janiary 1,
1979. This rule requires that 1ife insurers and thair
representatives delivar to purchasars of 1life insur—
ance inforwatiow wvhich will iwprove the buyer's
ability to salect ‘the most appropriate plam of life
insucauce for his or har meeds, improve the buyer's
ugderstanding ¢f the basic festures of the policy ead
improve the ability of the buyer teo eveluats the :
relative costs of similer plans of insurance. This -
rule replaced two rules vith similar purpose which
bad beem ia affect since 1972.

Ou Fabruary 28, 1979, the Court of Appeals,
District IV, entered am Order aad Decision directiag
the Circuit Court for Dane Coumnty to isaue & tempor-
ary injunctice agaiast the saforcemant of portioms
of sectiocs Ims 2.14 1a 1ts present form.

The followiag chengas im section Ias 2.14 are
promalgated te changs the parts of section Ime 2.14
to which the Court ef Appeals objected so that
distributica of the Wiscessin Buyer's Guide to Life
Issursace and the mandatory furmishing of a prelimi-
aary policy summary cen be & part of life insursnce
dieclosurs Tequired by Wiscoosis Tules.

Section Ins 2.14 (3) (a) 1s smended to Tmad:

(a) Viscounsina lg‘r'- Cuide to Life Insursmce.
The Viscowsim Buyer's Cuida to Life Insurance is a
documant which coatains, and 1s limited to, the
]“‘um withia the curreat editica of “The Viscomais
Buyer's Guide te Life lnsurance” put out by the
Iasurance Commissicesr of the Stats of Wiscossia.
This pemphlet shall bea reviewved periodically feor
accuracy and apprepriatenass. Appeudix 3 to this
“tule coutains tha current aditiom ¢ “The Wiscogeia
Buyer's Cuide to Life lnsuranca." Prior to tha
publication of & revised pamphlec, 1t shall be
submitted to the Life Sabcommittes of the Forms and
Classification Advisory Council for public bearing
aad review eof othar than techmnical or mcansubstantive

es. Inaurers may purchase this pemphlet at cost

from the Office of the Commissioner of losuranca,
or thay may reproduce 1t themselves {(subject to
Teascoable standards eof style, size, and layocut).

Sectiom Ims 2.14 (6) 1s smended to Tead:

(6) EFTICTIVE DATE. This rule shall apply to all
solicitations of life insurance vhich commence om or
after January 1, 1979, except that ths requiremente
of subsectica (4) (a) shall apply toc solicitstiocas
which commence on or after July 1, 1979.
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Appendix 1 is repealed and recreated to read:

PRELIMINARY POLICY SUMMARY
FOR WHOLE LIFPE OR ENDOWMENT INSURANCE

IMPORTANT: Many people think all 1life f{nsurance policies cost about the ssme. They don't,
The cost of similar policies varies sharply. You can save many hundreds or even thousands
of dollars by choosing a low-cost policy. To find out how this particular policy ranks,
compare its cost index figures to the range of cost indexes for simflar policies. For
further information and examples on cost comparison, see “Finding A Low Cost Policy"

(pages ) iu the Wisconsin Buyer's Cuide to Life Insurance, vhich you should have

received with this summary.

Name and Address of Coumpany:

Type aud Name of Policy: '

Face Amount at Time of Issue: Policyholder's Sex and Age at Issue

ANNUAL PREMIUM: _
This is the anouat of cash you'll havae to spend each year to keep the policy in force.

Be sure you can afford it. ‘
COST INDEX:

To find a lov-cost policy look at the policy's cost index figures, not juat ita premium
Then compare these index numbers with the figures for other similar policies. Premiunms
only measure vhat you pay for a policy. The benefits you receive froam policies vith
similar premaiums vary widely. For a descriptionm of vnriaul life ipsurance cost indexes
and the assumptions ou which they are based, see pages . of ths Buyer's Guide. The
figures belov are derived using the Surrender Cost Index. The Surrender Cost Index takes
premiums, cash values, dividends (1if any) and interest into consideration, and provides
a measure of the relative cost of a policy, assuming its surrender at a given point in the
future (e.g., 10 or 20 years). Given this assumption, the lower the Surrender Cost Index,
tha lower tha policy's cost to you.

10 Years " 20 Years

SURRENDER COST INDEX (Per $1,000 face amount)

The Surrender Cost Index should only be used to compare the cost of similar policies.

If death would occur during the designated period, the policy with the lover index would
not necessarily be the lower cost policy. All index figures for participating policies
are based on illustrated dividends which are not guaranteed.

RATE OF RETURN:

Under most circumstances, life insurance should not be so0ld or purchssed as "in_
investment.” Cash values build up slowly in the first years of a whole life or an
endoument policy, and for the first five or ten years, the rate of return on your mosey
vill ba minimal. For further information, see page of the Buyer's Cuide.

Nane of Agent ' _ Date
Address of Agent:




PRELIMINARY POLICY SWMHARY
FOR TERM INSURANCE

IMPORTANT: Many people think all life insurance policies cost about the same. They don't.
The cost of similar policies varies sharply. You can save many hundreds or even thousands;
of dollars by choosing a low-cost policy. To fiad out how this particular policy ragks,
compare its cost index figures to the range of cost indexca for similar policies. For
further information and examples on cost comparisoa, see “?inding A Low Cost Policy"

(pages ) of the Wisconsin Buyer's Cuide to Life Insurance, which you should have

received with this summary.

Name and Address of Conpany:

Type and Name of Policy:

Policyholder's Sex and Age at Issue:

Renewable* Yes No = If yes, through what age?
Convertible Yes No : : If yes, through what age?

Policy Years - Annual Premium Cuaranteed Amount Payable on Death

NOTE: Companies (or intermediaries) should enter io this space the anpual premium”
and guaranteed amount paysble on death for representative policy years.

COST INDEX:

To find a lowv-cost policy. look at the policy's cost index figures, not just its
first-year premium. That's because the premiums for some term policies go up faster than
others. In addition, many term policies pay dividends. When they do, that lovars the
cost of those policies. For a description of various 1ife ipsurance cost indexes and tha
assumptions oo wvhich they are based, see pages of the Buyer's Cuide. Thé figures
belov are derived using the Surrender Cost Index. The Surrender Cost Index takes both )
dividends and later-year premiums into consideration and provides a measure of the relative
cost of a policy, assuming its surrender at a given point in the future (e.g., 10 or 20
years). Given this assumption, tha lowver the Surrender Cost Index, tha lover the policy's
tost to you. -

10 Years 20 Years

SURRENDER COST INDEX (per $1,000 face amount)

The Surrender Coet Index should be used only to compare the cost of similar policies.

lf death would occur duriog the designated period, the policy with the lower index would
10t pecassarily be the lower cost policy. All index figures for participating policies
ire based on illustrated divideands wvhich are not guaranteed.

{ame of Agent Dats
iddress of Agent: '

‘Renewabflity: I1f you're buying term insurance for long-term needs, make surs your policy
ls guaranteed renevable through at least age 65. Check above for the age through which
‘his policy can be renewed. For more information, see pages of the Buyer's Guide.



Appendix 3 1is adepted teo yuad:

VISCONSIN BUYEIR'S GUIDE
T0
LIFE INSURANCE

Office of tha Commissisner of
1ssurence
123 Vest Vashiagtoa Avesus
Madtiaon, Wiscossia 33702
1979

A STATE-VIDE TOLL-FaXX “WISCOMSIN LIFL INSURANCT COST
DISCLOSURE INPORMATION LINK™ WILL BX IN OPXRATION
TMROUGHOUT 1979. THL MRMIX 181 1-800-362-8380.

Iaside Cever

Shoppiag areand fer life iasuramce cas msas big sev-
inge feor you. The difference betwean tw policias

offaring the ezact sama smoumt of protectios may add

wp ts thousanda eof dollars over a peried ef years.

Uafortusataly, it is aot siwvays eany ts rate er cea—
pere policies. Premiums alens may tell you little er
mothing sabout ths sctusl cest of & policy. Thac's

why the Wiscensia Office of the Commiesicuar ef
Issurance prepared this guide — amd requires all life
iasurance agsats te provide it te their customars
prisr t» amy sale. It 1s designed te balp you maks
ocmmparisews that may save you & cossiderable ameuat of
_ mowsy.

Ses the sacticn of this guide eatitled Finding a Lew
Cost 2olicy (pagses ) for specific decails em 1life.
{asurasce cset cowparisos — asd exasplas of cest
figuras ea various types of policies. If yeu bave

g'nﬁ!nrsﬂzrngnggl;rﬂ.

thase pages first.

Tats guide has beas prapared by ths Wiscousia Onnhnl
of ths Comissicner ef Iasurescs, is part esiag
materizls develeped by the Matiocnsal Associatiem eof
Enh!nb Commissionars.

Tate n.u»nl doss mot enderse sxy compasy ot pelicy. It
rti'!nrionl-ng
Individuals with couplicated oT woususl fiwsncial
situaticns are advised te seak professicnal adviea.

‘e you bave amy a: scions about aay ef the material
ia this guida, & geod ageat or ﬂolillﬂ should be
‘willisg te ge evar‘it'with yeaw.

. 3.

* & & & ® o @
YDC LIFY INSURANCK
Ve you buy life iasurascs, You vant a policy which

f1ts. your meeds without costiag toe such. TYeuxr fixst
‘step 1is te decide hov much yeu meed, bev much you

. cam afford te pay and tha kiad eof policy you waat.

Than, find eut what various compasias charge for that
kind of policy. You cea fiad importaat diffaereaces
”.vnlnrbo.non 11fe insursace by wsing tha life
{nsuramce cset 1ndsxes which arve dascribed 1a this
guide.

A MJTI ON CROUP? LIFX INSURAMNCE
Life lasurasce cas be purchased sither as ms
individual er as ¢ memmber of & group. Croup
covarage threugh ea anployer er employee grewp
1s generally less sxpensive thas policies boughe
e an iadividuel besis, because the administrative
costs ares lew and bacause amploysrs eften ceon—
tribute tewvard tha premimm. “f ywu are ealigidle

everage, chack {t ..-n carefully. It may

If you are geing te maks & geed choice vhas you duy
11fe immurssce, you mneed te wndarstasd what kiads are
svailable. 1If sae kiad does mot seem te f1t your
aseds, ask sbeut the other kimde wvhich are described
ia this guida. If yos feel that you seed more iafer-
maties thea is givea hare, yes may waat te chack the
many beoks sad pamphlets en life imsurance ia yeur
public l1ibrary. BRvery library ia Wisconsia should
have basic imformstiomn on 1ife imsurasce eest
cruparison readily svailabla.

CBOQSING THE AMOUNT

Ona wvay teo decilde bov much 1life issuraance you seed is
ts figure bov much cash and iscoms your dependents
would need 1f you were to dis. TYeu should thiak eof
11fe fnsursacs a® a source of cash seeded feor ax—
panses of final {llsasses, payiag taxss, mortgages
or otbhar dabes. It cen also provide fmcoms feor yeur
family's liviag expensss, sducatiomsal costs aad other
fwture sxpensas. TYeur mew policy should coms a8 -
cless as you cas afford te makiag wp the differemcs
betwveen (1) what yeur dependants weuld have 1if you
wure te die sov, and (2) what they would sctually
sead. P

It 12 isportamt te reassess your lifs insurasce
prograa frequamtly. MNeeds will prebably be greater

if thare 1s ealy cue wage—warser ia the family them

1f there are twe pecple with substantial earuimg .
capacity. Mere pretactiss will be requirad whea your
ehildirea ars younmg tham vhes they are elder. A
parsoa with several depeadents csaally will aeed msre
iasureancs than s pervon with few.

2 . -
e & & 2 ¢ @ o

CHOOSING TR RICKT KD
All 11fe tmeuriace policiss agres to pay am smount of -

woney if ywy dis.  But all policies &re mot the sams
Thare are three basic kiads of 1ife ifmsurascs.

1. Ters insurescs
2. Vhele life finsuramce

) 3. Indowmant imsurance

Ia Teceat years, varicas lifs fasurasce products have
[t«&i!ﬂuﬁ'lﬂ.l”&.n.&?g :
Cypes. LRamember, se matter how fancy the policy title
er sales represeatatise might appear, all 1ife issur-
ance pelicies ceutain ous or mors of tba thres basic
kinds. If you are coufused abeut a policy. thag

sounds cemplicated, ask the agemt or company hew 1t
evubines the varisous kimds of 11fe imsurasca, aad
what tha edvantages and disadvaatages of this
coubinatisn sre. (One pessible disadvantage iz that
£¢ may senstimes make mssaisgful coet couparisoan

_ difficalt.) The fellewing fs s drief gnr

of the thres hasic kiads:
Tarn lasurasca

Tern insursace, &8s the same implies, fasuree yeur
1ife for a specific peTied of time, such ss eme year,
five years or tea yesrs. Death benefits will be paid
ealy 1f you die withia that term of ysars. Temra
insuraace gesarally provides the largest iamediate
death protactiean for your premiva dollarx.

Ters insurasce policies are wsuslly “renewvable” fer
eme of more additiosal terms, even 1f your bhealth
bas changed. Each time you Temev the policy fer a
aev tern, premiums will be higher, to reflect tha
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highar liksliheod of a perecu dyiag as be or she grows
older. Tor “amaually remewvable term,” this meams that
your preniums will {acresse every ysar; for "10 year
Tesswable taru.” every tea yaars. (Ome form of garm
issarance. “term teo 65, has suly owe "tarn.” o
sssual premiums are level.) BSince mot all term
pelicies are remevedle, be sure te check os this

fasture befere buying.

Term lasurance amd "Death Protecties™

People purchaee terw fosurasce to maximize the
smowumt of death protection they cam obtais fer
their bensficiaries for a givea oum of mouney.
lov this works ces best e seen using as exasplas,
based ou ths actual rates of a cowpany offariag
varisus kisds of 1life issuraacs.

3

e & & & & o o
Yor $200, & I3 yuar eld male ceuld ebtaia:

Type ef Policy Premium Death Protactice
Tera (anpually $200 $77,200
renevable)

Tern (te 635) 200 19,500
V¥hole Life 200 10,900
Iadowment (at 63) 200 7,200

For this eue year and age, the mas could get tem
times as much death protection for his money pur-
chasiag sanually resewvadls tarm instead eof egdowment
issurance.

Jera iasurance {s somstimes sold as “decressiag tern.”
This messs that yeu start sut with & set amount ef
fasiraace vhich decreases ovear time. Instead of the
preaiums iacressing ss you get elder, the covaerage
decreases. It {s this type of pelicy vhich 1s oftem
wsed to pretect s loug-term decruasiag debt, such as
& mortgage. o

Sems term {asurance policies are alsc "cewvertibdle.”
This masns that befors the end of the conversisn
peried, you may trade the term policy for a whole
11fa or sodowsent issurance policy eves 1f you are
wet ia good baaleh. Premtiums fer the pev policy will
h-huh-rth-mhv‘h-npcﬂu for the terw
iasuranca.

Wiele Life lasurance

Whele 1life fasursmnce 1s designed ts give death pre-
tection for a8 leag 8¢ you live. The moet commce
tTpe 1a called “scraight 11fe” or “ordimary 11fe"
iasurance for which yvu pay the same pramiums for
a8 lvag as you live. WVbole 1ife premiums start et
ot & hgher level thas term imsuraace for am equive-
lent amoumt of tasiraace pretection, but they de et
iacresss with age: they remaia level throughout the
payneat peried. The “cxtrs”™ payments mads ia the
early years of the policy sccumelate is the fern of
“cash valwes,” which must be returmed 1f & policy 1as
SaTendered. and may be borrewad while a policy 1s 1a
forcea. Ax death aay aoumt wvbich hae been borrewsd
(rlus fatereet) s subcractad from.the faca value

of the pelicy.

Sems whole 11fe pelicies lat you pay premiums feor a
shertar peried such es 20 years, or watil age &S.
Premiums for thase policies are higber thas for
ordisary 1life iasurasce since tha premium paymeants
&Te squeessd iate a shorter peried.
4
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Vbole Life as "As Isvestmeat'

Vhols 11ife issuramce and othar forms of 1ife
imsuraace which build sp cesh values are some-
Cimes scld by cowpsnise and agencts as “am
isvestmnat,” because of the cash value faatura.
Thay sbouldn’t be — sad prebably ceuldn't be,
1f the cash vales "y1eld" of most policias wms
properly undarstoed. Cassb values are very lew
ia the firet years of the policy, and fer the
firat five or tem years the rate of returm os
Your mouey may actually be megative. This s

2 major ressce that you should set countemplate
putchosing a vhele 1ife policy (er amy cash
valoe policy) wmless you iatend te haag outs it
for at least tea years, and preferably lenger.

E sdovasat issuresca

As ssdowment issarance pelicy pays a sum of mooey oT
& iacoms to yeu - the policybolder - 1f you live t»
& certaia age. If you were to die before them, the
daath benafit would be paid te yout benaficiary.
Premiums and cash valuas for endewment imsurasce arw
Aighar thas fer the same amount of whole life
iasurasce. Thus endovasat fssuramce gives you the
least amount of death protactiom for your premium
dellar. .

SOMZ WORDS' OF CAVUTION

Den't buy a 11fe imsuramcs policy walass yeu are sure
that (g s tha type of policy yeu weat and that yee
caa afford thea premiums. Tew pecple plam te drop
thair whole 1ife policies soce -after buyimg: them.

Yot about ome in five mev policybolders de just that.
(This may be especially trus of yeuag pecple who are
talked iate buylag axpemsive policiss whea 13 cellega,
bafors they have as sccurate undarstandiag ef eithar
thair {aseraace neads er their fimsmcial cspacity.)

Thare are maay varietise of 11fe fasurance cwurremtly

-being markated as part of “packages™ which ceubise

elensars of tarm and whole 1ife fssurance. asd
sumuities er so iavescusat “side fund.™ (An amauity
18 & lowg-tern iavastment, genarally used te previde
Tetirsmant iacoms.) Soms of these package peliciss
(a.3., so—called “"depoeit tern™) have a largs first
year premium designed te previde a etrwug imceative
fer pelicyboldars te stay with thair term pelicies
fer & specified paried — osuch as tes years. BRarly

. sarvender of thase peliciss caa bs extrevwsly cestly.

3

Vhen cousidariag purchasiag of a policy er “pachage”
combiniag elemants of life imsurasca, aamuiry, er
“eide funds,” you sbould ask for the guarsateed

Tats of reture ea 4ll the premiuwms which you pay, met
Just ea the ascunts which are left after iseurasce
axpenseas (such as agemt commissiocns) are deducted.
Tou should carefully imvestigsats claims made as to
tax adveatages amd laplicatises. While some “mev”
predocts may be a significant imprevemaat over
insirence you bave purchased ia the past (particular-
1y 1f chat issurasce policy's cash value bas a lew
rate of return), othars may be designed te fall iate
tha cracks batweem { aad rities, and

met . be regulated adequatsly by aay goverummat
agency.

It is a gosd 1dea te seek fimancial advice fream
saveral competiag sources bafere -.uu a msjeor
isvestaenat or lasurance dacisiom.
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FUMING 4 LOW COST POLICY

Afzar you have decided which kiad of life fasurance
fits your meads, leck fer & goed buy. TYour chasces of
fisdiag a geed buy are better 1f yeu use the cest
tadaxss that have beea davealepad by sctusries to

sid ia cowperiag 1ifs fssurtamcs values. The basie
11 fasurasce cest index 1s called the “Surremder
Coot ladex.” EKzamples and 1llustrations om bow te
wee this imdax are gives {a the vest of this guids.

What 1s Ceet?

To undaretand life issureace cssts, start with tha
simplest pesaible axanple — an senuslly resewablas
texm policy which builde up me cash values sod pays
ws dividends. Veor this policy the cest eof death
protectise 1s your assual preaium payseat. If yeu
drop (eurtemder) the pelicy, yvs gat »s monsy beck
(because you've paid 1o nothiag extrs; you've
purchased “pure desth pretectisa”). Premiums beceas
pregressively larger each year, te raflect the
iacressiag actusl cost of your death pretectiss.

Bew, purchase the sans amount of daath protectios
through 8 level premium policy, which has a higher
i{nitial expecse but which alee accumulates cash
valoes. Hare the cescept of cpst becemes more
conplicated. Tha “trus” cest of this whole 1life
policy might be one swount if yow wure to die and
your baneficiasries wate te collect the face valwe
sod quite amcthar if yeu wers to surTender the policy
or wee the cssh valse in some ethar way.
6
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The cest of & policy msy aleo be affected by whather
or wot it pays dividends. A pelicy that dees 1»
called “participating.” Companies that effar partici-

©  pating pelicies may tell yos what their curremt
dividends are, but the size of future divideands is

wsinows teday and caasot be guarsateed. Divideads
actually paid are sat aach yesr by the company.

Soms policiss de mot pay divideads. These are called
“guaraateed cest” orf “sce-participatiag™ policies.
Bvary featurs of & guarasteed cost policy 1s fived oo
that you knev ta advaance wbat your future cost will

. e

The premiems and cash values of & participatiag pelicy
are guarsatesd. but the dividends are mot. Premiwms
fer perticipating policies are typically higher tham
for guarsatesd cest policies, but the cest te you may
ba bighar et lewer, dependiag eu the dividaads
actuslly paid. The advaatage — ot the disadventage—
of a goaranteed cset pelicy 1o the certaiary it
provides. Thts sbould be evaluated agsimst the
flax1d{lity provided by the participatiag pelicy.
share divideads — gud therefere, actual cescs —

way be respousive te imvestment aad {aflatioan tresds,
end chenges ia ths sverage life span of pelicybeldars.

Vet are Cost Indaxas?

1a erdar to compars the cost of peliciss, peu need to
leck ag1

1. Premiums

2. Cask Valess

3. Dividesds

Cost iadazas uwes oue oT mere of thase facters to give
7oe a couvenieat way t¢ cempars valative cests of
sistlar policies. Vhea ywu compare cests, ea adjuar~
Samt mist be neda to taks imte acceumt that monay ia
paid and Tocoived at differeat times. It is eeg
enough te just add wp the premiums you will pay amd
subtrect the cash values and divideads you axpect t»
gt back. Iadex figures tals care of the arithmetcic
for you. Instaad of baviag te aidd, sudtract, mmlei-

Ply asd divide many sambers Yoursalf, yeou just
conpare the indax sumbers which you cam geot from life
iseuranca agents and companies; ’

The Basic Cost Iadax

This iadax takes fato eccoumt cash valuas, as wall as
premiums, dividends, and the velae of soasy evar Cims,
It 18 called the surrender cost fmdax becsuse 1t
CORPATES COSTS a¢ 1f ‘aC sems future peint ia time

you vere te surrsnder the pelicy amd taks its cash
valme.
. N .
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vgsauggbﬂsngnaﬁua
IN WISCOMSIN, HE O SHY MUST PROVIDE YOU WITM THX
gggsnnnganggﬁbﬂs
AND 20 YEARS. 70 SEZ BON THAT POLICT RANKS, YOU
SBOULD THEX COMPAXE TMAT FICURXZ WITE THOSK FOR
SDULAR POLICIES FRON OTHER COMPANIES.

Sov Do 1 Use This Cost Indax?

The moat importast thing te remembar wvben usiang tha
surrender coet fsdex is that, based upos the
assunptions of the imdex, a smaller sunber is
gessrally & better buy them a comparabdle policy with
& larger iadex aumbar.

. Te ses bov this wvorks, let's leck st as azemple. Oum

the maxt page thers 1s & table givisg 1lluitrations
of the range of surrender cost iad for feur
commonly sold pelicies, both participatiag  (“par™)
and mow-participatiag (Tuomn—par®). (The figuree
gives are for females: the male figures would be
gesarally a lictle higher.) The graph balov waes
oas set of figures from the table: 20 year surresder
cost isdaxes for $15,000 sou-participitiag whale
1ife policies seld te females at ages 25, 35 and 4S.

asggug EEu
~20 Year Surracder Cost Isdex
Temale Nou-participatisg Whole Life $25,000

o3 23.77

The purpose of the greph 1s to 1lluatrats the wide
Tange of coet differences om just ens life imsurasce
pelicy. Te emphasize the importamce of comparative
shoppiag, 1t may be usaful to give that range of
cost {ndaxas a wore cemcrete mesmiag. UOsiag tbe
assouptions of the surremdar cest fadex calculaciem,
the mosey saved batween the lewast cest pelicy (A)
and the highest cost policy (B), Lf purchesed at age
25 and surresdered at age 45, would be apprexzimstely
$2,900; 1f ths policy were purchased at age IS and
surreadered at -age 35, the saviags would be
spproximacaly $4,300.
[ ]
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The renges of susTemder ceat {andezas shovn ou the

LIFE INSURASCE CONY COWARISCNS table omly apply te ths particular policies and agas
Servontar Cost lodes - Famale givesn. The assiest way to fiad out 1f the particular
pelicy you are cosaideriag 1s lev eor high 1s te call

Poltey .:“ doe B Ao 33 Age &3 wp a ber of cowpetimg cowpaniea amd ask for ths

_free Sise Volees 10 Tr 20 T¥r JO ¥r 20y 107Vr 20 ¥y 10 and 20 year surrander coet index figures (at your

" aga) fer their comparable policy — or look up these
80 2.0 3.31 48] 6.0 8.
:::. o= ::A :.u $.11 6.33 6.9 10,04 11.80 figures ia the library. 4s you do this, you should
PIen 676 6.30 8.7V 839 11.37 110 also keep in mind tbe follovimg rules:
Mgt M6 1443 18,87 19.12 26,89 O.93 )
Y TI } L gt ) B 79 TN VT 3 BN I AT 97 "2 % -\ 1. Cost comparisons should ealy be msde betwean
I ".:;.' ¢ 25ea ¢.08 3.7 3.03 3.30 4.37 9.97 similar plams of life imsurescs. S$Siailar plass sre
! - P2 YT W L) ;-: ‘:-: ‘;: g;: ::i; thoss which provide essemtislly the ssme bastic
. e b T - ) ) h - banafits and require premium payments for appreximete—

Termoe 115,000 Lev 1.1 2.: ‘f._“ ’1.1”1 1’3‘! “!.l”! 1y the sama pariod of tima. Tha closer policies arxe
21 [JE N B o . . .

”:: Tl ey s e e 1w to being 1dentical, the more raliable the cost
Bigh 6.1 733 7.3) 16.24 2624 17.80 comparisom will ba.
= 7 TR PSR M FC B 6 ) B ) .

Tornos I8 ;:‘ I e 33 b a1 e : Coupare imdex aumbars ealy for the kisd ef policy
T3ch A% 4.3 488 6.7 .0 116 or youxr age and for the amoumt you fntend te bwy.
agh  3.33 .00 7.03 13.%4 13.74 12,64 Siace uo osea company offers the lovest cost fer all

typee of insursnce at all ages and for all amousts
of imsuranca, it is importsmt that you get the

Veele 010,000 Llow 1. K t.: I.A: ;.u :.« indexes for the actual policy, age sad amouat which
2%ca 460 303 3. 13 7.8 V.10

Late Toer 441 3.3 1.0 679 1134 10.6s you imtend to buy.
figh 12,30 33.38 1.7  14.6) 11.€7 2438

3. Small 4ifferemces ia index mumbars could o offset
wale 1,565 I!:. :-; '-”: E:: ,-;:—fg :-ﬁ by other policy features, er differeoces fa the
g ue Toeh 33 I3 6.4 3.3 1037 B.32 qualicy of sarvice you may expect frow thn conpany
g Bigh I2.10 11,30 13.7¢ 4.6 221.07 .M or its agent.
: L4
. o - R 4.8 c

Terw®e 133,000 :':. :‘_: j,‘:; ;‘:.’ :.2 ;: 10,00 4. Is axy event, You ¥ill aeed othar fanformaticos ea
Ih 334 3,97 A 621 3.9 13113 which te base your purchase decisiou. Be mure ysu
ue T4 137 WD 2646 12.32 ULLY can afford the premiums, sod that you uaderstand the

g LT~ V=2 W TSR IS ET U T VUM YN 96 policy‘s cash values, dividends aad death banafizs.
s 1.63 1.83 3.M 468 670 M Tou sbhould alse maks 2 judgmeut ou bov wall the life
3 3.3 34 AW 382 S 11 insurance cowpany er agaat will provide servics i

- - B .
Gas T4 GAT L L. 1e 7. the future to you as & policyholdas.
® The figeres ia ths talla are for 1llsmtrative pucpesss oaly. : . - - )
N:-‘h- with low taden -':N," -y ‘:._‘1-,7' "‘::ml‘ $S. This life insuranca cest fadex is set designed for
) 9 bucamen adarvrit Teetrict: . Sarvesbat 5 P .

St aets bas b taiem from taferetise surplisd by foaw the purposs of detarmiaing wbethar you should drwp

empanics e palicSes seld ta Wiecemsia. The ilaterast semmpcion a policy you have already owvaed for swvhile, ia favor

wed 1o cenputisg eufTweder enet ledm dets is Flocessis is 31, of a sov ems. 1f such & replacemsat 1s suggested,

AL celets are po 01,00 foss o yeou should ask for information frem the compsay which

SurTender ssat fedem fignres for perticipating paliziew arv heeed issued tha eld policy beferw you taks sctica.

a lestrated dividends, which ore aaitinw guarentasd, ey o .

’ tilons of vt actmal dividesde payuble ta the futmre will he.

:’--v-ru- of parvicipating peliziae Ls gemeral evar the past Other Usafal Cost lndexss

X yasrs hes ham to cnsend $0w dividenmis fllumsxvedted at the Giee

of eale 1a addition to tha surrendar cost ipdex, axperts em

racarning the “rmpe of value®: “lov” amms thet ws pelicy wmmmg ismyrance have devaloped ethar cost indexss which

theas aurveret bad ¢ loumr laien. “I1300° aseme thet I3 of all way be balpfal im cempariag varicas life ifasurmacs

!;u-‘:- e=rveyad :; - ladan ayval W ov "":-““ S . ~ products. -lssurers which provide these imdax figurss

e e e e forflpponihpendil must do so is accordamcs with staidsrds set by tha

had mn Leden grecser thes thmt shewa. . u—rm.c—zum

o veriaed Muu - h. - 17, - Life lasurance Bet Payment Isdex.

00 3 year Temewmlis and eumeartihie. This {ndax doas mot taka iats sccoust the caak
: survendsy valuos (and termisal dividends, 1f sxy) .
R that wouwld be avsilable o you 1f you surrandered
¢ & & & & o @ the policy at the eud of tbe pariod beiag messured

by ths iodex. IC 1s wseful 1f your mafm comcers is
the sverage anvasl eut—wf-pocket expense Lo you
(premives less dividends, {f any) ever a period of
tima, such ae 10 or 20 years, ignorisg the policy's
cash surrander valoe build—wp. Usderstood withis
this frsmevork a lowver index generally imdicates
a lower eut-of-pockst axpense.

10
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The Lquivaleat level Anoual Dividesd. Tbis

figure shows tha part dividends play ia determiming
the surresder cost indax or the meC paymeal cest
index of a participating policy. )

Averags Amoual Rate of Raturs Indax. This index
gives am apprexinatios of the rate of returs om the
cash valos elemant of a whole 1ife policy. Becsuse
1¢ does wot lead to & sigaificamtly different rankiag
of policise from the surrender coet {odex, insurers
are mot curTently required te previde this {nforme-
tion te consumers. DBut if eay agest or compamy
attempts to eall you & whole 1ife policy by emphasis-
iag its iovestmamt or asvings element, you should ask
to ses 1ts 10 and 20 yaar rate of returm, using this
index, so that yow can compars the policy's "ylald"
with the after tax returm of alternste, “safe”
investmeate (such as the iaterest you would esarm om
your mosey is s esvings institution). Usder most
circumstances, life insureance should mot be ~old or
purchased as sz izmvestmeant. The rate of returm
iadex provides you vith i{mportant i{nformatiosm
secessary to make this determination for yoursalf.

1

IMPORTANT THINGS YO KXEP IN MIED

1. BOY ONKLY VEAT YOU CAN AYTORD. 1f you drop yeur
whols 11fe pelicy withim the firet 10 yesrs because
the premiume turm out to be more thea you can affexd,
you will lose a ssbstantial smouat of the momey you
bhave paid 1a. )

2. GROUP IMSURANCE. If you have access to geed
grosp term lasureacs, taks advantage of 1t.

3. TRY NMOT TO LIAVE YOURSFLY UMDERIXSURID. Ramem—
bar, during your younger years, vhen your peeds are
generally greatest, term insurence may provide yes
with saay times ss such insursncs protecticn for yeur
proaium dollars as wvhole life er endoveemt.

4. 5BOP AROOMD. Many people think all policies cest
sbout the same. Thay dem't. Bafors you buy a life
iasurance policy, always check to ses 1f 1t bhas &
lov surreader cost indax. To determiss whether a
policy is high, medium or low cost, compared teo’ other
etimilar policies available im Wisconsia, check the
1ife imsureace cost comparisca imforsatioa on {ile
et your lecal public libraxy; eall up competimg
conpaniss aad get their policy coete and indexss; or,

1 you weed furtber sssistamce, cootact the Wisceasim

Iasurance Cesmiseiesar's Office.

S. OCOMPARE POLICIES, MOT CONPANIKS. Policyholders
should look st tbe fodaxes for the particular policy
which they intend to purchase. Companiss vary amd
the company with the-lowest indexes for ouse policy
will mot necessarily have the lowest iadexes for
all policies. -

6. LEASSESS YOUR LIFX INSURAMCI NKEDS m‘.
Your l1fa lasurance saeds will cbhange as the samber
of your depemdents sad your imcems changes.

7. SHOP POR A GOOD ACKNT AS WILL 43 A COOD POLICY.
You can't over satimate the value of aa bonest, wall-
infermed agemet. laaxperisnced agents sftum lack
detafled kmowledgs ab thaix paay's prodacts

and dou't realisze that the costs of similar policies
d1ffer markedly frem company te compsuy- Ia additiea,
becsuss sgemt cowmissices are tied te premisa size,
thara 1is soma incentive fer umprefessiocnal agemts te
sall bighar cost preducts vhars they mey wet ba
appropriste. BSe shop aroumd. Talk to twe or three
ageats includiag egents who Tepresent sevaral
companiss. Compare tha advice each ocoa gives youw
aad the indexas ¢f the policias each ome recowmamds.

12
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8. BK VERY CARKFUL ABOUT SWITCMINC OR REFLACING LIFX
INSURANCK POLICIZES. Somatimes an axpessive vhole 1life
ot sadowmeat policy may be providiag yew with lictls
protection for the wouey you spend — aad s ewitch
to wuch higher level ef term pretectioca fer the same
smount of money may maks sause. In other cases,
switching policies may be s mistsks dbecause you

will bave to pay the heavy first year expeases agaia,
and will lose certais rights yeu have under the old
pelicy.

9. LIFX INSURANCE MAY 3K ONX OF TEX MOST SIQUIVICART
PURCHASES YOU CAN MALEZ FOR YOUR FANILY IN A LIFX
TIME. 1If you are buyiag 1ife imsurance as “sa
investasrat,” be sure to cbeck its rate of retura.

" It's definitaly worth your time (asd mosey) ts read

wp oa life insurance snd compare relative valws
befors you make a purchase.

Rk DEMRER: O®{PARISOM SHOPPIMC SAVES MOMEY. ANY TIMX
WHICR IS SPENT INFOKMING YOURSYLY ABOUT THK DIFFIRENT
TYPES OF LIFE INSURANCE POLICIES AVAILABLY — AS VILL
AS COMPARING THE COSTS OF THESIZ POLICIXS — WILL BX
WELL WORTH IT, IF YOU WNKED FURTHER ASSISTANCE, YOU
MAY UANT TO COWSULT YOUR LOCAL LIRRARY WHICH SHOULD
HAVE CURRENT INFORMATION ON COMPARATIVX LIFX
INSURANCE PRICIS AND INDIXXS.

A STATE-WIDE TOLL-FREE “WISCONSIN LIFE INSURANCE COST
DISCLOSURE INPORMATION LINE®™ WILL BE IN OPERATION
THROUGHOUT 1979. THE NUMBER IS: 1-800-362-8380.

1£f you camaot get tha answers you seed from the sgeat
o compaay, or 1f you have a specific ceaplaiat,
coutact .
Tha Office of the Commissioner of Iasuraace
123 West Vashington Aveama
Madison, Wiscomsia 53702

(608 266-0103 (1f ia Milweukee, call 224-2923)
. 13
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Dated at Madisoa, Wisconsis, this 13th day ef
March, 197%.

Rl

Richard J. Kai
Deputy Commiss(bsar of Insuraace
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