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this newsletter as the incoming

Chair of the Section Council, |
commented on the enjoyment of actuarial
work and promised to expand on this
topic in afuture issue. Well, timeflies
and the editor’s memory islong, and so
what followswill, I hope, redeem that
promise.

Recently | was interviewed by a con-
sultant that had been retained by our CEO
to advise on the |atest installment of
strategic and operational planning. | knew
that his major interest was in the organi-
zational structure of the company, and, in
particular any opportunities for Doing
Things Differently, which isto say with
fewer people. So it was disconcerting to
have him ask, with hisfirst question,
whether | considered my work to add
anything to the overall benefit of
humankind. He was smiling as he asked
this, but | wasintrigued and disconcerted
by his choice of question. What on earth
did this have to do with anything?|
replied somewhat defensively that | saw
my role as a technician and manager
involved with the design and manage-
ment of systemsto transfer and spread
financial risk, etc. Later, | thought of all
the clever retorts and more elevated senti-
ments | could have expressed, but, as
usual, wit came with alagged response.

This experience was reminiscent of a
similar line of questioning. What do you
do at work, Dad? Do you like it?

I n the introductory piece | wrote for

Let’s consider this by asking the
Jfollowing question:

Do actuaries love their work and
believe it is inherently good? Or

(continued on page 3)

Gramm Leach Bliley Survey

by Edward J. Slaby

uring arecent meeting of the

Smaller Insurance Company

Section Council, the discussion
turned to the effect of the Gramm-Leach-
Bliley Federal legidlation on our member
companies. Thishill, which
became the law of the land
in 1999, seemed at thetime
full of ominous portent for
smaller size companiesin
the lifeinsurance business.
We decided to survey a
group of peoplelikely to
have a privileged viewpoint
on thisissue, namely you
— our membership. A
survey questionnaire was prepared and
placed on the Society of Actuaries Web
site, with a blast e-mail sent to our
membership to provide them alink to the
survey response document. Y our response

was excdllent, with 235 replies out of a
universe of 660 potential responses.

As promised, here are the results of
this survey. Six out of seven questions
required a yes/no response. These ques-
tions are shown in the table
below, followed by the percent of
the responses which were affir-
mative. Question 3 offered a
choice of three responses, and the
percent of the responses for each
choiceis shown for that question.

Question 1

The Financial Services
Modernization Act (FSMA) has
removed restrictions on banks affiliating
with securities firms and insurance
companies. Since passage of thislaw has
your company had or considered any
proposals by banks for affiliation?

(continued on page 4, column 1)
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From the Editor

by James R. Thompson

he bank insurance bill , Gramm
I Leach Bliley, or GLB, was

supposed to have a major impact
on insurance marketing. Has this been
having any practical impact on the
smaller insurance companies? Ed Slaby,
the Section Chairman, has compiled the
results of asurvey of section members.
Do the survey results match your own
situation. How does GL B relate to you?
Ed's“From the High Chair” confirms

what we know. It is good to hear it,
however.

Thisissue contains alot of NAIC
updates. We have highlighted various
issues over the years. In thisissue, we are
giving some attention to credit insurance.
Many small and medium-sized compa
nies write this. We have articles by Bob
Butler on the status of a new morbidity
table for credit disability and by Steve
Ostlund on the action at the March meet-
ing on the interpretations of SSAP-59. Of
related interest is an article by John
Kerper on ancillary products sold by auto
dealerships. These dealerships often sell
credit insurance.

Also, there is an ongoing working
group looking at the liquidity risk. Jon
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Niehus has a
report onits
progress. The
proposed revi-
sionsto the
AOMR are of
crucial interest to
smaller compa-
nies. James
Thompson has
an article on the
latest changes
and the status.

Smaller policies continue to be the
object of regulatory attention. We have
severa articles on this, including an
update on the Florida situation by Alex
Zeid, as well as some comments from the
most recent newsletter of the National
Alliance of Life Companies. We aso
have areprint from the National
Underwriter on abackground article by
John Ladley.

There are some topics of genera inter-
est. Another reprint from the National
Underwriter by Lawrence Garvey ison a
new business development on standard
forms. What is your opinion on the possi -
ble impact on your company’s
operations? How is your company on
asset management? Can it be done more
effectively? Are there any products you
are afraid to handle because you envision
the cost of asset-management to be
prohibitive? Read Jay Glacy’ s article.

Finaly we areincluding the NAIC
cutoffs on materials for the summer meet-
ing. Theses are important because earlier
input can be included. Thus, it has more
impact. In the past, people may have been
missing deadlines and theses had |esser
impact. Y our opinion matters. If only a
few people get to the meeting, they can
have all these materialsto refer to.

Jim Thompson

James Thompson, FSA, is a consultant
with Central Actuarial Associates in
Crystal Lake, Illinois, editor of small
talk, and a member of the Smaller
Insurance Company Section Council.
He can be reached at jrthompson@
ameritech.net.



MAY 2001

small talk

PAGE 3

Small Talk from the High Chair

continued from page 1

even: Do actuaries feel fulfilled as
men and women? Some would say
that work should not be expected to
be a source of fulfillment. We work
to provide the meansto alife, not life
itself. But | have known enlightened
human resources managers who
recognize that we spend the mgjority
of our waking hours somehow
involved with work, and that work-
ers should have a sense of fulfillment
in exchange for this investment of
time. | believe that fulfillment begins
with a sense that our labors add to
the overall benefit of our fellow
humans. We can point to the great
good done by actuaries in the inven-
tion and elaboration of the legal
reserve system. This is a wonderful
achievement, with many stories that
are the stuff of legend in our profes-
sion, beginning with the heroic

to this system, and its own lore and
heroes. We carry this torch to the
next generation. Long may it burn!

On an everyday level, what isthe
nature of the actuarial experience? What
isit like to be an actuary now, at this
time? A number of years ago, | attended a
meeting of alocal actuarial club in the
Southern city where | lived and worked. |
recall the fulminations of aretired
member, aformer officer of our Society,
who railed against the materialists who
were taking over the insurance business. |
suppose he meant businessmen who were
primarily profit driven, as compared to
the folks who ran the evangelical insur-
ance organizations he remembered from
his actuaria youth. | mention this smply
to highlight the fact that this business has
undergone and survived many changes,
both external and internal, and it isthe

7

legal reserve system.”

\o

“I believe that fulfillment begins with a sense that
our labors add to the overall benefit of our fellow
humans. We can point to the great good done by
actuaries in the invention and elaboration of the

\

W,

struggles of Elizur Wright, and
continuing to our day in the judg-
ment calls made by Valuation
Actuaries who annually do an asset
adequacy analysis of their com-
pany’s reserves. This system, now
elaborated to keep up with new
financial products and increased
investment volatility, has been an
actuaria triumph. And every practice
area — pension, health insurance
and others— hasits own counterpart

destiny of each generation of actuariesto
cope with the changes that come their
way, asthey have for so many ratebooks.
With these changes comes uncertainty,
but a so, as compensation comes, the
opportunity to be creative, which | pro-
pose isthe main delight of our work, or
any work. Every day, we are blessed with
situations that engage our crestive facul-
ties, and the creativity we apply to
solutions is the most important contribu-
tion that we make to our employers.

We should be mindful of how much
fun we are having in our work. We can
be gratified by the important contribu-
tions that we make for the welfare of
society. We are constantly challenged by
important problems and need to use all of
our creative abilities to effect solutions.
And we're paid well, in addition!

The young actuaries that | know have
alot of enthusiasm and pride in their
work, and have the same craving for
achievement that has always character-
ized this profession. They can be con-
fident that actuarial work will continue to
be a source of enjoyment and satisfaction
to its practitioners.

You see, my daughter, | find waysto
keep promises. And | do like my work. A
lot!

Edward J. Slaby, FSA, MAAA, is senior
vice president of Investments at Unity
Mutual Life Insurance Company in
Syracuse, NY. He can be reached at
eslaby@unity-life.com.
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Gramm Leach Bliley Survey
continued from page 1

Yes 52%
No or no response 48%

Question 2

The FSMA introduced federal regula-
torsinto certain types of insurance
operations. Has your company had any
interaction with federal banking or
insurance regulators?

Yes 51%
No or no response 49%

Question 3

The FSMA created stringent privacy and
consumer protection requirements. Have
these resulted in any of the following
reactions by your company?

Very urgent activity  37%

Limited activity 43%
No activity 20%
Question 4

Has the FSMA changed the strategic
planning or direction of your company?

Yes 59%
No or no response 41%

Question 5

Isyour company currently an acquisition
target, or do you expect to be atarget in
the foreseeabl e future?

Yes 37%
No or no response 63%

Question 6

Has the passage of the FSMA created
any increased competition or contraction
of your company’s market share?

Yes 69%
No or no response 31%

Question 7

Do you perceive the FSMA as creating
organizations which are too large to be
efficient?

Yes 53%
No or no response 47%

While not intended to be scientific,
this survey nevertheless does allow usto
discern some general trends and effects
on the Section membership.

Questions 1 and 2, for which the
responses are highly correlated, indicate
afair amount of activity by either banks
or insurers to investigate strategic combi-
nations. At the SOA Annual Meeting in
New Orleans, the Section will sponsor
several lively programs for actuariesin
smaller companies and their consultants.
| hope we can hear from some of you
how bank affiliation has worked for your
company. Both success and failure expe-
riences should be very instructive.

Question 3 responses indicate that the
new privacy regulations are keeping alot
of usquite busy. | hope we get an oppor-
tunity to hear about some of your exper-
iences with thisissue. Isthere a newslet-
ter article waiting in the wings?

Question 4 responses show that
smaller companies are generally rethink-
ing their vision and mission statements,
and are actively involved with an exami-
nation of their markets and business
niches. Some would say thisisa pre-
dictable response, but I’ m not so sure that
itis.

Question 5, on the other hand, reveals
arelatively low level of takeover anxiety
among the membership. If thisis so, and
| believeit is, it deserves further exami-

nation. Ostrich-
like lack of
concern? Or a
reflection of a
view that banks
do not really want
to beintherisk
underwriting
business.
Question 6is
likely correlated
with Question 4,
and reflects the increased focus that
companies must have to succeed in
current business conditions. Thisis
another topic that deserves informed
discussion by our membership.

Ed Slaby

Finaly, Question 7, which betrays a
small company hiasin its phrasing. About
half of the responses were supportivein
their opinion that larger is not necessarily
better. Theissueis not smply scale versus
flexibility and agility. Thereisroom for
both kinds of companies. But we should
consider whether thislegidation, and all
that proceeds from it, tilts the advantage to
the larger companies.

These responses have drawn, in very
broad strokes, a picture of the new forces
that are impinging on the smaller compa-
nies, and on all of usin our day-to-day
work. We'll be digging into these topics
in the sessions we sponsor at upcoming
SOA meetings. Join us for the discussion.
Send a letter to the editor of this newslet-
ter. Let’s keep this conversation going.
And thanks for the great response.

Edward J. Slaby, FSA, MAAA, is senior
vice president of Investments at Unity
Mutual Life Insurance Company in
Syracuse, NY. He can be reached at
eslaby@unity-life.com.
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BREAKING NEWS — LEGISLATION INTRODUCED TO RESTRICT SMALL POLICIES

Editor’s Note: The following is reprinted with permission from the NALC (National Alliance of Life Companies), an Association of Life and
Health Insurance Companies’ newsletter which ran in the March 31, 2001 issue.

Senator M. Mandy Dawson (D-30 th ) has introduced SB1786, which would greatly restrict the sale of small policies and ban the sale of

Industrial Life. The bill would make the following changes to the current code:

1 Each insurer who has in force in Florida, a policy of life insurance with a death benefit of $15,000 or less shall annually on the policy
anniversary date, by United States mail, disclose to the policyholder or premium payor the total amount of premiums paid, the cash
value, and the amount of the death benefits payable under such policy. If the insurer is unable to locate the policyholder, the policy-
holder shall be converted to afull paid-up status. A disclosure noticeis not required to be sent for any policies that are in full paid-up
status or policies that are converted to full paid-up status.

2. Any changes to the code would not be effective for policies written prior to July 1, 2001.

3. For all policiesissued after July 1, 2001, with a death benefit of less than $15,000, the following would apply:

a.  When the cumulative premiums paid exceed 250% of the death benefit, the insurer shall enhance the death benefit by $0.50 for
each premium dollar paid in excess of 250% of the death benefit.

b.  When the cumulative premiums paid exceed 500% of the death benefit, the insurer shall enhance the death benefit by $1.50 for
each premium dollar paid in excess of 500% of the death benefit.

c. Industrial life insurance would be prohibited and such policies may not be delivered or issued in Florida, on or after July 1, 2001.

d. Eachinsurer who hasin force in Floridaan Industrial Life policy, shall annually, on the policy anniversary date, by United States
mail, disclose to the policyholder or premium payor, the total amount of premiums paid, the cash value, and the amount of the
death benefits payable under such policy. If theinsured is unable to locate the policyholder, the policy shall be converted to full
paid-up status. The disclosure notice is not required to be sent for any policies that are in full paid-up status or policies that are
converted to full paid-up status. We will watch this matter extremely closely. The NALC is seeking help and input from all
Members concerning this matter. If you are interested in participating in the work on this matter, please contact Scott
Cipinko (Cipinko@nalc.net) immediately.

SMALL POLICY WORKING GROUP SHIFTS FOCUS

The Small Face Amount Working Group met in Nashville Tuesday. The Co-chairs are Commissioner Mike Pickens (AK) and Director Ernst
Csiszar (SC). The Working Group decided to limit the inquiry of the Working Group to disclosure at the interim meeting in Atlantain
February. Commissioner Csiszar advised that the industry has been asked to provide a study concerning small policies. The study has now
been broken into two parts. Thefirst part is an economic study, which will be conducted by Professor Michael Porter of Harvard University.
The second study concerns how the policies are written. That will be an educational piece created by the American Academy of Actuaries
(Academy). The Academy will give its report to the Working Group when it is completed. However, it was originally intended that the
economic study would be presented to the Life Insurance and Annuities (A) Committee at alater date, as the study would be compl eted after
the June deadline for the completion of the Working Group’s work. Commissioner Csiszar stated that there are two fundamental issues that
need to be addressed. The first issue is whether the industry is garnering excess profits. The second issue is how smaller policies are priced.
In addition, there is a question about discriminatory practices in connection with mode of payment. Additional discussion took place
concerning how the Academy will conduct its study. Director Nat Shapo (IL) advised that he has problems with the concept of strictly
moving toward disclosure as a solution. Rich Robleto (FL), who is very well aware of the Florida legislation, was confused about the direc-
tion of the Working Group. Mr. Robleto thought that the group was working toward disclosure regul ation. He was also concerned about the
value of any study. He would like to see all insurance companies included in the Academy study if it would not include the companies on the
fringes of the industry, which may be charging excessive rates. Thisissue came up in connection with the discussion of the Academy study
in detail by Mike Pressley, Vice President of the Academy. John Hartnedy (AK) wanted to make clear that the Academy is atruly independ-
ent organization, which includes regul ators and members of the industry in its membership. Because the academy will do the study based on
broad averages, the top and bottom companies may not be included. Further, the study will be ablind study.

The companiesin the study must be anonymous in order to avoid any claims of restraint of trade. Further, the academy must be aware of
antitrust concerns. Commissioner Merwyn Stewart (UT) stated that most of the industry is doing a reasonable job. However, as some are not
doing areasonablejob, it isimportant to see how those companies are operating. He emphasized that the regulators want the industry to
make reasonable profit and for consumers to get good value. If both of these things occur, it will be a better world. Mr. Pressley advised that
the study would not reveal which companies are making a profit. Leslie Jones (SC) advised that the study would show scenarios were premi-
ums exceed the face amount. A number of regulators asked questions about how the study would work. This led into the discussion of
specific questions. A number of questions were prepared by Mr. Hartnedy and Ms. Jones. The industry and regulators will be asked to
respond to the questions by April 20, 2001. The conference call will be held at that time and more questions will be drafted. In addition, an
interim meeting will be held during the week of May 7, 2001. The most likely location for the next interim meeting will be Atlanta.
Paragraph copies of the questions are available from the NALC office or by contacting Scott Cipinko (Cipinko@nalc.net).

J
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small Face Amount Policy Legislation

by Alex Zeid

ome states are considering legis-
S lation to correct perceived abuses

in the small face amount market.
For example, one bill recently introduced
would have required an annual policy-
holder notification with the policy
becoming fully paid up if the policy-
holder could not be located. It also would
have required benefit enhancements of
certain types of policiesif the premium
payments reached certain levels. Finaly,
the bill would have prohibited the deliv-
ery or issuance of industria life
insurance policies after a specified date.

We believe that adoption of these

requirements would actually hurt
consumers because the availability of
small face amount insurance could be
greatly reduced. Even if carriers continue
to sell such policies, costs are likely to
increase significantly as aresult of the
additional mandated death benefits,
higher administrative expenses and
potential fraudulent activity that will
result.

Paid-Up Benefits

One proposed hill (Florida Senate Bill
1786) states that each insurer with anin-
force policy of $15,000 or less must
annually disclose the cumulative amount
of premiums paid, the cash value and
death benefits available. If theinsurer is
unable to locate the policyholder, the
policy must be converted to fully paid-
up status. This provision could lead to
significant fraudulent activity if policy-
holders decide to make it difficult to be
contacted soon after purchasing cover-
age, leading to automatically paid-up
policies and ultimately resulting in
higher premiums for those policyowners
who continue to allow themselves to be
found. The administrative costs of track-
ing down policyholders could become
excessive. We are assuming that, in this
context, “fully paid-up” means the full

policy face amount is paid up, not
the amount of reduced paid-up
insurance as required by the
Standard Nonforfeiture Law. In
addition, the Florida bill would
discriminate against the policy-
holders with face amounts
exceeding $15,000 since this
provision would not apply to them
(leaving them without paid-up
policies under these circumstances
or the disclosure).

The bill is silent about the effect
on policy reserves when a policy
becomes fully paid up. Current in-
force policies were not priced for this
type of benefit, and reserve increases
could result in solvency problems. It is
obvious that this provision is unsound,
and that thereis no logical reason for
providing such benefits, and it does not
add anything to the Standard Nonfor-
feiture Law whose intent was to guar-
antee that policyholders receive an equi-
table value in the form of reduced paid-
up insurance or extended term insurance
whenever termination occurs, for what-
ever reason it occurs.

Benefit Enhancements

Florida Senate Bill 1786 would have
specifically required, for policiesissued
after July 1, 2001 with a death benefit of
$15,000 or less, the following:

*  When the cumulative premiums paid
exceed 250% of the death benefit, the
insurer must enhance the death benefit
by $0.50 for each premium dollar paid

in excess of 250% of the death benefit.

*  When the cumulative premiums paid
exceed 500% of the death benefit, the
insurer shall enhance the death benefit
by $1.50 for each premium dollar paid

in excess of 500% of the death benefit.

Asaresult of our testing, we have
concluded that such benefit enhancements
would drive up prices significantly on
products designed to meet these require-
ments. Products that include the proposed
enhancement provisions would be diffi-
cult to price, since benefits are tied to the
premium. Thistype of benefitisamore
complex and less understandable varia
tion on the return of premium benefit
provisions found in some policies.

Return of premium benefitsresult in
significantly higher premiums, particu-
larly for smaller policy sizes and at older
ages. There would also be additional
costs to the insurance company as a
result of the need to price new products
with the new benefit provisions, develop
and file new policy forms and calculate
new cash value and reserve factors. We
do not believe that insurers could have
had new products and administrative
systemsin place for aJuly 1, 2001 effec-
tive date. For small companies, these
costs may make selling these products
prohibitive resulting in reduced availabil-
ity of these policies to the consumer and
less competition in the marketplace.

Another consideration that is not
being taken into account isthat the poli-
cyholder has often accrued a significant
cash value by the time the premiums
exceed the current death benefit. This
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accrued value is areal, tangible benefit
that should be considered as an offset to
any perceived losses from the accumu-
lated premiums exceeding the current
death benefit. If a policyholder decides
that he no longer needs the death benefit
coverage and surrenders the policy, the
net payment equal s accumulated premi-
ums less any cash value received. Indeed,
as premiums increase due to issue age,
the corresponding cash values also
increase.

We calculated premiums with and
without the enhanced benefit option and
found that the enhanced benefit option
would increase prices to a greater extent
as the issue age increases, thus harming
the older consumer. Extremely large
price increases would occur at the oldest
ages where premiums are already neces-
sarily high due to age. These older con-
sumers often have no other available
insurance alternatives because of under-
writing considerations and the lack of
term insurance availability at these ages.

death benefit is directly related to premi-
ums paid (an amount which may include
varying premiums for riders and policy
fees), death benefits can no longer be
calculated from pre-cal cul ated tables of
valuesthat are stored on the administra-
tive system. Instead, death benefits
would have to be calculated and stored
for each individua policy. Thiswould
require amajor upgrade to administrative
systems or have to be done by hand. The
alternative would be for companies to
eliminate or significantly restrict the
availahility of supplemental benefits and
riders and to create complex, non-policy
fee banded premium rate structures,
which would also increase costs and
reduce value to the policyholder.

We believe that there are sound actu-
arial reasonsfor life insurance policiesto
have cumulative premiums that exceed
benefits paid in later years. For those
unfortunate individuals who die in the
early policy years, they receive morein
benefits than were paid in premium. On

“The best time to make sure that a policyholder
understands what he is buying is when he is

buying it.”

In addition to making the policy more
expensive, we found that the enhanced
benefits actually would cause the per-
ceived problem to happen at younger
issue ages than it otherwise would have:
in other words, the increase in the premi-
ums necessary to produce the enhanced
benefit would result in premiums exceed-
ing death benefit that much more quickly.
It would be avicious cycle.

In addition to the costs of repricing
and implementing new products, the
administrative costs associated with this
type of benefit would also be significant,
particularly in light of the complexity of
the calculations that would be required
on an individual policy basis. Since the

the other hand, those who survive pay for
these early death claims and may ulti-
mately pay more in premium than they
receive at time of their death. Thisis
fundamental to any risk pooling concept.
This does not mean that these policies do
not provide value to the consumer.
Indeed, the basic tenet of any kind of
insurance is that you pay a premium for
something that you hope you won’t need
to collect on. By its very nature, whole
lifeinsurance will provide benefitsin
excess of collected premiumsto some
insureds and will also collect premiums
in excess of benefits from other insureds.
The key to making sure that the con-
sumer receives sufficient valueisto

make sure that he or she understands this
tenet and takes it into consideration in the
purchase decision.

Conclusion

We understand the concerns being ex-
pressed about policyholders who may
purchase life insurance policies and later
feel that they did not receive the value
that they paid for because they didn’'t die
early. When that misperception occurs, it
isnot good for anyone involved.

However, the approaches being con-
sidered by some regulators are not only
an unreasonable burden on the carriers
who sdll policiesin this market, but they
are a so ineffective and unnecessary ways
to address these concerns. The ultimate
result would be the inability of insurers
to provide these small policies to those
who need the protection the most, i.e.
those who are unable to afford larger
insurance policies due to financial, age,
or health limitations.

The best time to make sure that a poli-
cyholder understands what he is buying
iswhen heisbuying it. That is when the
policyholder can and should make deci-
sions whether or not to purchase a policy
or to use his“free look” provision to
return a policy. For most small policies,
the relationship between premiumsto be
paid and benefits payable over the life of
the policy, at least on aguaranteed basis,
are easily determinable at issue.

Attempts to solve what is essentially a
disclosure problem by adding an expen-
sive layer of hard-to-understand post-
issue disclosures and complicated, hard-
to-understand mandated future benefits
are not reasonable remedies, but would
actually hurt those that the regulators
seek to protect.

Alex Zeid, ASA, MAAA, currently
chairs the actuarial committee for the
National Alliance of Life Companies.
For additional information, please
contact him by telephone at (800)
308-2672 or by e-mail at alex_zeid
@fmsi-actuaries.com.
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Outsourcing the Investment Function:

Opportunities for the Smaller Insurer

by Anson J. Glacy, Jr.

Editor’s Note: This report has been
prepared from original sources and data
that we believe to be reliable, but we
make no representations as to its accu-
racy, timeliness, or completeness. This
report is published solely for informa-
tional purposes and is not to be con-
strued as an offer to sell or the solicita-
tion of an offer to buy any security.
Please consult with your investment
professionals, tax advisors, or legal
counsel as necessary before relying on

this material.

maller insurers, while fre-

guently blessed with

nimbleness and clarity of
vision, nevertheless face long-standing
obstacles to success. Chief among these
is competing with the critical -mass effi-
ciencies that their larger brethren enjoy
in product sourcing and delivery and in
investment activities. However, recent

company” service and performance stan-
dards to the smaller insurer. This article
briefly surveys some of the technological
advances that have powered this revolu-
tion and identifies the benefits that small
companies are realizing because of it.
Notwithstanding recent unpl easant-
ness in the stock market, the “New
Economy” truly has had a democratizing
impact upon the distribution of informa-
tion and the ability of companieslarge
and small to conduct business from afar.
New technology has permitted small
insurersto “level the playing field” ina
number of powerful ways. Certainly the
Internet has revolutionized the distribu-
tion of insurance product, constituting an
empowering force for insurers without
entrenched (and costly) “bricks and
mortar” distribution systems. Accounting
and administrative packages, previously
available only as big-ticket systems
outlays, now see their functionality

7

k systems.”

“Certainly the Internet has revolutionized the
distribution of insurance product, constituting an
empowering force for insurers without entrenched
(and costly) ‘bricks and mortar’ distribution

\
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events have put large-scale economies
within grasp of many small companies,
especially in the area of investment
management, and have brought “large

commoditized and broadly disseminated
through both the Internet and company
intranets. These trends relentlessly force
down the cost of underwriting, issuing

and maintaining an insurance policy and
of providing timely, relevant and reliable
information for managerial decision-
making.

The ASP Phenomenon

Such technological advances have not
been absent on the asset side of the
balance sheet. Technology has brought a
level of immediacy
and pervasiveness
to market informar  f.
tion that enables ;
small insurersto
maintain intimate

monitoring of asset | § /
performance. No
longer does a small company only get a
look at asset transactions and perform-
ance on paper reports six weeks after the
close of the quarter. Much of this benefit
derives from the explosion in the use of
Application Service Providers (ASP).
ASPs spare users the time and expense of
procuring or developing their own
computing infrastructure for trading,
analytics,and reporting. Instead, users
access computing resources through the
Internet that have already been estab-
lished at a convenient network location
and manned by ateam of experienced
specidists. This approach, therefore,
affords the small insurer the opportunity
to purchase economically priced func-
tionality dlices, not an expensive,
full-fledged system.
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Most noteworthy is the rise of ECN-
based el ectronic exchanges like Iand, a
unit of Datek Online Holdings, and
Ingtinet (from Reuters). These are com-
puter trading systems that automatically
link buyers with sellers. For small insur-
ers, they represent a powerful means of
reducing commissions and eliminating
gaping bid-ask spreads that are typically
gobbled up by marketmakers. While the
fixed-income universe haslagged in
moving to electronic exchanges, a
number of initiatives are under way to
extend these cost-saving benefits to bond
investors. And a consortium of twenty-
three leading derivatives dedlers, like J.P.
Morgan Chase, Goldman Sachs, and
Deutsche Bank, are establishing
SwapsWire, acommon Internet protocol
for electronic trading of interest-rate
derivatives.

Advances in Securitization
Securitization is the process of repackag-
ing financial assetsinto securities,
generaly from lessliquid formsinto
more liquid forms. Mortgage-backed
securities and
collateralized
mortgage obliga:
tions are examples
of securitization
in action. These
instruments

repackage resi-
dential mortgage loans, and in doing so,
bring valuable liquidity to the mortgage
markets and allow investors to more
easily participate in this asset class. (The
insurance industry traditionally has secu-
ritized policy loans or future surrender

penalties as away of increasing financial
flexibility and efficiency.) Recently, this
practice has been extended to the high-
yield bond markets. Historically, smaller
insurers have been unable to effectively
gain exposure to the high-yield markets
due to the twin obstacles of odd-lot trad-
ing costs and inability to diversify. A
collateralized bond obligation (CBO)
pools alarge number of high-yield bonds
in order to gain the benefits of diversifi-
cation, then securitizes them into
tranches of various seniority and credit
quality. For example, an equity tranche
absorbs initial losses, followed by a
mezzanine tranche and finally a protected
senior layer. Small insurersthen can
purchase these conveniently sized securi-
ties according to their particul ar tastes

and capacity.
Investment Management

Outsourcing E E I
(7T

While execu-

tives at small

insurers often

possess consid-
erableinvesting I
expertise and |
savvy, seldom isit economical for these

companies to retain the investing function
in-house. Beyond the economies of scale
to be redlized by outsourcing nuts-and-
bolts activities like accounting, regulatory
compliance, and trade execution, full-
service external investment managers can
ddiver:

» Assistance with investment policy
development, including guidelines,
limits and control procedures

» Accessto specialty asset classes, like
convertible bonds and asset-backed
securities, that can add valuable punch
to asmall insurer’s core holdings

» Advanced asset/liability expertise and
advice, acritical ingredient for pru-
dently balancing risk and return

» Sophisticated asset allocation technol-
ogy to support strategic and tactical
portfolio actions

» Accessto dea flow typically available
only to large institutional investors

» The ability to perform cash flow test-
ing and other risk assessment exer-
cisesrequired by regulators

Thus, through outsourcing of the in-
vestment management function, smaller
insurers can effectively and economically
harness the market coverage, trade
execution efficiency, and performance
attributes of an experienced asset
manager.

Anson J. Glacy, Jr., ASA, CFA is Vice
President and Actuary at General Re —
New England Asset Management, Inc.
based in Farmington, Connecticut. He

can be reached at jglacy@grneam.com.
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The Other Insurance Products Auto Dealers Sell

by John H. Kerper

nlessyou live on Mackinac

Island, you'’ ve bought a car or

truck and been through the
one-two sales punch of the car salesman
and the finance and insurance (F&1)
department. What started as an auto
purchase may end up as the purchase of
credit life and disability insurance, a
vehicle service contract, gap insurance,
specia financing, undercoating, and
other products in addition to the auto.
The auto dedler isinterested in selling
more than autos and for good reason.
These extras produce more than half of
their profits from auto sales, and insur-
ance sales are a significant source of
these profits.

Aninsurer ableto offer the full range
of insurance products that an auto dealer
sells may have an advantage in getting
and keeping the dealer’ s business. Many
small life insurance companies under-
write credit life and disability insurance,
and most life actuaries are familiar with
these products. Those that have a casu-
alty affiliate may also underwrite vehicle
service contracts (V SC) and gap insur-
ance. If acompany isin this market, but
does not have these casualty productsin
its portfolio, should it add them? Before
answering this question, let’s examine the
basics of these products.

VSC Basics
VSCsarea
contractual
promise to
repair certain
mechanical

breakdowns which occur during the
contract term. Coverage may be limited
to afew component systems (e.g. engine
and transmission) or may be " bumper-to-
bumper” — covering everything except
certain excluded items. A breakdown is

vehicles, the term generally runsfor a
specified number of years from thein-
service date or until the odometer reaches
a specified mileage, whichever occurs
first. Some providers will extend the
calendar portion of the term from the

s

k profits.”

“The auto dealer is interested in selling more than
autos and for good reason. These extras produce
more than half of their profits from auto sales, and
insurance sales are a significant source of these

N
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defined as the failure of a covered part to
perform its function. Some contracts
define breakdown as the failure of a
covered part to perform within the manu-
facturer’ s specifications. Either definition
also includes alist of what is not a break-
down. Thislist usually includes regular
maintenance, body and interior damage,
failure caused by a pre-existing condition
(used cars) or lack of proper maintenance
as prescribed by the manufacturer, and
failure due to property damage (storm,
collision, fire, etc). Thereisusualy a
deductible of $50 - $200 per claim,
although some V SCs charge a separate
deductible per component system in-
volved in the claim. Many insurers al'so
offer a disappearing deductible option
which waives the deductible if the vehi-
cleisbrought back to the selling dealer
for service.

The contract term for aV SC can run
from 1 month to 84 months. For new

V SC purchase date rather than the in-
service date for nearly new vehicles —
used cars still under the manufacturer’s
warranty. The typical new car contract
runs 5-7 years and for 60,000 to 100,000
miles. The term for used vehiclesis the
lesser of a specified number of months
and miles from the V SC purchase date.
The most common terms are for 12, 24,
36, or 48 months with the mileage term
at 1000 times the number of months.
Most VSCs are sold for asingle fee,
which is either paid or financed during
the vehicle purchase. Refunds are calcu-
lated pro-rata based on remaining months
or miles of coverage, whichever isless.
The price charged by the dealer is made
up of three components — (1) insurance
premium paid by the abligor, (2) admin-
istrative fees, and (3) dealer markup. It's
important to note that the total price
charged isunregulated in most states. It's
also important to note that component (1)
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isthe only portion that is paid to the
insurer. Components (2) and (3) are not
paid to the insurer, nor are they included
in premium for purposes of calculating
premium tax or risk-based capital. The
reason the total feeisnot included in
premium isthat the actual service
contract is not an insurance contract.
Either the auto dealer or the claim admin-
istrator buys the insurance to cover its
obligation under the contract.

Gap Basics
Gap covers the shortfall between the loan
payoff and the book value of the vehicle
5 Or insurance
“H recovery (depends
.| on contract) in
| casethe vehicleis
§ declared atotal
{ ] lossfrom either
M vsical damage
or theft. Most contracts cover al or some
of the property insurance deductible and
may cover one or two delinquent
payments. Some contracts even offer a
new car purchase allowance if the
insured returns to the selling dealer to
buy a replacement. While the term for
gap coverage matches the term of the
loan, the possibility of aclaim is zero,
once the book value of the vehicle
exceeds the loan payoff.

Like VSCs, the fee for Gap is paid at
the time of purchase. The refund method
varies by state, with most allowing arule
of 78s amortization due to the declining
value of the coverage, but some (e.g.,
Texas) require pro-rata. Coverage may be
offered asawaiver agreement or as an
insurance contract to the purchaser,
depending on the state. Waiver coverage
issimilar to V SCswhere only a portion
of the charge is considered premium and

the total chargeisn’t regulated. Insurance
coverageissimilar to credit life where
the entire amount is the premium and the
total rate may be regulated.

Should a
Small Insurer
Offer These
Products?
That'sagood
question. It is possi-
ble to make a good
return selling
VSCs, but it takes
tens, or hundreds,
of thousands of

contracts and severa years of paying
claims on those contracts to develop
enough experience to confidently rate
this business. It also takes an experienced
claims administrator that sharesin the
gain and pain of good and bad results to
ensure that the insurer has afair chance
of making a profit. One way to enter this
market with lessrisk isto collaborate
with an established insurer that has an in-
house administrator for VSCsand a
history of profitsin this market.

Another possibility isto mimic the
manufacturers’ extended warranty
programs. Under the assumptions that the
manufacturers have adequate experience
and are trying to make money, their rates
are areasonable starting place for a new
V SC insurer with no experience. Still, a
trusted administrator is needed. Hire
experienced personnel and start slowly.

Asfor Gap, thisbusinessisrelatively
immature, but highly competitive. The
relative immaturity showsin the smplic-
ity of the rate chart of most carriers. The
risk of claim depends on the length of the
loan because alonger term leads to a
slower decrease in the loan payoff value

and alarger gap for alonger period.
Also, if theresale value of avehicle
drops relatively quickly from the pur-
chase price, thisdrop leads to a greater
exposure to claim. However, most carri-
ers currently offer the waiver

version of this product at a
singlerate for all terms
and vehicles, and the
common rate that is
charged for this coverage
isso low that the profit
potential isvery limited.

Thisisaproduct to watch
and possibly find a partner to
underwrite.

John H. Kerper, FSA, MAAA, is a
consulting actuary at JHK Company in
Birmingham, AL. He can be reached at
jkerper@bellsouth.net.
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Small Policies = Big Controversy

by Jack Ladley

Editor’s Note: This article is reprinted
with permission from National
Underwriter. (Small Policies = Big
Controversy), March 26" Vol.105, No.13,
National Underwriter Life and Health
Edition. Copyright © 2001 by the
National Underwriter Company. All
rights reserved.

As of mid-April, the 23-member SFAWG
(small face amount working group) of the
NAIC continues to discuss this issue.
Action may occur at the summer NAIC
meeting at the earliest. Disclosure
requirements seem to be the most likely
outcome. However, the result could be
influenced by two studies that are cur-
rently underway, one by the Academy and
one by Harvard professor Michael
Porter. These studies will focus on prof-
itability and market competition. It
appears that, by using composite data,
neither study may meet regulators’ needs
for information on outliers — those
companies whose products and practices
who likely would be the prime target of
any regulations. One area of ongoing
concern is situations where premiums
exceed face amounts, even by multiples,
over short periods of time (such as 10
years). Some skepticism about the value
of more disclosure and the likelihood that
new regulations will actually be promul-
gated does exist among regulators.
L regulatory scrutiny as life insur-
ance policies with small face
amounts stir up a giant-sized dispute.
Small-face amount policies (SFAPs), a
product sold in various forms by some
sectors of the life industry for decades,
have become a giant-sized problem for
lifeinsurersin recent months. Regulators
have voiced strong concern about how
such policies are sold and priced, aswell
astheir overall economic valueto
consumers.

ife insurers are coming under

A working group of the National
Association of Insurance Commissioners
has held hearings on thisissue that have
attracted large audiences and generated a
great deal of insurer activity. The work-
ing group has challenged the industry to
provide solutions to the perceived prob-
lem by June 2001, although it is not yet
clear exactly what the problems are to be
solved and for which segments of the
SFAP business. It remains unclear what
size policy qualifiesasa“small” face
amount.

Adding further fuel to the controversy,
more than two-dozen lawsuits have been
filed against insurers — generally home
servicel/industrial writers. A key issue
cited in these suitsis the fact that after a
number of years, total premiums paid can
exceed the death benefit for some
insureds. At least one well-known insurer
has acknowledged the existence of this
problem and has attempted to remedy it.

Somewhat surprised by the scope of
theregulators inquiries, the industry is
scurrying to provide data and suggestions
for addressing these concerns. Many in
the industry do not believe thereisa
SFAP problem, at least in their specific
segment. And if a problem does exist, it
is doubtful that relevant data can be gath-
ered and remedies devised in the short
timeframes established. The December
resignation of NAIC President George
Nichols of Kentucky, who had been the
principal proponent of action at the regu-
latory level, further clouds the picture.

Who is Affected?

The scope of the problem is potentially
enormous. SFAPs exist in anumber of
market segments,
each of which has
both in-force poli-
cies, many of
which sold
decades ago under
different

economic circum-
stances, and more
recently sold and
priced business.
More than 60
million SFAPsin
force and at |east
four million poli-
cies sold each
year could be
affected.

Generdly,
these policies are regarded as variations
on whole life coverage and have face
amounts under $25,000, although regula-
tory attention primarily has been focused
on even smaller policies, with face
amounts ranging from only afew
hundred dollars to a maximum of $5,000.
A model home service act under discus-
sion callsfor a $15,000 cutoff, but
suggests that the amount be left flexible.

The insurers affected by any SFAP
controversy are commonly thought of as
smaller industrial and debit insurers.
However, many of the largest life insur-
ers have significant SFAP exposure
from sizable, older blocks of home serv-
icein force and from newer blocks of
direct response business. Thisissue thus
crosses all industry demographic bound-
aries. Some of the business segments
that have heavy SFAP in-force or sales
include;

Jack Ladley

* Home service, including industrial
insurance and debit ordinary, whether
or not premiums are collected in the
home. There are probably more than
40 million policiesin force in this
segment, with average face amounts
under $5,000 for debit ordinary and
under $1,000 for industrial.

* Fraternal policies, approximately
75% of which have face amounts
under $15,000.
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* SFAPs sold by individual ordinary
agents and brokers. Over amillion
such policies are sold annually,
although the number is declining, and
there are likely tens of millionsin
force.

* Direct response, including juvenile
policies sold to non-seniors, and guar-
anteed and simplified-issue whole life
(usually on graded benefit forms) sold
to an estimated one-million-plus
seniors every year.

* Pre-need, including policies sold in
connection with funeral planning.
Many forms are possible, but the most
common sales approach involves
funeral directors, with single— or
[imited-premium-products that use
virtually no underwriting.
Approximately 300,000 such policies
are sold each year, and there are over
1.5 millionin force.

Of these segments, home service has
received the most regulatory attention in
the past and continues to draw the great-
est interest of regulators and plaintiff law
firms. In general, home service has the
oldest and largest block of in-force busi-
ness to cope with and some of the very
smallest palicies, but the volume of sales
is probably not as great as the volume of
salesin the other segments. Thereisalso
significant overlap among these seg-
ments, making it difficult to draw sharp
distinctions between them.

Regulators have not yet determined
which SFAP segments to focus on. In the
heavily attended hearings that have taken
place so far, representatives from various
interest groups have assumed the task of
educating regulators on the marketing,
product design, customer demographics,
and other attributes of the business sold
by each segment. The National Alliance
of Life Companies, the National
Fraternal Congress, and subgroups repre-
senting direct response and pre-need
companies have all been represented.

Thus far, there has been little or no

internecine warfare, but what happens if
rulemaking occurs may be a different
matter, if different ssgments move for
exclusion or special exemptions.

Defining the Problem

The primary concern that has surfaced
among regulators so far isthat after a
number of
years, the
total
premiums |
paid on
these poli-
ciescan
exceed
the face amount — in rare cases, by
sizable amounts, even multiples. The
regulators, at least initially, seem to have
adopted alayman’s view — how can this
occur, and how can it be explained
rationally to inquiring insureds?

But while this has galvanized regula
tory concern, it is not the only issue that
seems to be emerging. Other questions
are being asked (see sidebar).

These issues have surfaced in regula
tors questioning of industry represent-
atives. Regulators, in effect, have gener-
ated a complex matrix of concernswith
both market segment and issue dimen-
sions, neither of which iswell defined at
this point. This has caused industry repre-
sentatives to scramble to gather relevant
data, and also to guess as to what course
theseinitiatives might take next. Surveys
and studies abound. An atmosphere of
pressure seemsto be evolving, since the
issues are both broad in scope and fuzzy,
and data from the various segments are
fragmented.

Theindustry, for its part, concedes
that, actuarially and financialy, it is
possible for SFAP premiums to exceed
the death benefit in some cases, but notes
that thisis a necessary implication of the
pooling-of-risks principle. This cost/
benefit relationship is known to have
existed for many decades and is not
generally seen as a problem. It does not
appear that this type of argument will win
the day, however.

Theindustry has provided awealth of
information demonstrating that reason-
able payouts, competitive rates, and
normal corporate rates of return exist in
these segments. A long list of arguments
against any special treatment of SFAP has
been developed (see sidebar on page 14).
Many are quite compelling and logical,
but, like the actuarial demonstrations,
may not be sufficient to satisfy regulators.

Potential Solutions

Thusfar, the regulators seem to favor
some sort of disclosure, and thisis proba-
bly the best of a number of possible
solutions for the industry. As usua, the
devil isin the details, and the implica-
tions of disclosure will depend on the
form it takes. Whether the disclosure
requirements will be based on provisions
in the home service model act has not
been determined.

From the industry’ s perspective, the
downside to disclosure isthat it acknowl-
edges the existence of a problem that, in
the opinion of many, really does not
exist. Also, disclosure would have an
impact on training, risk classification,
and other costly processes. And it may
unnecessarily complicate the sales
process, resulting in lost sales rather than
well-informed sales.

Other proposed “solutions” include
making such policies paid up, restructur-
ing them into UL-type contracts, setting
minimum sizes, establishing new risk-
class standards, altering commission
patterns, and changing pricing practices.

Forcing such changes has generally
been viewed as beyond the scope of
regulators, and it is highly doubtful that a
consensus on such changes can be
reached by June.

These solutions have other implica-
tionsas well that are not easily dealt
with. For example, changes to inforce
and new business product guarantees
(premium amount, benefit levels, cash
values) could have adverse tax conse-
guences for insureds and perhaps for
companies aswell. The form and impact
of such financial changes would take

(continued on page 14)
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continued from page 13

some time to analyze and would have an
undesirable financial impact on many
companies.

Toward a Compromise

— Itisencour-
@l 20ing that

\ W both sides
seem to be
heading
toward a
workable compromise. If the industry can
accept theideathat it is hard for the
consumer to understand how premiums
can exceed benefits, then disclosure
seems to be the only viable solution in
this tight timeframe. The regulators will
have to determine which segments and
products should require disclosure. The
disclosure requirements themselves must
be carefully drafted and evaluated, and
in-place requirements and draft guidance
must also be considered.

Other initiatives to deal with thisissue
will take much more time to develop. If
regulators want action in atimeframe
even close to the June deadline, they
probably will have to narrow their scope
of inquiry and shorten their list of most
troublesome issues. But first, they must
ask themselves whether any of the issues
raised so far really justify their involve-
ment in aspects of rate regulation.

It iswell known that these products,
whichever segments and forms come into
guestion, have been received reviewed
and approved by regulators for decades.
Insurers are therefore understandably
somewhat confused by the retroactive
aspect of thisissue. And they must
wonder what issues regulators may raise
10, 20, or 30 years from now on products
currently being sold, under different
circumstances.

But even if life insurers believe they
arejustified in their position, their best
approach may beto find a solution

Questions On

The Issue

* How canit occur that after a
number of years, the total premi-
ums paid on these policies
exceed the face amount, and how
can this be explained rationally
to inquiring insureds?

* How frequently are carriers
offering volume discounts for
multiple policies or more effi-
cient premium modes?

* Areclaimsbeing paid on
multiple policieswhen aclaimis
filed initialy on just one of those
policies?

*  Why do premiums differ so
much, even for the same
company and same basic policy
form, as has been shown in some
comparisons, even if premium
differentials usually are linked to
differing underwriting that may
range from preferred to guaran-
teed issue?

.

~

?

* Istherearemedy in cases
where the death benefit on a
policy is now greatly exceeded
by the inflating costs of funerals?

* What isthe persistency expe-
rience on SFAPsin various
segments and how can it be
improved? What causes a high
lapsation rate in some segments?

» Does agent fraud occur with
SFAPs and, if so, how can it be
prevented?

» Should agents or companies
generally be required to provide
more information/ disclosure on
costs of SFAP and available
options?

J

acceptable to regulators and insureds, and
work together in a coordinated fashion to
ensure that it is widely implemented.
Otherwise, the potential for negative pub-
licity could be substantial, especially
coming on the heels of the market con-
duct problems that continue to hurt the
industry’ simage.

A refusal to compromise would send
the wrong message. A positive response
from a united industry would pay hand-
some dividendsin terms of public
relations, quelling the controversy, and
laying to rest any lingering questions

about the fairness of products sold to
consumers.

Jack Ladley, FSA, MAAA, is a member
of the Life Actuarial Services Group in
Ernst & Young’s Philadelphia office. He
can be e-mailed at john.ladley@ey.com.
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Life Liquidity Risk

by Jon E. Niehus

t the recent NAIC spring meet-
A ing in Nashville, the Life

Liquidity Risk Working Group
met. Thisworking group, chaired by
Mike Boerner of the Texas Department
of Insurance, reportsto the NAIC's Life
Insurance and Annuities (A) Committee.
Thisworking group is continuing to
review issues in connection with the
liquidity of insurance companies and
may complete its work by the end of the
year. The major focus of its effortsisto
investigate sources of liquidity risk and
risk management practices, which may
help to alleviate that risk.

TheLife Liquidity Risk Working
Group isclosely related to the Life Risk-
Based Capital Working Group. In a
December 2000 report, the working
group indicated that it would (1) discuss
with the Life Risk-Based Capital
Working Group the appropriateness and
reasonability of adding a charge for
liquidity risk to the formulain order to
discourage excessive amounts of liquid-
ity risk from being taken; and (2)
research whether and how liquidity risk
impacts risk-based capital requirements
for other financial intermediaries.

Concerns about modeling liquidity
risk date back at least ten years. The
Society of Actuaries published a
Dynamic Financial Condition Analysis
Handbook in May 1996. However, the
recommendations contained in this docu-
ment have not been widely adopted.
Although the RBC has been used for
severa years now, it isastatic formula
that could be improved. Regulators
believe that the recent modification to the
C-3 (Interest Rate Risk) component isa
step in the right direction. For several
years some rating services (Best s and
Moody 5) have been requesting supple-
mental information from companies

writing certain product linesto assist in
evaluating liquidity risk.

The Life Liquidity Risk Working
Group arose from an interest in liquidity
mattersin 1999 by the Life and Health
Actuaria Task Forcerelative to guaran-
teed investment contracts with bail-out
provisions with increased interest subse-
guent to the General American
insolvency. The working group was
formed to consider and make recommen-
dations related to productsissued by life
insurers that have significant liquidity
risk (e.g., GIC’ swith bailout provisions).
Areasto be considered include, but are
not limited to, appropriate limits on the
level of activity by insurers, required
and/or prohibited contractual language,
reserving methods, reporting require-
ments and risk management systems for
insurers engaged in this activity. The
working group is studying whether
changing the RBC formula can
adequately reflect liquidity risk or
whether actuarial modeling needs to be
incorporated.

The working group is reviewing work
done by banking regulators and by insur-
ance regulatorsin Canada. The working
group has been studying a handbook
released in February 2001 by the Office
of the Comptroller of the Currency to
provide guidance to help examiners and
banks understand and manage liquidity
risk. The press release announcing the
handbook states, “ The handbook recom-
mends that bankers use their contingency
funding plan (CFP) to integrate liquidity
analysisinto the day-to-day liquidity
management process. The CFP can assist
in identifying an appropriate amount of
liquid assets, measuring and projecting
funding requirements during various
scenarios, and managing access to exist-
ing and alternative funding sources. The

handbook also advises bankers to evalu-
ate liquidity risk from a number of
perspectives, using tools such asa
rollover report to identify significant
maturity gaps and a funding concentra-
tion report to identify changesin
significant funds providers.” The
complete text of this 86-page handbook
can be downloaded from Attp.//www.occ.
treas.gov/handbook/liquidity/pdf.

It appearsthat the efforts of thiswork-
ing group could result in asignificant
broadening of the responsihility of the
Valuation Actuary. The current Actuarial
Opinion dedls only with reserve adequacy.
Liquidity risk deals with capital adequacy
and company solvency. Small companies
that fought against the expansion of the
Actuarial Opinion and Memorandum
Regulation may have only been seeing the
tip of the iceberg. Regulators are deeply
disturbed and embarrassed by company
insolvencies especially of major compa-
nies. Theissue of liquidity risk isunlikely
to go away. For additional information,
please contact me by telephone at 800-
308-2672 or by e-mail at jon niehus-fmsi-
actuaries.com

Jon E. Niehus, FSA, MAAA, is a
consulting actuary and principal at
FMSI in Deerfield, IL.
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Standard Forms Could Bring Life

Insurers Big Savings

by Lawrence Garvey

Editor’s Note: This article is reprinted insurance forms can expect to see their
expenses associated with entering new
markets substantially reduced.

To those in the property and casualty
industry who have been using standard-
ized formsfor over 30 years, the idea of
standard life insurance forms seems like
anatural progression. P& C carriers have
been saving money, so the savings no
longer surprise them.

To lifeinsurance carriers, however,
theideaisradical and often viewed
with skepticism. Life carriers want to
be convinced that standard forms will
bring measurable, substantial savings.
Unfortunately, trying to convince life
carriers of the potential savings by
using P& C numbersis
no easy task.

Thereis,
however, light at
the end of the
tunnel. ACORD
has made a
commitment to
the devel opment
and implement-
ation of standard-

with permission from National
Underwriter. (Standard Forms Could
Bring Life Insurers Big Savings),
February 12" Vol. 105, No.7, National
Underwriter Life and Health Edition.
Copyright © 2001 by the National
Underwriter Company. All rights

reserved.

‘ ‘ M oney talks.” That'sthe
most common

response received

from life insurance carriers when they are

presented with the idea of adopting stan-

dardized life insurance forms.

Agents see the administrative benefits
and advantages of
multiple carrier
submissions.
Solution providers
seethe idea as away
to streamline system
development and
cross-sell to both
carriers and agents.

Carriers,
however, are concerned

with how standard forms ized life

will affect the bottom line. insurance forms.
The answer to this concern We have
isthat potential savings researched and studied

could total hundreds of thou-

sands of dollars per company per year.
These savingsinclude areductionin

costs associated with distribution, research

and development, compliance, aswell as

the reallocation of corporate resources. In

addition, carriers who utilize standard life

the issues and identified the potential
savings as well as the business benefits
that carriers will realize in supporting and
adopting these forms. We have also put
to rest some of the industry myths that
some have used to try to impede the
introduction of standard forms.

From afinancial perspective, the
potential savings are enormous. Asthe
life insurance industry moves into the
electronic age, the cost of information
exchange has become a central issue. By
migrating to standard forms, life carriers
will be positioning themselves to capital -
ize on the many emerging technologies
of today’ srapidly changing landscape,
and the savings and business opportuni-
ties these technol ogies present.

In addition, a company that migrates
to standardized life insurance forms can
expect to save hundreds of thousands of
dollars annually in the more traditional
costs associated with forms devel opment
and distribution. Tangible savings will
include cost reductionsin filing fees,
staffing allocation, and litigation expo-
sure as well as distribution expenses.

In costs associated with traditional
form development alone, the average life
insurance carrier can expect to save
upwards of $300,000 annually, and this
number does not include litigation expo-
sure or distribution. Add thisto the
explosive expansion possibilities that
standard forms present a carrier in the e-
commerce arena and the decision
becomes a“no-brainer.”

Contrary to what was conventional
wisdom afew years ago, the life insur-
ance industry is not currently on the
verge of apaperless revolution. Life
insurance carriers must find away to
integrate new electronic technologies —
and the financial incentives they present
— with more traditional, time-tested,
paper-based methods of doing business.
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Thisbalanceiscritical to acompany’s
commitment to maintaining their con-
ventional market share and to the exploit-
ation of emerging markets.

remaining committed to conventional,
profitable business practices.

The key to asuccessful line of stan-
dard insurance formsis versatility. The

\

f “Technological integration will be a major challenge
for carriers. Carriers see the financial benefits of
adopting new technologies, but have not yet figured
out how to do so without upsetting their current

distribution practices.”

\o

W,

Theoreticaly, virtually every carrier in
the industry has made this commitment.
However, practically only afew have
actually begun to address this commit-
ment with concrete steps and objectives.
Thereisavery rea gap between what
carriers know has to be achieved and
how to go about achieving it.

Technological integration will be a
major challenge for carriers. Carriers see
thefinancial benefits
of adopting new tech-
nologies, but have not
yet figured out how to
do so without upset-
ting their current
distribution practices.

Standard life insur-
ance forms allow for
paper-based transac-
tionswhile
standardizing the
information being
collected and there-
fore making
electronic delivery
much more seamless.

Standardized life
forms will present the industry with
one of the links they need to success-
fully integrate new technologies while

flexibility of a standardized data model
allows users to select the technol ogy
desired as well as adapt it to the product
being offered. That isthe answer to
many of the distribution quagmires
presented by today’ s high technology.

The ability to collect information of
paper or computer and transmit that
information viaSML or HTML isonly
part of the solution. Companies need to
look for more long-term
adaptability. That long-
term adaptability isthe
standardization of not
only how the informa-
tion is collected and
transmitted, but also of
the information itself.

Standardizing data
collection allows
systems to share stan-
dard information
across software appli-
cations and forms.
When anew formis
needed, it is created
primarily from the
existing building
blocks presently available.

If additional elements are necessary,
then new blocks are created, and those

new blocks are available for reuse el se-
where. These building blocks,
incidentally, are also used to electroni-
cally transmit the information so that
every time anew form is created, most
of the electronic application is already
completed.

The result of thisinformation library,
also known as a data model, is the abil-
ity to collect and transmit information
both traditionally and electronically.
Paper and electronic integration
becomes seamless. Electronic distribu-
tion portals can be exploited while
companies maintain their commitment
to traditional ways of doing business. In
short, such a system provides the miss-
ing link between the past and the present
while maintaining a carrier’s commit-
ment to the future.

So if money doesin fact talk, life
insurance carriers need to realize that, in
addition to providing this missing link
that allows simultaneous exploitation of
the new and the old, standardized life
forms present carriers with the potential
for substantial conventional savings.

ACORD already has the support of
industry organizations such as the
Medical Information Bureau, the
National Association of Independent
Life Brokerage Agencies, and the Life
Office Management Association, as well
as anumber of major carriers, agents,
and brokers, in this effort.

Lawrence Garvey is responsible for
Government Affairs and forms develop-
ment at ACORD, based in Pearl River,
NY. He can be reached at 1garvey@
acord.org.
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NAIC Receives Morbidity Table for Credit Disability

by Robert J. Butler

he Society of Actuariesformed a

I task force in September to pro-

vide arecommendation to the
NAIC on the appropriate standard to use
in the valuation of Credit Disability
insurance. The task force madeits
recommendation on November 30, 2000,
to the National Association of Insurance
Commissioners’ Accident and Health
Working Group (A&HWG) of the Life
and Health Actuarial Task Force. The
A&HWG will now decide how to imple-
ment the recommendation through
revision to the Health Insurance Reserves
Model Regulation and Statements of
Statutory Accounting Principles.
Following this review, the group will
consider adopting the changes at their
next meeting in March 2001.

The Society of Actuaries’ “Task
Force to Recommend Morbidity
Standards for Valuation of Credit
Disability” built upon the work of the
paper “A Credit Disability Morbidity
Table” (published in the special supple-
ment to the Summer 2000 issue of
NewsDirect). It also relied upon tech-
niques developed by a previous SOA
task force that recommended changes to
the claim reserve standard for
Individual Disability Income.

Specific issues addressed by the task
force included how to reconcile divergent
experience of 30-day elimination period
plansto that of 7-day and 14-day plans.
Another issue that needed reconciliation
was the interpretation of SSAP Issue
paper 59 that seemed to obviate the need
for amorbidity standard. Robert Butler
and Steven Ostlund, representing the task
force, discussed both issuesin the pres-
entation to the NAIC.

A copy of the task force report can be
obtained by contacting the editor. The
executive summary of the task force
report is reproduced below.

Policy reserves for single premium
Credit Disability Insurance are currently
based upon gross unearned premiums.
The Task Force has developed a recom-

mendation to adjust the 85CIDA for use
as amorbidity standard for these
reserves. The Task Force built its analy-
sis based upon the paper “A Credit
Disability Morbidity Table,” and the
stetistical methods used by the
Individual Subcommittee of the SOA’s
Task Force to
Recommend Morbidity
Standards for the
Valuation of Group
and Individual
Disability.

We recommend that
the 85CIDA be used as
amorbidity reserve standard with inci-
dence rates increased 12%. The resulting
policy reserves will be approximately
72% of current unearned premium
reserves, but will have amargin of
approximately 44% over aggregate expe-
rience reserves. To avoid discontinuity
between plans using different elimination
periods, we recommend that the 14-day
elimination period tables be used for both
14-day and 30-day plans.

The study used data provided by 17
contributing companies on single
premium policiesissued in 1997 to
develop an exposure base. These compa-
nieswrotein excess of 70% of all Credit
Disability premiumin 1997. Premium
and claim experience was drawn from the
NAIC's Credit Insurance Experience
Exhibit for these 17 companies aswell as
for four non-contributing companies.
Based upon each company’ s unique
distribution of insureds by age and term
of insurance, we could develop an ex-
pected claim cost for each plan of insur-
ance written by that company using the
85CIDA. We were able to develop a
single actual claim cost for each com-
pany by using its distribution of insur-
ance by term and its distribution of pre-
mium by state. Wefirst developed a
single rate by weighting the primafacie
premium ratesin each state by the pre-
mium volume of that company in that
state. By multiplying the single rate by

the primafacie loss ratio, we obtained a
claim cost.

This claim cost was compared to the
expected claim cost developed from the
85CIDA to develop actua to expected
ratios. A statistical analysis of these
ratios showed that the chosen adjustment
factor would develop reserves
greater than the experience
morbidity reserves 85% of the
companies would establish.
Beyond looking at the number
of companies covered by this
standard, we also determined
that 94% of the premium
volume for the contributing companies
would be covered.

The Task Force did not study the
effect of interest or mortality discounting
in this report. Based upon the relatively
short duration of credit insurance
contracts, interest discounting would not
have a significant effect. We recommend
that interest discounting be allowed in a
new standard. The benefit paid upon
death isrefund of premium, therefore, we
recommend that no mortality discount be
incorporated.

The Task Force did not have termina
tion from claim experience readily
available; thus, we do not make arecom-
mendation to change claim reserve
standards.

Appendix 2 in the report discusses the
difference between a morbidity reserve
standard, and an unearned premium
reserve standard and why the former
should be allowed. This appendix also
analyzes amounts recoverable upon
refund and the actual |apse experience of
the Credit Insurance Industry. Reference
is made to the requirement to evaluate
reserves relative to the refund liability
and to establish excess amountsiif
needed.

Robert J. Butler, ASA, MAAA, is senior
vice president and chief actuary at
Assurant Group in Miami, FL. He can be
reached at Bob_Butler@assurant.com.
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New Valuation Standards for Credit
Insurance Companies Input at the Next

by Steven L. Ostlund LHATF M eeting

requirements for credit insur-

ance products in many state
regulations or laws. Many are only
found in obscure bulletins or private
rulings made to individual compa:
nies. The Standard Valuation Model
Law provides only general guidance,
not specific guidance. Soon thiswill
likely change, dueto the efforts of a
group of Credit Insurance actuaries,
the NAIC, the SOA, and the AAA.

The Actuarial Committee of the
CCIA began astudy of an appropri-
ate morbidity standard for Credit
Disability active life reservesin
1997 to replace the current standard
of gross unearned premium reserves.
By March of 2000, a paper had been
written, and the NAIC had requested
the assistance of the Society of
Actuaries in determining how to
proceed. The SOA established the
“Task Force to Recommend Mor-
bidity Standards for Vauation of
Credit Disability.”

The NAIC re-ceived their report
at their December meeting, but also
received areguest to interpret SSAP
59. SSAP-59 isacredit life reserv-
ing principle which had been
interpreted as requiring a gross
unearned premium reserve be held
rather than a mortality reserve. If
thisinterpretation stood, then a
morbidity reserve for credit disabil-
ity would have been unnecessary.

At the NAIC meeting in March,
the industry interpretation of SSAP
59 was affirmed, language incorpo-
rating the recommended morbidity
standard for credit disability was
drafted, and exposed for comment.
It is anticipated that the new stan-
dard will be recommended by the
Lifeand Health Actuarial Task

I tisdifficult to find the valuation

Force of the NAIC to their sponsor-
ing committees, and after further
exposure and review, will be
adopted in 2002 to be effective for
year-end 2002.

Thus after identifying aneed for
anew valuation standard in the
spring of 1997, five years will be
required before the standard isin
place. What are the benefits to credit
insurance companies? Reserves will
be reduced about 28%, or about
$750 million. Thiswill help relieve
surplus strain. Rates of return on the
product will be improved, due to the
lower reserves, higher surplus, and
improved risk-based capital treat-
ment. The morbidity reserve
standard will allow better evaluation
of the underlying insurance risk than
asimple unearned premium stan-
dard. In states with low premium
rates, reserves may be higher, but
they will be directly comparable to
other states. With a scientific valua-
tion basis, problems associated with
anon-representative insured popula
tion (higher ages for example) will
be evident to the valuation actuary
before it istoo late to resolve them.
Smaller companies will have an
industry standard with which to
work, rather than relying on their
own limited data

Copies of the paper, “A Credit
Disability Morbidity Table,” and the
Task Force report can be found on the
Society of Actuaries Web site on the
Non-Traditional Marketing Section
Web page.

Steven L. Ostlund, FSA, MAAA, is
principal for Actuarial Consulting
in Cordova, TN. He can be reached
at 901-309-2874 or osteve22@aol.
com.

by James R. Thompson

e have been emphasizing the
need to get your comments
on various NAIC mattersin

ontime. The Life and Health Actuarial
Task Force (LHATF) of the NAIC will
circulate material that is submitted on
time. For the upcoming LHATF meeting
for the June NAIC meeting, the following
are the deadlines:

May 11: Deadline for submission of mate-
rials relative to matters for which decisions
will be made or substantive actions taken.

Please note that the revisions to the
AOMR will come up in June. Thus, this
deadline appliesto you! But if you miss
this, you can at least try for one of the
other deadlines.

May 18: Deadline for submission of mate-
rials to be included in the May 2001
mailing of the LHATF

May 25: Deadline for submission of mate-
rials that the submitters want distributed at
the LHATF and A& HWG (Accident and
Health Working Group) meetings in New
Orleans (Summer NAIC meeting).

Submission in electronic form to
mpeavy@naic.org iSarequirement for
being attached to the minutes.

You can always show up at an NAIC meet-
ing, but inclusion of organized comments
submitted in a timely fashion helps
immensely. They can be referred to by the
people who do show up.

/
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The Status of Proposed New Actuarial Opinion and Memorandum Regulation

by James R. Thompson

Introduction

hen an actuary renders an opinion
on the reserves of an annual state-
ment, sometimes he also develops

an actuarial memorandum describing an asset
adequacy analysis. Thisis governed by the
AOMR (Actuarial Opinion and Memorandum
Regulation). Based on the company size in
net admitted assets and on various ratios
(annuity reserves to net admitted assets, capi-
tal and surplus to the sum of cash and in-
vested assets and noninvestment grade bonds
to capital and surplus), smaller companies
may have to perform this analysis and
develop a memorandum.

The current AOMR requires annual analy-
ses for companies over $500 million in assets
and triennial analyses for companies over
$100 million in size. Others can be
completely exempt by staying within the
ratios.

This has been a bulwark of the regulatory
environment for the past decade. At the
March meeting of the National Association of
Insurance Commissioners (NAIC), the Life
and Health Actuaria Task Force (LHATF)
accepted two minor revisions to the revised
model and forwarded it to the (A) Committee,
which considers life insurance issues. That
committee will hold the model until the June
meeting when it islikely to pass. If so, it will
go to the Executive Committee and then the
Plenary for final adoption.

In the December issue of small talk, |
wrote an article discussing the history.

This explained how the regulators got to
the point of significant revisions. To encour-
age smaller company actuaries to consider the
significance of this, our Section posted a
summary of concerns as well as the revised
model on our Web site.

History:
To refresh people’ s memories, some of the
previous history is summarized. Over the
years, regulators have been concerned that,
with innovative products and newer asset
types, some companies could be participating
in risky behavior and not have to do any
analysis. The current regulation has specific
rules for exemption and only addresses the
amount of annuities— not UL or other prod-
ucts like equity-indexed life. From time to
time, efforts have been made to refine this.
Last year at the March meeting, the regu-
lators decided to develop arevised AOMR.
At the September (third quarter) meeting,
they put an official proposal on the table for
exposure.

Outline of changes:
One major change is the elimination of the
exemptions based on size and the ratio tests.
Under Purpose, it mentions giving the
reguirements for a statement of actuarial opin-
ion and memorandum. Formerly, it referred to
guidelines and standards. Under Scope, it
allows the appointed actuary to use profes-
sional judgment in performing the asset
analysis and developing the opinion and
memorandum consistent with relevant ASOPs
(Actuaria Standards of Practice). “However,
the commissioner shall have the authority to
specify specific methods of actuarial analysis
and actuarial assumptions when, in his or her
judgment, these specifications are necessary
for an acceptable opinion....” A memorandum
shall be required each year

Under Definitions, that for Asset
Adequacy analysis removes the specific
mention of various formsit may take. Thus,
thisis more general. In the Opinion, the
reliance language has been modified to state
that the actuary has reconciled the underlying
basic asset and liability records to annual
statement. At the discretion of the commis-
sioner, language in the opinion referring to the
adequacy of reservesin light of the assets
may be omitted for single-state companies.
Thus, acommissioner can exempt domestics
which do not sell in other states.

What Happened at

Nashville:

Just before the Spring meeting in Nashville,
there was some correspondence after the
December meeting, and two changes were
incorporated into the final draft. In the
marked-up version, Section F (1) was
changed to read:

“As an aternative to the requirement of
6B(b)(c), the Commissioner may make one or
more of the following additional approaches
available to the opinion actuary.” Section F
deals with the Alternate Option. This deals
with alternates to the standard language of the
opinion which states that the opinion meets
the requirements of the state of domicile and
are at least as great as the minimum aggregate
amounts required by the state of filing. The
prior language stated that the commissioner
may adopt one of thelist of alternates.

The change above, suggested by the
ACLI, allows more options. The second
change was also to Section F(1). Thisalso
deals with alternate language. The previous
version required the Company to file a request
by March 31. The change allows alater filing.

How This Revised AORMR
Affects Whom:

Note that every company (and fraternal soci-
ety) must provide a memorandum annually.
But what tests are required in the memoran-
dum are left to professional discretion
(subject to the actuarial standards of practice).
This may save work. Let us say that a
company uses cash flow testing for all or
some of its business. Over ayear, if condi-
tions remain the same, it might be up to
professional discretion to demonstrate that
conditions are the same and refer to the previ-
ous year's study. Thiswould probably save
time and money overall.

Another problem is that the commissioner
can impose his own requirements on the
appointed actuary. One might tacitly assume
that such requirements will be developed in a
reasonable manner and will deal with innova-
tive assets and liabilities. The open-ended
language will allow the regulators to keep
abreast of changing conditions. But it also
allows the regulator to impose detailed condi-
tions on smaller companies selling traditional
products with traditional assets. Some fear
this discretion.

If the proposal passes, every company will
have to do some sort of analysis at least once.
Thiswould probably take the form of a gross
premium valuation. Remember that ASOPs
would be developed requiring this. ASOPs are
not subject to state approval. Thus, the
Academy will be able to set the details, and
the states (with input from the companies)
will have not ability to limit this. Thislack of
limitation is what some fear.

In the course of the development, in order
to placate the concerns of the smaller compa-
nies, the one-state exemption was included.
This means that a company operating in a
single state might obtain the consent of the
commissioner to omit the memorandum.
There are many one-state companies. This
includes some fraternals as well as some
companiesin the burial business. But it also
includes some substantial farm bureau compa-
nies and large fraternals in single states.

Should single-state operations be the crite-
rion for exemption? There are some com-
paniesin only a handful of states who would
not be exempt.

Thisis expected to passin June. Then it
goes to each state to adopt (or not).

A copy of the most recent version can be
obtained from the NAIC or the Society’s Web
site under the Smaller Insurance Company
Section.



	Small Talk from the High Chair by Edward J. Slaby
	Small Talk from the High Chiar Continued

	Gramm Leach Bliley Survey by Edward J. Slaby
	Gramm Leach Bliley Survey Continued
	Gramm Leach Bliley Survey Continued

	From the Editor by James R. Thompson
	Breaking News - Legislation Introduced to Restrict Small Policies
	Small Face Amount Policy Legislation by Alex Zeid
	Outsourcing the Investment Function: Opportunities for the Smaller Insurer by Anson J. Glacy, Jr.
	The Other Insurance Products Auto Dealers Sell by John H. Kerper
	Small Policies = Big Controversy by Jack Ladley
	Questions on the Issue
	Life Liquidity Risk by Jon E. Niehus
	Standard Forms Could Bring Life Insurers Big Savings by Lawrence Garvey
	NAIC Receives Morbidity Table for Credit Disability by Robert J. Buttler
	New Valuation Standards for Credit Insurance Companies by Steven l. Ostlund
	Input at the Next LHATF Meeting by James R. Thompson
	The Status of Proposed New Actuarial Opinion and Memorandum Regulation by James R. Thompson

