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MR, BRADLEY E. BARKS: Giventhe high level of regulatoryactivity in this area, I
changed the sessionformat to be a livelydiscussionof the pros and cons of bonus
features. Regulatorsare currentlyworking on severalmodel laws which as currently
envisionedwould place significantlimits on these featuresas well as on other
nonguaranteedelements.

The first to be speaking will be BarbaraLautzenheisar. She's a member of the
NationalAssociationof InsuranceCommissioners(NAIC) Life/HealthActuarialTask
Force (LHATF) Industry ResourceGroupon the Standard NonforfeitureLaw for Life
Insurance. She also is a past Presidentof the Society of Actuaries, a past board
member of the American Academy of Actuaries,and was one of the chartermem-
bers of the ActuarialStandardsBoard (ASB). She's a principalat Lautzenheiserand
Associates. She will be discussingthe need for maximum long-termbenefKs, designs
that maximize long-termbenefits, reasonswhy we shouldfocus on benefits and not
cash values, and principlesof equity behind bonus features.

I will follow Barbara and give a descriptionof a practicalmethod to define equity, and
a summary of current regulatory activity.

Ted Backer will finishwith a regulator's viewpoint. Ted is the chief life actuary for
the Texas Department of Insurance. He has been with the department for 36 years,
and he alsois vice chair of the NAIC LHATF. The LHATF is the group that is
currently dra_ng nonforfeiture laws for life insuranceand annuities. They alsoare
currently working on a new valuation law for annuitiesand assistingthe NAIC project
on life insurancedisclosure. Ted will be talking about the definitionof equity, the
need for cash values, reasonsfor consideringmaximum limits on nonguaranteed
elements, disclosureof nonguarantesdelements, and reservingpractices.

MS. BARBARAJ. LAUTZENHEISER: I got on an airplanea couple of months ago
and someone behind me heard me talking to the person in front of me and he patted
me on the shoulderand said, "Are you Barbara Lautzenheiser?" And I said, "Yes, I
am," He said, "Well, I've heard you a lot but I've never seen you,"

I had dinner the other night with a friend from New York who previouslylived in
Hartford. He had decided that he wanted to become an actor and as he was ge_ng
older, he really needed to finally make the decision to try and do it. And so he came
to New York to start his acting career. Well, unfortunately, he didn't get any acting
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jobs so he did all sorts of things like bell hopping and waiting tables in various places.
Finally, he got an opportunity to do one line in a play. So he went home with this
responsibility of figuring out how to say this one line, which he had to do in three
months. He practiced constantly and his wonderful line was, "Hark, I hear the
cannons roar." He tried it in various ways, and he kept this up till he got exactly
what he wanted. Then he practiced it for a couple more months, "Hark, I hear the
cannons roar." Finally, his big night came, and he sat out on the stage, waiting for
his big moment. He was very nervous listening to get his cue. All of a sudden there
was this great big boom, and he cried out, "Oh, my gosh, what was that?"

NEED FOR ADEQUATE RETIREMENT INCOME

That is exactly the problemthat we face with tomorrow's crisis - today's crisis is
health care. Tomorrow's crisiswill be adequate retirementincome. We have some
major problemscoming down the roadthat few of us have paid much attention to.
We need to focus on these problemsto be preparedfor them.

Of all the assumptions that we build into our variousproducts, the assumption that is
the most significant, particularly for retirement income (and the one that is the most
predictable) is demographics. Yet we are not spending adequate time looking at
demographics either to determine the human resources we will need or the financial
resources, i.e., retirement benefits, we will need. We have a baby boom that is
getting older. We have a baby bust following that, and we have significantimpacts
that will result. I suspect many of you have heard these numbers before, but I'm
going to cite them becauseyou must hear them to put the problem into perspective.
As you all know, the male life expectancy is about age 80. The female life expec-
tancy is age 84. By the year 2050, with standardprojection,we're talking about a
life expectancy of age 85 for a male and age 92 for a female.

When I look at my mother and mother-in-law at 81 and 86 years old, and see them
looking like my grandmother did at 65, I'm not sure those year 2050 numbers are
even adequate. When I start projecting out, basedon my parents "apparent age," it
looks like I'm going to live to 100 or 105, and I have to tell you that's scary. I'd like
to retire at 55 but I can't live another 50 years on what I already have. So I will have
to do somethingabout that just like the vast majority of our nation.

Even with the numbers that are projectedto 2050, we aretalking about lifetimes
after age 65. About a fourth of life for males and about a third of life for females will
be left to live. Those are long life expectancies.

When you combine those life expectancieswith the baby boomers that are beginning
to move into those retirement years followed by a baby bust, the financialneeds
become astronomical. We see the percentageschangingfrom what exists now -
13% of the populationis 65 and over and 2% of the U.S. population is 85 and
over - to what is predictedfor 2050: about 23%, or almost one fourth of our entire
nation will be over age 65, and 5.2%, or more than two-and-a-half times the current
level, will be over age 85. I haven't yet done the numbers over age 100 but all you
have to do is watch the televisionshows where they're talking about people living
over 100 to know those percentages are increasingtoo. There was a "IV show on
the other day about twins over age 100 living in Florida.
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Another statistic that most of you probably have not heard is that, in addition to this
longer life span leading to far more people over age 65, a larger percentage of people
will be dependent upon themselves for their own financial support. There's a
projection that by the end of this millennium, we will have 30%, almost one third of
our population, with no children on whom they can depend for either their financial or
their physical support. That's another astronomical financial needs number. It's quite
different right now. The vast majority of the elderly have most of their services
provided by their children. This is not going to happen in the future. Even for the
elderly with children, with 25% of the population predicted to be over age 65, and
5% over age 85, the children over age 65 are going to have to take care of them-
selves while they try to care for their parents. That means a lot of dependency will
be on the grandchildren and the great-grandchildren.

SOCIAL PROGRAMS MEETING RETIREMENTNEEDS

So we will have an increasing number of people in need and an increasing need for
money to meet their needs. We also have a social system that will be affected by
those demographics as well. In 1980, the ratio of retirees to workers was 16.9 per
hundred workers. By the year 2050, this ratio will almost double to 31.4 per
hundred. So this is a different way for retirees to look at the deficit numbers that
Senators Paul Tsonges and Warren Rudman talked about at the General Session. But
you also heard Tsongas and Rudman talk about the fact that, in order to bring the
deficit down, we will have to decrease those social payments. So we're not only
going to have a problem of inadequate numbers of people to fund social programs
(and again this is based on demographics, probably the most predictable of all our
assumptions), but we're also going to probably end up with decreased income from
those people. You've already seen this year that there has been an increase in
income taxes. The bottom line of all this is, when you add to that the fact that the
money these people will need will increase quite dramatically after age 65 (because
they're going to have no one there to provide those benefits), you end up with a
financial crisis. Unless we start encouraging people to save for - and fund for - their
long life span, we will have major difficulties. The need for death protection is still
there. But the need for retirement protection is growing dramatically.

PERSONAL INSURANCE MEETS THESE RETIREMENTNEEDS

What kind of a responsibility,then, does that put on us as professionalsin addition to
our responsibilitiesas part of the insuranceindustry? I see it as a need to do as much
as we possiblycan to motivate people to purchase insurancefrom the private sector.
The socialsector is not going to provideit. This is the kind of benefitthat most can't
afford to buy with a singlepremium. This is the kind of benet'Kthat must be funded
over time, and so we need to developand look for products and ways to motivate
those peopleto fund in advancefor themselves. Motivatingpersons to do "what's
right" is not a new concept. This has occurred with property/casualtyinsurancefor a
long time. For instance,there are discountson premiumsto encourage peopleto put
safety equipment in hotels. That motivates people to do the right thing. The bonus
systems within the life insurancecontracts are similarkindsof "motivation." They
motivate people to purchasethe products and keep them for a very long periodof
time so that they can provide the pension benefits that will be needed.
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BONUS FEATURES HELP CONSUMERSMEET RETIREMENT NEEDS

There arethree kindsof those bonusesthat are out there now in generic terms.
There are lots of different twists to them. One of these generic bonuses is a persis-
tency bonus. That bonus includes,or utilizes,the concept that, if you keep a long-
term contract, you have higher interestearningsthat can be receivedfrom long-term
investments becausethere's lessneed for liquidity. You also, of course, end up with
a longerperiod of time over which to amortizeexpenses. So the first generic bonus
is one that is based upon duration.

There is a second generic bonus that is a function of the kinds of benef_s that are
payable. An example is an annuitizationbenefit (as opposed to lump-sum loenefrts)as
an option that producesa higherbenefrt if elected. Probablythe first personto
recognizethe need for that, and work very hard on it, was BillGreenoughof Teachers
InsuranceAnnuity Association(TIAA) CollegeRetirement EquitiesFund (CRER. I
spent many hourstalking with BillGreenough,and he was extremely emphatic about
having no cash value at the time a personretires. He said, "If they use the cash to
buy a car or buy a refrigeratoror whatever, when they surrenderit, (which is what
we see in a lot of the age-65 benefits), they will not havethe pensionbenefits." He
was very emphatic about making surethat his company's benefits were availableonly
as an annuitizationbenefit. Again from an actuarialstandpoint, that decreasesthe
disintermadiation risk and, therefore, it decreasesthe contingency's cost and produces
an additionalbenefit,

The third generic bonus is based on the sizeof the contract. Wrth larger amounts,
you end up with lower per unit expenses, and the savingscan be put back into the
bonus. An additionalpositive aspect is notjust the long-termmotivationof the
policyholder,but also the long-termmotivation of the agent. Wrth the bonuses not
payable if a person cashesout and movesto another contract, you end up discourag-
ing any kind of replacementand encouraginga person and the agent to keep the
original contract.

UnlikeBillGreeneugh, who felt that he neededto offer essentiallyone product and
one product only (rather than simplydifferent kindsof investmentvehicles), I think
that in the free-markat system, we have to think in terms of policyholderchoice.
There are people who purchaselife insurancecontracts as an investment. They put a
lot of emphasison the cashvalue. They either put the emphasison the cash value at
the end or, for some of them who are a littlemore conservative, lookat the cash
values in between. But they are lookingat this contract as an investmentor, I don't
like to say this publicly but I guessI will, as a deferral of incometaxes. The life
insurancecontract, as an investment, puts us at some riskwith the Internal Revenue
Service. Nonetheless,a lot of that is done and a lot of it has been sold. As we
moved to higher interest rates in the 1980s, the internal rate of return became a
critical issueand we were sellingcontractsalmost as investments.

There are other people who purchasethe contract for the insurancebenefrtsor
retirement benefits or long-term-carebenefits, but they are also concemad about other
interim needs. So they will purchasea contract with highercashvalues to meet
those changingneeds. Forsome businessreasons, you also might want to have a
highercash value on your books at the front end. So there are those people who
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want to purchase a contract, for its insurance but with more emphasis on the cash
value for flexibility or otherwise.

There also are those who buy a contract and think only in terms of the insurance
benefits but who then end up surrenderingit because the benefitsthat are payable
are not adequate to keep them motivated to stay in the contract. It's a lose-lose
proposition. Althoughthese individualspurchasethe contract for insurancebenefits, if
the cash surrendervalue is a major portion, or too much emphasis is put on the cash
surrender value, the cost of the highcash valuescausesthe cost of the insuranceto
be so great that the individualsurrendersthe contract. Thus their original purpose is
defeated by the presenceof the cash value.

This is why the bonuscontracts are actually a major benef_. Instead of putting too
much emphasison the liquidityvalues, i.e., the cash values, it equitably pays more
benefits through the bonus. This makes the contract more valuable, and it ends up
encouragingpolicyholdersto keep the contract rather than surrenderingit.

The key to the motivation to buy and the abilityto fillone's own needsis disclosure.
Any time you are dealingwith choice, you must dealwith disclosure. Peoplehave to
know what they are buying, what is guaranteed,what is not, and what they must do
to receive the benefits. You have to communicatewhat the illustrationis and what it

is not. Too many people use the illustrationfor comparisons,and there is not good
communicationas to what it really does. The illustrationis designedto show how
the policy works, not to show exactly what will be paid.

NEED FOR DISCLOSURE
One of the other groupsthat I am on is the InsuranceIndustry ResourceCommittee
on Life InsuranceDisclosurewhich is working with the NAIC Life DisclosureWorking
Group. The ResourceCommittee has been working on a cover page to go with
every illustration. That cover page specificallytells the personthey have purchased
either life insuranceor an annuity. It specificallytellswhat the product is, and it
specificallysays that the valuesshown are likelyto change: they will not get what
this illustration says, they will get something different. It may be more, it may be
less, but it will be different.

One of my personal concerns is that actuaries ended up using words that are
meaningful to them. How many of your illustrations say at the bottom, "These are
neither projections nor estimates?" I think they all say that because those are the
words we came up with to communicate that the numbers weren't exact. If you
move your paradigm to the consumer, and think about how the consumer looks at it
and you tell them that this isn't a projection and this isn't an estimate, they believe
exactly that. They believe that the values must be exactly right. The words that we
used to say the right thing ended up saying the wrong thing.

So the Resource Committee struggledwith this cover page to try to communicate
what an illustration really is. We have to clarify through this disclosure (whether it's
the cover page or the illustration) that the only thing that is absolutely going to be
paid is the guaranteed values. We must change the expectations of the policyholder.
We need to show them the kind of benefits they will get, what they have to do to
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receive the benefits and emphasize that some values are guaranteed and some are
not.

The guaranteed values are important and we have to pay attention to them. Those
cash surrender values do have a cost, both in how we provide them and at what
level we provide them. Bonus features allow a company to avoid liquidity costs by
encouraging policyholders to keep their contracts or use them as annuities,

The issue is no different for insurance than it is for investments. There are people
who buy bonds; there are people who buy certificates of deposit (CDs); there are
people who buy one-year CDs, 10-year CDs, 20-year CDs; and there are people who
invest in the stock market. Disclosure is necessary. We don't forbid or ban those
products. What we do, instead, is produce disclosures so that people know what
they are buying.

I also think, in spite of the fact that some people purchase insurance as an invest-
ment, we must remember that we are selling an insurance contract. There is a cost
to that, and the regulators have essentially recognized it. Any time a company has
gone insolvent, the insurance benefits have been paid, and the annuity benefits have
been paid, but the cash surrender values have usually been held back. Cash values
are a secondary benefit in an insurance or annuity contract, not a primary benefit.

EQUITY INHERENT IN BONUS FEATURES

Actuaries have to remember that they aredealing with equity. Equity is what's fair,
what's impartial, what gives each one its own due. Equity, however, is relative.
Even if you review the law, you will find that what is equitable is something that is
relative and dependent upon the specificsof the situation. I've done a lot of work on
the equity versus equality concepts within the unisex issue. Each case of equity
involves somethingthat has to be tested as opposedto something that is equal. We
are not talking about thingsthat are equal. We're not talking about equal results,
we're talking about equal opportunity for choice with good disclosure. Something
that is equitable has a different value for each customer. A customer may feel that
something is equitable if he or she is buying it for investment purposes,but may feel
it is not equitable if they arebuying it for a benefit purpose. We shouldnot ban
contracts. We need good disclosureon them. But we need disclosureand contracts
that give each person a choice basedon his or her own definition of equity.

Our responsibilitythen, as actuaries,is to make sure that bonuses come from good
actuarialprinciplesof equity. Are bonusesbased on an amount becauseof lower unit
costs, or are they basedupon keeping a contract persistent? That way we can
recover acquisitionexpenses faster and get an investment return that matches the
asset liquidity with the liability liquidity. Are they paid through annuitization as
opposedto a lump sum, much like TIAA-CREFdid, so we reduce that cash-flow
requirement at the point of annuitizationand can equitably pay highervalues from
those long-term investments? Bonus payments are very equitable payments basedon
any one of those three criteria.

I repeat, disclosureis absolutelynecessary. One of the things that has always
bothered me is that we have not adequatelydisclosedwhat happensto a persisting
policyholder who has a contract with early cash values. When you have early cash
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values that are not earned by an asset share formula, the people who persist are
paying for those early cash values, but we have never disclosed that to them.

NEED FOR INNOVATION

In closing, I'm going to be the old fogy. We had a gentlemanby the name of Mr.
Forrest Estesat BankersLife Nebraska. This man always kept going back into history
and I find myself, after one third of a century,doing exactly the same thing. So now
I am the old fogy. When you look back, what you see is an industrythat, for a very
long periodof time, used dividendsto reflect currentexperience, or we had totally
guaranteedproducts with no experience adjustmentsor nonguaranteedelements. In
the dividendformulas,we determined surplus,and then we distributedthat surplus
backward by the contribution principle. As computers came on line,we invented
universal life contracts with direct creditingexperience. Interest rates stared going up
in the late 1970s and early 19B0s. There were peoplewho began to use the
investment-yearmethod.

I had a really tough time when I went to my new employer in 1980 because the first
responsibilityI was givenwas to write a letter saying that the investment-year
method was not appropriate. I had to go to my chief executive officer and say, "1
don't happen to believethat." I hadjust bought a brandnew house and the mort-
gage interest rates went up 300 basis pointsthat week.

There was resistanceto the investment-yearmethod of allocation. Later, actuaries
and the industry accepted it because it was equitable. There was resistanceto
universallife. Actuariesand the industry accepted it becauseit eliminatedour
disintermediationrisk. Unfortunately, in doing so, the investment risk, or at least a
part of it, moved to the policyholder. What we have now is a new processwhereby
we can match assets/liabUitiesso that we don't have to take that disintermadiation

risk or transfer the investment risk to the policyholder. The company is protected
because it can make a long-terminvestment. The policyholderdoesn't have to pay
for it and, in fact, gets a bonusfrom it. We now have essentiallythe same thing we
had with the investment-yearmethod and universallife. We need to start researching
and utilizing the new methodology.

Our responsibilityis to determinethat we can, in fact, pay a higher level of equity;
that we have the availabilityto do that through quantification;and that we shoulddo
that because it is equitable and providesadditionalbenefits for policyholders. We
have to move away from the Henry Ford concept of, "You can have any coloryou
want as long as it's black." We need to provideconsumerswith choices;we need to
encouragepeople to fund their own retirement. So I would encourageyou to move
forward, to take a look at this new concept and see how you can, in fact, quantify
that new layer of equity that wasn't there before but is available to you through
better modeling.

MR. BARKS: I'd liketo go through a method of definingequity for two-tiered
products. This work was done by an associate of mine, Roger Wiard-Bauer. Then,
I'd like to make a couple of general comments about equity, and finallysummarize
current regulatory activity.
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OBJECTIVE MEASUREMENT OF EQUITY OF TWO-TIERED ANNUITY PRODUCTS

As Barbaramentioned,there are variouscircumstancesthat give rise to equitable
differences in benefit levels: contract size;the length of time from investmentto
liquidation;the level of immunization between benefit flows and assetcash flows, i.e.,
C-3 risk; and the ability to recoveracquisitioncosts. Two-tiered annuities are a clear
example of the differences in benefits that exist because of differences in the relative
lengthof time before electing and receivingbenefits. The concept presented in the
handout is essentiallythat the yield curve definesthe expectation of the relativevalue
in the financial market. Hence, the consumer'sexpectationof rates of return given
the length of investmentsshouldbe consistentwith the yieldcurve.

METHODOLOGY

Since policyholderswho elect the ben_it at different durationsare investingfor
different periods of time, they should expect different rates of return. In the case of a
two-tiered annuity, a policyholderwho elects a cash-valuebenefit at, say, duration5,
and a policyholderwho elects a ten-year annuitypayout benefit at duration5 have
invested for differentperiods. The two-tiered structurerecognizesthese differences.
This analysiscomputes the cash value basedon the singlepremium and on the spot
rate for the number of years from issueto the benefit election date. Then the
amount of each benefit payment is computed in a similarfashion. The presentvalue
of the annuity benefit (the account value) is computed using a discountrate, and this
account value is compared to the cash value. This ratio is the equitable tier differen-
tial for a two-tiered annuity.

RESULTS

Chart 1 shows that, givena hypotheticalyield curve, the equitable ratio of account
value to cash value exceeds 20% at guaranteed purchaserates and is at least 110%
at current payout rates. This simply reflectsthe differentialin the market between
long-termand short-term investments. The different linesrelate to the different
payout rate levels. This would suggest that to achieve equity on a guaranteedbasis,
products shouldguaranteeto calculateten-year annuitizationbenefits at 120% of the
cash value. In Chart 2, the bottom line is a traditionaldesign,and the top line is a
two-tiered design. The differentialbetween the two linesis about 80% throughout
the duration of the contract.

Chart 3 shows that even higherratios are suggested by average yield curves from
1978-92. The differentialswere calculatedfor each yieldcurve on a quarterly basis
for 1978-92, and then averagesof the differentialswere computed. You can see
that the higher ratios are also justified for longerdurationsof payout. For current
payout rates, a 20% differentialbetween accountvalue and cash value is equitable
by the tenth year of the contract. This result,shown on Chart 4, combinesthe effect
of the yield curve with the reduced disintermediationrisk of annuitizationbenefits.
The payout rates closeto the issuedate are lower becauseof the yield curve, but by
the tenth duration,the equitable payout rate for a 20% tier differentialexceeds 6%.

Of course, there are many other ways to defineequity. The most common is a
comparisonof the asset sharesto the benefit amounts. An asset share methodology
for definingequity parallelto the yield curve methodology I just presented could be
developed.
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CHART 1
Ratio of Account Value to Cash Value for Various Pay Out Interest Rates
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Note: Foreach set of an account value and a payout interest rate, the resultingannual payment is
exactly the equitablepayment levelend all sets produce exactlythe same equitable annual
payment for any specificyear from issue.

CHART 2
Guaranteed Annual Payments
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Note: The two-tier product design reproduces exactly the equitable annual payment level. The
_'aditional product designprovides a weaker annuitization guarantee and returns to the
consumer only about 80% of the equitable payment level,
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CHART 3
Average Ratio of Account Value to Cash Value for Various Pay Out Interest Rates

Based on Treasury Yield Curves from 1978 Quarter 1 to 1992 Quarter 1.
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Note: The longer the required payout duration, the higher the ratio of the account value to the
cash value. The lower the guaranteed payout interest rate, the higher the ratio. Values
shown are the averagesof the ma_dmumratiofor 57 different l_essuryyield curves, based
on values at the end of the quarter for the period 1978, first quarter,to 1992, first quarter.

CHART 4
Equitable Levels of Current Pay Out Interest Rates for a Product with an

Account Value 20% Higher than the Cash Value
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Note: A ten-year annuity-certainwith a 3% guaranteedrate is the settlementform used in the
analysis. In year one,the guaranteedrate combinedwith the highaccountvalue resultsin
equitableannualpayments beingprovided. Forlateryears, the higherinvestment earnings
of the longerdurationassetsallow currentpayout ratesto be achievedby year ten. The
consumer benefitsfrom stronger guaranteedvaluesand, ultimately,receiveseven higher
annuity payments basedon _ contribution principle.
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By designing an investment portfolio that matches the benefit cash flows, yields on
the investments could then be associated with specific benefits. This would produce
differentials between lump-sumcash benefit amounts and annuity benefrt amounts
similarto those in the yieldcurve methodology. However, this method would be
much more cumbersomeand complexthan the yield curve method that was
presented.

EXAMPLE OF THE INEQUITY TOLERATED IN TRADmONAL PRODUCTS

I also prepared an example of comparative equity between eadier and later duration
cash valueson a hypotheticalinterest-sensitivewhole-lifecontract to give a reference
point to the magnitude of the differentialin the equity that exists in current products
without bonus features (Table 1). This helpsgive the entire discussionsome perspec-
tive. This is a contract that uses net level cash values. In other words, it has no
surrendercharges. It also has commissionsand issue expensesof approximately
75% of premium. My company doesn't sellthis particularcontract, but you can find
similarcontracts in the market. As you can see, there is a large inequityin favor of
those who surrenderduringthe first seven years. Up to 270% of the asset share is
paid to policyholderswho surrenderin those years. This inequity must be paid by
those who persist. The point is that we may be arguingover 10-20% on certain
bonus features while many productsthat we will continue to allow under proposed
laws can be much more inequitable,although in the opposite way. Obviously,bonus
features are criticizedbecause they don't pay enoughto policyholderswho terminate
eady. This product could be criticizedbecause it pays to much to policyholderswho
terminate eady.

STANDARD NONFORFEITURELAW (SNFL)FOR MFEINSURANCE
I want to summarize someof the current regulatoryactivity that couldaffect bonus
features. The LHATF just met in San Diego. The SNFL for life insuranceis being
rewritten. I believe the deadlinefor adoption is in June 1994, so it will probably be
going out of the LHATF to the A committee in the first quarter of 1994. I'd first like
to note that the rulesas currentlyproposedsplit the treatment of fund-basedproducts
from traditional products, it alsohas separate sectionson single-premiumproducts.
The following appliesmostly to the fund-basedproducts. At the moment, there's a
maximum current credited interest rate limit. That limit is proposed to be the greatest
of the company's portfolioyieldexcludingcapital gains, the company's new money
rate, and I believe it's Moody's corporateyield for the priorDecember but at least
three months prior. There are variouslimitationson current cash values, and I believe
there's also a smoothness test, although I think there's some work that needsto be
done on that. I understandthat lineargradingof cashvalues would fail under the
current smoothness test.

SNFL FOR ANNUmES

The Standard Nonforfeiture Law for Annuities has a similartarget deadline. I believe it
is March 1994 so it has an even shorterdeadline. It imposesa limitof 10% of
premium on the first year load or surrenderchargesand limits the ratioof the current
account value to the cash value to no more than 110%.
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TABLE 1

Whole Life Contract - No Surrender Charge

Ratio of Available
Cash Surrender Asset Benefit to

Duration Value Share Asset Share

1 11.99 4.33 276.83%
2 16.36 10.95 149.38
3 20.46 16.37 124.96
4 23.83 20.77 114.76
5 26.71 24.52 108.93
6 29.22 27.94 104.59
7 31.56 31.14 101.36
8 33.87 34.29 98.79
9 36.17 37.43 96.64

10 38.43 40.55 94.76
11 40.70 43.73 93.09
12 42.92 46.89 91.53
13 45.12 50.13 90.01
14 47.33 53.47 88.51
15 51.65 57.43 89.93
16 54.04 60.90 88.75
17 56.35 64.35 87.57
18 58.58 67.81 86.39
19 60.73 71.28 85.20
20 62.79 74.75 84.00
21 64.78 78.25 82.79
22 66.69 81.77 81.57
23 68.53 85.31 80.33
24 70.29 88.89 79.07
25 71.93 92.49 77.77
26 73.45 96.09 76.44
27 74.82 99.70 75.05
28 76.04 103.31 73.60
29 77.09 106.92 72.10
30 77.97 110.54 70.54
31 78.67 114.15 68.91
32 79.16 117.76 67.22
33 79.45 121.37 65.46
34 79.51 124.97 63.62
35 79.34 128.58 61.71
36 78.93 132.18 59.71
37 78.25 135.77 57.63
38 77.29 139.34 55.47
39 76.03 142.89 53.21
40 74.47 146.43 50.85
41 72.59 149.97 48.41
42 70.35 153.46 45.84
43 67.71 156.90 43.15
44 64.65 160.30 40.33
45 61.22 163.69 37.40
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The account value is defined as the largest value used to compute any benefit except
the death benefit. It would require that current surrender charges grade off no more
quickly than 2% a year, and there are, as in the life law, different types of annuity
products in the proposed Annuity Standard Nonforfeiture Law.The two other types
are a limited surrender benefit annuity where cash values need only be available every
three to ten years depending upon a guarantee period. So you'd match the guarantee
period to the time when cash values have to be available. Also, there's a provision
for a no cash value annuity where no loans or lump-sum settlements would be
allowed.

DISCLOSURELAW FOR UFE INSURANCE

The third significantdevelopment is the disclosurelaw for life insurance. Again, the
deadlinewe're lookingat is probably June 1994. There's no currentdraft of the law,
but there are many proposals,and I guessa lot of the proposalsare being drivenby
Senator Metzenbaum. So you can take that into account when you're listeningto
this.

The draft law would requiredisclosureof the requirementsthat must be mat to
receive benefits in the illustrations,and it would highlightvanishing-premiumsitua-
tions. There are various other proposalsfor specifictypes of benefits. We would
identify noncashbenefCs as "not availablefor lump sum" in illustrations;we would
requirea cover page that Barbaramentioned earlierthat presentsstandard information
about each policy;we would requirea cover page to be signed by the agent and the
applicantand submitted with the application;and we would enforcesome sort of
supportabilitystandard. At this point, the definitionof supportabilityreally hasn't been
developedyet. My recollectionis that the supportabilitystandardtalked about being
supportable for at least two or three years from the date of the illustration.

From there, we start getting into the Matzenbaum-type suggestionsto have all
illustrationspreparedusinga standard set of formats. Essentiallywhat that would
mean is that every illustration would look the same, or maybe there would be a half
dozen allowableformats, and all illustrationswould have to fall into that format, use
the same wording, the same format or the same numbers,etc. All illustrationswould
use a standardset of assumptions. Another ancillarysuggestionto that is to provide
only guaranteed values in illustrations. Theseideas get their impetusfrom mutual
fund prospectuseswhere essentiallyonly past experiencesbut no projectionscan be
shown.

CONCLUSION

Cleady, many of these changes are progressive;however, many of these changes are
designedto decreasethe choices that policyholderswill have. Becausethe consum-
er's needs and values vary considerably, many consumers may no longer be able to
purchase the benefits they desire. They may not be able to trade benefit flexibility for
maximum benefits as bonus features allow.

MR. TED BECKER: As Brad told you, I'm a regulatory actuary. As a regulatory
actuary, I'm concerned about policyholder treatment, and I'm also concerned about
company solvency and maintaining a healthy industry to better serve the public in my
state of Texas. Hopefully, I can also help accomplish these same goals to some
extent in other states through my activity with the NAIC. I'm a member of this same
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NAIC Life and Health Actuarial Task Force that has been mentioned several times.

I'm also active in a special Nonforfeiture Law Working Group that originally had both
regulatory and industry members but has now been separated into two parts. One
part consists of the regulatory actuaries who have the ultimate responsibility for
developing a proposed Second Standard Nonforfeiture Law for Life Insurance, to
replace the existing law for life insurance policies sold after a certain date in the
future. However, the other part is a separate group that includes Barbara and other
eminent people in the actuarial field. Through this second part, companies and the
industry in general are able to furnish us with their thoughts.

My presentation will have two sections. First, I plan to talk on equity issues as they
relate to nonforfeiture benefits and nonguaranteed benefits. After that I want to make
some additional comments dealing more specifically with bonuses.

DEFINITION OF EQUITY

Let's get started with the definitionof equity. The dictionarydefinition would be
"fairness" or "justice." One of the other speakersmentioned impartiality,which
would also fit into equity. We usuallystart off thinkingabout equity on surrenderof
contracts; and, in theory, that would be the largestpayment that would leavethe
company and the remaining policyholders in essentiallythe same position as if the
surrender had not occurred. We need a practical alternative because we can't
calculate that number exactly. Some of the ideas that have been discussed start out
with the reserve, or the reserve less a surrender charge. More refined methods would
involve the asset share, and we're now giving detailed consideration to modified
guaranteed contracts and to contracts that would adjust to the interest rate environ-
ment. There is a whole section on those types of contracts in the proposed new
Second Standard Nonforfeiture Law for Life Insurance, which our group of regulatory
actuaries is developing.

Now I want to talk about contracts with guaranteed payments. I believe that most
regulators feel that any guaranteed payments shouldbe consistent wil_ the contract
wording, and consistent with the participating or nonparticipating nature of the
contract. The contribution principle could apply in any event; but, in general, a
participating contract would look back and a nonparticipating contract would look
ahead to the near future. There should be an avoidance of the tontine principle. It's
been a long standing requirement that dividends be distributed annually, or at least
that an annual accountingbe made.

I believe that nonguaranteedpayments (at least those that are illustrated)shouldalso
be distributedat least annually. Perhapsthey shouldbe distributed more frequently in
some cases.

REASONS FOR CONCERN ABOUT CASH VALUES

Here are some reasonswhy regulatorsare concerned about terminationbenefits such
as cash values. One reason is that the amount paid for premiums typicallyrepresents
a very large transaction on the part of the policyholder. It representsa lot of his or
her money. Taking a complete loss on a life insurancepolicy or annuity contract is
quite different from getting a bad restaurant mealor a bad haircut or a bad shoe
shine. In the case of these insurancecontracts,the policyholder has probablyput a
good bit of his or her resourcesand money into that contract; and he or she should
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have some reasonableamount built up in the contract if there have been prepayments
or prefunded amounts.

Another reason is that the policyholder's needs can change. After all, he or she is
unable to predict the future. There could now be an inability to continue the premi-
ums required by the contract. That could easily happen if the policyholder lost his or
her job. Also, a life insurance contract might have been purchased primarily to
provide an education for one of the policyhoider's children and that child might decide
that he does not want a college education. So, that type of need can't be fully
predicted.

Still another reason is that the contract may not live up to the policyholder's expecta-
tions. The policyholder has no protection at all against a change in the company's
ownership or a change in its philosophy. A company that sold a lot of universal life
insurance and annuities could change its philosophy and decide to move over into the
term insurance market. Having moved into that market, this company might not take
much interest in its existing universal life policies or annuity contracts because it
wasn't selling any more of them. Also, the illustrations provided at the time of sale
might have been overly optimistic. Barbaraand Bred mentioned some of these same
issues. The Life and Health Actuarial Task Force is tryingto help by keeping illustra-
tions within reasonableboundariesin the future, so as to control that problem
somewhat. The point would be that most contractsare not purchasedby the
policyholder with the intention that he or she is soon going to lapse that contract.
The punishmentfor requestingthe cash value shouldnot be unduly severe, nor
should it be inflicted merely for not having been loyalto the company. In some
cases, the policyholderwould even suffer tax consequencesupon surrenderin
additionto losingpart of the premiums paid in.

Here are some reasons cashvalues may be more important than insurancebenefits in
certain cases. The contract may have been purchasedas an investment;this is
frequently the case with annuities. Also, cash value considerationsmay have been
material in the policyholder'schoiceof company and plan of insurance. The prospec-
tive policyholdermay have had a fairlygood idea of what kind of contract he or she
wanted. He or she may have gotten illustrationsfrom two or three companies and
then chosen the one that had the most favorable of those illustrations. Rnally, some
contracts have provisionsthat might encouragesurrender (at least in certainin-
stances). An example of that would be a bailout provisionin an annuity. Another
somewhat similarexample would be an annuity that waives surrendercharges if the
annuitant becomes disabledor is hospitalizedfor a certainperiod of time.

REASONS FOR MAXIMUM AND MINIMUM NONFORFEITUREBENEFITS
The new draft Second Standard NonforfeitureLaw for Life Insuranceis under

discussion,and it has been proposedto set maximum limitson nonguaranteed
benefits as well as minimum limits on guaranteedbenefits. I want to touch briefly on
some of the reasons for that. There are concerns among regulatorsthat providing
non-guaranteedbenefitsin some circumstances,but not in others, is a form of
forfeiture and, at the least, such forfeiture shouldbe regulated by the law. There also
are concerns about how nonguaranteedbenef'csare being used, and concerns that
contracts are beingsold on the basis that flexibilityis an advantage. But in some of
these same "flexible" policies,the policyholderis penalizedrather heavily if the policy

2151



RECORD, VOLUME 19

is not usedthe way the company wants it used. Typically, the company would want
the policyholderto put more money into the contract, to avoid taking out policy loans,
and to keep the contract in force for a number of years.

Here are some reasonsfor concern about disclosureof values beyond guarantees.
I'm going to talk about nonguaranteesin more detail ina minute, but I would liketo
make the point that there should be at leastsome basisfor any illustration. Any
illustratednonguaranteedpayment shouldnot violate the model Unfair Trade Practices
Act. In the Texas InsuranceCode that's Article 21.21, Section 4. It is my impres-
sionthat most other states have very similarlegislation,but not allstates necessarily
interpretthis legislationthe same way. Another matter that has been broughtup is a
limitation on the number of years that nonguaranteescan be shown in illustrations.
So far, I don't know if that has been discussedat the NAIC level. The Texas
Department of Insurancedoes not have a definite positionas yet, either at the staff
level or through any of ourBoard's rulesor regulations. However, it is obvious that
the effect of compounding nonguaranteedbenefits over a long period of time can be
substantial.

Let's move to a more detailedconsiderationof bonuses. A dictionary definitionof a
bonuseswould be something given in additionto what is usual or strictly due. In our
case, we'll be consideringboth guaranteedand nonguaranteedtypes of bonuses.
First, I want to expressthe current positionof the staff at the Texas Department of
Insurance. With respectto guaranteed bonuses,the current positionwould be that
these can be illustratedto prospectivepurchasersand such guaranteed bonuses
would affect reservecalculationsunder the StandardValuation Law and nonforfeiture

value calculationsunder the Standard Nonforfeiture Law. These guaranteed benefits
must be includedin the presentvalue of future guaranteedbenefits under those laws.
The calculationswould be made under the most conservativeassumptionspossible.
In other words, if a guaranteedbonus couldmature uponthe completionof a certain
number of premium payments, we would assume that such a bonus would mature at
the very eadiest time possible under the terms of the contract.

Now nonguaranteed bonuses are a different matter, and I want to go over those in
some detail.

We do have a current "staff position" on nonguaranteed bonuses in Texas. When I
say "staff position," I mean what we're currently enforcing in Texas. I also am
indicating that our board does not have a definite written rule or regulation up to this
point. (We have a State Board of Insurance that has rulemaking authority in our
state, although in the future, rules are expected to be promulgated by our commis-
sioner.) I have already mentioned the Model Unfair Trade Practices Act, which
permits nonguaranteedbonusesin a specific type of situation. That act states that
bonuses can be paid out of accumulationsfrom surpluson nonparticipatingcontracts,
subject to certain conditions. However, the staff does not believe that this statutory
referenceconsOtutesauthorityto illustratesuch payments to prospectivepolicyhold-
ers. The staff's interpretation of that reference in the statute is to relate it to the type
of situationwhere a contract is placed in force and then starts generating unexpected
windfall prot"_sfor the company. The staff believesthat this reference would permit
the company to share those profits with the policyholdersafter they materialize. In
the absenceof that provision,the stockholdersof the company could claimthat those
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profKsbelongedto them as stockholdersand shouldultimately accrueto them.
Underthat altemative interpretation,company management could not share such
prof, s with policyholders.

In general, nonparticipatingcontractsshouldnot distributepast gainsor attempt to
recoup past losses. At least that's the current positionof the staff at the Texas
Department of Insurance. This position is consistentwith a definiterule that has been
promulgated by our boardon "indeterminate premium policies." (We have a special
longer name for those policiesin our Texas regulation,but it's the same type of
product.) As an aside, I might mentionthat the fixed-premium universallife insurance
regulationissuedby the state of Washington takes a similarposition: that nonpartici-
patingcontractsshould not distribute past gainsor attempt to recoup past losses. I
understandthat Washington is consideringa similarprovisionin a proposedflexible-
premium universallife insuranceregulation. They were consideringthis the last time I
talked to a representativeof that department on the telephone. I would call your
attention to the fact that Actuarial Standardof Practice (ASOR No. 1 does not seem
to take this strict a position;and it can be arguedthat standard of practice is adapt-
ablenot only to the Texas "staff position" and to the Washington regulation, but
possiblyto the positionsof other states that might have different interpretations. I
would suggest that any company consideringnonguaranteedbonusesin the future
shouldcheck with the states in which it is licensedto make sure that the program it
wishes to use is satisfactory and consideredlegal by those states. Now, I do believe
that there are some other states that would allow nonguaranteedbonusesto be
illustrated. If such nonguaranteedbonuses were illustratedto prospectivepolicyhold-
ers inthose states, it would be appropriatefor companiesto set up a reservefor the
future distributionof such bonuses to people in those states. It would be better to
check with a state that allows nonguaranteedbonusesto be illustrated. That state
could give guidance as to what kindof reserve it requiresand whether lapsescan be
taken into account in setting up such a reserve.

CONCLUSION

I wish to close by touching briefly on the three major projectsof our NAIC Life and
Health Actuarial Task Force. One major project is the development of a new Second
Standard Nonforfeiture Law for Life Insurancewhich would apply to new life insur-
ance policiesissued after a certainspecificdate. This may involvethe development
of a companion model regulationon enhancements. (Such a model regulationwould
presumablytake a position on bonuses.) So we may have a more uniform treatment
by the states in the future when we have this revisedmodel law and when we have
developed a model regulationon enhancements.

Another major project is the developmentof a new Standard Nonforfeiture Law for
Annuities,and I think Brad covered it quite well. The third major project is the study
of illustrations of life insurancecontracts. That project will involvea specialUfe
DisclosureWorking Group chairedby Robert Wright of the VirginiaBureau of Insur-
ance, which has the primary responsibilityfor the study. Our ActuarialTask Force is
assistingon this project and attempting to give actuarialadvice when appropriate. A
model NAIC regulationon illustrationsis expected to be developed, and hopefullythis
will also lead to more uniformity among the states. This third project will involve both
life insurancepoliciesand annuity contracts, but the initialefforts have been concen-
trated on life insurancepolicies.
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MR. JAMES R. THOMPSON: Some literature has come across my desk from
agencies in regard to equity of bonuses. It says that they'll give a bonus interest rate
if a person rolls money over. It usually says it in a little footnote "in 20 years or so."
So I can see the equity on longevity, but can anyone explain what sort of actuarial
equity results from the function of rolling over from another company?

MS. LAUTZENHEISER: I don't think we have one.

MR. BARKS: Anybody have an answer for that? I don't have one.

MR. THOMPSON: I've heard one explanation of the way you do that. The agent
agrees to forego commissions that are equal to the same percentage that the bonus
amounts to. So I guess if I could use the "R" word, It's a form of rebating.

FROM THE FLOOR: I have a question specifically for Ted because he provided some
insight on it. There's a lot of discussion about equitable bonuses and fair treatment to
policyholders, and I think we're all in agreement that it is important. Bonuses that
meet that need and encourage the type of policyholder actions that Barbara referred
to, where they give up some flexibility in return for the opportunity to get other
benefits down the road, are a good idea. The things that I have a problem with are
the bonuses that are pie-in-the-sky. If it seems too good to be true, it probably is.
Those are the ones that nobody specifically addressed in these discussions. To my
knowledge, the only state that has any type of specific regulation with a definition of
a bonus is New Jersey. It basically says, if it looks like a duck and quacks, it
probably is a duck. In New Jersey, they have to do some type of illustration or
demonstration that shows the cash values compared to the asset shares make some
sense. To the panelists' knowledge, is there any movement in other states to
effectuate that type of demonstration requirement?

MR. BECKER: I don't know of anything except the three projects at the NAIC
Actuanal Task Force level.

MR. BARKS: I believe New Jersey, at one point, had a ban on bonuses. SO if it was
a bonus, they said you couldn't do it. I think what you're talking about is the
supportability issue where there is a product that doesn't appear to be supportable. It
can take any number of forms. It could be a particular bonus, It could be a very high
initial interest rate, whatever it may be. It appears that It's not supportable in the long
term. I don't have any specific information on that, but I think the disclosure group is
trying to develop a definition for supportability and to include some informalJon in the
disclosure.

The other thing that probably wasn't covered very well was doing sensitivity analyses
on illustrations. It would be very difficult to do this. I think the task force is focusing
mostly on interest rates, but theoretically you could do it for any assumption. I think
it gets very complex from the policyholder's point of view if you do it on too many
assumptions. SOtheoretically, you could show what the values would be at 100
basis points less, or assume a specific event happened in the term structure of
interest rates and then project what would happen with the benefits. There was a
recent letter from Transamerica that discussed the problems of applying something
like that to portfolio-based crediting versus investment-year crediting and projecting the
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effect it would have on the company and the product. I think that's what you're
getting at: a new disclosure area addressing that issue.

MS. LAUTZENHEISER: I'm going to give a couple more old fogy comments. One
has to do with the investment-year method. I believe when the Equitable started that
method in the late 1970s there was a lot of conversation about illustrations and

disclosure and the fact that the Equitable might be illustrating things that were not
appropriate. Again, that was based on a lack of knowledge. As we all began to
realize that interest rates were going up and the investment-year method probably
made some sense, most of us moved in that direction. Similarly, when I was with
the Bankers of Nebraska before going to the Phoenix Mutual, every one of my agents
kept saying either, "The Phoenix Mutual can't possibly be doing what is right," or
"Why can't we have those low net costs?" I teased them as I left and I said, "Well, I
can't do that at the Bankers of Nebraska because of its expenses, so that's why I'm
moving." There were many people who accused the Phoenix Mutual of doing things
that were not appropriate. I will tell you that Bob Jackson had the foresight 20 years
earlier to cut all of his expenses and to move to the nonsmoker tables. He did so 15
years before the rest of the industry, with the exceplJon of State Mutual. Almost all
of Phoenix Mutual's brokers had 100% persistency because there were virtually no
other nonsmoker contracts available. Phoenix Mutual had real numbers. So it was
very easy for people to say the numbers weren't real, but when I transferred to
Phoenix Mutual, I found out the numbers were real.

That's why I think it is imperative that we do two things. First, we must begin to
investigate the available research to see whether or not it does make sense and if the
numbers are real. Second, at the ASB level, we need to promote the contribution
principle for nonguaranteed elements in Actuarial Standard of Practice No. 1. In spite
of the fact that a lot of companies would like to continue to do exactly what they
want, we owe a level of equity to the consumer. We can do that in nonguaranteed
elements, just as we can in dividends, by putting the contribution principle in ASOP
No. 15 (where we address the dividends) as well as in ASOP No. 1 with the non-

guaranteed elements.

MR. WILLIAM C. KOENIG: This probably falls in the category of a statement for the
record more than a question, but I will get to a question later on. First, I am pleased
to hear that Barbara Lautzenheiser is urging the ASB to extend the discipline of the
contribution method to all nonguaranteedelements. This would be a great step in the
right direction.

Despite Ms. Lautzenheiser'sexcellentdiscussionof the need for responsibleretirement
planning, her argumentshave always seemed to me to be more a condemnation of
the sorts of products that were discussedhere than an endorsement.

These bonuses motivate peopleto buy products in the same way that a big jackpot
motivates people to buy lottery tickets. It works great for the one winner in ten
million, but not so well for the high proportion of losers.

I've seen one of these products discussedin an industrypublicationlikethis: The
declared7% creditingrate resulted in a 13% effective yield over the long term
because of low expenses. No actuarialtheory I know can reduce expenses so that
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7% becomes 13% unless the early terminators are ripped off. So, if there are no
early terminators, there are no forfeitures to fund the "bonuses" and the scheme is
exposed for what it is: a sad revisiting of the tontine pricing that brought disgrace to
the industry in the early years of this century.

Disclosure is important. If nothing else, companies should be required to admit
whenever they can't afford to pay their bonuses if everyone does what the company
says it wants - stick aroundto collect. Better yet, as Mr. Becker suggested,all
companies that offer participationrightsto their policyowners,or quasiparticipationin
the case of stock companies,shouldbe requiredto have an annual distributionof
surplus,as is the case for mutual companies operatingin New York.

So, my question is, how could I in good conscience advise my wife to buy such a
product when the only way it can work for her is if it fails for other deserving, long-
lived women; and it probably has to fail for four or five women for every one it works
for? (And, of course, if she needs her money early, perhaps through no fault of her
own, she pays a terribly onerous price.)

MS. LAUTZENHEISER: The only comment I can make to you is that I understand
what you are saying, and I think disclosure is the absolute number one criterion, as I
said earlier. I have long thought, both as a female and as someone who believes in
choice, that I probably come close to being a libertarian because I want the opportu-
nity to buy what I want to buy. That was the argument that I made on the unisex
issue. I didn't like someone telling me I should have equality or equity defined for me.
I wanted to define my own equality or equity. And although there are people like you
and your wife who may be more conservative, there are people like me who have no
children, and whose sister has no children. I'm going to have to survive on my own,
and I don't want to keep my principal only to leave it to some college or pet fund. I
want to use it until the time t reach 105 or older, and I want to be able to buy
benefits with bonuses that will help me provide for that longevity. That should be my
choice.

MR. BARKS: I'd like to make one comment. I think implicit in this statement is an
assumption that no bonus is supportable. There may be some bonuses out there that
aren't supportable. But I think if you look at the numbers and if you look at the
products, there are a lot of bonuses and there are a lot of products that provide
benefits for consumers who give up particular rights to get more benefits. There are
costs. I think we're all aware of the costs that are generated from, for instance,
disintermediation risk. We are all aware of the potential benefits that we can achieve
by investing in long-term securities. We are all aware of the problems of trying to
recoup acquisition costs with contracts that don't stick around, and those are real
costs. The consumers can be given real benefits for making sure that the company is
either not subjected to those risks or is given the opportunity to utilize those kinds of
investments.

MR. EDWARD F. MCKERNAN: I am also one of the authors of the proposed
Standard Nonforfeiture Law for annuities, and I have a couple of comments for the
record. Someone mentioned that there's a 2% limitation on decreases in surrender

charges. There's actually a limitation on the increase in surrender charges to 2% per
year except in the year in which the surrender charge reaches zero. The proposal
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does permit cliff surrender charges. In addition, the proposaldoes permit loads in
excess of 10% on premiums up to $9,500, which is an indexed amount.

Also, the handouts failed to mention all material facts of the proposal. I would recom-
mend that everyone read the proposal before they reach conclusions.

MR, BARKS: And the proposal can be obtained from Jean Olsen at the NAIC, fight?

MR. MCKERNAN: I believe so, yes.

MR. BARKS: Or can they contact you?

MR. MCKERNAN: They can feel free to contact me. Howard Kayton is the chair of
the resource group. He would probably be the key contact person.

MR. BARKS: I'd encourage everybody to review the annuity proposals, the proposal
for the life nonforfeiture law, the work that's going on in disclosure and the work
that's going on in the annuity valuation law. I think those are all very important
things that people shouldbe involved in.

FROM THE FLOOR: Barbara,you talked about the retirement bonus, and the concept
of contractsthat do not have a cash value. It seemsto me, particularlyfrom the
smaller company perspective,that the risk of disintermadiationto pay that cash value
is much lessthan the risk of additionalmortality on a benefit that's not going to start
for perhapsanother30 years. Can you comment on that please?

MS. LAUTZENHEISER: Well, I thought I had covered some of that and maybe I was
not clear. I think that a key element here is that the disinterrnedialJonriskis elimi-
nated for the company. This meansthat riskis not so high, they don't have to
chargefor that, and you end up with extra benefits payableto the policyholderin the
form of a bonus. So, through bonusfeatures we have an eliminationof that disinter-
mediationrisk. No one has to take it - neitherthe policyholdernor the company, and
it helps with the solvency issue.

FROM THE FLOOR: I think my point, Barbara,is that the amount of riskbeing
eliminatedis nowhere near the differentialof risk taken by the higherguarantees in
some of the contracts I've seen.

MS. LAUTZENHEISER: I'm still not sure I know what you're saying. Are you saying
that there isn't enoughor too much benefitthat's payable?

FROM THE FLOOR: Too much. In other words, I see this as pie-in-the-skyand some
actuarieswill be ransomingthe company after they're retired.

MS. LAUTZENHEISER: I think that you need to take a look at some of the research.
One of the difficultiesthat we've had is a lot of the research is relativelynew, which
gets back to my PhoenixMutual statement. There were people who thought that the
low net cost that PhoenixMutual had was pie-in-the-sky. But when you looked at
their data, you found it was justified. There are people who now look at yieldcurve
theory and think it is pie-in-the-skytoo. But if you look at the data on it and pay
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attention to yield curve theory instead of straight interest rate theory, you come up
with a lot different decisions than you did before. It's a different paradigm. It's a
paradigm shift and It's moving much the same as It was moving on universal life. I
was told by Mike Cowell the other day about all the resistance he had from regulators
when he wanted to introducenonsmokerdiscounts. The regulatorsfelt he was
moving too fast. By the same token, I've been working on Equitable'sunisex case.
The opponents inthat court case are faulting the insuranceindustry for having had a
surgeongeneral's report out there for 15 years before anyonedid anything with It.
Hence, they are faultingus for moving too slowly. Well, of course, at some point
you do the researchand you do use it. So the researchthat I have seen is that it's
not pie-in-the-sky. It actuallyhas some value, and I'm askingallof you to begin to
look at that researchand make differentdecisionsbasedon testing, which means
usingthe legaldefinition of equityinsteadof usingstereotypesor perceptions.

MR. JOHN W. H TAYLOR: As we continueto move rapidlydown this path, I hope
we at least considersome othercountries'experiencesand avoidanceof problems
becausethey've avoidedthe nonforfeiturelaws that this country has established
which are, in effect, a continuationof thoughts and expressionsof 1868 and 1876
and 1886. I am certainthat if they had our nonforfeiturelaws for life insurance and
annuitiesin England,most of the companiesin Englandin the 30 years after the
Second World War would not have been in existence. I think they were able to avoid
some of our problemsby strictregulationof the industrywhich still allowed bonus
programsthat let them resettheircash values annually.

MS. LAUTZENHEISER: WaIt Rugland,both because of his presidencyin the Society
of Actuariesand hisjob, has been doing a lot of internationaltravel. I will paraphrase
Walt. He says, the othernationsare literallylaughingat us becausewe are the only
nationwith an unregulated economy and highly regulated surrendervalues, thus
putting us in the worst of all possible wodds.

MR. BECKER: I'm kind of concerned about that proposal in an environment where
you might have many rather small companies that don't have the kind of actuarial
expertise they need, or don't want to pay for using it.

MR. TAYLOR: I think the solutionwould be to requirecertification, to require
professional standards, and to require independence of the person providing that
standard. Maybe one of the issues is that the SOA should start considering its
independence position.
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