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A D J U S T E D  E A R N I N G S  

1. Definition of adjusted earnings. 
2. What useful purpose is served by adjusting earnings for 

a) Life company management? 
b) The investment community? 

3. What adjustments in earnings should be made for 
a) Ordinary life insurance? 

(i) Basis of computing reserves: method, interest, and mortality. 
(ii) Expenses. 

(iii) Restrictions in stockholder sharing in earnings on participating 
business. 

b) Industrial insurance? 
c) Individual accident and health insurance and annuities? 
d) Group life, accident and health, and pensions? 

4. Does a gross premium valuation provide a feasible vehicle for making such 
adjustments? 

5. The actuary's role as an adviser to nonactuarial groups seeking to establish 
a method for adjusted earnings. 

Philadelphia Regional Meeting 
MR. R I C H A R D  H. MORSE:  M y  company's  1967 report to its stock- 
holders included the following comment with regard to earnings: 

Unfortunately, prescribed life insurance accounting methods do not permit 
any adjustment of statutory earnings for the high acquisition expenses inherent 
in the writing of new business, Acquisition expenses must be written off in the 
first year and cannot be distributed over the premium paying period for which 
the policies are written. The practical effect of this procedure is to defer earnings 
on the current year's sales to future years when renewal premiums are paid. 
Consequently, there is no adjustment in our 1967 earnings for the cost of writ- 
ing the tremendous volume of new ordinary life insurance. 

Elsewhere in the same report there appeared the following explanation 
under the caption "Notes to Financial Sta tement" :  

Basis of presentation.--The requirements of state insurance regulatory au- 
thorities differ in some respects from generally accepted accounting principles 
followed by other business enterprises in determining financial position and re- 
se ts  of operations. Pursuant to such practices (1) certain assets such as furniture 
and fix.tures, designated as "non-admitted" assets have been omitted from the 
balance sheet; (2) the contingency reserve "mandatory security valuation re- 
serve" is reported as a liability rather than as apportioned surplus; (3) bonds 
eligib!e for amortization are carried at amortized values, other bonds and all 
stocks are carried at market values as furnished by the National Association of 
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Insurance Commissioners, except that preferred stocks in good standing were 
valued at cost in accordance with the NAIC Valuation Procedures, with no 
provision for income taxes relative to unrealized appreciation in such investments; 
(4) premium income is taken into earnings on a pro rata basis over the periods 
covered by the payments, whereas related acquisition and commission costs are 
charged off when incurred. The general result of not giving effect to the foregoing 
variances from generally accepted accounting principles is to present the state- 
ment of assets and liabilities and the statement of surplus on a more conserva- 
tive basis than would otherwise be the case. 

Comparable statements or variations of them have been included in 
recent years in the reports to stockholders of a considerable number of 
companies, much of this being motivated by management's concern to give 
a plausible explanation of where the magnitude of new business has had a 
significant effect on depressing the statutory earnings being reported. The 
nature of the life insurance business is such that it is axiomatic that the 
faster you grow the less you earn from a statutory viewpoint, or the more 
you lose. The high initial cost of writing new business is the reason for this. 

An established well-run company could show fantastic earnings if it 
quit writing new business. Without the high initial cost for a large volume 
of new business to obscure financial operations, the runoff of business on 
the books would show earnings to whet the desire of a sizable segment of 
the investing public. Unfortunately, such earnings could not last forever, 
because they represent a combination of investment return on capital and 
the runoff of the business on the books. At some point in time, if a com- 
pany would be permitted to continue on such a basis, it would become an 
investment-type company. 

In addition to the effect of high acquisition costs, the reserves which 
companies have to maintain are a source of potential future profits, and, 
to the degree that the additions to reserves in any year are redundant, the 
statutory earnings can be construed as understated. Reserves currently 
are carried on a conservative basis at interest rates which are much lower 
than the yield rates actually experienced and at mortality rates with 
deliberately built-in margins of safety. 

Because of the nature of new life insurance business, there have been 
developed a number of methods for making adjustments to statutory 
earnings and net worth figures, with the resultant amounts being referred 
to as adjusted earnings or adjusted net worth. 

Adjusted earnings are useful to management in (1) providing explana- 
tions to stockholders; (2) reporting operating results to the board of 
directors; and (3) evaluating a company's strength and potential in 
merger discussions. Management has for years utilized the adjusted 
earnings principle in conducting its asset share studies. 
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The investment community adjusts earnings in order to judge the per- 
formance of a company. I t  is valuable to it in determining whether a com- 
pany is well run or not, whether it has growth or not, whether to recom- 
mend the purchase of its stock or not. During the past three years the 
Association of Insurance and Financial Analysts of New York has had a 
committee at work developing a standard basis for making adjustments. 
The reason for this is that there are a considerable number of methods 
used today but no accepted standard. The life insurance industry has a 
mixed reaction to these efforts. Some segments favor them and some do 
not. One of the main reasons for opposition is the feeling on the part  of 
some companies that they will not be accorded appropriate value for a 
specialty line important to them and therefore will appear at a relative 
disadvantage when compared with other companies. 

MR. MELVIN L. GOLD: Ideally, it would be fine if one estimate of 
company earnings could serve all purposes and satisfy the diverse interests 
of the regulatory bodies, the taxing authorities, management, owners, and 
prospective owners. This is not the case, since the different purposes call 
for different approaches and different levels of conservatism. What  I am 
saying is that the first reply to the question, "What  are a life insurance 
company's earnings?" is another question, "Earnings for what purpose or 
from whose viewpoint?" Owners and prospective owners, quite obviously, 
want a statement that as closely as possible reveals the true earnings of a 
company. They want a statement that enables them to analyze the year- 
by-year operation of a company and to compare its performance with 
other companies, both within and without the industry. 

We must realize that any representation of the true earnings of a life 
insurance company is necessarily an estimate. Premium rates and reserves 
are all based on future estimates of mortality, interest, persistency, and 
expenses. If we knew when each persisting insured would die, when each 
withdrawing policyholder would stop paying premiums, what investment 
return the company would realize, and what expenses would have to be 
met - - i f  we knew all of this--i t  would be a straightforward matter  to fix 
with precision the fund needed at the beginning and end of the year. From 
this and an accounting of cash transactions during the year, we could 
arrive directly at the earnings. However, we can only make an educated 
guess about the future, and that is why we can only estimate a company's 
true earnings. 

Since we are dealing with approximation to true earnings, there is no 
universal agreement among actuaries on what methods and approximation 
should be used. We do not even have agreement on the definition of 
earnings. 
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Let  us therefore set up some c~iteria which an approximation to the 
true earnings of a company should take into account: 

I. The change in the amount of the in-force business. Quite obviously, if two 
companies have the same statutory gain from operations and one company 
increased its in force by five million and another company by twenty-five 
millio.n, there has been a vast difference in performance. 

2. A u business w ~  not created equal. A valid method for estimating true earn- 
ings should hopefully take into account the profitability of the in-force busi- 
ness. 

3. The valuation method of the company being reviewed. Obviously it makes a 
great deal of difference whe~er a company sets up net level reserves or pre- 
liminary term reserves. 

4. A valid method for estimating true earnings should remove the effect of de- 
ficiency reserves, where these reserves are only being set up in order to meet 
statutory requirements. 

5. Surplus transaction s . 
6. The market value of investments. A life insurance company is, in many ways, 

an investment trust. This being the case, we cannot simply ignore the market 
value of bonds, stocks, real estate, and other investments. 

7. A valid method for estimating a company's earnings, performance, and net 
worth should take into account deferred federal income taxes. 

8. Limitations (statutory, corporate, or otherwise) on the stockholders' interest 
in the eamings of the participating branch. 

All these factors should be taken into account in an analysis of the 
operation of a life insurance company. By the same token, I am also say- 
ing that  s ta tutory earnings generally fail to take these criteria into account. 

Next, let us take an actuarial approach to estimating true earnings. An 
actuary has tools of his trade which will fulfill these criteria in an estima- 
tion of true earnings. One approach is that  of a gross premium valuation. 
I t  involves essentially adding the increase in the value of the in-force 
business to s tatutory earnings, that  is, calculating the change in net  
worth. 

If  the actuary so desires, he can, in determining the value of the in- 
force business, discount profits at the company's  estimated investment 
return or at  the interest rate an investor would seek on his risk capi ta l - -  
perhaps l0 or 15 per cent. This can be readily done. In  essence, then, we 
are calculating the increase in the market  value of our in-force business, 
that  is, what  it can be sold for. I f  there has been a change in assumptions, 
say, an increase in anticipated investment return, the effect of this change 
would be a credit to surplus. 

All I have described here can be done internally. I t  takes time and 
effort, but  it certainly is quite feasible. The fact that  it cannot be done 
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readily by an outside analyst does not vitiate the truth of the approach. 
This actuarial approach for estimating the true earnings of a company 

has not been embraced by the accounting and investing community for 
two basic reasons: (1) it requires a tremendous amount of data and infor- 
mation available only to a company's actuary or consulting actuary and 
(2) it involves the discounting of future profits. One can, however, argue 
that, by counting only the increases in the market value of the in-force 
business, we have vitiated the latter argument. There is no question that 
this is a prospective approach. In essence, we are dealing with the change 
in the value of the in-force business. 

Let  us look at a possible retrospective approach toward the calculation 
of adjusted earnings, an approach which will enable us to some extent to 
analyze the year-by-year operations of the company and to compare its 
performance with other companies both within and without the industry. 

This is the first time, though, that I have used the term "adjusted 
earnings." Adjusted earnings are those earnings calculated on the basis of 
"generally accepted accounting principles" that will be accepted by the 
accounting and investment banking fraternity: 

The adjusted earnings of a life insurance company would be obtained 
by adding the following major items to statutory earnings: (1) the in- 
crease in the capitalized value of the "investment in new business"; (2) the 
annual increase in the excess of statutory reserves over "experience" re- 
serves; and (3) the increase in deficiency reserves; and subtracting the in- 
crease in deferred tax liability. 

The investment in new business is exactly what it says it is: the cost of 
putting new business on the books. I t  is equal to total first-year costs less 
first-year premiums. This we call the new-business strain. In order to 
determine this, you must first break down the company's insurance opera- 
tion into first-year cost and renewal profit. Renewal profit is the net profit 
accruing to the company from the renewing business. I t  is the earnings 
that the company would realize if there were no new business. 

The writing of new business invariably involves an investment of sur- 
plus. Thus a $300,000 gain from operations may actually mask a $500,000 
gain from renewal business and a $200,000 investment in new business. 

The difference, or $300,000, is the statutory gain from operations. This 
$200,000 investment in new business should be capitalized and amortized 
over a suitable period. This capitalized item can be amortized over the 
expected lifetime of the business or some shorter period. I t  should be noted 
that this approach is self-adjusting with respect to the reserve method. A 
modified reserve valuation approach would produce a smaller first-year 
strain to capitalize. The first-year expenses employed might be limited to 
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those expenses inherent in the structure of the gross premiums. This is 
particularly true for new companies, where there is no particular relation- 
ship between the new-business expenses and the expenses assumed in the 
calculation of the gross premiums. 

One interesting variation of this approach would be to adjust earnings 
only for that portion of the "investment in new business" which actually 
produces an increase in in-force business. Thus, ff a company wrote $100 
million of new business but only increased its in force by  $25 million, only 
25 per cent of the investment in new business would be considered an ad- 
justment to earnings, since the other 75 per cent of the investment in new 
business was used to replace terminating business. If terminations equaled 
new business, there would be no adjustment to earnings. This is logical 
and quite easy to explain to a layman. In lieu of in force, we could use pre- 
miums to determine what portion of the new-business cost produced an 
increase in new business. This method has the advantage that, if you have 
a break-even situation, that is, if your new business were used up by the 
lapsing business, you would have no adjustment, whereas the other method 
of capitalizing the new-business strain does not directly take this into 
account. 

The second adjustment to statutory earnings would be the computation 
of reserves on an experience basis, probably the same basis as is implicit in 
the calculation of the gross premiums. Thus a stock company today may 
typically be earning 5 per cent on its investments, assuming 43 per cent in 
the computation of its gross premiums and using 3 per cent as the basis for 
cash values and reserves. Any realistic adjustment of earnings must first 
recompute the increase in the reserve element using the more realistic 
assumptions implicit in the gross premiums. This would also call for a 
more realistic mortality assumption. However, using a mortality table 
somewhat more modern than the 1958 CSO Table does not affect reserves 
that much, even though the 1958 CSO Table is a loaded table. This re- 
computation has the disadvantage of coming up with experience reserves 
which can be less than the policy's cash value. An alternative adjustment 
would be to work with the increase in the company's cash value liability 
instead of dealing with the change in experience reserves. 

The third adjustment to the statutory earnings is the familiar one of 
adding the algebraic increase in deficiency reserves. 

The final adjustment to statutory earnings is concerned with the in- 
crease in the company's deferred tax liability. 

While the foregoing remarks deal mainly with company nonparticipat- 
ing business, most of the principles are equally applicable to "par" busi- 
ness and to other lines. The following should be noted in this regard: 
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1. A gross premium valuation method would automatically take limitations on 
"participating" earnings into account. In the adjusted earnings approach, 
specific adjustments must be made; this process is simplified if the company 
prepares a separate par and nonpar statement. 

2. Most of the above approaches can, with little change, be applied to indus- 
trial life business. Generally, however, the investment in new business is not 
so important an element as it is in the ordinary branch. 

3. No specific mention has been made of health insurance, although many of the 
comments made herein are generally applicable to this facet of the business. 
There are one or two important differences, however. The investment in new 
health business is generally much lower than that in new life insurance busi- 
ness, and a portion of the unearned gross premium reserve can generally be 
considered redundant. 

4. Group life and group health are generally accorded little value in any adjust- 
ment of earnings, although again it must be emphasized that considerable 
variation exists among companies in their group operations and earnings. 

5. Annuities generally constitute a minute portion of a company's business. 
Generally, little or no adjustment in earnings is called for or made. We have 
enough problems worrying about ordinary business before we start worrying 
about the annuity business. 

In summary, the accounting practices of life insurance companies differ 
in certain important respects from those of other industries because of the 
prime concern with solvency rather than with profits. Because of these 
practices, adjustments are often made to statutory earnings in order to 
calculate earnings on a basis similar to those of other industries. This is 
usually done in order to analyze the year-by-year operations of a company. 
The actuary uses a prospective approach which adjusts earnings by add- 
ing the increase in value of the company's in-force business. In essence, he 
is estimating the increase in the company's net worth. An accounting or 
retrospective approach adjusts earnings by capitalizing the investment 
in new business and recalculating reserves on an "experience" basis. I t  is 
to this estimate of earnings that the investment community applies a 
price-earnings ratio. 

The two terms, "adjusted earnings" and "increase in net worth," are 
not interchangeable and certainly not equiv/lent. Unfortunately, some 
analysts have confused these two fundamentally different concepts. 

There is much to be said for changing the annual statement so that 
enough information will be available to split the gain from operations into 
the two elements of renewal profit and investment in new business. We 
have been hearing a great deal today about the need for adjusted earnings. 
The investment community is pushing for it, and the life insurance stocks 
are down. There was a need for adjusted earnings before anybody talked 
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about life insurance stocks, and there is no reason why mutual companies 
should not also adjust earnings for internal purposes. I t  is hard to believe, 
but before 1941 we had no gain-from-operations line in the Annual State- 
ment. We never knew exactly how much money the company made in the 
old Annual Statement. Even a mutual company should know whether it is 
doing better each year, and this can only be ascertained by removing the 
investment return on surplus and then looking at the increase in business, 
or increase in agency plant, and so forth. You cannot look at one number 
only and say that this is the gain from operations. The question of ad- 
justed earnings and increase in net worth is a very valid one for mutual 
companies, even if you are not at all interested in the investing community. 

MR. EDWARD L. ROBBINS: I do not recall your making any com- 
ment about modal loading of premiums. Do you feel that they are redun- 
dant and should not be bothered with? Do you feel that methods of modal 
loading are generally adequate? 

MR. GOLD : All premiums, regardless of frequency, are lumped together. 
In a gross premium valuation, the frequency would be taken into account. 

MR. PAUL H. KNIES: The stress of setting a capitalized asset value on 
acquisition costs previously incurred bothers me from the standpoint of 
our annual statements and tax returns. How would provision for this be 
made in the Convention Blank? If such a value were used by security 
analysts, could it not easily become an asset for federal income tax pur- 
poses? Would it be preferable to liken them to research and development 
costs spread over a few years at the most? 

MR. GOLD : The Internal Revenue Service is well aware of the account- 
ing methods of insurance companies, and I would not change the Conven- 
tion Blank to provide for the capitalization of acquisition costs. 

I would add that many analysts are pondering the problem which arises 
because some companies accumulate reserves by using a net level premium 
method, some by using the Commissioners Reserve Valuation Method, 
and others by using variations of the two. The question is how to treat all 
companies fairly without converting reserves to one standard approach. 
The analysts are hopeful that the differences between first-year and re- 
newal commissions asa  percentage of premiums are not too different from 
that between the net level premium basis and the Commissioners Reserve 
Valuation Method, also as a percentage of premium. 

MR. FREDERICK J. KNOX: Instead of revealing the actual financial 
position of the company, the present conservative requirements of the 
NAIC Convention Blank actually distort the real results of the company's 
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operations. If we can value our assets, liabilities, and reserves on a more 
realistic basis, including capitalization of certain acquisition costs and 
equipment, the annual statement would present a more realistic picture of 
the operations of a company without using gross premium valuations and 
other techniques that, in most cases, only the company actuary would be 
in a position to do properly. 

MR. GOLD: Even if we forget about gross premium valuation, it is a very 
complex problem. Which of the new-business expenses should be capital- 
ized, and how should it be defined in the statement? I think we have been 
right in the conservative approach we have used of ignoring the capitaliz- 
ing of new-business expenses. I think we have been right in having reserves 
on a conservative basis. In factl if interest rates had not risen as much as 
they have over the past ten years, I wonder what the earnings of many 
companies would have been. The point is that this is fine for the policy- 
holder, but for the stockholder there must be enough information available 
to make some kind of judgment. 

MR. ALLEN L. MAYERSON: There is a basic problem of definition 
that has not been faced. The question is, "Does the income of an insurance 
company during the calendar year 1968 consist of the money it receives 
during that year or does it consist of the present value of future profits on 
the business it writes?" The answer depends upon your view of the basic 
question of what you think an insurance company is doing. 

If you view an insurance company as a marketing organization, perhaps 
the profits you ought to consider in 1968 are just the present value of the 
business written that year. You should ignore income from business 
written in past years, because this money is earned from the efforts of 
management years ago and should not be considered in judging whether 
today's management is doing a satisfactory job, although it certainly is 
important for the purpose of a merger. You may get earnings figures that 
are quite different, depending upon the purpose for which you want them 
and depending upon the philosophical approach you take to the problem. 

I do not feel very sorry for the security analysts; they have used rather 
arbitrary, and in some cases rather foolish, rules of thumb and applied 
unrealistic price-earnings ratios without really knowing what they were 
doing. That  is the reason, I think, that life insurance stocks reached such 
unrealistic price levels. Now they are beginning to re-evaluate their pro- 
cedures and maybe use some actuarial skill, which, if it had been used 
several years ago, would have produced much better results. But, you 
must first decide why you want to know, before attempting to evaluate 
what your earnings are. Otherwise, it is very di/ficult to tackle some of 
these other problems. 
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Most of the procedures Mr. Gold's paper mentioned as possible ways 
for estimating earnings were for internal use, with the thought that the 
information is only available to the actuary of the company, who has 
access to the records, and that not too much could be done from the out- 
side. One thing I found reasonably successful is to run asset shares using 
some fairly arbitrary premium and an estimate of average renewal expense 
rates and then to make an adjustment for the company's actual premium 
rate and, conceivably, for the reserve basis. If this is done, the only addi- 
tional thing you need to be able to value a company is a model office of 
the business in force or some approximation to it. After all, most of the 
differences among companies today are in first-year expense rates, which 
do not affect the value of the insurance in force. 

MR. ABRAHAM HAZELCORN: There are several organizations and 
individuals working on the problem of adjusted earnings. Among the or- 
ganizations are the American Institute of Certified Public Accountants, 
the Association of Insurance and Financial Analysts, and the LIAA-ALC 
counterpart of the American Institute group. The Conference of Actuaries 
in Public Practice is working closely with the Association of Insurance and 
Financial Analysts. And, of course, there are many actuaries working on 
the problem. 

You would think that, with all this talent from various professions 
examining the problem, the joint effort would bring forth conclusions or 
differences which would be brought into focus. However, as has been 
hinted here, perhaps there are some people in the insurance community 
who are not that fired up about adjusted earnings. I cannot speak for 
mutual companies, but we can see, even among stock life companies, dif- 
ferent interests in degree as to adjusted earnings per se before we talk 
about methods. 

In preparing for this meeting, I spoke to several investment bankers 
and security analysts who are engaged for their firms--these are large 
firms--in assessing life insurance companies. They wonder, or I have had 
this impression, about the insurance industry's claim on the investor's dol- 
lar. In competition for the consumer's dollar against various other prod- 
ucts, life insurance has a unique product to offer; but I wonder whether 
the life insurance industry has a unique product as far as attracting in- 
vestors' dollars is concerned. 

With the holding company formation and the approach of a conglom- 
erate within the insurance industry, some insurance executives still speak 
in terms of gross numbers of so much insurance sold, so much in earnings, 
without bringing it down to earnings per share. The number of shares at 
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December 31 divided into gain gives the gain per share, but in the ferment 
of changing corporate structures there have been situations, I am told, in 
which, as a result of the change, the number of shares had increased and, 
while total gain had increased, the earnings per share had decreased. In 
one case I was told that, while the decrease was quite sharp, the company 
representative was talking glowingly of the increased earnings. 

As far as my task of presenting the actuary's role as an adviser is con- 
cerned, I think I have the easiest job here, because I can pret ty much re- 
iterate what Mr. Morse and Mr. Gold have said. I would like to stress some 
points. Mr. Gold speaks of the investment in new business. He expresses 
it as "inherent in gross premium valuations." I think that  most of the 
accounting profession speaks of "amortizing expenses if recoverable." 
I guess it is another way of saying "inherent in gross premium valuations." 

Until these various groups can arrive at a solution to adjusted earnings, 
I think that I would have to concur with one investment banker who said 
that he sees no other way to assess a life insurance company for an institu- 
tional investor or an individual investor than to meet with the company 
executives. There are quite a few professions--the actuarial profession, 
the accounting profession, and the investment banker--all  with their tech- 
niques, looking at the actual versus the expected of all elements of the pre- 
mium structure. This investment banker said that on Wall Street the feel- 
ing right now is that the life insurance industry is either hiding this infor- 
mation or perhaps does not have it. I mention this as further provocative 
background without getting into the specific techniques. 

The response that I received from one security analyst was that the 
gross premium method would be like the Ford Motor Company's trying 
to figure out its profits on its cars in 1975; he thought it was a rather un- 
usual approach to value a company not in the liquidating position, as Mr. 
Gold mentions in his paper, but just by the gross premium method. To 
him it was no different from taking as profit that which will be produced 
five or ten years from now. 

I found it very refreshing to speak to one investment banker, a member 
of the Society, who gave me various insights into his view of the life insur- 
ance business. He was truly concerned with continued investment interest 
in the life insurance business. I suppose this is something that  I am most 
naturally interested in. He spoke of the low earnings. Then another invest- 
ment banker spoke about the holding company formation but not in 
favorable terms. He felt that, if you could not do well in one industry, there 
is no reason to believe that you could move into other industries and im- 
prove your position. 

As to the specific question, I have in effect used the techniques of amor- 



D202 D IS CU$ SION--CONCUI~ RENT SESSIONS 

tizing excess first year's cost over a set duration. In premium construction 
I have used the gross premium valuation. 

As an interesting sidelight to one of the differences that various people 
mentioned, namely, that between market value and amortized value of 
bonds, we had a very unexpected result. A company is now in liquidation, 
and instead of amortization of bonds producing a conservative approach, 
its assets were $200,000-$300,000 overstated, because it happened to 
reach the ultimate position of having to be liquidated by market values 
instead of amortized values, which had seriously overstated its assets. 

MR. WILLIAM J. NOVEMBER: I would like to comment on some- 
thing Mr. Mayerson said and perhaps to what Mr. Hazelcorn said 
about the investment banker who does not feel that he can really judge a 
company without sitting down with the manager and looking at all facets 
of its business. I wonder whether the security analysts are not trying too 
hard to get to a simple figure so that they car~ have a price-earnings ratio 
when the problem does not lend itself to that. In judging a company, you 
have to know much more about the company than you can get out of the 
single earnings figure. 

How much should we lend ourselves to that project? The life insurance 
business has achieved great public confidence with the methods we have 
followed. What we have to be careful about is getting away from them 
into new ways of evaluating ourselves which may be much more question- 
able. When you begin to adjust the basis to take into account future 
earnings which may or may not materialize, I think you are beginning to 
get on to shaky ground, and we ought to be very careful about that. 

Mr. Gold, you said tha tyou  hope the authorities will begin to change 
the form of the statements. Did you have something specific in mind when 
you said that? 

MR. GOLD: I think consideration should be given to breaking down the 
operations into investment in new business and renewal profit. This would 
give us a lot of information. Your first point about sitting down with 
management goes without saying. Even if you know the earnings of any 
electronic, aviation, or other type of company, you do not simply take 
their figures and let it go at that. You go and talk to the company and 
analyze it; this enables you to arrive at a price-earnings ratio. One com- 
pany may have an earnings ratio of five, another fifty. The same is true of 
a life insurance company. Even if we had a wonderful, agreed-upon meth- 
od for arriving at adjusted earnings, a competent analyst must go out and 
talk to the officers, see their company, see where they are going. The thing 
that they object to is that we do not even know what the earnings are to 
begin with. 
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MR. NOVEMBER: I think the problem is more complicated than that. 
You must know the quality of management. You must also know the 
quality of business--what the persistency is going to be and what the 
expenses are likely to be--and this is much harder to know. 

MR. H ER B ER T L. FEAY: To me, the problem of adjusted earnings is 
a comparison of the current assets plus the present value of future income 
with the present value of future payments. In the past it was considered 
good practice for a mutual company to put some of its surplus in reserve 
liabilities as a further protection for policyholders. An additional consid- 
eration for putting surplus in reserves was the effect on a company of the 
New York limitation on surplus, if all true surplus was included in the sur- 
plus account. These considerations are historically acceptable for an es- 
tablished mutual company but l'ead to difficulties in the evaluation of 
stock for a stock life insurance company. I tend to agree that, for the 
determination of the value of capital shares of a stock life insurance, the 
value of both the assets and the liabilities should be on a realistic basis. 

MR. HARWOOD ROSSER: A partial answer to the question raised 
about how to handle old premiums would be to go all the way on gross 
premium valuation, a n  approach which is usually associated with the 
British. The British actuaries value benefits and premiums separately. 
They get the present value of benefits; then they get the present value of 
premiums and, in so doing, recognize the different premium modes. They 
then subtract one from the other and apply the factors which represent 
the present value of benefit expense out of premiums. I think this method 
will answer the question of how to handle old premiums. 

MR. NOVEMBER: I question whether we would be doing the right thing 
if we abandoned our old-fashioned methods of determining what our" 
earnings are. When I was with an insurance company, we would study 
what was happening to our mortality rates, our investment return, and 
our volume of new business to form an over-all judgment about how we 
were doing. I imagine that is still going on. Am I mistaken about that? 

MR. GOLD: Analyzing your mortality experience, investment experi- 
ence, and new business is fine, but they are all separate. The question is, 
"What is the monetary effect of a small improvement in mortality versus 
a tremendous increase in interest return and so much production of new 
business, and how much of it has stayed on the books?" I still maintain 
that the best way to analyze a company's experience is to take out the 
investment return on the capital and surplus and put it to one side; then 
look at the investment in new business and the gain from renewal opera- 
tion. I t  will tell a great deal and surprise a lot of us. In fact, we could look 
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at some companies, and, if we take out their interest in the capital and 
surplus, we would be surprised at how little some of them are making, if 
they are making anything. 

MR. RONALD A. KARP: I question whether adjusted earnings are the 
best starting point for determining a price-earnings multiple. I t  is in- 
tended that the adjusted earnings figure, together with an appropriate 
price-earnings multiple, determine a suitable price for the stock in the 
valuation process. 

But determination of the appropriate price-earnings multiple requires 
consideration of the question, "What are the elements which give rise to 
investment value?" Certainly, the trend of "earnings" over time is a 
relevant factor. But a more basic element may be the dividend-paying 
capacity implicit in those earnings. 

I believe that the trend of statutory earnings is a very good indication of 
what will be the dividend-paying capacity of the firm. If we agree that 
dividends and the growth of dividends give rise to investment value, then 
a projection of statutory earnings may be a much better indication of the 
value of a company's stock than an adjusted earnings measure. To derive 
investment value from adjusted'earnings requires a circular analysis-- 
from statutory earnings to adjusted earnings and back to the dividend- 
paying capability within those earnings. 

MR. GOLD: Traditionally, until the present, life companies have not 
paid very much in dividends to stockholders. Some companies may be 
better-off riot adjusting their statutory earnings. I t  might be bigger than 
their adjusted earnings. 

MR. GEORGE D. CHESTER: I analyze annual statements of a limited 
number of life insurance companies for Middendorf, Colgate & Company 
of New York City. Most of the work which I do consists of determining 
adjusted earnings annually with respect to a number of the larger life 
insurance companies. This information is generally used for the benefit of 
stockholders and prospective stockholders of these life companies. 

My remarks are applicable only to the methods used for determining 
adjusted earnings for the above situation; they are not applicable in situ- 
ations where adjusted earnings are being determined with respect to a 
company which is to be merged with another company or which is being 
purchased by a company, or which is being valued for federal income tax 
purposes. In such cases, we would use a much more detailed approach. 

Our method of adjusting earnings might be referred to as the "cost of 
additional inventory method," since it is essentially a method which deter- 
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mines the cost of writing new business either on the cost per thousand of 
insurance or per dollar of premium basis, then gives a credit to earnings 
for such cost based on the increase in business in force. I t  should be noted 
that this method is reasonable and proper only in the cases of established 
companies which are spending less money to increase the business in force 
than such increased business is worth. If a company is spending more 
money to place new business in force than the value of such increased 
business, then the actual value of the additional insurance in force is the 
maximum adjustment that can be made. 

In our approach statutory earnings are adjusted in the case of ordinary 
insurance (which includes the disability, double indemnity, and supple- 
mentary contract lines), industrial insurance, and, for some companies, 
the individual accident and health line. Individual consideration is given 
to any adjustments in earnings with respect to the group annuity line, 
such adjustments being made based upon our knowledge of the particular 
company's business. 

A stockholder or a prospective stockholder is interested in the rate of 
growth of future earnings of a company so that he may be able to evaluate 
its potential value. In our experience we have found that it is necessary to 
analyze the annual statement convention blanks of a particular company 
for a continuous period of several years in order to obtain a meaningful 
level of adjusted earnings. I t  is especially important to determine the 
trends in experience as well as the effect of such trends on expected earn- 
ings. If only a single year's earnings, or even two or three years' earnings, 
are studied, such earnings may be affected by unusual or nonrecurring 
items and accidental fluctuations in experience. 

Accounting and valuation procedures of companies may have a signif- 
icant effect on the earnings of a particular year or series of years; there- 
fore, annual statements are reviewed to determine whether certain pre- 
liminary adjustments should be made before the normal adjustments are 
determined. These adjustments may have to be made in cases where (1) 
earnings were increased or decreased by amounts subtracted from or added 
to surplus funds; (2) terminating business is valued on a less stringent 
basis than new business; (3) reserves were strengthened or weakened with- 
out charging such adjustments to surplus or a company consistently made 
direct charges to surplus rather than attempting to carry such charges 
through earnings. 

In conclusion, I might state that it is our objective to determine a 
particular company's level of earnings rather than its specific earnings 
of a particular year. I t  seems to us that in order to do this we must use 
rather stable yardsticks for measurement of trends in earnings and 
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experience from year to year. I t  is, therefore, difficult for me to understand 
the merit of a suggestion by the New York investment analysts committee 
that adjustment of earnings be based upon increases in reserves whose 
basis is changed annually using Variable valuation interest rates consistent 
with the company's earned rates of interest. 

MR. GILBERT W. HART: The idea of amending the NAIC Conven- 
tion Blank to establish uniformity for measuring the performance of com- 
panies bothers me. The Convention Blank is a tool that we are regulated 
by, and to revise it to impose uniformity on ourselves does not seem desir- 
able to me. I think it could backfire. There are a lot of changes we could 
make now without going through the Convention Blank, if everybody in 
the industry agrees these are changes we ought to make. 

CHAIRMAN RICHARD M. SELLERS: If an adjusted earnings sum- 
mary is developed, will mutual companies raise objections? It  is con- 
ceivable that this sort of summary could place pressure on a mutual com- 
pany to raise its dividend. If stock life insurance companies revalue their 
reserves on a "realistic" basis, will not mutual companies be pressured 
into doing the same thing, and will this not make it appear that they have 
large sums of money which could be distributed to their policyholders in 
dividends? 

MR. WILLIAM C. HSIAO: The security analysts and investment 
bankers want to use the same yardstick to measure an insurance company 
that they use to measure an industrial company by asking us to publish 
adjusted earnings. I think, however, there is one major difference between 
an insurance company and a manufacturing firm; that is, the insurance 
company does not go to the investment market for capital. Sometimes the 
smaller companies do, but the established companies have not felt the 
need. Because of this major difference, I question whether it is wise for the 
insurance companies to publish adjusted earnings and let themselves be 
measured by this new yardstick. 

Mr. Fred Townsend proposes that we add some additional information 
in the Annual Statement so that the adjusted earnings can be derived 
readily from it. Presumably this will also apply to the mutual companies. 
To show better performance by this new yardstick, do the mutual com- 
panies have to borrow from Peter to pay Paul; that is, give out less divi- 
dends to the policyholders and thus show better adjusted earnings? 

MR. HAZELCORN: It  may be that life insurance policies of stock com- 
panies will become more attractive if the adjusted earnings are dramat- 
ically raised. Maybe the policyholder may take a different position to the 
sales approach of a representative of a stock company. 
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MR. RALPH H. GOEBEL: The strength of a company's manpower is 
an important factor in evaluating a company, whether it be an industrial 
or life insurance company. For the life insurance company, the ability and 
strength of the agency force and actuarial staff must be considered. This 
must be taken into account regardless of what a company's adjusted 
earnings might be. 

CHAIRMAN SELLERS: In releasing information to analysts, I think 
we must ask to what extent information which is not available to all stock- 
holders should be given to the analysts. 

MR. MORSE: We came face to face with this problem three or four years 
ago in our company. We came to the conclusion that we would not furnish 
any information except that which was available to the public through 
material that was filed with the insurance departments. We appointed one 
person who would be the co-ordinator on all inquiries from all analysts 
inquiring about information of this type. 

MR. JOHN S. MOYSE: If acquisition expenses are to be shown separate- 
ly in the Annual Statement for ordinary business, in order to determine 
adjusted earnings, the same treatment must be given to other page-five 
columns, such as industrial, annuities, and accident and health. Otherwise, 
results will be distorted for some companies, especially for combination 
companies. 

MR. FREDERICK S. TOWNSEND: If you work with column three 
and recognize that there are other columns, you will, I believe, arrive at a 
conservative figure as opposed to perhaps arriving at a liberal figure. Some 
companies are still showing their increases in their industrial accounts, but 
most of the stock companies, the combination companies, show a 1-2 per 
cent decrease per year in their in-force account, and any adjustment would 
probably be negative rather than positive. 

You could make adjustments by line. What we do in individual 
accident and health insurance is to consider those individual companies in 
which there would be a significant effect on their earnings. We do make 
special adjustments for those companies. 

CHAIRMAN SELLERS: Nearly all companies that publish adjusted 
earnings figures also publish the formula by which they obtain the ad- 
justed figures, from what I have been able to learn. I t  appears that each 
year a few more companies are including adjusted earnings in their annual 
reports. 

MR. HAZELCORN: My clients are showing increasing willingness to 
show adjusted earnings. However, the New York Insurance Department 
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holds that the whole matter is in too much of a state of flux and will not 
allow anything to be sent to stockholders which shows adjusted earnings. 

MR. GOLD: I find that companies that are not doing well where gain 
from operations is concerned are inclined to make comments or adjust- 
ments in their reports tostockholders about large increases in new business. 

I would also say that it seems to me that no adjustment should be made 
for capital gains. Some companies do sacrifice investment income for the 
purpose of realizing capital gains; but these gains are irregular from year 
to year and companies are, I feel, still primarily in the insurance business. 

MR. TOWNSEND: I think companies could do a much better job in 
developing adjusted earnings figures if they did so as a by-product of their 
corporate planning rather than basing them on a rule of thumb. As part of 
their corporate planning, many companies derive what they call invest- 
ment in new business. 

MR. H E R B E R T  J. BOOTHROYD: Granted that security analysts 
should have information adequate to value certain stocks, there should 
be far greater concern that appropriate information for each type of com- 
pany is available for the benefit of policyholders, regulatory authorities, 
and company management. 

There is a fear that a more realistic definition of earnings would have 
undesirable consequences, such as higher taxes. The positive approach is 
that less obscure accounting practices would help achieve desired results, 
for lack of understanding of the life insurance business is one of our major 
problems. 

Los Angeles Regional Meeting 

MR. WILLIAM K. NICOL: The actuaries, accountants, and financial 
analysts have all attempted to define the term "adjusted earnings," but 
there is no general agreement among them on an exact meaning of the 
term. Even within the groups there exist many differences of opinion on 
what the term means. Most of the disagreement centers on the specific 
accounting adjustments that should be made or on the method Of deter- 
mining the amount of the adjustment. 

In Mr. Gold's paper, he suggests an exact definition that is related to 
statement items and is mathematical in nature, but I preferred his more 
general statement that "adjustments are often made to statutory earn- 
ings in order to calculate earnings similar to those of other industries." 

The accountants have stated that the adjusted earnings is the net in- 
come as shown in the statutory Annual Statement, adjusted as required to 
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reflect such income on the basis of generally accepted accounting princi- 
ples. Unfortunately, the term "generally accepted accounting principles" 
is not clearly defined. 

To illustrate the difficulty experienced in translating these broad defini- 
tions in practice, it is generally agreed that adjustments are appropriate 
that will capitalize and amortize your acquisition expenses, but there is 
very little agreement on how it should be done. The expense and persisten- 
cy rates needed to make this adjustment are available only within the 
company, and, even then, many companies would not have the appropri- 
ate accounting breakdowns to calculate the adjustment. The only sugges- 
tion as to uniformity of expense allocation among companies is in the 
LOMA functional cost method, and, with respect to a satisfactory amorti- 
zation schedule, I think the only appropriate method would be to recog- 
nize an individual company's actual lapse-rate experience. 

To summarize, everybody agrees that one does have an initial expense 
load which needs to be amortized. I think it is possible to work something 
out within an individual company for comparing among years. To date I 
have seen nothing that would give a general method for comparing among 
companies. 

There is also fair unanimity on the appropriateness of adjusting earn- 
ings for an item such as the increase in deficiency reserves for deferred 
federal income taxes when the basis of valuation is different, for example, 
between a company's tax return and its annual statement. This situation 
arises when a company carries its statement reserves on a preliminary 
term basis and makes an 818(c) election to evaluate them for income tax 
purposes on a net level basis. 

Mr. Gold suggests in his paper that it is appropriate to adjust earnings 
for capital gains, for some companies, and I believe that most accountants 
would recommend that realized capital gains and losses should be treated 
as an adjustment to earnings. Mr. Gold says that he would not treat capi- 
tal gains as an adjustment to earnings in all companies. If they constitute 
an extraordinary item, or are not recurrent from year to year, he would be 
tempted to exclude them. 

I do not really see including capital gains as an adjustment to earnings. 
If they are to be included, I find it difficult to see why you should not in- 
clude both realized and unrealized capital gains in any adjustment which 
is to be made to earnings. If you go that far, I think it would also be neces- 
sary to take into account the change in market values or the difference 
between market and amortized values as shown in a company's statement. 
This becomes more important when it is necessary to estimate the net 
worth of a company. 
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Another area in which the adjustment of earnings is considered relates 
to the reserve-increase item. Mr. Gold suggests that earnings should be 
adjusted for the "annual increase in the excess of statutory reserves over 
experience reserves." The accounting fraternity is not generally persuaded 
that this is either a feasible or necessary adjustment. They note that ad- 
justment of earnings is not a meaningful process unless one is dealing with 
a fairly mature company, and, when this is the case, they believe that ag- 
gregate cash values in more established companies are not materially 
below the statutory reserve requirements and therefore that it is not ap- 
propriate to adjust earnings to an experience reserve basis. This is their 
position, and I am not sure that I subscribe to it. 

In some earlier suggestions made by the Association of Insurance and 
Financial Analysts, they recommended that an adjustment of earnings is 
appropriate with respect to the interest element of reserves but not with 
respect to the mortality element. They would recompute the reserves on 
an interest basis equal to the company's average yield on assets, using an 
approximation technique such as is found in the federal income tax law, 
and the difference between the actual reserve increase and the reserve 
increase on this adjusted reserve would be treated as an adjustment to 
earnings. 

If adjusted earnings are to be compared among different companies, it 
is necessary that the comparison take into account the valuation method. 
Mr. Gold suggests that the appropriate single basis should be the net level 
method, since this is consistent with the amortization of acquisition 
expense. 

The reserve area is more controversial than any of the others as to 
whether any adjustment should be made, and, as is the case with expen- 
ses, nobody has really come up with a particularly reasonable method 
which could be used. 

In summary, adjusted earnings are equal to statutory earnings adjust- 
ed for the amortization of acquisition expense, for changes in deficiency 
reserves, for increases in deferred tax liabilities, and possibly for capital 
gains and a policy reserve adjustment. 

Adjusted earnings can be useful to the company management. Anyone 
who has attempted to explain to company management or to the board of 
directors the effect that variations in the level of production have on the 
statutory earnings will recognize the value of adjusted earnings. 

Ideally, the use of an adjusted earnings technique will remove the new- 
business impact from the earnings results, and it remains the actuary's 
responsibility to explain variations in earnings caused by mortality or 
morbidity, interest improvement, and this sort of thing. 
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Life company management can benefit materially from the use of ad- 
justed earnings to trace real progress over a period of years, uninfluenced 
by variations in production. Of even more consequence is the fact that any 
material upward or downward trend in true earnings will be revealed at 
the earliest possible date. 

Again, I think that the actuary can provide comparisons within his 
own company on a year-to-year basis much more easily than comparisons 
among companies. 

The investment community's interest in getting adjusted earnings for 
life companies is not entirely motivated by altruism. The market in life 
company stocks topped out in 1964, it fell markedly in 1966, and it has 
not recovered to date. Many life stock analysts are employed by broker- 
age firms, and their prime interest is in the sale of life company stocks. 
When the market in life company stocks did not turn up with the stock 
market generally, some members of the investment community went look- 
ing for an excuse. Historically, life company stocks over the past twenty 
years have outperformed the stock market generally, and the people who 
had specialized in life company stocks saw no reason why this should not 
continue. 

I think life stocks were overvalued in 1964, and their position today, I 
think, reflects that past overvaluation. I think that the investment com- 
munity, as represented by those who are interested in selling life company 
stocks, has felt that the definition of adjusted earnings which they had 
used in the past was not sufficiently refined. They hoped that a suitable 
refinement of the definition of adjusted earnings would once more present 
to their investing customers the fact that life stocks were undervalued 
and that the customers would get back on a life stock band wagon. 

Apart from analysts associated with brokerage firms, there are a large 
number of analysts associated with large institutional investors, such as 
mutual funds. This latter group is very interested in getting a better ap- 
praisal of life company earnings or net worth, and, to the extent that they 
represent a substantial proportion of our outstanding stocks, they can 
bring very real pressure to bear on management of life companies to get 
together on more meaningful measures of life company earning per- 
formance. 

As I have mentioned, the accounting profession states that earnings 
should be reported on the basis of generally accepted accounting princi- 
ples. They have not come to any real agreement on which accounting prin- 
ciples are to be generally accepted, but they are working on the problem 
and have issued some tentative conclusions. I think that any company 
desiring to have its financial statement certified by a public accounting 
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firm must recognize that the accountants will reserve the right to report 
on what they deem to be the appropriate adjusted earnings, either 
through footnotes to financial statements or in their certification letters. 

Other groups interested in this subject include the Securities and Ex- 
change Commission and the Internal Revenue Service. The SEC re- 
quires only statutory results when filing, but they would like to have ad- 
justed earnings. I think that, if and when general agreement is reached, 
particularly when the accounting profession agrees on proper adjust- 
ments, the SEC will require the adjustments. 

With respect to the IRS, some people have been concerned that if we 
arrive at any uniform method of adjusting earnings the IRS might suggest 
this as an appropriate basis for paying taxes. The possibility of this is 
remote, I believe. I t  would be a legislative matter. Furthermore, I think 
that the methods suggested so far for adjusting earnings are not feasible 
for immature companies and I find it difficult to visualize providing a 
method of adjusting earnings which could be applied across the board to 
all life companies. 

Some uniform method of adjusting earnings, or partially adjusting 
them, on which agreement could be reached among actuaries, account- 
ants, and the investment community would, I think, be worthwhile and 
beneficial to all concerned. I am dubious that methods can be derived that 
can be applied to very different types of companies. I do not think such a 
method is either here now or even on the horizon. In any event, if adjusted 
earnings are to be reported by companies to shareholders and the invest- 
ment community, I believe that audited statements relating to these ad- 
justments would be necessary to protect shareholders from subjective 
adjustments by management, whether overoptimistic or overpessimistic. 
Again, this assumes that satisfactory methods of adjusting and reporting 
can be agreed upon. 

MR. ALAN RICHARDS: My remarks will cover the adjustment of 
earnings for ordinary insurance from the standpoint of those members of 
the investment community who have little or no access to financial in- 
formation other than that contained in the annual statement and stock- 
holders reports. The adjustment of earnings by the insider who has 
available to him all the relevant data has, in any case, been covered very 
comprehensively by Mr. Gold in his paper. He carefully distinguishes be- 
tween the situation of the insider and that of the outsider, who must deal 
with published data designed to demonstrate solvency for the benefit of 
the policyholder. Such data are less than satisfactory for use in estimating 
the earning power of the corporation for the stockholder. 
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One of the most noteworthy aspects of Mr. Gold's paper is the clear 
distinction which he makes between increase in net worth, on the one 
hand, and adjusted earnings, on the other. His definition of adjusted earn- 
ings relies upon accounting concepts and, quite properly, does not em- 
brace the present value of future profits inherent in the actuarial concept 
of net worth. I t  is the accounting approach which the security analyst 
must use in his attempts to adjust life insurance company earnings. His 
objective is to be able to make meaningful investment comparisons not 
only among stock life companies but between the life insurance industry 
and other industries. Modern techniques of security analysis are con- 
cerned largely with identification of the underlying rate of growth in 
earnings and evaluation of the price-earnings ratios which the market 
imputes to such earnings at various points in time. An adjusted earnings 
figure which includes any future profits, at whatever rate they are dis- 
counted, is "contaminated" and loses its usefulness to the professional 
analyst. This is not to say that the measurement of net worth cannot be 
a valuable tool for management. 

Mr. Gold states that adjusting earnings from the information avail- 
able in the Convention Blank is often an "exercise in futility." He may 
well be right (he is certainly right with respect to many newer and smaller 
companies), but we live in a real world in which real security analysts 
must attempt to give advice to owners or prospective owners of approxi- 
mately 10 billion of very real dollars of life insurance stocks. In the cir- 
cumstance, the analysts must do the best they can even if their best leaves 
something to be desired with regard to pure actuarial theory. Per- 
haps we can make the exercise a little less futile by acknowledging that 
the resourceful security analyst is usually able to obtain some additional 
unpublished information. If incorporated in a standard adjustment tech- 
nique, such additional data must be kept to a minimum. 

Judicious use of ratios or bench marks derived from model-office calcu- 
lations representative of the whole industry may also be helpful, although 
these should be used sparingly and only when specific company data are 
not available. The "rule-of-thumb" adjustment, which applies a stated 
number of dollars per thousand to the increase in insurance in force, is a 
notorious example of the misuse of this technique. 

The considerations involved in capitalization of first-year expenses are 
probably less controversial than the reserve adjustments. A standard ad- 
justment method will probably identify from the Convention Blank cer- 
tain specific items which are obviously related to the production of new 
business, including first-year commissions. These would then be capital- 
ized and amortized over the approximate average lifetime of the business, 
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using whatever information is available on persistency of the company 
involved. Alternatively, it may be necessary in the interest of uniformity 
to use industry-wide persistency data for this purpose or even an arbitrary 
period, such as ten years. Perhaps it is not too much to hope that one day 
the Convention Blank will require a breakdown of general expenses be- 
tween first year and renewal. This would be extremely helpful and is long 
overdue. 

The adjustments to life insurance reserves are of great importance and 
probably more difficult to make than the expense adjustments. With 
regard to business valued on a modified reserve method, some attempt 
must be made to convert this to a full level basis. Ideally such information 
might be included in the report to stockholders either on ~. precise basis or 
by using the approximate method contained in Section 818(c) of the fed- 
eral income tax law. The latter could easily be calculated by management 
even if the company were not revaluing for tax purposes. Alternatively, 
it has been suggested that rough justice might be done by not capitalizing 
and amortizing first-year commissions and not making any adjustment 
for reserve method on such business. 

I believe that no adjustment can or should be made with respect to the 
mortality basis for reserves. Such an adjustment would be difficult or 
impossible to make by the outsider and would probably have less effect on 
earnings than the interest basis or reserve method. 

Next to the expense adjustment, the tabular interest basis of reserves 
symbolizes to the nonactuarial analyst the "credibility gap" involved in 
statutory earnings results. However, the adjustment methods which were 
first proposed by the analysts for this purpose are, I believe, unsound. 
Briefly, this method would use the 10-for-1 adjustment enshrined in the 
federal tax law to adjust reserves at the end of each year from a tabular 
to an "experience" rate of interest. The experience rate would be the com- 
pany's  own earned rate on its assets, probably on a 5- or 10- year moving- 
average basis. The increase from year end to year end in such adjusted re- 
serves would be substituted for the increase in tabular reserves in the 
Convention Blank. The obvious flaw lies in the implicit assumption that 
the increase in the experience rate of interest (invariably higher than the 
tabular rate) must be earned for the balance of the life of the business in- 
volved in order to validate the earnings adjustment for the current year. 
Furthermore, it is probably not theoretically sound to adjust on the basis 
of an "experience" rate which varies from year to year. Accounting prin- 
ciples would probably prefer that a realistic rate of interest, if substituted 
for the tabular rate, be related instead to the rate assumed by the actuary 
in calculating gross premiums; such a rate should be maintained in the 
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calculation of adjusted reserves for the life of the business. A simple 
analogy (which should not be pressed too far) would be a depreciation 
schedule established on real estate or machinery and maintained without 
change despite resulting differences between "actual" and "expected" 
lives. If we follow this line of reasoning, we would need to know the 
"assumed" rate for each block of business currently in force using differ- 
ent gross premium assumptions before making any adjustment. This is 
clearly impossible, but it has been suggested that crude approximations 
can perhaps be made using the data in Exhibit 8, the company's earned 
rate of interest for various years of issue, and certain ratios derived from 
an industry-wide model office. 

The easiest adjustment to make to reserves is, of course, the elimina- 
tion of deficiency reserves. These can usually be readily identified from 
the annual statement. 

Finally, some adjustment must be made for restrictions on stock- 
holders sharing in profits on participating business. The annual statement 
is of very little help in this regard, and reliance will almost certainly have 
to be placed on whatever information companies care to give in their 
annual stockholders' reports. Some companies have taken the lead in 
identifying that portion of statutory earnings which accrues to stock- 
holders from participating business. I t  is to be hoped that all companies 
will eventually follow this practice. Certainly it might be said that there 
is less than full disclosure when information is lacking on so important a 
matter. Of course, to the extent that any one of the adjustments I have 
discussed is affected by restrictions on earnings from participating busi- 
ness, such adjustments must, in turn, be modified to reflect such restric- 
tions. 

In summary, again let me emphasize that the analysts are groping for 
some uniform techniques to make earnings adjustments of approximately 
the right magnitude with respect to those items of life insurance account- 
ing which clearly require them. The techniques I have mentioned may 
horrify many actuaries accustomed to dealing with these matters on a 
precise basis. Such precision is simply not possible given the present for- 
mat of the annual statement. Nevertheless, these techniques should pro- 
duce more meaningful results than the crude rules of thumb used in the 
past, particularly if they are applied on a recognized uniform basis. We 
can only hope that the quantity and quality of supplementary finandal 
information provided by life company managements to their stockholders 
will improve over the years. This will permit the adjustment methods to 
evolve on a more scientific basis. 
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MR. NICOL: The methods to be used for adjusting earnings on indus- 
trial insurance are not essentially different from the methods that one 
would use for ordinary life insurance. Primarily acquisition expenses must 
be capitalized and amortized over a period of years and appropriate 
adjustments made in earnings to reflect this expense adjustment. 

Because industrial insurance generally has a much higher lapse rate 
and a different incidence of lapse from ordinary insurance, a different 
amortization schedule would need to be used. 

In the case of a company where industrial insurance is a relatively 
small part of its earnings picture, or where the amount of industrial in- 
surance is remaining relatively stable from year to year, you get into the 
rule-of-thumb adjustment. The refinement of techniques has generally ap- 
plied to ordinary, because it constitutes the bulk of earnings, and the 
typical adjustment on industrial would be to take anywhere from 50 to 
100 per cent of the increase or decrease in annualized premiums in force. 
I think this is an adjustment of net worth rather than an adjustment in 
earnings, but it is a satisfactory approximation. 

With respect to individual accident and health insurance, again the 
expense adjustments appropriate for ordinary life would also pertain. 
There is likely to be a materially different persistency pattern on individ- 
ual accident and health, and this would have to be recognized in any 
amortization formula. 

One difference with respect to individual accident and health is that in 
most jurisdictions the reserves will consist of the gross unearned premium 
reserves plus the appropriate reserves for guaranteed renewable or noncan 
contracts. With respect to unearned premium reserves, it is quite appro- 
priate to add back to earnings at least 35 per cent of their increase, since 
commissions and expenses will have been incurred with respect to these 
unearned premiums. This would be in addition to your expense ad- 
justment. 

As was the case with individual life insurance, the variations in the 
valuation method that may be present in the additional reserve for guar- 
anteed renewable contracts must be taken into account when intercom- 
pany comparisons are being developed. 

Rules of thumb are frequently employed in connection with individual 
accident and health business if it is a relatively minor contributor to com- 
pany earnings. Typically, an adjustment of 50 per cent of the increase in 
premiums in force would be employed. 

Annuity business for most companies generally contributes such a small 
proportion of the company's earnings that it is not practical to make any 
special adjustments. I think that a review of the historical pattern of 
earnings with respect to the annuity line to make sure there are no wide 
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fluctuations for which adjustment should be made, perhaps using a five- 
year average, would be sufficient. 

With regard to group insurance, I am afraid I am a little more pessi- 
mistic than some of the analysts. If we judge from many Companies' 
analyses of operations by line of business, the appropriate adjustment to 
earnings for group insurance will generally be negative in nature. I would 
not do more than credit a company with its current year's results, again 
after careful scrutiny of the historical record to determine that the cur- 
rent year is consistent with past history. I think there is a very real danger 
in the method analysts have used in the past of ascribing a value per thou- 
sand to the increase in group life business. As a practical matter, particu- 
larly for those companies which are in a state where there is regulation of 
group life rates, the group life and accident and health rates are not 
realistic. 

MR. GARY E. CORBETT: I would lik~ to acknowledge the contribu- 
tion of Mr. Robert Maule, an Associate of the Society, to the concepts and 
results that I shall describe. Our contribution to this panel is a discussion 
of whether a gross premium valuation is a possible alternative to what 
could be called a deferred expense method for the purpose of adjusting 
earnings. In order to answer this question, I propose to explore first a 
number of the facets of a gross premium valuation (which I prefer to call 
present value approach) and then compare the present value and the 
deferred expense approaches. 

Basically, I shall be concentrating on the theoretical aspects rather 
than the practical problem of making the actual valuations. Thus, when 
I compare the present value and deferred expense approaches, I focus on 
the theoretical results of one plan and age (although the comparison could 
be just as easily extended to a total company composite) and not on the 
approximations used in practice. For the deferred expense approach in 
particular, differences between theory and practice are usually so great 
that, although one may show that a deferred expense approach theoreti- 
cally yields reasonable adjusted earnings, the approach as applied in prac- 
tice often does not. 

When we discuss adjusted earnings, we should consider the two princi- 
pal groups that require such calculations. These two are life company 
management and the investment community. Although there is only one 
basic present value approach, the results obtained do vary, depending on 
the purpose of adjusting the earnings. Therefore, I propose to discuss 
separately the problems of adjusting earnings for management and for the 
investment community. 

In order not to introduce a new example with the necessary definitions 
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of assumptions and methods, I have adopted Mr. Gold's example of an 
ordinary life policy issued at age 35. The only change I have made in his 
example is to assume a total termination rate of 1.00 in the thirtieth year .  
However, such a modification does not affect the thirtieth-year profit. I 
have in effect added a fifteenth column to his Exhibit 1. This added col- 
umn contains the statutory profits at the end of each policy year per 
$1,000 originally issued. I t  is obtained by discounting the annual gains for 
survivorship by multiplying column (11) by column (13). (For example, 
the first-year value in column [15] is -$9.62 and the thirtieth-year value 
is $0.73.) 

Now that the example I shall employ has been described, I would like 
to move to a consideration of our first problem, that of using a present 
value approach to adjust earnings for life company management. Since I 
believe that such adjusted earnings should be based on a company's gross 
premium assumptions, I would like to discuss for a few minutes the pres- 
ent value approach to rate making. This discussion will provide a base for 
the discussion of other management uses of adjusted earnings using pres- 
ent values. 

In the present value approach to rate making, we determine the pres- 
ent value of all statutory profits. This approach, of course, differs from the 
more traditional asset share approach, where we determine the accumula- 
tion of all statutory profits. The present value approach yields a "profit 
on sale" per $1,000 issued and the asset share approach an "asset share" 
per $1,000 in force. 

There are two schools of thought on the rate of interest, i ~, which 
should be used to calculate profit on sale. One school would use i, the rate 
assumed to be earned on retained funds (4 per cent in Mr. Gold's ex- 
ample). The other would use the so-called investor's rate, usually con- 
siderably higher than i. This latter approach was the one used by Mr. 
James C. H. Anderson in his paper "Gross Premium Calculations and 
Profit Measurement for Nonparticipating Insurance" (TSA, XI, 357). 
Personally, I am a supporter of the first school, for two main reasons. 

1. Discounting at the earned rate, i, renders the reserve basis imma- 
terial. So long as the reserves at the end of the study period are the same 
(and they always are if you assume a total termination rate of 1.00 in the 
last year), the intermediate reserves are of no importance. If we assume 
no survivors at the end of the period, the effect of the reserves on the prof- 
it on sale is zero. This result is not only convenient, but it also results in 
premiums and profits being independent of the reserve basis--which I 
believe is proper. 

2. The second reason for my preferring the earned rate approach is that 
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the entire profit on the policy is concentrated into one figure. If you dis- 
count at an "investor's rate," some of the expected profit is in the excess 
of the investor's rate over the earned rate. Let me illustrate this point by 
using our example. The profit on sale, discounting at the earned rate of 
4 per cent, is $12.10. Discounting at a rate of 10 per cent, the profit on 
sale is $3.96. Now assume additional acquisition expenses of $3.96. Does 
the production of new business at this extra cost result in no profit to the 
company? Personally I find it difficult to accept that there is no profit in 
placing on your books an asset that will yield 10 per cent annually on the 
unamortized present value. Admittedly, the profit resulting from the 
transaction may be judged too small relative to the risk, but it is still 
profit. An investor expects to make a greater profit on money invested in 
a speculative venture than in a safe one. But such speculative profits are 
all called profits. They are not split into two segments--an appropriate 
high return on his investment plus pure profit. 

One could accept my basic premise that all profit should be concen- 
trated in one figure but argue that this figure should be a yield rate rather 
than profit on sale. This yield rate would probably be the rate at which 
the present value of all statutory profits is 0 (17 per cent in our example). 
Such a rate, the "yield on investment" is very meaningful since manage- 
ment can compare it with yields on funds invested in other enterprises. 
The 17 per cent yield rate undoubtedly has more meaning in and of itself 
than does the $12.10 profit on sale figure which results from discounting 
at the earned rate. 

However, I prefer not to use the yield-on-investment approach for 
three reasons. The first has to do with the practicalities of rate making, 
which I shall not take time to describe here except to say that the calcula- 
tion of yields on investment involves a time-consuming, trial-and-error 
process. The second reason is that the reserve basis becomes of impor- 
tance. The third is that it makes the comparison of results for production 
units much more difficult. Such comparisons may constitute a major use 
of adjusted earnings by life company management. 

Let us now look further at these comparisons for production units. 
When I refer to a production unit, I mean any identifiable unit which 
produces new business. This could be a branch office, general agency, 
geographical region, or even an entire company~ In the latter instance 
we might be comparing results for two different periods of time. 

Mr. Nicol has suggested that a useful management purpose is served 
by adjusting earnings in order to study earnings from which the effect of 
variations in production patterns has been eliminated. Certainly this is a 
valuable use of adjusted earnings. However, equally valuable is the use of 
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adjusted earnings to isolate the new business results of production units. 
In order to best study these results in terms meaningful not only to 
the directors of the units themselves, a present value, earned rate ap- 
proach to adjusted earnings is required. 

I suggest studying only the new business results.of such units, since, 
except in the largest companies, I do not think complete profit and loss 
statements would be meaningful. In individual life I believe all we should 
attempt to hold production units responsible for are their own expenses, 
production, and persistency. However, the profit-on-sale comparisons 
could be extended to take into account mortality experience if it were 
deemed significant. 

As an illustration of the production unit comparisons that I am refer- 
ring to, I would like to describe briefly those used by Safeco Life. The 
starting points for these comparisons are what we call acceptable new 
business results. These are equal to the profits on sale, if we assume that 
each production unit experiences the assumptions built into our premi- 
ums. These acceptable results are dollar amounts and, in my opinion, 
have much more meaning to the home office and, more important, to 
field people than would rates of interest. I have referred to this aspect 
earlier in supporting the use of the earned rate rather than the yield on 
investment in discounting future profits. Further, it is obvious that a 
deferred expense approach is of little use in such comparisons, as it assigns 
no value to new business in excess of what was spent to obtain the busi- 
ness. 

We calculate acceptable new business results by multiplying the num- 
ber of production units sold (a modification of face amount) by the aver- 
age company profit on sale. (If Mr. Gold's example were a total-company 
composite, we would multiply by $12.10 per $I,000 of face amount.) 
Next we add to or subtract from the acceptable new business results the 
difference between the unit's acceptable and actual acquisition expenses. 
The acceptable expenses are simply the per-unit expenses built into the 
premium times the number of expense units produced. Then we make an 

• adjustment for persistency. By varying first-year persistency in our profit 
studies, we have found the effect on profit on sale of a l-point change in 
the ~rst-year persistency rate. In Mr. Gold's example it is $0.27 per 
$I,000. For every point difference between the production unit's first-year 
persistency rate and the rate built into the premiums (80 per cent in Mr. 
Gold's example), we would add or subtract $0.27 per $I,000 of face 
amount. Acceptable new business results plus or minus the expense and 
persistency adjustments equal actual new business results. What we have 
in effect done is to produce adjusted earnings for each production unit 
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based on their production efforts, assuming that first-year persistency is 
part of this effort. As a final step we divide the actual by the acceptable 
new business result to arrive at what we call a performance ratio. 

Let us now turn our attention to the subject of adjusted earnings for 
all policy years, primarily from the point of view of the investment com- 
munity. I should preface my remarks on this section by reminding you 
that I am still primarily talking about theory, not practice. 

The annual statutory profits per $1,000 issued are still the starting 
point. However, before we can calculate present values based on these 
statutory profits, we must answer the all-important question of the rate 
of interest to be used in discounting these statutory profits to arrive at the 
present values. As Mr. Gold points out, "The rate at which future profits 
are discounted is an ultra-important consideration." In his example the 
present value at issue of future statutory profits is $12.10 at 4 per cent, 
$3.96 at 10 per cent, and 0 at 17 per cent. The corresponding values at the 
end of the fifth year are $16.97, $10.54, and $7.02. 

At this time it would be well to define the annual book profits that 
emerge from a present value approach to adjusting earnings. To keep mat- 
ters as simple as possible, I would like to talk about policy years rather 
than calendar years and to assume that none of the statutory profits for a 
year are available to the stockholders until the end of that year. 

As a first step we find the present value of future profits at the end of 
each policy year. The present value of future profits at the end of year 
t equals v times the statutory profit for year t + 1 plus v 2 times the statu- 
tory profit for year t + 2, and so on. I denote such present values as 
PV/, where i '  is the rate of interest used to discount. 

There are two equivalent formulas for book profits. The first is general 
enough to apply to any adjusted earnings method which assigns a value 
to in-force business. The book profit in any policy year is equal to the 
statutory profit for that year plus the increase in the asset item during the 
year (BP~'= SPt + PV~'--PV~'I). The second formula for book 
profit can be used only for the present value method. I t  calculates book 
profit as the present value of future profits at the end of the preceding 
year times the rate of interest used in calculating such present value. If 
we use this latter formula, we must add the profit on sale in the first year. 

Now that we have the definition out of the way, I would like to proceed 
to an investigation of some of the ramifications of discounting at a higher 
rate of interest than is assumed to be earned on the invested policy funds. 

One obvious point is that the reserve basis now becomes important. 
The lower the reserve method, the higher the early statutory profits and 
the lower the later statutory profits. As we saw earlier, statutory profits 
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arising from different reserve methods have the same present value if we 
discount profits at the earned rate, but, if we discount at a rate higher 
than the earned rate, the lower reserve basis will result in an increased 
profit on sale. Substituting net level for modified reserves in our example 
leaves the profit on sale unchanged at $12.10, when we discount at 4 per 
cent, but reduces it from $3.96 to $1,59 when we discount at 10 per cent. 

The profit-study present value approach in effect says that money held 
as reserves is still invested in the policy and thus at risk. Therefore at any 
given time the higher the reserve basis the greater the theoretical invest- 

1 

ment. This point is illustrated by the fact that in our example the yield on 
investment is 17 per cent with modified reserves but only 12 per cent 
with the greater investment resulting from net level reserves. 

Although accountants would generally say that the reserve basis should 
affect the present value of profits since it dictates the time at which prof- 
its become available to the stockholders, I believe most actuaries would 
agree that  the mere labeling of funds as reserves or surplus does not affect 
the true profitability of the company. Surely, if a company strengthens 
its reserves to net level from CRVM, there has been no increase in the 
amount of funds at risk. The entire assets of the company are always 
available to pay losses. I r.ealize that, if the company were willing to run 
the risk of insolvency, they could, if on CRVM, pay out so much in divi- 
dends that their surplus would fall below the difference between net 
level and CRVM reserves and thus would reduce the funds at risk to less 
than would have been possible if they had been on net level: But I believe 
that for most companies this is not an alternative worthy of consideration. 

If  the reserve basis should not affect adjusted earnings, how can we 
compensate for different bases? There are at least two methods that can 
be used: (1) Recognize the lower risk inherent in excess reserve funds by 
using a lower rate of discount if you use a Mgh reserve basis in your pres- 
ent value calculations. For example, if 15 per cent is an appropriate rate 
of discount using CRVM reserves, 10 per cent or 12 pe r cent may be 
appropriate if net level reserves were used. (2) Do the present value cal- 
culations On the basis of minimum reserves, using the appropriate rate of 
discount, and hold the difference between actual and..mi.n~unum reserves 
as an additional present value. In effect, this means that future profits on 
the minimum reserve basis are discounted at the investor's rate and the 
difference between profits on the actual and minimum reserve bases at 
the earned rate. 

You will note that  I have referred to "minimum reserves." There are a 
number of possible answers to the question, "What are 'minimum re- 
serves'?" Arguments can be made for (1) experience reserves on a modi- 
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fled method, (2) cash values, (3) CRVM rese~es on 1958 CSO 3½ per 
cent, and (4) CRVM reserves on 1958 CSO and an i~terest rate equal to 
that used for cash values on the policy, the latter being the minimum stat- 
utory reserve for the policy. There are pros and cons for each basis. How- 
ever, the choice of a minimum basis is not as c r.it~c~ as it may seem, be- 
cause, as a practical matter, the choice of the discount Fate is going to be 
guided very much by the minimum reserve basis ~ use d and this will act to 
reduce any differences. 

I would now like to proceed to a theoretical Comparison of the deferred 
expense and present value approaches. In order to do so, I shall propose 
two criteria, one actuarial and one accounting, ~ a t  I be!ieve any adjusted 
earnings method should meet. The actuarial criterion is that the resulting 
book profits should not be greater than the statutory profits, when both 
are brought to one point in time; the accounting criterion iS that the book 
profits should fl0w roughly in accordance with the prem!um income that 
produces the eventual profits. 

In order to be consistent with the earlier development, I use the pres- 
ent value per $i,000 issued to compare book profits arising from different 
adjusted earning methods. In the deferred expense approach it is obvious 
that, if the expenses to be deferred are spread taking into account interest 
and survivorship, as Mr. Gold does, the Present value 9f the adjusted 
book profits is identical to the present value of the statutory profits. In 
our example this is $12.10, if we discount the profits at 4 per cent. There- 
fore, the theoretical deferred expense approach meets the first criterion. 

What about the present value approach? To answer th!s question, we 
must first decide on the rate of interest to be used for discounting the book 
profits. I t  is probably obvious that, if we were to discount the present 
value book profits at the same rate as the statutory profits, the former 
would always have the greater value, since the sum of ~ e  profits is the 
same in both cases and a present value approach moves the same total 
profits closer to the time of issue. Howevei, this result should not lead us 
to the conclusion that a present value approach can neyer meet the first 
criterion. ~ integral part of the present ;¢alue approach to adjusting earn- 
ings for investment purposes is the ~se of an investor's rate to discount 
future p/ofi6. The justification fQr using a high discount rate is the r!sk 
inherent in r.eaiizing projected statutory profits. I n  any given year the 
book profit is determined using present values that have discounted future 
statutory profits back to that year at the investor's rate of return. I t  
would seem, then, that the only consistent rate at which to discount these 
resulting book profits ~ack to the date of issue would be at the same in- 
vestor's rate of return. 
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Applying this approach to our example, I found the present value of 
the book profits resulting from the use of 4 per cent present values to be 
$20.ii;  from the use of 10 per cent present values, $Ii.97; and from the 
use of 17 per cent present values, $5.13. We can see that the use of i0 per 
cent present values yields a value, $II.97, which is very close to $12.10, 
the present value of statutory profits at 4 per cent. We could therefore 
say that the use of present values calculated at 10 per cent would meet 
the first criterion, and the use of present values at any higher rate would 
be conservative. 

Let  us now turn our attention to the second, or accounting, criterion, 
which says that profits should emerge roughly in proportion to the pre- 
mium income gi~ing rise to the profits. I t  is first of all obvious that accept- 
ing this criterion results in denying the validity of statutory profits. 
They must be adjusted in order to come anywhere close to meeting the 
criterion. In order to apply this criterion to our example, I calculated the 
proportion of the total premium income expected in the first year and in 
the first five, ten, and twenty years. This is 9 per cent, 34 per cent, 55 per 
cent, and 83 per cent, respectively. Mr. Gold's deferred expense formula 
does a good job of redistributing the book profits to meet this criterion, 
except in the very early years. His resulting profits are zero in the first 
year, 35 per cent in the first five years, 56 per cent in the first ten years, 
and 86 per cent in the first twenty years. If he had used experience re- 
serves but spread all expenses in excess of ultimate expenses over the life 
of the policy, his resulting book profits would be in exact accord with the 
premium income. To express this another way, the book profits per $1,000 
in force for each policy year would be level. I personally believe this to be 
a preferable deferred expense approach, but, since I am not discussing de- 
ferred expense approaches except to compare them with present value 
methods, I shall leave this point and proceed to an analysis of the present 
value methods. 

These methods display significantly different results depending on the 
rate of interest used in calculating the present values. For example, 4 per 
cent present values assign 51 per cent of the total book profits to the first 
year, 10 per cent present values assign 18 per cent, and 17 per cent pres- 
ent values assign no profit at all to the first year. For the first five years 
the corresponding percentages are 64, 38, and 24, and for the first twenty 
years 94, 87, and 81. The reason that the present value approach has 
difficulty in meeting the accounting criterion is primarily because of the 
first-year adjusted earnings. As long as the rate Of discount used is less 
than the yield on the investment, a profit is assigned to the transaction 
of selling the policy. I could argue that the criterion should be modified 
to permit a more-than-proportionate profit in the first year. But the argu- 
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ment is probably more valid from a management than from an invest- 
ment point of view, and I doubt that the accountants would, or perhaps 
even should, modify their criterion. So, accepting the criterion as stated, 
we see that, although neither a deferred expense approach like that of 
Mr. Gold nor the present value approaches can qualify in the very early 
years, over a period as long as the first five years his deferred expense 
approach shapes up fairly well and a rate of discount could be found 
(about 12 per cent in our example) that would result in a present value 
approach also meeting this criterion. Whether or not such a rate were 
chosen would depend on the importance placed on this criterion versus 
the first criterion and other factors touched on earlier. 

I would like to conclude by stating the advantages and disadvantages 
of the deferred expense and present value approaches as I see them. How- 
ever, in order to do this, I must distinguish between the theory of the 
methods and their application in practice. To apply either approach ac- 
curately would require the calculation of asset factors that could be 
applied to in-force business by plan, age, and duration. A practical com- 
promise that probably must be made is to group certain ages and plans 
but preferably not duration. The number of cells that we would end up 
with would be determined by balancing the theoretical and practical as- 
pects of the valuation. Historically, present value approaches actually 
used have applied factors to in-force business but have not usually used 
sufficient cells and have not usually employed a company's own rates and 
experience to arrive at the factors. The deferred expense approaches in 
general use, however, do not apply such factors, even in bulk, to in-force 
business. They attempt to work with actual acquisition expenses. They 
are thus immediately faced with the problem of separating actual expenses 
into acquisition and annual. Assuming that this problem can be solved, 
they then defer these acquisition expenses roughly in accordance with a 
schedule developed from the theoretical approach described earlier. How- 
ever, actual acquisition expenses may bear no relationship to expected ac- 
quisition expenses. If they are less, no great harm is done, but, if they are 
greater, which often will be the case, it is possible to hold as a deferred 
expense asset an amount greater than the present value of future profits. 
Such a value cannot be justified by any reasonable method of adjusting 
earnings. Therefore, any practical deferred expense approach must be 
checked to insure either that the deferred expenses are not greater than 
those built into the premiums or that they are not greater than the pres- 
ent value of future profits. If the latter check is chosen, it would seem to 
me that it would have been better to have used a present value approach 
originally. 

So much for practical deviations from theory. If we assume that both 
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the deferred expense and present value approaches are reasonably ac- 
curately translated from theory into practice, which is superior? From the 
point of view of the investment community I believe that either method 
can produce adjusted earnings that are acceptable when judged by any 
reasonable criteria. The deferred expense approach does have the advan- 
tage that the required asset factors are somewhat easier to calculate and 
require less input if the calculations must be done from scratch. However, 
if the basic present value factors are available from earlier gross premium 
work, the situation is reversed. 

I t  is when we turn to the other user of adjusted earnings, life company 
management, that I believe the superiority of the present value approach 
is evident. First, the earnings picture is directly related to gross premium 
assumptions, and deviations from expected adjusted earnings can be ex- 
plained in terms of deviations from expected assumptions. Second, the 
results of different production units can be compared much more easily 
and understandably than can be done with a deferred expense approach. 

On balance, therefore, I believe that the present value approach to 
adjusting earnings is not only a feasible alternative to the deferred ex- 
pense approach but that it is a superior one. 

MR. RICHARDS: The actuary's role as an adviser to nonactuarial 
groups seeking to establish a method for adjusted earnings is a very 
delicate one. On the one hand, it is quite obvious to anyone who has had 
any contact with these groups that they will sooner or later evolve a 
method for the adjustment of earnings, which they will then proceed to 
apply on a uniform basis. On the other hand, it is unrealistic to expect that 
under present conditions the final results will be anything more than 
partially acceptable to the actuarial profession. I believe the actuary's job 
is to provide, as tactfully as possible, whatever help and guidance he can, 
in the hope that, whatever formula is adopted it will have some basis in 
sound theory and will not be damaging to our industry. In particular, he 
should seek to discourage the use of adjustments which appear to be 
designed solely to increase current earnings. 

I would like to make one thing quite clear. I t  is not necessary for any 
actuary who is engaged in exploring methods of adjusting earnings to 
abandon the principles underlying the solvency basis of accounting for 
the benefit of policyholders. There should be no inconsistency between 
adherence to the traditional approach for determining solvency and the 
presentation of supplementary data designed solely to give a more realis- 
tic picture of the earning power of the stock life insurance company, for 
the benefit of stockholders. 
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I do not share the concern over the motivations of the security analysts 
in seeking a uniform method of adjusting earnings for stockholders. Even 
if the method should produce larger dollar earnings, the analyst who ex- 
pects to see substantial market appreciation for this reason alone is likely 
to be disappointed. As I mentioned earlier, the market these days looks at 
the underlying growth rate in earnings, and there may not be any signifi- 
cant difference for the industry as a whole between the compound growth 
rate in statutory earnings and adjusted earnings over a reasonable length 
of time. 

A more important effect of a uniform method of adjusting earnings for 
the investment community, if that can be attained, would be the lessen- 
ing of the uncertainty and the confusion that surround this subject. I 
believe that, as actuaries, we should applaud any attempt on the part of 
the investment community to substitute fact for appearances as they 
relate to the analysis of life insurance stocks. To give you a little more 
background on the analyst's thinking in regard to the stock life insurance 
companies, let me quote from a speech made recently by an analyst who 
specializes in life stocks: 

Managements of the companies are not responsible for the adjustments as 
calculated by individual analysts. Managements, however, are not only 
charged with the responsibility of running their companies on a sound and prof- 
itable basis, but also for adequate communications with their shareholders and 
with the investing public generally so that reasonable investor interest is de- 
veloped and maintained. 

While security analysis may, as a profession, be somewhat young and 
immature, it nevertheless is establishing professional standards and is 
worthy of our recognition. I t  is interesting that many British actuaries 
are full-time security analysts, and it is curious that so few American 
actuaries have seen fit to become involved with a discipline which is very 
close to our own. I believe that we have a lot to contribute. 

MR. DONALD J. LEAPMAN: If the goal of management is to estimate 
the increase in the net worth generated by the investment in new produc- 
tion, and I believe that it is, the gross premium valuation should readily 
provide this estimate. Frequently, an analysis of the various sources of 
profit will su~ce, particularly in a relatively new company, where premi- 
um assumptions have not been subject to many changes. 

With regard to security analysts' desire for information, I wonder 
whether we are not submitting to a regimentation that is unjustified. 
Their methods of valuing differ among, for example, rail, industrial, min- 
ing, and banlc{ng stocks, and their existing methods probably will not fit 
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the insurance industry. I believe that their goal in seeking adjusted earn- 
ings is to establish the capital value of the company so that a purchase 
price for its stock can be determined. I t  would be more sensible if we, the 
actuaries, tried to provide this information directly. We could make our 
estimates of the value in such a manner that the analysts could then 
determine the probable yield that a purchase price would obtain over a 
period of time or what the price should be to achieve a given yield. 

MR. RICHARDS: I think it is necessary to distinguish between earnings 
for the valuation of the stock of the life insurance company as a going 
concern in the market and the liquidation value. However, if you are 
referring to liquidation value, I would agree. In fact, this kind of informa- 
tion could be produced at two rates of interest; the analyst could then 
decide which was appropriate or use the results to estimate other rates of 
return. 

MR. CORBETT: I disagree with the concept that we should not use 
the present value approach to anticipate future profits in valuing a 
company. The value that an analyst or prospective stockholder wants to 
place on the business is its value as a going concern. The value of the in- 
surance operations of an insurance company consists of its in-force busi- 
ness and the potential of the agency force to sell additional business, 
which in turn will have a value as in-force business. 

I see nothing wrong in trying, as best we can, to estimate the value of 
the in-force business. The future growth in earnings, using the present 
value approach, is then the growth of new business from the agency plant, 
and this an analyst will arrive at himself, relying on your management, 
your history, and so forth. I t  almost seems to be accepted in some of 
these papers and by some of the speakers that by definition you cannot 
use future profits for adjusting earnings for the purpose of valuing a 
company. Frankly, I do not understand this position. I t  is certainly not 
self-evident. 

MR.  RICHARDS: Generally accepted accounting principles require 
that future earnings not be anticipated. 

MR. RICHARDS: Perhaps many years from now--and I imagine it is 
so far in the future that we can fairly well ignore i t -- the life business will 
persuade the accounting profession, the financial analysts, the SEC, and 
others that life insurance business is different and should be accorded the 
use of different techniques in the analysis of its earnings and earnings 
growth. If that day comes, it is my belief that the most appropriate basis 
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would be something akin to the natural reserve. As I understand it, the 
natural reserve is the gross premium valuation with the profit removed. 

I think that we would still be in a position of not anticipating future 
profits, so we would be nodding in the direction of generally accepted 
accounting principles but would be able to produce something that is 
much more accurate than anything conceivable at the moment. You 
must remember that the analysts are dealing largely with an absence of 
information on which to make any reasonable judgments. 

MR. NICOL: I think we should define our responsibility with regard to 
the analyst. I do not think we should be telling him what the net worth of 
b e  company is. I do not think we know. If  we are going to buy a company 
for our own use, we must determine the net worth at that  point, but from 
the standpoint of the analyst and the investment community it is my 
opinion that we should do what other corporations do. They do not give a 
net worth figure; they give an earnings figure. The analyst applies a mul- 
tiplier which is appropriate to the time and the condition of the market to 
arrive at what he thinks the stock is worth. I do not think that we should 
be contributing the ultimate net worth value. 

CHAIRMAN STUART A. ROBERTSON: I would like to touch briefly 
on something that Mr. Richards referred to- - the  question of whether we 
are bringing future profits into earnings. 

Is not part  of the problem determining what profits are future profits 
and what profits are today's profits? Consider, for example, the reserve 
basis. If  one group considers net level reserves to be appropriate, they are 
going to say that  others are taking future profits into account if they are 
using modified reserves. In terms of the statutory bases, these are not 
future profits; but in terms of some other bases, they may be. Just what 
are the future profits that we must not bring into the accounting? 

MR. RICHARDS:  I t  is very hard to get any measure of agreement on 
these points. The analysts, after listening to everybody concerned, are 
hoping to find what they believe are the most reasonable answers with 
respect to each of these points; they will then proceed to apply them. 
To the extent that we can influence them before they arrive at their cri- 
teria, perhaps we can be helpful. 

MR. G. P H I L I P  STREATFEILD:  Under the statutory approach, the 
profit is released over the life of the policy. The purpose for adjusting the 
earnings is to smooth the incidence of this release by eliminating the 
first-year deficit. I t  seems to me that we cotfld think of the profit as being 
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the absolute total profit over the life of the policy and discount it back to 
the date of sale. Is there a generally accepted accounting principle that a 
life insurance policy should release profit equally over the life of the 
policy? 

MR. RICHARDS:  I do not believe that there is any generally accepted 
accounting principle that would require earnings to be uniform each year. 
I think the principle is that one should at tempt to match expense in rela- 
tion to the flow of income. 

MR. CRAWFORD E. LAING:  We as actuaries are very much attuned 
to the present value approach, and it is difficult for us to adjust the inci- 
dence of earnings so as to level them out for use by the analysts. We know 
what the releases of surplus each year will be on our assumptions and 
whichever reserve basis is used. We can identify the yearly releases and 
discount them to the present time at whatever rate of interest is appro- 
priate for the purpose in hand, and we can do this by proper technical 
actuarial methods. 

This can be based on a going-concern approach to the intrinsic worth of 
the company, but surely we can translate our "present value" thinking 
into an earnings approach, so that  the analysts can use their price-earn- 
ings ratio, which they understand and the market tends to reflect. Can we 
not translate our terminology into their terminology so that they can use 
it in those areas in which they are experts? 

Surely it is a simple step to express our result in an earnings manner 
for the sake of the analysts by taking 8, 10, or 15 per cent of the capital 
value and giving them this as the earnings figure. 

MR. RICHARDS:  I believe that  this would be the best solution. Un- 
fortunately, since you would have to convince the analysts, the account- 
ants, and others that this is best and then convince the companies to 
produce the data, it is not practical in the near future. 

MR. CHARLES H. CONNOLLY: The approach to adjusted earnings 
that  we have been talking about, based upon current rates and results, 
arrives at a semi-liquidation value assuming no future production. The 
ultimate value of the business that  we have put on the books depends to 
a degree on the ability of management, and the true market value re- 
flects not only current results but also future results. We should be aware 
that this method overlooks the quality of management when comparing 
one company with another. 
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MR. R. LEE SMITH:  There has been considerable discussion of the 
usefulness of adjusted earnings, and actuaries have been using similar 
results for a long time. To what extent and in what manner is manage- 
ment actually using this or similar results? 

MR. NICOL: There are two or three companies that are incorporating 
some adjustment of earnings in their reports to stockholders, generally 
using the historic rules of thumb. I think the other area in which varia- 
tions on these techniques are used is in explaining to management why 
you have had a bad year in a particular line of business. 

MR. LEAPMAN: I know a number of British life companies well, and, 
to the best of my knowledge, all of them analyze profits by tracing them 
to their source. 

MR. BERNARD FENSTER:  My company has been using adjusted 
earnings on a threefold basis. We have been very active in an acquisition 
campaign in the last year and a half; we have used the relative value and 
net worth approach on a company in placing a value company on its stock 
or on a block or blocks of its life business. We have also, within the frame- 
work of our profit objectives, level of gross premiums, and so forth, used 
this method to develop an acquisition-cost limitation that we can spend on 
new business and still retain our anticipated future profit potential. We 
have been measuring quarterly our actual acquisition costs against the 
limitations we have in a sense budgeted for. Third, we have, with limit- 
ed success, begun to convince management that up until the present 
all accounting work that we have done has been related to statutory re- 
quirements. T O my knowledge, very few companies of our size have spent 
much time, money or effort in providing management with the type of 
information it should receive. How effectively are we producing business? 
Are we spending money for acquisition and servicing of business wisely? 

For example, Bankers Life & Casualty has over each of the past several 
years generated a substantial net gain from operations; but are we getting 
the best for our money? For the same dollars expended could we not have 
perhaps generated more profit in a given year or more new business that  
would have given us a greater future profit potential? Our problem is basi- 
cally one of staffing, along with the need to further convince management 
that we should spend some money to set up the necessary accounting and 
research units to develop a reporting procedure to management rather 
than simply gearing ourselves to statutory accounting requirements. 
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CHAIRMAN ROBERTSON: I would like to put a question to Mr. 
Nicol. Did you say that  some accountants are requiring that  a statement 
of adjusted earnings be footnoted on the statement? 

MR. NICOL: I do not know anybody who is requiring a dollar figure, but 
I think that many of them will require a footnote pointing out that ex- 
penses have not been capitalized and amortized and that to this extent the 
statutory earnings are not a true statement of earnings as visualized by 
generally accepted accounting principles. 

They also are requiring some footnotes relative to differences between 
statement reserves and federal income tax reserves, along with notes--no 
dollar amounts generally, but more or less a caveat emptor to whoever 
might be interested. 

MR. HOWARD H. KAYTON: In your approach dividends are treated 
as a fixed item, that  is, in the same manner as expenses. My question is, 
shouldn't you be building in an increase in the level of dividends, partic- 
ularly since you are talking about earnings rates on the order of 15 per 
cent? 

MR. FENSTER:  We had occasion during the year to look at a block of 
life business, a part  of which was participating. Two things had to be 
taken into consideration. First, in certain states, limitations existed on 
future profits that could be retained on participating business. To some 
extent this put  a ceiling on the relative value of the business in force. 
Second, when negotiating a buy-and-sell agreement, the sellers and buy- 
ers have their respective views on what this type of business may be 
worth. Based on the premium rates, cash values, and so on, we developed 
a relative value without any consideration of dividends. We then nego- 
tiated with management on the assumption that, on the average, about 
85 per cent of the future profits would be returned to policyholders in the 
way of dividends. We settled on a value of 15 per cent of the figure that 
we initially derived as the relative value of the block of business without 
any deduction for dividends. If  and when we acquire the business, we may 
or may not disburse 85 per cent of the future profits in the form of divi- 
dends, but this is the leverage one has as the buyer. 

CHAIRMAN ROBERTSON: In connection with your acquisitions, what 
do you do when you find a stock company available in which a very large 
part  of the business on the books is a special participating policy which 
promises dividends that are equal to dividends on stock or equal to 50 
per cent of the profits on the nonparticipating business? 
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MR. FENSTER: We faced that question, but we dodged it in that we 
did not negotiate any further. The dividend clause for several blocks of 
participating business in force was so worded that, in our opinion, no 
value could be assigned to the business, since the policyholders were basi- 
cally entitled to all the profits that would emerge. 

MR. CORBETT: One of the problems we are faced with is in the area of 
acquisition costs. There are certain companies, and I think mutual com- 
panies are among them, that have large surpluses and do not particularly 
care, at least for outside publication, to break down profits between those 
they are getting from new business and the large profits that  are being 
generated from their existing in-force business. They are using the profits 
from the existing in-force business to, in essence, subsidize some of the 
first-year operations and thus they can live with some of the premium 
rates we see today. Knowing what the commission rates and other direct 
expenses of these companies are, it seems to me there is a limit to how low 
you can drive true expenses. Whether it could happen that an entire 
block of a company's business would yield no profit, I do not know, but it 
might. The possibility cannot be dismissed, even for a mature company. 

MR. RICHARDS: I agree that this is very definitely a problem. I would 
be surprised if any of the large companies that are actively traded have 
that problem, but it could arise in the future. 

MR. ALFRED L. BUCKMAN: We have been discussing this question 
from the point of view of management and of the financial analyst. 

From management's point of view there is no doubt that  we must be 
able to value the new business that we put on as well as the value of the 
business that has stayed in force for prior years. We should not devote 
too much time to the value that a financial analyst is going to put out on 
the business of the company. 

Five years ago the stock of life insurance companies was being traded 
at two to three times today's prices; this was due to the fact that  life in- 
surance stocks were a "market  fad" at that time and there were a great 
many brokers promoting the sale of life insurance stocks. This has a much 
greater effect on the price at which stock will be traded than the particu- 
lar method or basis used in determining the "adjusted" value of an in- 
surance company. 

Right now the stocks of life insurance companies are being traded at  a 
very, very low rate in comparison with what I believe is the true value of 
the insurance industry. But the general public does not think so, so they 
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are not paying any more than the current low prices. And, because life 
insurance stocks are not a current "fad," comparatively few analysts and 
brokers are promoting them. 

I t  is very important for management to know what it is doing each 
year. Each company must be able to evaluate its business at the beginning 
of the year and, at the end of the year, to appraise properly the prior 
years'  experience, ignoring entirely the price at which its stock is being 
traded. The individuals and companies owning shares of stock may be 
concerned as individuals with what the price of the stock is, but it would 
be absolutely wrong for management as such to be concerned with what 
the analyst or broker sells the stock for or how popular he makes it. 

Mr. Gold has given us some additional tools to use in evaluating our 
own respective businesses. This is good, since we must obtain better tools 
as we go along. I t  is completely wrong for management to give up its 
prime concern--the proper management of the business--and to start  
worrying about such questions as, "What  are we going to give the finan- 
cial analysts so that they can place a higher value on our company?" 

MR. RICHARDS:  There are fads in life insurance or in any group of 
stocks. Brokers begin to push something, and it feeds on itself, prices rise, 
people get more interested, and the prices rise further. There is often very 
little connection between intrinsic worth of a company and the price at  
which it is selling in the market. 

In my opinion any analyst who thinks that a new or different formula 
is going to increase the price of insurance stocks is going to be disappoint- 
ed. Maybe analysts do not realize this. Perhaps some of them think that 
it is going to make a big difference, but I do not think so, because it is not 
going to have any dramatic effect on the underlying compound growth 
rate of life insurance company earnings. 

There is still a duty on management's part  toward existing stockhold- 
ers to do what they can to maintain the value of their investment, particu- 
larly in those instances where, as you feel, there are many companies sell- 
ing at much lower levels than they should be. 


