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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.~egu1ations on the maximum interest rates that banks and 

savings ~nd loan associations may pay, savers who"havi less than 

$10,000 to invest have often had to 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 

sufficient to cover the current rate of inflation. Through 

a variety of exemptions and financial innovations, large savers 

have been able to obtain access to the ope~ mark~t rates from 

which small savers have been excluded by deposit rate ceilings. 

One economist has put the loss in interest earnings at over 

$8 billion on passbook savings accounts at commercial banks, 

savings banks and S&L's in 1978 alone. 2 Based on similar findings, 

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

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 weal"th, II if the government does not end the system of 

~ deposit rate ceilings. 3 

f 
f" . 1 
f 

2 

3 

e House 
1st Sess. 

~ the testimony of Professor Edward Kane, ide 

1979 Hearings, supra n. 1. Mr. Gnaizda puts the loss 
at over $17 billion. 
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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 saving's he.ld by the 

ordlnary life insurance indus~ry amounted to approximately $140 

billion. 4 This amount is roughly equal t~ the total of all, 

passbook savin9s accounts held by the savings and loan industr~ 5 

A major portion of this 'report will be devoted to an examination 

of consumer savings through life insuranc'e. The 1 ife 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 policies. ,This report will examine 

the rates of return being paid by the life insurance industry 

to the 45 to 50 million households that save through life insurance. 

Among the important find ings of this repor tare: 

4 

5 

6 

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

all ordinary life insurance policyholders in 1977 was 

between one and two percent;6 

~ pages 11-12, infra. 

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

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, II-8, infra. 
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2. The rate of return on new policies is, in many instances, 

substantially " below alternatives readily available 

in the market place; 

3. A significant number of holders of old policies are 

locked into a low-yield, . fixed-dollar i~ves~ment 

unsuited to cope with c~rrent inflation; 

4. There are sev~re, but unannounced, penalties for early 

withdrawal of savings through life insurance policies. 

Unlike the withdrawal penalties mandated by Federal 

deposit regulations, the penalties imposed by life 
! 

insurance companies do not merely reduce the return 

earned on_ the principal: they often reduce and sometimes 

even eliminate the principal itself. The consumer loss 

resulting from first-year lapse alone exceeds 200 

million dollars a year. Just to break even, many 

policies bought in 1977 will have to be held 

until 1987. 

5. Price competition is so ineffective in the life insurance 

industry that companies paying 20-year rates of return 

of 2 percent or less compete successfully against com­

panie~ that pay 4 t06 percent. This disparity should 

be contrasted with the banking industry, where differences 

of a quarter of a percent are considered to be compe-

titive1y crucial. 

There are important differences between saving through 

life insurance and saving through the banking industry. In 

particular, the income geherated through a life insurance policy 

3 



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 ev'en compared to· current pas::;book rates off~red '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 insurance are in many 

instances far worse off. Indeed, life insurance savers would­

gain substantially if they were at least,put on an equal footing 

with the current low deposit rate ceilings ~f banks and S&L'S. 

These problems led to this investigation of the life insurance 

industry. The investigation examined the magnitud'e 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: (I) An overview 

of the industry and an analysis of its role as a savings medium; 

(2) An analysis of consumer problems in the life insurance 

industry; (3) A description of some of the reasons for these 

problems; (4) A recommended syste~ of life insurance cost dis­

closure which we believe is a prerequisite to any meaningful 

7 See pages 18-19, infra. 
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RATES OF RETURN ON VARIOUS INVESTMENTS -- 1977 

PERCENT RETURN ·5 ·4 ·2 ·3 • 1 2 3 4 5 6 7 8 9 

< MINUS ~". TO MINUS 19". J I CASH VALUE LIFE INSURANCE HELD FOR 5 YEARS 

MINUS 4". TO PLUS 2". ASH VALUE LIFE INSURANCE HELD FOR 10 YEARS 

CASH VALUE LIFE INSURANCE HELD FOR 20 YEARS I [ 2% TO 4.5". 

STATE AND LOCAL GOVE~NMENT BONDS (Aaa) II 5.2". 

PASS BOOK SAVINGS DEPOSITS II 5.25". 

STATE AND LO.CAL GOVERNMENT BONDS (Baa) II 6.12% 
~--------------------------~ 

U. S. TREASURY BONDS I 6.99". TO 7.67". I 
SAVINGS CERTIFICATE OF DEPOSITS I 5.75% TO 7.75". I 

CORPORATE BONDS (Aaa) I 8.02". 
~--------------------------------~ 

CORPORA TE BONDS (Baa) I 8.97',-. 

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 



price competition in the life insurance industry. 

I. THE LIFE INSURANCE INDUSTRY AND ITS SERVICES 

A. Description of the Industry 

The.life insurance industry is. a large and important part 

of our economy. The total income of domestic life .insurance 

companies in 1977 was $98 billion. 8 While 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 fn that year and more than twice as large as 

the total income of the entire farm population of the United 

States. 9 

The life insur~nce industry directly affects most families 

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

of the United States and over 90 pe~cent of all husband and wife 

families own some form of life insurance. lO In 1977, Americans 

purchased $367 billion of additional life insurance coverage 

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

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

and had approxi~~tely $37,000 insurance in force. 12 

8 

9 

10 

11 

12 

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

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

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

1£. at 7. 

Id. at 7 and 56. This figure includes employer contributions 
(Footnote Continued) 
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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 paid by mail rather than, collected 

by an agent. 13 In 1977 Americans paid $24.2 billion in premiums 

for 140 million ordinary life insurance policies. This expenditure 

represented 1.9 percent of all personal income. 14 In return 

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 industry's two basic 

policies: -term" policies (which provide only insurance protection) 

and ·cash value" policies (which provide both insurance protection 

and a form of savings). The following section describes these 

two basic types of policies. lS 

12 

13 

14 

15 

(Footnote Continued) 

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

Besides ordinary life insurance, the other majotproducts 
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. 

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

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 policies 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 anticipat~d future cost 

(Footnote Continued) 
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B. Basic Types of .Life Insurance Policies 

1. Term Insurance 

S imply stated, ter·m insur ance provides solely death protec-

tion for a fixed period of time su~h as 1, 5, or 10 ye~rs 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 iflsurance 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. 16 When the insured is young, tez;m insurance 

is relatively inexpensive and provides the largest immediate 

death protection for the premium dollar. However, the premiums 

15 

16 

(Footnote Continued) 

of the policy~Dividends paid reflect the company's actual 
C?sts. See- generally J. Belth, "DistribUtion of SW:plus to Irrlividual 
Life Insurance Policyoolders," 45 Journal- of Risk arrl Insurance 7 
(1978) • 

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 

impo·rt:ant type is IIwhole life" ~r "permanent life" insurance. 

Whole life insurance policies remain in force as long as the 

premiums are paid. They differ from term policies in three 

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

are initially much higher than for term insurance for the same 

amount of insur~nce 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 ye·ars of the policy the premiums are 

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

17 

18 

In_ addition to whole life insurance, many other policies 
on the market __ combine savings and protection in variQus 
degrees. __ Examples include "life paid up at 65," 1120-pay 
life," and "endowment policies. 1I "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. 

A 3_5-year old 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. 

8 
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Part of these "overpayments" made in the early years of a whole 

life 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 reserve serves as the basis for a policy's- cash values. 

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

19 
and is specified in the contract. While alive, the policyholder 

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 cas~ value. 

A whole life policy can be viewed as a combination of an 

increasing savings element <-cash value) and a decreasing amount 

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

value of the policy increases the actual amount of death protection 

being purchased decreases correspondingly--the sum of the 

cash value and the death proteqtion always equals the 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 thus the cost of 

pure death protec~~on increases each year, the cash value reduces 

the amount of death protection that must, in effect, be purchased. 

19 

Although the description of whole life insurance as a 

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 savings and 

protection components is improper and that the life insurance 

contract must be viewed as an"undifferentiated whole. They 

argue that the purchase of a whole life policy should be viewed as 

simply buying . insurance protection on the level-premium "installment' 

plan. Acc9rding to ~his 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 

(~ash value) is described as an "incidental"-by-product of ~he 

level premium method of paying for insurance. 2l 

It is true that the policy's savirigs element is a by-product 

of the level premium method of paying for insurance However, 

it can hardly be said to be "incidental". 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 

21 

22 

~, ~, S S. Huebner & K. Black, Life Insurance 7 
(1976) • 

This argument is discussed in detail at pages 113-120, infra. 

See J. Belth Life Insurance - A Consumer's Hand Book, 
1"9-50, (1973 ). 
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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 

Sales of cash value insurance policies, in conjunction 

with sales of annuities, make the insurance industry oile of 

the country I s major sav ings institutions. 2·3 Assets of domestic 

t- life insurance companies totaled more than $350 billion at the 

end of 1977. 24 ~ recent years, life insurance companies have 

accounted for about 20 percent of the growth. in all personal 

savings. 25 As a repository of personal savings, the life insurance 

industry has ranked second only to savings and loan associations 

among private savings institutions. 26 

Individual savings through ordinary cash value insurance 

represent a significant part of the total consumer savings deposited 

with the life insurance industry.27 Although the life insurance 

23 

24 

25 

26 

27 

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. ~ash 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 p~~chased in 1975. Life Insurance Marketing And 
Research Associa~ion CLIMRA1, 1975 Buyers Study at 19. 

Pact-Book, supra n. 8, at 69. 

G. Bishop, Capital Pormation Through Life Insurance, 
91 (1976). 

Id. at 87. 

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 number can be estimated. 

In 1977, it totaled approximately S141 billion or over Sl,OOO 

for.~ach of the 139 million ordinary li~e insuianc~ policies 

in f~rce.28 

An indication of the relative importance of savings versus 

protection in ordinary life insurance can be seen by comparing 

it to group term insurance. In 1977, the two lines provided 

roughly equal amounts of death protection. 29 Death claims 

paid on ordinaxy life policies amounted to S4.9 billion versus 

S4.8 billion on group contracts. 30 Yet the public paid over 

S24 billion in premiums for its ordinary life insurance coverage 

compared to less than S7 billion for its group coverage. 3l 

There are t.wo major reasons for this immense difference. First. 

the ordinary line ~s 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 

29 

30 

31 

32 

.Consumer sa~ings consist of ordinary lif~ casb values 
and accumulated dividends left with the companies at interest. 
For details of this calculation see Appendix II. 

Ordinary life insurance in force amounted to Sl,289 billion, 
compared to Sl,l15 billion for group. Fact Book, supra 
n. 8, at 18. 

Id at 41. 

Id. at 57. 

For example in 1975, commi~sion costs were about Sl.97 per 
thousand of coverage on ordinary policies versus 12 cents 

(Footnote Continued) 
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The following tables show the relative importance of 

ordinary life insurance as a savings institution and as a pro-

vider of death protection. Table I-IA is a summary of the total 

cash flows and the increase in consumer savings in the ordinary 

life insurance line in 1977. Table I-IS contains the same infor­
. 33 

mation broken down by insured household. 

These tables ·show how much money flowed from policyholders 

(directly and indirectly) in~o the industry. The money flowing 

into the industry consists of premiums and the investment earnings 

from consumer savings through ordinary cash value insurance. 34 . 
The tables also show how much money flowed back from the companies 

to policyholders in the form of benefits. Finally, the tables 

show a breakdown of the money remaining with the companies bioken 

out by the amount used to increase polic-yholde.rs' savings and 

the amount retained for expenses and profits. 

32 

33 

34 

(Footnote 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. 

The numbers in Table I-lB 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. 

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 re·serves as funds indirectly contr ibuted 
by policyholders. 
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The overwhelming importance of the saving element of ordinary 

cash 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 qeath benefits • 

• The death benefits paid are only slightly larger than the dividends 

paid and are much smaller than either the wit~drawals from savings 

or the buildup of s~vings. From the perspective of the individual 

household, an average of $525 was paid in premiums and only 

$107_was-Ieceived back in death benefits. This comparison excludes 

an . .:addi.·tional indirect contribution. of .$212· per household der.ived 

from investment income. 

Tabl'e 1-2 is a breakdown showing approximately how policyholder-

provided income (premiums plus investment income) is used in 

ordinary insurance. Table 1-2 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 percent. 

14.5% 

EXPF.NSES 
AND 

PROfiTS 
30.6% 

SAVINGS 
(BUILDUP AND WITHDRAWALS I 

54.9% 

35 Table 1-2 is based upon the data contained in Table 1-lA. 
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IXMOUNTS CONTRIBUTED BY 
POLICYHOLDER 

Premiums $24.161 

Investment 
Income $9.755 

TOTAL $33.916 

TABLE I lA 

TOTAL CASH FLOWS BETWEEN POLICYHOLDERS 
AND LIFE INSURANCE COMPANIES IN 1977 

(Amounts in bill ions of dollars) 

" $33.916 
Cash flow from 

policyholders tc 

companies 
" 

AMOUNT RETAINED BY 
COMPANIES 

SOURCE: FEDERAL TRADE COMMISSION 

AMOUNTS OF BENEFITS 
PAID 

Total Benefits 
Paid $15.659' 

*/ The source of the information in Table I - lA is set forth in Appendix II. - ~~ ~. 
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TABLE I - IB 

AVERAGE CASH FLOWS BETWEEN POLICY HOLDERS 
AND LIFE INSURANCE COMPANIES 

AMOUNTS CONTRIBUTED BY 
POLICY HOLDER 

Premiums 

'nvestment 
Income 

TOTAL 

$525 

$212 

$737 

BY INSURED HOUSEHOLD IN 1977 

(Amounts in dollars) 

AMOUNT RETAINED BY 
COMPANIES 

Increase In 

policyholder 

savings .171 

Expenses and. 
Profit $226 

$737 
Cash flow from 

$340 ~ 
Cash flow from 

policyholders I TOTAL $397 
to companies .. _____________________________________ _ 

I 
I , , 
I 
I 

I 
I , 
! --------------------------------------_. 

companies to 
policyholders 

SOURCE: FEDERAL TRADE COMMISSION 

/ 

AMOUNTS OF BENEFITS 
PAID r---------------------------------I 

I I , , 

I I 
I ! 
I I 
I ' , : 
I I , , , , , , 
I I 

I 
Death Benefits $1071 

I 

Savings Withdrawals 
Dividends $102 
Surrender' 

Values. $85 
Supplemental 

Contracts $23 
Matured 

EndowmentS $19 
Other $4 

T5fiil 
WI'IiBFawarl $'233 

TOTAL BENEFITS 
PAID $340 
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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 rece i ves, both- prov ides insur ance -protection 

and serves as a savings medium. By subtracting the portion 

of the total premium that goes to provide insurance protection 

it is possible to' compute the a"verage 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 ~s a bank. The general formula for 

calculating rate of return is set forth below: 

r = savings at the end of the year -1 
savings at beginning of the year + deposits - wlthdrawals 

Using this formula, the average industrywide rate of return 

paid ordinary policyholders in 1977 can be. calculated. Total 

consumer savings in ordinary' life insurance were S137.032 billion 

at the beginning of 1977 and S140.910 billion at the end. 36 

~he withdrawals from savings were paid as dividends, surrender 

values, supplemental contracts, matured endowments and other 

miscellaneous benefits and totaled SlO.7 billion. 37 In 1977, 

$24.161 billion was paid in premiums. Part of the total premiums 

can be allocated to the industry's cost of providihg death protec-

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

36 

37 

See Appendix II. 

See Table I-lA. 
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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 d~ath benefits 

actua'lly paid. For purposes of .this calculation we used a mul ti-

plier of 1.5. That is, people pay $1.50 in premiums to get back 

$1.00 in death benefits. 38 Applying this 1.5 multiplier to all 

death benefits paid in 1977, the amount of premium dollars needed 

to provide death protection is $7.364 billion: 
r 

Death bene~its paid in 1977 

Premiums needed to provide 
death protection 

$4.909 billion 
; X 1.5 

$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 
Cost of Pure Insurance 

,Deposit to Savings 

$24.161 billion 
7.364 billion 

$16.797 billion 

Table 1-3 illustrates the rate of return calculation for 1977 

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

38A 1.5 1l\1rl.tiplier-, . .1:; ~'same .as a _6-6..,6 percent ~oss ratio. This 
means thatfOI; ~ each $1. OO·,inl?r~iumsti>~id thecoml?anyreturns 66.6 
cents in benefits. The industrywide ratio of benefits to premiums 
for all business in 1977 was 79 percent. Fact Book, 
supra, n. 8, at 62. The higher the loss rat10 assumed, the 
lower the rate of return. The rate of return assuming 
different loss ratios 15 set forth in Table I-4, infra. 
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56.6 
wns 

'!'ab1e 1-3 

Rate of Return Paid by Life Insurance Companies to Ordinary 

Policyholders in 1977 39 

Savings at end of 1977 

Savings at end of 1976 

Depos it: Premiums 
less (1.5) X Death Benefits (4.908) 

Withdrawals: Dividends 
Surrender Values 
Suppl~ental Contracts 
Matured Endowments 
Other 

Deposit less withdrawals 

r = Savings end of 1977 
Sav1ngs end ·of 1976 plus Deposit less 

Sl"0.910 billion 

S133.032 billion 

S 24.161 billion 
7.364 billion 

$ 16.797 billion 

$ 4.671 billion 
3.964 
1.059 

.894 
-.163 

$ 10.751 billion 

.$ 6.046 billion 

-1 
Withdraw.ls 

= 140.910 - 1 = 140.910 - 1 - 1.013 -lor r - 1.3 percent 
133.032 + 6.046 139.078 

The industrywide rate of return depends upon the amount 

of the total premium dollars that are allocated to providing 

death protection. The dollars allocated to insurance depenQ 

upon the loss ratio assumed. Table 1-4 shows the rate of ret~rn 

using both a 66.6 percent and other 10~s rati05 for the years 

1970, 1,975 and 1977. 

39. For the sources of these figures see Table I~lA, supra and Appendix 
ll. '!he rates of retum in Tables I-3 and I-4 do not take into account 
ooe of the inpJrtant SpeCial fea~s of cash valre-contracts, n~ly, 
the right to bon:::ow against the cash value at a rate of interest speci­
fied in the policy. The calculations in the text are concerned with 
what the indust:J:y pays and treat policy loans as a separate transaction 
for reasons that are discussed in Appendix III. Nevertheless, the poliCY 
loan provision is of a:>nsiderable value to those policyholders who can 
borrow funds at 5 or 6 r:ercent, when their alternative would be at 10 or 
12 percent. It is difficult to quantify this benefit since we have no 
infonnation an the alternative rates of interest that the borrowers y..ould 
have had to pay and because we ~uld 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% (1.2.65S) 66-2/3% (1. 5) 60% (1.66) 

1970 -1% -0.15% 0.46% 

1975 0.03% 0.S6% 1. 45% 

1977 1.2% 1.3% 1.S5% 

Table I-4 shows that, depending upon the loss ratio assumed, 

the average rate of return paid to ordinary policyholders in 

1977 ranged from L 2 to 1. S5 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 pr,oblems discussed in 

the next part oJ this report.: low average rates ·of return 

paid on individual policies~ great variability in the rates 

of return paid on policies, negative rates of return when early 

lapsation occurs, and extremely low rates of return paid to 

policyholders who purchased their policies many years ago when 

inflation 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 done by comparing the amount of savings that would have 

been available if the industry had paid a competitive tax-free 

r~te of return on policyholder's savings rather than the 

approximatelYl.3 percent it actually paid. A reasonable 

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

(see page 31, infra). If 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 

instead of $140.910, a difference. of over $3.7 billion in 1977 

alone. 40 

It is important to note that the available evidence does 

not indicate that life insurance companies are earning massive 

profits on the difference between their return on investments 

and what they pa~ policyholders. In 1977, life insurance companies 

earned an average of 6.9 percent on their investments before Federal 

taxes,4l while they 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 differential 

is absorbed by high home office expenses, sales commissions 

to agents, and Federal and state taxes. 42 

40 

41 

42 

The difference in 1977 would be substantially greater if 
the ind~stry 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. 

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

A recent study of the 'profitability of capit,l stock life 
insurance companies found that their rates of return. on 
riet worth we~e higher than that· of other seivice industries, 
such as banking and real estate, but lower tha~l 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 really matter to consumers who purchase cash 

value insurance whether the low average rate of return paid 

ordinary policyholders is due to excess profit of companies, 

hig~_expenses, or the cost of supporting an extensive agency 

system. What is important is that 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 p~oblems 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: 
l;mplications 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 companie"s is contained in Appendix 
I. 

20 



7 

II 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 inappropriate 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. l As one commentator recently 

observed: 

1 

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 
Corom. on Interstate and Foreign Commerce, Report on Life 
Insurance Marketing and Cost Disclosure 95th Cong., 2d Sess. 
3 (1978f-[hereinafter cited as Moss Subcommittee Report]. As 
part of its findings and conclusions, the subcommittee 
stated: . 

[t]he 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 .ffect ~nd 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. 
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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. 2 

. -
T'o' indicate the magnitude of the problem created by the failure 

of 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 percentage of these premium dollars 

. were spent on whole life or cash value insurance. This type of 

insurance is often sold as a convenient way to combine insurance 

with a plan to save for retirement or other purpOses. This du~l 

function of the cash value contract is often stressed during 

the sales presentation and in industry advertisements. 3 Indeed, 

2 

3 

Hearings on Life InsuranceMarketin~ and Cost Disclosure 
Be£ore.the Subcomm. on Overslght an Investlgatlons of the 
House Comm. on Interstate- and Foreign Commerce ,95th Cong., 
2d Sess. 542 (1978) (Statement of National Consumers League) 
{hereinafter cited as Moss·Subcomrnittee Hearings]. 

A typical e~ample is coritained 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 cash 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 Contiriued) 
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it is the savings element of the cash 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: 

[L1ife 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 o~ 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 
provid& future family and personal income is 
the institution of life insurance. 4 

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 savings ~r investment. Due to this alarming 

dearth of information, the life insurance purchase~ buys a pro­

tection and retirement savings plan on. the faith that ~n agent 

will sele~t an appropriate policy for his or her needs. As 

we demonstrate below this faith is often misplaced. Moreover, 

3 

4 

(Footnote Continued) 

other income and resources for your retirement 
years. 

Moss Subcommittee Bearings, supra n. 2, at 766,759. 

Occidental Life Insurance Company of California, An Intro­
duction to Life Insurance (agents' training manual> 3-3 
(1970). 
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the consumer is confronted by a market that has an industrywide 

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

extreme variations in costs that could result in the individual 

. lOping thousands of dollars in lost savings and unnecessary 

pre-mium payments. The life i.nsurance industry in its role as 

"the best of all trustees" pays in many instances an individual 

rate of return that is 4 to 5 percent below alternatives readily 

available in the marketplace. Millions of consumers who have 

entrusted their retirement savings to this industry will find that 

the 2 to 4 p~rcent 20-year return on their cash value insurance 

policies will have been almost completely eroded by inflation. 

As we noted at the outset, we believe that the central 

problem is a lack of adequate and meaningful information. In 

our view, this problem manifests itself in four significant 

ways: 

A. The rate of return consumers receive on the savings 

component of cash value insurance is often very low. 

B. Conswners lose substantial amounts of money through 

termination of cash value policies within the first few 

years of purchase. 

C. The costs of similar life insurance policies vary 

widely. 

D. ConsUmers receive a small amount of protectio~ against 

premature death relative to the premiums they pay 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. 
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A. The Rate of Return Consumers Receive on the Savings 
Component of" Cash Value Insurance Policies is Often 
Very Low 

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

the sav.ings element of their whole ·life policies. " This prevents 

comparison shopping with other types of savings or investments; 

the potential for consumer loss can be staggering. For example 

a person w,ho 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 choice unknowingly 

faced by consumers .. 

The individual rate of return concept, used in this section, 

is similar to the holding period yield of a bond and provides 

a uniformmeana to compare alternative forms of savings and 

investments. 5 In essence, it is the average annu~l rate of 

return on a particular policy if it is held for a given number 

of Yt!ars. 6 This calculation"is based on the assumption that 

a cash value insurance product can be viewed as a combination 

of death protection and savings. To compute the average annual 

5 

6 

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

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 for that year from the premium 

(less any dividend); the remainder is the savings fund deposit. 7 

The rate of return, then, is the interest rate required to 

make these deposits, accumulated at interest, equal the cash 

value of the policy at the end of the per iod of years chosen 

for the computation. a 

1. Many~New 'Cash'Value'Policies 'EarnRelativelY'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-

7 

a 

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 ben'efit and 
the amount accumulated in the sav ings 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 c.ash value policy was $25,000, the amount of coverage 
which must be purchased is S15,000. 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 of return on new policies 

issued in 1973 and 1977. 9 It then compares these rates of return 
. -

with the higher rates available in.alternative savings media 

and shows the significance of the difference to the individual 

policyholder. 

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

policies issued in 1973 and 1977. 10 It shows that the 5-year 

9 

10 

In 1977, new policies accounted for $4.S biliion of the 
$24.2 billion paid in premiums. American Council of Life 
Insurance, Life Insurance Fact Book 59 (19781 [hereinafter 
cited as Fact Book]. 

Data for 1973 comes from information f~rnished by 197 life 
insurance companies to the Hart Antitrust and Monopoly Subcommittee. 
Each company submitted data on its three best selll.ng policies. 
349 of these policies were whole life and are represented 
in Tables II-I, II-7, and II-S. Sample sizes for various 
ages and sizes are as follows: 

ParticiEatins 

~lO,OOO $25,000 $100,000 

25 116 141 13S 
35 120 145 142 
45 120 145 142 
55 lIS 143 140 

25 
Non-ParticiEatins 

138 162 166 
35 136 162 166 
45 135 161 165 
55 135 161 165 

Data for 1977 comes from information furnished by 71 
l~rge 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 

10-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 year~ is discussed in Section IIfB).ll No matte~ 

wh~t 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 fo compare these rates to alternative forms of savings 

10 

11 

(Footnote Continued) 

Partici12ating 

$10,000 $25,000 $100,000 

25 77 88 95 
35 104 119 128 
45 74 85 92 
55 74 85 91 

Non-ParticiEating 

25 39 50 51 
35 39 51 52 
45 39 50 50 
55 39 50 49 

Some companies issued the same policy with 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. 

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. 12 Table 

II-2 shows the rate of return from both alternatives in 1973 and 

1977.· -Alternative tax exempt i~vestments range fr6m 1 to 3 

percent higher than the average 20-year 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-l 

Av~rage Rates of Return (Tax Free) on Whole Life Insurance Policies 
1973 and 1977 

1973 1977 

at Face Amt of If Policy is Dividend Nondividend Dividend Nondividenc: 
Issue Policy Held For 'Paying Paying Paying Paying 

25 

12 

13 

$ 10,000 5 ,years -12.04 -17.97 -12.28 -19.78 
1'0 years 0.51 -0.99 1.93 -1.25 
20 years 3.71 2.40 4.61 2.34 

The interest 
insurance is 
is cancelled 
in excess of 
income tax. 

buildup in the savings element of cash value 
not subject to tax as it accrues. If a policy 
and the cash value withdrawn, only the amount 
the total premiums paid is subject to federal 

The tax advantages of savings through life,insurance must 
be considered in comparing 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. In 1975, the latest year for which data 
is available, only approximately 1 percent of federal tax 
rettirns 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 3 marginal rate of 25 percent or less. Internal Revenue 
Service, Statistics ~f Inco~e, Individual Income Tax Returns 
105 (1975). 
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25,000 5 years -11.73 -18.29 -11.99 
10 years -0.16 -1.5'4 1.25 
20 years ·3.28 2.14 4.21 

100,000 5 years -12.59 -18.42 -12.25 
10 years -0.67 -1.78 0.96 
20 years 3.04 2.03 4.09 

35 10,000 5 years -9.73 -13 35 -8.43 
10 years 0.33 -1.03 1.74 
20 years 3.33 1.98 4.32 

25,000 5 years -9.39 -13.22 -8.36 
10 years -0.04 -1.20 1.43 
20 years 3.09 1.91 4.12 

100,000 5 years -9.99 -13.24 -8.53 
10 years -0.38 -1.30 1.28 
20 years 2.93 L.87 4.06 

45 10,00.0 5 years -10.04 -13.28 -9.84 
10 years -0.66 -2.24 0.63 
20 years 2.58 1.06 3.56 

25,000 5 years -9.48 -12.84 -9.13 
10 years -0.77 -2.16 0.68 
20 years 2.49 1.12 3.57 

100,000 5 years -9.90 -12.75 -9.08 
.10 years -1.00 -2.17 0.62 
20 years 2.40 1..14 3.57 

Table 11-2 

Rates Payable on Time and Savings Deposits and Bond Yields 
1973 and 1977 

Tax Exemot Subject to Tax 

30 

a 

-17. S1 
-0.61 

2.71 

-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 
-1.34 

1. 60 

-10.88 
-0.96 
1.82 
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3 
5 , 
1 
8 
4 

5 
4 
o 

8 
6 
2 

High Grade 
Municipals 

(Standard and 
poors) . --
State and 
Local Govt. 
Bonds (Aaa) 

State and 
Local 
Govt. 
Bonds (Baa) 

1973 

5.18% 5.56% 

4.99 5.20 

5.47 6.12 

Savings and Loan Associations 14 
(1973 and 1977) 

Savings deposit 5.25% 

Time deposits 

1 to 2 years 6.50% 
2-1/2 to 4 years 6.75% 
4 to 6 years 7.50% 
6 to 8 years 7.75% 

U. S. Treasury Bonds 

lill. 1977 

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 ~.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 stand 

to lose a- considerab~e amo~nt of money over the life of the pol­

icy. A difference in a rate of return of even 1 percent when 

compoiihdedov:e-r a long period o-ftime is extremely significant. 

Table lI-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 These are technically the maximum interest rates payable, 
but almost all S&~'s were paying the maximum rates in both 
1973 and 1977. - Thes-e 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 3tJ-YEAR PERSOn (Compounded) 

$41,379 
$30,000 

::d .r.. .' ~~ .... ~, . ~~ "~ .. ~ 
%0 2% 3

·' 
/. 

$58,329. 

4 °' ,. 

$69,761 

5% 

This table demonstrates that the rate of return is critical 

whenever a person is contempl~ting saving over a long period 

of time such as for retirement. 

The importance of rate.of return for a person buying a 

$25·,000 whole life policy can be illustrated by comparing the 

purchase of a whole life policy with a 20-year yield of 2 percent 

to buying term insurance and investing· the difference between 

the term and whole life premium at 5 percent. The amount e~ended 

for each plim is the annual premium for the whole l·ife· policy 

($545) less the illustrated dividends for that year. Both plans 

require the same expenditure each year and will provide the 

insured's beneficiaries $25,000 if. death occurs before ~the 20th 

policy year. 15 The difference between the two plans 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 11-4 compares these two plans. After 5 years the differ-' 

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

The dif£~rence increases every year and at the end-of 20 years 

is more' than $ 4,000. 

Table 11-4 

RBuying Term and Investing the Oifference R at 5 Percent, 
Compared With a $25,000 Whole Life Policy--1973 

Policy Size (face amount): $25,000 
'\ 

Premium Rate Per $1,000 of Face Amount: - $21.82 
Total Premium: $545.50 
Annual R!.tes of Return: 5 Years - 17.9 Percent 

10 Years - 3.4 Percent 
20 Years + 2.16 Percent 

Issue Age 35 

- Interestltate- on Savings: 5.00 Percent 

Net Term 
Premium Insurance Term Rate Term Savings 

Year Payment Protection Per. $1,000 Expenditure Deposit 

Side 
Savings 

Fund 

Whole 
Life 
Cash 
Value 

1 
2 
3 
4 
5 
6 
7 
8 
9 

545 • 50 24, 51 7 •. 62 
545~50 24,013.93 
510.25 23,525.00 
505- • 0,0 23, 0 18 .- 8 5 
499.75 22,494.41 

2.57 
2.75 
3.00 
3.15 
3.31 
3.5l 
3.79 
4.05 
4.35 
4.73 
5.10 
5.61 
·6.15 
6.69 

63.12 
65.93 
70.62 
72.60 
74.37 
77.16 
81.08 
84.22 
88.13 
92.69 
96.70 

10'2.81 
108.55 
113.71 
119.66 

506.50 
1,035.37 
1,548.75 
2,080.21 
2,630.87 
3,200.62 
3,789.22. 
4,398.45 
5,028.53 
5,677.44 
6,346.71 
7,022.55 
7,705.69 
8,397.08 
9,096.33 
9,806.84 

0.0 
35.25 

440.50 
845.75 

1,276.00 
1,706.25 

. 2,136 .• 50 
2,566.75 
3,024.25 
3,481.75 
4,001.25 
4,520.75 
5,040.25 
5,559.75 
6,104.25 
6,637.25 

:; 10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

494.50 21,951.79 
4a9.25 21,391.22 
484.00 20,811.00 
478.75 20,210.'9"3 
471.25 19,592.92 
463.75 18,955.52 
444.25 18,311.85 
424.75 17,661.25 
405.25 17,002.78 
385 • 75 16, 336 • 8 3 
366.25 15,660.15 
358.25 14,959.98 
349.50 14,236.83 
340.75 13,489.66 
332.00 12,715.99 

"7.32 
7.84 
8~36 
9.02 
9.77 

122.74 
125.07 
128.35 
131.74 
133.85 

482.38 
479.57 
439~63 
432.40 
425.38 
417.34 
408.17 
399.78 
390.62 
378.56 
367.05 
341. 44 
316.20 
291. 54 
226.09 
243.51 
23.3.18 
221.15 
209.01 
198.15 

10,542.02 
11,301.33 
12,085.86 
12,898.21 

" 7,171.00 ~ 

10.53 
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This example is not intende~ to show that term insurance 

plus a side funa 1S a better buy than whole llfe insurance. 

The comparison is between a 2 percent and a 5 percent rate of 

return. Slmilar ·results could be obtained by comparing a whole 

life· ~olicy that has a 20-year return of 5 percent to one that 

has a return of 2 percent. See Table 11-9, intra. 

We want to emphasize that we are not opposed to saving 

through life insurance. There are some policies available otter-

ing 20-year rates of return that are competitive with other 

savings media (see Tables 1I-7, II-H, 1nfra). Moreover, there are 

reasons for sa~ing through insurance: it is convenient, many 

people like the forced saving aspect, and. there are definite 

tax advantages. There are also certain attractive features 

t 

! 
I 
I 
I 
i 
j , 

of a whole life po~icy which cannot be auplicated in term insurance j 

plus a side investment. lS These.reasons could well support 

a decision to purchase a whole lite policy whose rate of return 

is lower ·than that which i~ availabie elsewhere. However, these 

advantages must be we1ghed against the extremely low rates of 

return that are paid on many whole life polici.es. 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 tne long term invest~ent 
guarantees o~ whole life policies, and there is no counter­
part in alternative investments to the waive·r of pre:nium in 
the event of disability. ill. 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 to save through cash value insurance or through some 

other savings medium. 

2. Substantially-Lower-Rates of Return Are-Being Paid on 
Older -Whole-Life-PoliciesiEspecially-Non-Participating 
POITcies 

The previous section showed that the rate of return on cash 

value insurance policies -is often extremely low compared _to alter-

natives in the-marketplace. This section documents the problem 

that existi~ 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-paying 

policies, and considers the potential dollar loss they suffer 

and poss ible sol Utl.ons to the problem. 

The magnitude of the problem facing existing policyholders 

can. be demonstrated by comparing the 1977 indQstrywid~ rate of 

return to the 20-year r ate of return on ~ polic ies. As seen 

in the previous section, the average 20-yearrate of return on 

new policies rangeQ from about 2 to 4 percent in ~~73 and from about 2 

. .. : ·17 
to 5 percent in 1977. In compar ison, the industrywide 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 early 1960' s is one reason for the dispar i ty 

- - - - . ........... 

17 See pages 29-30, sUEra. 

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

icy rate of return. In effect, 'old low-yielding policies bring 

dowft the industrywide average. 19 

The low rates' of return on existing policies issued in the 

1'50 ts and early 1960 's reflect" the low interest and inflation 

rates existing at the time the policies were sold. For 

example, in 1960 the average corporate bond (Aaa) yield was 4.41 

percent, sa~in9 deposits in banks paid 3.52 percent, and the 

rate of inflation was approximately 1.6 percent. 20 Over the 

,ut. few years there have been dramatic changes in both the 

rate of inflation and the rate of return available from investments. 

The.. changes have had profound consequences on persons who 

purchased whole life insurance in the late 1950's and early 

1'6" 's. 'I'he problems facing whole life policyholders, especially 

t.ho •• with eld low-yieldnon-dividend-payingpolicies, in this 

age ~f inflation have not ,gone unnoticed. For example, 

l~ 

20 

The ether main reason for the dispar i ty is the effect of 
early la);'se of cash value policies. See pages 47-50, infra. - -. , "." 

The impact. of the low rates of return earned on many 
existing- -~olicies can also be seen by comparing the 1970 
in4ustrYWlde rate of return (-.15\) with the 1977 figure 
(1.)\). 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 
per iod is due to the somewhat higher rate 6f return being 
paid on policies iss~ed s~nce 1970~ 

1~7l Business'Statistics, Dept. of Commerce, Office of 
l",sinessEconomics at 105 (bond yield): National Association 
of Mutual Savings Banks,. Annual Fact Book, 23 F at Table 
35 (1~61) (Savings bank rate>; Economic "Report "of "the-President 
210 (1'76) (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 o~ 
$18,000. If however, inflation is assumed 
to continue throughout the 30-year period 
at a rate of only 5 percent, 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. 
I believe that most actuaries would agree 
that the assumptions underlying the illustra­
tion are quite modest and that even more 
radical cbanges in the financial circumstances 
of such an individual are more likely to 
occur than not. 2l . 

Hardest hit by inflation are consumers who purchased non­

participating whole life policies during the 1950's,and early 

1960's~ Non-participating cash value insurance policies are a 

low-yield, fixed-dollar saving medium, uniquely unsuited to cope 

with accelerating inflation. 22 

21 

22 

The problem of the old non-participating policyholder is 

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

Participating policyholders hav~had some measure of relief. 
Over the past twenty years, the dividends actually paid on 
most participating policies ha~e been higher than those 
illustrated when the policies were sold. ~,~, "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 

5 
10 
15 
20 
3.0 

Rate of Return 

1'7.0% 
-1.1% 

1.23% 
1.96% 
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. The 

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

4 

. 
in 1960 dallars. Thus, unanticipated inflation has wiped out almost: 

$4,000 of the sav ings accumulation. If he had earned 5 per-cent 

from 1960 to 1975, his sa~ings fund would have surpassed $11,000 

and the ravages of inflation would have been at least partially 

mitigated. 

23 

If the policyholder continues to hold this poi icy , he continues i 

This case of an actual I?olicyholder was discussed by 
Professor Joseph Belth 1n the Insurance Forum, February 1976. 
Professor Belth supplied the FTC staff with sufficient data 
to perform the calculations shown in Table 11-5, 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 
, " 

compar,i.son 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 together with the 

balance in savings ~quals $50,000. 

Table 11-5 shows his relative position .t 5-year intervals 

under both approaches for 30 years. Three points about Table 

11-5 bear emphasis. First, the policyholder can stop buying any 

term insurance at age 59, since at that age the savings fund 

alone is greater than $50,000. Second, while his existing policy 

accumulates a cash value of $36,300 at age 65, the. alternative 

plan builds a saving fund of $75,813, a difference of almost 

$40,00Q. Lastly, thepolicyboldercould do equally well by 

surrender ing hi_~ existing policy and buying a cash value insur­

ance policy with a 5 percent rate of return. 

24 This example assumes the policyholder is in good health and 
could qualify as a standard risk to buy the needed term 
insurance. 
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Age 

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 

Outlay Purchased Per Sl,OOO Fund Is Maintained 

35 $627.50 S4l,028 S 2.57 S 9,410 S 9,250 
40 627.50 35,737 3.51 14,976 13,350 
45 627.50 29,098 5.10 21,947 17,400 
50 627.50 20,744 7.84 30,719 21,750 
55 627~50 9,967 11.30 42,03"5 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 relative attractiveness of non-participating anct par tici-

pating insurance has been fundamentally changed by inflation. 

When rates of interest and inflation w~re lower, the difference in 

value between these two types of insurance was not great. The 

premiums for participating policies were gener~lly higher, but a 

portion of the higher premium was returned to the policyholder 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 assumptions.used 

in calculating illustrated dividends, then .the policyholder would 

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

ance. 

25 

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

The existing policy is a life paid up at 65 (no premiums 
after age 65), purchased at age 20. 

Face Amount - S50,000 
Premium - $627.50 per year 
DivideLds - none 
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tively more security because all of the values in the contract 

'were guaranteed no matter what happened to economic conditions. 

When 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 imp·o'rtant. In that situation one gave up relatively little 

in return for certainty. A fundamentally different situation is' 

presented, however,' when tax-free returns of 5-6 percent are readily 

available in t'!le marketplace and the rate of inflation is between 

7-10 percent. In this case the non-par policyholder gives up a 

great deal for a guaranteed 2 percent rate of return. Table 11-6 

demonstrates why. It shows the value of $1,000 a.year invested 

each year for 20 yeais at different interest rates. 

Rate of Intei:'~est 

1% 
2% 
3% 
4% 
5% 
6% 

Table 11-6 

Amount Accumulated 

$22,239 
24,78.3 
27,676 
30,969 
34,719 
38,993 

Consider the person who deposits an average of $1,000 a year 

in ~hesaving~ element of a non-parti,cipating contract that has 

a 20-year rate of return of 2 percent. If for some reason interest 

rates plummet to 1 percent over the next 20 years, then the 2 

percent guarantee will have been worth approximately $1,500 the 

difference between the return at 1 percent ($22,239) and 2 percent 

($24,783). If,' on the other hand, current conditions continue 

and a person is able to earn an average of 5 percent after taxes, 

he would have $34,719 at the end 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-

ered must of necessity be very conservati~e which in part accounts 
, , 

for the fact that the 20-year'rate of return ~n non-participating 

policies issued in 1977 averages between 2 and 2.5 percent. 26 

Very. serious problems currently exist in the non-participating 

segment of the life insurance industry. The example of the holder 

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

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

[Alctuaries attempting to calculate 
nonpar premiums that will be competitive 
with illustrated .prices of participating 
'policies ar~ faced with a problem' that has 
no' satisfactorys-olution.. The actuary, con­
cerned as he must be with company 'solvency 
and ptosperity~ dares'not assume in his calcu­
lations that high investment yields will 
~ontinue for many future years even though 
he usually is personally convinced that con­
tinuing inflation will produce.that·resu1t. 
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 
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 Mooihead] 
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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 no~~participating policies issued in 1973 and.1977 (see pages 

29-30, 'supra) indicates that millions of consumers· may' be currently 

locking themselves into a low-yield, fi.xed-dollar saving vehicle 

which is highly vulnerable to inflation. 27 The challenge facing 

the industry was s'ucciilctly stated by Mr. E. J. Moorhead: 

27 

[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
holders still in good health will drop 
their policies to replace them by new par­
ticipatinC3 ~oliciesor by term policies; 
only their ignor ant or impaired- in-heal th 
(or lazy) policyholders will keep their 
policies. 

* * 
Each--the industry and govern~eri.t-­

has par tof the task to do, but in· ne ithe r 
case is it self-ev'ident that the task will 
be performed with enough speed and effective­
ness to maintain public confidence in cash 
val ue life msur ance. 

The industry will have to improve its 
record of initiating and, supporting . c()nstruc~ 
tive change even when the points at issue 
are t-horny and controversial .... State 
insurance departments too will have to show 
clear success in taking care of matters that 
only they can cope with, Le., 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 policie~ 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 disclosure alone will not 

solve the problems created by i:he sale of non-participating insur-
'. -

ance, especially the problems 1acing the holders of old policies. 

It 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 non-par policyholders. This can be accomplished by companies 

unilaterally !ither reducing the premiums on these policies -or 

increasing cash values or death benefits. It is not a germane 

response to say that these policyholders are not entitled to relief 

because they did not anticipate r ising inflation and interest rates 

and therefore should be stuck with their mistakes. If companies 

do not improve the qual ity of existing non-par policies, consumers 

do have a choice -- they can replace the policies. 

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

sale replacement of cash value insurance policies. If a person 

has purchased an attractively pr iced policy that has. an adequate 

'yie1d, replacement in many instances will be harmful. This is 

because the person will again have to pay a heavy front-end 

10ad. 29 Moreover, a per son cons ider ing replacement has to be 

28 

29 

Moorhead~ supra n. 26, at 12,13. 

The S-year return on whole life policies is strongly nega­
tive, ~ pages 29-30, supra. However, in many instances 

(Footnote Continued) 

44 



very careful to insure that the policy substituted for the 

existing policy is competitively pi iced. Unfortunately, in 

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

~s 

~f 

!!S 

s 

have shoWn, consumers can often save considerable amounts of money 

by replacing old non-participating policies. In many cases they 

should do so unless the industry takes some action to improve 

the quality of these policies. 

S~cond, the quality of non-participating policies currently 

being issued must be substantially improved. In 1977, the average 

20-year rate of r.eturn on $25,000 non-participating policies was 

approximately 2.5 percent. Well over one-half of these policies 
-

had a 20-year rate of return of less than 3 percent. (See Table 

11-8, infra). With current rates of interest and inflation it 

is difficult to see any reason for consumers to put money into 

a long-term, fixed-dollar contract that has a 20~year yield 

29 

30 

(Footnote Continued) 

after a policy has been held for 5 years the initial loss 
has been taken and the policy has a . good . rate of return 
if held .from years 5 through 20. This is especially likely 
to be the case if the policy 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 contestab~lity period, that should be 
considered before replacement. 

For example, whole life policies are often replaced with 
deposit term insurance, see Skipper,· "An Ahalysis of Deposit 
Term Life Insurance," Best's Review, 10 (c~ugust, 1978). 
There is an enormous var iation in the quality of deposit 
term products on the market. See pages 108-109, infra. Sub­
stantial consumer inj ury can result if a low cost (hlgh-yield) 
whole life policy is replaced with a high cost (low-yield) 
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. If this is true, then the challenge facing stock 
" 

insurance companies is to come up with new products that are 

better suited to cope with inflation. One promising development 

is the recent introduction 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. 31 

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. 32 We are confident that the industry can 

develop other alternatives to the traditional non-par whole life 

31 

32 

Deferred annuities do not share all of the tax advantages 
of participating insurance. In deferred annuitites, l~ke 
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 acc~ed interest mu~t 
be paid. Compare IRC S 101(a)(I) [life insurance] with 
IRC S 72(a) (b) [annuities]. One effect of the different 
tax" treatment between' life insurance and annuities is to 
restrict the development of alternatives to the traditional 
whole -life contract. Serious consideration ~ust be given 
to whether this different treatment is warranted. 

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. Ri~k & Insurance 383 (1977). Most annui­
ties have a guaranteed rate of interest of between 3 and 4 
percent and a current rate 6f 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 d~gree the rate of return 
available from alternative investments in the"marketplace. 

46 



1 

policy that are relevant to the needs of consumers in today's 

economy. 

B. Consumers Lose Substantial Amounts of Money Through 
TerminatioR of Whole Life Policies Within the First 
Few Y'ears of Coverage 

Purchasers of whole life insu~ance frequently do not realize 

the severe economic consequences that result from allowing a 

cash value policy to lapse within the first ten years. For 

example, a 35-yearold person who spends $20 per $1000 of the 

face value amount for a whole life policy (when he could have 

purchased term ins~rance for less than $5 per $1000) has used 

75 percent of the premium to make a IIsavings deposit" with the 

life insurance company. lfthe policy is canceled or lapsed 

during the first year, it will, in most cases, result in loss 

of. this entire IIsavings deposit.IIThus, the customer has, as 

the Moss Subcommittee observed, II ••• in essence, purchased o~e 

year of extremely expensive te~m insurance. 1I33 This is precisely 

what occurs in approximately 20 percent of all new ordinary life 

policy purchases within the first two years. 34 The aggregate 

33 

34 

Moss Subcommittee Report, supra n. 1, at 17-18 ... 

In 1977, the average lapse rate for policies 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 Bart to conclude, II ••• average industry 
figures for all policies do not sufficiently indicate just 
how high early lapse rates are. A better indicator is 
the l3-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. 35 

34 

35 

(Footnote 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 Congo Rec. 21476 (1975), S 11976 remarks 
by" Sena·tor Bart on the occas ion 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 'Subconunittee 
Bearings, .supra n. 2,. at 706,709). A similar call for action 
was issued in I9l5 by the West Virg inia._ insurance commis­
siorier in an address to the N.ational Cortventionof Insurance 
Commissioners: " 

Instead of agency service they [policyholders] 
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. 

* * * 
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. 

Repr inted in Moss 'Subcommi ttee ·Hear ings, 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 payment is normally 

used to pay the agent's first year commission (which.is usually 

at least half of the first year's premium) and other administra­

tive costs. 36 Consequently, most whole life policies do not 

have any cash value in the first year and have. a fairly low 

accumulation during the remaining early years of the policy. 

Indeed, as Table 11-1 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 

and plus 1 percent after 10 years. A negative rate of return 

means that the amount of money at the end of the period is ~ 

. than the sum of the deposits. 37 

36 

37 

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

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 a-year certificate of deposit is forfeit­
ure of 3 months' interest and credit for ihe remaining month~ 
at the passbook rate of 5 1/4 percen.t. Thus, if an a-year 
certificate of deposit with a 7 3/4 percent interest rate 
is surrendered after 5 years, it would yield about 4 1/2 
percent instead of the full 7 3/4 percent. In 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 rarely 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 ,lath year resulting 

-in economic loss for the policyholder. 38 

C. TheCost"ofSimilar-Llfe'Insurance'Policies'Varies 'Widely 

Section IIA, 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 

37 

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. Ii' C.F~R. 526.6(e) {1978). 

See Moss -Subcommittee "Bearings, supra n. 2, at 775. In 
£fie prevlous sectlOn, It 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 lOa-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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injury caused by low rate of return falls unequally on life 

insurance purchasers. In many cases, those consumers who least 

understand and are least able to judge the costs of whole life 

polici~s_ are most likely to buy th~ most expensive' pol.icies. 

(Part III discusses the relationship between the lack of 

meaningful cost information and increased dispersion and low 

average rates of return). 

The existence of extreme cost var iation among similar 

policies is strong evidence of the lack of effective price 

competition. In ·an efficiently functioning competitive market 
,. 

the pr ices of very similar products will tend to'ward uniformity. 39 

This section shows that life insurance costs are much more widely 

dispersed than the costs of a var iety of other products. It also 

shows that there is little relationship between the cost of a 

life insurance policy and its market share. If there is effective 

pr ice competition, to the ex'tent pr ices do vary, the lower cost 

products should win larger shares of total sales. 

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

Various studies conducted over the past ten years have 

documented the extreme var iation in the costs of similar life 

insurance policies. Professor Joseph Belth, the Society of 

-Actuaries, and others have ·shown conclusively .... -that costs 

··vary over a wide range.· 40 As a result of this wide variation 

39 

40 

See Mansfield, Microeconomics 222-226 (1970). 

See Moss 'Subcommittee Report, supra,n. 1, at_ 34 and studie~ 
CITed therein. The term "costs" does not simply mean premlums, 

(Footnote Continued) 
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for similar policies, consumers often spend more than they need 

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

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

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

in'tra. ) 

An American Council of Life Insurance (ACLI) study attests to 

. this cost var iation and what it can mean to unfortunate consumers whe 

buy the most expensive policies. Although the ACLI, in testimony 

before the Moss Subcommittee, contended that the cost variations 

for similar policies were insubstantial,41 the data submitted 

in support of· this concl usion ironically demonstr ate the impact 

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

40 

41 

42 

(Footnote Continued) 

but rather an index measure which takes into account cash 
val ues and dividends, as well as prem lums and the val ue 
of money over time. ~ page 127, infra. . 

In its statement, ACLI observed, "(t]he 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~ sapra n. 2, at 337. 

The AC~I 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 
mium per $1,000 was $16.70. 
44 had premiums rang ing from 

52 

policies, the average pre­
Of the 53 policies shown, 
$1.50 less to 51.50 more 

(Footnote Continued) 
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who 

the cost differences in a $25,000 whole life policy (mark~ted 

to men 35 years of age) generally ranged between $1.50 per 

thousand below the mean and $1.50 per thousand above the mean. 

This $-3-.00 spread between the indices for the lower cost and 

higher cost policies translates _into a consumer 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. In our 

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

42 

43 

The large ~ariation in the cost of similar policies can be 

(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 th~ average to $1.50 above the average. 

Two: For partici~ating policies, the average ~remium' 
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 1S 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 compa-nies 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 
III.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. 
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Variation in Rates of Return on $25£000 Whole Life 
InsUrance ~oIIcIes !ssuea in I§73 ana I§71 

Dividend Pa~ing Policies 

Duration 
Age at Year of of Ho1dinq Average Lowest Hiqhest Standard Coefficient 
Issue Issue Period Rate Rate Rate Deviation of Variation 

2S 1973 5 years -11.7l -28.84 0.67 7.48 64 
N::r 10 years - 0.16 - 6.62 3.68 2.10 

(141) 29 years + 3.28 - 0.22 4.78 0.75 23 
30 years + 3.71 + 0.84 4.84 0.58 16 

1977 S years -11.99 -48.04 0.54 8.70 73 
N- 10 years + 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 7.63 0.72 16 

35 1973 '5 years - '9.39 -22.59 +0.47 5.57 59 Ii 
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 II 

H 
H 

1977 5 years - 8.36 -30.07 0.58 4.64 56 I 
-..J 

N'" 10 years + 1.43 3.35 5.55 1.56 109 
(123) 20 years + 4.12 + 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 22 

1977 5 years - 9.13 -72.03 1.92 8.12 89 
Nco 10 years - 0.68 - 4.63 5.58 1. 69 
(89) 20 years + 3.57 - 0.15 7.44 0.94 26 

30 years + 3.91 + 0.20 7.59 0.93 24 

No~el :In ~hese "lnstances when the average rate of! return ...... e10 •• 
•. __ ._ .. __ ... __ •. ~ ••. __ ....... _.~ ," ._ ... __ .... ~ ........ ~ ........ .--... _____ ..... ,... _---..... __ a.. . ... -....... .~,. . .... ~. 

~o .~.ro •.. _ oo_*~:I.!O.j,_nt:. ~' ..... _ ..... _ ... 



Notes In these instances "'hen the avera' t:f . 
Varla~lon we. no~ compu~_d. ge ra e 0 return ",as clode ~o zero, a coefficient 0' 

• 
Variation in Rate. ot Return on $2n~OOO Whole Life 

Insurance PoIIcIes fssuea In !~ 3 ana 1977 

Non-Dividend Paying Policies 

Duration 
.Age at Year of of Holding Average Lowest Highest Standard Coefficient 
Issue Issue Period Rate Rate Rate Deviation of Variation 

25 1973 5 years -18.29 -56.64 1.60 8.72 48 
Nil! 10 years 1.55 -21. 27 5.20 2.77 181 
(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 
I 

N- 10 years - 0.61 - 9.54 3.83 2.71 
(50) 20 years + 2.71 - 1.10 4.67 1.14 42 

30 years + 2.83 + 0.04 4.30 0.75 27 

35 1973 5 years -13.22 -45.05 +0.18 5.78 44 
N" 10 years - 1.·20 . ... 20,02 +4.98 2.25 188 
(162) 20 years + 1.91 - 3.77 +4.23 0.85 45 

30 years + 2.17 - 1.22 +3.88 0.55 25 

1977 5 years -11.96 -26.86 1.88 6.09 . 51 
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 31 

1\5 1973 5 years -12.84 -43.11 -1.80 4.74 37 
N- 10 years - 2.16 -22.37 +2.94 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 

1977 5 years -11. 65 -22.06 -:-1. 24 4.82 41 
N" 10 years - 1. 34 - 6.36 +1.80 1.84 137 
(SO) 20 years + 1. 60 - 1.99 +2.86 1.09 , 68 

30 years + 1. 8'0' -'1.41 +3.08 0.94 52 

Notes In these instances when the averate rate of return was close to tero, a coefficient of 
...... "' .... ~ c """ u •• ",nt ~omDut.d .. 
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demonstrated by an analysis of the variation in average annual rates 

of return for various policies issued in 1973 and 1977. Tables 

11-7 and 11-8 show the variation in rates of return for participat-

ing and non-participating policies by issue age~ issue year, and 

duration of holding period. Using the standard' $25,000 whole 

, life policy issued to males aged 35, the twenty-year rates of 

return in 1973 varied 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. In 1977, the twenty-year rates 

of return for the same whole life policy varied from 1.52 to 7.61 
.. 

percent for participating policies and from minus .66 percent'to 

plus 3.93 percent-for non-participating policies. The range in 

cost is even more extreme for shorter holding periods of 5 and 

10 years. 

lriaddition to the range in rates of return, Tables 11-7 and 

11-8 contain more meaningful statistical measures of variation: 

the standard deviation and ,the 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 standard 
, . 

deviation, on the other hand, reflects the variation in all the 

rates of retur~_for all policies. (The coefficient of variation 

is simply the standard deviation divided by the average.) 

The standard' deviation is especially helpful because it can 

be used to estimat,e how close a certain percent of the policies 

54 



(1) (2) (3) (4) 

5% 5% 
Policy Policy 
Net Cash 

Table 11-9* / 

(5) (6) (7) 
[4 + 6J­
Total Savings 
-5% Policy 

[5 Accumulated (Cash Value 
at 5%] + Side 

(8)l 

Year 

2% 
Policy 
Pr.emium 

2% 
Policy 
Cash 
Value Premium**/ Value 

[1-3 ] 
Savings 
Deposit S ide Fund • -,F~u~n~d::u)_--.;. __ 

[(4-2) + (6)] 
Savings 
Difference 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

..Y 

~/ 

478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 
478.25 

200 
575 

1,000 
1,409 
1,825 
2,250 
2,700 
3,150 
3,625 
4,100' 
4,575 
5,075 
5,575 
6,075 
6,600 
7,125 
7,675 
8,200 
8,775 
9,325 

507.50 
490.50 
473.00 
454.75 
436.00 
416.75 
396.50 
376.25 
356.00 
335.50 
314.25 
293.25 
272.25 
250.75 
230.00 
208.50 
186 .~OO 
167.;50 
149.25 
130.25 

35.25 
436.25 
846.50 

1,265.25 
1,692.25 
2,198.00 
2,711.50 
3,232.75 
3,761.50 
4,297.75 
4,770.00 
5,249.25 
5,735.25 
6,227.25 
,6,725.50 
7,229.25 
7,738.25 
8,252.50 
8,771.50 
9,295.50 

- 29.25 
- 12.25 

5.25 
23.50 
42.25 
61.50 
~n. 75 

102,00 
122.25 
142.75 
164.00 
185.00 
206.00 
227.50 
248.25 
269.75 
292.25 
'310.75 
32~.00 
348.00 

30.78 
45.30 
42.20 
19.71 
23.78 
90.05 

181. 57 
299.94 
446.93 
624.24 
836.3 

1,083.93 
1,370.13 
1,698.44 
2,071.26 
2,492.26 
2,968.76 
3,498.24 
4,085.52 
4,736.38 

, .. 

4.47 
390.95 
804.30 

1,245.54 
1,716.03 
2,288.05 
2,893.07 
3,532.69 
4,2()8.43 
4,922.49 
5,606.35 
6,333.18 
7,105.38 
7,925.69 
8,796.76 
9,721.51 

10,707.01 
11,750.74 
12,857.02 
14,031. 88 

195.53 
184.05 
195.7 
163.46 
108.97 

38.05 
193.07 
382.69 
583.43 
,822.4~ 

1,031.35 
1,258.18 
1,530.38 
1,850.69 
2,196.76 
2,596.51 
3,032.01 
3,550.74 
4,082.02 
4,70,6.88 

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% (aft~r taxes). 
The total savings under the 5% policy (Column 7) is the sum of the policy's cash value and the side fund. 

The net premium for the 5% policy is the yearly premium minus illustrated dividends. 
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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 ~olicies had 

rates of return below 2.36 perc~nt or above 3.82 percent. Like-

wise, the average 20-year 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 in 

cost is even more extreme when dividend and non-dividend-paying 

policies are compared. In this situation differences in rates 

of return of three to four percent are common. 

A difference in rate of return of 3 percent between two 

whole life policies translates into a considerable amount of 

money. Table 11-9 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 

44 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. In 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.45 

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

This part compares how cost var iation for similar insurance 

polici~s compares with the price, variation in other ~roducts. 

~he prices of most goods and services show some price dispersion. 

Table II-lO contains a summary of a limited number of studies of 

price variation among various products. 46 It shows that the 

45 

46 

There also· exist substantial var iations in the cost for 
similar term insurance policies. The stat~ pf Wisconsin 
in the fall oJ 1978 conducted a survey of the cost of 
insurance policies sold in that ,state. They found that the 
interest-adj usted surrender index for S50 ,000 term pol icies 
ranged from 2.31 to 15. 00. Twenty-five percent of the 
policies had indices equal to or below 4. 68 and 7 5 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: 
Foran explanation of the interest-adjusted index, see 
pages 129-131, infra. 

The systematic study of price dispersion by economists 
is of relatively recent or igin. 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'Economl1283-l308 (1973). Empirical 
studies are listed in Table II-lO. ' 
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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 

percen~~ and 45 percent for non-participating policies. This 

compares with a coefficient of variation of approximately 6 

percent for automobiles, applian'ces and gasoline. 4 7 

Table II-l0 48 

Product Aver age Pr ice 
Coefficient 
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 Deaiers in Metro~olitan 
Chicago," 33 Journal of Business 31-42 (1960). Jung, "MaJor 
Appliance Prices in the Chicago Area," 50 Journal of Business 
231 .U97,71. Maurizi and Kelly, "Prices andConswner Infor­
mation," Ameri'can Enterprise Institute (1973). 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 
"Re.u.ts and Rates--Guaranteed vs. C~rent,n 44 Journal of Risk 
and Insurance 383 (September 1977). 
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Automobile Price $2,'436.00 
Chevrolets, Chicago (1959) 

Prices of Washing Machines 
and Refrigerators, Chicago (1955) $ 

(197?> $ 

Retail Price of Gasoline 
in 17 Areas (Nov. 1970 ) 

Leaded Regular $ 
Leaded Premium $ 

Heinz Catsup Piices 
(August, 1975) $ 

Automobile Insurance 
Ra tes, Chi.cago (1962) $ .. (1976) $ 

Interest Rates Paid on 
Annuity Accumulations 
42 Life Insurers (1975) 

Life Lnsurance 20 Year Rates of 
Return on $25,000 Whole Life Policies 
Male, Age 35 

(1973) (Participating)' 
(Non-Participating) , 

(1977) (Participating) 
(Non-Participating) 

230.00 
420.00 

.36 

.40 

.71 

175.00 
578.00 

6.9% 

3.09% 
1.91% 

4.14% 
2.47% 

( % ) 

1.7 

5.89 
4.68 

5.8 
4.9 

12.77 

8.7 
22.9 

16.5 

24 
45 

19 
42 

If meaningful cost disclosure can increase the amount of 

pr ice competition within the life insurance industry 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-dividend-paying 

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

w9uld be between 3.·96 percent and 4.84 percent and between 2.59 

percent and 3.17 percent for the rxm-dividerrl-paying policies. 

However, even if disclosure resulted in increased price 

competition among whole life policies, substantial consumer 

problems would remai~. 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 policies issued in 1977 

were reduced to 10 percent, the average 20-year rate of return 

on participating policies would still only be 4.4 percent. 

Average non-participating rates of return would· be even lower 

at 2.88 percent. The 5~ and 10-year rates would be substantially 

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

than those readily available elsewhere in the marketplace. 

Thus, to have effective competition in the life insurance market, 

there must be both pr ice competition among similar pol ic ies 

and . competition between life insurance and alternative savings 

media. 

3. '1'here'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-

ancepolicies ~xceeds 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 --not punished and rewarded ·as would be expected 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. 50 

. This section demonstrates that policy cost does not correlate 

with market share in a fashion consistent with effe~tive price 

competi tion. 

To determine the correlation between cost and sales, data 

supplied to Senator Hart's subcommittee during its investiga-

tion of the life insur ance ind ustry for best sell ing whole 

life policies issued in 1973 was examined. 5l The policies were 

ranked by cost and grouped in deciles. 52 The lowest cost poli-

50 

51 

52 

Moss 'Subcommittee 'Hearings, supra n. 2, at 509. 

The 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 ~ Appendix IV. 

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-II shows the total sales by face amount for the 

Non-Participating 

Decile 
F ace Value of 
Sales' (000 ) 

Number of 
Policies in 
Decile-

Median 
Cost· .. 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 

1 
2 
3 
4 
5 
6 
7 
8 
9 

52 

53 

656,469 
99,870 

100,763 
334',112 

71,686 
84,353 
97, j44 

408,042 
104,365 
117,308 

2,071,312 

886,782 
393,263 

1,115,373 
. 770,059 

1,213,673 
.1,314,155 

'626,327 
2,709,282 

4~4,271 

(Footnote Continued) 

5 
5 
5 
5 
5· 
5 
5 
6 
6 
6 

53 

Participating 

5 
"5 

5 
5 
5 
5 
5 ' 
5 
6 

39.08 
40.93 
41.62 
43.32 
45.18 
47.88 
48.17 
50.46 
54.20 
60.54 

29.72 
34.27 
36.37 
38.21 
39.70 
40.41 
42.89. 
46.07 . 
50.61 

correlations between cost and market share are contained 
in Appendix IV. 

The measure of cost used in 
tion Index computed using a 
Moorhead's lapse table nSn. 
Company Retention Index see 

Table II-II is the Company 
5 percent rate of interest 

For an explanation of the 
pages 144 -146, infra. 
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10 65,713 6 57.84 

Total 9,518,898 52 

Table II-II shQws that there is little relationship between 

policy cost and market shares. For participating policies, for 

example, 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 approxlmately 29 percent of the total sales for all 

52 policies studied. 
~ 

The life insurance industry competes for agents and in 

designing unique pol icies that are often merely sales tools. 

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

on the basis of price. Without meaning ful cost disclosure, effec­

ti ve pr ice competition is impossible. 54 

54 ~ 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 
for Ord1nary Insurance. 

The amount of protection against premature death that Ameri-

cans b.uy with their ordinary life premiums is small relative 
. . 

to the'amount that same expediture would purchase through low 

cost term insurance (either individual or group). This relatively 

small amount of insurance protection (per dollar of premium) 

appears to resul t from a lack of consumer knowledge. concerning 

alternatives and from certain features of the agency system 

which favor the ~ale of cash value insurance, rather than from 

an informed consumer preference for savings intensive types 
-

of insurance policies. This section examin.es 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 Subcommittee 

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: 

55 

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 
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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 
bene1Its even though 92 percent were covered 
by some-form of life insurance. 56 . 

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

widows" studied received less tllan $5,000 in insurance benefits. 57 

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

of life insu~ance held, including group, veterans and credit 

life insurance. The study· concluded that "[j]udged by any standard, 

56 

57 

"The Widows Study" referred to in Mr. Nader's testimony 
was sponsored by the industry to evaluate its success in . 
accomplishing·the goal of alleviating the hardships caused 
by the pr-emature death of the family head. The information 
was gathered in a series of personal interviews conducted 
in 1968 and 1969 from among a sample of women whose husbands 
had died prema~urely (under the age of 65) in 1965. Life 
Insurance Underwriter Training Council and Life Insurance 
Agency Management Association, The Widows Study (1970), Vo l. 
1 at 2. Reprinted in Hart Subcommittee Hearings, i2.., Vol. 1 
at 313. 

In the lowest income range, 93% of the widows received 
less than $5,000 in proceeds, while even at the highest 
income level displayed, I in 5 had life insurance bene­
fit payments of less than $5,000. Id. at 363. 
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the amounts of life insur~nce received by the widows were low. n58 

Furthermore, the situation does not appear to have improved 

since 1966. In the intervening years, the average amount of 

life insur-ance per family has risen from S15,800 to'S32,400. 

However, the average disposable per.sonal income has also doubled, 

from S8,200 in 1966 to $16,~00 in 1977. 59 Yet, the average death 

claim per policy was only $4,465, an increase of only $1,100 

. since 1966. Thus, if decedents in 1977 were insured under three 

policies, the average death benefit from ordinary insurance would 

have amounted to t~n months of the average personal disposable 

income per family.60 

This repo~t considers two phenomena--agent bias for whole 

life insurance and the lack of consumer und~rstanding about term 

insurance-":;which partially explain why many consumers receive 

less death protection thari they need from ordinary.insurance. 

Part III' D, infra, discusses how agent training and compensation 

creates a system that often promotes whole life insurance regardless 

of a person's needs. 

Another reason many consumers purchase inadequate amounts 

of insurance protection with the dollars they spend for ordinary 

insurance is because they are either uninformed or misinformed 

58 

S9 

60 

~ Hart Subcommittee Hearings, supra n. 55, at 322. 

Fact Book, supra n. 9, at 24. 

Id. at 41. As the Moss Subcommittee Report notes, the death 
oenefits 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. 
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as to the best type of insurance for their particular needs. 61 

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 d~ath protection 

by'buying renewable individual or group term" insurance as they 

can for the same amount spent on ordinary whole life insurance. 

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

of group insurance as ordinary life insurance. 62 Although group 

insurance paid somewhat higher amounts in average death benefits,63 

the public paid over 3.5 times more for its ordinary coverage 

than for its ~roup coverage. 64 

Since the -right amount of life insurance"is something 

that individuals must decide for themselves, taking cost as 

well as their special circumstances into account, it is dif-

ficult to make a blanket determination that people are generally 

under or overinsured. Accordingly, we make no general recommen­

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

that consum"ers only buy term insurance. However, for certain 

groups-- households with young children and low incomes -­

term insurance is the only w~y 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. 

Fact Book, supra n. 9, at 18. 

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

64 Id. at 57. 
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protection. 65 To the extent these people are unaware of the 

low cost death protection available in term insurance, they are 

likely buying less ~eath 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. 66 

Although many consumers are receiving less death protection 

than they need from the dollars they spend for ordinary insural)ce, 

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 befare. 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 11-12, 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 year~ ago. 

65 

66 

As Ralph Nader noted in the 1974 Bart Bearings: 

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

Bart Subcommittee Hearings, supra n. 55, at S. 

Moss Subcommittee Report, supra n. 1, at IS. 
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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 equivalent life insurance through Social Security 

has risen mo.re rapidly. Since 1973, the equivalent life insurance 

inherent in the OASDI program has exceeded the total' for all 

private life insurance. This massive increase in governmentally 

provided life insurance protection appears to have had little 

effect on the private, sales, with the result that the total 

amount of life insurance coverage has doubled. 
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Table :Il: - 12 

(1) 
Est. Amt. of Life . (4) (5) (6) 
Ins. in force as Total Dis[Os- Ratio of Ratio of 
surv! vor benef! t (2) (3) able Persooal Private Life total life 
urrler OASDI as of Private Life 'Ibta1 Life Incxme in cur- Ins. in force Ins. in force 
begi.nni.r¥J of Yr. Ins. in force Ins. in' force rent dollars to Disposable to: Disposable 

($ billions) ($ billions) ($ biilioos) . ($ billions) Personal Incane Personal Incane 

1940 $37 $112 $149 $75.2 1.49 1.98 

1951 170 234 404 224.8 1.04 1.80 
lS55 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 
1~66 700 901 1,601 510.4 1. 77 3.14 
1968 930 1,080 2,010 588.1 1.84 3.42 

1~70 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 
1~73 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 1,925 4,254 1,084.4 1.83 3.92 
1976 2,556 2,140 -1,696 1,185.8 1.80 3.96 
1~77 2,829 2,343 5,172 1,308.f' L79 3.95 

Sources: 0:>1. (1) - Date fran 1940-1974 from Ra.'"'ert J. Mjers, Social Security 395, table 10.37, (1975). 'lhe 
remaini~ figures care fran l<evin Wells, Estimated lUrount of Life Insurance In Force As Survivor Benefits Urrler 
01\51 1975-77, Office of the Actuary, Social Security .Mntfnlstratlon, Actuarial Sttxly No. 79, tbve.nbe.r 1978. 
Various other Federal goverrurent insurance programs such as Veterans life insurance and ~ivil Service Camiission 
insurance are not inc1txled. . 

Col. (2) - Fact Book, supra note 9 at 18. Inr.1udes ordinary, group, industrial and credit life insurance, but 
excludes fraEernals and sav~s bank life. Tb correspond to column (1), the figures are given as of the 
leginnin~ of the ~ear. The Fact Book figures are as of the end of the year. 'lherefore the figure given in 
cc1umn () above 1S listed in the Fact Book as thf! total for one year earlier. 

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

~l. (4) - Econanic Report of the President, 1978, table B-22, p.283. 

eel. (5) - Col. (2)/Col. (4).' 

.. ;·fhl. (6) - .col. (3) /0:>1. .. , (4). 



III. SOME REASONS FOR THE PROBLEMS 

A. Introduction 

The problems discussed in the preceding section are very 

serious ones: average rates of return that are 3 to 6 percentage 

points below alternative rates, ex~reme variation in rates of 

return, large but undisclosed penalties for early lapse, 

low rates of ~eturn earned on old policies, and relatively 

small per capita amounts of private insurance protection. The 

first four problems imposed on consumers unnecessary costs of 

billions of dollars in 1977 alone, while the underinsurance 

problem defies any simple dollar measure of loss.o This section 

offers some explanations why these problems 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. Currently, ~he marketplace 

is not providing this information. Two factors explain 

this lack of information: the inherent complexity of life 

insurance, and tbe confusing variety of products companies offer, 

which complicates cost comparison. This section examines the 

complexities of the life insurance market and considers evidence 

documenting consumer 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 discussed 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 contribute to the lack of meaningful 

price competition in the life insurance market. 

B "jhe Cost of Insurance Is Difficult to Eval~ate 

The current complexity of the life insurance market makes 

it difficult for 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 premium) does not accurately 

measure the actual cost. This is because policies accumulate 

c~sh value. and often pay dividends. Moreover, it is not enough 

simply to subtract illustrated dividends and cash values from 

total premi~ms. Because of the time value of money, real cost 

depends heavily on how quickly cash values and dividends accrue 

as well as their eventual size. 

The following ~nalysis of the correlation between premiums 

and real cost-~emonstrates the dubious reliability of premiums 

as a predictor of real cost. T~ble 111-1 ~s an array of 306 best 

selling whole life policies issued by almost 200 life insurance 

companies in 1973. Using "deciles," Table III-l 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 percent of all of the policies. Similarly, if a policy 
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Premium 
Decile 

Table III - 1 

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

to Men Aged 35 in 1973 

Average Annual Rate. of Return Decile 

1 2 3 4 5 6 7 8 9 10 
-

1 ill 2 5 3 8 6 5 0 0 0 ~ 
2 0 0 2 5 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 2.!.-. 
5 2 0 0 0 0 3 1 3 1.0 11 30 

6 7 2 2- 1 2 1 1 3 3 9 31 

7 11 5 3 4 0 2 2 2 ·0 2 IT" 

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 !;. 7. 4 4 3 4 1 1 30 

~'=3=0=-~3_0 ___ 3_l ___ 3_l~31 31 31 29 31 31 306 

124 

121 

Note: The first decile corresponds to the lowest premiums ~nd the highest 
average rates of return. The number of policies in each decile 
differs because of ties in the rankings. 

Source: FTC staff computations, using the data collected by the Senate 
Anti-Trust and Monopoly Subconunittee. 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 111-1 demonstrates the weak correlation between pre-

mium and actual cost in two ways. First, the upper left hand 

entry· af Table 111-1 indicates that only one of ,the ,30 policies 

with the lowest premiums also has 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 llI-l shows that 124 policies are 

in the first four premium d'eciles; that is, they have lower 

premiums than at ~east 60 percent of all of the policies. Only 

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, more than twice as many (60) have worse 

than average rates of return (i.e., at least 60 percent of the 

policies offer higher rates of return). Conversely, a high 

premium policy can be mistaken for a high cost policy. Of the 

121 policies whose premiums are higher than at least 60 percent 

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

(82) have hig~er than average rates of return (rate of return 

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

average rates of return. Therefore, Table 111-1 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 

calGulate the actual cost of a particular policy or compare 

different 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 ins.urance frequent:ly 

enough to learn ~hrough experience. 2 Consequently, even consumers 

who have bought life insurance in the past are not likely to 

be able to evaluate its real cost. 3 

1 

2 

3 

This arises be~ause many of the dividend-payirig policies 
ar~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 
publicts low level of knowledg~ 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 De unproductive, 
or even counter-productive. 

About the only way a consumer could learn that a prior life 
insurance pu-rchase was bad would be if another agent tried to 
replace that policy. 

. .; 

Economists refer to products who~e perfo~mance cannot be 
evaluated' through normal use as .. ' "credence go.ods." One 
of the main reasons for poor market p~rformance 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,n 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 variety of policies offering 

slightly·different benefit features. As stated by Professor 

Joseph SeIth: 

(T]he 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 poli.cies 
and specialty policies. 4 

Similarly, Spencer L. Kimball, professor of law at the University 

of Chicago, stated at the Hart Hearings on the life insurance 

industry: wProduct differentiation, partly produced by advertising 

and sales dffox;ots and partly by the wide range of var iations-

in the content of the life insurance contract fragment the 

3 

4 

(Footnote Continued) 

Economics 67-,8-8 (April 1973). Professor Neil Borden many 
years earlier made a somewhat similar distinction between 
goods with --external w characteristics that could be used 
to judge quality before purchase such as green vegetables, 
clothing, etc. and those with whidden" 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 w 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 Antltrust and Mono 01 of the Senate Judlclarv Comm., 
93d Cong., 2d Sess. 56a ( 7) as art 
Subcommittee Hearings]. 
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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 knowledg.e 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 not well informed about insurance~ in general or­

about how to evaluate its real cost in particular. Specifically, 

this lack of knowledge appears to show up in consumer behavior 

in four important ways. First, many consumers are not well 

informed about the general aspects of life insurance. Second,­

most people are uncertain about how to define the ftcost~ 

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 

S 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. Auxier, 
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, ide at 1237; testimony of Albert L. 
Auxier, presented atWisconsin In~urance 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 

insuranc'e'. For example, the Daniel Yankelovich organization, 

on the basis of an extensive survey carried out in 1967 and 

1968, reported to the major company trade association (which 

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 
insurance is fraught with anxiety~ people 
are not confident about their ability to 
comprehend the pros and cons of alternative 
plans: they are unsur~ 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 
in'to their policy choice once it is made: 

,they have a suspicion of the "fine print" 
in the life insurance contract; and their 
most b~sic anxieties are aroused by the sub­
ject of death and the need to provide for 
others in the event' of death. 6 

In seven out of the eight surveys conducted since 1968, more 

than half of the 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 ~ in four 

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

6 Institute of Life Insurance, Monitoring Attitudes of the 
Public (MAP) 23 (1969). 
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. I' 7 1nsurance po 1Cy. 

2. Consumers Are Unable to Evaluate Cost 

In a 1975 Life Insurance Marketing and Research Association 

(LIMRA) study, a large number of people were asked what they 

me~nt by the "cost" of a life ,insurance polic'y. More 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 

ld f · h ' 8 wou get or t e1r money. Over 6 in 10 of these same people 

said that they "have a lot" or "some" difficulty in determining 

9 whether they're getting their money's worth. Thus,although . 
some people were aware that aspects of the contract (~,_-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 11-7 and 11-8), supra, it was seen that similar policies 

7 

8 

9 

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

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). 

Id. at 12. 
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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 disclosure. 

Indeed, -it indicates that they rely-on very inexact substitutes 

for cost, such as premiums. 

Table 111-2 (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 between the 1 to 13 percent range for other 

products shown in Table 11-10, supra. The rates of return (which 

are an accurate measure of cost) show an immense variability (24 

percent and 45 percent for par and non-par policies respectively). 

This difference in dispersion rates indicates that· policyholders 

often (mistakenly) view the premium as the "cost" of t-he policy 

and that price comparisons are often limited to premium comparisons. 

Type Policy 

Non-par, 10,000 
Non-par, 25,000 

Par, 10,000 
Par, 25,000 

Table 111-2 

. Variance in Prem1~um Rates, 1973 10 

Mean -
$18.72 

17.16 
23.12 
21.99 

Standard Deviation 

1.06 
1.11 
1.56 
1.75 

Coefficient 
of 

Variation 

6% 
6% 
7% 
8% 

An experimental study found that even people with training in 

finance and insurance did only slightly better than chance in 

10 
~ Appendix IV. 
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distinguishing between high and low cost policies. Professor 

Albert Auxier asked ~he 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 level courses in insurance and finance. 

• Given the raw information on premiums, dividends and cash values, 

the students did only slightly better than chance at choosing 

those policies-that actually ranked in the best third. ll They 

averaged ~: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

valuepolicies-{those ranked in the lower one-third) 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 "tlle participan~sdemonstrated 

little ability to discriminate correctly among policies on a 

cost basis without the aid-of a summary cost measure."12 In 

view of the ideal test conditions and the sophistication 

of the subjects, the general life insurance buying public is 

likely to discriminate even more poorly than this group of 

students .13 

11 

12 

13 

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 Altetnatives,"43 Journal 
of Risk and Insurance 87-98 (1976). 

12. at 98. 

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 

meaningful 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 

discussed (page 76, supra), 65 percent of the participants thought 

that there were ~ifferences in policy costs, ye; only 42 percent 

of those people said that they had ~ compared company costs.1 4 

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 polic~ 

13 

14 

15 

(Footnote Continued) 

the ability of consumers to evaluate insurance policies. 
Appendix IX summarizes the results of these studies. 

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

An additio~al 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 insutance policies 
cost about the same or that they didn't know. As previously 
disculSsed,6"S percent equated premium with cost. Other 
surveys.have indicated that substantial numbers of people 
mistakenly believe that all insurance costsabout the same. 
Subcommittee on Oversight and Investigations of the Bouse 
Comm. on Interstate Commerce, Report on Life Insurance 
Marketing and Cost Disclosure, 95th Cong., 2d 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 

hi,s, company compared to others. J.b Only 13 percent said they 

• would buy the policy without ·comparing costs if the policy seemed 

right for their needs. Therefore, while it appears that most 

people currently do not try to compare costs because they don't 

know how, they would compare costs if a standard 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 

is '-'cheaper (more coverage for lower premiums than whole 1ife),n 

only 4 percent mentioned ·that term policies generally do not 

have .cash values, while only 13 ~ercent mentioned cash values or 

living benefits of whole life policies. 18 About 50 percent of 

the people correctly indicated that coverage under term insurance 

16 

17 

18 

Institute of Lif~ Insurance, Monitoring Attitudes of the Pub-
1!£ (MAP) 55 (197S). 

The .. 85 percent who answered' that they would use addi tional 
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. 

Institute of Life Insurance, Monitoring Attitudes of the Pub­
li£ (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 dUration of "term" 
insurance, and the permanence of "whole life"~suggest 

.. ,'that these are educated gl:1esses based upon the names 
of these policy types. l9 . 

In sum, the available evidence indicates that most consumers 

have great difficulty understanding how to compare the cost 

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. In general, they know little about the different types-

of life insurance policies available and,. in particular, they 

know little about the important differences between term and 

cash value insurance. 

D. The Relationship Between the Lack of Price Information 
and Reduced Price competition 

Thus far, Part III has examined why and to what extent 

consumers do not know how to determine the real cost of life 

insurance. We now consider how such lack of knowledge relates 

to the problems discussed in Par t II. The short answer is 

that the absence-4f cost information reduces the price competition 

which cash value policies face from alternative savings media 

and from each other. 

Bow consumer Inabili ty to compare pr ices can r,educe pr ice 

19 Id. 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, 

this increased price dispersion, according to' the 'theory, will 

• be skewed upwards and therefore raise the average price. Simply 

put, the idea is that when price shopping is more difficult 

the individual seller will lose fewer sales i£ 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. 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 market. ft2l 

The absence of cost information also reduces the price 
. . 

competition which cash value insurance policies face from alter-

native savings media. Because consumers do not fully understand 

the savings aspect of cash value insurance and are unable to 

determine its actual rate of return, it follows that competition .. 
from alternative savings media is muted. To that extent, insurance 

20 

21 

~, ~, Rothsch~ld, "Models of Market Organization with 
Imper'feCt Informat~on: A Survey," 81 Journal ofl?olitica·l 
Economy 1283 (1973). 

Stigler "The Theory of Information," 69 Journal of Political 
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 pr ices tow'ards non-pr ice 

competition. In 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. 22 

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. 23 Further, until consumers ~re aware 

of the rates of return they r.eceive on their savings through 

ordinary life.policies, insurance companies will be able to 

compete effectively for savings dollars even though they often 

pay a rate ~f return that is several percentage points below 

alternatives available in the marketplace. 

E. The Agency System Exacerbates the Competitive Problems 

The agency system is another reason for the problems 

22 

23 

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

~ pages 59-62, supra. 
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discussed in Part II. In view of the complexity of the life 

insurance market it is not sl,lrprising that many consumers consult 

an "agent". Besides being well informed, an agent's financial 

incentives should ideally foster choices in the client's best 

i~~erests. Indeed, the "golden rule of agency" provides that 

the 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 system contribute 

to the consumer and competitive problems discussed in this report. 

1. Many AgErnts Do Not Believe There Are SuQstantial Differences 
in Pollcy 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 supervisors, 
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 possible from 
purchasing low cost insurance. 24 

Two pr-J::ncipal factors explain agents' lack of awareness 

of cost differences. First, because of extremely high turnover, 

a great many agents are inexper ienced. For example, in 1975, 

24 Moss Subcommittee Reeort, supra n~ 15, at 37. The data 
clted came from a JOlnt study conducted by the National 
Associatic:>n. of Life Underwriters andLIMRA, --Survey of 
Agency Op~n~on 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 t.o,: tbe lack of pr ice competition in the industry''. As 

stated by Mr. E.J. Moorhead: 

25 

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 

See Life Insurance Marketing and Cost Disclosure: Bearings 
Before the subcomm. on Overslght and Invest~gat~ons of 
the House Comm. on Interstate Commerce, 95th Cong., 2d 
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 
examfnatlons require "a minimum of knowledge 
about life insurance. Company "training pro­
grams and most industrywide training programs 
plac~-the emphasis on sales. skill rather 
than technical knowledge •••• [T]hose 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. Indeed, it is often 
argued that technical knowledge tends to 
hamper sales efforts. 

Statement of Joseph Belth, Hart Subcommittee Hearings, supra 
n. 4, at 567. 
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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 agen~s have for 

cash.value insurance. The next section examines 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 pOficy is substantially 

larger (per premium dollar) than that on a typical term policy. 

Table III-3 sets out the diffe'rences in rates which the Bart Sub-

~ommittee found between whole life and five-year renewable term 

policies issued toa male age 35. 27 As that table shows, first-

year commissions on wbole life policies average 55 to 60 percent, 

q 

. , 

compared to 35 to 40 percent for term policies. 28 

are similar for both types o,f policies. 

Renewal commissions I 

26 

27 

28 

29 

Table III-3 

Commission Rates on Whole Life and Term Policies By Company 
Asset Size, 1973 29 

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

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

For a detailed discussion of these rates ~ Appendix 
VII. 

See Hart Subcommittee Hearin~s, supra n. 4, at. 285&-2859. 
Figures are given for only t ose companies not licensed 

(Footnote Continued) 
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ions 

Asset Size 

First-Year Commission Rates 

Whole Life 30 Term Insurance 3l 

Top 20 Companies 
21st-50th 
Not in top 50 

59% 
57 
64 

2nd to 10th Year ~newal Commissions 

Top 20 Companies 
21-50 
Not in top 50 

Top 20 Companies 
21-50 
Not in top 50 

5% 
5 
5 

11th and 12th Year Commissions 32 

1% 
2 
2 

36% 
36 
41 

5% 
5 
5 

An agent's commission income depends not only on the £2!!!,­

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 fQr 

term. These factors combin·e to give agents a strong financial 

incentive to sell whole life insurance. Table 111-4 shows that 

ordinary agents in 1974 averaged 176 percent ~ in first-

29 

30 

31 

32 

(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. 

Whole life policies issued to males age 35. 

5-year renewal term policies issued to males age 35. 

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 

commission income is likely to be 25 percent or less o'f total 

eommission income,33 the commission 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 weekly renewal 

commission income of $90, his total commission income per week 

would be $363 if he sold the average size whole Ijfe policy, 

$188 if he sold the ~verage size level term policy, and $148 

if he sold the average size decreasing term policy. 

Table III-4 34 

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

Type of Avg. Size Premo Per, Premo Per 1st-Yr. Comm. Amt. of lst-
policy Policy $1000 Policy Rate Yr. Comm. 

Whole 
Life $19,560 $25 $497 55% $273 

Level 
Term 46,430 6 280 35 98 

Decreasing 
30,610 Term 5 167 35 58 

During the Hart Hearings, the president of one large insurance 

33 

34 

See Rappaport, "Consumerism 3nd the Compensation of the 
'tTIeInsurance Agent," 26 Transactions of the Societ of 
Actuaries 529 (1974) [here~na tee c1te as- Rappaport. 

The 1974 Buyers Study, at 17. Note: Sales on adult 
male l~ves 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 

The job and financial pressures which agents face are reflected 

in the hig'h turnover rate among agen~s. A large number of newly­

recruited agents quit in their first years. According to a 

LIMRA study of several companies, only an average of 15 p~rcent 

of recruits ,remain agents with a company four or more years. 36 

Also, LIMRA surveys consistently show that more than one-third 

of the inexperienced ordinary recruits leave their companies . 
before the end of the year in which they are hired~37 Moreover, 

this group of new age~ts (characterized by high turnover rates) 

constitutes a significant portion of all life insurance agents. 

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

comprised 59 percent of all _ agents working for ordinary life 

35 

36 

37 

Hart Subcommittee Hearings, supra n. 4, at 1922. 

Dorfman, ·Reformation in Life Insurance Agents t Compensation," 
43 Journal of Risk and Insurance 447 (1976) [hereinatter 
cited as Dorfman}. 

LIMRA" Insurance Re ort 1972-11 -- Factors Related to Salesman 
Turnover T ere are a var1ety 0 reasons or 19h 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 singled 
out were "hours," ·prospecting," and "dislike of selling." 
Besides not making 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 11. 
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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 
. .. 

structu~~' is likely to present an extremely strong ·incentive 

to 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 NAlC Advisory Committee 

hypothesized that "the compensation bias may not be as important 
• 39 

as those [biases] that the agent is taught." Ap agent pf 19 y.ears 

gave three reasons why many agents seldom sell term: 

First, when they were irained, it is possible 
that term life insurance was ignored. Second 
another possibility is that they were told 
the premiUJil is lower and so is the commission, 
therefore agents shied a~ay from term. Third, 
it could be that they have never been taught 
what term insurance really is anq its various 
uses. 40 . 

Aside from the reference to the lower commission rate paid on 

the sale of term insurance, this agen.t' s reasoning boil!=: down 

to a lack of agent training on term insurance. 

38 

39 

40 

NAlC, First Re ort of the Industr 

Subcomm. 
Industry 

Ordinar 

Dorfman, supra n. 36, at 455, quoting Kalmowitz, ftTermCon­
vers~onsare Beautiful," Life Assoc. News 83 (April 1975). 

90 

> 

I 

I 
I 



s 

, s 

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 recommends emphasizing the savJngs 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: wI came to talk to you about the Wilsons. 
Can YOQ picture yourself retired some day like 
them?,,4l 

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 high pro­
portion of temporary insurance because of its 
lower first c~st, 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 ienewal 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. 42 

We do not question the sincerity or integrity of those 

companies or agents who believe in the superiority of cash value 

41 

42 

LIMRA, Getting the Interview 42 (1974). 

LIMRA, Pro'fitable 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 .competitive problems discussed in this report. 

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 

insurance. Thus, they rely upon the advice 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 philosophical 

or financial bias favoring orie form of insurance over another. 

In such a situation it is unlikely that an agent will provide 

consumers with all the information they need to make an informed 

purchase decision. For example, an agent attempting to sell 

whole life insurance is u~likely to compare the rate of return 

available from the whole life policy to alternative savings 

plans. 44 Although the rate of return is not the only thing 

a person should consider in choosing between term and whole 

life, it is c~rtainly an important factor (see page 103, infra). 

43 

44 

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

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, 9ias 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 sever aI, 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 biaa in favor of whole life insurance. As stated 

in the Moss Subcommittee Report: 

45 

46 

[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 
f~mily~ead is probably .. doiing his client a gross 
d~sserv~ce. The NALU Wl.-tness 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 anI 
real understanding 'of what they were doing. 6 

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 
t:o foster th~informed consumer choices necessa~y 
~9 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. 

Id. 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 1II-3 

shows, 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 ·persisten6y" (low early lapsation) and small penalties 

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

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

year who has much better than average persisteRcy will only 

earn about 5 percent more than an agent with average persistency.47 

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 regard 

any sale--even a sale which will lapse early--as more profitable 

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 th.e policy lapses in the first year 

both the consum~r and the company lose money (although the former 

loses much more than the latter.)48 Only the agent ~ains. 

47 

48 

Rappaport, supra n. 33, at 544 •. 

See Richardson, "Expense Formulas for Minimum Non-forfeiture 
ViIues," 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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~ppaport estimates that the company is hurt four times as much 

as the agent by low persi~tency.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 bonuses to their ordinary agents. The commission structure 

contains little in the way of penalties for agents who consistently 

produce low persistency business. 

In recognition of this problem, an advisory committee to the 

National Association of Insurance Commissioners (NAIC) has recom-

mended that companies begin giving agents smaller first year 

commissions and larger renewal commissions. 50 This recommendation 

andvar ious adaptation"s of it have been implemented by some 

companies. 5l The NAIC advisory committee also concluded that 

there is a trend among companies toward installing some sort 

ofper~istency bonus system.52 Notwithstanding some adjustments 

in company commission structures, however, the evidence is that 

first year commissions remain" large. 53 Consequently, while 

49 

50 

51 

52 

~3 

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

NAIC Industt-y Advisory Committee Report, supra n. 39, at 
8. 

Id. at 9. 

Id. at 13. 

Id. at 9. Rappaport states that Metropolitan has begun 
using quality payments to spur persistency. Rappaport 
supra n. 33, at 568. Similarly, Equitable 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. 

S3 (Footnote Continued) 

LlAMA, Proceedings of 1973 Annual Meeting 81 (November 14, 
1973). 
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IV. 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 1 ife insur ance pol icies. While 

these i~commendations deal with only one of the ~aus~s of the 

problems discussed in this report,l this one cause is basic. 

No reform of the industry will be completely effective unless 

consumers and age·nts are provided with sufficient, clear infor-

mation to compare the benefits and costs of different life insur-

~nce policies and to compare saving through life insurance 'with 

other savings media. Therefore, while perhaps not the total 

solution, cost disclosure is a necessary first step to any effec­

tive reform in the life insur ance ind ustry •. 

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 purchasers 

two documents at the time the ir new pol ic ies are del i vered: 

(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 

1 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 
subj ects are impor tant, but they are beyond the scope of 
this report. (~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 

1 
we commend the NAIC's sensitivity to the need for disclosure. 

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

the f~I)damental need for information disclosure~ Our review of the 

sNAIC 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 policies; (4) low rates of 

return received by existing policyholders, compared to the rates 

offered to new policyholders; and (5) the small average amount 

of individual ordinary life insurance protection against premature 

death relative to the premiums 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, buyerts 

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. 

UndouDt:edly, state regulators and. others interes"ted 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 insur ance and annuity products. 

2. The choice of an index number for comparing similar 
policies. 

3. Recommendations concerning other apects of the NAIC 
model regulation. 

A. The'Need'to'Disclose'the Average'Annual'Rate'of'Return 
on "A11 'Cash 'Value Insurance 'a~d-Annuity-Products 

Parts I and II demonstrate that many consumer problems 

in the life insurance industry stem directly from the extremely 

low rates of return offered on far too many cash val ue insur ance 

products. The current lack of rate of return information is a 

major reason for the existence of these problems. The most 

important improvement that can be made· in the NAIC model regula-

3 In this connection we note that the insurance departments 
of Wisconsin, North tarolipa 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 regulations are currently in effect. The North 
Carolina regulation 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. Specif ically, 

the NAIC model regulation does not provide consumers with the 

information necessary: (1) to evaluate cash value insurance 

as a savings vehicle, and (2) to compare dissimilar types of 

insurance policies. This section shows how rate of return is 

essential to consumers in making these decisions. It also discusse 

various indu$try objections to rate of return disclosure. Further, 

it sets out the appropr iate method for computing rate of return, 

and the durations at which rates of return should be displayed. 

1. Rate" of' Return' Disclosure' is . Necessar - to· Evalaat.e 
a ue- nsurance'As -A-5avlng~- e IC e 

-
Life insurance is often sold as a convenient way to save 

for retirement or other purposes. As shown in Part I, the 

life insurance ·industry is second only-to savings and loan 

associations as a depository for personal savings. Yet it is 

the only savings medium that does not disclose the rate of 

return paid on consumer savings. Basic fairness dictates that 

consumers be given the rate of return they will receive on their 

savings though cash value insurance or annuities. The only 

information cons,umers currently receive concerning cash values, 

and all they would receive under the NAIC model regulation, 

is a ledger statement showing the cash value at selected years. 

Table IV-l illustrates the type of information disclosed under 

the NAIC model regulation for a non-participating policy issued 

to a male at age 3S. 

Table IV-l 
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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 25,0-00 
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 

Although useful, the information contained in Table IV-I 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 f~r an annual expenditure of $446.50 since 

they have also received $25,000 worth 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 

represen·ts an adequate return on premiums paid. In fact, the 

policy in Table IV-I has a 20~year rate of return of 2.09 percent. 

If the consumer had bought term insurance and invested the dif­

ference at 5 percent (after taxes), the side savings fund at the 

end of 20 years wouid be" $i2;216, a difference o~ over 40 percent. 4 

This exampre demonstrates that the NAIC model does not 

provide sufficient information to enable the consumer to judge 

4 For a description of this calculation see pages 55-56, 
supra. The actual calculation for the-rrrst twenty policy 
years is contained in the Hearin s on Life Insurance Market­
ing and Cost Disclosure Be ore the Su comm. on Overs~g t and 
Investi ations of the House Comm. on Interstate and Forei n 
Commerce, 95th Cong., 2d Sess. 808 ( 78) here~na ter 
cited as Moss Subcommitte Hearings.] 
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the relative attractiveness of savings through cash value insur-

ance compared with al ternati ves in the mar ketplace. It also 

shows the importance of making this comparison. Part II revealed 

that many policies in the marketplace have a 2~-year rate of 

return of 3 percent of less. {See Tables 11-7, 11-8, 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 amount over the same per iOO at 6 per cent will have 

$84,000. 

2. Rate "of "Return 'Disclosure" is 'Neces'sary -to 'Compare 
Dissimilar 'Types 'of'Insurance'and 'Anpuity'Products 

Rate of return disclosure on cash value products can also 

greatly assist consumers in making a choice between dissimilar 

policies. The NAIC model regulation does not attempt to deal 

with this problem. 5 Yet this choice may be the most important 

decision a consumer has to make. The choice between dissimilar 

policies is often char acte'r ized as the choice between buying 

whole life insurance o~ buying term insurance and investing 

the difference. At this time there is a cont inuing, often 

emotional.; debate within the life insurance industry concerning. 

whether' term .or whole life is the super ior prod uct. 6 We adopt 

5 

6 

The ind ices prov ided in the NAIC model can only be used to 
compaie the relative costs of ,similar policies. 

See,~, Subcommittee on Oversight and.Investigations 
orthe-HOuse Cornrn. on Interstate and Fore1gn 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.? Either product 

can be'a desirable purchase, depe~ding upon an individual's cir­

cumstances. In deciding between an insurance program based pri­

marily on term or whole life insurance, many factors should 

be considered including the individual's need for death pro-

tection, his tax bracket, and the rates of return available 

on other investments. But one 0if the most important factors 

that should be considered 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 policies is much broader than 

deciding between term and whole life. The marketplace offers 

a multitude of policy typest-hat combine insurance protection 

with savings in varying degrees--whole life, limited-pay life, 

deposit term~ term plus annuity, economatic, modified whole 

life--to name just a few. Currently, consumers lack meaningful 

information 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 ill ustr ates the usefulness of' rate of 

• • ~ - ~ • .. ... .. .. • ... • a ... .. .. .. ... .. .. ... .. .. .. .. 

7 Mathematically, term and whole life are ~ery similar. 
Appendix III shows that a whole life policy can be viewed 
as a level premium term insurance policy 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-Valce'Policies 

The difficulties facing the consumer in comparing dissimilar 

cash v~lue policies, and the fail ure of the NAIC -model to address 

~his problem, are illustrated by looking 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 would be disclosed under the NAIC model regulation. 9 

Policy Year Premiums 

1 1,349.50 
2 1,349.50 
3 1,349.50 
4 1,349.50 

,S 1,349.50 
10 1,349.50 
20 1,349.50 
Age 60 1,349.50 
Age 65 1,349.50 

,Policy Year Premiums 

1 1-,117.50 
2 1,117.50 
3 1,117.50 

. - ............ ................................... - ... 

Table IV-2 

Endowment 

Cash Value 

0.0 
678.00 

1,877.00 
3,114.50 
4,386.50 

11,313.50 
28,628.00 
38,210.50 
50,000.00 

Whole Life 

III ust.r ated 

Dividend 

102.50 
136.50 

Death Benefit 

50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 

Cash 

Value 

70.50 
872.~0 

1,693~00 

Death 

Benefit 

50,000 
50,000 
50,000 

8 In an endowment policy the cash value equals the policy's face 
amount at the end of a selected period, in this case 30 

9 

years. 

Cost index numbers would also displayed. 
only be used to compare similar pol icies. 
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4 1,117.50 171.50 2,530.50 50,000 
5 1,117.50 208.00 3,384.50 50,000 

10 1,117.50 405.50 8,595.50 50,000 

20 1,117.50 819.00 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 

It. 8 dies within the first 30 years of the policy and both provide 

~s 

lce 

:ra. 

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 prov ide pro­

tection and savings. Looking at the information in Table IV-2, 
~ 

most consumers would be unable to determine which of the policies 

represents the better buy. The rate of return provides a !iimple 

answer to this question. The policies have the following rates 

of return: 

Endowment 

5 year s 
10 years 
20 years 
30 years 

-10.53% 
- 1.04 

1.86 
1.99 

Whole 'Life 

-5.13% 
3.38 
5.01 
5.32 

Table IV-3 indicates what would happen over the first thirty 

policy years if the difference between the amount paid 

for the endowment policy and the whole life policy were invested 

in a savings fund at 5 percent (after taxes). At the end of 

thirty years, the endowment policy 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 sum of savings fund and the 

whole life pol icy I s cash value. Thus, the difference in sav ing s 

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

cash value policies and the importance to the consumer of being 

able to make this compar ison. 

b. Comparing-Traditional 'Cash'Value'Insurance'to'Additional 
First-YearPremium'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 specified 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 indust,ry members to get state regulators to ban its 

sale .. lO Like most insurance products, however, it is neither 

inherently good nor bad. Wh~ther 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-

10 See, e~~ .. , Sylvia Porter, "Is 'Deposit Term' For You?" 
New Yor Post (August 1, 1977); "Agents' Opposition 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 
Under~riter, (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," Th~ National Underwriter (Life/Health 
Ed.) at 11 (April 1, 1978). 
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Table IV-3 

(1 ) (2) (3 ) (4) (5 ) (6 ) (7) (8) 
[3 + 6] 
Total Savings 

Net Whole, Component 
Whole Life [ 1-2] [5 + Intere~t] ~fuole Life [(3-2) + 6] 

Endowment Life Cash Endowment Savings Side Acc. Cash Value + Savings Deposit 
Year Premium Premium Value Cash Value DeEosit Fund 5% Side Fund Difference 

1 1,349.50 1,117.50 70.50 0 232~00 243.50 314.00 314.00 
2 1,349.50 1,015.00 872.50 678.00 334.50 607.00 1,479.50 801.00 
3 1,349.50 981.00 1,693.00 1,819.00 368.50 1,024.50 2,717.50 838.50 
4 1,349.50 946.00 2,530.50 3,114.50 403.50 1,499.50 4,030.00 915.50 
5 1,349.50 909.50 3,384.50 4,386.50 '. 440.00 2,036.50 5,421.00 1,034.50 
6 1,349.50 872.00 4,396.00 5,694.50 477.50 2,639.50 7,035.50 1,341.00 
7 1,349.50 833.50 5,423.00 7,040.00 576.00 3,313.50 8,736.50 1,696.50 
8 1,349.50 793.00 6,465.50 8,424.00 556.50 4,063.50 10,529.00 2,105.00 
9 1,349.50 752.50 7,523.00 9,848.00 597.00 4,893.50 12,416.50 2,568.50 

10 1,349.50 712.00 8,595.50 11,313.50 637.50 5,807.50 14,403.00 3,089.5.0 
11 1,349.50 671. 00 9,540.00 12,821. 50 ~78,50 6,810.50 16,350.50 3,528.50 
12 1,149.50 628.50 10,498.50 14,374.00 721.00 7,908.00 18,406.50 4,032.50 
13 1,34~.50 586.50 11,470.50 15,971.50 7F.3.00 9,104.50 20,575.00 4,fi03.50 
14 1,34~.50. ·544.40 12,454.50 17,616.50 805.00 10,405.00 22;859.50 5,243.00 
15 1,349.50 501.50 13,451.00 19.311. 00 848.00 11,S15.50 25,266.50 5,955.50 
16 1,3-1!L50 460.00 14,458.50 21,057.00 B89.50 13,340.50 27,799.~0 6,742.00 
17 1,3~9.50 417.00 15,476.50 22,858~00 932.50 14,986.50 30,463.00 7,605.00 
18 1,3t!9.50 372.00 16,505.00 24,717.50 977.50 16,762.00' 33,267.00 8,549.50 
19 l,V~.50 335.00 17, 5 <13. 0'0 26,189.00 1,014.50 18,665.50 36,208.50 1.0,019.50 
20 i,3,4.9.50 298.50 18,591.00 28,628.00 1,"51.00 20,702.50 39,293.50 10,665.50 
21 1,3~9.50 260.50 19,492.50 30,420.50 1,089.00 22,881.00 42,373.50 11,953.00 
22 1,3~9.50 109.00 20,395.50 32,269.50 1,~40.50 25,327.50 45,723.00 1'3,454.00 
23 1,3~~.50 75.50 21,299.00 34,179.00 1,274.00 27,931.50 49,230.50 15,051. 50 
24 1,349.50 42.00 22,201.00 36~157.00 1,307.50 30,701.00 52,902.00 16,745.00 
25 1,3L!~.50 9.50 23,101.00 38,210.50 1,340.00 33,643.00 56,744.00 18,533.50 
26 1,3,.4,~.50 23.00 23,997.50 40,348.50 1,372.50 36,766.50 60,764.00 20,415.50 
27 1,'l,.4~.50 ·55.00 24,889.QO 42,582.00 1,404.50 40,079.~0 64,968.50 22,386.50 
28 1,::I,4,Q.50 86.50 25,774.50 44,924,00 1~436.00 43,591.50 69,366.00 24,442.00 
29 1,1"'~.50 - 118.00 26,652.50 47,390.50 1,467.50 47,312.00 73,964.50 26,574.00 
30 1,1AQ.50 - 150.50 27,521.50 50,000.00 1.500.00 51,252.50 78,774.00 28,774.00 

~'; ;'~.', !".~) I~\~ 



less, a product for which meaningful rate of return disclosure 

is cr i tical. 11 

In deposit term, the consumer pays a first year premium that 

is substantially higher than subsequent premiums. This add it ional 

premiu~_-or ndeposit" will be returned at the end.·of a specified 

period (usually 10 years) in an amount that is generally double 

the initial deposit. The representation is made that the "deposit" 

will thus earn in~erest at the rate of 7 to 10 percent. In most 

cases, this representation is misleading. A rate of return of 

10 percent on the ndepositn means little if the consumer is pay­

ing an exorbitant rate for the term insurance component of the 

policy.12 What is _ impor tant is not the r ate of return that is 

imputed on the "deposit n but the aver age annual rate of return 

on the gross premiums paid for the total package of insurance 

and sav ing s • 

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 

11 

12 

Our discussion of deposit term is applicable to the other 
additional-· first-year premium policies. 

Deposit term can be viewed as a spec ial 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 pol icy face amount. The tr ad i­
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, nAn 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 

var ied {torn a high of plus 9.34 pe.rcent to a low of minus 9 percent. 

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 
Rate of Return 

No. of 
Policies 

7-8% 13 
9-10% 8 

Averages for all policies 

Average Rates of Return 
Age 25 Age 45 

-0.23% 
1.30% 
0.32% 

-5.33% 
-3.23% 
-4.65% 

Distribution of Rates of Return - Age 25 

Number of Policies 

-5 -3 _:,:"1 +1 +3 +5 +7 +9 +11 

The Skipper study demonstrates two points: (1) there. is an 

enormgus . var iation in the qual ity of deposit term products on 

the market and (2) the only way consumers can evaluate whether 

this type of policy is a desIrable pur~hase is if they are pro-

13 Id. at 12. 
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vided with 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 representation that the "deposit" in deposit 

'terms earns 7 to 10 percent annual interest. 14 The most important 

area where this probiem 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 po~icyholder with 

retirement income. 15 - Prior to retirement the contract is much like 

a savings account. The amount contributed minus sales and admin-

istrative charges earns interest. If a policyholder dies before 

retirement, he or she receives either the cash value of the contract 

or premiums paid, whichever is greater. Upon retiring, the policy-

holder usually can turn in the' 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 

15 

In some whole life sale~ presentations an example is given com­
paring a whole life policy with buying term and investing the 
dit!erenc.e • The whole life policy is made to appear to be a 
better buy by using expensive term insurance rates in the 
comparison. 

The number of annuities in force with domestic life insurance 
companies under individual and supplemental contracts totaled 
4.3 million in 1977. Individual annuities accounted for nearly 
3.7 million of the total. The amount paid into individual 
annuities in 1977 was: $4.4 billion. .Am~ican Council of Life 
Insurance, Fact Book 36, (1978) [hereinafter cited as 
Fact Book]. 
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income for a specified period--usually life. l6 

Two types of information are generally disclosed for annuities: 
I 

(1) the annuity rate which is the number of dollars per $1,000 accum- ! 
i 
\ ulated that will be paid the annuitant monthly starting at retirement, 

:nd (2)- the interest rate paid 01) the sums deposited into the annuity .. I 
The rate of interest will determine the amount of investment accum-

ulation or cash value of the annuity.17 The actual amount of monthly 

income the annuitant will receive is called the annuity rent. The • 

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 instirance~ the cost of comparable annuities varies 

'd 1 18 W~ e y. This cost dispersion results, in part, from the curr~nt 

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 

annui ty payments .at 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 

16 

17 

18 

In addition to providing income for life, most annuities 
guarantee the payment for a fixed number of years, such as ten. 

Both the annuity rate and interest rate are usually displayed 
on a guaranteed and current basis. The current rate is the 
rate that is being paid at the time the annuity is sold. 

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.] 
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further than the NAIC regulation and require rate of return dis-

19 closure on annuity products. 

Two common types of advertisements used to promote the sale of 

annuities· illustrate the possible deception when non-standardized 

·t rates of return are used. First, s.o,me advertisements guarantee a 1 y. 

high rate of return, for example, 8 percent. They fail to explain 

1 ~at this figure does not represent the return on the gross premium 1 y 

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 retqrn is expressed as a percentage of premiums paid, 

~e ·return in some cases plummets to as low as 4 percent. For a 

description of the advertising 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: 

mt 

Ls 

lte 

19 
1. 

20 

21 

[Olne flexible premiUm annuity advertised by 
Pacific Mutual at 8 1/4% has!an actual rate 
of return of -.49% after 5 years, 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 
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 -1.11%, and after 30 years, 4.48%. 

The staff recommendation with regard to annuities is incorporat~d 
into the draft regulation, see Appendix X. 

Sometimes the advertisements do qualify the interest rate quoted 
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. 

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). In 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 tha 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 succeed; .... g .years... r k th ...... n uO 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 (the rent) is a function of both the annuity rate 

and the amount of cash accumulation to which the rate is applied. 

The cash accumula.tion is, In turn, determined by the rate of interest 
~ 

the annuity pays. One study of annuities foundsubstantially.J.ess 

variation in annuity rates than. in cash accumulations. It concluded 

that the investment accumulation is a more important factor than 

annuity rates in determining the amount the annuitant will ultimately 

.. , 
\ 

rec.eiYe (the rent). 22 It is important to disclose the amount of f. 
the annuity payment that a consumer will receive. This information, 

however, will not allow consumers 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 accomplished by requiring disclosure of the average 

annual rate of return on gross premiums paid for all annuity products. 

22 Greene, Neter, and Tenney, supra n.18, at 388-389. The 
coefficients of vatiation ·for annuity rates, investment 
accumulations and rents is set forth below: 

Rents 
Rates 
Investment Accumulation 

Guaranteed Basis 
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lO~l% 
3.7% 
7.4% 

Current Basis 

13.6% 
5.7% 

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 they allege is an improper s~paration of whole life insurance 

into savings and protection. In their view, life insurance is an 

inse~arable contract ~nd can only be viewed as a whole. 23 An 

example of this argument 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: 

23 

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 

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 tne 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 
old buyer would normally prefer to pay a series of equal 
annual payments, either for life or for a limited number 
of years. • • • [T]he 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 centr al purpose of the contract 
is insurance protection, the contract also 
provides auxiliary rights which are avail-
able to the policyholder dur ing his 1 ifetime 
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 pol icyholder 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 insuff icient. 

A fair read ing 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 
contr act· and points up the impropr iety ~of 
definitions which w6uldsplit the policy 
into two ~arts:Le;, protection and savings 
elements. 4 

It is a matter· of semantics whether a' cash value insurance 

contract is described as an indivisible whole, insurance purchased 

on. the installment. plan, . or a combination of death protection 

and sav ings. The debate shou·ld not focus on whether a particular 

definition is' correct, but rather On whether the definitions 

are useful in helping to under stand different aspects of the 

whole life contract. Each of these definitions can be useful 

for different purposes. The value of looking at the whole life 

contr act from "complementary vantage points" has been expressed 

by Spencer L. Kimball and Mark S.Rapaport: 

Their view [theact'uaries] is not the 

24 
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The Nature of the Whole Life Con:t:ract 27 (NAIC 1974) 
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, 
howe'ver, 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 val ue 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 ~is personal finances it would 
be inane to advise a policyholder not to 
regard his cash value as an asset. 25 

The view of cash value insurance as a combination of death 

protection and savings is commonly found in life insurance text-

books -because it -is _a very useful and under standable way to 

25 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 loo"king at phenomena from "complementary" 
viewpoints r esul ted 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 u~ed. This notion ~f com­
plementarity from the hard sciences ought 
to be readily understood by mathematically 
trained actuar ies. HoI ton, "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 descr ibe the contract in the same way 

for the same reason: 

26 

27 

[E]ven the most dedicated agent can be hard put 
. __ ,to explain the intr icac ies of a prod uct 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 sav ings elements, the agent, 
like many' educators, may find it easier to describe 
the whole life policy inte~ms of this and rather 
than in technical language. 7 

••• under the level-premium plan.a $1,000 . 
policy_does not provide' $1,000 of pure term 
insurance. Rather it provides a decreasing 
amount of term insurance and an, increasing investment 
element which when combined are always just 
equal to the face amount of the policy. 
This analogy of the combination of protection and 
investment is' found in'all level-premium plans •••• 

S. Huebner & K. Black, ~lfe'lnsurance 11 (1972). 'A similar 
descr iption is contained' in' Linton, How -Life' Insurance 
Can 'Serve -You 63 (19'58). 

'l'he'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 steadily, 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 

\rlhole life contr act" 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 poss ible, but an appropr iate 
way to look at '6ash 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, publ ishedin 
1962, had no qualms "about a, chapter entitled 
"policyholders' Saving Through Life Insurance." 
The study tal ks of ind ustry effor ts to push 
whole-life and endowment as opposed to term" 
in the hope of "an augmented flow of saviI).gs 
into life insurance~ They further expressed 
hope that 'the "dec,lining trend in life insur ance 
savings" would be tranSitory. 

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' n05~on seri~ 
ousl y enoug~ to arg ue about it fur ther • ' 

The Moss Subcornmittee reached a similar c'onclusion: '"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 irrespons i-

28 Kimball 'and 'Rapaport, supra n. 25, at 1028-1029 (foot­
notes omltted). 
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bility.n 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 ba~ed on term insurance plus 

savings. 30 We agree whole life .policies have unique characteris­

tics that cannot be duplicated precisely b~ a program base~ on 

term insurance plus savings. As we have previously stated, supra, 

page 34, these advantages of the whole life contract may well 

lead consumers to accept a lower rate of return from a whole life 

29 

30 

Moss -Subcomrn~ttee Report, supra n. 6, at 23 n. 55. 

This argument was presented in the testimony of the American 
Council of Life Insurance before the Moss Subcommittee: 

Unl ike a bank sav ing s account, the cash 
value of a whole life poliCy may be_used in 
many ways such· as to pur chase extended o;r J?aid­
up insurance benefits, or to provide a life 

"income to the - insured or beneficiary, or 
as collateral for- a relativel~ low cost 
policy loan. Moreover, since whole life 
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 pol icyholder . Further, 
at death, life insurance proceeds can be 
obtained quickly without pass~ng through _ 
the .~_state of the insured and without hav irtg 
to be probated. Savings accounts do not provide 
any of these features, nor can banks provide 
the very long term investment gua~antees 
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 d is-
abil i ty. These aQvantages of permanent life 
insur ance are ignored in the n buy term and 
invest the difference n comparison. 

Id. at 21. 
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policy than they could receive elsewhere. The existence of these i 

advantages is not, however, a valid argument 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 m~y be available elsewhere. 3l 

The buyer's guide should contain an explanation of the unique 

features of cash ~alue insurance that distinguishes it from 

other forms of savings. 

A further argument against rate of return disclosure is 

that it may cause many purchasers to select term rather than 
.-

whole life insurance. Some argue that the only way many people 

can save for retirement or build an estate is to buy whole life 

insurance. It is contended that if people buy term insurance 

they will. _ not save the difference between the term and whole 

life premium and will thus' be left without funQ~ in their later 

year s. We see no evidence -that consumers are only able to save 

through cash value insur ance. 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 insur ance and a s ide fund because the marg inal 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 
measuteof the-relative 'value of a cash value policy by 
compar irig it to a hypothet~cal program of buying term 
insur ance 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 Subcommittee's analysis of this argument: 

Even assuming that many people" will "spend the di~­
ference" without remorse, it does not follow 
that the sol ution is to promote whole life sales 
by obscuring rate of return differentials. ""We 
simply reject the notion, implicit in this argu­
ment, that insur ance compan"ies should be allowed 
to fool people into sav ing for the future. If, 
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 ~~ Congress," not in insurance company 
boardrooms. 

Finally, the industry argues that the rate of return will 

vary somewhat depending upon the yearly renewable term rates 

used in the calculation. 33 A report by" the Society of Actuaries 

on 1 ife insur ance cost compar ison index methods recommended that 

a low scale of term rates be used because" "it would typically 

be assumed that one who ser iously cons iders the two al ternati ve 

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, 

32 

33 

34 

35 

Moss" Subco_mmitteeReport, 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 "t.ife "Insurance 

arison"Index Methods 145 (1974) {hereinafter 
c~te as Actuar~es 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 differ-ent 

yield could be obtained by the use of high YRT rates. 36 

4. Method-Used' for-Rate of'Return Bisclosure 

Parts IV.A.l and 2 demonstrate the usefulness of rate of return 

disclosure. This sect ion cons ider s the method tha-t shauld be 

used to calculate rate of return. 

In this report we recommend what is known as the "Linton 

Yield" as the method f~r 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, if a policy has 

. a lO-year Linton Yield of 3.5 percent it means that, if the 

policy is held for ten years, it will have earned an aver age 

of 3.5 percent per year compound int~rest. It is calculated 

by deducting from the whole life premium (less any dividend) 

the amount it would cost to buy as much term as .is represented 

by the policy's pure insurance portion. The difference can be 

considered as a savings deposit. The rate of return, then, is 

the interest rate required to make these deposits, accumulated 

35 

36 

(Footnote ~6ntinued) 

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. 

Because the rate of return is somewhat sensitive to the 
term rates assumed in the calculation, the Buyer's Guide 
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 appropr iateness of 
a policy's rate of return for their -particular situations. 
See Buyer's Guide in Appendix X. 
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at inte-rest, equal the cash val ue of the pol icy at the end of 

the per iod of years chosen for the computation. 37 

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 acceptable method 
.' 

of disclosing rate of return, they preferred an alternative rate 

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. 

It does this by compar ing the funds available under an insurance 

policy with the fund available by allocating available premium--. 

dollars between term and a side in~estment fund that earns a 

specified interest r~te. 38 The number disclosed to consumers 

is the dollar amount in the side fund at the end of selected 

years. 

37 

38 

Moss Subcommittee -Report, supra n. 6, at 13-14. A descrip­
t10n of how the L1nton Yield 1S calculated is set forth 
at pages 25-26, supra. 

In the calcu1ation~ the cash outlay for each program 
is kept the sam~. In addition, the sum of the term face 
amount and the side fund is equal to the whole life face 
a~ount. Th~refore, 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. Tl1e cash accumulation method is . 
very similar to the Linton Yield except the interest rate 
is assumed r ather than solved for. See 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, ~!:..:..!l:... page 337 supra. 
This method of compar ing term and whole 1 ife was first 
described in Murray, "Analyzing the Investment Value 
of Cash Value Insurance," 43 J:'Risk's-Ins: 121 (1976). 
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a. 

The Subcommittee expres-sed its reasons for preferr ing the 

cash accumulation method over the Linton Yield as follows: 

The cash accumulation method shows when the side 
fund exceeds the whole 1 ife 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 lif-e 
cash value increases, and do not 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, pn balance, to prefer the cash 
accumulation method over the Linton Yield as a 
comparative method. However, we do not affirma­
tively oppose the Linton !~eld, and regard both 
approaches as acceptable. 

We recognize that the disclosure of the point when the 

side fund exceeds face amount of the insur a.nce policy is an 

advantage of the cash accumulation method. This advantage, how­

ever, must be weighed against features of the Linton Yield which 

we think are c:lear 1 y super ior • There are two advantages of the 

Linton Yield. First, the Linton Yield gives a ~ercentage figur~ 

for the rate of return. This .. concept is very familiar to consum­

ers. The normal way that other forms of savings or investments_ 

are compared is through a percentage rate of return. 40 There­

f6re, the Linton Yield may well be more understandable than 

the dollar amounts of the side- fund· displayed under the cash 

39 

40 

Moss 'Subcommittee 'R~port, supra n. 3, - at 20. 

This is not to say the higher yielding investment should 
always beselect·ed. The lower yi,elqing inv~stment may 
be subject .to less; risk# have different tax consequences, 
or have a variety of other characteristics that make it 
a desir able _ purchase. -Nevertheless, the rate of return 
is an essential fact that is considered in most sav ing 
or investment decisions. 
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accumulation 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 also 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 . (~ 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 limited use in comparing dissimilar 

f h 1 1 ·· 41 types 0 cas va ue po ~c~es. For these two reasons we prefer 

the Linton 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. In Part II 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 ~ide fund at age 65 for all cash value po-licies. 
The diffe·rencebetween it 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 exampl.e 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 policy, even if it 
was a better buy. This is because endowment premiums tend to 
be substantially greater than whole life 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 insur ance products. It 

will reinforce the message contained in the buyer's guide that 

a person should not buy a whole life policy unless one plans 

to keep if- for at least ten year s. 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 policy is he-ld 15 or 20 years. 

At that point, it essentially levels off. (S.ee 

Tables 11-7, II-a,supra). The 30-year rate of return will 

disclose this leveling process and eliminate any inference 

that the early year Fattern of a substantially increasing rate 

of return continues after the policy has been ·held for 20 years. 

Second, the 30-year rate of return will indicate to consumers 

42 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 'Reeort~ 
supra n. 6, at 27. ThlS proposal has conslderable merlt 
and we would like to see it tr ied. We think however, that 
disclosure of the five- 'and ten-':year· Linton Yields would 
accomplish the same goal. Moreover, the approachwerecom-­
mend has two advantages. F itst, ·<3isclosureoftheyHHd s 
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 magnitude of the loss in the case of a five-year lapse 
(where minus 25 percent rates of return are cOJDltlon) and the 
often low ten-year yield even if it is posi ti ve. 
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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 1 benefits sUbstantially decreas~ aft~r the twentieth 
~ ...... -

year. 43 Disclosure of the 30-year rate of return will alert 

consumers to the possible pitfalls in purchasing such a policy. 

This ~ect~on 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 bhe usefulness of rate of return (Linton Yield) in 

comparing dissimilar policies. 44 The next section deals wfth the 

problem that the NAIC model does address--that of compar ing simi­

lar policies. 

43 

44 

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 rat.s of return: S-year: -2.80%; 
10-year: 2.36%; 20~year: 3.78%;40-year: 2.71%. 

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 c.ompa~able 

policies. This problem is particularly acute in the case of 

cash value insurance. There, it is impossible to ascertain 

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 many cases, pay dividends. 

To compare the cotts of two similar cash value "policies, it 

is necessary to use _an index that takes these factors, as well as 

the time value of money into account. 45 This section examines 

the current NAIC cost index system and recommends modifications 

of that proposal. 

1. NAIC Cost Indices 

The 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 insurance industry employed. the "net 

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. In addition, many term policies pay 
dividends which may lower the cost of those policies. 
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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 obtain a ftcostft per thousand dollars of coverage ~hich could 
~ . '" .. 

be compared to ftcost" of other policies. 

The 20-year net cost figure was often negative. This gave 

rise to the totally misleading representation by many agents 

that over a twenty-year period, if a person bought a whole life 

policy, the insurance would not cost th~· individual anything. 

This representaeion illustrates the fundamental flaw 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 

47 

48 

~, ~ Subcommittee Report, supra n. 6, at 33. 

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. 

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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on. 

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 

Committee on Life Insurance Costs. 49 This committee was asked 

-to consider the method or methods that a prospective buyer 

of life insurance may find most suitable for use in comparing 

the premiums, divide~ds and cash values of comparable policies 

offered by different lif"e insurance companies ... 50 The Joj..nt Special 

co~ttee Report recommended that the industry abandon the use of the 

net cost method in {avor of an interest-adjusted cost index 

(also known as the surrender index), a method of com~arison 

that recognizes the ti~e value of money.5l 

49 

50 

51 

The committee, chaired by Mr. E.J. Moorhead, the President­
elect of the Society of Actuaries, was formed by the Americ"an 
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. 
on Antltrust and Mono 01 " of the Senate JudlClar Comm. , 

Cong., d Sess. 1 4). testimony of E.J. Moorhead). 

The interest-adjusted index differs from the traditional 
method in three r~spects: 

1. 

2. 

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 s~curity and 
stability. The interest factor used in the 1970 
Report was 4 percent. The rise of interest ~ates 
available in the market have resulted i~. rise 
in the rate used in the calculation ~o 5 percent. 

The dividends, instead of being added, are accumulated 
at the same interest rate as in 1i 

(Footnote Continued) 
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In 1971, the NAIC embarked on an effort to develop "a 

useful life insurance consumer price disclosure method."52 In 

June, 1973, it adopted an interim model cost disclosure regu­

lation that mirrored the cost comparison recommendations of 

the J'olnt Special Committee. Th~s regulation (1) prohibited 

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 method (surrender index).53 The final NAIC model 

regulation, adopted in May 1976, requires in addition to the 

surrender index, the disclosure of the payment index and the 

equivalent'level annual dividend. 54 Furthermore, each of the!?e 

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: 

51 

52 

5.3 

54 

1. Surrender index-this index is a measure 

of the cost of an insurance policy if an . individual 

(Footnote Continued) 

3. Instead of dividing by the number of years (for 
example 20) the net amount of accumulated premiums 
l~ss 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), 

Moss Subcommittee Hearings, supra n. 4, at 248 (statement of 
trer'Eert w. Anderson). . . 

Actuaries Report, supra n. 33, at 5. 

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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55 

56 

57 

surrenders it at a fixed point in time, either 

10 or 20 years. 55 

2. Pay!ent index - this index measur~s ~r~ 

relative cost of a policy if death occurs 

in the tenth or twentieth-year. In other 

words, this index assumes the policyholder 

!!!! make.]2 use of his policy's cash values 

during these time periods. 56 

3. Equivalent level annual dividend - this number 

is intenged to show the relative importance 

of illustrated dividends in calculating-the 
-

surrender and payment indices. The purported 

purpose for this figure is to demonstrate the 

co~ts--for either the surrender. or payment. 

indices--of a participating policy if no dividends 

were paid. 57 

In prohibiting the use of the traditional net cost method 

To compute this index, the premiums are accumulated. at 
interest for the stated period (10 or 20 years). From this 
total, the~_~um 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 SUr'render 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 

meaningful cost information for comparison shopping among similar 

policies. However, we have serious reservations regarding the 

utility of certain of the indic~s provided. Moreover, we are 

concerned that in requiring six index numbers for similar policy 

comparisons the NAIC model regulation may 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 {l).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 '6seful disclosure system must provide 

consumers with m~nageable amounts of relevant iqformation, 

~resented in a manner that will facilitate informed decision-

making. In our view, the cost index system proposed by NAIC 

model regulation fails to meet this standard in several si9-

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 Hearin 5 before the Senate Subconnn. on and 
Cemeter~es 0 t e Comm. on Veteran s A st 
sess. 150 (1977) Statement .of Mr. E.J. Moorhead, [hereinafter 
c.ited as Veteran's Heari,pgs]. 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. 60 As 

previously noted, sisnificant amounts of whole life policy premiums 

58 

59 

60 

(Footnote Continued) 

••• the model bill of the National Association of 
Ins.urance Commissione'rs places before the buyer a 
p.otentially bewilder ing array of surrender cost indexes, 
net payment cost indexes, and 'equivalent lev·el annual 
dividends~ Very few life insurance buyers possess 
enough knowledge of ~ife insurance intricacies to 
arrive at the right answer from so many indexes. 

Mr., E.J. Moorhead stated in recent testimony before the 
Wisconsin Insurance Commission that it is both irrational 
and im~robable "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 Oplositionl. Apparently, 
the assumption that cash values are 0 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 bu~k 
of life insurance) are able to state conclusively how they 
intend to use the policy over a twenty to thirty year period. 

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. Indeed, this is one 

of the major attractions of whole life insurance. 6l Moreover, 

policyholders are much more likely to make use of their policies' 

cash values than death benefits. Data submitted to the Moss 

Subcommittee indicate that for every 1000 whole life policies, 
'. 

510 will have been surrendered or lapsed by the 15th policy 

year and only 16 will have resulted in a death claim. 62 In addi-

tion, of the 474 policies that remain in force after 15 years, 

many policyholders will have utilized their cash values by taking 

out a policy 10~n.63 Thus, we question whether the payment 

index is relevant for most consumers. 

The use of this index can also present a distorted pic-

ture to purchasers who may subsequently.decide to take advan­

tage of their policy's caSh value. The payment index often 

makesp6lici~s that have poor cash value scales appear to be 

relatively low~cost. 'An index taking cash values into consider­

ation would show that many of these same policies are high cost. 64 

61 

62 

63 

64 

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. , 

See, Moss Subcommittee Hearings, supra n. 4, at 774-76. 
This lnformatlon further indicates that after 33 years, 
626 policies will have been surrendered or lapsed, with 
92 resulting in a death claim and 282 policies still in 
force. 

Life insurance company policy ioans to policyholders against 
the cash values of their insurance policies amounted to 
$27.6 billion in 1977. ~ Book, supra n. 15, at 85. 

The Actuaries Report found a high correlation in'ranking 
(Footnote Continued) 

134 

I 
l 
• 1 
J 

\ , 
, 



4 

t 

A comparison of two $25,000· whole life policies available to 

a 35 year old male illustrates this .phenomenon. 65 Policy 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 surrender index of 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 policy were surrendered in the twentieth year, the purchaser 

.of Policy B would have saved 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 people term insurance is not a viable option 

because term insurance premiums become very expensive after 

age 65. 66 . This argument assumes that the only way individuals 

64 

65 

66 

(Footnote· Continued) 

amon9 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 index. Actuaries Report, 
supra n. 3~~ at 100. 

The indices for these two poliCies were taken f-rom Best's 
. Rev iew (Life/Health Ed.): Pol icy A (February 1977), and 

Policy B (December 19·76~ • 

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 prdtection bought" by the level premium 
declines each year as the cash value increases. For example, 
a 35 year old 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 ~or their survivors is through 

the proceeds of an in force whole life policy. What is needed, 

however, is a source of money for survivors if death occurs 

after age 65. Whole life insurance is only one of many ways 

to guat'antee 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 analyz~d 306 different $25,000 whole 

life policies issued in 1973 to males aged 35. These policies 

were compared to an alternative program of term insurance plus 

a. side fund accumulating 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 even whole life purchasers who intend 

to keep their policies until death (and who are therefore not 

interested. in cash values)· could buy term instead and have 

the face amount of the whole life policy saved·by age 67. 

Moreover, at that time, the number 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 payment index enhances 

the chances for-·consumer confusion. The industry's own Joint 

Special Committee on Life Insurance Costs recognized this in 

recommending against the use of the payment index. The Committee 

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 gre~ter 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 that 
greatly needs to be kept straightforward. 67 

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 NAlC model regulation. 68 Mr. Moorhead further 

stated: 

67 

68 

Seecial Committee- Report, supra n. 49, at 20. The possi­
bll1ty of consumer confusion .1n 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 
NAlC disclosure system were asked the following·true/false 
question: . 

The·Net Payment Cost Index helps you compare 
the cost of similar poiicies if at some future 
point in time you wer'e to surrender each 
policy and take its cash value. 

Only 36.6% of the subjects answered this true/false question 
correctly when theY.first took the quiz. The lowes"t percentage 
of correct a"nswers for any of the other 20 questions was 
73.2%. Even when the subjects r~took the test with the 
Buyer's Guide before them only 67.6% of the subjects answered 
the question-~orrectly. 

~, Statement in Opposition, suera. n. 5~ at 1. In a 
statement before the Senate Comm1ttee 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. S8~ 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 ~he 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 abQve, the equivalent level annual dividend is 

a measure designed to demonstrate the role that illustrated 

dividends play iri the calculation of the cost index of a partici­

pating policy. It is calculated by accumulating dividends at 

interest and then converting the. result to a present value on 

a leve:l annual basis • The resulting figure can then be added 

to the cost ind~x for ~ 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 contained in the NAIC 

model is with the assumption made in the calculation that no 

dividends will in fact be paid. This is extremely unlikely 

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. In fact, over the last twenty years 

the actual dividends paid on partic·ipating policies have been 

consistently higher than those illustrated at the time of 

issue. 69 While there are several reasons why actual dividends 

have exceeded illustrated dividend~ over the past twenty years, 

it is predominantly due to improvements in companies' investment 

earnings and mortality experience. Although 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, ~o any significant degree, companies will be 

unable to at least meet their current illustrated dividend 

scales. Further, there is certainly no reason to believe that 

companies will totally fail to pay any dividends. We agree 

with the Moss Subconunittee that the equivalent level annual 

dividend is potentially deceptive. As the Subcommittee's Report 

noted: 

69 

70 

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
iveto misleading use directly into the 
hands of the agents who have a strong incen­
tive to employ it deceptively.70 

~, ~I Best's Review 30 (December 1976). 

Moss Subcommittee Report, supra n. 6, at 45. A similar opin-
10n 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 imply that the problems associated with the 

use of illustrated dividends in computing cost indices are not 

important or that consumers should not be aware of the advantage 

of guaranteed cost in non-participating policie~.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. 

70 

71 

\Footnote·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 si~ply 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. 

The buyer's guide 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 
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I 30% below illustrations before participating policies would 
have generally lower 20-yea~ comparison indices than guarantee~ 
cost policies. Actuaries Report, supra n. 33, at 131- -I 
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 dividends 
may not be fully realized. There appears to be some room 
for ~ctual 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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If meaningful cost disclosure becomes widespread there will 

be pressure on participating companies to increase their illustrated 

dividends to appear more favorable on a cost index. 72 We recognize 

that this is a potential problem. However, we believe industry 
, -

restraint and regulatory overs ight· ,are a more appropriate way 

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 mod~l regulation requires that each of the cost 

comparison indices be displayed for the tenth and twentieth 

policy years. In our view, the tenth year index figures provide 

little meaningful inform~tion and should be eliminated. Indeed, 

72 In a 1975 report l?reparedby the Special Committee of the 
Society of Actuarles en'titled "Dividend Illustration 
Philosophies" for the Life Insurance Cost comparison (C3) 
Task Force of the NAIC, actuaries completed questionnaires 
relating to various aspects of illustratQd 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 c~mpare costs on some widely accepted basis mandated 
by law or regulation. Society of Actuaries Committee on 
Cost Compar ison Methods and Related Issues, "Philosophies 
in the Computation arid Dissemination of Dividend Illustrations" 
52 (September 1974). 

We nOte there is currently a considerable amount of interest 
within the actuarial profession and the NAIC nth the problem 
of dividend illustrations. We hope this activity will 
continue and that the industry and regulatory authorities. 
will be able to develop a standardized method of calculating 
illustrated dividends and adequately police their use to 
insure against abuse. ~ also discussion at pages 151-153, 
infra. 
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as the Moss Subcommittee Report 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 

The-reasons for removal of th~ ten year displays 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 return for $25,000 pa~ticipating policies issued 

in 1977 was between minus 1.30 and plus 1.25 percent, and for 

non-participating polcies was between minus .61 and minus 3.86 

percent. Accordingly, a person considering insurance for a 

ten year period is al~ost always better off buying term insurance. 75 

74 

75 

Moss Subcommittee ,Report, supra n. 6, at 46. 

A statement submit.ted by the Northwestern Mutual Life Insurance 
Company on a proposal by the Wisconsin Department of Insurance 
to require five-year inde.x 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: 

[F]ive 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 
prospect-ive buyer isn't consider ing 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 Company, 
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. In rejecting later years 

displays, the NAIC task force concluded: 

{T]wenty years was about as far as projections 
.~f future events could be made while retaining 
any validity for cost comparison purposes. -_ 
The principal areas of unce~tainty 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 o~ 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 fot delivery into the future. 76 

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 t.he goal of a cost disclosure system 

--to help consumers find attractively priced insurance products-­

may be frustrated by the inclusion of the payment index, equiva­

lent level annual dividend and the tenth year duration display. 

While these figures may be of some use to the sophisticated 

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 

, 
Moss Subcommittee Hearings, supra n. 4, at 304. 76 

As previou~ly 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 lndex numoers. 

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 twentieth policy year. We now 

tur.n. to a discussion of what method should be employed 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 retent10n index because 

most cost disclosure proposals employ one or the other of these 

two indices and they are representative of the two basic approaches 

of presenting comparative cost information • 

. The surrender in-aex is the best known of what is termed 

the·event~pecificn or ·snapshot" approach ~o-similar policy 

comparison. This techniqu~ looks at a particular point in time 

and assumes a specific event will occur. For example, the 20th 

year surrender index will show the relative cost of two policies 

based ont~e 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 

~verage· 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. ~ 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 

Wexpect~~, values" are combined into an index which can be described 

as a representation of the average -cost of a policy'to a group 

of similar policyholders. The most commonly used group average 

approach is the "company retention index" developed by Professor 

Joseph Belth of' Indiana university.79 The company retention 

index is essentially the present expected value80 of all premiums, 

less the present e.xpected value of all death benefits, policy 

dividends and cash values. To determine the "expected value" 

of the premiums, dividends, and death benefits, the amount paid 

is weighted by the probability that it will have to be paid; 

~, the probability that a person will not die duting the 
. .,., .. , •... -

year. Si~ilarly, the "exp~cted value" of the cash value in 

a given year is determined by the probability that a person will 

surrender or lapse a policy in that year. 81 The index is called 

79 

80 

81 

Professor Belth describes the "company retention" method 
in, ,"Th~ Relationship Between Benefits and Premiums. in 
Life Insurance," 36 Journal of Risk and Insurance 19-39 
(1969). 

Present value refers to the fact that an interest rate 
ia 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 cen~s. Thus, the company retention 
index, like the surrender index, incorporates the time 
value of money into the calculation, see page 127, supra. 

The mortality and lapse probabilities used in the calculation 
are industrywide averages. They are contained, in Appendix 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 wish to stress at the outset our concurrence w~th the 

NAIC task force, which concluded t~at the choice between the 

surrender index and the company retention index should not be 

made solely ori th~ basis of which index is technically the most 

accurate. 83 As previously discussed, the relative uncertainty 

of illustrated dividends makes any' index applied to participating 

policies (the preQominate form of ordinary life insurance), 
~ 

of necessity, only approximate. Moreover, all indices depend 

81 

82 

83 

, (Footn-o'te 'cCorrtinued) 

together' with' the mathematical formula used to calculate 
the company retention index. 

The retention figure does not measure the actual amount a given 
insurer will r~tain from a given policyholder 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 1 s 
actual experience. As an averige measure, however, it 
provides a good indication of the relative attractiveness 
of similar lnsurance policies, see discussion, page 145, 
infra. 

The NAIC task force concluded: 

There is marked similarity of the messages 
conveyed by particular average and snapshot 
approaches. The conclusion is that the choice 
between these approaches should not 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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upon assumptions made in their calculation. 84 Therefore, no 

cost index can be totally accurate. A cost index should reveal 

if a policy is generally high-cost and guide the consumer to 

a policy ~r group of policies that are attractively priced. 

Both th~.iurrender index and company retention index dq 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 consistent with more complex methods 
such as the company retention index, and 
it p.rovides useful ·information regarding 
policy benefits assuming certain specified 
events which the policyholder can easily 
relate to. 86 

; We do not, however" find the fact that calculating the company 

84 

85 

86 

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 interest' 
rate plus assumed mortality and lapse probabilities. 

~!- -~-' Moorhead, The Manipulati<;m Issue: Research 
ProJeCF""""Z (NAIC 1975) at 4; Actuarl.es Report, supra, 
n. 33, at 74-79. 

~ Subcommittee Hearings, supra n. 4, at 262. 
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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. a7 

We also note that it is not necessary for consumers to under-

stand '~ow cost indices are calculated in order to'use them 

effectively.8a As the Society of Actuaries observed: 

87 

aa 

Few would dis~gree that, as a minimum, (t 
is important. that the consumer understand 
the purpose of any cost comparison index 
method and that he accept its results, perhaps 
on faith, as a means whereby his purchase 
decision can be assisted. ,The question ,of 
whether a consumer need understand the math­
ematica-l 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 generally 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 ~p,e actual 
calculation of the resu'l ts . themselves. It 
is possible that s~milar "understanding" 
of a life insurance cost comparison index 

We also do not see much difference in the cost of producing 
two indices. The necessary computer programming is relatively 
easy and the calculations ate' not complicated or costly. 

It is perhaps also not crucial that agents understand the 
mathematical calculation behind the cost indices. See Actuar ies 
Report, supra n. 33, at 39. Indeed, 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 ~f 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.89 

We agree with the Society of Actuar ies 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. 90 

However, in one area -- manipulation-- there appear 

to be significant differences between the surrender index and 

the compa!ly retention index. 9l _ In t.he view of some exper ts, 

the surrender indel is highly susceptible to manipulation. 92 

89 

90 

91 

92 

Actuaries Report, supra n.33, at 40. 

Some have argued that company retention is actually easier 
to understand than the surrender index. The Canadl.anInstitute 
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) • It: stated at page 
2, "Wfil.le 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." 

"Manipulation" can be defined as the structuring of a policy's 
benefits (ca~h values, dividends, etc) or its premium structure 
to make the policy appear more attractive on a particular 
-CO~t index then it actually is. Thus a company may be 
able to charl~e 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. 

For example, professor William Scheel has written that 
"Perhaps the most overwhelming deficiency of the I~Aindex 
. • • [the surrender index1 is that i-t 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 possible because the surrender index focuses on only 

one year -- the twentieth. 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 

surre~qer dividend. "94 While such changes would ·.increase the 

benefits a policyholder would receive if the policy was surrendered 

in the twentieth year, these increased benefits could be more 

than fully offset by reducing cash values or terminal 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 retention 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 discounted for the time it might be paid and the pro­

babil ty· that i t .. wt.1l·be paid. 96 Thus the company ·reten t ion 

93 

94 

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 
surrendering policyholders. 

95 See ide It should also be noted that 'since the average 
rat'e01' return and the surrender index make use of the 
same data, the Linton Yield is subject to the same type 
of manipulation. 

96 . The Canadian Society of Actuaries, in recommending the 
·.company retention metpod as the single cost comparison 
index, noted that: 

The Company Retention 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 terminai dividends in the year the index is 

calculated which could falsely indicate that a non-competitive 

policy is competitive. 97 

Neither the company retention nor the surrender ihdex provides 

any protection against th~ manipulation of illustrated dividend 

scales. 98 As noted earlier, it is impossible to be totally 

precise in forecastinJ future dividends. 99 The use of illustrated 

dividends in cost indices would create few problems if the actual 

dividends paid b~ companies differed from illustrated dividends 

by the same percentage. Unfortunately, this has not been the 

96 

97 

98 

(Footnote Continued) 

cash v~lues: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 (unpublisfied). 

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. 

All cost indices include the dividends illustrated at the 
time of sale in their calculations. 

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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case in the past and is even less likely to be true in the future.IOO 

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 theNAIC advisory committee on manipulation: 

Now, at the very time when consumerist preSsures 
are focusing increasing attention on comparison 
shopping for life insurance, the cbmparability 
of dividend illustrations issued by the several 
companies is (we fear) rather dr amati-cally 
declining. lOl 

In particular, many companies appear to be adopting dividend 

philosophies that have the effect of favoring newer policyholders 

at the expense of the old. l 02 The ~omp'etiti ve' adv~ntage conferred 

on those companies might tu~n out to be specious from the new 

100 

101 

102 

For 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 illustrated at the time of sale. Id. at 

, . . -
673, 690. 

Letter dated March 26, 1979 addressed to Mr. Julius Vogel, 
Senior Vice President and Chief Actuary, Prudential Life 
Insurance Company of America. 

The major changes in dividend philosophies referred to 
above are the trend toward the use of .. inves tmen t 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 aspect~ of dividend 
philosophies see J. Belth, "Distribution of Surplus to 
Individual LifeInsuran.ce Policy Owners," 45 J. Risk & 
Insurance 7-22 {1978}. 
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.100 policyholder point of view and will, in any case, come in part 

at the expense of the holders of old policies. 

There are presently few restrictions designed to prevent 

manipulation. 103 Effective control of this typ~ of ,conduct can 

occur only through active policipg by state regulators willing 

to commit the resources 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 retention index discourages (cash value and 

terminal dividend) is re~atively easy to detect and is corres­

ponding ly difficul·t for company actuar ies to e~xplain. 

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 ~nsurance 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 In addition, the surrender index has been used for 

103 

104 

105 

Minimum cash values are specified in every state by the 
m1n1mum non-forfeiture laws. Since many companies provide 
cash values io'excess of the minimum, however, the scope 
of cash value ·manipulation is only reduced, not eliminated, 
by the non-forfeiture laws. 

As previously discussed, we urge that the tenth year duration 
be deleted. . 

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 

surrende.r index and some acceptance of its usefulness in compar ing 

the cost of similar policies. This growing comprehension should 

not be lightly disregarded. Further, there would bea certain 

expense involved i~ the widespread adoption of use of the company 

retent.ion index, although, as we have earlier stated ,this expense 

would not be prohibitively large. Cost disclosure regulations . 
should not needlessly interrupt the progress that~as 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 only be maintained by concerted efforts 

on the part of state regulators to guard against manipulation. 106 

105 (Footnote Continued) 

of Life Insurance, Moss Subcommittee Hearings; supra n. 4 , at 
339. 

106 If a state insurance commission does not have the resources 
necessary tQ 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 •.. H?wever, simply providing the twentieth year surrender 

index does not eliminate the difficufties facing the consumer 

searching for a low-cost policy. This is because the twentieth 

year surrender index,·.standing alone, has little intrinsic meaning. 107 

.por example, consumers may know that a particular policy has 

a surrender index of 6.2~1 but they have no way of knowing whether 

this means a policy is high or low cost relative to other policies 
~ 

on the market. Theref_ore, if the twentieth year surrender index·· 

is to be effective in comparison shopping# some form of gauge 

or ·yardstick" is crucial. One way to provide this information 

is to include a range of surrender indices for a representative 

sample of different types of policies (of varying issue ages 

and face amounts) in the buyer'~ s 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 policies. Although the tables will not contain every 

type of policy, i-s-sue age, and face amount of the policies on 

the market, it will--at the minimum--demonstrate the widely 

107 

108 

The company retention index suffers from this same problem. 

This basic approach to providing yardstick information 
i~ 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 statem~nts 

in the disclosure documents which emphasize the importance of 

compaifng life insurance costs. 

Another way of providing yardstick 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 consider ing i.s high, ave-rag-e I or low cost -compared to other 

similar pol icies offered for sale in that state .'110 
-

In the absence of a surrender index-yardstick app~oach, 

an alternative is the use of the Linton Yi~ld to compare similar 

as well as dissimilar cash value insurance policies. lll The 

advantage of the Linton Yield t6 60mpare simiiar_sash value 

policies is that the rate of return it expresses has an indepen-

109 

110 

111 

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. 

The Wisconsin Department of Insurance conducted a survey 
to determine the range of surrender cost indices for various 
polici~s sold in that state~ ~his informjtionwassupplied 
to the Center for Public Representation, a public interest 
law firm connected with the University of Wisconsin, which 
actually runs the telephone service. 

The rankin~s of policy costs as determined by the twentieth-ye9.r 
surrender 1.ndex.an~ the twentieth-year Linton Yield-are highly 
,?orrelat:d. Th1.s l.S to be expected because the same information 
1.S used l.n calculating both indices. 
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dent meaning to consumers. 112 The 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 proposal are 

the 5th, '10th and 20th year Linton.Yields. 114 Among the reasons 

for the choice of the Linton Yield was 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: 

112 

113 

114 

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 simple, 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 

Even if the Linton yield were used,'it would be useful to 
have yardstick information to point ~ut what were the range 
of r.ates of return for that type of policy. It would not, 
however, be essential as is the case if the surrender index 
is used. 

It should be noted that this is only a partial solution 
since the average annual rate of return (Lint9n Yield) 
cannot be used to compare' the cost of similar term policies. 
Therefore, if this alternative were adopted, i.t would be 
necessary to use the surrender index to compare term policies. 

The Massachusetts 'propo'sal was .outlined in an August 4, 1978 
letter from the Department of Insurance to the principal 
industry trade association. A copy of this letter is included 
in Appendix X.; The letter announced preliminary guidelines 
for policy form filing under Massachusetts ' "Easy to Read n 

law that would have requited 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. IIS 

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. If yardstick information is not provided, 

however, we recommenG that the Linton Yield be used to compare 

both similar and dissimilar policies. 

C. 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 provided are only one part of a cost disclosure regulation. 

This section contains our recom~endations concerning the modifications 

;. 

of the other aspects of the NAIC modeL regulation. It is divided 

into six parts: 

115 

1. Consumer research concerning theu~derstaridabili~y 
of the NAIC disclosure system. 

2. The timing of disclosure. 

3. The information that should be contained on the 
disclosure statements in addition to index numbers. 

4. Information that should be contained in a life 
insurance buyer's guide. 

J. Hunt, unpublished memorandum on cost disclosure, at 
24-25. 
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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 NAtC model regulation. In 1978, 

the Federal Trade Commission contracted with Professor Roger For.misano 

of the University of Wisconsin to conduct a study to attempt 

to assess the effectiveness of the NAIC disclosure system in 

New Jersey .. 116 This study, which was conducted with the cooperation 

of the New Jersey Department of Insurance, consisted of personal . 
interviews with 194 people who had receritly purch~sed insurance 

in New Jersey.117 The interviews took place between February 

116 

117 

The Commission also contracted with Professor Jacob Jacoby 
of Purdue University to co~duct two experimental ~tudies . 
designed to determine ho~ 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 disclosur~systems 
in helping consumers select appropriate life insuranc~ policies. 
The disclosu·re 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. 

All of the subjects had purchased insur~nce 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 

perc~~t of the subjects could not remember receiving the buyer's 

guide and 32 percent did not remember receiving the policy summary. 

Of those who did recall receiving the buyer's guide, only 15 

percent said they either read the guide closely or read parts 

clos"ely, while 15 percent said they skimmed the booklet and 

"II percent said they didn't look at the guide. Eighty-six 

percent of the subjects said that the guide had no influence 

on their purchase-decision. 

As part of the study the subjects wer~ asked a series of 

15 questions relating to basic knowledge about life insurance 

and how to use the index numbers provided on the policy summary. 

The results for five of these questions are set forth below: 118 

1. True or False: The lower a policy's cost index, the better 
buy it is. 

X True 7.2% 
39.7% 
53.1% 

2. 

3. 

118 

False 
Don't Know 

For a 35-year-old man, which policy will have a lower premium 
at first?" 

X $25,000 renewable term policy 
$25,000 whole life policy 
Don't Know 

39.4% 
17.6% 
43.0% 

True or False: The Net Payment Cost Index helps you compare 

The 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. 

4. 

the cost of similar policies if at some future point in 
time you were to surrender each policy and take its cash 
value. 

True 
X False 

Don.' t. Know 

31.1% 
4.7% 

64.2% 

True or False: The best way t9 choose between a term policy 
and a whole life policy is to compare each policy's Surrender 
Cost Index and Net Payment Cost Index. 

True 
X False 

Don't Know 

27.8% 
11.3% 
60.8% 

5. True or False: The dividends of a participating policy­
are usually guaranteed. 

True 
X False 

Don't Know 

46.1% 
22.~% 
31.6% 

The New Jersey study showed that the test subjects who 

received the NAIC disclosure materials simply did not have the 

information essential to rational decision-making. The above 

questions and answers dramatically show, for example, that the 

test subjects who received these materials did not understand 

a basic distinction between a whole life and a renewable term 

policy and did not know a basic fac-t -about participating 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 co~t disclosure system. 

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. In March 1976, a survey 

research firm, Actionfacts, Inc., was commissioned by the Institute 

of Life Insurance (the predecessor of the American Council.of 
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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 subj ects tested gave the NAIC .buyer' s guide 

high subjective ratings for under~tandability, most 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 addi~ion, 61 percent admitted not knowing how to use the 

iridex riumbers at all, while only 21 percent knew that the low~~ 

a policy's index number, the lower its cost.11 9 The report 

concluded, "The principal shortcoming of the booklet is the 

cost section, which was more the oCJ;::asion of confusion than 

knowledge. It is clear that the cost section of th.e guide requires 

substantial revision. n120 The cost section of the guide has 

not been rev ised • 

. A study coriducted by Prudential Insurance Company during 

the summer of 1976 produced even more disturbing results. In 

that study, Prud.~ntial d istr ibuted copies of the NAIC buyer'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 Re of Consumer Reaction to 
and Comprehen-s~l-o-n~o~--~~~~~~------~B~u-y-e--r'-s~G~u~1~e~~~'976). 

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.rem~mbered 

getting a copy of the buyer's guide, '~md of those, 60 percent 

could not recall any of the topics contained in it. 12l 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 disturbing 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 insurance 

~d only 5 percent knew how to use the surrender index.122 

The New Jer sey I Act ionfacts and Prudential studies', taken 

~gether, raise fundamental questions concerning the capacity 

of the NAIC disclosure system to convey even the most basic 

information about life insuranc~ to most life insurance purchasers. 

Set forth belo~ 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 

122 

Public Affairs Department CORP, Impact Among Policyowners of the 
New' Business Booklet 3, 13 (Prudential, 1976). 

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. If cost disclosure 

is to be effective, it must take place before the purchase decision. 

Once that decision has been made, .the buyer becomes psychologically 

committed to it and is, therefore, very unlikely to read and 

use a disclosure package provided 10 days after purchase. 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 receive a disclosure package before they bought . 
the policy. While the NAIC's "cooling-off" peri6d 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 NArc ." cooling-off" period 

granted after policy delivery •. In 1977, the Amer ican Council 

of Life Insurance (ACLI) surv~yed 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 

124 

Both the New Jersey and Prudential studies found that the 
majority of purchasers did not lo~kat the disclosure materials 
that were provided. ~ pages 160, 162, 163, supra. 

One reason more people did not use the cooling-off period 
is that they may not have known of its existence, ~ 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 disclosure 

combined with a "cooling-off" period. The NAIC model replacement 

regulation is designed to give the company whose policy is being 

replaced-by another insurance policy 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 immediately, but grant the policyho1de~ a 20-day "cooling-. 
off" period that the company whose policy is being replaced can 

use to attempt to g-et 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: 

125 . 

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.l25 

Reprinted in Moss Subconnnittee Hearings, supra 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 410. 
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There are practical difficulties in disclosing all of the 

information required by the NAICmodel prior to sale. The NAIC 

model regulation requires a policy summary that contains two 

different types of information: six indices that can be 

used ·for similar policy cost comparison and basic information 

about the policy such as premiums, death benefits, cash values 

and dividends for the first five policy years and representa­

tive years t~ereafter. The industry arguments against pre-sale 

disclosure are directly related t6 the amount of information 

disclosed. They contend that it would be impossible for agents 

to have with them during the sales presentation schedules of~ 

cash values and dividends for every issue age and face amount 

for all policies the company issues. They further argue that 

because· the required disclosure calls for agents to fill in 

over 20 numbers there is a substantial likelihood that agents 

will make errors in filling out the disclosure statements. Cur­

rently, most companies comply with the NAIC regulation by producing 

the policy summary at the horne office, generally by computer, 

and delivering it with the policy after sale. 

We re·cognize there are leg i timate practical problems 

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-part disclosure.l 26 The buyer's guide and a preliminary 

policy summary would be given prior to 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 t~e ra,te of 

return. The preliminary policy summary contains only a limited 

amount of information essential to an informed purchase decision. 

It 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 part of the disclosure would be a policy summary 

delivered with the policy. That summary requires, in addition 

to the information on the preliniinary policy summary, detailed 

yearly information concerning the cash flow elements of the 

policy (premiums., illustrated dividends', death benefits and 

cash value~}. The basic information provided is essentially 

,ng what is required by the NAIC' model regulation .127 This infor-

mation is important and useful to the consumer. Because it 

is detailed, it may not be readily available to the agent during 

the sales presentati~n. 'It is appropiiate, therefore, that 

the policy summary be delivered with the policy. The two-part 

126 

127 

'A similar two-part disclosure is required by the cost dis­
closure regulation recently proposed by the Wisconsin Insurance 
Department. Wisc. Ins. Code, S2.l4. A copy of the Wisconsin 
cost disclosure regulation is contained in Appendix X. 

The exact information required for different types of policies 
is set forth in the draft regulation in Appendix X. 
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disclosure we recommend strikes an equitable balance between 

the consumer's right to have essential cost information prior 

to purchase and the burden on companies 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 featttres that can be incorporated i~to the preliminary 

policy summary may substantially increase consumer understand-ing 

and use of the information _provided. First, the preliminary 

policy summary should contain information designed to make clear 

to the consumer the benefit of using cost information. 

Judging from the results of-the New_Jersey and Prudential 

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. 
Tl1e 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 
Repor~ supra n. 6, at 51. One concern with this approach 
is that it might unduly disrupt 'the sales process with 
few countervailing benefits to the consumer. We think 
consu~ers will bave an adequate opportunity to comparison 
shop if they are given a preliminary policy summary prior 
to the application and are, in addi tioD, granted a 10-day 
"cooling off" period after the delivery of the policy. 
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did not look at the information provided to them. The preliminary 

.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 prel.i!llinary policy summary to beg in 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 bow 
this particular policy ranKs, compare its Cost 
Index (found ~elow) to the range of cost indexes 
for similar policies. For further informati9n 
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 jou should have received with this polity 
summary.129 

The second fe·ature we recommend incorporating in the pre-

liminary policy summary is a brief explanation of the cost 

information provided and how it can be used. 130 Without some 

explanation, the indices on the preliminary policy summary will 

_ean little to m6st consumers. Putting explanatory material 

129 

130 

A similar statement is contained in 0ur draft disclosure 
materials in Appendix X. Purdue Study I indicated that 
providing consumers wit~ information that highlights the 
importance of cost information may substantially increase 
consumers' use of cost information. See Appendix IX 

The explanation of the surrender ·index .shouldcontain .the 
statement "To find a low-cost policy, look at the policy's 
20-year surrender index, not its premium." This warning 
is essential. As/seen in Part 111, many consumers equate 
cost with premium, yet premiums area totally unreliable 
guide to the actual cost of a policy. 

169 



;~. 

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 sh9~ld be specified in the regulation. Format is almost 

as important as the substantive information being conveyed. 

If too much information is disclosed, or if companies disclose 

the information in·a confusing 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 . 
cho.ose subject only to the general requirement that "All information 

required to be disclosed must be set but in such a manner as 

to not minimize or render any portion thereof·obscure."13l ~ost 

companies prepare the policy summary by computer. This often 

results in a presentation that is c.onfusing and difficul t for 

the consumer to use. An example. of a typical computer-generated 

policy summary is set forth on the following page. 

The draft regulation contains a standardized preliminary 

policy summary that can be used for both whole life and endow-

~ent policies and one that can be us~d for term insurance and 

term riders. ~f ~cash value poli~y is sold with a term rider, 

a separate preliminary policy summary would be provided for 

the basic policy and each term r'ider. 132 For annuities and 

131 NAIC model regulation, Section 4(G) (11). See Appendix X. 

132 ~ draft regulation, 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. l33 It is desirable to provide 

for prio~~approval of these products rather than p~oviding a 

specified form because of the wide variation in the types of 

products .134 

b. Policy Summary 

In addition to cost indices, the NAIC policy summary requires 

that premiums, death benefits, cash values and dividends be 

shown for the first five policy years and represeptative years 

thereafter. We agree with the NAIC that it is useful to provide 

this information. l35 There are two additional items of informa-

133 

134 

135 

~ draft regulation, Appendix X. 

The Moss Subcommittee report notes that the problem 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 prefiminary policy summary for the cash value and 
term elements of such a policy. We agree with the Moss 
Subcommi tte~_ 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 ~hop 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 
value insurance or annuities. Similarly, the rate 9f . 
return is critical in cash value insurance and annultles 
but has no relevance when term insurance is being con­
sidered. 

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. In 1976, 

81 percent of ordinary life policies purchased were paid for 

on 'o'ther than an annual basis .136 A 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 There are conveniences 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 

an annual basis, they should be informed of the cost of this 

convenience. 138 

135 

136 

137 

138 

(Footnote Continued} 

quate information disclosure must consist of both a 
method f~r comparing costs of competing policies and a 
method for disclosing the cash flow elements and benefits 
ofa particular life insurance contract as it relates 
to the individual purchaser. The cash flows of a policy 
are def-ined by the Society for this purpose as "the actual 
transfer of funds between the policyholder and the insur­
ance compan~ 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, supra n. 4, at 179. 

On a $50,000 policy with a premium of $700 a year, if th~ 
company charges 15.percent for paying premiums monthly, 
the consumer will pay an additonal $48.80 a year. If the 

- (Footnote Continuedl 
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Second, the policy summary should contain information con-

cerning the existence of, and how to exercise, the la-day 

·cooling-off n period. 139 The "cooling-off n 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' Gu ige 

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. 14l . 

138 

139 

140 

141 

(Footnote Continued) 

amount were invested each year at 5 percent (after taxes) 
it would amount to approximately $1,680 at the end of 20 
years. 

This same information should be contained in the buyer's 
guide. See Appendix X. 

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 la-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 n rights they were 
granted under New Jersey law. 

At various points in this report we have made recommen­
dations concerning the' information that should be con­
tained in a buyer's guide, ~ page 121 n. 36, supra. 
These recommendations will not be repeated here. 
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One of the most important decisions consumers have to 

make is whether to base their insurance program on primarily 

term or whole life insurance. Other than providing a brief 

narrativ~ description of the difference between term and whole 

life insurance, the NAIC buyer's guide contains little to help 

the consumer make this decision;142 We recommend the following 

changes to assist consumers in making the term/whole life 

decision. 

142 

1. The"NAIC buyer's guide does not mention group insurance. 

None of the NAIC index numbers are relevant to the term/ 
whole life de-cision, ~ 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. MossSubcommi ttee Report·c• supra n. 6, at 
59. The Moss Subcominittee found this information 

" to be" inadequate: 

Id. 

The 'narrative explanation' referred to is a 
short, general description of the dif~erences 
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
disclosure that has been advanced by insurers 
for years to avoid reve"aling the information 
that would enable consumers to make a meaning­
ful decision. 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 employing 
its influence 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 insurance 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. n 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 ~ specific il~ustration of how much more term insurance 

per premium dollar a person can buy at younger years. 

3. The industry often distinguishes between term and whole 

life insurarice on the grounds that term irisuiarice is designed 

for temporary needs while whole· life insurance is for the per­

son who wants insurance for- their entire life. 145 The buyer's 

143 

144 

145 

~ page 12,n. 29 supra. 

In addition to pointing out the potential advantages of 
group insurance, th~ 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 arid a person may lose 
his group coverage if he changes employment. 

An example of this is contained ina recent brochure put 
out by the National Association of Life Underwriter. (NALU). 
With regard to term insurance, they state, "term insur-
ance has an important purpose. But,·remember, a term policy 
gives temporary protection only.· it'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 COntinued) 
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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 901ds 

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 

1ife.146 

4. The NAIC buyer's guide descr ibes three types of insur ance--

term, whole liCe, and endowment. For many people the best insurance 

program is a combi-nation of term and cash value insurance. The 

buyer's guide should note thi~ and discuss the ways these basic 

types of insurance can be combined (for example I through th.e 

purchase of ·a.whole life policy with a term ride·r attached). 

5. As discussed thr;:,o.ughout 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 

145 

146 

(Footnote 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
ande is the least expensive form of individual life insurance 
policy." This booklet is reprinted in Moss Subcommittee 
Hearings, supra n. 4,at 752~64. 

We rep~at the points made earlier that all insurance is 
expenslve after age 65 and that whole ITTe insurance and 
term insurance plus a side fund are equally legitimate 
ways to provide prote.ction at any age. See pages 135-36, 
supra. 
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buyer's guide is a description of cash values and the facta 

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 

includ~ ,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 increase •. Additionally, it should include a description 
. 147 

of how to use the rate of return. 

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 YR'1' rates used in the rate of -return calculation 
(seepage 121, supra), and iii) a description of the 
tax advantages of life insurance (see page 29, supra}. 
Th.e 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 
conimittee, supra n. 58, at 151. We think the use of 
this figure is appropriate and it is contained in the 
draft buyer's guide. 
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The NAIC model regulations totally exclude group insurance 
148 1 and group annuity products. The regulation we propose on y excludes 

these products if at least a portion of the cost is borne by 

a person other than'the person insured or his beneficiaries. 149 

It can be 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 prot.ection is not available. Therefore, 

it is appropriate to require cost disclosure for group products 

if the insured bears the total cost. 

The NAIC model regulations do not apply to;"life insurance 

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 (ERISA).lSO We reCommend 

dr'opping tbisexclusion. 'Individual life insurance and annuity 

products are often sold to fund Individual 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 

need to provide rate of return information is especially strong 

because the insu~ance and annuity products sold to plans under 

148 

149 

150 

NAIC model regulation, Se'ction 3 (b). See Appendix x. 

This modification of the NAIC model r€gulation is contained 
in a cost disclosute regulation recently proposed by the 
Maryland De~artment of Insurance. 

NAIC model regulation, Section 3(B) (4)~ see Appendix X. 
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:ludes 

ERISA are pr imar iliy designed to provide retirement income. 

~rrently, neither the Department of Labor nor the Internal 

~venue Service, the agencies having the responsibility to 

~minister ERISA, require rate of return disclosure on insur­

ance or annui ty products .151 

We also recommend that purchase~s 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 

~en less about the true costs of an insurance policy than pur-

. chasers of-larger policies. We note that substantial ,consumer 

problems pe6uliar to the small p61icy market, particularli for 

~bit insurance, have been revealed in recent years. A principal 

criticism whiGh has been leveled, against many of these policies 

b that their cost is abnormally high compared to larger ordinary 

policies. Purchasers of small policies should have the right 

151 

152 

ERISA preempts state insurance regulation in certain areas. 
The recent decision in Wadsworth v. Whaland, 562 F.2rl 70 (1st Cir. 
19'7), indicates,bowever~ that.ER1SA would not preempt a state 
cost disclosure regulation which applies to insurance com-
pany products sold to fund pension and· welfare plans. 

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 

policies and other savings media. lS3 

6. Enforcement Provisions 

The NAIC model regulation requires each company to maintain 

a fi-le of one copy of each document authorized by the insurer for 

use pursuant to the model regulation. lS4 This provision will be 

useful in determining 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 whether the forms actually used comply or whether the forms 

are correctly filled out. 

The draft regulation contains an alternative provision that a 

state may wish to consider in lieu -of NAIC, Section 6 (A) ... This 

alterriative provision requires insurers to maintain copies of the 

-prelirilinarypolicy summary and policy smnrnary 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 enable companies 

to determine whether their agents are complying with the regula­

tion. The pr~liminary policy summary will be filled out by the 

agent during the sales presentation. If the company has a copy of 

153 

154 

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. 

NAICmodelregulation, Section 6{A). See Appendix X. 
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the policy summary, it can easily check it against the policy 

s~ry it provides to the consumer and thus determine if the 

information on the preliminary policy sununary is correct •. 

The drawback of the alternative provision is that it would, 

to an' extent, increase company cost in complying the regulation. 

There would be a certain cost involved for c'ompanies to retain 

the required disclosure statement in the customer's file. This 

small 'additional cost should be weighed against the possibility 

of violations of the regulation and the saving in enforcement 

costs which would result from the adoption of the alternative 

enforcement provision. 

Other enforcement mechanisms should also be considered that 

might make the regulation more self-enforcing. One method would 

be to permit the purchaser to return the policy and obtain a full 

refund within fourteen months after the policy is delivered if 

the disclosure requirements are not fully complied with. A pro-

vision of this type would give companies a substantial incentive 

to take all necessary steps to ensure that they fully comply with 

the regulation. It would substantially reduce the need for an 

insurance department to commit resources to enforce the regulation • 

181 



- -- - -----:--------
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 paid its policy-
" , 

holders less than 2% on their savings in a year when the rate 

of .. inflation was around 10% and in which all other savings 

institutions were paying higher rates. Life insurance 

companies paying 2% after 20 years compete successfully against 

compan-ies.payirig St. Penalties for early withdrawals are 

remarkably 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 simpl~ and effective manner. Price 

competition can only be effective when some significant 

.fraction 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 Insurance 

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 policyholder 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 commit~ee, that the committee felt that it would be 
difficuit to secure its immediate adoption. The opposit~on 
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 inflation the need-for meaningful-cost disclosure 

has never been greater. We note with encouragement that the 

insurance departments of Massachusetts, North Carolina and 

Wisconsin h9ve attempted to enact cost disclosure systems 

responsive to -the problems addressed in this report and hope 

that Q~her insurance commissions will fellow the lead of these 

states. We think that the reaction of other state regulators 

to the problem of 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 context. The first part wil~ discuss 

the size, concentration and profitability of the industry. The 

second part will compare ordinary insurance to group, industrial 

and credit insurance. 

II. The Life Insurance l-tarket 

A. Size. 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 $26,500 in 1974 and 

to $32,400 in 1977. 1 In total, the amount of life insurance 

in force in 1977 exceeded $2,582 billion. 2 In that same year, 

Americans purchased $367 billion in new life insurance 3 and 

received a total of $26.5 billion in payments, including $10.2 

billion in death payments as shown in Table I-I below. 

1 

2 

3 

American Council of Life Insurance, Life Insurance Fact 
Book 24 <-1978) [Hereinafter cited as Fact Book]. 

Id. at 18. 

Id. at 11. 
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Table I-14 

Life Insurance Benefit Payments 
in the United States (000 Omitted) 

1940 
1945 
1950 
1955 
1960 
1965 
1966 
1967 
1968 
1969 
1970 
19n 
1972 
1973 
197. 
1975 
1976 
1977 

S 995.000 
1.279.600 
1.589.700 
2.240.100 
3.346.100 
4.831.400 
5.218.200 
5.665.300 
6.209.300 
6.758.100 . 
7.017.300 
7 •• 23.lOO 
8.007.000 
8.572.000 
8.885.100· 
9.192.100 
9.593.300 

10.195.700 

, 269.200 
406.700 
495.100 
613.900 
673.100 
931.100 
9il.6OO 

1.017.100 
967.200 
952.600 
978.lOO 
990.200 

1.000.400 
1.025.600 

991.400 
~.300 

976.200 
911.700 . 

Di,.bilily 
• P.y· 
menrs 

S103.5OO 
87.600 
99.600 

110.000 
123.800 
163.000 
169.300 
174.600 
195.600 
204.700 
232.900 
256.800 
In;200 
116.600 
374.500 
426.000 
458.000 
"95.000 

Annully 
P~y· 

menrs 

S 176.500 
216.400 
319.400 
462.300 
722.000 

1.oJ8.9OO 
1.152.600 
·'.261.lOO 
1.401.000 
1.558.600 
1.757.100 
1.944.400 
2.1U200 
2.597.9OQ. 
2.904.300 
3.176.800 
1.879.900 
4.617.500 

, 652.000 
210.900 
592.300 
895.900 

1.633.400 
1.932.300 
2.120.600 
2.2-43.100 
2.456.400 
2.721.600 
2.886.400 
2.881.600 
3.027.400 
3.417.aOO 
3.641.700 
3.763.lOO 
4.147.600 
.4.308.900 

POI.cy 
Of" .... 

dend. 

, 463.100 

466.100 
634.600 

1.0S9.9OO 
1.620.100 
2.519.900 
2.699.900 
2.932.200 
3.155.500 
3.328.900 
3.577.400 
1.680.900 
4.os...9OO 
4.382.900 
4.6S5.3OO 
S.Oll.800 
5.556.100 
5.91L!00 

S 2.664.300 
1.667.300 
3.730.700 
s.182.7oo 
a.118.5OO 

11.416.600 
12.342.200 
13.293.600 
'4.J8S.000 
15.S2 •. 5OO 
16.~9.400 

17.17:'_'00 
18.57 •. 100 
10.3U.800 
21.45!.3oo 
21.536.200 
24.611.200 
1&.~!.OOO 

ScJurce: Am~,.'c"n Cuutlcil (J( l;i~ In)ur~nce. Filfure, 'f!",~~n' benco;" l' .. ynJ~nh utldf"r 41('.0/1.,1 pu/,cy 
C'O!"""Ch~. fI.clutJ",1t ~n~/,u 'h~, ~t~ leil_ with ,h(! COII'('J-Jn,c) 'or lu.ure p~"m~nf un .. /~,. ,uPI'l •• nlt·"'.""" 
COII""Ch. bu, e.clwmK p .. ymefl" j,om eoi.lln" .upplen'f'nt .. ,y con".CI>.· See "..Ke -47 lor -"p,.I.·",,,,,,,,,. 
CUIIU"CI "..ynlf'lIh ..,,,/ "..,ce 44 for heoJ/lh m.ur"nc.e bf'ne/'h "..idby/i/f! comp"me.. 

Id. 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 totaled $351.7 billion at the end 

of 1977, an increase of 9.4 percent over the previous high of 

$321.5 billion in 1976. 5 Those assets, consisting 1a,rge1y of 

financial instruments, have been .an important source of investment 

capital in the American economy, totalling $29.2 billion of 

- net investments in U.5.. capital markets in 1977. In 1977, life 

insurance ranked 5th. among' the major domestic institutional 

sources of capita1i providing 8 percent of the total monies 

flowing into U.S: firi~ncia1 markets. 6 

B. Concentration •. An estimated 1,750 legal· reserve life 

insurance eompanieswere in business at the end of 1977. 7 

With the excepti'on of Alas'ka, at least two insurance companies 
. .' ."-" . . . 

are domiciled in every state. 8 . . 

This number has gtownsteadily 

from the early 1800's to the 1960's and since then has hovered. at 

about 1,750: 

5 Id. at 68, 69. 

6 Id. at 68. 
7 Id. at 89. 

8 Id. at 89-90. 
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Table 1-29 

Number of u.s. Life Insurance Companies 
Yea' Number Yea, Numbet Ve.o, Number 

1> 
1759 1 1900 &c 1963 ............... '!. 1._ ..... --- ...... ......... -...... 
1760 ................. _ .... 1 1905 ................... 126 1964 . ... _ ......... 1.547 
1770 .................... .. 2 1910 .. _ .. _ ..... -.. -... 2&c 1965 .. ............. 1~ 
1780 ...................... .. 2 1915 _ .. -............ 29S 1966 . ............. 1.704 
1790 ........ ., .......... l 1920 ................ JJ5 1967 .... "' ... "- ..... 1.715 
1Il00 ...... -_ .... 4 1925 ..... -... -......... 379 ~ .. ..................... 1.763 
1810 ............. 1 l!lG .............. 438 1969 .. .. _ ............ 1m 
1820 .............. , 

"l5 ................. 313 1970 . ............. 1.780 
18lO .......... _-. , 1~ ................. .... 1971 .. ............... 1.765 
1840 ....................... 1S 1945 ............ _ ...... 47l 1972 . ............. 1.751 

l8SO .................... .. 48 1950 .................. 649 .1973 .. ................... 1.766 
1860 .............. 4l 1955 ................... 1.197 1974 .. ...... -........ 1.]57 
1870 ............... 129 1960 ...................... 1.441 1975 . ................. t.7~ 
1880 ............ -.. S9 1961 ................. 1.448 1976 .. ................. 1.742 
1890 .......................... 60 1962 .. ................ 1.~9 1977 . ................. 1.750 

NOle: The figure for 1976 is .. nised. The figure for 1977 is preliminary. 
SooIca: Ma,k~ling life Insurance O. Owen S1MJOnj. A_riC~n Council 01 Life 'nsur~nce. and BesI"51t_iew. 

9 Id. at 90. t 

1 
I 
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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. lO 

Fur.t,hermore, al though there are numerous legal reserve 

insurance companies, most of the assets and insurance in force 

are concentrated in a relatively few companies. The Hart Hearings .1 

found: 

At the end of 1968, -the two largest life 
insurance companies (by admitted assets) 
accounted for about 28% of the industry's 
admitte~ assets, the fourlargestab9ut 
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].ll 

Likewise, a 1972 article in the Journal of Risk and Insur~ri6~ 

stated that the top 20 life insurance companies in the United 

States, according to admitted assets, accounted for 70.69 percent 

of the total assets in the life insurance industry, while those 

20 companies also held 58.05 percent of the industry's total 

surplus and dividends in 1969. In that group of top companies 

as of 1968, the top 4 companies had 34.29 percent of ordinary 

life insurance in force, the top 8 held 44.65 percent of ordinary 

10 

11 

Best's Insurance Re·ports, Life & Health 98 (1978). 

J. Bel th anO:: W. Maxwell. I'The State,.of Crnupeti tion in the 
Life Insurance Industry ~ .1; 15 Antitrust' Bull. 213 (1970). 
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life insurance in force, and the top 20 together held 60.79 percent r 
of all the ordinary life insurance in force. 12 

Table 1-3 

Life-Health Insurance Concentration Ratios, 1976 , 

Concentration ratios 

Base 4-Firm 8-Firm 20-Firm 

Total premiums 28.9 43.2 58.2 

Assets 36.9 50.3 68.2 

Life insurance i.ssued 25.9 36.7 54.8 

Life insurance in force 31.2 44.1 59.5 

Heal th insurance premiums * 27.2 42.7 61.4 

Credit life insurance issued 23.8 33.3 50.8 

* Excludes health insurance premium of property-lJability 
insurance companies. 

Sources: Universe data (except for credit life ·insurance) from 

American Council of Life Insurance, Life Insurance Fact Book 
(1977), p.7. Company data from Best1s Review, Life-Health 
Edition, August, 1977 (p. 35) June, 1977 (p.42)~ September, 
1977 (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 moderate (Table 1-3). 

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). . 

1-6 

I 
I 

I 



nt 

:ries 

the 
177, 

Second, entry restrictions are few. The only significant 

restrictions in the life-health insurance sector result from 

state regulation. New York, the state with the strictest standards, 

requires minimum paid-in capital of $1 million, min imum surplus 

of $2 million or twice the amount of paid-in capit.al (whichever 

is greater), and minimum reserves 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. 13 Similar ly, 

recent studies of scale economies in the u.S. and Canadian life 

insurance industry show slight returns to scale. Firms with 

the lowest output levels had average costs about 25 percent 

above those of the l"argest firms. However, the small firms 

accounted for a small percentage of industry output and, at 

least in the Canadi~n industry, such firms ar~ shielded by favorable 

tax treatments. 14 In short, there appears to be a limited capital 

requirement entry barr ier . 

The absence of significant barriers to entry is borne out 

by the existing evidence. Table 1-4 shows the large number of 

legal reserve life insurance companies doing business in the 

United States from 1950 through 1977 and the frequency of entry 

and exit of sucfi- companies. The great majority of the companies 

added through the years were new firms (others had converted 

13 

14 

u.s. Securities and Exchange Commission, Institutional 
Investor Study Report 509 (1971). 

Randall Geehan, "Returns to Scale in the Life Insurance 
Industry," 8 Bell Journal of Economies 497 (1977). 
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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 

IS Fact Book, supra n. 1, at 89. 
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Table 1-416 

)ns 

3-

Change in Number of u.s. Life Insurance 
Com~anies in Bpsiness, in the United States 

In lIu .. neu N~ In lIu,ine .. 
!>.~n 01 'l'e~r Oper- o;,con· Year-End Ne. Clun(lie. 

'e~' !>. oc 10. Mu.u~1 To.~1 at'oni- linued !>IOcio. MUlu~l To.~1 Du"n~ 'e~r 

1950 .78 133 611 .. 6 507 '.2 ~9 38 
1951 50~ 142 ~9 50 20 531 148 679 30 
195:- 531 148 679 62 " 567 163 ])0 51 
1953 56~ 163 730 117 15 661 171 132 101 
1954 661 In 132 115 30 753 1~ 917 8S 
1955 753 1~ 917 216 26 942 165 1,107 • 190 
195f. 94~ 165 1.10:- 133 49 1.035 156 1,191 &4 
195- 1.035 1 Sf> 1.191 120 38 1,119 1S4 1.273 82 
195E 1.119 154 1.273 142 SO 1.212 153 1.165 91 
1959- 1.21:! 153 1.165 125 65 1.273 152 1.425 60 
1%C 1.~73 152 1.425 96 eo '.286 155 1.'" 16 
1961 '.286. 155 1.'" 87 10 1.292 156 1,"6 7 
1962 1.29: 156 1.448 101 80 1.312 157 1.469 21 
'96] 1.312 157 1,469 86 67 1.332 156 1.488 19 
196-<: 1.)32 156 1.488 131 72 1.393 1S4 1.547 59· 
'965 1.393 154 1.547 149 67 1,475 1S4 1.629 12 

''** 1.475 154 1.629 1 Sf> 11 1.550 1S4 1.704 75 
196~ 1.550 1S4 1.704 90 79 1.561 1S4 1.715 " 19bt ',561 154 1.715 112 ~ 1.606 155 1.763 48 
1969 1.608 155 1.763 74 ~ 1.619 tS4 1.773 _ 10 
19~(l 1.619 1S4 1.n3 7l 66 1.627 153 1,780 • 7 
19::-' 1.62:- 153 1.780 49 ~ 1,612 153 1.765 15 
19;-2 1.612 153 1.765 76 811 1,603 lSO 1.753 12 
19:'3 1.603 lSO 1.753 75 62 1.619 147 1,766 13 
1974 1.&19 147 1.166 7l 82 1.6.12 145 1.757 cJ 
1975 1.612 145 1.757 63 74 1,603 143 1,746 11 
1976 1.603 143 1.746 85 89 1,601 141 1.742 .. 
197i 1.601 141 1,742 N.A. N."- N."- N.A. 1,7SO N'.A 

.... o.e: Oal ~ 10. 1976 a.e ,evi.ed. The lil!u,e for yea.-end un i5 prelimiNf)'. A Clunle in domicile i\ rellectf'd in 
bolk new and d'Konllnued operation\. 
N.A.-Nol av.il~ble. 
-Include. 'f'Yen companie\ domiciled in Ala,lr.a and i-Ywaii which were paned in earlie. yean. 
Sourcf' Amerrcan Council of LUe Insurance. 

16 lie at 91. 
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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 industry 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 companies in other industries h~s prompted some 

research. 17/ 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 avail.able facts do not support the 

conclusion that the differential between what the companies earn 

and payout results in very high profits. Most of the differential 

is absorbed by high horne 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, ~., Pritchett and 
Life Insurer Profitability: 
S.S. Huebner Foundation for 
University of Pennsylvania. 

Wilder, "A Comparative Study of Stock 
Implications for Workable Competition," 

Insurance Education, Wharton School, 
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 life insurance companies net investment income assets 

generated by their ordinary life business was about $9.4 billion, 

which represented about a 7 percent before-tax rate of return. 20/ 

According to our ca1cu1ations~ they credited about $1.1 billion 

in interest to policyholders, a rate of return of less than 1 

percent (assuming a 66-2/3 percent loss ratio). The difference 

is a whopping $8.3 billion for the year 1975 alone. If all of 

the companies' investment income had been credited to the po1icy-

holders, then the policyholders would have earned over 7 percent 

rather than 1 2ercent. However, the same statistics show _that. 

general expenses, sales commissions and taxes amounted to $8.4 

billion. with a loss ratio of 66-2/3 percent, only $2.2 billion 
- -

is available for covering expenses, an amount that was -insuf-

ficient to cover sales commissions a10ne- ($2.5 billion). If 

all of the $8.4 billion in expenses and taxes were allocated to 

the cost of insurance, the loss ratio wou1d,be about 35 percent 

or policyholders could expect to pay about $2.89 in premiums 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. Although some companies are extremely profitable, 

many appear to be only of average profitability. 

III. The Significance of the Different Types of Life Insurance 

A. Types." Besides ordinary life insurance, there are three 

other types of life" insurance: group, industrial and credit 

insurance. This section briefly explains the difference among 

these ~ypes of insurance. 

Although not entirely exclusive, the four types of life 

insurance can be distinguished by differences in policy size and . 
sales methods: I 

(1) Ordinary life insurance is generally sold to individuals I 

in face amounts exceeding $1,000. 21 Most ordinary life insurance i 
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 Corom. on Interstate and Foreign Commerce, 95th 
Cong., 2d Sess. 5" (1978) [hereinafter cited as Moss'Sub­
committed Report.] 

I-12 

I 

I 



:tirn. 

ee 

j 

3.1s 

::e 

"'-

1977 new issues amounted to S2.2 billion.
22

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 

per~~nt to 100 percent of their income from the sa~e of life 

. 23 
~nsurance. 

(2) Group life insurance normally involves term insurance 

offered by employers (86.1%), unions (4.1%), professional societies 

24 
and employee associations (4.8%). Many group life plan$ pr6vide 

for coverage on the lives of dependents of group members. 

(3) Induslrial life insurance is issued !or small 3mounts, 

usually less than_SI,OOO and premiu~s generally paid weekly 

22 

23 

24 

Fact Book, supra n. 1, at 28. 

Id. at 92. 

Id. at 30. Percents are based on a survey of group life 
Tn force at year-end 1973. 
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or monthly to an agent who calls at the policyholder's home. 25 

(4) Credit i~surance is term coverage to insure the life 

26 
of a debtor. It is issued through banks, finance companies, 

credit unions and retailers and is designed to satisfy the debt 

27 
should the debtor die. Accordingly, credit life generally 

decreases in amount as the lo~n is repaid. It is commonly a 

. 28 
part of consumer credIt contracts. 

B. Relative Significance. Although there are signs of 

change, ordinary life insurance is the principal type of l~fe 

insurance for most Americans. Of the total $2,582 billion of 

life insurance in force in 1977, about $1,289 billion was in 

ordinary life i~surance, a 9.5 percent increase over the previous 

year. The remaining amounts of life insurance in force included 

$1,115 billion of group insurance; $139 billion of credit life 

29 
insurance; and $39 billion of industrial life insurance. 

Therefore, at the end of 1977, ordinary insurance amounted to 

half of all life insurance in force. However, in recent years 

group insurance in force has grown rapidly, and at the end of 

1977 it amo~nted to 43 percent of all life insurance in force. 

It should also be noted that in 1975, although group insurance 

25 
Id. at 3l. 

-26 
Id. at 33. 

27 
Moss Subconunittee Report, sUEra n. 21, at 5 n.6. 

28 
Fact Book, sUEra 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. 1Q/ 

Within the area of ordinary life insurance, whole life 

policies account for the highest proportion of the amount in 

force.~lthough 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 1-6 

life Insurance Purchases In the United States 
:" (Exclusive of Revivals, Increases, Dividend Additions and Reinsuran~ Ac.quired) ·"i. -:.-, 

Otdimlty GrDoUJI 'nduur .. ~' Tor~1 

Certili-
Policies Amount ates Amount Policies Amount Nu..u-. Amount 
':(000 (000.000 (000 (1100.000 (000 (000.000 (000 (000.000 

Ye"r Omilledl Omi((ed) Omilled) OmilledJ Omilledl Omitled) Omitle<i} Omitted) 

1940 .••• : ••••••• 1.855 5 6.689 285 5 691 14.017 53J5O 18.157 5 10.730 
1945 ............ 4.).43 9.8S9 681 1.265 11.869 3.430 16.89) 14.5S4 
1950 ........... : 5.279 17.326 2.631 6.068 14.924 5.402 22..1114 28.796 
1955 ............ 7.572 10,821 2.217 l1..2S!1· 14.356 6.).42 24.145 4e.427-
1960 ............ 8,714 52.88l 3.7).4 14.645 12.287' 6.ABO 24,755 74.408 
1961 .... ~ ....... 11,735 55.016 3.9n 17.019 12.327 7.000 25.033 79.035 
1962 ............ 8.662 56.996 3.4911 15.533 11,799 7.046 23.959 79.571 
1963 ...................... 9.046 64.2'7 3.514 18.152 11.407 ~7.1S4 ,23.967 11957) 
1964 ............ 9.605 74.012 4.225 23.6&4 11.059 7.312 24.889 105.001 
1965 ......... ~ .. 9.917 83.485 7,007 51.185t 10.492 7.296 27.06 142.166t 
1966 ............ 10.131 118.693 4.055 26.219 ,,7/i.4 7.078 23.9S0 12,1.990 
1967 ................... " 10.192 94.694 • .353 39.1181' 9.404 7.056 23.949 J40.116U 
1968 ..................... 10.461 103.944 4.1175 39.877- 8.417 ,.674 )).753 150.495' 
1969 .................. 10.588 113.soo 5.156 39.329 7,916 6.454 23.66Q 159.283 
1970 ............. -.... 10.968 122.820 5.219 63.69Ot 7.5B2 6.612 23,769 1'3.1221 
un ............... ii~l 132,130 S • .f03 49.407 8.326 7.274 25.010 1118.811 
1972 ........... 1 11.844 145 •• 79 6.698 55.857 11.123 7.394 26.665 208,730 
1973 ............ 12.198 '162.506 .7,065 64.461 7.506 '7.224 26,769 234.191 
1974 ............ 12.763 182.755 7.994 111.622t 6,747 6,.6l1O 27.504 301.057t 

~ 1975 ............ 12.549 1118.003 11,146 95.19Ot 6.397 6.729 27.0')~ 289.9221 .. 1976 ............ 13.21' 213.784 9.145 104.683 5.962 6.382 28J16 314.849 
1977 ............ 13.485 242.842 10.170 117.960 5J1DO 6.533 29.455 367.335 

"Includes F~er~Employees'·Group life In~ur"nce of 51.9 billion in 1955. S8.3 billion in t967 •• nd S3.4 billion 
in 1968. 
tlncludes 5erviume"·~ Group life In~unnce of S27 .• t>;lIion in 1965. S17.1 billion In 1970.S29.2 billion '" 197~ 
.. nd 51.7 billion in 1975. 

Sou'ces: Lilf! InlurOlftcf! M.,lr.ering .nd Resf!¥Ch A. .. oci.,;on.~nd .... mf!'icJn Council of Uff! Inlur.nu. figures 
I,om 1~197J rrcluch.U cre<ii//ilf! ;nsur.nce Bf!g.nnmg wllh 1974. d.,. onc/udf! long"f!,m cr.edi/ inlu,.,nU 

::;- (Iiff! tnsur"ncf!.on Io;on. oIlDOrf! /J;I",,~ ,urs' durMion~ OM. for 7977 ",f! p,r/irrun.'Y. ;j 

31 
Fact Book, supra n. 1, at 13. 
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Table 1_732 • 

Life Insurance In Force In the United States 
(000.000 Omil/ed) ... 

Ordin~ty Group Indu\"i~1 Cr~ .. 101~1 

Ye~r No. AmI. Cen. AmI. No. AmI. NO.1 AmI. No. "mi. 
1900 •••••• 3 J 6.124 11 S 1.~9 14 J 7.Sn 
1905 •••••. 5 9.585 17 U71 21 11,863 
1910 •••••• 6 11.713 II 3.125 29 14.908 
1915 •••••• 9 16.6SO J 100 32 .4;779 41 21.029 
1920 •••••• 16 31.011 2 1.570 48 6.941 S 4 66 «1.5-40 
1925 •••••• II 52.892 3 4.247 n 12.311 18 97 69.475 
1930 •••••• l2 71516 6 9.1101 116 17.96.3 73 124 106.411 
1931 33 79.514 6 9.736 IS 17.635 as 124 106.970 
1912 •••• ~. 32 75.8911 5 1.923 79 16.669 69 116 101.559 
19n •••••• 31 70.1il2 5 I.6a1 71 16.6)0 6) 114 96.246 
1914 •••••• l2 70.(194 6 9.472 79 17.036 75 117 96.677 
1935 •••••• II 70.6&4 6 10.2D8 11 17 • .en 1 101 121 9a.~ 
1936 •••••• II 72.361 7 11.291 13 11,86) 1 131 124 102.(5) 
1937 ••••.•• 14 74..ll6 7 12.6l1 as 20.104 1 216 ,27 107.794 
1931 •••••• lS 75.772 7 12.503 IS 20,396 2 2S6 129 101.927 
1939 •••••• 36 ".121 I 13.641 as 2D.500 2 307 131 111.569 
1940 •• _ •• 17 79.346 9 14.9l1 as 20.1!66 3 380 114 115.530 
1941 ., •••• 39 12.525 10 17.)59 17 21.12S 3 ~9 139 122.171 
1942 •••••• 41 as.l39 11 19)16 90 22.911 2 lSS 1~ 127.7l1 
1943 •••••• 43 M,596 13 '22.413 94 24,.1174 2~ 275 151 137.151 
1~ •••••• ~ 9S.oas 13 ll.922 911 26.474 2 290 159 145m 
1945 •••••• 41 101.5SO 12 22.172 101 27JilS 2 365 163 151.761 
1946 •••••• 53 l1Ul1 13 27.206 104 29.l13 3 729 173 170.066 
1947 •••••• 56 122.393 " l2.o26 106 30.406 5 1.210 11l 186.035 
1941 •••••• sa' 131.151 16 37.061 106 11.25l , 1.72'9 186 201.206 
1949 •••••• 61 1l1.862 17 «1.207 107 l2.017 a 2.516 193 213.671 
1950 •••••• 64 149.116 19 Q,793 101 ll.41S 11 1.&44 1O1 234.161 
1m •••••• 67 159.109 21 54.398 109 14.170 12 4.76) 209 253.1«1 
1952 •••••• 70 170.675 24 61.913 111 36.441 14 6.lSS 219· 276.591 
'1953 •••••• n 115.(107 26 72.913 111 )7.711 11 a.5se 22'9 lO4.2S9 
1954 76 191,599 29 ".410 111 31.664 21 10~046 231 3U.719 
1955 eo 216..112 .12 101345 112 39.612 lB 14.493 lS2 )72.332 
1956 •••••• Il 231.341 l5 .117..399 110 40.109 l2 '6.774 260 412.630 
1957 •••••• 17 264.949 37 1ll.90S. 101 40.139 14 19.366 166 451.359 
1951 •••••• M 2al.607 39 1~.772 ·104 . 39.646 35 20.536 267 493.561 
1959 ••• ; •• 93 317.151 41 160.163 102 39.809 lB 24.991 274 542.1221 
1960 •••••• 9S 141..111 44 175;90) 100 19.56l 43 29.101 ~ 586.443 

'''' 97 366.141 .~ 192.794 911 39.451 45 31.107 286 629.493 
1962 •••••• 'J9 .l91.048 -49 209.9SO 95 39.6l1 47 15.341 290 :675.977 
1'96) " •••• 102 420._ 51 22'9.477 93 39.67i 52 40.666 298 730.623 
1,... •••••• 104 457,161. '55 253.620 92 39.1l) sa 46.47.- 309 797.808 

'''5 107 499.6l1 61 301.078 19 39.a1l 63 53.020 320 900.554 
1966 109 541.022 65 145.945 aa 39.(6) 69 sa.OS9 331 91\04.619 
1967 113 5&4510 69 394.501 B4 39.215 70 61.535 336 1.o79.B21 
19611 116 6)3.392 73 442.778 al 31..127 75 611.357 345 1.113.354 

'''' 118 612.453 76 4IB.a64 79 lI,614 78 74.598 351 1.264.529 
1970 120 734.730 eo SS1.lS7 .. " 3I.~ 7a " .392 lS5 1.402.123 
1971- •.••••• 123 792.318 a2 519.aa3 76 39~202 76 81,931 357 1.503.33-4 
1972 126 1S3.911 as 640.619 76 39.97S 78 93.410 365 '.627.985 
1973 121 918.192 aa 701.322 75 «1.632 7a 101.154 369 1.771.300 
1974 131. 1.009.0ll 94 827.01a n 39.~1 B4 109.623 laO 1.985.120 
1975 1)4 1.013.421 " 904,695 70 39.423 eo 112.012 380 " 2.139.5n 
1976 1)7 1.177.672 100 1.002,647 67 39.175 7a 123;569 lB1 2.341.063 
1977 139 1.289.321 106 1.1'S.047 66 39.045 79 139 . .a2 390 2.582.815 

NOle: -Cr~il- K limil~ 10 life i"~ur~nce on I~M 01 len ·tea,,· or ~~ dural ion. "Ord.na.)" .. ~nd "Group .. 
includ~ cr~il life in""~nce on ""'no of more I~n"en ye~n' dura.ion. 
·fewer 1Nn 500.000. lIncl~ sroup cr~i. cen;(iatel- . 
,Sou,ca: S~ct~lor Ye~r Book ~nd """',ic~n Counci' 01 L;I~ 'n_Jlnc~. JOIJlk 10< -'n TI..- Unllrd Sr,"," -
,e1H~nI ~U ';I~ in..". .. nc~ trwf of '~',",UI~nc~ on 'ftHknIl 01 II..- ll .... rd Sr .. ,". ~,..., nowwd by U.S. 01 
1000rf«n compan~ Ae/Cinnin« _h "5'. Ih~ I~ rnclude ~~ ~rWI tu_ .. ii. 

32 
Id. at 18. 

1--17 



The second two tables give figures for adults and house-

holds contracting agent-marketed and employee group insurance. 
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Table 1-8 33 

Ownership of Life Insurance by Adults 1976 
Percent of Adll.lts Insured by Type of life Insurance 

TOUI Adult .•........•............ 
M~n .......••..••.•••••..••.• _ ••. 
\\om~n 

Ale 
1t-· ]~ 
2S·]c. 
30·~ 
H-44 
~S·S~ 

55·~ 
65 <lnd Older ...............•...... 

10t.1 lite Insur.ncf' Cover.,e IAll Adultsl 
1100.000 or More .•.••.••...•.••••. 
lSO.OOO·S99.999 .••.••••...•.••••... 
12S.000·~9.999 .•..•.•.•.•.•••...•. 
515.000·S2~.999 .•...•....•......... 
5 5.000·S1-4.999 ............•....... 

leu th.n 55.000 ................... . 

Aver.@; Amount 0' C" .. e"se 
Tot.1 Adult ...................... . 
Men .•.....•.............••. ,~ .... 
Yoome-n •..•••••.....••..•.•...•.. 
\\'.v~ .. : ..•...•...............•.. 
Children ......................... . 

Alent.Muketed 
All Types 01 Individu.I Lile 

Li'e Imurlnce Insur<lnce 

72?t. 
10 
65 

M.le fem.le 
6)'1.., 57'~ 

8) 65 
90 16 
aa 71 
89 68 
8; 6b 
68 55 

2'to 
5 
9 

• 21 
27 

72'to 

M.le 
~)'", 

57 
6; 
65 
65 
63 
56 

~'l.. 

59 
50 

1'l. 
2 

• 
5 

16 
26 
~,., 

fem.le 
39':' 
~5 

60 
53 
51 
60 
~9 

518.720 S12.21O 
28.9110 19.210 
7,~ 5.240 
8,~70 5.9110 
2.630 2.~SO 

Ownership of Life Insurance by Households 1976 

Emplo~ Group 
life Insur<lnee 

'Mille 
2~'~ 

50 
57 
~ 

57 
~ 
17 

31'lt. 
~2 

21 

+ 

2'l. 
3 
~ 

1~ 

8 

31~ 

fem.lr 
21':.. 
29 
211 
31 
25 
17 

5 

516.250 
20.620 
8,620 
8.m 
2.310 

Percent of Households in Which at least One Member Owns life Insurance 

All Hou .. hold ...................... . 
M"e He.d ....................... . 
fem.le He.d .•••.... : ..•....•..•.. 

All hmllies .••..•..•.••••••••••...•. 
Husb.nd·Wi'e hmilies ••.•.••.•... 

With Children Under 18 ...•..... 
Without Children Under l' ..... . 

All Types 01 
life Insur.nce 

.n, 
ee 
67 

18'0 
90 
93 
aa 

Agent-Milrlteted 
Individu.1 liIe 

Insu«lnce, 

65'>.. 
69 
52 

70% 
n 
73 
70 

Individu.1 Hudl •••.•••..........•.. ~'l. ~'l. 

Percent of Households in Which Household Head Is Insured 
All Household Huds .••.•........... 

Mille He.d ..••.••.•.....•.•.•..... 
F~.le He.d ..................... . 

HUds of All Husb.nd·Wiff' hmil.es .. 
With Children Under 18 ...•...•... 
Without Children Under 18 •....... 

He.d. of All hmilies ..•..••.•..•.... 
In"complete f.milie· ..•..•........ 
Individu<ll Hud.·· .' .•............. 

+Leu th.n .5~. 

ee'tt. 
91 
~ 

8S'l. 
71 
61 

65'l. 
67 
62 

61'lb 
~ 

Emplo~ Group 
Life In,urlnee 

51'l. 
55 
61 
C 

SO'!" 
59 
~1 

2~ 

·A I.mil~ 0' two or more re"ted individu.ls in which the '.mily hud does not h.ve • spouse ~ .. ing in the 
household. 
"Includ~ households 0' one person .nd hou .. holds in which two or more unre"ted .dults ..... tOlelher 
NOle: •• All 1 ypes 0' life Inw .. nce" includes cover.se with leS" reserve life insur.nce comp.n,e., Veler<lns life 
insur<lnee .• nd li'e insuUlnce issued by uvinss b~nlts, fr<llern~1 or,.n,ulions. mutu.1 ~id ~nd buri.1 SOClel,es. 
~nd simil., types of cover~se. "Asent-M~rlteted Jndividu~1 life InSUf<lnce" compr~ ordift<l'Y and/or 
'ndus .... t (bul nOI sroup, life iMur~nee individu~lIy purch<lSed thrOUl!h <In ~senl. 
Source: A. ml/ional consumer su~y conducted in 1976 {or Ille "merie.n Council of Life In5uranee .ndllle Lile 
In.urance M~rlref,"S ~nd Re.e.rell .... socia/ion. ' 

Id. at 35. 
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In sum, this appendix illustrates the en6rmous size of 

the life insurance industry, but finds no conclusive evidence 

of undue concentration or profits. It explains the four different 

types of insurance and finds that ordinary insurance represents 

one half of all insurance in force. 
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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 1-4 of this Report) were calculated 

comes. from the "Gain and Loss Exhibit" of the Annual Statement 

filed by each life insurance company 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 

some 11 "lines of business," of which one (column 3) is "ordinary 
.. 

life insurance." 1/ From time to time, the ¥terican Council 

of Life Insurance aggregates the individual company statements 

of virtually all the u.S. Legal Reserve Life Insurance Companies 

in the United States to produce tables such 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 Insurance. 

Sinde ~he aggregate figures were riot 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 discuss10n of the "Ga1n 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, nne 

Fact Book reports that policy dividends (in all lines) amounted 

to $5,031.8 million in 1975. ~/ Line 28 of table 2 shows that 

$3,954.889 million was paid in dividends to holders of ordinary 

life insurance policies. In other words, about 78.6 percent 

of-the total dividends paid ~n 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 million, went to the holders of ordinary life policies. 

A similar procedure was followed for the other types of benefits 

paid. The r~tios used were: 

Dividends 
·Surrender Values 
Supplemental Contracts 
Matured Endowments 
Disability Payments 
Annuity Payments 

78.6% 
91.9 
78.8 
95.6 
33.5 
0.1 

The basic formula forl+ r t , where r t is the industry-wide 

rate of rettir~ for year t, is: 

1 + r = Savings Account t 
t Savings Account t _ 1 + Depositt - Withdrawals t 

The savings account in year t consists of the sum of 

policyholder cash-values and dividends left to accumulate 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 Faet'Book 
T9 {1978} [hereinafter cited as Fact Book). 

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 t = 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 t = Dividends + Surrender Values + Supplemental 
t t 

Contracts + Matured Endowments + Disability 
t t 

Payments t + Annuity Payments t + (all from 

Fact Book, at 39, except supplemental 

contracts payments from at 47). 

The rates of return shown in Table 1-4 for 1970 and 1975 

used the numbers that appear in Tables 1 and 2 in this appendix. 

The location of the numbers used to calculate the deposit and 

withdrawals are as follows: 

Deposit = Premiums: (line 1 + line 2 + line 3 + line 3A, 
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 llA + 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 savings figures were calculated in the same manner as the 1977 

figures described above. 

_5/ See Fact Book, rupra 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-

positio~ 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 three multipliers used 

(see Table I-4 in the text) appear to cover the reasonable ~ange 

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 topr~miums plus investment income for the life 

insurance as a whole (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 loss ratio 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 percent) 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 to 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 
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loss ratio that have been set on certain types of life insur­

ance policies, such as credit l~fe. Retaining 40 percent for 

expenses and profits would appear ample for low cost life 

insurance. 

Tables I-A and I-B 

The total dollar figure~ shown in Table I-A are derived from 

the 1978 Fact Book. With the exception of death benefits, the 

benefit figures in the Fact Book include benefits paid under all 

types of life insurance contracts. Benefits paid. to ordinary 

life insurance policyholders were estimated by using the ratios 

shown onp.II-2 in.the same manner as for th~rate of return 

calculations described there. 

Table I-B was derived from I-A by dividing the totals shown 

there by 46 million, ,to get the average amount per household. 

The 46 million figure is a crude-estimate, which was derived as 

follows: A 1976 survey (reported in the '1978 Fact Book, p.35) 

found that 70 percent of ·all households had "agent-marketed" 

life insurance coverage, that is, ordinary plus "industrial" cov­

erage. There were about 79.6 million households in 1977, so if 

the survey results were extrapolated, about 55.7 million would 

have had either ordinary coverage, industrial coverage, or both. 

Since relatively few households have both kinds of coverage, we 

.assume no overlap. There were 67 million industrial policies in­

force in 1977. Assuming an average of 7 industrial policies per 

household (see FTC Staff Report on Industrial Life Insurance), 

this would mean that .9. 7 million households have industrial cov­

erage. Subtracting 9.7 from 55.7 gives our ballpark figure of 

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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APPENDIX III: 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 pr2mium term policy, renewable until age ioo, with a 

level premi urn • In this appendix, we show mathematically (1) how 

this definition is equivalent to the common definition of whole 

life policies given in textbooks and (2) how a bank could 

·create" a whole life policy for its customers by creating an 

-installment" typ~ plan for them to purchase one y-ear renewable 

term ins ur ance from the ir insurance company. Th-e ins ur ance com-
-

pany sells only one year term policies and a particularly simple 

kind of single payment annuity. _The bank provides no "insurance" 

services whatsoever, nor does the insurance companypr,ov~de any 

banking service whatsoever. Together these two "pure" operations 

combine to form a whole life insurance company which provides 

banking and insurance services. 

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 payi ng its customers on the deposits they- leave wi th 

it. 
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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 expressicn for a single premium, payable immed i-

ately, that provides coverage for the whole of life. Suppose 

there are Ix people alive of age x years and tha.t we wish to 

provide each beneficiary with $1 upon the death of the insured. 

It is assumed that death occurs at the end of the year and that 

.ny leftover funds are invested at an interest rate r. If d x 

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. A~ the end of the second year, dx+l people die and we 

2 need $dx+l/(l+r) on deposit now to pay $dx+l tn two 

years. Proceeding in this fashion, one can show that the single 

premium (Ax) that Ix people must pay now to build a whole 

life fund is equal to, 

1 

or, 

(1) Ax = ,LVi+l 
i=O 

where v = l/(l+r) 

See, ~., Walter Menge & Carl Fisher I The Mathematics of- Life· 
Insurance ch. 2 (2d ed, 1965). Note that, for simplicity, only 
the "actuarially fair" prerniuniis discussed,. that is, admin~ 
istrative selling costs and profits are- ignored. . 
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The second step is to tind the level annual premium (Px ) 

that is equivalent (worth as much as) the single premi um. To do 

this we must first define a life annuity.2 Suppose that each 

of Ix people alive at age x agree to pay $1, starting now, at 

the' beginning of each year, providing that they ~re al ive to pay 

it. What is the ·present value • (ax) of such a promise ? I 

will receive $lx right away, and these have a present value of 

$lx· I ieceive $lx+l at the beginning of the second year, 

and these have a present value of $v-lx+l ' since that sum 

now, would grow to $lx+l if left on deposit for a year. 

Proceeding similarly one finds that, 

Ix • ax c vOl x + v1lx+l + . . . 
or, 

(2) ~Vi lx+i 
~ .lx 

1=0 

We can now easily find the level annual premium (Px ) due at 

the beginning of each year, that is equivalent to the single 

premium, Ax. Such a level annual premium is in fact a 

promise to pay $Px at the beginning of each year if you are 

alive. 

2 More precisely, we derive a life annuity -due- which means 
that the first payment is due at the beginning of the year. 
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Therefore 

and the required expression for Px is, 

(3 ) Px = A .-.L .. 
ax 

We now show that the level annual whole life premium Px can 

be written as a weighted average 'of annual renewable term rates 

(TRx )' where the weights are particular fractions of the whole 

life annui·ty ax. First, we need to define a "pure endowment,· 

iEx. A pure endowment is a promise to pay $1 to a person who 

is now age x, when and if'that person attains ,!ge x+L If the 

person dies before age x+i, nothing is paid. If Ix people pay 

$iEx into a fund now, that fund must accumulate to $lx+i' i 

years from now. That is, 

Ix ·iEx = vi lx+i 

or 

(4) iEx = vi If+i 
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 

(5) ax = 2: iEx 

i=o 
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The actuarially wfairw premium for a one year term po~~cy, 

issued at age xii, is, 

or 

(6) TRx+i = v dxti 
IX+i 

Note that 

(iEx) (TRxti) ~ ( vi 1 xy 1) ~ V· dx +. i j 
x 1 + l. 

X 
or, 

(7) (iEx) (TRx+i) c: (v i + l • dx+i,V Ix 

But the ri~t hand side is the same as the ith term in 

equation (1) def~ning a single premium whole life payment. 

Therefore, substituting equation 7 into equation 1, we get 

• TRx+i 

i=O 

The leVel annual premium p.x is simply Ax divided by ax. 

But the latter is simply the sum of the pure endowments (see 

equation (5). Hence, using equations 5 and 3, we get 
or 

or, 
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(8) p c 
X 

T-l-x L iEx c 1 

1 C O ax 

where 

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 deposit with it, 

and a large number of policyholders/depositors. The bank's 

market research department finds that many of its customers would 

like to "levelize1l their life insurance premium payments, just as 

they levelize their mortgage payments on their houses, rather 

than pay the cQJlstantly rising annual term insurance premiwns. 

The financial department says that the bank may easily provide 

such a service, without engasing in any way in the insurance 

business (which would be against regulations). The financial 

department shows how such a contract should be priced, and· the 

legal department draws up the contract. 

The gist of the contract is this: In return for a level 

annual premium of $Px (at issue age x) payable on the first day 

of every year, if the customer is alive, the bank agrees to pay 

the insurance company the term insurance premium (at the rate 

corresponding to 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 contract in force, then 

the bank's obligation ends. The insurance company pays the 

customer's beneficiary the face amount of the' term insurance 
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r----~' g ..... \oue oaruc nas :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 in the contract 

for ~~ch 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 $P~ right away, another $Px one year later from 

each customer that survives one year, $Px two years later from 

each survivor, .etc. It is clear that $Px delivered now from 

each customer is worth exactly $Px to the bank, but what is the 

worth of $Px delivered one year from now--if the customer 

survives? The answer, the chief points out, is (lEx).$Px • 

Since lEx 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+l. Similarly, the promise of $Px two years from now 

contingent- on survival is worth (2Ex) .$Px • Thus the val ue 

of the contract to the bank is simPly,3 

i=o 

3 
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 $TRx right away for insurance coverage for ~ach customer. 

One year from now it must pay the insurance company $TRx+1 for 

each customer that has survived to reach age x+l. What is the 

cost of this obligation? Simply (lEx> .$TRx+l. The~om-

pany must deliver to the insuran~e company $TRx+1 for each 

customer that survives to age x+l. But the present value of such 

an obligation (per dollar) is exactly given by the one year pure 

endowmen t, ,Ex+l. Similarly, the officer computes the costs for 

all future years and co.ncludes that the cost to the bank is 

simply, 

~ 
. i=o 

Since the bank prices at cost, it equates the present value 

of revenues to the present value of cost and solves for the 

·price,· Px • 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 income and balance sheet statements to estimate the rate of 

return the companies and the industry are paying savings 

depositors on the banking function they perfo~, it- is worthwhile 

to examine in more detail the n~ture 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 with Ix 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 surviving customers pay 

$Px to the bank. The bank in turn, on the same day, purchases 

term coverage for these customers from the .insurance company and 

deposits any. money left over in the insurance saving fund. The 

.. deposit". can be negative, that is, the fund can be used to sup-

plement the customers current payments, if these are insufficient 

to buy the term insurance c.overage. 

The account is shown on the next page. 
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Beg iminJ of Year 
Year Savings Fund 

1 0 

'!he Bank's Ina:me 
and Insurance Saving 

fund Acoount Statement* 

Premium 
Payments to 

Bank Insurance 
Incane Q)rrplrrt 

Ix • Px Ix • TR,c 

O!s;x>sit to 
Savil'X]s W of Year 

F\md Savings Furrl 

lx(Px - TR,c) lx(Px~) (l+r) 

----------------------------------------------------------
2 Ix (Px-TRx) (l-r) lX+l • Px . lX+l • TRx+l lx+l(Px-TRx+l) J -(Px-TR

x
) (ltr) 4 ) 

~ lX+l (Px..JI'Rx+l) (itA 

----------------------------------------------------------
3 

• 

• 

• .. 

T-X EFT-X-l +1 · Px +1 · Px Ur-l (Px - 'mr-l) o 

*NaI'E: It is asstmed that 00 one survives p:lst age T' (i.e., ~ 1\1 0) am that death claims are paid at the em 
of the year. 
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The end of year savings fund (EFi+l) is defined to be, 

E F i + 1 = 1 x+ i • (P x - T Rx + i ) ( I + r ) + E F i -1 (I + r ) 

(NOTE: This is the fund at the end of the (i+l)st policy 
year). 

substituting for EFi-l' we can solve for EFi in terms of 

all -of the preceding deposits. 

i 

~lX+j • (Px - TRX+j) (l+r)i-j+l 

j=o 

In particular, the savings fund at the end of the final year (the 

(T_x}st or at age T-l) is, 

EFT-X = 
j=o 

We now show that the savings fund is exhausted in. the 

st (T-X) year, that is, the level premium Px paid by the 

survivors (IT-l in number) when added to the beginning year 

I savings account (EFT-X-l) is just enough to pay that years term 

premiums for. the survivors. 
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To show this, multiply equation 9 above by 

(l+r)T, 
lx 

T-x-l 

~ 
['x (l+r)Tj 

but l~+j 
x 

. So, 

j=O 

(1 + r}-(x+j) ~ vj lX+j E jEx 
Ix 

1 • 
rffr}T 

Now the first brack-eted term on the right hand s ide is s imply our 

basic pricing equation 8, which shows that the bracketed term is 

equal to zero. Since the second bracketed term is positive, the 

whole expression is equal to zero. 

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 

cancel at the end of the ith year. The insurance saving fund 

is equal to EFi and there are now lx+i of the original 

customers left alive. Therefore, the equitable refund is just 

EFi/lx+i. ~is 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 

policy were being supplied at its Wactuarial cost. w 
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Suppose a surviving customer wants to borrow from "his" po~ 

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 cust~mer, using the 

accumulated fund. If the cu~tomer wants to borrow from his fund 

then, he must promise to repay the "loan" wi th interest, in order 

for the bank to meet its commitments under the contract. Policy 

loan provisions in cash value contracts, of course, 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 receive 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 val ue insurance have made, namely, that the 

company unfairly charges you interest for borrowing your own 

money and "steals" your cash 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 

account. 

If the bank 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 d i ). If we divide the end 

of the year fund amount (EFi) by the sum EFi-1 + di' we ge·t 

l+r. It is the same calculation we would do for any savings 

account. 

But the example tells us mote. 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. Fran 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 d iv id end s 
~ 

or funds withdrawn due to contract cancellation. 4 The 

remainder 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. 

4 
Policy loans, however, should rntbe 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 ftLinton Yield ft 

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 

dec~~ion, he computes the Linton yield on the -banko' s level 

premium contract. Will the Linton Yield, for each duration, 

equal the bank rate? We show here that, still assuming that 

insurance premiums are ftactuarially fair ft (no expenses or 

profits), that the answer to the question is yes. Under these 

conditions, the bank rate and the Linton Yield for every holding 

period are one· and the same. We caution tha~ this result 

may-not hold when premiums are not assumed to be actuarially 

fair. 

The bank's total insurance fund at the end of the (i + l)st 

policy year, or the year in which each member of our cohort is 

x + 1 years old, is given-by: 

EFi+1 -=[ ; (Px - TRx+j) • jEx] • [Ix (i+r) i+_l] 
j=O 

The fund, -per surviving policyholder, at the end of year is 

simply EFi+1 -" 
IX+i+l 

or 

CA) EFi+1 : __ -L . 
lx+i+l i+lEx 

i 
I 

j=O 
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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 coverage (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 at 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 $Px per year, or buy renewable term 

insurance and invest the difference. 

The conditions are: 

(1) the death estate must be the same under either 

alterna~ive or: iProtx (Protection at age x + i) 

must be equal to $1 minus the side fund accumulated at 

the end of the {i + l)th policy year (SFi+l). 

iProtx = 1 - SFi+l, i=O, 1 • • • T-X-l 

(2) The cash outlay under the two alternatives must be the 

same, that is 

Px =- TRx+i • iProtx + di+l 

w~ere di+l is defined to be the "deposit" made to the 

side fund at the beginning of the (i + l)th policy 

yea-r. 

(3) The side fund at the end of the (i + l)tn policy year 

is equal to the sum of the deposit made at the 

beginning of the year and the preceding year's side 

fund times -one plus the rate of interest. 
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S~i+l = (SFi * ~ di+l)(l+r*) 

(4) Let the terminal year for the yield calculation be the 

(t + l)st policy year. The Linton Yeild is defined to 

* be that rate of interest, r , that makes the side 
, 

fund accumulation (SFt+l) equal to the "cash value" 

or "refund" under the bank's contract. 

Rearranging equation 2 and substituting for iProtx from 

equation 1, we get 

(4) di+l = Px ~ TRx+i .iProtx 

= Px - TRx+i + TRx+i 

Now substitute (4) into-(3) 

* SFi+l = (SFi + Px - TRx+i + TRx+i • SFi+l}(l+R ) 

, Group terms involvingSFi+l on the left side and simplify. 

(S) SFi+l = l+r* 
~l:-~~T~R!!"'x-+-l.-. or( l':""+-r-* ) 

Equation 5 is a linear'first order difference equation and 

may be solved recursively to eliminate the "SF" terms on the 

right hand side. To simplify the exposition, let us introduce 

two auxilIary variables. 

a i = Px - TRx+ i, i = 0, 1 • • t 

b i = 1 - ( TRx+ i) ( 1 +r* ), i = 0, 1 • • • t 

Equation 5 can now be rewritten as 

(5) SFi+l = (?[i+ ~!) (Hr*) 

111-18 
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But (5) holds for i = 0, 1 ••• t 

50 

SFi+l = 
( 1 (SFi-l + ai-I) 

bi 0i-l Di-l 
(l+r*) + ai ](l+r*) 

--or-
= SF i ':"1 (1 +r* ) 2 + +-4-i -1 

bi • bi-l 5i • 

ai (l+r*) 
"5':: .J. 

(1+r*)2 
+ 

bi-1 

Continuing this process back to the first policy year we get, 

5Fi+l 

or, 

i 
(6) SFi+l =1: a;j (l+r*)i+l-j 

j=O t:Is=j. b s 

.' 

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 Ex. Is there· any relationship between the product 

of the ~j 's in the. denominator and these pure endowments? In 

our particular case, the surprising answer is yes. Suppose for 

the moment that r* = r: that the Linton Yield for duration t + 1 

is equal to the bank rate. Then 

'l'Rx+s = 

and 

--:--=-l~ d x + s 
(l+r*) lx+s 

bs = 1 - TRx+s (l+r*) = 

Therefore 

1 - d x+s = 
lx+s 
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\ .. , 
. .1 

tr 
s=] 

bs =~ • ~. ly+i+l = - ."~. x+j'" . -- ,J."'~ 

lx+i+l 
IX+j 

The complicated product in the denominator of the.term involving 

aj -reduces to the simple ratio of the number of survivors of 

age x + i + 1 to the number of survivqrs at the younger age 

x + j. Now simplify equation 6. 

[
i -

SFi+l = E (Px - TRx+j) 
j=O 

But 

so 

= (l+r*)j lx+; 
Ix 

• lX+j ] x 

(l+r*)j [ 
(i+r*) i+l] 

lx+i+l 

But the right hand side of 8 is exactly the same as the 

r.h.s.-of equation (A) or 

SFi+l = EFi+l" 
lx+i+l 

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 lAC index 

should not be used to compare "dissimilar" policies, it is 

gnowher~ ,explained why one should not, nor is it said whether 

r 

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 always 

biased against term insurance. 

The observed similarity in cost between term and whole 

life policies in su_ch publications as the New York State 

Shopper's Guide should not be taken as an indication that 

the two types cost about the same. 

Proof: 

t 
tIACx = I sPx (1+r)t-s+1 - tCVx 

But 

s=l 

1 t 
t+1Ex { I (Px - TRx+s) • sEX) 

s=l 

(See Appendix II for a.derivation of this equation.) 
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For a whole life policy, sPx= P x ' that is, the premium is 

level. For term policies, sPx = TRx+s and tCVx ~ O. Sub-

tract the whole life interest adjusted cost from the term cost. 

tIACx (Term) - tIACx (whole life) c 

[ ~ 1/. - 4-

Snl i S=l 
TRx+s (l+r) t-S+l - i Px (l+r) t-S+l + t' C V)( ] 

s=l 

rearranging and substituting for tCVx from the equation 

above, we have [within the brackets]. 

[ ; 4- (P~ - TR~~sJ,· sEx 
t t"'SH ] 

- E (Px - TRX'I'$) ( I :t]t) 

t+lEx S=l 

or 

t 
E (Px - TRx+s) (sEx - (l+r)t-S+l) 

S=l t+lEx 

Bu~t 

= (l+r~-Slx+S = 
(l+r -(t+l)lX+t+l 

(l+r)t-S+l 

So the term in brackets now becomes 

[ ; (Px - TRx+s ) • (l+r) t-S+l 
s=l 

<. lx+s 
lx+t+l 

lx+s 
lx+t+l 

- l>J 
Since s < t+ 1 for all s = 1, 2, t, lx+t > lx+t~l and the 

last term in parenthesis will be positive in every term. Since 

initially, and then for long periods of time (15 to 20 years), 

the differences between Px and TRx+s are positive, the 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 seen- from the following example. Compare two equivalent policies; a 

whole life policy constructed from the 1958 CSO mortaility table using an 

interest rate of 3-1/2% and a term policy whose rates are equal to the 

mortaility rates in this table and with the difference in the whole life 

and term premiums invested at 3-1/2%. The level premium for the whole life 

5 
pol~cyissued 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 each 

year) at the end of the 20th year is $245.41 per $1000 of face amount. The 

20-year interest adju~ted surrender cost for the whole life policy can be 

shown to be $3.53 per $1000 as compared to $5.30 for the term- policy. Thus; 

the whole life policy appears to be 33% cheaper (! ) than the equivalent term 

policy. 

5 
(revised 
reserves 

At hi~her interest rates, the bias would be even larger. 

See table 3-4, p. 52 in R. Kehr, Life Insurance: Theory and Practice 
edition 1977). The same table shows the "cash values" or net level 
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 

between policy cost and sales; and (2) the relationship 

between premiums and cost. 

The relationshio between cost and sales 

To test the relationship between cost and market share a 

unique size classification was assigned to each of 349 whole 

1 life policies in Senator Hart's 1973 survey. All policies 

of a given size ~lassification and type were then ranked by 

their 20-year Compa?y 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 a~gregate 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 $lO,OOQ. 

2 
For example, among the 193 nonparticipating policies in 

this sample, 70 were classified as "size 10,000." The most costly 
policy had a Company Retention value of $132.46 and was ranked 
·70." The next most costly had a value of $71.31 and was ranked "69. M 

The least costly policy had a value of $45.82, and was ranked "1." 
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. . 

3 A similar table for $25,000 policies is contained in the report 
~ pages 61-62. 
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Decile 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Table 1 

Sales by Cost Decile Ranked by Company Retention, 
Size 10,000 

Nonparticipating Policies 

Pace Value of Sales 
(000) 

~ 71,946 
379,235 
151,340 
135,713 
113,376 

-179,852 
320,164 
131,378 
153,477 

73,745 

No. of Policies 
in Decile 

7 
7 
7 
7 
7 
7 
7 
7 
7 
7 

Median Index 
Value 

~5 2.73 
55.89 
57.91 
59.37 
60.60 
62.30 
62.97 
63.94 
67.76 
70.64 

Total ~1;710,217 70 

Participating Policies 

1 ~1,300,059 7 38.75 2 616,636 7 42.14 3 4,158,364 7 46.04 4 670,248 7 49.61 5 393,138 7 52.16 6 122,263 7 55.71 7 105,957 7 59.42 8 78,862 7 61.51 9 565,789 7 66.11 10 101,557 8 71.05 
Total $8,112,873 71 

IV-2 



ndex 
e 
~ 
9 
1 
7 
o 
o 
7 
4 
6 
4 

5 
4 
4 
1 
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1 
2 
1 
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5 

Table 2 sho",!s 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. Por example, if the differences in sales among 

the 70 non-participatiI13' policies were perfectly mir-rored 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 relati~nship between high sales 

and low cost. 
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Table 2 

Pearson Coefficients for SlO,OQO Whole Life Policies 4 

Sales 
Sales 
Sales 
Sales 

Sales 
Sales 
Sales 
Sales 

Nonparticipating Policies 

Correlated Variables 

vs. Company Retention 
VS. Savings Yield 

Inter~st Adjusted vs. Cost 
vs. Premiums 

Participating Policies 

vs. Company Retention 
vs. &a ving"!; Yi eld 
vs. Interest Adjusted Cost 
vs. Premiums 

Pearson Coefficient 

-.055 
.083 

-.056 
-.059 

-.175 
.172 

-.173 
-.024 

Pearson Coefficient"sfor $2"5, "DOD Whole L"ife Policies 

Nonparticipa"t"ing Policies 

Correlated_Variables 

Sales vs. Company Retention 
Sales vs. Savings Yield 
Sales vs. Interest Adjusted Cost 
Sales vs. Premiums 

Participating Policies 

Sales vs. Company Retention 
Sales vs. Savings Yield 
Sales vs. Interest ~djusted Cost 
Sales vs. Premiums 

Pearson Coefficient 

-.368 5 

.401 
-.366 
-.301 

-.101 
.200 

-.232 
-.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 ~ data. 

5 
A negative coefficient for Company Retention, Interest Adjusted Cos: 

and Premiums means t~at there is a positive relationship between the I 
variables because the lower the index the lower the cost of the poliq. 
The opposite is true for Savings Yield since the higher the yield the 
"lower the cost of the policy. 
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~he relationship between premium and cost 

Part III.B. (paqe 70) discussed the relationship between 

premium and cost. As stated in the repor~ premiums are a fairly 

good measure of cost when looking solely at non-participating 

pol!cies and are amuch less reliable guide for partici.pating 

policies. This is confirmed by Table 3 which shows the Pearson 

correlation coefficients between premiums and various cost indices. 

Table 3 

Pearson Correlation Coefficients Between Premiums and 
Various Cost Indices 

rype Pol icy Premiums Correlated ~ith 
• 

Sa",'ir.3 s lnteres t-M J4.s ted Company 
Yield Cost Retentior. 

Non Pa r, I 0,000 .746 .820 .836 
Par, 1 C, oou .321 .285; .363 
Non Pa r, 25,0(, G .6& 4 • f5 :; .594 
Pa r, 25,000 • 5S .26: .3lCJ 

Part lII.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 Relatlng Premiums and Cost for 
All Wnole Life Policies in Slze 25,000 1 

Correlated Varlables 

Premiums vs. Company 
Retention 

Premiums vs. Savings 
Yield 

Premiums vs. In tere s t 
Ad jus ted Cos t 

Pearson Coefflcient 

.066 

.254 

-.125 
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Kendall Coefficient 

.063 

.146 

-.054 

I 
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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 similar way using two different 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 sele~ed ran~omly from our sample, a~d if policy A has 

a lower premium, then 57% of the time it will also have a lower 

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 o~ 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. 1 Then, to calculate· ----. 

the amount of premiums on lapsed permanent policies, a lapse 
. 2 

rate of 20 percent and a 5.6 month duration was assumed. Next, 

the value of the death protection provided by the lapsed policies 

while they remained in force was estimated by using representative 

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. 

2 The duration fiaure 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 t;erm insurance: 

Table 1 3 

Premium Expenditures on Term Products 

Percentage of Ordinary Premiums 
Paid on Term Products by Sex 

1 

Percentage Percentage 
of All 

Ca) 

Male 

Female 

Juvenile 

Total 

of All 
Term Portion Ordinary Term 

Level Decreasing of Permanent Premiums Premiums 
Term Term Policies Total Paid by Sex Paid by Sex 

... 
(b) (c) (d) (e) (f) (e)x (f) 

7% 5% 4.4% 16.4% 79% 12.9% 

4% J% 3.9% 10.9% 17% 1.9% 

.3% 0 2.4% 2.7% 4% 0.1% 

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.l) percent was spent 

for permanent insurance. 

3 Data for this table were compiled from LIMRA, '!he 1975 'Buyer S1:;tx3y, 8, 19, 22, 
26 and 32. The figures for the term portion of permanent pOi~c~es 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 column (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. 4 Assuming the lapse rate was 20 percent 

and the duration of the lapsed policies was 5.6 months, approxi­

mately $295 million was spent on lapsed policies in 1977. 5 

This $295 million does not represent a total loss because 

buyers received" the equivalent of term insurance protection 

while their policies remained in force. To estimate the value 

of this term coverage, the staff analyzed the lapse data sub­

mitted to the Hart Subconunittee by 16 companies. Each company 

had provided data on annualized premiums for lapsed and non-

lapsed permanent business, average duration of permanent 

ordinary policies lapsed in the first year, 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 annualized premiums on 

permanent policies lapsed in the first year. A sample calculation 

for one company and one age 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 
(unweighted mean of 24 companies submitting data to the Hart 
Subcommittee) . " , 

5 
LetNL represent premiums on non-lapsed policies andL 

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. 
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Table 2 

Value of Term Protection for Lapsed Policies 

6 Term7 Value of 
Average No. of Polie Term Protection 

Size Size Rate cies LaEsed ( (b) (c) (d) } 
Ta) (b) Tc> (d) 

$0-4,99"9 $ 2,500 $8.57 1,010 $ 21,639.25 

5,000 5,000 5.57 3,.814 106,219.90 

5,001-9,999 7,500 5.57 313 13,075.58 

10,000 10,000 4.57 5,645 257,976.50 

10,000-24,999 17,500 4.57 1,371 109,645.73 

25,000 25,000 3.57 83 7,407.75 

OVer 25,000 25,000 3.57 33 2,945.25 

Total $518,909.96 

6 
FTC figures. 

7 
Rates used by Massachusetts Mutual in calculating Linton 

Yield figures using the Hart data. These rates are similar to 
the "Average Yearly Renewable" rates prepared by E.J. Moorhead. 
See The Soci~ty of Actuaries, Analysis of Life Insurance Cost 
Comparison Methods 192 (1974). 

8 
Data for one age group (15-24) submitted by one company 

(Allstate). Age categories used were: 15-24; 25-34; 35-44; 
45-54; and 55 and over. 
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For all age groups, purchasers of permanent ordinary life 

insurance which lapsed in the first year received annualized 

benefits of $1,196,971.77. This represents 32.2 percent of 

annualized premiums received by this company for permanent 

ordinary policies lapsed in the first year. The average 

for all 16 companies was 28 percent. 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). 9 

The only other comparable loss calculatiop of-which the 

staff is aware is-Dean Sharp's estimate made during the Hart 

Subcommittee hearings. He estimated a $505 million loss due to 

10 lapse of policies sold in 1970 and lapsed within two years. 

d 1 · . d d h . d' 11 Sharp ha 1m1te ataat 1S 1sposal. Aside from the 

different lapse period used, Sharp's calculations 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. 

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., 1st 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 were 

12 
zero. 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, th~ staff's 

13 
estimate is much smaller than his. 

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 
year, the loss calculation for 1970 would be about $255 million. 
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APPENDIX VI: 
TECHNICAL NOTES ON 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 com~any retention index, 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 repo~t. For each 

of these major financial disclosures the Appendix provides 

(a) a brief tec~nical explanation of the measure; (b) references 

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 assumptions used in 

computing_thes~ 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 premiums, less the present expected . -

value of all death benefits, policy dividends 'and cash values; 

over a given period of time, say 20 years. It is aUpresent n value 

because an interest rate is used to discount every future cash 

flow back to the present. For example, a $1 dividend to be 

received at the end of the year has "present" (beginning of ' the 

-year) value of about 95 cents. It is an "expected" value· 

because each future premium, dividend, cash value, death benefil,· 

etc., is weighed by the probability that it will actually be paid. 



;; 

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 

industrywide 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 is important to use the same interest, mortality and 

lapse assumptions. Finally, the company retention index is 

expressed on a level annual basis, as is the pre~ium for a 

whole life policy. 

(2) References on the Company Retention Index 

The "Company Retention" method is described and illustrated 

in Joseph Belth, "The Relationship Between Benefits and Premiums 

in Life Insurance," 36 J. of Risk and Insur,ance 19 ..... 39 (1969). 

Much useful information about this and other methods is 

contained in Analysis of Life Insurance Cost Comparison Methods, 

·prepared by the Society of Actuaries Committee· on Cost Comparison 
.i .. ~,':'.-F~_ 

'Methods and Related Issues (Special), September 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 decline 

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" Sit. 

Interest Rate: 5% 

Duration: 20 years from issue. 

Timing of Cash Flows: It is assumed that premiums are paid 

at the_Qeginning of the year and that any dividends, cash values 

or face amounts are paid at the end of the year. 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 value of premiums, protection, dividends, savings 

and company retention, all expressed on a level annual basis as 

• explained 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) In 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 ~nnual 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 

purchased. The te~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 face amount of the 

whole life policy. 

The So~iety of Actuaries has describe4 the "Linton Yield" 

as follows: ~The method solves for a level, effective, annuall~ 

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 equivalency with the first program. 

The two programs compared are: 

(a.> A life- insurance p'olicy on, normally but no~ 

n~cessarily, some permanent plan. The cash 

used at the end of the nth year is the policy's 

guaranteed cash value. 

(b) 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 
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I 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 adequate 

to bring the combined death benefit from the 

saving plan and the YRT to the same as that 

payable under the permanent life insurance 

policy. The cash used for comparison with the 

perutanent 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, 14 (December 1968), pp. 569-81. 

(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, ide 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 co~panies 

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 

somewhat 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 availab~e in the market. 

Second, the rate~ used in the Actuaries Report were chosen to 

be representative of low cost individual term insurance alone. 

Since about half of all insurance in force is group term and 

much more than half of all term insurance premiums are paid 

for group term policies, we think it is necessary, in selecting 

term rates for Linton Yield calculations, to reflect the relatively 

lower rates for group term policies as well as for individual term 

policies. When group term rates are considered, the rates used 

in the Actuaries Report ~implydO not reflect low cost term 

insurance rates available in the market in 1977. In contrast, 

the rates used in this report better reflect low cost term 

insurance rates available in that year. For completeness, 
\ 

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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1 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 -issue ages 

(25, 35, 45 and 55), whereas rates 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 reconunend that any stp.te, considering 

adoption of rate of return disclosure regulations, conduct 

a study to determine rates representative of low cost 

individual and group term insurance policies in that state 

and use those in their regulation • 
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Table 1 

Rates of Return (Tax Free) on Whole Life Insurance Policies 
1973 and 1977 

I 
1973 

,:,qe at Face" Amt of If Policy is Dividend Nondi vidend Dividend Nondi vidend 

1977 

I
~ "Policy Held For Paying Paying Paying Paying 

25 $10,000 5 years -11.17% -16.68% -11.34% -18.10% 

25,000 

100,000 

35 10,000 

25,000 

100,000 

45 10,000 

25,000 

100,000 

10 years 1.03 - 0.29 2.60 - 0.41 
20 years 3.94 2.68 4.94 2.82 

5 years 
10 years 
20 years 

5 years 
10 years 
20 years 

5 years 
10 years 
20 years 

5" years 
10 years 
20 years 

5 years 
10 years 
20 years 

5 years 
10 years 
20 years 

5 years 
10 years 
20 years 

5 years 
10 years 
20 years 

-10.85% 
0.34 
3.50 

-11.74 
- 0.18 

3.26 

- 8.87 
0.79 
3.61 

- 8.57 
0.40 
3.35 

- 9.19 
0.04 
3.19 

- 7.60 
0.80 
3.33 

7.11 
0.65 
3.22 

- 7.57 
0.39 
3.12 

-17.08% 
- 0.87 

2.41 

-17.24 
- 1.13 

2.29 

-12.31 
- 0.49 

2.29 

-12.21 
-' 0.67 

2.22 

-12.24 
- 0.78 

2.18 

-10.43 
- 0.56 

1.88 

-10.01 
- 0.50 

1.94 

- 9.93 
- 0.51 

1.94 

-11. 25% 
1. 77 
4.46 

-11. 52 
1.47 
4~32 

- 7.59 
2.23 
4.66 

- 7.76 
1.79 
4.37 

- 7.93 
1.63 
4.31 

- 7.18 
2.22 
4.42 

- 6.63 
2.16 
4.36 

- 6.61 
2.09 
4.34 

-16.30% 
0.07 
2.98 

-15.68 
0.28 
3.11 

-13.06 
- 0.57 

2.44 

-11.11 
0.21 
2.77 

-10.52 
0.48 
2.94 

-11.19 
- 0.67 

1. 99. 

- 8.81 
0.40 
2.49 

- 8.09 
0.75 
2.71 

NOTE: Term rates used for calculation of rates of return include 
no selection factors. 
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variation ih Rates of Return on $25,000 Whole Life 
• Insurance PolIcies Issuea in 1973 and 1977 

Dividend Paying Policies 

Duration 
Age at Year of of Holding Average Lowest Highest Standard Coefficient 
Issue Issue Period Rate Rate Rate Deviation of variation 

25 1973 5 years -10.85% -28."06% 1.70% 7.53% 69% 
N= 10 yeats 0.34 -, 6.02 4 • .22 .2.11 

(139 ) 20 yea,rs 3.50 - 0.02 5.02 0.76 22 
30 years 3.87 1. 00 5.05 0.65 17 

1977 5 years -11.16 -46.40 1.93 8.66 77 N= 
(94) 

10 years 1. 78 - 2.58 6.71 1.95 III 
20 years 4.45 1. 01 7.78 0.93 21 
30 years 4.77 2.28 7.98 0.78 16 

35 1973 5 years - 8.57 -21.87 1.35 5.60 65 
N= 10 years 0.40 - 6.02 3.60 1.84 1-3 

PI 
(145) 20 years 3.35 - 0.32 4.68 0.74 22 0' 

30 years 3.71 0.67 4.81 0.65 18 
..... 
CD 

I\J 
1977 .5 years - 7.76 -28.40 1.54 4.81 62· 

N= 10 years 1.79 - 2.72 6.30 1.68 94 
(12·9 ) 20 years 4.37 1. 25 8.07 0.89 20 

30 years" 4.72 1. 95 8.15 0.71 15 

45 1973 5 years - 7.11 -19~62 ~.78 4.87 68 
N= 10 years 0.65 - 5.99 3.46 1.79 

(145) 20 years 3.22 - 0.93 4.66 0.82 25 
30 y~ars 3.49 - 0.01 4.84 0.72 21 

1977 5 years - 6.63 -69.77 9.30 8.15 123 
N= 10 years 2.16 - 3.63 7.89 1.84 85 
(92) 20 years 4.36 0.31 8.76 1. 07 25 

30 years 4.55 0.54 8.70 0.99 22 

NOTE: In those instances when the average rate of return was close to zero, a coefficient 
of variation was not computed. Turn rates used for calculation of rates of return 
include no selection factors. 



include no selection factors. 

v ... rJ. ... tJ.on J.n H ... te .. u.c Heturn on $25,000 who~e L.1.1!e 
Insurance PolIcIes Issued In I973 and I977 

Non-Dividend Paying Policies 

Duration . , 
Age at Year of of Holding Average Lowest Highest Standard Coefficient 
Issue Issue Period Rate Rate Rate Deviation of VariatioJ 

25 1973 5 years -17.08% -56.06% 2.85% 8.79% 5% 
N= 10 year~ - 0.87 -20.80 6.10 2.80 
(162) 20 years 2.41 - 2.90 4.'5 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 8 
PI 
tr 

35 1973 5 years -12.21 -44.53 1.27 5.83 48 .... 
(1) 

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 -11.11 -26.a5 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. 5.5 1.17 4.89 49 
N= 10 years - 0.50 -21.11 (.97 2.38 
(161) 20 years 1.94 ~ 5.26 4.18 1. 05 54 

30 years 2.11 - 3.70 3.BB 0.7B 37 

1977 5 years - B.B1 -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: In 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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o. The Cash Accumulation Me~hod 

(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 

al ternati ve to a particular cash val ue policy tha ~ is in some sense, 

equivalent to the cash value policy. 

By "equivalent" is meant that the death estate (at the 

beginning 'of the year) and the cash outlay are the same, regardless 

of whether the cash value policy or the term plus side fund 

package is purchased. Any method that holds death benefits and 

cash outlay cpnstant, can be referred to as a "Linton type~ method. 

The Linton yield itself is simply the rate of interest that equates 

the accumulated deposits (uniquely defined by holding l'and 2 

constant) with the cash value of the whole life policy at the end 

of the terminal year. . If the rate of interest by which to discqunt 
. . 

the 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 amounts in the two savings accounts are 

the only significant items that can differ between the two 

alternatives and so a comparison limited to the "savings" 

element alone is 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 l " 

43 J. Risk & Ins. 121 (1976). 
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It is also discussed in the Moss Subcommittee Report, 

Subcommittee on Oversight and Investigations: Report on 

Life Insurance Marketing and Cost Disclosure, 95th Cong., 

2d Sess. 13-14 (1978). 

(3) The term rates used in the calculation are the 

same as those used for the Linton Yield. 
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Mathematical Fomulas 

1. CoitpaJ1:Y Retention Index am the Premium Breakdarm. 

am, 

Consl.lIler Cos t Index = eSc ~(~~). (tPx) 

Protection 

Savings 

Dividerrls 

Canpany . Expenses 
arrl Profit = 

~ere, mCRx = PREM - PROT - SAY - DIV 

n. 
PREM = 1: (tPx) (V) t-l 2x 

t=l t-l 

n 1 d 
ffiOT = 1 ) F + t'l'Dx - tCVx) (vt) (t-1Hx) (%c+t-l) 

t=l 

n 
SAY = L [tCVx - (t-1CVx) (l+i)] lvt) (t-l ax) 

t=l 

n w 
DIV = 2; [tDx + (t'IDx) (qx+t-l)] (vt) (t-l Sx) 

1:=1 

n = duration of irrlex, here 20 years fran date of issue. 

x = issue age. 

tFx =. ,?lnnual premium at beginniBJ of year t for issue age x. 

f!:'/x = cash value at em of year t for issue age X, 
excludin;j any terminal dividend payable ufOn 
surremer. 

tDx = anrual di videOO at· em of year t for issue age x. 

t'l'Dx = tenninal dividerrl payable' on surreooer at the em of 
year t for issue age x 

1 
tTDx = tenninal di videm payable on death in year t for issue 

age x. 

F = axoount payable on death, excludiI'Xj terminal dividem 
(assumed constant). 

i = assUIIa:1 rate of interest (here 5 percent). 
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d 
'h-+ -1 = probability a person age x+t-1 will die before age x+t 

t 

v t = 1 
{l+i)t 

t-1Sx = probability of surviving and persisting from age x to 
age x+t-1 

w 

t-l . d w 
= lL (1 - Qx+s-1- - Qx+s-1) 

s=1 

where., ~-1 = probabi1i ty a person age x+s-1 will lapse or surreD:3er 
before age x+s. 

t-1 
It f{s) = the proouct of sane function of 5, where s=1,2,3, ••• 
s=1 t-1. 

oSx = 1. 

2. 'Ibe nth year Average Annual Rate of Return (Linton Yield). 

'Ibis rate of return is calculated by recursively solving the 
foiloring system of s:inultaneous equations. 

(a) tBF'UNDx = t=lEE'UNDx + tPx - t-1Dx 

(b) tPRDTx = tFx - tBFUNDx 

(c) tEFUNDx = (tBFllNDx - t'lOiGx) (1+r) 

(d) t'lX:HGx = (tPRD'l'x) {tYRTx} (.001) 
1 - [(tYRTx){.OOl)] 

(e) nEFtNDx = nCVx 

'!he last equation (e) is solved for that rate of ·return (r) that makes 
the quality .. (e) hold •. 'Ibese five equations may be canbined to proouce 
the following pl1ynaninal, which will be familiar to those who use 
internal rates of return. 

n 
rPlx = t (l+rt [n-t+1Px - n-tDx -{F} (n-t+1YRTx) (.001)] 

where 

t=1 
L 

• lL
l
£l - (n-j+1Y'l'Rx)( .OOl)] 

J= 

tPx' t-1Dx and nCVx are as defined in (1) above, am 

tBFUNDx = savings fum at the beginning of year t 

tEFtlNDx = savings fum at the end of year t 

tFBOTx = insurance protection needed in year t 
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1:TCHGX = ~eTm insurance charge for insurance l.n year t prate ct j on 

yearly renewable term prenium per $1000 at 
attained age x+t-l 

r = the rate of return to be solved for. 

3. Cash accumulation method 

1. Death benefits are to be tlJe sane at the beginning of each year 
whether one buys the whole life policy or the term plus saving fund 
package. 

=PIDl' 
t 

+ E t-l + 

= face arrount of the whole life policy in year t (in 
dollars) 

_. face anount of annual· renE!woTc3ble tenn insurance bought at 
beginning of year t (in dollars) 

E
t 

= the anount of dollars in the side fund at the end of 
year t. 

d
t 

= the "defX)sit" in the side furl made at the beginning 
of year t (in dollars). 

VI-lO 
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Equation can be solVErl for the protection mrount, 

(I' ) = 

+ 

'!be aOOve fonn takes explicit acrount of the fact that cne buys 00 

~~ te.Dn insurance orx:::e the savings fund equals or exceedS the face 
arrount of the wb::>le life FOlley. Beyald this FOint, cne of the fund.anental 
o:Jndi tions nentioned above is violated, narrely, the death benefits under 
the t.erin plus side furrl optioo exceed tb::>se under tb:! wb::>le life option. 

(2) 

2. Cash outlays are the sanE for both options. 

(P -
t 11:-1) .. 'l'R 

t • + 

where P t = the preorl.tn on the whole life FOliey in year t in 
dollars per dollar of face anount. 

D t = di. vidend paid at the end of year t 00 the whole life­
p?liey, in dollars per dollar of face -anount. 

TR = t 
the premiun rate for annual renewable tenn insurance 
in yeart, in dollars per dollar of face anount. 

3. Side fund aCC\m.llation. 

where r = the assme:1 rate of interest. 

'n1e aOOve equatioos can be solved simultaneously to obtain a single 
expression for E

t 
in t.eJ:ms of the basic FOlley paraneters. 

(4) 

i. Using .equatial I' ~ substitute for PR)l't in equation {2l. 

or, 

d e (p - D 1) _.. Ft - 'l'R
t
- • -(Ft - Et' -1 - dt > 

t t t-

(Pt - Dt _l - 'mt ) • F + ~. Et - l 
1 - 'l'Rt 

VI-II 
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(6) 

ii. NaN substitute d
t 

fran equation (4) into equation (3). 

or, 

Et = (P t - Dt - 1 - TRt ) • P t + TRt • Et - 1 + Et - 1 - TRt Et _1 

x ( 1 + r ) 

+ 

1 - 'l'Rt 

(P t - D t-1 - TRt ) • P ( 1 + r ) 

1-TRt 

Note that (6) -is in a very cxmvenient recursive fODll for a:nputer 
carputation . 

iii. Using (6), you can solve for E
t

-
1 

in teIIns of E
t

- 2 arxJ the basic 

parameters. Continuing the -process, you ootain an expression for E
t 

in 
terms of El and the basic pa.raneters. NaY solve for E1 : 

since Eo = 0 

fran, equation (4), 

d = I 

hence, 

Et = CPt - TR
t 

- Dt - 1)· Pt (1 + r ) 

1 - TR
t 

+ 

t 
+ (PI - ~) • PI (l + r ) 

(l-~) (l-'l'R
t

_
1
)··· (l-~) n-'l'l\) 

or uore c:x:xtpact1y, 
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I (7) I 
I 

Et 
= t= 

j=l 

t 

wb:!,re- TI 
~ = J 

a. (1 + r ) J " 

(1 - TR.) 
~ 

t-j+1 
where a. = (P. - D. 1 - TR.) 

) J )- J 

f (i) = the product of SCI'IE function of i, 
where i=j, j+ 11 •. t 

4. E
t 

frc:rn equation (7) sh::>u1d be cc:rrpared to (CVt + 'rot + Dt ) 

F t for the wtx:>le life FOliey, where 

CV t = cash value of ~le life F01iey at" end of year t, in 
dollar.; per dollar of face anount. " 

'ID = terminal surrender dividend of wtl:>le life.. FOliey at 
t end of _year t, in dollars per dollar of face anount. 
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IGtTALlTT LUES (pn 1.000) 1JS!l) III COST CO~IJtlSlcm Ka1lODS 

~oUC7 

~ tuue Ase 25 l .. ue Ase 35 l .. ue AS. 45 luu. AS_ 55 

1 .53 .n 1.11 3.72 
2 .61 .It 2.41 5.37 
3 .77 1.16 3.11 '.32 
4 .10 1.32 3.69 1.67 , .10 1.41 4.17 9.47 

6 .11 1.70 4.IS 11.22 

J 7 .IS I." 5.49 13.13 

• .Ia 2.26 6.10 14.34 , .96 2.59 6.7~ 15 • .511 
10 1.0S 2.91 7.50 17.41 

U 1.17 3.37 1.31 19.01 
12 L27 3.U 9.66 22 • .5.5 
.1l 1.40 ~u 11.11 26.44 
14 1.57 5.0' 12.65 30.72 
15 1.72 ~.71 14.45 3.5.34 

16 1.U 6.%.5 1.5.92 38.61 
17 2.12 6.&0 17.60 41.80 
11 2.39 7.49 19.4.5 ~ 44.96 
19 2.n 1.21 21.31 48.35 
20 3.10 ,.oa 23.2.5 52.34 

n 3.56 ".90 2.5.19 
22 4.06 10.15 27.31 
23 4.51 11.93 29.74 
24 5.14 13 .. 14 32.33 
15 s.n 14.45 35.34 

"" 26 '.25 .l5.92 31.61 y 
27 6.80 17.60 41.80 
21 '7.49 19.45 44.96 
29 1.2a 21.38 41.35 
30 t.OI 23.2.5 52.34 

31 '.'0 %S.l! 
32 10.15 27.31 
3l 11.93 29.74 
34 13.14 32.33 
3S 1'.45 35.34 

36. 1.5_'2 , 31.61 
37 17.60 £l.1a . 
31 19.4S 44.96 
39 n.lS 41.35 

r' 40 23.2.5 52.34 

&1 25.l! 
41 27.31 
43 79.74 
44 31.33 
4S 35.34 , 
46 31.0 
47 l.1.SO 
48 ".96 ..., U.3S 
~ .51.34 

J 
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• IIDDIFUD MOORHEAD l'DLZ S LU'SE IATES .OSlD IN COST COKPAJtlSON HETHODS 
> 

rol1cy 
Tear le8\Je Ase 25 I .. ue ASe 35 t .. ue Ase 45 I .. ue ASe 55 

1 .%250 .2250 .2UO .2250 
2 .0450 .0450 .0450 .0450 
l .0350 .0350 .Ol50 .Ol50 
4 .0300 .0lOO .0lOO .0300 , .0275 .0275 .0275 .021' 

, .0260 .0260 .0260 .0260 
7 .0250 .0250 .0250 .0250 
S" .0245 .0245 .0245 .0245 , .0240 .0240 .0240 .0240 

10 .0235 .0235 .0235 .0235 

n .0230 .0230 .0230 .0230 
12 .0225 .0225 .0225 .0225 
13 .0220 .0220 .0220 .0220 
14 .02l.S .0215 .0215 .0215 
15 .0210 .0210 .0210 .0210 

16 .0205 .0205 .0205 .0205 
17 

.. 
.0200 .0200 .0200 .0200 

II .0190' .0190 .0190 .0190 
19 .0180 .0180 .0180 .0180 
20 .0170 .0170 .0170 .0170 

21 .0160 .0160 .0214 
22 .0lSO .0150 .0241 
13 .0lSO .0150 .0282 
24 .0150 .0150 .0316 
U .0154 .0lSO .0350 

26 .0174 .0180 .0380 
27 .0193 .0210 .0410 
28 .0212 .0240 .0440 
29 .0230 .0270 .0470 
30 .0250 .0300 .0500 

31 .0260 .0320 
32 .0210 .0340 
33 .0280 .0360 
34 .0290 .0380 
35 .0300 .0400 

36 .0300 .0420 
37 .0300 .0440 
38 .0300 " :0",60 
39 .0300 .0480 
40 .0300 .0500 

41 .0320 
42 .0340 
43 .0360 
44 .0380 
4S .0400 

46 .0420 
U .0440 
48 .040U 

4' .0480 
SO .0500 

VI-15 



tulLY UJ(E\lAILE TDUI Pl.DtIUMS PD. $1000 1'01. $25.000 POua (lKCLUDnic .JIOUalU). 

A,e tDV Seal. Averase Seal. lIiSh Scala 

~ .. $ 2.91 • '.39 $ 1.'0 
26·· 2.t7 3.39 3.10 
27** 2.t7 3.39 l.'O 
2." 2.97 l.19 3.'0 
2t 2.97 l.39 3.'0 

30 2." l.41 l.12 
31 3.06 l.U 3.90 

~ 32 3.12 3.54 l.97 
II l.U l.59 4.02 
34 3.11 l.61 4.04 

». l.D l.67 4.11 
36 l.32 l.76 4.21 
37 3.42 l •• a 4.34 
31 3.S6 4.04 4.S1 

'. 19 l.n 4.21 4.70 

40 3.91 4.43 4.94 
41 4.14 4.61 S.U 
4' 4.43 4.tt S.'6 
4l 4.71 5.37 5.97 
44 5.11 5.'2 6.47 

4S ,." 6.36 7.0S 
46 6.11 6.94 7.69 
47 6.74 . 7." I.» 
41 7.32 1.20 9.07 

" 7.92 1.'6 9.79 

50 1.49 '.49 '10.41 
51 9.01 10.14 11.19 
S2 9.'0 10.94 12..07 
53 10.64 11.16 13.01 

" 11.49 12.79 14.10 

!5!5 12..3S 13.75 B.IS 
S6 13.36 14.16 16.37 
S7 14.50 16.12 17.75 
SI 15.71 17.53 19.29 
59 17.16 19.06 20.97 

60 11.71 20.71 22.84 
... 61 20.41- 22.73 24.'1 

62. 22 .• 43 24 •. '9 27.3S 
63 24.46 27.14 29.81 

;. ·64 26.44 29.32 32.20 
~,-

6S 2'.49 31.59 34.69 
66 30.72 34.06 37.39 
67 33.29 36.'9 40.50 
61 36.02 39.92 43.81 
69 39.21 43.43 1.7.66 

70 42.66 47.25 51.84 
71 46.03 50.97 5S.92 
72 49.36 ".66 59.9S 
13 52.93 SI.61 64.2.a 
74 57.B 63.27 69.3a 

• To obtain per SlOOO pr~lu=s for 55.000 pollcy .dd $4; 
for $10.000 policy add $1.50; for $100.000 policy 
deduct $.15. 

•• lremluma for x < 29 equal pTemium for x - 29 • 
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PROGRAM: LINTON 

(Linton Yield Prograrn) 

1. In troduction 

The funds used to purchase a whole life insurance policy are 

used in's'tead to purchase term ins1.,lrance wi th the rema inder 

deposited in a savings account, such that the total of term 

insurance plus savings fund at the beginning of year equals the 

face amount of-the whole life insurance policy. The Linton yield 

is the rate of interest which would have to be paid on the 

savings deposits to equate the savings balance at the end of the . 
Nth year to the Nth year cash value of the wholerlife policy. 

Mathematically, the following recursive equation is solved 

for r: 

t-I, ••• ,N 

subje ct to ( CN+ DN+TN) F N .. EN 

where r is the Li nton yield and 

~ is the value in dollars of the savings account in time t, 

and Ea .. :0, 

~ is the whole life insurance premium in time t, expressed in 

cost per thousand dollars of face value 

Dt is the dividend per thousand dollars of face .value in time 

t, and DO ., 0 

Yt is the term insurance premium in time t, expressed in cost 

per thousand dollars of face value. 

Ft 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 

eN is the cash value of the whole life policy in year N, per 

thousand dollars of face value 

TN 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-supplied policy 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 be computed,· upper and lower bounds for the~ Linton yield, a 

tolerance level of the estimate, the number of iterations, and if 

more than one set of data is ~sed, whether these options change 

for subsequent data sets. In addition, the option cards may be 
,. 

on a separa te file from the da ta sets. 

At least one option caro must be supplied •. If a field on 

the option card is blank, 'default values are assumed. If the 

same options are to apply to all data sets in the job, only one 

option card need be supplied. 
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'COLS -
1-2 

3-4 
5-6 
1-8 

VARIABLE 

IYR 

lPER 

9-16 XLI* 

11-24 

25-32 

33-35 

36 

XRI* 

EPS* 

lEND 

I ART 

OPTION CARD FORMAT 

DESCRIPTION DEFAULT VALUE 

Number of years of data in the 20 
data set(s) 

The period(s) for-which the 
yield(s) is (are) to be computed. 
Up to 3 periods may be selected 
(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 'IS' in cols 3-4, 
'20' in eels 5-6 and nothing in 
cols 7-8 

Leftmost bound of yield -1.0 

Rightmost bound of yield .10 

Tolerance level of the esti- .001 
mate 
( i • e. , I (CN + ~ + TN)FN - EN I co; EPS) 

Number of iterations 20 

5 
10 
20 

(-100\.) 

(+10%) 

If zero or blank, term rates 
are calculated for issue age 
25, 35, 45 or 55 fran mortality 
tables in core using the 
following formula: 

See default 
mortality 
table, below 

Yt-.9SMta +~90 +2SOOO/Ft where Mt ' is the entry 1n 
the mort&fity 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 

If 2, term rates are to be read 
in with the data set, and there 
is no age restriction. 
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eOLS VARIABLE 

37 IN 

38 IPREM 

39 I OPT 

40 IT 

OPTION CARD FORMAT (cont I d) 

DESCRIPTION 

If zero or blank, face value is 
fixed over time 

If 1, face value changes over 
time 

If zero or blank, premium is 
level over time 

If 1, premium changes over time 

If zero or blank, no more 
option cards are to be read 

If 1, an option card is to be 
read for the subsequent data 
set 

- This is used only if the data 
sets are not on the same file 
as the option cards 

If zero or blank, y1elds 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 overridden, the decimal point 
must be keyed in explicitly. 
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DEFAULT MJR!'ALl'lY RATES USED WHEN IART=O 

Policy 
Year Issue Age 25 Issue Age 35 Issue Age 45 Issue Age 55 

1 .53 - .71 1.81 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 ~ 
i 

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 

11· 1.17 3.37 8.38 19.08 
12 1.27 3.91 9 •. 66 22.55 
13 1:40 4.47 11.11 26.44 
14 1.57 5.04 12.65 .. 30.72 
15 1.72 5.71 14~45 35.34-

16 1.91 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 8.28 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 
2S 5.71 14.45 35.34 

26 6~25 15.92 38.61 
27 6.80 17.60 41.80 
28 7.49 i9.45 44.96 
29 8.28 21.38 48.35 
30 .9.08 . 23.25 52.34 

31 9.90 25.19 
32 10.85 Xl .31 
33 11.93 29.74 
34 13.14 32.33 
35 14.45 35.34 
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Policy 
Year 

36 
37 
38 
39 

. - 40 

41 
42 
43 
44 
45 

46 
47 
48 
49 
50 

Issue Age 25 

15.92 
17.60 
19.45 
21.38 
23.25 

25.19 
27.31 
29.74 
32.33 
35.34 

38.61 
41.80 
44.96 
48.35 
52.34 

DEFAIJLT K:>Rl'ALl'lY RATES (cent' d) 

Issue Age 35 

38.61 
41.80 
44.96 
48.35 
52.34 
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OPTIONAL MORTALITY TABLE FORMAT (used when IART=l) 

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 llX,17F4.2. The number of observa~ions read in for an age is 

the minimum of the number of years ,specified in IYR (see OPTION 

~D FORMAT, above) and 75 minus the age, for example, if IYR is 

30, then 30 observations would be read for ages 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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OX8. 1-11 

ANY'I'ltN; 

YOU wmr 

MAY APPEAR 

IN 'lltF.SE 

C<X1.fflS 

'mEY ARE 

Nor READ 
< 
H BY J?R:)GW! I 
tv 
.to. 

- \-.-, \li4" ..... ,) 

EXAMPIE 

rotS. 12-79 

50 60 80 80 80 ·80 90 90 100 110 120 130 140 160 170 190 210 . 
240 270 310 360 410 460 510 570 630 680 750 830 910 

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 950112013101430156017401910226025403070353038604180 

450048405230 

",,!/~ 
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The optional mortality ~aole follows the option card which 

specified that the table is to be read. 

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 DESCRIPTION 

These columns are not read and may 
contain comme~ts, if desired. 

ART(Year,Age) For each age, 25,35, 45 and 55, use as 
many cards as needed to contain 
mortality data. The decimal point is 
assumed to be between the second and 
third column of each field. Each age 
starts on a new card. 

blank· 
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-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 

-pOl.i!=y, kind of poli cy, issue age, and up to three cash values, 
. 

which correspond to the last. year(s) of the period(s) for the 

Linton yield calculation(s). '!'he FORT"RAN format'statement is 

13,A4,A2,I2,3F8.2. If the three cash values are blank or zero, 

then it is assumed that the Linton yield calculations are to be 

performed for each year from year 1 through IYR, and the next set 

of cards following the first card contains th~ cash values from 

years 1 to IYR. _The FORTRAN format statement which reads this 

data is llX,8F8.2. 

The next set of cards contain the face value. If the face 

value is constant (IFV=O or blank on the option card) only the 

one face value is keyed in columns 12-19, otherwise this set of 

cards contains the face values from years 1 through IYR. The 

FORTRAN format statement which reads the face values is 

llX,8F8.0. 

Following the face value is the set of premi ums. If the 

premium payment is level (IPREM=O or blank on the option card), 

only one premium is keyed in colums 12-15, otherwise this set 

conta ins the premi urns from ye ars 1 through IYR. The FORTRAN 

format statement which reads the premiums is 11X,17F4.2 

FolloWing prerniumsis the set of dividends for years 1 

through IYR. The FORTRAN format statement which reads the 

dividends is llX,17F4.2. 
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t 

COLS 

1-3 
4-7 
8-9 

10-11 
12-19 
20-27 
28-35 

COLS 

1-11 

12-19 
20-27 
28-35 
36-43 
44-51 
52-59 
60-67 
68-75 
76-80 

VARIABLE 

ICO 
I FORM 
IKIND 

.IAGE 
CV(l) 
cve 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 ~alues 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 
years follow this card. 

CASH VALUES 

DESCRIPTION 

These columns are not read and may 
contain comments if desired. 

Cash values per thqusand dollars 
of face value. Use as many cards 
as needed to contain the data. '!he 
decimal point is assumed between the 
6th and 7th column of each £ield. 
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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 
J 

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 

FV(l) or 
FV(ye ar) 

FACE VALUES 

DESCRIPTION 

These columns are not read and 
may contain comments if desired 

Face ~alues in dollars. Use as 
many cards as needed to contain 
the data. No decimal point is 
assumed. 

blank or FV(year) ... .. .. .. .. .. 
blank 

VARIABLE 

PREM( 1) 
II 

II .. 
.. .. 
II 

II .. 
II 

II 

II .. 
II .. 
.. .. 

blank 

or 

PREMIUMS 

PREM(year) 

DESCRIPTION 

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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eOLS 

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 

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 

VARIABLE 

DIV(yea r) 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 

VARIABLE 

ART2 (year) 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 

DIVIDENDS 

DESCRIPTION 

These columns are not read and may 
contain comments if desired 

Dividends-per thousand do~lars of 
face value. Use as m·any cards as 
needed to contain the data. The 
decimal point is assumed between 
the second and third column of 
each field. 

blank 

TERM PREMI UMS 

DESCRIPTION 

These columns are not read and may 
contain comments if desired 

Term premiums per thousand dollars 
of fa·ce 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 a-re 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 errd 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(*) 

COM MON/CO'Ml/PR EM ( 50) ,DIV( 51) , FV( 50), CV( 5.0) 

COMMON/COM4!IYR,IPER(3},XLI,XRI,EPS,IEND,IART,IOPT,IFV,IPREM 

COMMON/COMS/ITEMP(50),IPIND,NPER,XNA,IYIND,IY,IREPT 

COHMON/COM7/ICO,IFORM,IAGE,IKIND 

REAL* 8 PREM ,DIV, FV, CV ,XL I,XRI ,XNA,ART2 

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. ~e dividends 

for years 1 through IYR are stored in DIV(2} through DV(IYR+l). 

DIV(l) is set to zero in a block common subroutine. 
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I IYIND and IYare used to convey to the main program the 

number of years to 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. 

I TEMP , NPER and IPIND convey the time periods to the main 

program. If IT (specified on option card) 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=IY and ITEMP(I)&(I) for I from 1 

through IY. 

If IPIND is ·not zero, this indicates that these v.lues have 

been set by the subroutine 
. - and that they are not to be changed in 

t'he main program. 

The subroutine READT that exists in program LINTON reads the 

HART insurance file. '!'he 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 

287,000 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, 19751 

Full-time Career Ordinary 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 Personnel 2 (1975). The latter 
~Ublicat~on !nd~catesthat compan~es define such terms as "full 
time" and n life insurance agent-n in different ways. Id. at. 6. 
No attempt was made to standardize different definitions for 
purposes of this table. 
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Table 2 

1973 Total Personal Income of rull-Time Ordinary 
u.s .. Agents 2 

Time in Less than $10,000- $15,000- $20,000-
Business $10,000 14,999 19,999 24,99~ 

1 - 3-years 39% 35% 14% 6% 

3 - 5 years 24 17 30 8 

5 years + 4 12 20 13 

25,000+ 

6% 

21 

51 

Additional data comes from a study of agent income made by a 

relatively larg~ mutual company located in the Northeast in 1974. 

Table 3 gives average incomes for this company's agents by number 
-

of years in the business. The data is generally consistent with 

data from Table 2. 

2 
First Report of the Industry Advisory Council Conunittee to the 

Agents' Compensation Systems Task Force of the NA,IC C-3 l:,.ife 
. Insurance Subcommittee, 34 (1976) (hereinafter cited as .~gents 
Report]. This table refers to agents with 75-100 percent of their 
income from the sale 6f 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 

3 1974 Income of Agents of One Large Mutual 

Number of Years Average Total Income from 
. in Business Insurance Sources 

but less than 3 years $11,344 

but less than 5 years 14,934 

but less than 10 years 25,115 

bu t less than 20 years 32,188 

years or more 46,611 

all 

Due to inf1a~ion agents' incomes have pro~ab1y increased 

substantially since_1973 and 1974. 4 On the other hand, the data 

in Table 2 and 3 represent gros·s income. Approximately 30 percent 

of this income must be used to meet business expenses. 5 Therefore, 

the data in Tab1es 2 and 3 representing agents' gross incomes in 

1973 and 1974 probably come reasonably close to approximating their 

net incomes in 1979. 

3 
Agent's Report, supra n. 2 at 36. 

4 
The Consumer Price Index increased 52 percent from 19?3to-' 

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 "turnec over" from the 

beginning of the year to its end, 39 percent of agents were in 

their ~~rst 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 agents 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. 

First year comr.dssions 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 co~issions 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 specific renewals (such as the 6th and 11th 

years of renewable-term policies), and others pay first year 

rates on renewals, based on the increase in premiums. 

6 
LIMRA, The Manpower and Production Survey 10 (1975). 
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a 
j First year commissions on whole life policies are generally 

in the 35 to 75 percent range, with 55 percent most common. 

First year commissions tend to be higher for companies not 

licensed in New York State. The most common renewal schedule is 

5 percent 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 req'.:ire 20" years of 

service before rer;.ewal commissions are fully vested. Ofte~flonditions 

for vesting are tied to sales performance. All ~ompanies make some 
-

kind of exception for death or retirement if commissions would not 

otherwise be fully vested. 

Table 4 provides a detailed company-by-company breakdown of 

commission schedules and vesting policy for whole life and term 

policies in 1973. 
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Table 4 - Company-by-Company Breakdown of Commission Schudules and Vesting Policy in 1973 
Term Po1isies 

. --_ .. _-_. --"-"_! .. ...-..- --"- ----_ .. _ ... _---- -
rnr,\.w NO. roLICY Fln. ... T Yf.M it! ~'l,;.\I. I ~ ~ ~ n s.c; 1 rns 

2 :\ 4 5 f, 7 8 !) 10 
, 

Actn.3 Ufe InsurnnceCo. 002 S-Yr. r.crewable r. Convertible 40\ 5\ 25\ S\ 
Policy 

All AJrerican LlCe ~ Casoolty Co. 005 I-Yr. Ilencwab1e TenTI to Age 70 :so to 50\ S\ 5\ 
, • 

American General Llfe Ins. Co. 011 l·,S·,lO-.IS~Year Term P. Term 45\ . 35\ 35\ 
to 30 10\ f, 5\ 5\) 

~rlcanllerltace Ufe Ins. Co. 012 I-Yr. n.cnCllable ~ Convertible Term 15\ 4\ 4\ 

Arncric:11\ f/ntiorul Insurnnce Co. 01S S, 10, IS-Yr. policies ~ riders 32~\ 8\ 

Ar.crican tln.1 ted Ufe Ins. Co. 019 S·Yr. r.cncHable Term 25\ S\ 2\ Adilitittlal cormdssion of 
15\ on renewal premhn r£ 
6th ~ 11th yr. 

Bankers LiCe ~ Casualty Co. 020 S-Yr. Level r.cncwable ~ r.onverti· . ~S\ D\ 2\ 20\ 2\ 
ble Term 

B<lnXcrs U Ce CaTpany 021 S P. 10 Yr. Convertible ~ S·Yr. Re· 40\ 6\ 4\ 4\ 
1'1C14able ~ Convertible 

"r.e 4S 
Ace 4S 

, 

B.lnkcrs National Li fo Ins. Co. 023 S-Yr. nerlClloole F: Convertible Term 37\ 5\ 5\ 

Central Ufe Assurance ~any Ol2 Yearly ncncwab1e Term Policy 40\ 7\ 7\ No. of rencw31 convn1s-
sions is a function of 
1st yr. conmissions 
paid in contract yr. 
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mrWN NO. roLICY FIR.err Yr.M iUi.'It ~.\I. C 1 ;"11 s.~ I (t{S 

2 :\45(,789 to 
Coastal States Ufe I~. Co. 036 S·Yr. Term Renewable ~ Coovertible 3S\ 15\' 7Is\ I 7Is\ 

, 

" 

Little Giant Life Ins. PoUc.i'lS S 7 Cor e3c1\ S 24( • • pl,us 20\ of Carbine Insurance Co. of Ivn. 043 o faee wIlt! po li C) 
the first simiH MUal prcmiU1l colle cted by a!!Cnt. 

Ccmncrc.ia1 Union LHe Ins. Co. 045 S· Yr. Convcrtib Ie . ~ Jtcrcwab Ie 40\ 5\ 5\ 20\ 5\ 
of Alrcrica 

Connecticut Ceneral Life In· 048 S· Yr. llcnewab 10 ~ Coover tib10 31\ g\ 6\ 4\ 4\ see 2\ 
sur ance Con\lany Term lOX 

"r-c SO at 
Age SO rt. 

Comecticut ~lJtua.l Ufe Ins. Co. 049 S-Yr. Ilencwable Tenn 30\ 8\ 4\ 4\ r-ces on 1s t ~ 
soosequcnt 
renewable 
premi\Jl\S 

2\ 

-
Convcn:lllt Life 1 nsuranco Co. Not S-Yr. Renewable ~ Exchllllgenble 45\ 5\ 5\ 

On Tenn 
Ust , 

Equitable LHe Assunmce Society 054 S-Yr. Jtcncwable Term 171:\\ S\ 10\ 5\ 
of tlHl thited Stl\tes 

Fan.crs NaI ~Jor.1d Ufe Ins, OS9 SolO-Yr. Jtcncwablc ~ Convertible 50\ 10\ 5\ 50\ 
Gro~ Term 

-2-

j 

No renc\f31 cormlissions 
on Tenn plans for less 
than SSOOO. 

Jtcncwa1s: 10\ of 011 
premhrns collected by 
the representative 

Commission in a renewal 
yr. will· Is the 1st yr. 
rate applicable at in-
sured's age. 

!I. non-vested service fee 
• to 45\ of the 1st 1'0' 
newa 1 p remi U1I wi 11 be 

. paid in 6th renl'Wal yr. 

lth 4 later policy yr. 
, 2\ 
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rnr,\.'IY ~. roLlCY 

r:idcli ty U fe Association ,Jor Not S-Yr. flcmW':lblo ~ CctIwrtiblc Term 
Fcdcrnl J:c~r liCe Ins. 01. On 

List 

Funklin LiCe ins. Co. or 06l Tcm Policies 
SprlnCCield 

General Services U Ce Ins. Co. 065 D:lcrcasing Term IS, 20, 25 Yr. 

General United Life Insurance Co 066 S·Yr. Ilcnewllhle a Convertible Term 

Ocorcia International Life Ins. 068 10-Yr" Convertible Level Tem 
CortlJ :lIlY 

Globe liCe ~ Accident Ins. Co, 06!> O:mvertible ~ Renewable Term 

Haml1ton~llltion:lllire Ins. Co. 079 lewl Tena liCe 

~ liCe InsurMce Co. 082 S·Yr. nenew~le Term ($5000 min) 

International LiCe Insurance tlot Term" 
CaTp3ny of BufCalo On. 

List , 

~.~ 
;,W 

" --------
. rlfl';T YlM i:I:.'II:1t\l. 1~1.\'tls..'ilrtt<i 

l ~ 4 5 ,', 7 ft !) In 

50\ 10' 5' ISO' 

. 
15 to 50\ 110 renewal conwaisslon ad 

policies or S-yn. or 
less 

40' Ibnthly Incono ~ Pro-
ductioo Bonuses Provided 

2S' . 10' 5\ 5\ 

40\ 10' 5' 5' 

40 to 50\ S\ 5' 

IS to 80\ 7\ 7\ rrcmhms payable: 1) pre-
IIli \.IllS payable 

lSI lS? 35\' "On increase In premhJII 

35 to 50' 5' 5\ COITI1Iiss 100 on 5-yr. re-
newable a conwrtible 
te.rm in 6th yr. is SAm' 
as 1st yr. a, 4b!' rcr.A 
coovt., it will SlU1le 

as 1st yr. In tho 5th. 

-3-
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JeC£erson National LiCe Ins. Co. 

JeC£enat Stand:1rd LiCe Ins. Co • 

John Ibncoclt ~utU31 liCe Ins. Co 

Wayette Ufe Ins. Co. 

The L.aHar Ufe Ins. Co. 

.' 

-. __ . ,.-.,---,-,-------_ .. 
00. roUC't FIRST Yr:M 

094 S-Yr. Renewable ~ Convertible Term 30\ 

. 
. 0!lS S-Yr. Ilcncwablo ~ Convertible Term 40\ 

096 S-Yr. a S-Yt. Reocwable Term 3S\ 

101 S-Yr. Convertible Term 45\ 

102 S-Yr. l1eoowable f. Convertible Term 60\ 

, 

-:sa-

----
iU:'4I;\~.\I. c~1,\~ns.c;lrns 

2 ;\ 4 5 (, 7 a !) 10 

S\ 1st yr. \ payable on 
each 5th yr. renewal 

• 4' 4\ H Z, 

7\ S\ See Sect. 21 in spec. 
acent's COII1I1ission " 
a[lTeencnt 

6\ 4. !t\ 4.5\ 4\ 

4\" 4\ Add! tional COIIIIIissions 
of 36\ in the 6th 
poli'cy yr. 
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Uberty National Ufe Ins. Co. 

Lincoln National Ufe Ins. CO. 

. 
IUnncssot:l 'lItl.l.'ll UCe'Ins. Co. 

Ilitual Benefit UCe Ins. Co. 

Ilitual liCe Insurance Corrranr 
of New York 

Natic.n:JI Investors Ufe Ins. Co. 

-
Natiaul Life Insurance Co. 

National Old Une 

-
NatioTl4ide Life Ins. Co. 

-
New England 'litual Uf1: I~ •. Co. 

Uassachu$otts Ilitual Ufe Ins. Co. 

llit'" 

NO. 

104 

115 

125 

129 

130 

114 

137 

13B 

142 

143 

. 
119 

~.~.j 1"./ 

roLIC'( FIRST YIWt 

5 ~ 10 Yr. r~nvcrtible Term 45\ 

5, 10 ~ 15 Yr. Convertible Term JO to 
:,~ S-Yr. Renew:wlo Term 35\ 

I-Yr. Jl.cncw:ilile f, Convertible Term 10\ 

1 ~ 5 Yr. ncrcw:wle Tenn Ins. 

S-Yr. renewable tenn 3W' 

S-Yr., renewable ~ ccnvertible Ternt" 30\ 

Term rolicles JO' 

S·Yt. Tenn. renewable convertible 40\ 

S-Yr. Tenn 35\ 

nc00l4abie 8 Convertible Tenn at 35\ 
issue 8 subject to increase in 

~rcm.i.1l'II at renewal 

Tenn Policies 31.5\ 

-4-

\ ,.~~ 

i!L"Im~AI. (~\\:.rIS.c;I(NS 
z J 4 5 (, 7 8 9 10 

5\ 5\ 

5\ 5\ S\ 
, 

10\ 

Sec contrac~ for ~n~ 
co~nlSSlon orm a 1n 
in T:II>les 3i5e4. No 1st yr. ra es C n. 

-ncnCl~a 1 corrmiss ion at 
5\ 51 5\ the ht yr. cOlT11!1sslon 

rate applies to increase 
in JrcmilDll ~ rate of re-
new Ie conmission 

5' 3\ 3\ 

5\ 50\ 

4\ 4t 

3\ 3\ 

, 
5\ S\ see Corrmissioo schedule 

for rrDre infoJ'TMtion 

, 
5\ 5\ In yr!. of renewal, the 

1st yr. corrmission rate 
applies only to the in-
crease in premiuu. ltcne'l+ 
al rates apply to balance. 
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Uet J1lIIO 1l tan U fe Insurance Co. 120 Levo 1 ~~,... nenewab Ie, Conve rtlb Ie 
Other than l·yr. Term . . 

Northwestem National liCe Ins. 148 S~Yr. r.enewable ~ Convertible 
Co. Term 

- Not 
tbrth Atlantic:: Investors ute On S·Yr. Convertible Tena 

Insurance Ca1t>any List 

New York Ufe Insurance Co. 144 S·Yr. Itcncwuble Term 

.. 

Occldentll Llfe Insurance Co. of 149 S·Yr'. Conwrtlble 6 ne~able 
CaUfomia Term Policy ,. 

Ot10 State Life Insurance CD. 15Z S-Yr. COnvertible· Renewable 

PacH1c ItJtual Ufo Insurance 157 Annuol Il.enewable G Oonvertlble 
Cont'arrt Term 

. 
Penn Ilitual Ufe Ins. Co. 1S9 S-Yr. nenewab1e Term (Initial 

Period) 

Phoenix M.Jtual Ufe Ins; CD. 164 S-Yr. Tem 

Provident U fe G Accident Ins. 16!l S·Yr. renewable ~ convertible 
CD. Tena 

--_._'_ .. '--._---
FI n..c;r YIW\ RIN';t11\'. 1~~'ns.c;lrns 

Z 1 4 5 (, 7 B 9 10 

25 to 10' 10' 
45\ 

40\ .15\ 5' 2\ 

60\ 5\ 0\ 

40\ 5\ 5' ~r.e of lss~r determines 
Ithe nl.JTbcr of renewals 
pllowcd • 

50\ S\ ~ section on CXlIIIIIission 
~£ication. 

• lOt 3' 3' 1\11 renewable te1'lll poli-
cies arc cons i de red as 

30' 1\ 6' 4\ 2\ Z\ 

35\ , 1S\n ?Is' 3\ 

30' S\ 5\ S\ '\ S' renewal cormUss10n 
1111 be raid on slbse-
~uent premilJllS including 
~utomatic renlNal of .the 
policy contract (A6) 

30\ 3\ 

·5-
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cnrA.vt NO. 

Provident ' .... tual Life Ins. Co. 169 

rteplblic National ur. Ins. Co. l7S 

Security Lire ~ h:cident Co. 181 

Southwestern Life Insurance Co. 117 

State Faml Ufe Insurance Co. 191 

State Life Insurance Co. 192 

State tllt~l Ufe Assuranc..o Co. 193 
of A'llCrica 

Tnvelers Insurance ~any 201 

lhion Central Ufo Ins. Co. 202 

lhited Be'nefit Ufe Ins. Co. 205 

-- - ------ - -

',~ ,.'/ I,,(f,'(:t 
'.ill 

-.;1 

. ......... ---,-,._._-... " .. _. --_ .. - -----.•. -...- ----
roUC'( FI Jl.«,'T Yl!M nL.~;tt\l. (~"'ns.l\rrns 

'::j Z :\ 4 5 (, 7 8 9 10 l 

Renewable Level S·Yr. Teml (on 35' 61s' II' 6' 
ini. tial usue) 

S·Yr. Tenn Renewable 6 Convertible. 40' 20' lOt S, S\ r.rom Fonn A-303!H 73 . (7St) • 
1, S,·~ 10 Yr. Renewable F. Comoer- 40\ 

, 
5\ 5' Ilst cxrrmi.ssion paid only 

. tib1e Teml once 

Teml t:li cies ~ Ilencwab 10 ~ Cat- 40\ 10\ 5\ S' 
vert ble TCmI to Ace 60 

S·Yr. Term - 10·Yr.· Term 30\ Scale A Scale A 
8\ 4' 

Scale B Scalo B 
4\ 2\ 

Term Policies 30 to IS\ Dltl S\ Servi ce Fees 
40\ 

Tenn: 2 rremiun ~ over 35\ 5\ 5\ 

Select S·Yr. Term Renewable to 40\ 6' 3\ 2t 
Age 70 Convertible to'Age 65 • 

All Tenn -PIIVIS 40\ 5\ 5\· ~exccpt increase in 6th 
'fT. prerni lin only on whi 
~O\ is payable. 

ch 

Tern Insurance (Except la-Yr. Term 40\ 5\ 5\ 

-6· 
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United FOUlders ur, Insurance 
Co. 

lhited Investors Ure Ins. OJ. 

. 

------.... _---_.- .. _-
NO. roLICY 

208 s-v,r. Renewab Ie 6 CDnvert1ble 

NOt 
On All Term Policies 
Ust 

. 

. , .-~ ... '" J 

i 

FlA.,>. YI:.An itl:.~!I~\I. I~Mn~c;ICNS 
2 :\ 4 ~ (, 7 8 9 10 

SO\ S, S\ 
• 

I 

50' 5' 5\ . 
I 

I 

I 

I 
·1 

I 

I 
I 

, 
I 
! 

I 
I 

I 

I 
I 
i 
! 

I 

I 

I 
-7· 
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Company 

Aetna Life 
Insurance Co. 

All Allerlcan 
Life G ClSua1t 
Co. 

American lied tag 
Life. Insur3nce 
Co. 

American Ceneral 
LI fe Insurance 
Company 

w 

No. 

OOZ 

005 

012 

011 

'""" 
!'WI' 

Tahlc '4- Whole Life Policics 

Policy 

Wholellfe 

Non-part. 
Ordinary Li fe 

Participating Ord 
Life 

"Citadel" Whole 
Life 

LPU at 90 

Whole life Series 
(10 • 20 more 
premiums) 

COlMllssions 
1 Z ,3 4 5 6 7 a 9 10 

50\*·1 10-10-3 

55\ 

60\ 

65\ 

65\ 

55 
to 
75\ 

5\ 

51 

5\ 

5\ 

45 
to 
5S\ 

(10 • 5\) 

3\ 

5\ 

5' 

5\ 

5\ 

4S 
to 
55\ 
(5\) 

~J,-l 

All 
Full Vested 

After 15 yrs or 
d~atth or disa­
bilIty 

After 3 yrs. 

After 2 yrs 
(co~dltions attached 

Terminatlon 

• 5\ additional will be paid for each policy oC $5,000 or more written up to and inCluding age 60. 

., ... ' 

Condl tlons for 
Full Vesting 

1st year· fully vested 
2 - 4 . vested 1£ with co. 4 

years before termination 
5 - 10 • vested if with co. 15 

y~ars before t~rmination 
(all fully vested if 
termination by death or t.oul 
disability) 

1st year - fully vested 
No renewal comm1sn if 

terminates du&lng year In 
which agents life, ~ccldent 
G sickness ~ommis~'n are 

S200. 
If less than 3 yrs, alent can 

get 1 yr's renewal for each 
full contract year of 
service. 

If .> than 3 yrs • coruisslon 
for 2-10 vest. 

All vested upon death, or 
total, permanent disability 
after 3yrs. 

I yrs • fully vested 
Z-IO . vested after 2 
consecu~ive yrs under the 
contract. 

All commissions vested with 
death or disability. 

If terminated for other 
reasons, cOmA'sn vested 
if averaging> $10 per 
month. 
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COllp:any 

AJAer lean 
Nat ional 
Insurance 
Company 

MHlcan United 
Li fe Insurance 
Company 

Bankers Li fe ~ 
Casualty Co. 

Bankers Life 
COllpany of 
Iowa 

No. Policy 
. 

OIS Non·part. Whole 
LHo 

Part. Continuous 
Premium Whole 
Life 

019 Ordlnary LHe, 
Shielder (less 
than 60 yrs) 

Ord. Life, over 
60 yrs. 

020 Whole Li fe 

LPU at 95 

021 Ordinat'"Y , Whole 
Lifes 

COlllmlsslons 
1 2 3 4 5, 6 7 8 !.I 10 

3S 8\ .. 
57's 

I 

47's 8\ .. 

65\ 15-10·49 4\ 

35- 5 5 
65\ 60 60 4 4\ 4\ 

IS 10 

65- 25 - 2\ 2\ 
70\ 

60\ 15 -2\ 2\ 

SO 7\ 7\ to eiahth 
to pol icy year 
55' 

·2-

All 
Full Vut,ed 

t 

After 10 yrs, or age 
65 or death or 
disability 

, 

All ~ested at 9 yrs. 

ConditIons lor 
Full Vestlng 
. 

All 1st yr eommsns cease 
upon ter~in4tion 

All, renewal commsns cease 
upon ter~in4tlon of servict 

• It .. It 

" " " 

All vested with death or 
disability. 

Otherwiser for each full yea: 
of cont nuous servlce, 
commissn's will be paid IS 
fol·lows: 
Yrs. of Service Vestina 

1 I polley 
2 2 " 
3 3 " 
4 4 " 
5 or more 9 " 

1st yr. premiUms - fully 
vested 

Z-lO yrs: vested after 10 
yrs, or at aae 6S or upon 
death or disability if > 
SZOO p'er year. 

8th 9 
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Commissions 
Company No. "oliey 1 2 ·3 4 5 6 7 8 9 10 

Bankers National 023 Ordinary ~ Modi* 60' 5\ S\ 
Life Insurance fled 110"~,Who1e 
Company Life 

I 

Central Life 032 Whole Life 55· 7 
Anur. Co. Graded PremiulII 

Life 45 14 Z 
LPU at 95: 

" $25,000 55 7 
~ S25,OOO 40 10 3 

Coastal States 036 Whole Ll fe ForMS 4 0 0 0 
Life Ins. Co. to to to to 

BO\ 271s 71s 'Is 

" 

Combined Ins. C~ 043 Little Giant Life S3.50 of each SI,ZOD f~te value 
of America Insurance policy, plus 20\ of .lst semi-annual 

premium. -..,.., . Policies 
Renewals: 10\ of all premIums 

-- -- -- ---~ - cillC!f.t ed J~.l' ___ .th~.R.ep!esento t 1 V'.e. 

• NUlllber o( Renewal commission determined by amount of coverage. 
Z ,\ after 5th year. 
y Z $25,000 drops to 7\. 

- 3· 

\. ~.)' 

1.11 
Full Vc:sted 

• 

After 5 years 

No rts. at 
'term i na tion. 

-, .. /" 

Conditions for 
Full Vesting 

1st yr. vested 
2*10 yr. vested if due to 

death, disability, or 
termination of General 
A5ent's agreement. 

2*1 yr. lost if terminated 
for an~ other reason. 

No renewal commissions unless 
Agent has in force policies 
oE>Sloo,ooo. If contract 
outstanding Eor 1 yr ~ has 
produced new business each 
month, then 2nd renewal 
vests renewal thru 4th yr. 
3 to 5 yrs sixth renewal 
5 yr. vests the last 
renewal. 

No comlllissions vest. 
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Comp:sny 

Com~ercial Union 
Life Ins. Co. 
of America 

Conn. Genera 1 
Life Ins. Co. 

Conn. Mutual 
Life Ins. Co. 

Covenant Life 
I n5. Co. 

Equi table Lile 
Assurance 
Society of the 
U. S. 

No. Policy 

045 Whole Life 
6 

LPU lit 95 

041 Ordin:ary G 
Whole LiEu 

049 Lr Life 
Whole Life 
lPE 95 
I!cono Live 

Under 61 

Not Covenant 25 - FuU 
on life Paid at 9S 
List 

OS4 Adjustable Whole-
Life 
~ 5S yr!. 
~ 56 yrs. 

Comm is s ions 
1 2 3 4 5 -6 7 8 !) 10 

40 10\ 5\ 5\ 
to 
60\ 

45 15 10 5 5 5 5 6 2 2 

50\ 10 10 5 5 5 5 2\ 

55\ 5\ 5\ 

55 15 10 5 5 5 2 2 2 2 
52 

All 
Full Vested 

At termination 

• 
After 20 years 

At any time 

Afur 15 years. 

Conditions for 
Full Vesting 

Commissions vest at 
termination. 

. 
Termination a. 
Yrs of Service Policl Yrs 

o-t 1 
2-4 2 
5 or more 3 

b. Death 
Yrs of Service Pollcl Yrs 

o~ 9 4 
10-14 6 
15-19 8 
20-more 10 

1st vests in any event 
2nd 6 3rd vest in any event 
4th - 7th vest as provided 

by contract 
Remainder Bre non vested 

All commssn's vest except 
where agent performs a 
criminal act against the 
company. 

All vest at death 
Period of Yrs Vested as to 

S 2nd policy or 
or contract 
year subj. to 
collection 

5 2nd G 3rd 
" " " 

15 or 
retirement 2nd to 10th 

" " " 
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Commissions 
Co.pany No. Polley 1 2 3 4 ~ 67 8 9 10 

General A.eriean 064 Double Protee- 60 S\ St· 
Lif. Ins. Co. tion to A~e 70 

.' 

Joint Ordinary 
Life (2 llves) 

SO S\ S,· 

Ceneral Services 065 Preferred Risk 60' 
L ifel nsurance and 
Co. Juvenile Who1. 

LiEe 

Cenera1 United 066 Various Whole 30 5 21s tis ' 
Li fe tnsurance LiEe Plans to to to to 
Co. 65\ 10\ 5\ 5\ 

Curl" Inter· 061 Non-part. Whole 60 
national Life Life Plans to 
Insurance Co. tOO, 10 S\ S\ 

Participating 
Ordinary Life 

55 5 5\ ,5\ 

• 2\ for 11th 4 subsequent years ~pon ~ontlngencies. 

·6-

~, ...... :; (:o, . .) 

All 
Full Vested 

See next box 

, 
, 

Upon contingencies 

At 9 years 

, 

.... ~? 

'Co~ditlons for 
Full Vest ing 

At terl"ination renewah 
vest only so long as sgent 
has $100,000 of individual 
1i£e insurance business 
remains in £orce ona 
premium pAying basis. 

iA t de;1 th or d is a bill t y , 
commissions will vest with 
certain stipulations 

No renewal commissions, 
Company has a syste~ of 
semi·annual production 
bonuses. 

All renewals vest upon 
termination if 1) agent 
has completed 1 yr under 
the contract and 2) the 
total in commi.sions for 
12 consecutlv~ months 
exceeds $240. 

1st year fully vested then 
no renewals if { 2 yrs 
continuous service, then 
renewal commission vest 
equIl to number of full 
yrs of serv ic •.. Ex: 5 yfl 
servic~ entitles agent to 
5th yr renewal . 
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Company No. Po 1 icy 

Glob(! Ll fe & 069 Ordinary L,ife 
Accid(!nt ! 

I nsuranceCo. 

Hamil ton Ha tiona 079 Ordinary Life 
Life Insurance 

'Company 

-
Home L1 fe 082 Whole Life" 

Insurance Co. 

International Not Mod I Cled Whole 
Li fe Insurance on Life 
Co. of Burralo List 

Jefferson 094 Life P3id Up at 
National Life 90 • Non Pan 
Insurance Co. & 

Other Whole life 
Plans 

" Figure, are for a field underwriter. 

CommiSsions 
I 2 3 4 S' 6 7 8 9 10 

70\ S\ 5\ 

SO 10\ 10\ , 

to 
90\ 

4S 2·4 
to nrr 
50\ 

50\ 10\ .1 0 \ 

SO 10\ 10 2\ 

45 
to 
60 7 - 10\ 10 2\ 

·7· 

All,' 
Full Vested 

No Commssn's 
Survive Termina-
ttion 

Upon Contingencies 

After lyr 6 $1500 
in 1st yr. 

At any time 

After 5 years 

, 

Conditions for 
Pull Vest lng 

Termination cancels agents 
right to r(!celve 
commission 

After termination, renewal 
commissions are payable 
only if Personal Net 
Annualized Pr(!mium In 
force is not less than 
S10,OOO or if Agency net 
Annualizco Premium in 
force Is2 $20 000. 

Renewals vest at death or 
disability. Otherwise, 
renewal commissions vest 
after I yr. of service 6 
$1500 in 1st yr. commssn',. 

All commissions are vested 
subject to three divest ina 
clauses; commission lost 
at death 

At death or disability, 
renewals vest if a£ent 
has~ $10,000 in premiums 
In force. 

If termination is before S 
yrs, only 1st commsn vest. 

After 5 yrs. agent '6 
commissions become vested. 
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Company 

Jefferson 
Standard Life 
Insurance Co. 

John lIancock 
Mutual liCe 
Insurance Co. 

John Hancock 
~Iutua I Li (e 
Insurance Co. 

Lafayette Life, 
Insurance Co. 

-

No. 

095 

096 

096 

101 

~~".v ~,!, 

Pol icy 

Part. Whole 50 
life ~ lPU at to 
BS S 5,\ 

Non- Part: ;Whole SS 
~ lPU at 90. to 
95 60\ 

life Paid Up at 2.0 
Age 85 to 
rolicies 45\ 

life hid Up at 25 
85 & limited to 
Payment life 55\ 
Policies 
Excluding 
Signature 25 
Policies 

Whole Life Plans 40 
to 
60\ 

'\,.", .. " 

Commissions 
2 3 4 5 6 7 8 9 10 

,15\ 10\ 2\2\ 

12 10 2 \ 2\ 
to 
15\ 10 2\ 2\ 

41s\ 41s\ 

5\ 5\ 

~:~ ,~ 0-1 ~-~ 
-0 475 D -;r 
to to to to 

8\ 6\ 6\ 5\ 

-1-

~ .' 

All 
Full Ves,ted 

After seven years 

t 

<>j) 

Conditions for 
Full Vesting 

After 5 yrs. 1st year 2 I 
renewal are vested. 

After 6 yrs. 2 renewals are 
vested 

After 7 yrs. all renewals 
are vested. 

No vesting until 2 
consecutive years 

Conditions attached. 

No vesting until 2 con-
secutlve years. 

Conditions. 

At death all renew.1 
commissions are vested 
so long IS the totll for 
any year is 2 S120. 

Termination for reasons: 
will vest according to 
specific contingencies as 
to gross volume of 
pte~iums 6 total a~ount 
due exceeds S120. 



Comfluny 

Lamar Life 
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Insurance Co. 

,iberty N.tion.l 
Insurance Co. 

Lincoln National 
LiCe Insurance 
Co. 

Hlnnesot~ Mutual 
Li £e lnsunnce 
Co. 

No. Policy 

102 Ordinory Life ~ 
Li Ce Pa id, Up 
at 95 Plahs, 

'Par 6 Non-Par 

104 Whole Life 

U5 Ordinary LiCe 
Plans Par 

& Non-Par 

LPU at 95 (Par) 
(Non'Part 

125 LPU ot Age 90 

Whole LiCe' 
Adjustable Life: 

• Subject to some continlencies. 

Commissions 
1 2 3 4 S 6 7 I 9' 10 

SO 5' 5' to 
70\ 

70\ ~\ S\ 

30 S\ 5\ 
to 

" 50\ 
35 
to 
55' 
25\ 10\ 10' 
55\ 

40 3Jt lis 
to to 

SO, 5' 5' 

-9-

All 
Full Vuted 

After 10 yrs. , 

, 
, 

After ~ yrs. 

After 9 yrs. 

AoHer 5 yrs. 

Conditions for 
Full Vesting 

,1£ terminated with couse, 
only first year commit-
sions vest. 

If less than 2 yr~, ~ wlo 
couse, on 1st yr. commi~-
sions Yest. 

If more thon 2 yrs, right 
to renewal based on lencth 
or service. E.R., 5 yrs 
service· S renewals. 

After 2 full years, at 
termination by death ~r 
otherwise, company will 
continue to pav renew~l 
commissions until such 
amount to!:- SID for .. 
consecutive mos. 

Renewal Commissions vest 
according to , of yrs. 
worked. E.g. r yrs. 
completed makes agent 
eligible {or 5 renewals 
at termination. 

1st yr. commissions fully 
vested. 

R~ne~al rommisslon, beco.e 
vested only .fter 5 ,rs. 
6 May ~e extlncuished 
.fter falling below S120 
for a 1 yr. period • 
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Company 

Mutual Benefit 
Ll {e Insurance 
Co. 

Mutual Lire Ins. 
Co •. 0 f New York 

Hationa1 Investor1 
Life Insurance 
Co. 

Hational Life 
Insurance Co. 

,~. '. ' ' 

No. Pol icy 

129 Ordinary Life ~ 
Life :Pald Up 
at 70 Plans 

130 Whole Life Plans 

134 Whole Life -
Premiums 
Payable 

137 Li fe Plans 

ij;-r'" 

Commissions 
2 3 4 5 6 7 8 !I. 

31 Determined by Formula. 
to Agent's contract. 
50' 

50 T ,-
to to to 
55' .8\ 5' 

30 rls I 5 I 3\ 
to to to 
75' 20' 20' 

30 
to 
45\ 

Z·4 
-nIH 

.11). 

4 
to 
5' 

3\ 

2\ 

'&',/11 

All 
10 Full Vested 

See \:tlS years. 

I Afur 20 yrs. 

I See next box. 

After 17 yrs. 

~~------------------------~----------------------------

"";'~-:? 

Conditions for 
Full Vesting 

If terminated 
c 2 yrs •• no ~enewals 
.2 2 yrs ~ . .c.ll, 4 renewals 
,?11 yrs 6L.12, 5 renewals 
~12 yrs ~ L 13, 6 renewals 
~ll yrs ~ ~ 4, 9 renewals 
~14 yrs, 8th yr renewal 
>15 yrs, 9th yr renewal. 

1st year commissions are 
fully vested. 

1st 6 2nd renewals are 
vested after three year •• 

3rd • 9th renewals are 
~ested aCter 20 years. 

tf, at termination, the 
annualized liFe insur­
ance premium in Coree, 
with some e~clusions, 
is..2 Sto,OOO, renewal 
commission will be paid 
until this amount drops 
to L- SS.OOO. 

At 12 yrs. of service, 5th 
policy vests 

At !l·yTS. " ,I 6th 
" " 

At 14 yrs. " " 7th 
" " 

At 15 Yrs. .. .. 8th 
" 

At 16 Y15. " .. 9th 
" " 

At 17 yrs. t' II 10th 
" 



J 
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Company 

National Old Line 
Insurance Co. 

Nat ionwlde LHe 
Insurance Co. 

New England 
Mutual LHe Ins 
Co. 

Mas sachusett s 
~lutua1 Life 
Insurance Co. 

No. 

138 

142 

143 

119 

Commissions 
Policy 1 2 3 4 5 6 7 8 9 10 

Various Whole 60 H' 4\ 
LUes . to 

.' 70\ 

WholeLUe a 55.\ 
~:l. m :n 3\ 

Modified 3·10 
Whofe Life 

Ordinary Life' 55\ 5\ 
Lifo Paid Up 
at 85 

No Whole Life 
Listed 

. 
----~--- ----

-11-

All 
Full Ve~ted 

After 1 yr. 

• 
. 

Vesting only under 
contract. 

• 

Cond it lons £01' 
Fult Vesting 

1st year commission is 
vested. 

./. 1 yr service, renewal 
commissions are ext in-
lIuished • 

> 1 yr service l'enewah 
vest with charles and 
contingencies. 

No vesting after 
termination. 

See questionnaire for 
details. Apparently 
years 1-5 are fully 
vested ~ith subsequent 
renewals depending upon 
years of service 6 
tot;ll production 
produced. 

At death, all comMissions 
are vested. 

Termination for other 
reason wi th L. 1 yr 
service: No. renewa 1 
comms"'ns. 

Termination after 1 yr.: 
Basic vested renewal 
1 commissions plus earned 
vested commission 
determined by years 
service. 
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COllp:any 

Metropolitan 
Life Insurance 
Co. 

Northwestern. 
National Life 
Insurance Co. 

Northwestern 
Mutual Life 
Insurance'Co. 

• 

i; 

No. Po 1Icy , 

120 Whole Llte Plans . 

148 Various Whole 
Life Plans 

147 Whole Life.G 
E.O.L 

'",,7 

C:omm is lIons 
Z 3 4 5 6 7 a ~' 10 

2 --.! ' 
3S TIT 
to 
55' 

, 

JO ri, 5 2' to to 
55\ 10\ 

lfr l~ I.!.-~. 
41 m 
to to to 
50\ 20' 15\ 

-1%-

I",'" \o.;~~~' 

AU 
Full Vested 

Upon retirement 
only. 

t 

After 7 yrs. 

After 9 yrs, 

CondItions (or 
Full Vesting 

No vesting whether actlve 
or termin3ted. But if 
aRent belonps tn the 
~etir~d.Hetropolitan 
Field Force, J 11\ 
rencwa1s for lnd - 4th 
yrs. are vcsted. 

If termin3ted beCore 7 yrs. 
For other than death or 
disability. no furthe~ 
commi.~inns wil' be ~alA. 

I' terminated after 7 yrs., 
then 1st commissns are 
payable in ful1j 2nd -

.5th yrs. will be pRid at 
80\ of valuej later 
commissions will not vest 
unless due to retirement. 

1st year commissions are 
fully vested. 

Renewal Yr. Years of Ser-
vice Required 

I-J 
for vestins 

None 
4 10 
5 11 
6 12 
7 13 
8 14 
9 15 

All reriewa1s vest if terai-
nation 1s due to death, 
disability or agent becom' 
employ_ee. 
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Comrany No. Pollcy 

North Athnt ic Not LPU at 90 ~ 
Investors ·Life on Executive 
Insurance Co. List Whole Life 

New York L1 £e 144 Various Whole 
Insurance Co. Lifes· 

Occ ide ntal Lif e iC9 Guaranteed ~ 
Insurance Co. Decreasing 
of CaUfornia Whole Life 

• Pro. the Eield Underwriter'S contract. 

. 50 
to 
75\ 

40 
to 
55' 

65\ 

Commissions All 
2 3 4 5 6 7 8 ~. 10 Pull Ve!lted 

rl () 

5\ 5f 1\ After 10 yrs. 
t 

. 

Z ri U\ At any t ~lIe. 
Cor -
di t iona1 

Z~\ lit 10\ After S yrs 0 

• 

-13-

Conditions ror 
Full Vesting 

1st ir. commissions fully 
vested. Ne renewals 
vest if terminated 
within 36 months • 
After three years, 
will be vested for 
, of actu31 yrs of 
service. E.g., 5 yrs. 
service entitles agent 
to the 5th renewal. No 
vesting after 10th re-
newal. 

Commissions on permanent 
plans of life insurance 
and eridowment policies '0' 
For policy years I ~ 2 
are generally Cully vested 
However, any conditional 
third year renewal commis-
sions payable on such 
policies are not generally 
vested. 

If terminated Eor other than 
specified reasons in 1i'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 15 3 yrs. 
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COIIJ1 anr No. 

The Oh io Sta te HZ 
• Li fe Insurance 

CORlpany 

paei Hc Mutual 157 
Ll. fe Insurance 
Company 

The Penn Mutual 159 
Life Insurance 
Company 

• a\ of 3rd year pre~ium. 

t 

Pollcy 

Various Ordinary 
Lifes ~ LPU at 
95 

Whole Life :" 

Whole Life 

.... / ~Vl 

Commissions 
Z 3 4 5 6 7 8 U 10 

50\ ri-, 3'· 3'· . 

60\ rh li\ iT, r!\ Z\ 

SO, rh r&, 7", 3\ 

.. - ----

-14 -

':.(7 

All 
Full Vested 

, 
After 9 yr5. 

After 15 yrs. 

, 

'.d'l 

Contl1 t ions for 
Full Vesting 

No renewals ~hen terminated 
for cause all vest at 
death or disability. 

Yrs. Under Completed 
JC PolicI Irs l 2 None 

3 but 4 4 
4 but 5 5 
5 but 6 6 
6 but 7 7 
7 but a a 
8 but 9 9 
9 12 

1st yr. commissions are 
vested. Commissions for 
yrs. Z-4 are velted if 
termination is due to 
death. disability, or 
comes after 15 yrs. 
service. 

If terminated within the 
first two years, no 
renewal commissions paid. 
If terminated for cause. 
no 1st yr. or renewals 
will be paid. 

After 2 yr5, renewal 
commif5lons appear to 
vest. 
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Commissions All 
ComrOlny No. Policy 2 J 4 5 6 7 a !I 10 Full, Vuted 

• £.- 4 -f ~" II-.!.!!. 
Phoenix Mutual 164 Ordinary Life 40 ,- --r -r After 15 years. 

Li £c Insurance Plans to to to to to 
Company . 55\ 10\ 10\ 10\ 10\ 

.' • 
, 

Provident Life a 168 Whole Life Plans 65' 5' 5\ Contingent upon . 
Accident amount produced. 
Insurance Co. 

Provident Mutual 169 Whole Life Plans 35 
.£-~ 
TOT 5\ S\ After 20 yrs. 1-5 

LHe Insurance ) to vest. 
Company, 55' 

• 

~--- J ---"--- ---

• Hu~ber of renewals is determined by a.ount of coverage. For~ $3.000. there are 9 renewals. 

-15-

Cond It ions for 
Full Vesting 

The lst-3rd renewals vest 
after 3 hrs service. 

The 4th-6t renewals vest 
after 9 yrs service . 

The 7th-9th renewals velt 
after 15 yrs service 

There are production 
requirements which can 
alter the abo~e. 

Termination by death or 
disability vest renewal 
commlssion~ thru 8th yr. 

If terminates for another 
reason 6 leaves In force 
~ $500,000 (with some 

exclusions) the commis-
'sions continue through 
year 8, subJ. to a fee. 

Otherwise_t no renewals vest 

All vest upon death or 
retirement. 

Termination for other 
reasons: 
~ 10 yrs - 1st yr. 

commission only 
.L 10 yrs but 15 - yr. 
1 62 
~ ,15 yrs but 
1 ~ 3 

20 - yrs 

~ 20 - yrs 1-5. 



<: 
H 
H 
I 

N 
00 

'11;*' 

I "lIIra II,. No. 

RerubliC National 175 
t £e Insurance 

Company 

Secur! ty, Life 4 111 
Accident Co. 

Southwestern 117 
Life Insurance 
Corapany 

• Por general agent. 

"'" 

"Id il' Y 

Whole LH~ Plan! 

Whole Life Plans 

Whole Li fe 

. 

,\::~" ";,.:.,J 

Comm I '!!lIOII'. 
~ :\ I !. It 7 " '. 

90' rh 71s' 71s' 

35 5' 5\ 
to 
65\ 

75\ ri-, n S', 5' 

-16-

... ..; 

,\ I J 
10 1'1111 \'t·!\ 1,·,1 

• 

After 5 yrs ~ 
$12.000 

After :5 yrs. 

, 

, "_v 

r:n/"Iitinns rnr 
,11111 Vt:-;t I III! 

If terminated within 1 yr. 
only 1st commission will 
vest. 

'Death or disability through 
yr. 10. 

Otherwise, after 1 yr, all 
renewals vest as long a. 
> $500 yearly. 

Death or disability: all 
commis,ions vest. 

Termination for cause: 
no commissions. 

Termination for other 
re,asons; first yr. 
commission vest ~ if 
after 5 yrs of service 
~ at least $12,000 in 
premiums, renewal 
commissions also vest, 
subJ. to min. amount 
st ipulat ion. 

Death or disability; all 
commissions vest. 

If less thon 3 yrs, no 
commissions; 

If more than 3 yr5. then 
1 commission per year 
worked. e'f' 5 yrs, 
then 5 Comm s510n5. 
Ther~ must be $100.000 
IlremiuDls outstanding . 

. ~ 
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State Par. LiE. 
Insurance Co. 

State Life 
Insurance Co. 

State Mutual 
Ll fe Assurance 
Co. of America 

The Traveler. 
Insurance Co. 

No. 

191 

192 

193 

201 

Iiolley 

Life Paid Up at 
8S ' 

Whole Life 

Whole Life 

Ordinary LiEe 
Plans 

r:OIn"1 j ';s 1011:, .. :\ 1 !. ~ 

30 I -r ,-
to to to 
50\ 10\ 5\ 

z I 3·~~u. 
55 ITO'\ roT fIT 
to 
65\ 

so I 5\ 
to 
55\ 

•• 7 8 In 

Service Fees 
computed 

2\ 

S\ 

40 I ~fUrl-flri~ 
to 
sst 

-17 -

.\ I 1 
"u II, \'l·o:t ,.J 

Do not vest. 

After 3 yrs. 

After 1% or more 
years •. 

See next box 

If less than 3 yrs, co~· 
pensation will be paid 
that (aIls due within 
1 yr. of termination. 

After 3 yrs, all renewals 
wi 11 lie paid. 

No renewals if ter~inatlon 
for fraud. etc. 

Death or dlsabliltYi all 
companles vest. 

If no provlsionsare 
breached, then the 
of commissions is 
determined by years of 
service in accordance 
with SChedules A ~ 8. 
See contract. 

1st yr. 6 first 2 renewals 
are vested. 

Remaind~r are vested if 
agent produced no less 
than SlS00 In new life 
premium including single 
premlu~ In the year the 
policy was sold. 
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All commissions vest 
after three years. 

IE less than 3 years, 
commission will vest 
if agent h3S in force 
$1,000,000 or more of 
ordinary life business at 
termination, 

After 3 yrs, renewal, will 
be paid if 

1. policy was sold in a 
yca~ when agent produced 
at least $150,000 of . 
issued 6 paid for 
business. 

2. At the specified rates. 

Renewals shall be paid to 
agent provided 

1. annualized premiums .r. 
~ $20,000 at termina-
tion i 6 

2. that a minimum persis-
tency of 80\ is main-
tained each j'ear. 

After te~mlnatlon. if the 
total 1st yr. 6 1st 
renewal commission is 
"- $100,. then all 

subsequent commissions 
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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 

agency system. This appendix outlines other, possibly very 

important r~asons 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 detailed 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 prohibit agents from rebating any part of their 

commission to a client; and (4) to limit agent compensation. 

Although this appendix does not attempt to assess the precise 

importance of these regulations, we believe they deserve further 

_ study. 

1. Re ulation Desi ned to .Discoura 
Po lCles 

Old Insurance 

Virtually all states have nreplacementn regulations that 

are intended to provide the polic~holder with sufficient.information 

to make an inf~rmed decision as to whether to drop one policy 

in favor of another. While laudable in spirit, many of these 

laws may not benefit consumers. These laws are premised on the 

assumption that nreplacementn will qenerally not be in the policy­

ho~der's interest: that is, he will have to pay the heavy "front 

end n 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 replacement 

activity to date, found that the majority of replacements were 

"acceptable,n that is, represented a cost saving for the policy­

holder. l In those cases (22 out of the 70 studied) where a 

term 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,n but they caution that "the data may not be 

representative of a general cross-section of existing insurance. n2 

Scheel and Van Derhei are also highly ~ritical of present 

replacement regulations and of the NAIC model regulation. 

They state that, "The failure of the present NAIC Model 

Replacement 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, "The 

1 Scheel and Derhei, nReplacement of Life Insurance: Its 
Regulation and Current Activity," 45 Journal of Risk and 
Insurance (1978). Their research is discussed in Coyle, 
ilHow to Save $7000 on Your Life Insurance,n Money Magazine 
75-82 (Ju~y 1978). 

2 
Id. at 205. 
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overwhe~ing 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 
. ., 

replacement hinge on cost consid~rations. The argument that 

s cost is unimportant is indefensible for a replacement situation. 

ed Yet, no replacement 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 

!.,,2 policy replacemellt situation as for original issues.,,3. Their 

final appraisal of the present system of replacement regulati.ons 

is a harsh one. They write, "Until meaningful cost disclosure 

is embodied into replacement regulations, one could conclude 

with justification that they are a facade instigated and 

perpetuated by the distribution system of life insurance 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."S This statute was generally 

3 Id. at 206. 

4 Id. at 207. 

5 See C.F.B. Richardson, "Experise Formulas for Minimum Non­
Forfeiture Values" 29 Transactions of the Society of Actuaries 
33-34 (1977). 
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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. 6 As 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 b~siness, 
and neither the life insurance industry nor 
the regulators can safely ignore i t. ~ Today 
it does not seem politically feasible to 
base minimum values on expense factors that 
would accommodate the expense rates incurred 
by marginal or high-cost companie~, as was 
the objective of the formulas in the Guertin 
laws • ., 

While such regulations do not result in uniformly high costs 

for consumers, 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. 

To do so, the company would have to put up the ~apital to cover a 
.~~:; .:~~ 

so-called "deficiency reserve" that may run as high as 2000 per-

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 

t- determining premiums charged and cash values offered by the life 

ts 

1 

r a: 

r-

ons 

insurance industry. Proposed changes in the solvency laws allowing 

companies to use higher interest rates in calculating reserves and 

minimum cash values would drastically change the way deficiency 

reserves are calculated. 9 According to some industry experts, 

~ese changes will enable the life insurance industry to: 

• Sell very competitively priced permanent 
insurance at lower rates than any compa­
nies hav.e used in the past. 

• Sell permanent insurance to policyhol~ers 
who otherwise would have been receptive -
only to term insurance. 

• Provide commission revenues to agents 
exceeding that which can be realized from 
conventional term policies. 10 

These expert~ give some figures to show the possible impact of 

these changes on whole life premium rates. For example, under 

~e new regulations, they show that a $15,000 (non-par) whole 

life policy could generate a reasonably healthy 13 percent 

8 

9 

10 

See Holland, "NAIC Actuarial Guidelines," Best's Review (Life/ 
Health Ed.) 26 (September 1978). 

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
fe i tur e Laws," 78 Bes t 's Rev iew (Life/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). 

Hill 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 about 

$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 change~ 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 ffom Rebating Any 
Part of Their Commission 

Most states have "anti-rebate" statutes that prohibit agents 

from rebating any part of their commission to the policyholder, 

although it is legal to rebate to another agen~. These 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 increasing 

volume. When. the average agent is making less·than one sale per 

week, any law'-which appears to inhibit productivity increases 

ought to be very carefully examined. 

4. Regulations Designed to Limit Agent Compensation 

A few states have set limits Qn the percent of the first 

11 H. at 54 (Table). 
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year premium that an agent can receive 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 business 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 Yor k 

the law is thought by some industry observers to create a bias 

in favor of whole life. 

The actual effect of the New York law on whole life and term 

commission rates is unclear. In compar ing the ~first _ year commiss ion 

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 life.13 The New York licensed com-

panies, however, may circumvent the law by paying more of their 

agents' expenses. ~ fact, under a recent clarification of the 

New York regulation, the companies can give an agent 96 percent 

of the first year's premium in first year commissions and total 

expense reimbursements.14 Also, the New York companies may pay 

12 Rappaport, "Consumerism and Agent's Compensation" 26 Trans­
actions of the Society of Actuaries 560 (1974) [hereinafter 
cited as Rappaport] . 

13 ~, ~, ide at 561. 

14 
Id. at 562. 
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their agents larger renewal commissions.IS Thus, Rappaport hypo~ 

sizes that companies not licensed in New York may not have higher 

total agency costs.16 Moreover, it seems unlikely that the 

New York licensed companies, which include many of the larger 

and better known firms,17 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 ~ commission 

rates appears negligible or small. An independent analyst found 

that the average "New York" term rate was only 3 percent lower 

than the "~on-New York" figure. 18 (In contrast, he found an 

almost 10 percent spread between the two groups of companies for 

whole life). 19 Likewise ·the Hart Committee found no difference 

in average term rates: 

15 

16 

17 

The effect of Section 213 is not apparent 
in term commissions as it was in whole life. 
New York .companies pay about the same com-

Id. at 540. 

M. at 560. 

Dorfman, "Reformation in Life Insurance Agent Compensation,· 
43 Journal of Risk and Insurance 449 (1976). 

18 Id. at 450. 

19 Id. 

Agent Commission (S-year renewable) Term Insurance: 
New York Operations, mean = 36% 

No"" " " = 39% 
Agent Commission Whole Life Insurance 

New York Operations, mean = 54% 
No"" " " = 62% 

VIII-8 



t hypot~ mission [as non-New York companies].20 

higher Overall, there appears to be little difference in total 

e commission rates paid between New York licensed companies and 

ger non-New York licensed companies. This does not necessarily mean, 
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however, that the New York law has had little eftect ,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 companies are com-

peting with each other to attract agents, it is not surprising 

that, on average, commission rates are similar. Nonetheless, 

non-New York licen~ed 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 licensed companies were able to pay even slight2y higher 

commission rates, they would be able to attract more agents and thus 

grow more rapidly than the New York licensed companies. Eventually, 

the New York· companies would lose their dominant market shares 

and then the New York expense "cap" would cease to affect non-

New York commission rates. This scenario is consistent with the 

observed facts tor cash value insurance, but not for term insurance. 

As Iloted above, term commission rates do not differ between the 

20 

21 

The Life Insurance Industry, Hearings Before the Subcomm. 
on Antitrust and Mono olaf the Senate Judiciar Comm. 
93d. Cong., 2d Sess. 2859 (1974) here~nafter c~ted as 
Hart Subcommittee Hearings]. 

See S. Weisbart, Extraterritorial Regulation of Life 
rnsurance 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, It 
may well be that only a relatively few companies are actively 
interested in selling 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 policies 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." Hart 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 Old 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 

... , .. JJ1uch higher ·than industry average commiss~on rates on term 
sales. It. 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. In 
commenting on Ms. Rappaport's paper, 'supra n.lO, at 580, 
he wrote: . 

One of the many valuable insights in 
this paper is the relating of field 
compensation practices to the lack of 

(Footnote Continued) 
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In short, a number of state regulations may partially 

23 (Footnote Continued) 

effective price competition in life 
insurance. Today l s agent has an excellent 
understanding Qf his commission agreement, 
today l s customer has, at best, an imperfect 
understanding of his insurance product. 
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 
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 ~haracteristics: 
(1) very low commission for agents, 
(2) very low (and/or negative) profits 
for companies, and (3) very low spread 
between cheapest and most expensive 
product. -

For an interesting example of the relation­
ship of price disclosure to commission 
level, compare the treatment of·flat 
extras for substandard cases with class 
extras. The easiest life insurance 
price to uriderstand is an extra ~f 
$5 per thousand-ask any private pilot! 
On the other hand, substandard class 2 
whole life is at least as confusing 
as regular old whole life. It is not 
uncommon for flat extras to carry low 
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 mode1--is most understandable to consumers and most 

like1y.to be used by them, the Commission in 1977. contracted' 

with Purdue University to conduct 'two consumer research studies. l 

The first attempted to determine what information consumers 

actually use when they purchase life insurance and how they 

can be motivated to make 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 following 

systems: the NAIC model, ~ 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. 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.2 

It is necessary to emphasize three points before discussing 

the results o£ the Purdue r~search studies: first, the research 

1 

2 

Dr. Jacob Jacoby of Purdue University directed the research 
studies. He is an experienced researcher ~n measuring 
consumers' ability to use information, and with the problem 
of confusing consumers with too much info.rmation, and is 
well respected throughout the research community. 

A buyer's guide is a booklet which addresses various questions 
that consumers face in briying life insurance. A policy 
summary is a sheet which contains basic financial and cost 
information concerning the policy. 

IX-l 



-, 

studies were experimental studies conducted in a controlled 

environment with a limited number of subjects. Many factors 

present in an actual sales situation were not incorporated 

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 cannot 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 were designed primarily to isolate 

those elements of a cost disclosure system which affect its 

understandabilit~ and use. 3 

Second, although understandability is extremely important, 

it is only one factor that must- be considered in determining 

what information should be contained in a cost disclosure system. 

It is equally importan~ to find out what information the 

consumer needs to make an informed purchase decision and the 

feasibility and cost of pioviding this information. 

Thir~, 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 effect~veness of 
the NAIC disclosure system in New-Jersey. This study 
consistedof 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 ~ 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 

important because, as previously mentioned, the purpose of the 

studies was not to judge disclosure systems but rather to use 

what was learned from the studies to prepare disclosure materials 

that may be more effective than the NAIC, FTC or other systems 

that were tested. 

This appendix summarizes 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-related 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; 

1. buyer's guides and trigger statements 
caused greater use of cost-related factors; 

4. the FTC experimental disclosures increased 
the s·election of lower cost policies compared 
to the NAIC disclosure; 

5. the simple- single page policy summary is almost 
as effective in enabling consumers to select 
low-cast 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 

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 purchase 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 individuals between the ages of 25 and 45 from in and around 

Lafayette, Indiana. Furthermore, each participant had at least 

one dependent under 15 years old to assure an insqrable interest. 

The proporation of individuals in the sampie who had life insurance 

in force and contacts with agents was similar ·to the national 

average. 5 

Next, this-sample was divided into six groups. After a 

brief introduction t6 the experiment, each group was given a 

diffetent set of disclosure materials to review prior to the 

simulated insurance purchase decision. One group received an 

NAIC buyer's guide; one group received an experimental FTC 

5 

The second part of the first study attempted to evaluate 
the effectiveness of five different yardstick fO,EIlats. 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 poiicies in terms of increasing 
costs 4 Id. at 56-60. 

Study I, 6. The basic sociodemographic characteristics of the 
sample are set out at p. 7. 
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buyer's guide~ one group received an NAIC buyer guide plus 

a trigger statement; one group received the FTC buyer's guide 

plus a trigger statement~6 one group received only a trigger 

statement~ and one group received no additional material. 

For an -fllustration see table below. 

GROUP 

Buyer's 
Guide 

1 

None 

2 3 

NAIC FTC 

4 5 6 

None NAIC FTC 

Trigger Absent Absent Absent Present Pr esen t Pr-esen t 

Number 40 40 39 40 41 38 

. , . 

After reviewing these disclosure materials, each participant 

was asked to pick from amonq three $10,000 policies: 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 making their decisions, participants were given 

a list of 37 types of information about life insurance policies. 

Prom the list, participants could then request access to the 

6 

7 

8 

. .. 

A "tr igger" is a hr ief statement alerting the. consumer 
to the facts that he (she) might be able to save appreciable 
amounts of money by shopping around. 

Study I, 14. 

Id. at 12. 

IX-S 



~-. 

information on each of the three policies. In 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 

yields, 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. Theyp;r_e. only indirect cost factors because they 

must be considered together to'estimate net cost. 

The participants were able to acquire (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 information participants.requested access to, the study was 

designed to measure the factors that may be re~evant to the 

life insurance ~urchase decision. Since the participants were 

given different disclosure materials, the study also provides 

."" 
, data on t·he imp~~t particular disclosure mater ials had on con-

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. 9 The average 

9 Id. at 18. 
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for all participants was 17.85.10 

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 

than other factors but placed more weight on them when purchasing 

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 fewer participants 

chose to find out w~at the cost indices were than chose to find 

out about other policy characteristics, but that those who did 

pick them used the indices effectively. Many participants did 

not use the factors most directly related to the cost of a policy. 

~r example, savings yields received the highest access ranking 

of the ten facts considered-to be directly cost related --tenth. ll 

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. 

10 _ 

11 

12 

These figures are particularly troublesome if one remembers 

Id. 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. Id. 

Study I, 24. 

Id. at 20 (Table 5a). 
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that there are only 37 facts and the average number of facts 

accessed for all participants was 17.85. 13 

In contrast, the ranks for those facts indirectly related 

to cost are 1, 3·, and 23. 14 Al though these facts are impor tant 

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. lS 

Therefore, it appears that the participants tended to turn 

first to those-factors which offer only limit~d guidance and 

turn last if at all to those f~ct6rs specifically designed to 

rank similar policies by costs. The following table presents 

the rankings for all 37 facts by the percent of participants who 

accessed the information. 

Accessing Rates for. Different Types of Life Insurance Information 

Rank Dimension Name 

1. Premiums 
2. Name of Company 
3. Cash Value 
4. Accidential Death 
5 e. Financial Rating. 
6. Guaranteed'Insurability 
7. Waiver of" Premium 
8. policy Loan Interest Rate 
9. Passing Physical Exam Required 

13 Id. at 18. -
14 Id. at 20 {Table Sa} . 

15 See S III of Report. 
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10. Savings Yield 58 
11. Settlement Options 57 
12. In Business Since 56 
13. Mutual or Stock Company 55 
14. New York License 55 
15. Dividend Payment 55 
16. Company Retention Index 54 
17. Surrender Cost Index 47 
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 
22. Convertability 43 
23. Illustrated Dividends 43 
24. Nat'l Rank ·in Assets 42 
25. Co. Retention Yardstick ·37 
26. Assets 36 
27. Agent I s conunission 35 
28. Investment Portfolio 34 
29. Yr-by-Yr Payments & Benefits 34 
30~ Renewability 34 
31. Breakdown of Premiums 33 
32. Yr-by-Yr Cost of Protect'n & Rate of Return 27 
33. Premium for Renewal 27 
34. Surrender Cost Yardstick 26 
35. Net Payment Cost Yardstick 24 
36. Sales Volume 23 
37. Nat. Rank in Sales Volume 23 

The cost related factors, however, were important to the 

participants 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. 16 

Dimens ion Chosen as Reason 

Premium 
Financial Rating 
Cash Value 
.Accidental Death Provision 
Dividend Payment History 
Company Retention Index 

Number of 

Re~pondents 

95 
88 
78 
59 
53 
52 

% 

. (N 1""' 2.38) 

40 
37 
33 
25 
22 
22 

16 This was question 9 of Study I. These results are not 
tabulated in the report. 
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Mutual or Stock 
Savings Yield 
Surrender Index 
Illustrated Dividends 

51 
46 
36 
36 

21 
19 
15 
15 

Also, it appears that many subjects used cost indices as 

a convenient means to comparison shop. This is evidenc~d by 

the larg~ ~ercentage of subjects whQ accessed a particular cost 

~ dimension for all three policies they examined. 

.1;" 

Comparison Shopping Rates for Four Cost Dimensions 

Group 
Source 
Trigger 
Buyer's Guide 

N 

Company Re-
tention 

'Savings Yield 
Surrender Cost 
Net Payment 

1 
Control 
Absent 
Absent 
40 

10.3% _ 
28.2 
10.3 
10.3 

2 
NAIC 
Absent 
Present 
40 

20.0% 
30.0 
32.5 
30.0 

3 
FTC 
Absent 
Present 
39 

30.8% 
30.8 
12.8 
12.8 

4 
FTC 
Present 
Absent 
40 

52.5% 
25.0 
20.0 
25.0 

5 
NAIC 
Present 
Present 
41 

12.2% 
22.0 
29.3 
29.3 

6 
FTC 
Present 
Present 
38 

39.2% 
28.9 
18.4 

5.3 

The FTC subjects in groups 3, 4 and 6 received literature highlighti~.g 

the Company Retention Index, 41.0% of these subjects used Company 

Retention to comparison shop. Similarly, 30.9% of the NAIC 

subjects used the Surrender Cost Index for comparison shopping 

and 29.6% used the Net Payment Index. 

Of particular inter~st is the fact that 27.4% o~ all subjects 

us-.ed.\. the ·Saving s Yield t.o·compar ison s·hop. Thispercentage 

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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FTC 
Present 
Present 
38 

39.2% 
28.9 
18.4 

5.3 

:ing 

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 

~e 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 chan~ed rank by five 

or more places, the groups receiving the written statements 

devoted less attention to the following facts: settlement options, 

conditions for reinstatements, year-by-year cost of protection 

and rate of return, and sales volume .17 Conversely, these groups 

gave more attention to the following facts: company retention 

index, surrender cost index, company retention yardstick, and 

surrender cost yardstick. 18 In other words, the written statements 

tended to shift participants' 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) • 

. Dimens ion Name Net Change 

Financial Rating -7 
Monthly ,Quarter 1y ,Semi-Ann' 1 Premium 
Conditions for Reinstatement 

-10 
-5 

17 

18 

Study I, 25-'27. 

A yardstick is a representation of "the range of values a given 
index may assume. Thus a yardstick can enable a person to 
determine whe"ther a policy is low, high, or average cost relative 
to other similar policies. 
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Mutual or Stock Company? +6 
Yr-by-Yr 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 
Surren~er Cost YardStick +5 

An analysis of the relationShip between direct cost information 

accessed by participants and selection of low cost policies 

also provides some suppor~ 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 three ,,!hole life 

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) 
1. None N 8 2 1 11 

% .72.7 18.2 9.1 : 9.6 

2. Company Retention 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 % 70.0 20.0 10.0 8.7 
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7. Company Retention & N 3 0 1 
Surrender Cost % 75.3 0 25.0 

8. Company Retention & N 9 0 0 
Net payment % 100.0 0 0 

9. Savings Yield & N 1 1 0 
S~r_render Cost % 50.0 50.0 0 

10. Savings Yield & N 6 1 1 
Net Payment % 75.0 12.5 12.5 

II. Surrender Cost & N 6 0 0 
Net Payment % 100.0 0 0 

12. Company Retention & N 9 0, 0 
Savings Yield % 100.0 0 0 
Surrender Cost 

13. Company Retention & N 5 0 1 
Net Payment & % 83.3 0 ~16. 7 
Savings Yield -

14. Company Retention & N 1 0 0 
Surrender Cost & % 100.0 0 0 
Net Payment 

15. Savings Yield & N 5 2: 0 
Surrender Cost " % 71.4 28.6 0 
Net Payment 

16. All 4 Indices 'N 12 1 2 
% 80.0 6.7 13.3 

Ns 93 11 11 
% 80.9 9.6 9.6 

~he low cost poifcy was selected 81% of the time and even 

those participants who did not access any cost index 

information selected the lowest cost policy in 8 out of 
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3.5 

9 
7.8 

2 
1.7 

8 
7.0 

6 
5.2 

9 
7.8 

6 
5.2 

1 
.9 

- 7 
6.1 

15 
13.0 

115 
100.0 
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19 cases. We do not believe, however, that this figure 

should be construed as demonstrating that there is no need for 

cost index disclosure. First, these results are based on a 

small number of participants. The group that accessed no cost 

index included only 11 participants. This small n~mbei does 

not provide a basis for any statistically 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 COSE. 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 policy had the highest 20-year cash vaiue. 21 Cash values, 

financial rating, mutual or stock company, and dividend payment 

were each accessed by more th~n half of all the participants. 22 

19 

20 

21 

22 

Id. at 36. 

Id. 

See Appendix B of Study I. Another possible explanation 
for 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, t~ey chose the most expensive product. 
In this case, if they equated high premium ~ith 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. 

Study I, 20 (Table Sa). 
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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.~y in large part be explained by these other ~olicy dif~erences 

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 Id. at 35 (Table 12). 
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A. Purpos~ 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 

24 
a comparable sample from the same area as the first study, 

the second study also employed the simulated purchase t,echnique. 

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 o~ the second study's findings. Some findings 

are beyond the scope of the present discussion. Other findings 

are not statistically significant and do not warrant discussion. 

The role playing scenarios, for example, did not result in sta­
.25 

tistically significant differences among disclosure formats. 

We highlight only those findings that bear directly on the suf-

24 

25 

See Study II at 4-10 for this sample's general demographic 
characteristics and page 5 for its insurance related 
characteristics. 

In the role playing segment, the participants were given 
four written scenarios depicting hypothetical 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 off~red. 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. NArc buyer's guide made the correct choice 
Study II, 84-85. These results, however, miss (barely) being 
statistically significant and we do not discuss them in 
the text. Id. at 84. -
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ficiency of the NAIC disclosure format vis ~ vis other possible 

disclosures. 

B. The Simulated Shopping Decision The first segment of 

the study measured the relative impact of six different disclosure 

systems,Qn the ability of participants to make good purchase deci-

19 sions. The participants were divided into six groups, each receiv-

ing a different disclosure package: 

Group 1: 
Group 2: 
Group 3: 
Group 4: 
Group 5: 
Group 6: 

no buyer1s guide, no yardstick~ 
no buyer~s guide, FTC yardstick; 
FTC buyer's guide, no yardstick~ 
FTC buyer's guide, FTC yardstick; 
NAIC buyer's guide, no yardstick, and 
Bel.th buyer's guide, no yardstick. 

After receiving directions,'each group was given"an unlimited amount 

of time to read the disclosure package. Then each participant had 

an opportunity to examine up to eight diffe,rent $25,000 whole life 

policies, one at a time, with',a search fee charged for each policy 
26 

examined. In the case of the first four groups (even group 

1), each policy was accompanied 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 otder in which each participant received 

the different 'pol±cies~27;'Wit.hin 'e'ach of 'the six g'roups,' the policies 

were arranged in three structured sequences: 

26 

27 

Sequence 1: ~, 7,4, 3, 6, 5, 1, 2; 

.. 
~. 17-18. Subjects wer~ informed that different 'policies had 
a~fferent 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. 

Id. at 17-20. 
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Sequence 2: 
Sequence 3: 

7, 8, 4, 3, 6, 5, 1, 2; and 
1, 2, 4, 3, 6, 5, 8, 7. 

where 1 is the lowest cost policy and 8 is the highest cost pol-

, 28 
lCy. One third of the group using the NAIC model buyer's guide, 

for example, received the policies in one of each of these three 

sequences. An identical approach ~as 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: ( I) the 

least expensive policy, (2) the least expensive policy from 

those examined, and (3) the least expensive polici facto~ing 

29 
in search fees., 

1. The Least Expensive Policy 47.2% of the participants who 

< 

recei ved the FTC buyer's guide and yardstick selected the least expensive 

~ policy among the eight available. The next best were those 
':7 

. 30 
participants receiving no buyer's guide or yardstick (44.4%), 

28 

29 
Id. at 15. 

Id. at 23-24. 

The r~lat·ivelygood performance .of this group 'is the most 
signific~nt finding of this study. ~his 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: 

[TJhe 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 expensive policy 

33.3 and 27.8 percent of the tim~.respectively.3l 

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) ~ade 

the fewest errors. The next lowest error rate was in the group re-

o 0 b ,od d· k 32 cel.vl.ng no uyer s gUl. e cr yar stl.C • 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 

Yarostick None FTC None FTC None None 

Average 
Error 
( % ) 

30 

31 

32 

Rate 7.4 3.7 1.9 5.7 26.4 

. -

(Foot~ote Continued) 

nor a yardstick) still had considerable assistance 
in making their decision. lie at 54-55. 

24.1 

This finding indicates the potential effectiveness of the 
Preliminary Policy Summary. 

See id., 27 and Table 8, at 30. The study also considers 
cfioice of policy by sequence (Table 9, p. 31», and breaks 
~ the data on educational attainment (Table 10, p. 33). 

Ido at 35. 
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1 4 d 5 6 t t · t' 11 . . f' t 33 groups - an groups - are s a ~s ~ca y s~gn~ ~can • 

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 NArc 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 group~ using 

the FTC yardstick. 34 Likewise when the search fee assessed was 

raised to two dollars, these two groups still outperformed the 

other groups. 35 

Still considering the influence of search fees on the 

optimal choice, the researchers standardized the results tri 

create a common scale, a "payoff maximization statistic." This 

measure attempts to elimina~e 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 dollars. 

By dividing all net payoffs (for this sequence and search fee 

combination) by 25, a standard scale having 1.0 as the maximum 

33 
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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36 
score is created. Similar calculations were performed for the 

other possible combinations of s~quences 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 

Payoff 
Statistic 

None 

.804 

FTC 

.817 

None FTC None None 

.823 .703 -.729 

38 
three FTC related groups. Fu,rther, 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 

if policies were picked by random. That is, random choice 

among policies might yield a payoff maximization statistic as 

40 
high as .659. In this light, the NAIC figure (.703) is even 

36 

37 

38 

40 

Id. at 47. -
This table is compiled from Table 19, ide at 48. 

Id. at 47. 

1£. at 50. 

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 

(Footnote 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 those 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 the 

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 pa~ticipants was 3.44). In this case, 
the random payoff statistic by sequence would be: 

SEQUENCE 

AVERAGE 

8-7 
7-8 
1-2 

.454 

.454 

.666 

.525 

-On the ather hand, if these 100 persons copy the search 
behavior of the participants in their sequence (rather 
than that of all other participants, regarqless of sequence) 
then the payoff statistic by sequence would be: 

SEQUENCE 

AVERAGE 

8-7 
7-8 
1-2 

.614 

.614 

.749 

.659 

In sum, the NAIC payoff statistic of .703 is not substan­
tially higher than the result if policies are picked by 
random. 
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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 participants 

refe~red to surrender cost data discussed in the NAIC buyer's 

guide. An additional ~wenty-two percent of the NAIC participants 

did refer to an index which they could not nam~.4l 

Next, the participants were queried on the buyer's guides. 

They were asked for their general reactions to their respective 

b ' 'd 42 d h 11 th d d 'f' . 43 uyer s gu~ es an ow we . ey un erstoo spec~ ~c sect~ons . 
. 

In general,. most participants stated that the:i,.r buyer's gui4e 

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 easier 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 

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 Id. at 58 (Table 23). 

42 
Id. at 62. 

43 
Id. at 71. 

44 
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 appear s that it is poss ible to -develop a buyer's 

guide that is more comprehensible than the NAIC guide. 

D. Comprehension Quiz In the final phase of testing, 

each participant completed a 2l-item comprehension quiz. The 

quiz included true-false and multiple choice questions about 

life insurance. Three quizzes were used, correspond.ing to the 

three buyer's guides (NAIC, FTC and Belth). F~fteen of the 

. 47 
.21 questions, however, were common to all three qU1zzes. 

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 th~n partici-

pants were permitted to refe~ to their buyer's guides for help 

in answering the quiz questions. Participants ~ receiving 

any buyer's ,guide up to that time were allowed to use the FTC's 

buyers guide 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 
Id. 

-47 
Id. 91. at 
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lower.
48 

Assuming no difference in intelligence
49 

between the 

"NAIC" and other participants, these data suggest either that 

the six unique items on the NAIC quiz were more difficult or 

50 
the NAIC buyer's guide was the least explanatory. 

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 contrast, the groups receiving the FTC buyer's guide in 

both quizzes did better than all other groups. This was true 

even for groups 1 and 2 who received no buyer's guides for the 

51 
first quiz and the FTC buyer's guide in the second quiz. 

In particular, the researchers found that in quiz I the partici­

pants receiving no buyer's guide ~nd the NAIC buyer's guide scored 

significantly lower than those receiving the FTC buyer's guide. 

48 
Id. at 92. The table was compiled from Table 44, Hi. at 93. 

49 
Id. at 92. 

50 Id. at 96. 

51 Id. 
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It should also be noted that the group rec~iving no buyer's 

guide did virtually as well as those groups receiving the NAIC 

and Belth buyer's guides. In 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 significantly).52 

Again, the results indicate that it is possible to develop a 

buyer's guide that is more comprehensible than the NAIC model 

guide. 

III. Conclusions Drawn from the Two Purdue Studies 

52 

The major' conclusions drawn in this appendix 'are: 

-
In the closing 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 $triking 
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 qroups who received the 
FTC mat.er ial had higher payoff maximization statistics (from 
80% to 83%) than the Belthor NAIC groups (73% ·arid 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 did. have 
the one-page "consumer cost statements," however, and these 
apparently proved almost as effective as the buyer's guide 
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 
pol icy summary." 
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Study 1 

1. Although cost dimensions are accessed 
much less frequently than other policy 
dimensions, they playa significant role 
in the final choice among policies. 

2. Exposure to written statements .(triggers 
and buyers guid~s) increased access to 
the targeted cost information for all 
subject groups. 

3. The Savings Yield was the cost dimension 
accessed most frequently and many subjects 
appear to have used it to comparison 
shop. 

Study 2 

1. The participants receiving the FTC disclosure 
materials appear to have engaged in more 
intelligent search behavior than their 
counterparts. 

2. Very few (5%) of FTC participants failed 
to choose the least costly policy among 
those they examined~ A substantial portion 
(25%) of the NAIC and Belth subjects 
failed to choose the least costly policy. 

3. 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. 

4. It appears possible to develop a buyer's 
guide that is more comprehensible than 
the ~AIC m6del 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 qeneral, 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 simil~r 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. 

The 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 payoff your mortgage or provide 

for other large debts, pay education expenses, provide savings 

and retirement income. Itcan also be used to pay for funeral 

.and last illnes~ expenses. In addition, life insurance can be 
~ 

valuable protection against the premature death of a spouse who 

raises the children and maintains the household. 

This guide will help you to determine the amount of protec­

tion you~ 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 most protec-

tion at the least expense. 

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 pay 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 insurance policies are either one of these types or a 

combination of both. However, all policies of the same type do 

not necessarily cost the same or provide the same kind of pro-

tection.ln fact, buying a policy that fit~your needs an~ your 

budget can save-you hundreds or even thousands of dollars over 

your lifetime. 

TERM INSURANCE· 

Term insurance insures your life for a fixed period of time 

or term such as 1, 5, or more years. Death benefits are payable 

only if you die within the term, provided, of course, the policy 

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 term insurance policies for one 

or more terms without 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 declines each year. These are called 

decreasing term policies. A decreas~ng term policy may be use­

ful if you are young and currently responsible for a mortgage 

or oth~~ 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 premi urns ... In addition, you can usually b?y group insur­

ance without 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 happens, you're usually guaranteed the right to convert 

that coverage to an individual whole life policy--but at a higher 

premium. Still, all things considered, group insurance may pro­

vide a solid, re_Iatively inexpensive foundation for your personal 

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. 

Second, whole life policies develop cash values that increase 

every year. 

You should understand that if you buy a whole life policy, . 
a substantial portion of your premiums will 9..0 into the savings 

element (cash va~ue) 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 a person of the same age. The 

insurance company puts most of the extra 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 comp~ny 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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~ - ca~ 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. Yet, if you die at age 65, 

your beneficiary will get only $25,000, no matter how large or 

small the cash value. 

Besides making it possible to have affordable life insurance 

beyond age 65, cash values can be useful to you in other ways. 
.. . 

Many people find buying a whole life policy a cQnvenient 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' II, 

of course, lose your death protectiOn. You can also borrow up to 

the full amount of the cash 'value in the form of a policy 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 available. If the loan· is still outstanding when the 

policyholder dies, the policy loan amount will be deducted from 

the payment made to beneficiaries. 

-5-



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 life" is a policy with 20 annual 

premiums after which time the policy stays in force without 

additional payments. An "endowment policy" is one in which the 

cash value equals 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 whole life policies, but it gives you less 

death protection 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 whole life or a ·cornbina~i.nn or ~he 

two. 

TERM OR WHOLE LIFE INSURANCE 

In deciding whether to buy term or whole life insurance, you 

ought ~o 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 no longer 

available because of premature death. Life insurance is a source 

of cas~_for paying a family's living expenses, education costs, 

mortgages, and other debts. A comprehensive life insurance pro­

gram should corne as close as you can afford toward providing the 

funds your family· and dependents would need over and above the 

assets you have acquired and can leave to them and what would be 

available to them through social security or other protection. 

When you're·young and your" insurance needs are generally 

greatest, term insurance gives you three to five times more pro­

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 

the insurance could buy either $20,000 worth of whole life or $100,000 

worth of term insurance. Many people--especially those with young 

children--can get the amount of insurance they need only by buying 

a term policy. On the other hand, if you expect to carry that 

amount 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 brea~winner dies prematurely. This 

suggests that when a person approaches retirement, the need for 

life insurance may diminish. Whole life insurance 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 rene~al, 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 your renewable term policy 

to become larger than the level premium you would have had paid 

if you had bought a whole life. policy. By that time, however, 

you may need less insurance and can reduce the insurance you carry. 

On the other hand, whole life policies kept in force even 

after retirement can be used to pay for funeral expenses, medical 

bills, and death taxes. They can also provide money for the 

surviving members of the family. Though some term policies are 

renewable through age 100, remember that their premiums become 
-

very expensive after age 65. 

COMBINING TERM AND WHOLE LIFE 

If you think you'll want some insurance after age 65 but 

you can't afford enough whole life insurance to give your family 

adequate protection while you'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 1esser face amount without having to pass 

a medical exam. Premiums for the new policy, however, will be 

higher than you ll~ve been paying for the term insurance. 

People with young children often find this type of insurance 

program attractive beca~se 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"). In either case you'll. have insurance that will remain 

in force after you turn 66 plus you will have some additional 

death protection during your younger years when you need it most. 

Because your income and the number and needs of your depen-

dents 'may change I. 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 assets and on your family's 

futu-re needs. 

SAVING THROUGH LIFE INSURANCE 

If you want protection for your family while you're young 

and a source of money as you grow older, there 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 invest the 

difference between the whol~ life premium and the term premium in 

a savings account, U.S. savings bonds, or some other safe invest-

mente If you buy a term policy and you're the kind of person who 

can save regularly, and many people a-re, you'll build up a size-

able sum of money by the time you're 65. You can then use this' 

sum for the same purposes as the cash value of a whole life policy. 

This could reduce your need for life insurance in your later years. 

lce - 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 death protection. The rest 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 deposit" grow 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 need 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. 

Age 

25 

35 

45 

55 

Average Yearly Renewable Term Rates· per $1,000 

Amount of Insurance 

SlO,OOO $25,000 SlOO,O.OO 

S 4.47 $ 2.97 $ 2.22 

4.73 3.23 2.48 

7.16 5.66 4.91 

13.85 12.35 11.60 
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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 

areper $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 multipl~ $4.47 times 10 to get the total annual cost 

for a $10,000 insurance 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 diff"erence of only 

1 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 pre.;.tax dollars you would have, at the end of 30 years, if 

you deposited $500 each year in bank accounts paying various 

interest rates: 
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Rate 

Impact of Different Interest Rates on a $500 Per 

Year Investment for a 30-Year Period 

of Interest Value After 30 

2% $20,284 
., 

-3% 23,788 

4% 28,042 

5% 33,219 

6% 39,529 

7% 47,230 

TAX CONSIDERATIONS 

Years 

You may also want to consider the possible~tax advantage of 

saving with a whole life policy. Interest earnings credited to 

the "savings deposit" feature of a whole life policy are not taxed 

until you surrender the policy; even then, the taxable amount may 

be zero'or quite small. It is ~portant to compare rates of return 

with the after-tax return that you could get from other savings 

or investment programs. For example, if you are in a 20 percent 

tax bracket, a 4 percent rate of return from the "savings deposit" 

feature of the whole life policy is equal to a 5 percent return 

on fully taxable investments. Here's why--on a $100 .fully taxed 

inve'stment payin9 5 percent, you would get !?5.00. But 20 percent 

of that--$l.OO--would go for taxes. This means yo'u would end up 

with the same $4.00 you would get from a policy with a 4 percent 

rate of returh. 

OTHER BENEFITS OF WHOLE LIFE 

Finally, many whole life policies offer benefits (other than 

cash v~lues) that are not found in term insurance combined with 

a savings or investment program. These include the right to stop 
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paying premiums and use the accumulated cash value to purchase 

paid up insurance or extended term insurance. Whole life policies· 

also contain guarantees with respect to annuity purchase rights. 

Additionally, you can borrow against your cash value at a favorable 

interest rate. These other bene~its of a whole life policy might 

make it"a desirable purchase even if its rate of return is lower 

than you could re~eive 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. !t's true that few people plan to drop a whole-life 

-
policy soon after buying it. Yet about one in five new policy-

holders actually does just that. Moreove:r:, because of the cost 

elements involved, the cash value of a whole life policy builds 

up·very slowly during the policy's early years, making whole life 

insurance a very uneconomic~l ·way to save for short-term needs. 

Therefore, y~ushouldn't buy a whole life policy unless you plan 

to keep it at least 10 years. 

"PAR" OR RNCN-PAR" POLICIES 

Some term an"d 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 

~llustrated" dividends. These "illustrated" dividends are not 
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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 for that year. These factors simply 

can't be predicted with complete accuracy several years in advance. 

In reeent years, however, the actual dividends paid on most ftparft 

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 type and size of policy you want, 

use the· Surrender Index to find a low-cost policy. This index is 

found on the PRELIMINARY POLICY SUMMARY. Don't pick a policy jus~ 

because it has a l~w premium. Premiums only measure what you pay 

for a policy. They don't measure a policy's benefits. Those 

·benefits, which may include cash values and dividends as well as 

death protection, vary by large amountsamo~gpolicies with similar 

premiums sold· by different companies. The Surrender Index takes 

premiums, cash values, dividends, and interest into consideration. 

It is called the Surrender 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 . . . ~ .' 

THE 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 U 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 "High Cost" figure. 
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Policy Type 

Whole Life 

Whole Li-fe 

Tel;1ll 

5 Year 
Renewable & 
Convertible 
Term 

Size 

$10,000 

$25,000 

$25,000 

$50,000 

Range of 
Costs 

Low Cost 
Average Cost 
High Cost 

Low Cost 
Average eost 
High Cost 

Low Cost 
Average Cost 
High Cost 

Low Cost 
~verage Cost 
High Cost 

Surrender Index 
Age 25 Age 35 Age 45 

$3.69 $5.39 $ 9.95 
4.50 6.43 11.51 
5.54 7.59 13.05 

2.76 4.56 8.82 
3.53 5.39 10.10 
4.20 6.35 11. 39 

3.42 5.62 12.38 
3.64 5.86 12.93 
4.19 6.71 13.91 

3.49 6.00 12.90 
3.87 6.31 13.71 
4.36 6.94 14.54 

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 

with.a Surrender Index of $3 per $1,000 instead of one with a 

Surrender Index of $6 per $1,000, the saving would be about $75 

per year on the average ($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 balance at the end of the 20 years would be almost $i,500. 

The range of Surrender Indicies given on the table only apply 

to the particulc3:.~ 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 companies 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 following: 

1. The index is only approximate. Rather than search for 
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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 expect from the 

company or its agent. 

2. The Surrender Index is only useful in comparing the costs 

of 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 comparison will be. For example, doa't use the Surrender 

Index to compare-the cost 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 Sl.lrrender I.ndex for a dividend-paying policy assumes 

that dividends on the policy will be paid exactly as illustrated 

at the time the policy was issued. This, however, rarely happens. 

Since the exact amount of a "par" policy's dividends isn't guaran-

te~d, the policy's actual cost may turn out to be higher or lower 

than that indicated by the Surrender Index. Remember, 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' di~idends are 

not guaranteed, you can use the Surrender Index to compare the 

costs of dividend-paying and nondividend-paying policies. 
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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 money 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. If 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 have paid in. 

3. GROUP INSpRANCE. 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. Remember: during 

your younger years, when your insurance needs are generally greatest, 

term insurance will provide you with several times more insurance 

protection than whole life for the same premium dollar. 

5. SHOP AROUND. Many people think that all similar policies 

cost about th"e same. They don't." Before you buy a life insurance 

policy, check to-~ee 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. 
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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 company's policies. 

They may not even realize that the costs of similar policies differ 

greatly from company to company, In addition, because agent corn-

missions are tied to premium size, there may bean 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. 
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Preliminary 
Policy 
Summary 

Important 
Many people think all similar life insurance policies cost about 
the aame. TMy don't. The co.t of .imilar policies varies 
tharply. You can save many hundreds or even thousand. of dol­
lara by choolin, alow-co.tpolicy. Th find out how thil particu­
lar policy raw, compare ita COlt Index (found below) to the 

Company 

Type of Policy 

Name of Policy 

Face Amount S 

Policyholder's Sex and Age at Issue 

How to Use TIiia Preliminary Policy Summary 

Surrender lridex 
Th find a low-cost policy, look at the policy's 20-year surrender 
index, not ita 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, • 
calh values, and dividends i.nto consideration. In domg 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·ttian a similar policy 

. with a higher index number. The Surrender Index should only 
be uaed to compare the cost of similar Policies. Don~t use it to 
compare the C08t of a term policy to that of a whole life policy. 

Signature of Agent 

For 
Whole Life and 
Endowment Insurance 

range of COlt indexes for limilar policies. For further informa­
tion on co.t comparilOn and examplel of the range of COlt 

indexes for a number ofpoliciel, tee pagel 00-00 in the 
Buyu', GuicU to Life Inlurancf! which you .howd have 
received with thi. policy lummary. 

Yearly Premium $. ($ per $1.000 of Face Amount) 

20-Year Surrender Ind..ex (per SI,OOO of Face Amount) $ 

The Average Annual Rate of Return if you keep thil policy 

5 years II 10 yean il 

20 years is 30 yean il 

Average Annual Rate of Return 
Part of each premium you pay bUYI 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 AnnuaJ 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 conaider 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 terni insurance C'lntracts. Therefore a whole 

" li.!e, policy may be 'a desirable purchase even if ita"rate of return 
is lower than you could receive elsewhere. For a dilCUalion of 
this and other factors, see pages 00-00 of your Buyer's Guide. 
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Preliminary 
Policy 
Summary 

Important 
Many people think all limilar life inlurance policiel coat a~ut 
the same. TMy don't. The cost of limilar policies variel 
aharply. You can save many hundreds or even thousands of dol­
Ian by choosing a 10woCOst policy. 'Ib find out how thil particu­
lar policy ranks.. compare ita Coat Index (found below) to the 

Company 

Type oCPolicy 

Initial Face Amount S 

Policyholder'1 Sex and Age at Issue 

Length of'Jerm 

Renewable- Yea No HYea, through what age? 

Convertible Yea No HYes, through what age? 

20-Year Surrender Index (per $1,000 of Face Amount)S 

How to Use This Preliminary Policy Summary 

Surrender Index 
'Ib fllld a lowoCOst term policy, look at the policy's 20-year Sur. 
render Index. not just ita fint-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 lowen the COlt of those policies. The Surrender Index 
takea both dividends and later-year premiuma into conaidera­
tion and thus gives a better meaaure of a term policy's cost than 
the fint-year premium alone: A poJicy with a low Surrender 
Index il I'!nerally a better buy than a similar policy with a 
higher index number. 

The Surrender Index Ihould only be ueed to compare the coat of 
similar policies. Don't u .. it to compare the COlt of': term pol­
icy to that of a whole life policy. 

Sianature of Agent 

For 
'lerm Inlurance 
and 'lerm Riders 

range of COlt indexes for similar policiel. For further informll­
tionon cost comparison and examples of the range OfC08t 
indexes for a number of policies, aee pages 00-00 in the 
BUyer'8 Guitk to Life lrusurance which you mould have 
received with this policy lummary. 

Companies (or intermediaries) should enter in this space the 
appropriate informat!on for representative policy years. 

Policy Annual ~mium per 11.000 Face 
Years Premium of Face Amount Amount Dividends 

-Renewability . 
If you're buying term insurance for long-term needs, make lure 

. ,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 Qn how. to shop for life insur­
ance, read your Buyer's Guide. 

Date 



- DRAFT REGULATION 

(1) AUTHORITY. (Insert applicable state authority) 

(2) PURPOSE. The purpose of this regulation is to require 

insurers to deliver to prospective purchasers of life insurance 

- information which will improve the buyer's abil~ty to select the 

ma- most appropriate plan of life insurance for his or her needs, 

-
he 

-
, lure 
is. 

-

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 instirance. This rule 

does not prohibit the use of additional mater ia'i which is not 

in violation of this rule or any othel [state] statute or rule. 

(3) SCOPE. (a) Except as hereafte~ exempted, this rule 

shall apply to any solicitation, negotiation or procurement of 

life insurance ()r annuities occurring within this state. This 

rule shall apply to any issuer of life insurance contracts includ­

ing fraternal.benefit societies. 

(b) For purposes of this regulation the term "life insur-

ance" includes annuities except where the context indicates other-" 

wise. 

(c) Unless otherwise specifically included, this rule 

shall not apply to: 

1. Credit life insurance. 

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. 



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) [s~ate] 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 

wThe [state] Buyer's Guide to Life Insurance w put out by the 

Insurance Commissioner of. the State of [ l. A copy 

of which is attached hereto as Appendix 1. 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 dividend which· can be applied toward payment of the gross 

premium. 

(c) Additional First Year Premium Policies. A policy 

requiring an additional premium payment 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 
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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 comppunded annually 

2. 

to the end of the twentieth policy year. 

Divide each accumulation of step 1 by an inter-

est factor that converts it into one equivalent 

level annual amount that, if paid at the begin­

ning of each year, would accrue to the value 

in step 1. The twenty year interest factor 

is 34.719. 

(e) Generic Name. Generic Name means a short title 

which is descriptive of the premium and benefit patterns of a 

policy or rider:-

(f) Life Insurance Indices 

1. Surrender Index. The SurrenQer Index is calcu- -

lated by applying the following steps: 

a. Determine the guaranteed cash surrender 

value, if any, available at the end of the 

twentieth po~icy year. 
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b. For participating polici~s, add the term­

inal dividend payable upon surrender, if 

any, to the accumulation of the annual 

Cash Dividends at five percent interest 

compounded annually to the end of the 

twenty years and ~dd this sum to the amount 

determined in step a. 

c. Divide the result of step b (step a for 

guaranteed-cost poli~ies) by the interest 

factor that converts it into an equivalent 

level annual amount that if paid atrthe 
-

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 factor is 34.71~. 

d. petermine the equivalent level premium by 

accumulating each annual premium payable 

for the basic policy or rider (if the pre­

mium includes supplemental benefits without 

separate identifiable charge, a reasonable 

adjustment may be made> at five percent 

interest compunded annually to the end 

of twenty years and dividing the result 

by the factor stated in step c. (This 

amount is the annual premium payable for 

a le~el premium plan). 
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e. 

f. 

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 Index. 

2. Average Annual Rate of Return Index. This 

index is calculated on cash value policies 

using the Linton Yield method. 

a. The Linton Yield methc;>d solves for a level, 

effective, annually compounded interest 

rate, or yield. This yield is determined 

by-equating the cash available at 'the end 

of a specified number' of years from two 
. . 

different protection/savings programs, and 

then solving for the annual.yield that must 

b~ 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,· some permanent 

plan. The cash used at the end of 

the specified year is the policy's 

guaranteed cas~ surrender value plus 

the terminal dividend payable upon 

surrender and the dividend payable at 

the end of the specified year. 
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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

mj.UIn payable for YRT insurance. The 

amount 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.permanent pol­

icy is the amount accumula.ted in the 

savings fund at the end of the speci­

fied year. 

b. Average Annual Rate of Return index figures 

given out in [state] by insurers or inter­

mediaries shall be calculated separately 

for males and females and shall be based 

upon the following assumptions: 

6 
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i. As to YRT premium rates: 

YRT premiums E (1,000 q) (K) + $0.90 + 

. $25/5 where K equals 1.00 for ages 0 

through 14 and 0.95 for ages_ 15 and 

above, 5 equals policy size in thous­

ands and 1,000q equals the mortality 

rate for age x shown in subsection (9); 

ii. A~ to element~ 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 p~yable for benefits other 

than life insurance. 

c. 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~ 

.~ies. For purpos~s 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 amo~nt to ~hich the policyholder is 

entitled under the contract for tha~ year. 
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d. Average Annual Rate of Return index figures 

for annuities shall be the annually com-

pounded interest rate, or yield, on gross 

premiums paid over the selected holding 

period. 

Note: A discussion of the Linton Yield method may be found on 

pages 28-30 in the Analysis of Life Insurance Cost Comparison 

Index Methods, prepared by the Society of Actuaries Committee 

on Cost Comparison M~thods and Related Issues (Special), 

September, 1974. Further discussion on the "low· YRT rates to 

be used in comput.ing the Linton Yield,which ar~ the rates sp.eci­

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 contains ..... 
necessary consumer cost disclosure information_ in substan~ 

'. 

tially the same format for all companies, as specified by the 

Commissioner. Appendix 2 to this rule contains a Preliminary 

Policy Suminar.¥ form for Whole Life and Endowment Policies. 

Appendix 3 ~ontains a Preliminary Policy Summary form for Term 

Policies and Term Riders. 

(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: 
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1. The name of the company and Generic Name of 

the policy. 

2. The policyholder's age and sex at issue. 

3. The annual premiums and guarante~d amount pay­

able upon death for representative policy years. 

4. The average annual rate of return for five, ten, 

twenty and thirty years. 

5. A statement warning that early termination of 

6. 

the policy will result in the loss of the addi-

- tional premium, if such is the case. 

Language substantially similar to the notice 

located at the top of the Preliminary Policy 

Summar ies in Appendices 2 and 3. 

7. The signature of the soliciting agent and the 

date on which the summary was prepared. 

8. Such other information that the Commissioner 

may determine is necessary ~o fully inform the 

purchaser of the basic features of ihe policy. 

(i) Preliminary policy Summary for Annuities. For the 

purposes of this -r:ule the Preliminary poricy Sununary 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. 

2. The policyholder's age and sex at issue. 

3. The annual premium for the policy. 
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". The average annual rate of return on ·gross 
. 

premiums paid for five, ten, twenty and thirty 

years. 

5. If the annuity contains both a guaranteed and 

current rate t~e average annual rate of return 

shall be shown for both. 

6. Language sUbstantially ~imilar to the notice 

located 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. rn the case of flexible premium annuity con-

tracts the information 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. 

(j) Policy Summary. 1. For the purposes of this rule, 

Policy Summary means a written statement in substantially the 

same format for all companies and describing the elements of the 

policy including but not limited to: 

a. A prominently placed title as follows: 

STATEMENT OF POLICY COST AND BENEFIT 

INFORMATION. 

b. The name and address of· the insurance inter-

mediary, or, if no intermediary is involved, 

a statement of the procedure to be followed . 
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in order to receive responses to inquiries 

regarding the Policy Summary. 

c. The full name and home office or administra-

tive office address of the company in which 

the life insurance policy is to be or has 

.3 been written. 

-" ) ~l 

'" 

.~ 

d. The Generic Name of the basic policy and 

each rider. 

e. The following amounts, where applicable, 

for the first five policy years and repre­

&entative policy years there~fter suffi­

cient to clearly illustrate the premium 

and benefit patterns, including but not 

nece~sarily limited to, the year for which 

the Surrender Index is displayed and at 

least on~ age from sixty through sixty­

five or maturity whichever is earlier: 

i. 

ii. 

iii. 

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 

regardl~ss of the cause of death other 

than suicide, or other specifically 

enumerated exclusions, which is pro-

vided by the basic policy and each 

optional rider, with benefits provided 

11 



f. 

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 basic 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. 

(Di v idends need not be displayed 

beyond the twentieth policy year). 

vi. Guaranteed endowment amounts payable 

under the policy which are not included 

under guaranteed ~ash 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 arrears. 

If the policy loan interest is var iable, 

. the Policy Summary shall include the maxi­

mum annual percentage rate. 

g. The annual percentage rate of interest 

if the premiums are paid more often than 

once a year. 

h. Surrender Cost Index at the twentieth year. 

Separate indices are displayed for the 
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j. 

basic policy and for each optional term 

life insurance rider. Such indices need 

not be included for optional riders which 

are limited to benefits such as accidental 

death benefits, disability waiver of pre-

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 

tha..n one life. 

For cash value insurance policies; annui-

ties, and additional first year premium 

policies, the average annual rate of return 

if the policy is held for five, ten, twenty 

and thirty years. 

A statement that the purchaser can return 

the policy within 10 days after receipt of 

the policy and receive a full refund of 

, all premiums paid. 

t.A Policy Summary which includes' dividends 

shall also include a statement that divi-

dends are based on the company's current 

dividend scale and are not guaranteed. 

1. 'A statement in close proximity to the Sur-

render Index and average annual rate of 

return as follows: A further explanation 
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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. 

2. The policy Summary must consist of a separate 

document. All information required to be dis­

closed 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 

years of the policy may be represented by a 

single-n~mber if it is clearly indicated what 

amounts are applicable 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 

covered under one policy or rider, guaranteed 

death benefits shall be displayed separately. 

for each insured or for each class of insureds 

if death benef·its do not differ within the 

class. Zero amounts shall be displayed as 

zero and shall not be displayed as a blank 

space. 

3. If the Policy Summary is for an annuity con­

tract, in addition to the information listed 

above which may be applicable, the policy sum­

mary shall also show: 

14 
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i. 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. 

ii. On the same basis as for item i. except for 

guarantees, illustrative annuity payments .. 
not greater in amount than those bised on 

(1) the current dividend scale and the 

interest rate currently used to accumulate 

dividends under such contracts, or the 

current excess interest rate credited by 

the insurer, and (2) current annuity 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-

sidereda current dividend scale or current 

excess interest rate •. 
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iii. In the case of a flexible premium annuity 

contract, the infor:nation 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. 

·c 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 (state] Buyer's Guide to 

Life Insurance at the beginning of any sales presentation. A 

properly filled ou~ Preliminary Policy Summary for a life POlicy, 

first year premium policy or annuity, as appropriate, must be provided 

to all prospective purchasers prior to the time they are provided 

an application for a policy. If a whole life or endowment policy 

has a term insurance rider, a separate Preliminary Policy Summary 

must be provided for the basic policy and any term riders. 

(b) Insurers that do not market policies through an 

intermediary may·provide the Preliminary Policy Summary and the 

[state] Buyer's Guide to Life Insurance at the time of policy 

delivery, provided they: 

"1." GUarantee to the policyholder a 30-day right 

to return the policy for a full refund of pre-

mium, and 

2. Alert the prospective policyholder, 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. 
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(c) The insurer shall provide a Policy Summary upon 

delivery of the policy. 

(d) The insurer shall provide a (state] Buyer's Guide 

to Life Insurance and a Preliminary Policy Summary to individual 

prospective purchasers upon reasonable 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 information, so long as they are clearly disclosed. 

(f) If-the provisions of Sections 5(a) and (c) are 

fully complied with the purchaser shall have the right 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} 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 re9lilation~ Such file ,shall contain one copy of each ' 

authorized form for a period of three years following the date 

of its last authorized use. 

[Alternative Paragraph 6(a)] Each insurer shall maintain at 

its home office or principal office; a complete file containing one 

copy of the Preliminary Policy Summary and'Policy Summary for each 

policy that it issues. Such documents shall be maintained for a 

period of three years after the policy is issued . 
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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 

company which he or she is repre.senting to the buyer. 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 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) 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. 

(f) A presentati'on of benefits shall not display guaran-

teed and honquAranteedbenefits as .a single sum unless they are 

shown separately 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. 
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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 maximmn annual premium. 

(7) EFFECTIVE DATE. This rule shall apply to all solicita-

tions o·f'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 requirements of ·the rule 

through alternative approaches. 

(9) YEARLY RENEWABLE TERM INSURANCE MORTALITY RATES. The 

following mortality rates are to be used in detemnining YRT pre .... 

miwus for calculatin-g Average Annual Rate of Return Index figures. 
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MORTALITY RATES PER 1,000 

Attained Male Female Attained Male Female 
Age (x) Lives Lives Age (x) Lives Lives 

0 5.80 4.80 48 5.71 3.20 
1 1.33 1.22 49 6.34 3.52 
2 0.84 0.72 50 6.94 3.84 
3 0.65 0.55 51 7.56 4.15 
4 0.53 0.48 52 8.32 4.48 
5 0.48 0.42 53 9.20 4.84 
6 0.42 0.37 54 10.09 5.23 
7 0.39 0.33 55 11.00 5.67 
8 0.35 0.29 56 12.06 6.16 
9 0.32 0.22 57 13.26 6.70 

10 0.31 0.25 58 14.60 7.27 
11 0.31 0.26 59 16.06 7.87 
12 0.33 0.27 60 17.69 8.52 
13 o. <l2 0.29 61 19.55 9.21 
14 0.52 0.31 62 21.61 10.00 
15 0.73 0.36 63 23.75 10.83 
16 0.87 - 0.36 64 25.83 11.81 
17 1.02 0.37 65 27.99 13.07 
18 L,18 0.38 66 30.34 13.72 
19 1.29 0.40 67 33.04 16.80 
20 1.37 0.41 68 35.92 19.28 
21 1.46 0.44 69 39.27 22.28 
22 1.52 0.48 70 42.90 25.69 
23 1.47 0.53 71 46.45 29.43 
24 1.32 0.60 72 49.96 33.43 
25 1 • .25 0.66 73 53.72 37.30 
26 1.22 0.70 74 58.16 40.72 
27 1.19 . 0.70 75 63.36 43.59 
28 1.17 0.70 76 69.04 46.36 
29 1.13 0.71 77 75.09 49.38 
30 1.15 0.75 78 8L98 53.45 
31 1.22 0.83 79 89.68 59.01 
32 1.28 0.93 80 96.68 66.03 
33 1.32 1.04 81 105.42 73.80 
34 1:";- 34 1.14 82 113.40 79.38 
35 1.40 1.21 83 122.90 86.03 
36 1.49 1.23 84 135.00 94.50 
37 1.60 1.25 85 149.17 107.40 
38 1.75 1.29 86 165 .. 94 122.80 
39 1.91 1.37 87 182.12 138.41 
40 2.12 1.47 88 196.71 153.43 
41 2.36 1.59 89 213.16 170.61 
42 2.66 1.74 90 229.66 188.32 
43 3.02 1.91 91 246.98 207.47 
44 3.45 2.10 92 262.03 225.34 
45 3.96 2.32 9.3 276.79 243.58 
46 4.51 2.58 94 302.02 271.82 
47 5.09 2.88 9.5 338.33 311.26 

20 
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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 age~ 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 Trans-

actions of the Society of Actuaries, Publication Year 1963, Number 

2, 1962 Reports of Mortality and Morbidity Experience . 

. (lO) PENALTY. Violations of this rule shall subject the 

violator to (Insert applicable state statute or r~ulation) . 

(ll) SEPARABILITY. If any provision of this rule shall be 

held invalid, the remainder of the rule shall not be affected 

thereby. 

21 
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CONGRESS Of THE UNITED STA n:s 

HOUR 01 IU7I1DDlTAt1YU 
~"'fnu _ ..... ..., ..... ......-.-.t"-.. -_..".. _ .,....,. .. ft ............. ..:z 

.AlHI"1iTOII. DL _II 

October 12, 197. 

Mr. E. J. Voorhis 
CO~i5sioner of Insurance 
State J~aTd of Insurance 
1110 San Jacinto 
Austin, Taxas 7.716 

De't Mr. Voorhis: 

----.------------.. .. --.....-
., ---=-:::::::::= 

-~-
-:" •. :-:.::: ... -.---

Thank you for your letter of Septeaber 25, 197. 
concemin, the life insurance hearin,s conducted by this 
Subc.ommittee. As you note, your letter to ae of July 24, 
197. vas used by Subcommi 1:-tee counsel durin. questionin. 
of the National Associatipn of Insuranc.e Commissioners 
(NAle) representative. 

In all honesty, I do not believe that the portions 
of YO,ur letter quoted durin, the hearin, tended to lIislead 
the HAIC witness concemin, control of policy :ll&nipulatioll 
by your department. Hovever, I certainly aaree vi th you 
that the printed hearin,-record should show the coaplete 
text of your letter. I will include your'Septeaber 2S 
-letter of clarification in the record as veIl. 

Please be assured also that at the ti.e the Subcoa­
aittee counsel coamenced questionsconcernin, your July 24 
letter, a complete copy of it vas provided to the NAIC 
vltness, the aeabers of the Subco .. ittee, press represen­
tatives, and anyone else then present in the hearin. rooa. 

I appreciate your 'interest in our hearinl. If you 
have any further concerns in this re.ar please 40 not 
hesitate to contact ae. 

JEM:jss 

relYf& 
J, 

JOHN E. WlSS 
ChaiT1llan 

SubCOl!1llittee 0 
Oversi,ht and Inyesti,ations 

cc: Mr. Richard A. He"in,s 
General Counsel 
Hational Association of Insurance Coaeissioners 
633 W. Wisconsin Avenue 
Mil~aukee. Wisconsin 53203 
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~ Wtn7W7UHZ,~ ¥' Jgu4a~UJ.' 
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....... u .. nONe: 
..... IrTt.,~ 

AUlust 4, 1117. 

J.ife Insurance Association of Nassachusetts 
11 leacon Street 
loston, Nassachusetts 02101 

A.erican Council of Life Insurance 
1130 Pennsylvania Ave., H.W. 
lfashinlton, D. C. 2'0006 

Chapter 101 of the Acts of 1977 (Section 21. of Chapter 115, 
M.C.L.) specifies certain standards of readability for .ost life 
insurance policy foras filed in Massachusetts after June 30, 1971. 
Policy forms approved or deeRed approyed prior to July 1 of this 
year .ay 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 live advance'indication 
of the procedures the Division of Insurance iDtends to use in re­
viewina life insurance policy ,foras SUbject to the n_ law. It 
is expected tbat our standards for review will include the 
followinl: 

(1) 

(2) 

(3) 

All policy for.s .ust conform to the objective 
standarels of the law vi'th respect to :readabiU ty 

'and fo~t. 

A policy s-.ry satisfactory to the DiYisioll of 
Insurance .ust be a part of an policy contracts 
issued after July I, 197t • 

• AD a,ctuarial _.arandu. IlUst accolllJlany each 
sub.ission. _ We expect to require' in such 
.e.oranda Yearly Information and Su .. ary 
Information st.ilar to that proposed by 
Professor Joseph N. leltb in the Dece.ber 
1975 Drake Law Review J'nsuranceLaw Annual. 

Attached to this letter is • draft of a whole life policy 
su .. ary we believe is ~conducive to understandability of the 
fora." (Section 21. (f) of Chapter 115). An- analolous su .. ary 
would epply to endow.ents. A differellt su-aery would be lIece.· 
.ary for tera policies. No sua-ary caa be accepted If It is 
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We feel ~he most impor~ant contribution to under5tand· 
abili~y ~hat can be aade by a ~nole life summary is ~he 
disclosure of meanin~ful cost information. For tha~ reason, 
the policy summary includes rates of return on the savinRs 
por~ions of whole life policies calculated by the vell·known 
Linton Yield Me~hod. l~ will be recalled ~ha~ on June 7,·1971, 
Commissioner Stone indicated an Intention to follow this for.a~ 
durin, a mee~inl attended by representatives of your respective 
associations; he invited comments at that t1me. . 

We reali~e that a Rate'of·Return (ROR) disclosure system 
differs froa the HAIC Jnterest-Adjust.ed .'ethod (JAJoI) currently 
bein£ ur,ed upon the states by the life insurance industry. 
We believe ROR to be superior in understandability for these 
principal reasons: 

(1) ROR may be used in comparinl dissimilar policy 
foras; lAM aay not be. 

(2) ROR produces 1ndices which have a convenient 
frame of reference for the public. A 4.S\ 
return, for example, has an indcpendent 
aeaninl to the averale buyer, while $4.00 
per S1,000 per year, for example, is me·aninl­
tul only in the context of a rlnle of costs for 
a particular plan of insurlnce, a particular 
ale at issue and I particular policy size. ~ 

<~) loth aethods depend on assuaptions. lAM 
requires the assuaption of an interest rate; 
S\ Is the current standard. Roa requires the 
assulIIPtion of a" schedule of terlll insurance rates. 
If tera insurance rates are more stable in the 
future than interest rates, ROa will in this 
sense be more consistent over time than lAM. 

We continue to ,welcome your comments on the proposed 
policy su_ary. It is likely the policy su_ary can be 
improved upon scrutiny by actulries, insurancelavyers and 
.. rketin, experts. My staff and I are available to aeet 
with you in loston at your convenience. 

We WOUld appreciate your coamunicatin& the.sense of 
this Jetter to your respective memberships. 

Very truly yours, 

~~~~ 
Directar, State Ratin, lureau 

JIUI:bw 

a 

i 
1 
i 
l 

t 
I 
1 
1 
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Hassachusetts Whole Life POlicy Summary 

This is a summary of your life insurance policy •. A 

life insurance policy is a legaJ contraet between you as 

tbe owner and tbe company as tbe insurer. Its purpose is 

to provide an amount of lIoney upon your death, or tbe in­

sured's death if you are not the insured, to tbe person 

you designate. In exchange for that benefit, you agree 

to pay premiu~s when due. Cbeck the last page of this 

policy summary to make sure the type of policy and amount 

of insura~ce you requested are correct. 

In this policy summary. some of the basic concepts 

of your life_insurance policy are explained. All life 

insurance policies, ho~ever. are compiex. Hot everything 

can be explained here. Massachusetts law requi~es that 

IIOSt personal insurance policies be written in clear, 

readable English. If you bave any questions about your 

policy that are not answered in this sUlDIDary, the policy 

itself may contain the answers. If not, ask the agent or 

the company. They are available to help you. 

You have ten days aher receipt' of this pol icy to 

review it. If you decide you don't want to keep it, 

return it to the agent or the company-within the ten-day 

period and you will receive. refund of all 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 lone as 

you pay premiums when due. The most popular form 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 tera of one or moro 

years. Death benefits are paid only if you die within 

that period of time. Term insurance in its simplest form 

annual renewable term insurance -- gives you the riiht oach 

year to rene.w the policy for one acre year. but at a hI&het 

premium. A more common (orlll of term insurance is five year 

renewable term insurance, on which premiums increase only 

Once every five years. 

All whole life policies have this in common: you ~uy 

less life insurance for your premium dollar initially than 

with a term policy. but the premium does Dot increase when 

you ,et older as the term policy premiums would. FOT ox­

ample, if you buy a $10.000 policy at ale 35. the whole 

life premiua milht be $200 and the term premium $60. Iy 

the ~ime you are 55, ho"wever, the term premium" would have 

increased to about $200; by 65 it might be $450. 
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Whole life insurance policies are sometimes known as 

cash value insurance. This is because, durin& the early 

years, the premium is much higher thar. the amount needed 

;-to pay death claillls. Nost of the excess goes to develop 

a fund, called the ~ value, vfiich grows over the year •. 

Interest earnin.s on this fund help pay for the cost of 

death protection each year. If you die, the co~pany viII 

use the cash value to pay a part of the policy's death 

benefit. FOT example. if you buy a $10,000 policy at age 

35, by .ge65 the policy might have a cash value of about 

S5,OOO. The cOlllpany then needs only an additional $5,000 

fro. its owe funds to .ak~ up the $10,000 face amount. 

If you keep the p,olicy beyond age 65, the cash value 

continues to increase and the additional amount the company 

viII need to pay a death claim continues to decrease. 

Whole life policies, then, can be viewed as a com­

bination of an increasing savings element and a decreasing 

.mount of pure life insurance protection. This is the .ain 

reason vhy the premium does not increase as one grows older. 

Although premiums on • vhole life policy are usually 

payable for life, they .ay instead be paid in higher 

amounts over any term of years. A policy vhose premiums 

are payable until .ge 6S is call,ed Life Paid Up at 6'5; 

if pre~iu.s are payable for 20 years, the policy is called 

Twenty Payaent 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 correspondift,ly 

less. For exampl~, after fifteen years of pay~ents on a 

$10,000 Ordinary Life policy issued at age 3S, the ca.h 

value would be about $Z,200, but, under a Twenty Payacnt 

Life policy, it would be about $3,600. The last paie of 

this !'ulllJllary shows the payment period for this policy, 

Alth~ugh whole life policies are designed to provide 

insurance protection for life, many policyholders su~render 

their poli~ies when they reach retirement age in order to 

use the cash value to purchase a monthly income duriftf 

r~tirement. One of the features of a whole life policy 

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 cI.!a. 

Amount of Insurance 

Most life insurance policies p~ovide a level face 

amount of insurance from year to year; many policies. 

however, are designed so that the face amount varies. 

There are endless variations. 

On the last page of this summary,t.ha face amount .f 

insurance is shown_ If the face amount varies In any -ay. 

this will also be shown. If you have agreed to add any 

1cind of te.rm insurance rider to the policy, the total "~th 

benefit will be shown, inCluding any year by year va,ialion. 

. __ .-
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Premiums 

The yearly premium on your policy is shown on the last 

paie of this summary. An)' year-by-year variation in premiums 

is also shown. If you were charied an ex~ra premium-due to 

a health problem or for any otNer reason. that too is shown. 

You usually have the riiht to pay premiums aore often than 

once a year -- monthly. quarterly or seai-annually. There 

are extra-charles for this riiht because expenses ar~ hilher 

and because the ·company cannot earn as lIuch interest as it 

_WOUld if it received the full premium at the be&innini of 

the year. If the cost for this riiht exceeds an Annual 

Percentai. Rate of 12', the rate is shown on the last page 

of this sUlIIJDary. 

Althouih premiums are due on a particular date or 

dates durini the year, the law allows you to pay any premium 

without penalty durini a grace period of thirty days after 

the due date. Most companies allow thirty-one days. If 

you foriet to pay the premiums within the irace period, your 

policy viII lapse unless any accumulated dividends-are suf­

ficient to pay the premium or you have elected the ~­

lIa~ic Premium Loan provision. If the policy lapses, you 

have the ri&ht to reinstate the policy -- put it back in 

full force. Most cOllpanies allow reinstatellent without a 

health statement and without charie except for prelliuas due 

for a period of time usually a lIonth -- 'after the end 

of the ,race 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 fea~ure. 

~hi~ ~eans that af~er the policy has a cash value you may 

borro ... on your policy for any purpose you wish. The lIaxi· 

mum allount ~hat can be borrowed Is lenerally the .moun~ of 

the cash value on the next premium due date less interes~ 

payable on that date. The policy loan interest rate is 

~hown on the last pale of this summary. This rate may be 

compared with Annual Percentale Rates required by the 

Federal Truth-in·Lendinl Act to be disclosed on consumer 

credit transactions. Interest is charled only for the 

actual number of days the loan is outstandinl. Tber.e are 

no hidden loan charles •. There is no requirement· thft the 

loan be repaid but interest is due annually. 

The amount of any outstandinl loan and interest on it 

will be deducted froll· the policy proceeds if you die OT 

surrender the policy. 

Dividends 

More than eighty percent of po)icies sold in 

Massachusetts pay dividends. Such policies are called 

participating. Check the last page of this summary to 

see ·if this is a participatin~ policy. 
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In calculating premium rateS for a policy. the company's 

actuary .ust make assumptions about future .ortality rates. 

interest rates and costs of doin, business. It is. !,f couz:se. 

iJllpossible to predict the future accurately so COlapanies 

sellin, participatin, policies .ake assumptions they know 

are quite safe and use dividends to adjust pre.baas in 

accordance with actual experience in the future. 

DiVidends can be paid in cash or they can be used 

in a number of other ways. such as the purchase of 

additional insurance. The choices you have are outlined 

.in the policy. 

Life insurance policy dividends, unlike dividends 

received fro. credit unions and savin,s and loan associa­

tions or from corporations, are not taxable when received. 

Instead they are considered premium refunds. 

I:xclusions 

There are certain situations In which. the co~any can 

refuse t.o pay the death benefi t under this policy. Suicid.· 

wi thin two years of the date of issue of the policy is 

.enerally not covered. If you ,avi a .aterial false state­

.ent when you applied for t.his policy and die vithin two 

years fro. its date of issue. the company .ay contest the 

validit.y of the policy. These are· the tw.o. principal ex­

clusions under a whOle life policy.· Occasionally, a co.pany 

.ay add a .. rider to the policy excludin, c::ertain causes of 

death. The last pale of this suaaary tells you if any 

such riders apply to you. 
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Ratc~ or" ;;rturn ------ -- .---
~nole life policies diffeT from one another in how 

much they cost. Sometimes the difference~ are very large. 

Because whole life policies include widely varying ~ix­

tures of pure life insurance p~otection and savings, com-

parin, relative costs between policies and among companies 

'is difficult. By malting an assumption about "hat 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 • whole life policy. The technique is to 

d~duct from tbe whole life premium each year (l~ss any 

dividend) the amount it would cost to buy as much ~erm 

insurance a~ is represented by the polity's pure insurance 

portion. The difference can be considered as a savings 

deposit. The Rate of Return, then, is the in.terest rate 

required to accumulate these deposits to ttle cash value 

of the policy at the end of the period 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 and twenty 

years. 

The Rates of Return shown are intended to assist you 

in two w~ys: to determine whether to purchase a whole 

life policy rather than term insurance; and to decide which 

of two or more companies is lowest in cost. If the Rates 

.... _---

j 
! 

I 
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of Return shown for this policy are high in comparison to 

another investment alternative, this policy may be con­

sidered more favorable in that respect. If they are higher 

than another company's policy you may be considerihg, this 

policy is probably 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, y~u 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 

after-tax returns on other investments. For example, if 

you are iri a 201 tax bracket, a ., Rate of Return under 

a whole Ii fe policy is about the sallie as a S' return that 

is fully taxable. 

Quite often, the Rate of 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 aeant for short term needs. A 

negative Rate of Return su£:gests you should not buy a 

whole life policy unless you intend to keep it for at 

least 10 and probably 20 years. 
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I~ is also important to underst3nd that the Rates 

of Re~urn shown depend on assumptions about what it would 

cost to buy term insurance. Term rates from a s~udy by 

~he Society of Ac~uaries were used to aale this estim.~e. 

Samples of these rates are show~ below. If you have 

access to term insurance that costs less, the Rates 

of Return on the whole life policy you are considering 

would be decreased somewhat. 

Average Yearly Rene~able Term Rates per Sl,OOO 

Amount of Insurance 

.Age $]°1°00 $2S 1000 Sloo 1000 . 2S $ .c.47 $ 2.97 $ 2.22 

JS .c.73 3.23 2.48 

.cS 7.16 5.66 4.91 

5S 13.85 12.35 11.60· 

If this is a participating policy, the company used 

i ~s current dividend schedule in figuring Rates of Return. 

Such dividends are not guaranteed .. You should Jceep .this 

in mind in comparing Rates of Return on participating , 
policies with the guarantees offered by non-participating 

poli~ies. 
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NAIC t'tocC'c.lin;. - 1916 Vol. II s.s 

I.IFE INSUI!M,:q: SOLICITATION MODEL REGULATION 

M:IIY -4. 1176 

$«lion 1. AUlhon!,::. 

This nde is Woptt"d :lind r~on,ul,1tC'd by (Ii:le oisupcn,isory a .. ll>or:ey) pu""uant 10 ..aions (-4(1) b) u( lhe \.:n(air ,,"oj 
Dcurtivc Acts:mJ I'ru"tic:n in the: Busine;i~ of Inwr,,"ce Actl of the ."'urance' C'OUc. 

Stction 2. PuTn~. 

(A) , The pUrpOK oC Ihis rc~ .. blio" i~ 10 rC'quire in!<Urc:n to dcli~'er to pUrChl:iCrI of li(e' insunn~e. informati,'" ..-hi.h \,-ill 
impr .. ,.-e II.: :'u)"cr's :IIbilictlo ~elc:.:e tne most lipr<ll'ri:lltc pia:'! of Iii" in~t2nec (or hill ncells. impru\c ehc hu)' 'r'5 

_dcn:=din,: oC the basic (catIUe'S oC Ihe polic~' which h:lls been rureh:ll~,1 or which' is under C'On~clr.ation ;on!! 
improY'C the ~bilicy oC the buyer co evaluatc tbe rC'bt;'~ COIlS o( simibr pl;uu oC liCe insurance. 

eu) This re""I:IIultn docs not pr"hibic Ihe u~ oC addilional nlatcrial which ~ noe in \iolawn uf this te",beion Cor any 
other (.~tc) natutc Ot rcJUbcion. 

SecLion l. SC'Orc. 

(A) FoX«p, as her.:a(rC'!' excmpu:.i. this rc""lation ",aU ac"ly co :my IOli .. -itacion. ne{:OLiation or rrocurelne'nr o(I;(e 
insur:mcc occurrin; ",;ehin this sute. TIlls rC~'\II;lcion wull .pplr to anr isMJrr o( liCe ilUut':lDCC concr2':~ i~: .. dir.; 
(raccrn~1 bcnrfie ~cicci;:s. , 

1. 

2. 

J. 

4. 
:-t", 

s. 

endit Iile inSurance. 

~r life insurance. 

Ule insunncc j'olieics issued in connec:ion with pension and ",~ICare plans u defined by a.QJ whieb are 
_bjc:ct 10 the Cedenl Emplorc:e Kccircmo:ru: lacomc Security Act of 197. (ERISA)., 

Variable' liCe inwnn::T under which rtK dueto I~~fi" :md cub ~~Iun wary in attardan« with unir \~luC'" oC 
invnuncno hdJ in ~ r.pU:lIC aeC'Ounc. 

SRtioli 4. Definitions. 

For chc purpown oC this rq:uwion. tN: (oUO\vinl: okr&nitiona ~I apply; 

(.\) ~C'!"s c.uj.~. A Burtt', CuiJe is a ~mcn( which C"Oauins. and is limiced 10, the lancuaEC C'Onuint"d in tbe 
Ap ..... adla (0 this rC"IUlalion OC' 1~I"u~ apprO¥Cd hy hide of 1Ut'ftV1&Or)' authority). 

(II) Ca'" nividcnd. A Ca..l. DivuknoJ is (be C1m'l"nt ilIu~tr:ate.J dh-ic.Icn.J .'hich can be aprlicd toward ra)'mcnt ur d.e 
pouP~mWm_ 

(C) j:s"w"lc:nt I ('Vel Annual pivi.kn,1. Thc E<tuivalcnt LcYcI Annual on·i..\enJ ill nlcula,cd br appl)"injt the (ollo .. ·in, 
I Mcps: 

1. AcC'Unlulare the annwl "ao;b divtdcn.J~ ac Ci ..... per':C'1It inccn-sc .:umpoun.JcJ &I .... ,ally co the end cof Ihc tcnth 
ad c~"Cfttictb pc.tl&c)- )·nn._ 

2. Divi.ic each accumulaeion of 5«ep 1. by In intCf'CR (aceor that convnts it into _ equiQicnt &norl annual 
__ nc chaco i( paiJ at the lK~nni", o( nch year. woulJ accrue lO tM nlun in Step 1. owr thc ~~li\~ 



~rio.h airul3lC'd in S'ep I. IC lhe: period is IC1I.ycan:.tbe (.aOf jo lJol07 aeW i( the paiod i5 rw..-nty YU"'. 
,he factor i~ H.719. 

J. Divide Ihe ~h .• or Step 2. b,. the numl"l:1' of IhouQnds of the F.qui,~e:tt 1~11>c2Ih Hcncf'it to &lTi~ al 

&be F.qui~lC'nt trW'1 Anna'" Divickn.!. 

(0) ~~.!~~ch /lC'ndit. Thc F.quiV1lent Lev.:I Death Iknefil of • ...,Iie)' or term life insur.n« ri<kr is :an 

arr.uunt c .1~",lucJ :as ,..,;10"'''' 

•• , J\cnu"ulare IhC' ~:ar:lnto:ecl :amount p3)·:ahlc urnn .k:1lh. rq::u,lIn. of the c:au .... of Jc:alh.:al tho: hq:inninl!' cof 
~b puli.:r yar for len :anJ twmty ynD :It.Ii¥\: pn "n, in(crn~ cNu('C"un.lc:d Innu:llly t.\ III" C'nJ of the 

Imt" :an,1 u'TrltiO:lh rali.:}" ynn rnpc:cti ... ·ly. 

2. Di.·iJe ca.:h :I<;CU "'u 1:11 iua vf .. lq> 1. by :an iIlJ<:n:'" { .... 10f' lhal ,,·n,·cn .. " InIO nllO: C1luiv ...... m Ic-\"\:I :InIlU;" 
an1ftUnr th:al. if raiJ :It the b.:;in"in; "f e:lch r~'If. "'uuIJ an:nlC.· 10 tll4: ,-.. Iu.: in..rCJ> I. u,,..r ,he rO:~"'·'·li ... 
rcric"'- Rip"l:ate.1 in Oier 1. .f (hc ",·riu.' ;.. te-n ~.,"':I"'. thc r",,, •• ;, 1.1.201 an.1 if the J'Cr;,"" i~ '''.:n,y ) . .::a",­
rhe f:a'-"tw b. H.119. 

eEl Ceo ",-""" l'\; .. ~~ G..-neorie lII"me: IItC:In ....... Uft ,ilk .·hio·" ;.. .... "'4Til'ti,,· uf ,h,' prcmium :anJ h,~n\"lil r:au,or"" uf :a 
ruti'T or :a r\J,or. 

. 
I. !!!!'!~!'.:!!!.~'.:J:!!!!!:<::!!:.'£'"~~. 11 ... · Ij,..: ."' .. r: ..... ,. Surr~:n.k-r C.t..( ''Jot..-" ;.. "";11,,,1 .. ,,·.1 loy "1'1'lyil1~ .h~· 

2. 

... IIt.willl= ~O'r" 

.I. u .. ·'eni.i .... · tI,o' .. ."",:allle,·,' ,· .... h """CII.!..·' '';''Uo: .•• ;.u'~ • .II,.,.ii .. I.1.- al ,ho' ,,·o<l .. f ,h,· .... ,,1, .. n.II"""1i,·I/, 

,..oIi,·~ ~ ,''''''. 

••. '· .. r '''"1;'';'':11''1): .,..oI •. ·i,"". 01.1.. tho· "'nlll",,1 .I,,· ...... ! .. I r'" ,,10k u.'<'" "''''''''1.-,. ;1 ""~'. I.. ,ho' 
".: .. "\III1I1I .. ,i .. 1I ", tlto; ..1II1I1U;l1 {.:II..!, 1);,;'1.-, .. 1 ... 011 11\.· "'· ... ·'·nl in"·",, , .... 11 ...... " ..... 1 "n:I .. "II~ '" tI .. · 0'".1 
•• f ,,, ...... " .... , ... ·1.· .. '0: •• :In.1 ... LI II ........... I .. rI,,' ...... ·un •• 1.:, .. ·"lIi • ...,.1 in ""I' ;I. 

,'. ni,·i.I,:- II,,: ,. .... ,It ,of' ""'r I,. ,,,,,':1. I· ... ~:u ..... nlC'oJ ... ·.'" ·1",:io·;..~lloy an .nln." (:I ... " .. Ih:ll oll'1\,·rr. " 

ilH" ;at, ''1 .. i, .. I .. ·.1I 1..· .. ·1 .... lIu,,' ;I"'''U'" Ilu,. if r.l:J a, 'h" 1"1-';lIlIin~ ... ,." •. " ~ ".I'. \\ ... ul.1 .. ,.,.1'\1 •. I .. ,I.,. 
'';lillie' in ""1' h. ''''''1''', I." t:', .. , .... ",,·.1 , ...... , rul;,·i".' o,·,or ,h.: ,,,""po·o·",,, I ... ·rit ...... ,i.,ul;ol,·.1 ill ""1' ... " 
,h.: pl·r"'" ;.." ... ~·o.,.r" Iho·I",I ... i .. D.':"; .. ,kl ii tho: 1"=,;"'1 i, .... "nl~· y .. .,., ... lh.: I",·, .. r i .. 3~.il·J . 

.t. 1) ...... T .. llno. lis" "'IU,,· .. "'"1 I ..... ·' rr\"llliUIU h~· :a"'"\Imui:rtinl! ".-I, .. nnu:l1 rrcomi .. ", r"~'"lalc .... , ,I,,· I.", ... : 
1",1t.·y .... ",I .... ;0' Ii,,· ,,,:,,,.'" i""'r,"" ' .. ..,,('Uun ... ·J "nnu .. l1~ h' 'hc .... ,,1 uf tI ... · ..... ';, .. 1 -I irul .. ,,·.1 i ... "." 
lI. an.1 Ji,-;.Iill;: 'I .... "",It h~· Ihe: h.'f'C',·,i'1; fa .. ·:. .. " "alo·J in .. ..,. c. Ith;" :am .. "", ,,' Ih,' ""lOu,,1 

,.,..-nuulII r:O~';I"1c "'r a 1, .. · .. ·1 1","t1lium rlan\. 

.... "".tr~t ,h .. , ...... h .. , "'-1' c. Crona ..rC'P oJ. 

I. 'In"1Jo.· Itt.: I'l"'Uh u( .. ep c. 10)" d,... nunder 0{ dlUu~nJ.. of d:c: ~ui"''''"ft' '.oL~1 '~";Ilh Ikll.:l;1 III ~r,i .. · 
.1 lit.- t.i(,· InwulUlo;e ~uft'C'n.kr <.:.u..t Indc;.x. 

tif.: I_ran ...... N.:r .. ~\·rnm' ~ InJex. l1tc- 1..ifC' I""'DR" l'\;n l'2ymc:nc (~t "'.lC'x ;,. CkUi:l'L,,1 in Ihe 
;;'~IC' Il12nn.:r ~. t~~~:IIhlc; '..irC' 'n.ur:an~·e- (::aN InJ.:;\; ex .. Tpt thar rhe aNt .... r~l..J.;r ,al...: :an.1 ~ .. ~. 
lCnIau~ &Ii,·idauJ arc lei af 1ftU. 

I 
I 
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(C) Poli,y S~m:lfy. For th~ purpows o( this rr&;ul;nion. Policy Summary mesnl a written U2tcmcnt de~i"in!l: Ihe 
~Ie/l ... -nb o( the vo:i~ in..:luJinl: but not limilc.J (0: 

1. 

2. 

3. 

4. 

S. 

A prominer.:I)" plaC'ed rielr u (oflo~,: STATE.\IE"..,. OF POLICY COST A~n lCF~F,nT IN FOR.\1J\TIO:-l. 

The' nsnlC' a.,J aJJr~S!O of ehe imur:tnce I~nt. or. ir no sr.en~ ic invol\'rJ. :I sutenlC'nt o( Ihe procedl're 10 he 
toUow.:.1 i .. :nJ.:r h) (.:o:<:i\·,· h·~pUIISC. tu i"'lUi,ic:a rrlC-JrJintc :1 ~ I'.lli,"> SUlllnury. 

The (ull name snd home o((ic:c or admini~f2ri' .. e n((j,,~ s.1Jro. o( Ihe eum!':&ny in whi"'~ th,,' life in",r"nee 
poliC)' is ao Uc or hb bee-n wricCC'n, 

The- Ccnerk Nsft1C' u( ahc b",~i~ puli.:)" 2nd Q.:h rider. 

The (ollowinjt amounu, ,,"htre appllo:able, (or the first lh-.:- poliC)' ran; anJ rc."f're~:nt:lti\'C policy y'::lr.& 
chcrQflC~r w(fi.:icnt tu denl)' i1JUStr3Cc the premium and lIcndit pattcrns. inr:Ju~in;:. hut not IlCee"'Y~i:y 
linuted to, the )'nrt (or ~'hi:h Life Insurance Cou Indu:e. arc ui':,i:zyt'J ;UlU at JCSlit one z~ frum sixc)" 
rhrouJ:b l'iaay·(j\oc or msruriey whi.:bc¥cr i5 t'ulier: 

L The mnuaJ p~miunl f.'f th.: basic policy. 

b. The: snnual pr.:mium (or esch optional rider. 

c. GuuanTc:cd 2nlOunt raya"J.: upon death, at rht' ~~nl1inl! of the: policy }'C2l' rq:arJlcss o{ ;1Ie ~AIl~~ ,,( 
denh other ch3n suieiJc. or othcr llpceilicllr t'nunlt'raud cxduWons. which i~ p:o\;J.:d b)' th.: "a.ic 
policy anJ each Of'cionai ri.Jcr. wiah bendiu pr~;ded undt'r the b~ic roliey 2nd nch cult'r w,u""11 
scp:uatC'I)' . 

d. Toul'par3nrct'tf (lIch surrl'n.ler vsluC'c at the md of thr )'Q~ .-i,h \ .. Iu(') shown ~u2tc1y f(\r t!-.<: 

bui~ l>oli':fmJ c2.:hn.J.:r. 

e. Cash ni .... lt'n.l~ payablt' st the md of th~ )OCU wiTh valucs shown SC'psraTt'ir (or tht' ba..qC' policy 2nd 
each ridCr. (LJivi.JC'n.hi ne:cd nor bo: dispbrcJ bc)'ond the t\V('ntic:th policy )·nr.) 

r.. Cuaranrc:cd t'ndfo)wmcnt &nlountspl),wlt' undC'r the poliC)' _-bicb arc not indudcd under ru-ar-Jncc,'J 
cash surrenJer va!UCli above. 

6. 11.c e{fecti~-e policy 10m annual ~rce:nut:t: inrer~t rate, if tht' policy (Oncain!! thi~ provi,ion. spC'cUrinlt 
.. bethcl chili r.atc is applie&J ir. wV2na or in arrt'arl. If thC' policy "'2ft intercsT r.cc is variwle. dlt' f'ulicy 
Sumnurr includes the muimum 2nnuaf pe-rc.:ntal!;: racc. 

7. Li(t' In'Q:uncC' Com 1n.-f~~~,,!_rC"1_:lnd . .!.~'C:'nt)"_)m but in no cst' .... y'mJ th.· !>rcmium rari::~ r(,Ti...J. 
Sqtsra,c inJc:xa '&rC"Jisifb~"t'd fu~ tlat' hasic pulicy anJ {or Qch ortion,,1 tt'rm li(e insurancC' ridrr. Su.:h 
in.kxt's nceJ not be include,J for OJ'rion21 riJo.-rs whi.:h uc linli,.:J co benefit,; !oUch' as xci".:nf.,! .!r.IC!1 
locmcfib, Ji~hiliT>' wai~r of pn:miun •• prclinlinsty term li(e inliUrall':c Lvv.:r2&:'!= o( Jess than 12 moen I", all.1 
~hll"":.J insunhility t.c:ncfitl nor for "me rolicin or Of'tion21 ridc:r~ C1)\-.:rin, morc th2ltoftc life. 

I. The Equi\,.lcnt l..cwf Annul" niv~.:~, in the nsc of raniclpsrins: policies and psni"irstinJ:' npcinn:l' 'enl1 
IiCo: n.uc.nee n.Jcn. under the same cif'C\ln~lln("n and (or tht' anlC durse,nns u whidl Li(t' 1n..ucsntOC Cu~t 
Ithk"e's are diiplsyc'd. 

t. A Polic)' SUrnll\2ry which ind ..... ~ tJi,;dcnd. ~h211 .lliO include a Ifarc-mcnt du( di~·idcn.Js :In: b.li..:J on (Itt' 
comran)"s ntnellt divi.lcn,1 <'--:lle and ate nnt S:U:lUlltC't'J in ~,l.Jition co a ,r:leL'TlIC'nt in dn-;c rro:oc:jmit)" ell th.' 
Eq"iV'AI~nt l.aoo:l Ann":ll Di,;ckr..J •• fnllo .. ·s: An cxrbna(ion o( (ho: inecn.le.l UIC' ul the Equi,-:IC:II( I.nd 
Annual LJi\-jdend is incJu.Jr..J in the Li(e hisuranc:c !tuyn's CUNC. 
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10. 

11. 
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/I. ,;ute"n ... ~t in do..C' rl'Cxi~jt)' '" th:: l.iCe !nsunneC' CO~ !nd~:te"1 u f"IIU\V'S: An explanation of t"e 
inte"n,I.:.! ,,~ of the...: in.lc:xa; i, pt'oviJc:..! in (be LiCe In",&rance nuycr'a Cui..!e. 

The' dare on which the Puliey Summ::u,)" j, prcp;&r.: .... 

Thc rQliey SUIII .. lary emut 'oIIui..r o( a M.,.;&r~le Jocum>:nt. An i.,(or~li\Jn required l:l be di~lo:;cd mUSI !le ~l out 
in IoUdI a nunner iU to) not minirniL.e or ren"'"" 2n)' Itnrrio:l thereoC ul 5Cun:. I\n)" ~n,ount~ which re~in 11:'-.:1 (oJr 
1"'0 or n"ttl.· )"nrs ~ rhe polk)" m;&y he reprcs'!nh".1 l>y a lin;.:!e nUnlb.:r if it i. ckuly inJic:lIc·d wha~ amllnn" ue 
","'pli,;,ll.!c (or C"2l:h pc.!i .. "Y rC:lr, Am.>unb in ite"In 5 .. I thi' ~inn ~hal' t.c: lasted in toul. 11m I'n ;& per r1;"'ac~n.lll(\r 
rn unir lAsis. If' mure tban one i_red is co\·cn·cJ undC'f one polit:)' or rider. J:Uuanr':e"d de:nb belleiiu shall lIC' 
di~:'!.1)"c.1 M"J':or.ucly (or nch in",ur,',1 ~ lor C'leh .. b .. , 0)( in,u,,·.I .. ii ., :.lth t..:nef,h ,J •• nor difC"r "'ithin II .. : c:.:". 
Zero amolUlU; 5h~1l ~ displa)"cJ as uro and ~I n~( lie dispb)'ed a.; ~ l"lank Iilace. 

(/I.) 11\e insurer shall pro,id.:, to 211 rrnsp«tiw pure-hncn. a IIn~-er', Cuide: and a Polic)" Summur prilY. to lIeecptir; 
the arpli.::.n(', iniu:1 premium or premiuln .!.:posit, ualn- che policy (or ,,!.ich al'rlit:.ltion is nude eonr'l;ns :I" 

uncondilional refu"J 1'mvilion o( at tC'Ul tenda)'s nr unl':11 thC' roli'·r Summary co:u:in5 auch an uneonditiuu:l1 
refund n((cr. in whi.:h C\'C'nr rh~ Huycr', Cuid~ anJ Polic)" Sunurury I:W"· ~ dcth'C'red ",·ith thc polic)· or rrior to 

ddiwry o( 'he roliey 

(I" ',Th4: insurer .lull provilk a Huycr', CuiJ4: anJ a rulicy Summa.), to Iny prospcctiw purchaser upon r.:quc". 

(C) ID rh~ C2~ o( J'Olic~ whose Equi\'alent Lncl Death Iknclit docs nOI excrcd H,nOO. the requirement Cor prewidin!: 
a Pc>licy $um.n:lry ~·m ~ sali<fieJ by Jc:li\'C'ry oC a ""inea surcment eonuinin, the in(orlNltiori dCJcril,ed in 
Section .HC). ilems2, 3, 4. Sa. Sb. 5e, 6, 7, 10, 11. 

Section 6. Cener:tl Nul~, 

(A) Each insurt"r AAall nuinta;n al iu homc ,,((icc Ot' prineip:ll office. a compl.:r~ (ile eunl:li!1il:, one cOfr u( c.:!,;" 
document authorized. lI>" Ihe" ii,surer Cilr use p:.It~uant to \hi5 rc~lati"n. S~ch IiIc &hln conuin one copy 01 C':lch 
authoriU'd (urm (or a p4:riooJ oC three yean fuUowir., the ,ble oC ia last &uthoriu'" USt:. 

UI) 

(C) 

_ .. ~ 

(DI 

(F.) 

(F) 

An al:.:nt &hall in(urm the rro~rc .. ":iw purchaser, prior to commenein~ a Ii(c insurance sal .. -s prcscnr:uion. tll:!t he i .. 
ACrinlt ~ a lif.: in!luf:lnee ~~enr :lnc.l in(or", the rf'CMl'eeti.~ ru,eh:t~ o( rhe full n:lmeor the inn.r;:nl."c collli'~:1r 
,,·Nch Ix ia reprc:scnrinJ,; to the bu)"et. In .. Ie~ situations in which a"a~nt is noc invol.· ... d. the insurC'f Ih:.11 iuencifv 
i" Cull namc.' .. 

Terms IUcll u financial plann,:r, invcsuncnt .adviliO/'. finadal O:OnlUlunr. or financial couns.;JinC &hall not lie used in 
suc:h a way u ·to imply tbat t.'1.: inlW'aller accnt ia ccncrally en,:lced in an ad~-is.ory business iawbich comf'.:naation 
"Ullrd:l.l.:d tu aalb unlns lUeh is xnially the nsc. 

Ally relerenee to poliey Ji.-ic.lclllU must inclu.:k a "atrmenr thar d.i.'iJendl an: DOC I":lt'2ntecd. 

A sr-nrm Of prcU1Itacioft which don not rccopni7-&: mc time \":llue oC mon~ throu;:h ch4: usc of appropriate inr':f"U 
adjusunC'nt. .. .tIaI! noc be \bCIJ (ur aJanr:uin~ tile ('Olt o( r.-a or more 1i(4: insurance policies. Such a S)'lI(cm nl"Y he 
UKJ fur Lhe "UCpu5C 01 .J.:molU.lr~iJII: the QWI·nuw P2Uctn of a poli .. "Y if kieh pn:vnurion i. accompanicd b)' a 
sucemntc di:.clutiu; that tnc pft'Hntation docs not tC'Co"'Di,c wr, I.occause oC WI.crt:'>'l, • .Jullar in dtc: (u"ue h» Ie .. 
ntuc than a dollar lo:lay. 

/I. prnc1Uuioa of iKrwlilS shaJl not dil"lay puanleed and non ,.unnceed bcndiCl U • si~e sum unlc:ss (hC')' arc 
Ihuwn "1'ar:Uely in dOK proximity !hen:ro. 

((;) A Karemenr rC',""r.Jin;: thC' ~ of the liCe In"'.J~.nec Co!:t InJClI:n sh:.J1 inc:luJc ,n 4:x('bn;niun to the cCfea lh;u the 
iadc:lI.C'J are uxlul V-lly fur. dIC' aln'p2rison o( dIe ..... lari,'C' .. '0111 oC twu or men: wmil:lr rolicics. 
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(II) A Lif~ In<uun ~~ Co~t Index which rene.:u Jj,;..kn.Ia Of' an Equiv.alene I..c:¥cl Annual Of ... dcn'" UI.n be aeeont:'3nicJ 
by • ""t~n~nt thu ie is h:n.cJ em the comil,'")"', currcnt Ji~iJcnd JI;;l!C anJ iJ .... , "'~Dn,"J. 

" , " 

0) FOf .he ru'l'('" ~s c..r t!lI~ re:ubtion, the annual prcnlium (or .. b.:lij~· polky or ricler, for which ~ coln,,3n)" rcscn·.~1 
die ri~t 10 d .. "r.c the rr~mium, ~all t'C th" m,xin:um ~nual rremium, , 

~ti .. n 1. "';ailuR' tu ~'. 

Failur~ (If a'I inwrcr :u VrU'idc or ddi,;-cr .. I~&;).:r'. Gu,c"",, (lr ...... Iicy !'\u.nnut)· as providcd i:'l Section S .1\,,11 ('(Onuin.nc 
aft omi~ion whic:/a nU"f'errescnu; the l.c:ndie~, 3Jv.anlafC"S, conditions CIf rerm~ o( an inlUrance ro1i,:y, 

This rvlc shall apply to aU solicicuions of life insurance which commcnce on or a(en (Insere • cbee at least aix mon!111 
roUowin, adoption b)' the rq:ubeory authority,)' 

APPENlllX 

Life IMuran", Cu)"'er', Guide 

The fac:e pa~ o( the' 8u)'('f'" Cui de sh.1I rnd as follows, 

liCe IMUranee Buyers Cuide 

This l'IidC' C:lll ahow yuu how to Mve manc)' wh .. 'ft you ~op (or li(e iru\;Qncc. It helps )'011 co: 

- Decide ho"" mucb li(c "but>lnc..: ~'ftU !<.'1CK1IJ Isur. 

- Decide wft;e k.inJ of lifc wur,,"" puliey ),OU need, and 

- Comp;uc dlc Co)s( or wn'lil.ar li(e ilisur..nee polici«." 

~r:ued b)' dlc Sati~nal Anociacion o( I~n« Commi.Aioncrs 

Rcprintc.1 by (Company Nunc) 
("\onm an" ycu of printl",' 

The s.u~'. Cuidc aft':l contain die followin, lan~ ae the bouom or pare 2, 

The Nation~ ~:n'ioa of I~SI;:'aft.:c Commissioners is an asoci&cion o( lUte: imurancr re£'llatory o(fi"l..ts.. Thi. .. 
u~.Dciatj"':I he:!j>< ;h.: \.uj"u .. 'noq:ran .. T Dqlanme:au t(> coordinarc i~:lncc: la~ for uac be:udic o( all consumers, YOu &fL' 

ur~d co usc this C;,iJc in makin •• liCe in-uratlcc purchase:. 

1'h" Cui\k Dor~ Nor EnJonc ,'\1", (~lnp3"y or ".Iin', 

PUrine !.J(c InJU~C:C 

,.1Kn )'UtI bu)' Ii(.: wUC2nc:c, you _~t a policy _'hleh fits yovr nrM with""t allei", lOU much. Your tin.( 1tCf' j,. 10 
dcci.k hOw rllU.-h YIN "",,I, IIOW Inu.:b yIN an .((ohl 10 P3Y :lilt! th", killJ u( rnli,·,. you "'">llle, Then. tillJ ,..,1 \\'I~e 
.. ,toll, &.vmpaoic. chatJC " ... L'lar kilkl o( rel;';y, V,,,, ("an Ii .. J inlfureaftc Ji((cn:nt-n in che- cost uf life: inw,Qnc;..- b,. , .. ,in;: 
chc G( .. in_alice- COl.! intJcx('J! which afT cklC1'il~J ia Ihi!< £'Iidc. J\ ~ li(e iMUr~ncc .,. .. nc 01' ~n'rany will be :Ihlc: .rid 
-aline ta help you wicb adl or these: Ihorpincstcps. . 
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If )'o)U ~IT r.oin;: to make: a ~ ch;)icc .'hen > "'" bu)" lifC' in~ur.1nce. )'OU need 10 undasz::n;:f Io::hi:h kinds are anibble, If 
one kind duC'S nOf lCC'm '" lit your nc:cd~. a.J.; about the: other L;indl which ;arc dC'scrii.c:d in dais pioJe, If you (ecl that fOU 

. ,,".I n:nrc in(orm:ui('n dl3n i~ ~'Tn he:1T. )'1)\\ :nay ~nt to du'c);; with a liCc in~ur.tn.:e a,cnt oc comp;any or books on li(e 
in!Wr""~ ~ your public lil.o~r;', . . 

One ",,:1), 10 d",i.Jc how much liCc il\SUr.1ncC' )"Ou neeJ is to fi,"'Urc h"w much a~h ~nel ine:o~ yuur el, rc-ndcnts woul'! nc('d 
if ~''''' ~"Cre to eli.::, ,"OU IiIlo',ld think 0( life iruuunc:.: a.; a JOurcC' o( cuh n.'cJcJ (or cxpens.:s of fin:ll ilineSM:', p::l)"in¥ 
u",~, mc..rt~~ or Ofha ckl.{~, II nn .1,;0 provide incomc (or )'our (:a:nil~"l li\·lnr expcn.....,. ed\,lc.1tional COlU ~nd olilcr 
f~:'"e: c::l'cn~"', \',':.Ir ucw 1 .. ·.licy shoulel come as dU!lc :lJ )'0\1 c:an ::I(foJnJ h' IT..2.kin\= up the dif!clTn.:c bClwt'Cn (1) wh:lt 
l",'ur "h:re:n.Jenb waul&l b\"C i( you ~ to &lie now, and (2) what thcy would :lc:u:llly need, 

All lifc inlUr~:lcc pol;d<.'li :l .. TCC· to .. ay an ~muunc o( moner if you die, lSut :lI1 policies an DOC thc glne. nlC~~ an' thr.:c 
bic kinds oC liic insuranee:. 

1. Tcnn in.;urancc 
2. \Vholc li(c inlur.1n<."C 
J. Endowment insurant'.: 

Rc~mt.CT. no nuttL'f how faney the poliey titlc or sales prCliCnlation mij;ht aprcar, :lI1 Ji(e il1Sllr.tnee policies connin (Inc 
or mnre o( the fh~ b::lsie l;in.L.. If )'OU :nc C'&)nfucc:d :lbout :I policy lh~t sounJs eompli"::llcd. :lllk the a{:C'nt or comp.1ny if 
it rOlllbinc:s mo~ than one t:nd of lif.: insu:~ncC'. The (oU"",in: is:l brief description co( lhc mf'e'C ~i.: kind~: 

TCTm lnwrancc 

Terat1 ilbUrafIC.~ i5 dnth pfotection (or a "tal,," of ont: or mt..re years, Death ~:Je(jiS will ~ raid only i( rou die: wi:!;in 
Ibat rCTm o! yeaR. Term insuranee ,cnCTally provide: the IUI=C'5t immediatC' dC:ldl yrotc«ion (or your pre:nuumdolbr. 

Slime lC'rm illlurance J'Qlici.:s :l.i'e "n:nc,,":l!.lc" (or one or moce :ld.di{;on:a! taml ("\''::11 if your hC:lllb h:u chanl:C"d, uch time 
yC\t.I r .. nC'w lhe ","i,'y (Of a r.ew tanl. pr.:mium~ will l.oc h:i;:ICl. You 5o'l0l1.oId chcc~ 'he pr.:ruium~ al oWer aca and t!-le 
Imp o( rime the policy an he- eontinucd. 

Some term in~,.4ft" polie:ies ale a110 "conveniblc", This rnans that be(orc thc cnd of the c:on~on period. you m:\y 
1I':ldc tho: Icrmpoli,,'Y wr a wholc tife or endowrnrnt insurance' policy ~ if you :ire' not in ~od he~llh. i>rerniums for tilc 
new poli .. ')' ",;1/ be hipcr than you h;,ve bC'en p~yin£ (or the term inswance, 

Whole I.ife In!ourance 

"'I!Ole Ii(e: in~uranc .. e ~~ w:ath p:Olcni>Jn (or IS 10nIE as )'OU li~c. The mO!'t common t}'PC is callcd "su:lilht lifo:" or 
-or.Jiruf)' lii.: M illlUrana:. (0; which )'OU ·par th.: ArnC rrcmiuml COl as I.lnl: U ~'OU li.·c. Thnc: rlTllliuOlS 'QJ1 be 1~1 
dmes hi;:+tCT than you would pay initially (0(' the Ame amount f\( lcrm insunnce, But they ale Itn:zller than mc premium. 
)IOU .. ouM n"C"fU:tlly r.ly if yC'U werc tu uC'p ~ncwinllt:l term insuDnec policy until your beer yeaR. . 

saine: whole lifc Mlic:ir. Icc you p2y prc:miums (or a shaner rcrio;:f IUch as 20 yen. Gr. uaill a~ 65. Praniums (0(' ",~C 
policies ~c hipaCT c6an for ordinary life ·in"ur:anL"C una: thC' prC'milim paymenu .rC' I«uc:ncd intO a shaner period. 

AlthuuJ:h )'OU ra)' hi~cr pre:anNms. to I~n with. (or .. I,.,IC' fi(c iruuDnec dun for tcnn insuranee, whole life insur:ann' 
poIicie.< dn~lup "cash on!UClo" wbid. you n&::lY ha,.,.. i( ),ou "'If' I'ayinl= rrcmium., You can a:cnc-rally eicher uke the c:lch •• '" 
.-.: if 10 buy lOme .. 'nruinuins: ino;urancc rrotC'cr;on, Te.:hnic:2l1y ,,{,c:zli:ai, Ihe-e nluClo arc nlled "1I,)nforleiturc bcndit~". 
Thi~ rdrrs w benefit .. )'Ou do not k>IC (or "for(,'it", when you Slul' pa)-i,,); prrrr.;ulftlO. n.e amount or these 1>c"cr.lS 
dcfntds Oft the kin.! o( pol;(')· you bWC'. in "zc. ancfhow IonA: }'OU lul.'c o".-nc-d it, 
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A fH'I;"T widl tuh ~luC"'< 11\2)" also.be UICd as colbtc:ral for a lo~n, lC )"cu borrftW Crom th~ life: imunntt comra"y. the roo u: 
cl inct"fdr .. ill ... ., .. in )"our polic}". Any. mon~y wbi.:h you owe on I policy Iwn wnuld be dC'duCle:d (rom the bcncfi~ if 
)'QU _rc to .rIC, or C'<Jm rh.: ash ,~Iue: if }'cna .. -ere: (:) stOp J'3yin:: prmaurtI •. 

An endowmenc msunn« roliC)' ra~'~ a sum or in"-ClmC' tCl ycou -the r:lli'yhClI":.:r- i( )"ou Ii.-c' to a C'e:uia If"!'. /I !>'OU w.:~ 

to ,jie hdore then, tht" dc.-:uh bmcfit ",-.'u'" Ix: r'\id ICI your hendi..-i:ary. l"rcn.ium< anJ e~~h nlu~ fu! enelow" ... nt 
inllU,an« #e hi¢1er chan (CI' the: arne amounr of ~hole: liCe imur.a .. ce:. Thus mdu~nt inSUCaIICC I."'~ you the 1 .. .ISt 

amDUftt ClC death pro~«dun (Ol"your ~~ium dOllu. 

Findin,. t.ow Cu;;, 1",li .. "\· 

Aller )"Oa Iu~ d..~dctJ wflich kind oltile imuran&."C fits your ne:eds.lool.; (ur a ~oJ bu)·. Your elun~ of fi!\Jinl: apHId 
.ltlY /Ire b.:tter if >"',u UK two ~Tt:' or inu..-x numbers d~( h~\'t: been d:\"t'lojC':lto aid in shoprin: (or life insur--Ul .. -e. One i5 
ailed d~ "Svft'endel eu..tlndcx- Dd 'he: olh.:r iai me: "Ne:t ".Iym.:nt CC'1t Indell". II ""ill be: wurth your ri~ to try to 
tlnu:-BUnu h.,W thoe ind:xd art' Itcc-.I. hut in !lrry' C"'m:. 11K the:m (or compmn, the rcJati\'t: COSII o( Mmilar rolic:i .. -s. 
LOOK POU I'OLlcn:s WITII LOW COST I:-:UEX l'WMUl::KS. 

-COst" is the dir(c:n:nce ~t'\~ wn!lt ~"Ou r:ay and what you ~ b!lek. I( )"OU pay a rremium (or liCe: insuranc:c: and J:ct 
aom:nt: hack. your cost (ur the dnlh p"Jle~ .. ion is the: premium. If you pa)· a pn:miuln and ,.:t ~lnctbiu, bad. Iate:r Oil, 

-.:h !l5 • ebb "-slue, your CDSt ill smaller than the rrftnium, 

11Ie con o( SOme' rolici" an also he: ITduccd by .tivi":n,lc: Ihc:<c ue calk.:! -r~rticip;Jtinr:" puiiciC'll. Comp;ulit"lltNr tell 
)'UU ".'lta·t th.:ir ·currrnr di\idcn<k !Ire:. hut :he: li7C o( future.- diviJ .. nJ. is unknown t('(hy and cannot t.e ~rant,· .. J, 
nn.id.:nds aCtu:"'y p1iu a."C let nch )'ar IIy the wmp"ny. . 

SCI'''I: policies do not p!I)' dividc:nc!s. Tbc::-.c are: c:aJled ",.ur;.antt'C':I COSt- or "non r.nieiparinJ:" policies. ~vel')' (Qrurc o( a 
zvaranh'cd cm;c roIicy ~ fix cd so thar you kaow in ad"~ce what your future cost will be. 

~ premium, and· ash .~Ue-s (\( a "artieipatinr: policy arc JUar:anttt .... h!lt the di,;dcnc:h arc: not. Pre:miulm (n~ 
pani&.;parin, PQli .. ;e:s arc typinlly hj~c:r than (or ",:ar:anrr-c.J ~r polieia. bur the: a.:<r to you nuy be h!;her or Ia'.vcr, 
ckpcndin&: un the: divid.:nu. acwaJly pai.J. 

What Arc Cost lack:::c:s? 

In cwdcr to com?!lfC the COlt o( JkllM:ics. you ""d to look &I: 

1. Premiums 
%. Cub V.a/uc:s 
J. Di .. i.Jcn.Ja; 

Oat. inllcus UK one or·more 01 thc~ faCtors to Jift )'lIU a con¥n\H-nt wa,. m comp:an: rdath-c: CIOSU o( simil.ar poJicio;. 
Wbc1I yoa compare: co.ta, an adjuSancJlt ftNIIt be made to take inco 8«QUnl thu rnonc:y ill paid and ~"iwJ ar diCC ... n:llt 
tiaIoa.. It is noc. rno..,;1c cojust¥Jd up the rrnni_ you .-ilt p~' !lnd to iuhrraCt the o<h ~Iu~ and uiYidcn.1c )"uu f'xpcCt 
10 ~ ..... 1.. TbCK ;uJcxaak.c care of' the· i1riihnlClic fcor }'Ou. hiw:c.M.I 0{ havin, 10 add. I&Ihcract. "",hir'r 2Ikl dj,-M!.: 
laStly ftUnWcn ytlurllC'lC, you juSl cvmpue: the in.Jcx numbeR .... hich yvu an eel irom liCe inOiU~nC'C .,mr..an..! Olml·:a!li~"S: 

1. Ufe 'n~~:t!!;"t" C;urnn,lc-r C(\oOt Ind .. ·x. Tbio\ index is Uk"ful it r"u cou..o.J.:r the kt"t:1 o( the: ash nh.&."S to t-~ o( 
mnu,')' importance to you. hhcl~ )"OU compare COSh i( ae .ame ( • .nure: point in lina.:, suda 21 10 uc 20 )'u"'. ynu 
_ft: k. -..rrco.Jcr the p.llicy &Ad We" it. aab muc. 
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ure Inour,,~ef' ,..", "~\'mcnf Coot In.felf. Thil index is uscf .. 1 i( )'our ",.lin eon.:ern is the ,.endies thlt i&re In I..- p~;,", 
at >"Uut dc:uh and if ;he k~1 I){ e»h -~Iues;\ o{ ..,,,ondl')' iml'orunce to yuu, It helpi YOu comI'2'C' cosu ~t -.o".~ 
lueur.: poine in eillll:. such» 10 ur 20 )'r-'"s. i( YOu eonei" .. " p~rinj: rremiunls 0;1 your ·poliey ;&II.J .10 no, ,:..!.;.; iu 

. cadt \':Iue. 

. .. 
There ill JROthn- numbn' alleJ 'he F.quiuknc l.eve! Annu2: Di~'idend, It shll'.ys th" r:ln di.';.lenlls rl:ty in J,cerm;,,:,,;: t!le 
COIC indell: o( l ;t2rli.;jp:llin~ 1'\,lIic)'. AJ~i.,:; a pcolie)"s f.qU:\·ll'·!'I1 L" .. d Annuli J)i,;· '-.. ,," I,· jr~ .. · ... t i".I"x llll'''' ~"'" : .. 
comp2rC' lOul C:Olits oC sin.lllt polacies before dL"duC'tin, di,;d.:n.I •. I/C\wewr, i{ rou m:1kC' lny .'USt C'l'OIl'lri...,m o( l 
p:lnk;r .. ,in, p'"iL1' with a non puticipltins: policy. rcmcmt.n rh:lt (he to(ll c:ou o{ the p:micip"cill;: f'<olic)' will bC' 
rniuc,'d lIy Ji,'iuen.l", but d,: cost of thC' noll p2nicipltinl: p(.licr "'i11 nN ehl:I~. 

How 00 I U~ Cost Indcx~? 

111C' molt ir:I?onanr chin" rC' rcmC'mbcr ""hen usin; eO<t inJC'xC'S h. ~ha( 2 ruiicy will' 2 sn\:ll index number is ~ner:lll)' , 
betcer bu)' .th~ a cnmp2ulft.· policy with 2lar;cr index number. The (ollowin~ rule~ ue~al~o impOrtlnt: 

(1) Co:r C'om?::~i5~:t~ S:Ioa)J enl)' b.; moldc ~I\\'o:cn .i.nil"r rl.l!'l. u( life: jn~uflncc. $imihr rlans uc U\O~C' \~'hidl pro\;c!= 
alC!\tiall)' the Qn~ bask bcneCi:s and require rrenlium j)a)'men(~ (or ~rproxjln2(c1y the ,,",'C' pcriod o{ (in.;!. 1 he 
do~r policies 2~ to lIC'inJ identieill. the ntOre rc'i~lIlc the CO" comparison will be. 

(2) Comt':re index nutubers only (or tbc kind of JlC'licy. (or )'Our .ltc and (or thC' amo:!nt ruu intend (0 bc)', Since no 
onc comp2n~' o((crs lhe lowest eOt;C {or ~ tyres o( insur~nee at .~ ~I!'""S lnd for ~ lft.ounu of in~ur"nc:e, ie is 
inrport2n( thac you j,'!'t the in..Jc.xes {\,r the letUlI plllic}" ~:e 2nd alltl:unt "·hi.:h )'OU incen" to "ur, JUSt lIeQuS<::I 
"Sh0t'rer's J,'\Jiuc" tells )'Ou thac aile cumpan)''' JY.'lil:)' i. a ."oJ buy fur a p;:-ticular 2~ ~J lmount, )·u .. shuujJ 
INn a. ...... mc th~e ~I ,,( Ihat .. 'Umilan~··s rolicit"S lfC c'fu-.lly J:uoJ ~U)" .. 

0) SnWt di(fCfC'ftC'C'S in ir.dcx nU.ml'C'rs coui.1 1>:: of (set .(.), other rolic)' (c2Curcs, (lr diffc:rcnC'es in the qU2lit)' o{ k-n.;('C 
)'Ou may are'Ct Crorr.:!lc comp:::::~ or its l~'Cnt. There!llr.:, when )·ou IinJ ~"1211 Jiifcrencn in COSt indc"CI, )'uur 
choice shu!.lld be Da,'cd on lIC>mt.'chinl! (It her' t":an \v.;t. 

(4) In any ~·cn(. you will J'«tI othcr in(ornnriun on ,,-hi.:h eC' ba.'le rour purch~- decision. Bc sure' yuu can ~({uru lhc 
prnniunlJ, and thu rou undcnund ies Q~h \'2lu~, Ji"'ideIlJs and de2eh henefits, You 5ttould abo na:ikc a jud;cm.:nt 
GO how well the: li{ ... insur&nclr c.ml~any or ~~ne will pr<Wi.!" scm:C' in 'he.' (ulure, to you u a policrh<lldc:r. 

(5) n~ filC' insurancc Nst in.Jexes 2ppl)' to new policies and ,hould not be ~d to uetcmune whether you shoulJ 
drop a policy yo.. ha"c IIceady owned fOt awhile, in favor o( 2 Dew onc. If wch a rC('l:ic..:_nt is svan'tCd, )'Ou 

abouJd ado. for in{orm&eiull (r.om the L'Omrany whid! issueu W olu poii.:)' be{ore you uke actioa. 

The fint uc.:i.i.,n rou If'U"t '1\&ke ,,·lten bu)'inlf :i life inllUnnc:C' rolic~' is cho.r.<in: :a polk}' wbOK bene{jl~ 2nd pf~'miums 
ftMal dc_I), n"'ct )'our ftC'eds and ability to par. Ncxt. lind l poliq' which i& also a rcl:lti,,-el)' rood tn')" If you COnlp2R' 
SunC1\~r CtN 1:t.l.:xc~ ~J Nc:t 1'&".ucn1Co.c.lnJf'lI." 01 similar comrerint: ralkin, )'our ehanCCII o( IinJin:: a rd~i ... .:Ir 
JloOJ bur Will bo: bc:uc:r dWl if yuu dO- not shop. lCF.AU-~lIU;;U. LOOK FOn POUOF.s WIT11 LOWli:J( CO~,. INUI::X 
HU!.10E I(S; J\ j:OOJ lif.:- iaUDftL"C aJll:1'fcn help )'OUtO m~lhe .unOUDt o( liCc inMirancc.nd kind Of policy you ",,,,nt 
Gkf ,.,·iU ;i .. ~ yuu \llll inJC'X&.'1I Jo mac )"0" ~nuke ,"'O5( comp:arisoi,. oC .. mil" .. policillS, 

Dua't ,",y life ;. ........ II~ un Ins yuu intend to .tick "ith it. A poli~' whieh is a ~od bu)' ,.,-hen helJ for 10 years can I..-
WT)' cno.lIy if )" ... qUI( dutin~ the- carly >'C~h of the rulic)·. I( )'("" suncn.ler such :a polic~' Jurin\: Ihc lirst fcw ),ClfS, ),OU 
IIIJ)' "..t littl" "r I'(Ilitin!: u:I.,L In.! much uj ),our premium ",:ly h:a\'l: bc:cn u~cJ Cor C'Uml':lnr e.xpc:nlOd. 

Ikad your _ policy cvdully, and ... k the ~t or company fl)~ an expl:ln:ttion (l( lft}'thin,: you do not undenl"nJ. 
1&'batc\;:" )'Ou d.:.:iJc nuw. it i. ... inlpaRan( co ft'Yicw rour lifc: in1Uranee I'fOs:ranl C"W'ry (c: .. : Yl·an. U1 k..'C1' up ""idl ('hlllj:\.~ in 
)"UUr inconlC: lItJ rnronwllilit ;C:5. ' 
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Pursuant to authority vested in the Co~ssior.er of Insurance 
by sectiOn 601.41 (3). W:is. Stats., tl:e: Commissioner of Insurarlce hereby 
repeals and adopts rules as fol10ye~ 

Sections Ins 2.14 and 2.15 of th~ Wisconsin Administrative 
Code are repea1e~ and section Ins 2.14 is adopted to read: 

1978 
. , --:-'00:: 

Ins 2.14 Life Insurance Solicitation. (Sections 601.01 (3), 601.41 (3) 
and 628.34, Yis. Statso) (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 th~ most appropriate plan "of life 
1.nsurance for his or her needs, npravethe buyer's Understanding of the 
basic features of th~policy which ha~ been purchased o~ which 1s under, 
consideration and improve the ab~ity of the buyer to evaluate the relative 
costs of sim.:lla~ plans.. of life 1nsurance~ This rule does not prohibit the 
use of additional naterlal which :i.sno~ in violation of this rule or any 
other Wisconsin statute or rule. This rule interprets and implements, 
including but not limited to the follov.ing Wisconsin Statutes: sections 
601.01 (3) (b), (c), (g) and (j) and 628.34. 

(2) SCOPE. <a) E1tcept ae hereafter exempt~,1 this rule shall apply 
to any solicitation, negotiation oi procurement of life insurance occurring 
within this state. This rule shall apply to any i~suer of l'ife insurance 
contracts including fraternal benefit societies and the State Life Insurance 
Fund. 

(b) Unless othendse specifically included, this rule shall not; 
apply to: 

1. Annuities 0 

2. ' Credit 11;~ insurance. 

3. Croup life insurance .. 

'4. Life insurance pol1c:ie& issued in connection \dth pension and 
'Welfare plans as defined by and which are subject to the ft!deral 
EmPloyee Retirement InCODlt!' Security Act ,of 1974 (ElUSA). 

5. Variable 1if~ insurance under vnich the death benef1.ts and cash 
values vary' ill accordance vit:h unit values of1nves,tments held 
in a separate account, 

(3) DEYINInONSft i'or the purposes of this rule, the follCNing 
definitions shall apply: 

(a) Yisconsfn Buyer~s Guide to Life Insurance. The Yisconsfn 
!uyer's Guide to Life Insurance 1s a document which contains, and is 



limited to, the language vithin the current edition of "The Wisconsin 
Buyer's Guide to Life Insurance ll put out by the Insurance Co!ttr.rl.ssioner 
of the State of Wisconsin. This p~phlet shall be reviewed periodically 
for accuracy and appropriateness. Prior to the publication of a revised 
pamphlet, it shall be submitted to the Life Subco~ttee of the Forms 
and Classifications Advisory Council for public hearing and reviey. 
Insurers may purchase this pamphlet at cost from the Office of the 
Commissioner of Insurance, or they may reproduce it thenselves (subject 
to reasonable standards of style, si~e, and layout). 

(b) Cash Dividend. A Cash Dividend is the current illustrated 
dividend vhich can be applied tovard 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 fo1lO\ls: 

1. Accumulate the guaranteed amount payable upon death, regardless 
of the cause of death, at the beginning of each policy year for 
ten and ~enty years at five percent interestrcompounded annually 
to the end of the tenth and tventieth policy years, respectively. 

2. Divide each accumulation of step 1 by an interest factor that 
converts it into one equivalent level annual amount that, :1.f paid 
at the beginning of each year, vould accrue to the value in step 1 
over the respective per:1.ods 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 means a short title vhich is 
descriptive of the premium and benefit patterns of a policy or a rider. 

(e) Life Insurance Indexes. 

1. Surrender Cost Index. The Surrender Cost Index is calculated by 
applying the ro1loving steps: 

a. Determine the guaranteed cash surrender value, if any. available 
at the ~d of the tenth and tventieth policy years. 

b. For participating policies, add the terminal dividend payable upon 
surrender, 1£ 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 SUlD to the amount determined in 
step a. 

c. Divide the result of step b (step a for guaranteed-cost 
policies) by an interest factor that converts it into an 
equ:1.valent 1evel annual amount that if paid at the beginning 
of each year, vould 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 tventy years, the factor is 34.719. 
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d. Determine the equivalent level pr~~ by accumulating each 
annual pr~~ payable for the basic policy or rider (if 
the annual pre~uo includes suppl~ntal benefitsvithout 
separate identifiable charge, a reasonable adjustment cay be 
made) at five percent interest co~pouoded annually to the end 
of the period stipulated in step a and dividing the result by 
the respective factors stated in step c. (This amount is the 
annual premiuc payable for a level premium pl~). 

e. Subtract the result of step' c from step d. 

f. Divide the result of step e by the number of thousands of the 
Equivalent Level Death Benefit to arrive at the Surrender Cost 
Index. 

2. Net Payment Cost Index. The Net Payment Cost Index is calculated 
in the sace ~er as the comparable Surrender Cost Index except 
that the cash surrender value and any te~nal dividend are set 
at zero. 

J. Eotrl.vale!1t Level Annual Div:l.dend. The Equiv81.ent Level Annual. 
Dividend is_calculated by applying the folloving steps: 

a. Accu:mu1ate the annual cash dividends at five percent interest 
compounded annually to the end. of the tenth and twentieth policy 
years. 

b. Divide each accumulation of step 1 by an interest factor that 
converts it into one equivalent 1eve1annual. amount that, 1.£ paid 
at the beginning of each year. vould accrue to the values in 
step lover 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. 

c. Divide the results of step 2 by the number of thousands of .the 
Equivalent Level Death Benefit to arrive at the Equivalent Level 
Annua1 Dividend. 

4. Average _Annual Rate of Return Index. This 1.ndex is calculated 
On cash value po~cies using the Linton yield method. 

a. The Linton yield method solves for a level. effective. annually 
compounded interest rate. or yield. Th1.a y:l.e1d is determined 
by equatUlg the cash available at the end of a spec1.fied number 
of years from ~ different protection/savings programs, each 
vith identical yearly death benefits. and· then solving -for the 
annua1 yield that must be achieved on the separate savings 
fund of the second program 1.0 order to produce the cash 
equivalency with the first program. The two programs compared 
are: 

:1. A life insurance policy on, normally but not necessarily. 
some 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. 

-:1-
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ii. A combination of a savings fund. and yearly ren~ble 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 prer.ium payable for YRT insurance. The 
~ount of YRT purchased each year is that yhich would be 
.~dequate to bring the combined death benefit from thesp.vings 
plan and the YRT to the same as that payable under the 
permanent life insurance policy. The cash used for comparison 
with the permanent 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 - (l~OOO qx) (K) + $0.90 + $25/S wnere K 
equals 1.00 for ages a through 14 and 0.95 for ages 15 
and above~ S equals policy size in thousands and 1000 qx equals 
the mortality rate for age x shawn in subsection (8); 

ii. 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 IndexMethods~ prepared by 
the Society of Actuaries Committee on Cost Comparison Methods and Related 
Issues (Special)' ~ September, 1974. Further discussion on the "low" YRT ra tes 
to be used in computing the Linton yield, which are the rates specified in 
this rule, may be found in Appendix B, pp. 187 - 192 of that same publicatio~. 

(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. Append~ 1 to this rule contains a 
Preliminary Policy Summary fonD. for Whole Life and Endowment Policies. 
Appendix 2 contains a Preliminary Policy Summary Form for Termlolicies. 
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 I.nsurance which they reprint. 

(g) Policy Summary. 1. For the purposes of this rule, Policy Summary 
means a \~itten statement in substantially the same format for all companies 
and describing the elements of the policy including but not limited to: 
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a. A prominently placed title as follows: STATEMENT OF POLICY COST 
AND BE~EFIT IhrORMATION. 

b. The n~e and address of' the insurance intermediary, or, if no 
intermediary ~s involved, a statement of the procedure to be 
follow~d in order to receive responses to inquiries regarding the 
Policy Summary. 

c. 

d. 

e. 

i. 

i1. 

iii. 

iv. 

v. 

vi. 

f. 

The full name and home office or administrative office address of 
the cOlupany 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 patterns, including 
but not necessarily limited to, the years for which the Surrender 
Cost Index ·i5 displayed and at least one age _., sixty through 
sixty five or m'lturity whjchever 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 basie policy and each rider shown separately. 

Total guaranteed cash surrender values at the end of the year 
nth values shown separately for. the basic policy and each rider .• 

Cash Dividends payable at the end of the year with values shown 
separately for the basic policy and each rider. (Dividends need 
not be displ_ayed beyond the twentieth pol~cy 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. :tate, if the 
policy contains this provision, specifying whether this rate is 
applied in advance ~r in arrears. If the -policy loan interi!st 
1.s variable, the Policy Summary shall inciude the maximum annual 
percentage rate. 

g. 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, prelicinary term life 
insurar.ce coverage of less than 12 months and guaranteed insurabili 
benefits nor for the basic policies or optional riders covering mor· 
than one life. 
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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 proxtmity to the Surrender Cost Index (and 
other cost indexes) as follows: A further explanation of the intended 
use of this (these) index(es) is provided in the Life Insurance 

. l!uyer's Guide. 

j. The date on which the Policy Summary is prepared. 

2. The Policy SlDIUIlary must consist of a separate document. All 
information required to be disclosed must be set out ~n a manner as to 
not minimize' or render any portion thereof obscure. Any amounts 
which remain level for two or more years of tbe policy may be 
represented by a single number if it is clearly indicated what 
amounts are applicable for each policy year. Amounts in 
subdivision I e above shall be listed in total, not 
on a per th~usand nor per unit basis. If more tban one insured 
is covered under one policy o~ rider, guarantee~death benefits 
shall be displayed separately for each insured or for each class 
of insureds if -death benefits do not differ within the elass. 
Zero amounts shall be displayed as zero and shall not be displayed 
&s & 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 Ins~rance' 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 Buy~r'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 
mall solicitations, of his or her right to obtain a copy of the 
Wisconsin Buyer's Guide to Life Insurance and a Prel~nary Policy 
Summary prior ~ 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 1n~rer may provide information concerning 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 ?ave the right ·to obtain a Policy 
Summary at cost. The company may -charge a reasonable fee for preparing 
this summary. not -to exceed $5,.and may utilize reasonable assumptions in 
providing the cost disclosure information, so long as they are clearly 
disclosed. 

(5). GENERAL RULES. (a) Each insurer shall maintain 
or principal office, a complete file ~ontaining one copy 
authorized by the insurer for use pursuant to this rule. 
contain one copy of each authorized form for a period of 
the date of its last authorized use. 

at ~ts home office 
of each document 

Such file shall 
three years following 

(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. In 
sales situations in which an intermediary is not involved, the insurer 
shall identify its .full name. 

(c) Terms such as financial pl~nner, 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~nsurance 
premium or element of the insurance premium as Ii 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 ye3~s is 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 furnished 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 a single sum unless they are shown separately in 
close proximity thereto. 

(i) 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 coopany reserves the right to change the premium, 
shall be the maximum annual premium. 

(6')- EFFECTIVE DATE. This rule shall apply to all solicitations of life 
insurance which commence on or after January 1, 1979. 

(7) UNUSUAL CIRCUMSTANCES. Insurers vith unique difficulties in 
implementing section.s of this rule may petition the commissioner for allowance 
to meet the requirements of the rul~ through alternative approaches. 

(8) YEARLY RENEWABLE TERM INSURANCE MORTALITY RATES: 

The following mortality rates are to be used in determining 
YRT premiums for ca!culating Average Annual Rate of Return Index 
figures. 

- MORLALITY RATES PER 1,000 

Attained Hale Female Attained Male Female 
Age (x) Lives Lives Age (x) Lives Lives 

'0 S.80 4.80 30 1.15 .75 
1 1.33 1.22 31 1.22 .83 
2 0.84 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 
11 - -

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 44 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 .41 50 6.94 3.84 
21 1.46 .44 51 7.56 4.15 
22 1.52 .48 52 8.32 4.48 
23 1.47 .53 S3 9.20 4.84 
24 1.32 .60 54 10.09 5.23 
25 1.2.5 .66 55 li.OO 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 
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, 

Attained Male Fer.:a1e Attained Male Female 
Age (x) 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 morta1it~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 ~wrbidity Experience. The mortality .rates for ages 15 
and above are from the Ultimate Basic Tables, Males Lives (1957-1960 
.Experi~nce)" ~emale Lives (1957-1960 Experience) published on page 48 
of the Transactions of the Society of Actuaries, Publication Year 1963, 
Number 2 1962 Reports of Hortali ty 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. . 
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J.l'i'c:n~ix 1 
PRELIMINARY POLlCY Sm2-!ARY 

nOPJi~TAt1T: }i.:l!lY people think all life insurance policies cost about the same. Thev don't. 
'fhe cost of similar policies varies sharply. You can save many hundreds or even thousands 
of dollars by choosing a loy-cost policy. To find out hoy this particular policy ranks, 
coupare its Cost Index (found beloy) to·the range of cost indexes for sieilar policies. 
For it:.rther information on cost cOwparison and exanples of the range of cost indexes for 
a nUwber of policies, see pages 4-8 in the Wisconsin Buyer's Guide tQ Life Insurance 
which you should have received with this policy s~ary. 

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 ;f 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, ~ its premium. 

Then compare that index number with the figure for other similar policies. Premiums only 
measure "'hat you pay for a policy. The benefits you receive from policies "'ith similar 
premiums vary loI'idely. The Surrender Cost Index takes premiums, cash values, dividends 
(if. any) .and interest into consideratio~. In doing so, it provides a more complete 
measure of the cost of similar l~fe insurance policies. The lower the Surrender Cost 
Index. t·he lower the policy 's cost to you .• 

10 Years 20 Years 

~ SU~DER 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 ",hole life policy. 

RATE OF RETIIRN: 

UDder most circumstances, life insurance should not be sold or purchased as 
"an investment." Cash values build up s10",1y in the first years of a ",hole 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 
Ufe Insurance. 

Signature of Agent Date 

Address: 

(This form should be used for whole life and endovment insur~nce.l 
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A~i'endix 2 
PRELI~rrNARY POLICY S~ARY 

UlPORTANT: Hany people think all life insurance policies cost about the same. They don I 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, 
co~pare its Cost Index (found below) to the ranze of cost indexes for similar policies. 
For further information on cost c~parison and examples of the range of cost indexes for a 
nut:lber of p,olicies, see pages 4-8 in the Wisconsin Buyer's Guid"e to Life Insurance, which 
you should have received with this policy sHmmary. 

Name and Address of Company: ____________________________________________________________ __ 

Type and Name of Policy: ____________________________________________________________ _ 

Policyholder's Sex and Age at Issue: ______________________________________________________ __ 

Renewab~e· 
Convertible 

Policy 
Years 

YeIi ____ No ___ _ 
Yes N'b ---

Annual 
Premium 

If yes, through what age? 
If yes, through what. age? 

Guaranteed Amount 
Payable on Death 

--------
--------

NOTE: Co~anies (or intermediaries) should enter in this space the annual premium and 
.llm. guaranteed amount payable on death for representative poiicy years • 
. y 

COST INDEX: 
To find a-law-cost term policy, look at the policy's Surrender Cost Index, 

not just its first-year pr~ium. 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 2 the lower the 
policy's cost to you. 

10 years 20 years 

s. 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: 

*P.enewability: 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.] " 
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Ol:"FlCE OF X"dI: W1tII.SSIOlia OF lNSUlUNCE) 
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Harold It. 11llde 
CowrtiBsloner of Insurance 
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Appendix 1 1s repealed aad recreated to read: 

PRELlH1NARY POLICY S1JM!iAB.Y 
FOi WHOLE LIFE OR ENDOWMENT INSURANCE 

lMPOaTANT: H.ny people think all life insurance policies cost about the .ame. Tbey dau't. 
The cost of .imilar policies varies .harply. You can aave Daoy hundred. or even thou.and. 
of dollar. by choosing a low-cost policy- To find out how this particular policy rauka. 
compare it. coat index figura. to the range of cost indexes for similar policiea. For 
further infoI'1lL&cion and examples on co.t comparison. .e. "FiDding A. Low Cost Policy" 
(pages ) ~D the Vi.coosta Buy.r'. Cuide to Life Insurance. vbi~h you should bav. 
received with this summary. 

Nam.a and Addru. of Company: 

Typ. and Name of Policy: 

Face Amount at Time of I •• ue: ____________________ Policyholder'. Sax and Age at Is.ue 

ANNUAL PR.D{IUM: 
Thh is the amount of cash you'll have to spend each year to keep the policy 1.a f orca. 

k sure you CJUl afford il:". 

COST INDEX: 
TofiDd a lov-cost polrcy look at the policy'. coat index figures. not just i~ premium 

Thea compar. thes~ index numbers with ~he figures for other similar polici.a. Preaduma 
only aeasure ¥hat you pay for a policy. The benefits yo~ receive from policie. with 
similar premiums vary videly. 70r a description of various life ia.uranca cost iadexea 
and 'the assumption. oa which they ara ba.ed, .ee pages of the Buyer'a Guid.. The 
figures belaware derived uaiqthe Surrender Cost Index. The Surrend.r Cost Iadex take. 
premiums.eash value., dividend. (if any) and interest into consideration, and provide. 
a lDusure of the relative cost of a policy, 'assuming its 5urrender at a given point.in the 
future (e.g., 10 or 20 year.). Given thi. assumption, the lover the Surrender Co.t Index, 
the lover tba' policy'. cost to you. 

lO Titers 20 Tear. 

SuaRDIDEll COST INDEX (Per $1,000 fsce .-ount) 

The Surrender CostlD~ex should only be used to compar. the coat of .imilar polici ... 
If death would occur during the d.a1gnated period, the policy with th. lower index vould 

'~ Dot necessarily be the lovtr coat policy. All 10dex figure. for p.rticipatiq polici •• 
ar. ba •• d OD 111u5tr.ted dividend. which ar. Dot au.rant.ad. 

iAn: OF 1lETURN: 

Under most circumstance., life insurance sbould not b •• old or purchaaad aa "an 
inve.oaant." eaah value. buUd up .lowly intb.fir.t year. of awhol. life or aD 

eadolobeut policy, and for the firat five orten y.ar., the rat. of retuna aD your aouey 
viII b.a a1nimal. For furtber infot'1aation. a •• paS. of the Buyer'. Guid •• 

NaIU of Agent 
Addreaa of Agent: 



:e. 

:1um 

'. 

PRELlJilNARY POLICY SllKHARY 
FOR TERM INSUR.ANC£ 

tKFORTANT: Many people think all life insurance polici •• cost .bqut the lame. They doo't. 
The coat of .imilar polici •• varies sharply. Tou can eave maoy hundred. or even thousaDds~ 
of dollar. by choosing a lov-cost policy. To fiod out hov this particular policy ranka. 
comp.re it. co.t index figures to the raoge of cost indexes for .imilar policiea. For 
furthar 1oformation aod example. 00 cost compariloo, .ee "lioding A Lov Cost Policy" 
(page. ) ~f-.the Wisconsin Buyer'. Cuide to ,Life Insurance, which you ahould hay. 
receivad with this .ummary. 

Name .od Address of Cocpany: 

Type and Name of Policy: 

Policyholder'l Sex and Age at Issue: 

Renevable* Yea 
Convertible Ye. 

No 
No 

If yea. through what age7 
If yea, throulh what agel 

Policy Tear. Annual Premiwa Cuaranteed Amount Payable on neath 

NOTE: Companie.s (or intermediariea) .hould eoter io this apace theanoual preRiUII" 
and guaranteed amount payable 00 death for representative policy yeara. 

COST INDEX: 
To fiod a lov-cost policY, look at the policy'. cost iodex figure., Dot just ita 

first-year premiua. That'. because the prr.lums for .ame term policiea go up t .. t.r than 
othera. In .dditl'oD, many tena policies pay dividends. When tbey do, that low.rs the 
cost of those policies. For. deacription of various llfe iosurance coat 1ndex~ and th. 
asaumptions 00 which tlleyare based, aee page. . of the Buyer' a Guide. The figur.s 
below are derived using the Surrender Cost Iodex. The Surrender .Co.t Lndex takaa both 
divideod. and l.ter-year premi~ into considrr.tion aod provide •• aaasure of· the relat1~e 
coat of • policy, .ssuming its surrender .t a liven point in the future (e.g., 10 or 20 
years). Civen thb a.8UDlp~100. ~b. lov.r the Surrender Co.t IDdax, the lover the pol1CJ~a 
co.t ~o you. 

10 Year. ~o Year. 

SURRENDER COST INDEX (per $1,000 face amount) 

rbe Surrender Coet Index .hould be u.ed ooly ~o comp.re the coat of .im1l.r policie •• 
lf deat.h would occur during t.he de.i&Dated period, the policy vi~b the lover index vould 
lot Dec •••• rily be the lov~,r co.t. policy. All iDdex figure. for p.rticipatiJ:l& policies 
lre baaed on illuatrated divideDd. vhich are Qot guaranteed. 

tame of Agent 
~dreB. of Agent: 

'Renew.bilit.y: If you're buying term iDsurance for long-tera 
I. guaraDteed reDewabl. t.hrough at leaat age 65. Check aboVe 
:hia policy C.D be ren~v~u. For more ioformation, are page. 

Date 

Deed., make aure your policy 
for ~he age through whicb 

of the Buy.r's Cuide. 
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