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The McHugh decision, a landmark ruling in California insurance law, has dramatically 
reshaped the state’s life insurance market. The ruling held that the notice requirements 
before policy lapses, as mandated by California Insurance Code sections §10113.71 
and §10113.72, apply to all life insurance policies in force when these sections became 
effective, regardless of when the policies were originally issued. As a result, many policy 
cancellations due to nonpayment of premiums may now be considered incomplete, 
potentially making insurers liable for death benefits on these lapsed policies. This has 
triggered a wave of class action lawsuits against life insurance companies.

This paper estimates the potential financial impact of the McHugh ruling on Cali-
fornia’s life insurance industry, using publicly available data and actuarial methods. It 
draws on the 2018 LIMRA/SOA Individual Life Insurance Lapse Survey, the SOA 2015 
VBT Mortality Tables, and the National Association of Insurance Commissioners (NAIC) 
InfoPro database. By analyzing lapse rates, mortality rates, and policy types, the study 
projects potential liabilities. The findings suggest that California insurers could face up 
to $22.4 billion in liabilities, underscoring the urgent need for insurers to implement 
proactive risk management strategies. Insurers must reassess their product offerings, 
strengthen financial planning, and ensure they are prepared for the potential surge 
in claims stemming from this ruling.

For policymakers, the McHugh decision highlights the critical importance of clear 
and precise legislative language. The California Supreme Court’s interpretation of 
the law has set a new precedent, emphasizing the need for legislators and regulators 
to communicate new rules effectively to ar
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ABSTRACT 

The McHugh decision, a landmark ruling in California’s insurance law, determined that 
the notice requirements preceding policy lapse were applicable to all policies in effect 
at the time, not just those written after the law was enacted. As a result, many policy 
cancellations for nonpayment of premiums can be deemed incomplete, making life 
insurers potentially liable for death benefits on these lapsed policies. This decision has 
reshaped the dynamics of the state’s life insurance market. This paper examines the 
implications of McHugh on California’s life insurance industry by estimating potential 
costs and liabilities for life insurers. Our findings reveal significant financial costs, 
with an estimated liability of up to $22.4 billion for life insurers in California. These 
insights provide valuable guidance for insurers in risk management, product design, 
and financial planning, and also inform policymakers on regulatory enhancements 
and market oversight strategies.

Keywords: Life insurance, McHugh, lapse

Center for Risk and Insurance Research, Culverhouse College of Business, University 
of Alabama

 *We appreciated helpful comments from Daniel Bauer and Dale Hall. All errors are ours. 



Journal of Insurance Regulation 3

1. Overview

In the realm of financial security, life insurance stands as a cornerstone, offering 
individuals and families a safety net against unforeseen circumstances. In 2012, the 
California State Legislature created certain protections to shield consumers from losing 
life insurance coverage because of a missed premium payment, requiring “each life 
insurance policy issued or delivered in this state shall contain a provision for a grace 
period of not less than 60 days from the premium due date...” and “no individual life 
insurance policy shall lapse or be terminated for nonpayment of premium unless the 
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2. Background and Prior Literature

The life insurance sector plays a vital role in the economies of all 50 states and the 
District of Columbia. Investments by life insurers bolster state economies, as individuals 
and their families attain financial stability through various life insurance products. 
California boasts the largest life insurance market among all states. In 2022, purchases 
of life insurance coverage (face amount) in California amounted to $350 billion, with 
the total life insurance in force reaching $4.6 trillion, and total direct premium receipts 
at $21 billion (American Council of Life Insurers [ACLI], 2023). In 2022, life insurance 
coverage (face amount) purchases in the U.S. totaled approximately $3.3 trillion, with 
the total life insurance in force reaching $38.5 trillion (ACLI, 2023). The U.S. population 
in 2022 was 333.3 million, with California’s population at 39.03 million, according to 
the United States Census Bureau. This translates to per capita life insurance coverage 
(face amount) purchases of $9,958 in the U.S. and $8,961 in California, and per capita 
total life insurance in force of $65,425 in the U.S. and $117,354 in California. 

Policy lapses are frequent occurrences in life insurance markets. These policies 
offer policyholders the option to terminate them before their expiration or payout of a 
death benefit. A policy lapses when its premium remains unpaid, whether voluntarily 
or involuntarily, by the end of a specified period (often referred to as the grace period). 
Following this, the policyholder ceases to make future premium payments, and no 
death benefit is reimbursed to the policyholder.

During the initial stages of a life insurance policy, premium payments surpass 
the actuarially fair value of the risk insured. Conversely, in the later stages, premium 
payments fall below this value. Consequently, policyholders who lapse after maintaining 
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In McHugh, the California Supreme Court determined that recent amendments 
to the California Insurance Code, which introduced notice requirements preceding 
policy lapse, were applicable to all policies in effect at the time, rather than solely 
to new policies issued after the passage of those amendments. McHugh paved the 
way for numerous class action lawsuits against life insurance companies, posing a 
significant liability threat to the life insurance industry. For those who passed away 
after years of not paying premiums, claims could be made retroactively (after death) 
by paying premiums for the losses (deaths) that had occurred.

3. Data and Analysis  

3.1. Data and Assumptions

We drew upon publicly available data and employed robust actuarial methodologies 
to estimate McHugh’s potential impact on the life insurance industry in California. We 
collected lapse rates and exposure by policy year, age, and type of insurance from 
the 2018 LIMRA/Society of Actuaries (SOA) Individual Life Insurance Lapse Survey. 
Mortality rates were from the SOA 2015 Valuation Basic Tables (VBT) Mortality Tables. 
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First, we estimated the amount of premium required to bring lapsed policies 
current. The formula differs by type of insurance and ignores expense and profit loads.

For annually renewable term (ART) policies, the premium is determined each year 
between the lapse year and the death year -1 and is the present value of expected 
death benefits in each year as a percentage of the average policy face value, F. We 
assumed an interest rate, r, equal to 5%

 (1)

where k = 0 for the year when a policy lapses. Equation 1 shows that for each dollar of 
the average policy face value, the premium for ART policies is equal to the probability 
of death benefits being paid for an insured, discounted by the interest rate, and 
calculated annually.

For the 20-year term and whole life policies, we calculated a level annual premium 
for the duration of the policy, T . The duration of a whole life policy could be as high 
as 1195 minus the age at issue, x1. In practice, however, there is not a meaningful 
number of policies for insureds older than 95.6 Premiums for whole life and term life 
are determined at issue, so the starting policy age used is equal to 1 (1+k-1 = k for 
the policy year in q). Let K represent how many years the policy is going to last when 
it is calculated (min[95, 119 - age] for whole life and min[20, 119 - age] for term life). 
Premiums are set to be the same for all the years and are calculated so that the sum 
of the present values of expected annual premium payments (taking into account that 
the insured might die and stop paying the premium) equals the sum of the present 
values of expected death benefits for the duration of the contract. Thus, the premium 
for level-term and whole life policies is calculated using Equation 2

(2)

where Sk is the cumulative survival probability at policy year τ+k-1.

The survival probability is calculated at the time a policy lapses for annual renewable 
term, or at the time a policy is issued for level-premium term and whole life. The initial 
survival probability is always equal to 1 (the insured is alive at the time of calculation). 
The age used in the calculation is the age when the annual premium is calculated. 
For an annual renewable term, it is the insured’s age when the policy lapses. For level 
term and whole life, it is the age when the policy is issued. The cumulative survival 
probability Sk, is calculated as shown in Equation 3.







https://www.courts.ca.gov/documents/mc013info.pdf
https://www.courts.ca.gov/documents/mc013info.pdf
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These findings underscore the significant financial burden imposed on insurers by 
the McHugh decision, with far-reaching implications for the stability and viability of 
the life insurance market in California. As stakeholders grapple with the fallout of 
this landmark ruling, prudent measures must be taken to navigate the complex legal 
and financial landscape and safeguard the interests of insurers, policyholders, and 
regulatory authorities alike.

5. Conclusions

In summary, the McHugh decision stands as a pivotal milestone that has significantly 
influenced the landscape of insurance law and policy, leaving a profound impact on 
California’s life insurance market. The decision determined that the notice requirements 
preceding policy lapses applied to all policies in effect at the time. Consequently, 
many policy cancellations for nonpayment of premiums can be deemed incomplete, 
which may leave life insurers liable for death benefits on these lapsed policies. This has 
led to numerous class action lawsuits against life insurance companies. Our analysis 
sheds light on the substantial financial liabilities looming over insurers in the wake of 
this landmark ruling, underscoring the urgent need for proactive measures to mitigate 
risks and ensure the long-term sustainability of the industry.

Our findings offer actionable insights for both life insurers and policymakers. For 
insurers, understanding the financial liabilities associated with lapses affected bd
[(kmy0 65.4 -sr )]TJ
0.0030 3 -0.0259 7w 9.8264 0 0 1369 5.4 422.4MnHighlusions

https://www.courts.ca.gov/documents/18-s259215-ac-ricardo-lara-032421.pdf


Journal of Insurance Regulation 11

References
American Council of Life Insurers. (2023). Life insurers fact book.
Albizzati, M.-O., & Geman, H. (1994). Interest rate risk management and valuation of 

the surrender option in life insurance policies. Journal of Risk and Insurance, 61(4), 
616–637.

Bacinello, A. R. (2003). Pricing guaranteed life insurance participating policies with 
annual premiums and surrender option. North American Actuarial Journal, 7(3), 
1–17.

Bauer, D., Kiesel, R., Kling, A., & Ruß, J. (2006). Risk-neutral valuation of participating life 
insurance contracts. Insurance: Mathematics and Economics, 39(2), 171–183.

Carson, J. M., Ellis, C. M., Hoyt, R. E., & Ostaszewski, K. (2020). Sunk costs and 
screening: Two-part tariffs in life insurance. Journal of Risk and Insurance, 87(3), 
689–718.

Cole, C. R., & Fier, S. G. (2021). An examination of life insurance policy surrender and 
loan activity. Journal of Risk and Insurance, 88(2), 483–516.

Eling, M., & Kochanski, M. (2013). Research on lapse in life insurance: What has been 
done and what needs to be done? The Journal of Risk Finance, 14(4), 392–413.

Fang, H., & Kung, E. (2021). Why do life insurance policyholders lapse? The roles of 
income, health, and bequest motive shocks. Journal of Risk and Insurance, 88(4), 
937–970.

Fier, S. G., & Liebenberg, A. P. (2013). Life insurance lapse behavior. North American 
Actuarial Journal, 17(2), 153–167.

Gilbert, J., & Schultz, E. (1994). Consumer reports life insurance handbook. Consumer 
Reports Books.

Gottlieb, D., & Smetters, K. (2021). Lapse-based insurance. American Economic Review, 
111(8), 2377–2416.

Kuo, W., Tsai, C., & Chen, W. K. (2003). An empirical study on the lapse rate: The 
cointegration approach. Journal of Risk and Insurance, 70(3), 489–508.

Lara, R. (2021). Bulletin 2021-8. California Department of Insurance.
Outreville, J. F. (1990). Whole-life insurance lapse rates and the emergency fund 

hypothesis. Insurance: Mathematics and Economics, 9(4), 249–255.
Shaughnessy, M., & Tewksbury, K. (2019). US individual life insurance persistency: A joint 

study sponsored by the Society of Actuaries and LIMRA.
Tsai, C., Kuo, W., & Chen, W.-K. (2002). Early surrender and the distribution of policy 

reserves. Insurance: Mathematics and Economics, 31(3), 429–445.


