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REPORT OF THE COMMISSION APPOINTED UNDER
CHAPTER 50 OF THE RESOLVES OF 1921, RELA-
TIVE TO THE EXPEDIENCY AND NECESSITY
OF ESTABLISHING A MINIMUM STANDARD OF
NET VALUATION ON LIFE INSURANCE POLICIES.

The Commission, appointed under the provisions of chapter
50 of the Resolves of the year 1921, to investigate relative
to certain matters of insurance, submits the following report
with reference to so much thereof as relates to the establish-
ment of a minimum standard of net valuation of life insurance
policies.

Several hearings were held and evidence taken both for and
against the matter under consideration. The greater part of
the Massachusetts life insurance companies were recorded in
favor. One witness appeared in opposition.

The question involved in the bill referred to the Commission
is whether it is necessary and expedient to fix a lower minimum
standard than that now required by law for the valuation of
life insurance policies, the proposed standard being a modifi-
cation of the so-called preliminary term method of valuation.

The valuation of life insurance contracts is a technical
subject of considerable intricacy. Life insurance contracts
must, if continued in force, become matured liabilities at some
time or other, and it is obvious that some liability should lie
set up on the books of the company representing its contracts
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in force. In a rough way, the method of valuation is as
follows: The company is charged with a sum equal to the
present value of the face of the policy calculated according to
the expected mortality as determined by the Tables of Mor-
tality Experience. Against this the company is entitled to
credit for the present value of the agreed future premium
payments calculated upon the same mortality assumption. At
the time the contract is placed on the books these two sums
should be exactly equal. Year by year, however, the present
value of the face of the contract will increase as the expectation
of life diminishes, and the present value of the agreed premium
payments will diminish until finally the first factor is equal to'the
face of the policy and the second factor becomes zero, so that
there stands on the company’s books against the policy a
liability increasing from year to year which, if the policy
continues in force sufficiently long, will ultimately equal its
face, and this is referred to as the value of the policy.

The annual premium is composed of two parts: (1) a net
premium calculated in such a way that when paid year by
year and placed on interest at the rate assumed in the com-
pany’s calculations, which by statute must . not exceed 3§
per cent, will, together with the proper mortality charges
against the other policies of the same class, when the policy
becomes a claim, produce the principal amount of the policy;
(2) a loading for expenses. Under the system in vogue in
Massachusetts, which is the system under which over 90 per
cent of all the reserves in this country are set up, credit is
given only for the net premiums. This was the point at which
the Massachusetts system, established in 1859, departed from
the system in use by the English companies, the English
system then giving credit not. only for the net premiums, but
for the expected expense loading payments.

The decision in Massachusetts seemed to have turned on
practical considerations quite as much as on theoretical, for in
theory it is quite as reasonable to allow a credit for expected
expense loading payments as for the expected net premium
payments. To allow them, however, would make the greater
part of the expense loadings immediately available for ex-
penses and for the payment of dividends, and there was con-
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siderable actuarial and other opinion at the time that this
rendered possible a very extravagant method of doing business.
The allowance of merely the current expense enforced a policy
ot very moderate expenditure unless the company was in pos-
session ot a surplus sufficient to make advances in expectation
of future expense loading receipts, and it was, therefore, a
matter of policy quite as much as of abstract theory which
induced the then commissioners to adopt the net level terminal
reserve system which has become characteristic of American
life insurance reserves.

It must be borne in mind that at that time the Massachu-
setts companies expended relatively small sums in agents’
commissions, and this one factor, which is to-day the largest
element in the initial cost of insurance, was of far less con-
sequence than now, and consequently companies found it less
difficult to keep within their expense loading. To-day the
agent’s commission absorbs a portion of the first year’s premium
far beyond the expense loading for that year. The writing of
new insurance has, therefore, to be financed out of surplus
accumulations, and while the older and better established
companies with a good volume of business and large surplus
accumulations can do this ordinarily without difficulty, the
cost of starting a new company under this system is well-nigh
prohibitive. The Massachusetts system, therefore, has the
effect of securing a practical monopoly to the established com-
panies, and a monopoly is no healthy condition either for the
established companies or for the public at large. Every
State except Massachusetts has, therefore, departed from the
full net level terminal reserve plan to a greater or less degree.
The principal systems in use are as follows:

1. The Select and Ultimate Reserve Credit. —This permits a
minimum valuation of all life 'contracts on a basis that the
mortality during the first five years after the issuance of said
contracts shall be calculated according to the following per-
centages of the rates shown by the American Experience
Table of Mortality, to wit: first insurance year, 50 per cent;
second insurance year, 65 per cent; third insurance year, 75
per cent; fourth insurance year, 85 per cent; fifth insurance
year, 95 per cent. In other words, a5O per cent credit of the
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expected first year’s mortality is allowed, which is made up
to the full net level premium standard in five years. This
basis appears in the law of New York.

2. New Jersey Standard Reserve Credit. This allows a
credit for the first year of the excess of the reserve for the
ordinary life policy over that for a one-year term policy at the
same age. This credit is made up to the full net level standard
at the end of six years. This basis appeared in the law of New
Jersey until the legislation of 1920.

3. Full Preliminary Term Method. Under this method
policies may be issued providing for a preliminary term of one
year, which preliminary term is regarded as term insurance.
Credit is allowed, therefore, for the difference between the re-
serve for term insurance and for insurance of the type of con-
tract in question. This basis appears in the law T of Colorado,
Delaware and Oregon.

4. Modified Preliminary Term, Illinois Standard. This al-
lows a one-year preliminary term, but provides that in classes
of contracts where the premium charged for term insurance
exceeds that charged for like insurance under twenty-payment
life preliminary term policies of the same company the reserve
thereon at the end of the year in the first policy shall not be
less than the reserve on the twenty-payment life preliminary
term policy issued in the same year and at the same age, to-
gether with an amount which shall be equivalent to the accu-
mulation of a level premium sufficient to provide for a pure
endowment at the end of the premium-payment period equal
to the difference between the value at the end of such period
of such twenty-payment life preliminary term policy and the
full reserve at such time of such limited payment life or en-
dowment policy. This basis appears in the law of Idaho,
Illinois, Indiana, Michigan, South Dakota and Tennessee, and
has the effect of law by ruling in several other States.

5. Modified Preliminary Term, Ohio Standard. This is like
the Illinois standard, with the exception that the whole life
contract is taken as a standard instead of the twenty-payment
life, thereby setting up higher reserves on the contracts having
the higher premiums. This basis appears in the law of Ohio,
Rhode Island and West Virginia.
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There are several other modifications of the preliminary term
method, but the above are the principal reserve standards in
force. A majority of the States have no legislation on the
subject at all.

In the life report for the year 1919 it was indicated that upon
Dec. 31, 1918, the net level reserve was used by 19.25 per cent
of all companies in the United States, their reserves amounting
to 92.69 per cent of the reserves, of all companies; 22.59 per
cent of the companies used the Ohio modified preliminary term,
their reserves amounting to 2.13 per cent of the total; 41.42
per cent of the companies used the Illinois standard, their re-
serves amounting to 2.64 per cent of the total; 13.39 per cent
of the companies used the full preliminary term, their reserves
amounting to 1.82 per cent of the total; 2.93 per cent of the
companies used the select and ultimate reserve credit, their
reserves amounting to .72 per cent of the total. One company
uses the New Jersey standard, its reserves being insignificant.

It is obvious, therefore, that the select and ultimate standard
and the New Jersey standard have had a very slight effect
upon the insurance situation, and that it is only in States
where the preliminary term standard or modification thereof
is in force that there has been such an increase of insurance
activity as would indicate that the reserve system adopted is
of practical value. Roughly speaking, it seems an accurate
statement that to-day all States except New York and Mas-
sachusetts allow the operation of companies upon some modifi-
cation of the preliminary term plan.

Actuarially it is entirely sound. On this point there is no
dubiety in the testimony. The reserve is set up strictly in
accordance with the terms of the contract, and it is probable
that there is nothing in the Massachusetts statute governing
the method of setting up the reserve which forbids its use.
The fact, however, that the usage has been not to allow it,
and that the General Court by its failure to give formal sanc-
tion to the preliminary term has in a way endorsed that usage,
are precedents which the Commissioner of Insurance cannot
well disregard. The objection to its use appears to be entirely
practical and based on the fact that a large amount of the
first year’s premium is available for expenses. It seems proba-
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ble that the first year’s expenses of the preliminary term com-
panies average higher than those of the old line companies.
Certainly, they pay large first-year commissions. It is claimed
that the difference in commissions is counterbalanced to some
extent by the fact that they do not maintain expensive general
agencies and district offices as do many of the old line com-
panies. Whatever the merits of this contention, it seems proba-
ble that the expenses, while larger, are not unconscionably
large. It must be borne in mind that most of the preliminary
term companies are relatively small compared to the old line
companies; that they have to contend with the imposing mag-
nitude, financial resources, reputation and agency organization
of those companies; and furthermore, the advantage they have
in expenses is counterbalanced by the fact that the cash sur-
render values and loan values on the policies are, other things
being equal, less than those under the old line insurance
contracts. Therefore they are in a way compelled to make
some commission concessions in order to induce agents to work
against a handicap.

The question of expediency involves a glance at several
sides of the matter. First of all, it must be determined
whether it is safe. A table is subjoined showing the reserves
of the standard policy under the" several methods of reserve.
It must be borne in mind that the method set up by the bill
referred to us is substantially the same as the Illinois standard,
the difference being verv slight.
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Net
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'™inary hminary liminary ancl seyKind of Pc .xer ummary ummary limin and seyLevel. Term, Term, Term
'

Ultimate. Standard
Ohio Illinois

Standard, i Stand;

Ordinary life 1 $n 76 - - - SS 12
1 812 29 812 29 Sl2 29 20 11 514 11

36 46 24 98 24 98 24 98 34
4 49 39 38 07 38 07 38 07 48 94 43 51

62 73 61 68 61 58 61 58 62 73 58 81
10 135 76 125 48 125 48 125 48 135 76 135 76
15 219 15 209 85 209 85 209 85 219 15 219 15

125 48 125 48 125 48 131
15 219 15

20 310 75 302 64 302 64 302 54 310 76 310

T wenty-payme 13 10
2 39 90 28 79 21 01 21 01 36 22 30 10

42 80 42 80 59 30 53 13
4 82 83 72 59 65 41 65 41 82 40

105 51 95 73 88 88 88 88 105 51 101
19 225 00 219 96 219 96 232 19

384 02 380 02 377 22 377 22 384 02 384 02
566 15 566 15 566 15 566 15 566 15 566 15

Ten-payment life . 1 37 73 26 81 19 14 - 31 63 25 97
2 77 01 67 10 60 15 42 79 73 60 67 21
3 117 90 109 05 102 83 87 34 116 39 110 06
4 160 47 152 72 147 29 133 72 160 09 154 59
5 204 81 198 22 ■ 193 60 182 05 204 81 200 89

10 456 00 456 00 456 00 456 00 456 00 456 00
15 508 49 508 49 508 49 508 49 508 49 508 49
20 566 15 566 15 566 15 566 15 566 15 566 15

Twenty-year endowment 1 32 86 21 36 13 28 - 26 64 21 10
48 17

91 95 84 46 72 16 101 07 9410
129 41 122 23 110 43 139 25 14 1

178 18 174178 18 168 40 161
5 46

15 664 10 660 10 657 29 652 68 664 10 664 10
1,000 00 1,000 00 1,000 00 1,000 00 1,000

Ten-year endowment . 1
2 167 21 157 30 150 35 92 97 1 164 48 157 41
3 256 26 247 41 241 19 189 96 j 255 10 248 42
4 349 17 341 42 335 99 291 15 , 348 92 343 29

446 15 439 66 I 434 94 396 77 446 15 442 23
10 1,000 00 1,000 00 1 1,000 00 1,000 00 I 1,000 00 1,000 00

In order to show what the actual difference would be in
the case of policies as they are actually distributed in a goin.
company, a comparison has been made of the valuation of a
Massachusetts company having over $700,000,000 of insurance
in force and the valuation which would have been shown had
its policies been written under the terms of this bill. The
amount of insurance in force was $758,868,383; the full net
level premium reserve was $119,095,842, and the preliminary
term reserve $110,315,206, making a difference between the
full net level reserve and the preliminary term reserve of
$8,780,636, which is 7.373 per cent of the net level premium
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reserve. This company was chosen as being sufficiently large
and with a sufficiently well-distributed business to give the
system a fair trial, and also because the method by which it
valued its business was well suited for the purposes of calcula-
tion. From this it will appear that in a going company the
difference in reserves will not be striking.

The size of the reserves, however, is not the whole story.
This same company in 1920 wrote $151,032,643 new insurance.
The full net level premium reserve on this was $3,259,414 as
of Dec. 31, 1920. The preliminary term reserve for the same
period would be $924,360, indicating that for the first year the
concession on account of the preliminary term valuation would
amount to the very considerable sum of $2,335,054. Coinci-
dent, however, with setting up the full net level premium
reserve the company was compelled to make deductions from
surplus on account of loss .from loading on first year’s business
of $1,494,439, and if this be deducted from the concession the
amount set up under the full net level system over the pre-
liminary term is greater by $840,615, not a very considerable
amount when figured on the amount of insurance written.
This will illustrate how strikingly the reserve on the Massa-
chusetts system is counterbalanced by loss on account of
loading. This loss, which would otherwise be thrown into
surplus, means that the business of to-day is being financed
by the business of yesterday. A system which lets each year’s
business stand on its own feet is theoretically sounder and
more equitable than one which takes from the surplus accumu-
lated by the older policyholders, and, in a mutual company,
held for their benefit in order to give the new policyholders
the advantages of a somewhat larger security and somewhat
larger loan and cash surrender values.

We are inclined to the opinion that practically the system
is not unsafe. It must be borne in mind that the interest
assumption of 3f per cent is a very moderate assumption, and
that the American Experience Table is likewise based on
extremely conservative lines. There is therefore an ample
margin of safety, more than sufficient to cover the preliminary
term concession.

A more serious objection is that the system might encoura
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reckless bidding for business. Massachusetts has no expense
limitation, although such an expense limitation could be readily
added to the law if necessary. It is not thought, however,
that the adoption of the plan involves any danger to our
domestic companies. Our companies are able to compete
successfully for business in States permitting the preliminary
term, nor has the experience of New Jersey indicated that the
admission of preliminary term companies has been followed
by any striking inroads on the established companies by
companies of other States. It has been claimed that the
history of preliminary term companies indicates a large number
of failures. It must be borne in mind, however, that the
failure of the companies can hardly be attributed to the
reserve system, but rather to the financial and business methods
employed. Large and successful companies have been built
up under the preliminary term system, and we must concede,
we think, that the system has been well tried out in experience,

■al of the influenza epidemicand that it survived the ore
without serious casualties.
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to note that Massachusetts and New York stand in this
$ matter opposed to the practice in ail other States. The life

insurance interests of this State are not inconsiderable. Our
companies have a standing which has won their admission
into many other States, and a certain amount of friction has
been engendered that we have not been willing to concede
anything to the younger companies of those States, and also
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by the very ungenerous practice of certain agents in attempting
to win business from the local companies by pointing to the
fact that those companies could not be admitted here. There
have been, as a consequence, some instances of hostile legis-
lation advocated, which, while involving a misuse of the
retaliatory principle, nevertheless might, if enacted, con-
stitute a real menace to our companies. On the practical side
it would seem a policy alike generous and tactful to go a
certain distance to secure harmony and uniformity. Massa-
chusetts would gain much thereby in good will outside her
bounds. The proposed system does not appear unsafe. It
would appear adequate to accomplish the desired harmony,
and therefore we recommend the enactment of the bill annexed
hereto which is substantially the same as that enacted in
New Jersey.

Respectfully submitted

CLARENCE W. HOBBS.
FREDERIC C. NICHOLS.
JOHN E. OLDHAM.
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An Act relative to the Valuation of Life Insurance
Policies.

Be it enacted, etc., as follows
Chapter one hundred and seventy-five of the General Law

is hereby amended by inserting after section nine thereof a new
section as follows: Section 9A. Policies, other than industrial

policies issued by companies doing business in this state may
provide for not more than one year preliminary term insurance
by incorporating in the provision thereof specifying the premium
consideration to be received, a clause plainly showing that the
first year’s insurance or part thereof under such policies is term
insurance, purchased by the whole or a part of the premium to
be received during the first policy year.

If the premium charged for such preliminary term insurance
under any limited payment life or endowment policy now in
force, or hereafter to be issued, exceeds that charged at the same
time for like insurance under a twenty-payment life preliminary
term policy of the same company, issued at the same age, the
reserve thereon at the end of any year, including the first, shall
not be less than the reserve on a twenty-payment life preliminary
term policy, issued in the same year and at the same age, to-
gether with an amount which shall be equivalent to the accumu-
lation of a net level premium sufficient to provide for a pure
endowment at the end of twenty years from the date of the pol-
icy or at the end of the premium payment period, if earlier,
equal to the difference between the value at the end of such
time of such twenty-payment life preliminary term policy and
the full reserve at such time of a corresponding limited payment
life or endowment policy, issued at the same age, which does not
provide for preliminary term insurance. After twenty years from
the date of such limited payment life or endowment policy, or
after the end of the premium payment period, if earlier, the re-
serve held shall be equal to that of a similar policy, issued at
the same age, which does not provide for preliminary term
insurance

PROPOSED LEGISLATION.
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If the premium charged for such preliminary term insurance
under any policy issued prior to the first day of January, nine-
teen hundred and twenty, does not exceed that charged at the
same time for like insurance under a twenty-payment life pre-
liminary term policy of the same company, issued at the same
age, such policy may be valued according to its terms, on the
mortality and interest bases herein provided.

If the premium charged for such preliminary term insurance
under any policy issued on or after the first day of January,
nineteen hundred and twenty, is in excess of one hundred and
fifty per centum of the net premium therefor, computed accord-
ing to the table of mortality and the rate of interest adopted by
the company, as herein provided, and is less than that charged
at the same time for like insurance under a twenty-payment
life preliminary term policy of the same company, issued at the
same age, the reserve on such policy at the end of any year,
after the first, shall be increased by an amount which shall be
equivalent to the accumulation of a net level premium sufficient
to provide for a pure endowment at the end of the twentieth
year, equal to the difference at such time between the value of
such preliminary term policy and the full reserve of a similar
policy, issued at the same age, which does not provide for pre-
liminary term insurance. Thereafter the reserve held shall be
equal to that of a similar policy, issued at the same age, which
does not provide for preliminary term insurance.


