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Adjusted Earninas w 

A SAMPLE CALCULATION 

by Richnrd A. Swill 

It appears that the Audit Guide will spe- 
cify that the natural reserves are to be 
calculated using interest, mortality, ex- 
pense and lapse assumptions used in the 
development and testing of premium 
rates. On:: definition of a natural reserve 
is: 

“A natural reserve is that amount 
which will he exactly suficicnt to pay all 
death claims, all cash values and all ex- 
penses as they arise in the future, if pre- 
miums are paid, deaths occur, lapses oc- 
cur, espenses arise and interest is earned, 
exactly as assumed in computing these 
premiums.” 

Through the use of model office tech- 
niques, we have applied our interpretn- 
tion of the natural reserve method to the 
Stock Department of our Company: this 
should show the effect which adjusting 

eY 
arnings using natural reserves would 

lavc on a seasoned stock company. Com- 
ments and calculations are intended for 
information only and do not represent 
final results to be developed by the 
AlCPA either in the Audit Guide or in 
its application to the industry. 

For our Company, the applicable in- 
surance law requires that the payment 
of dividends to shareholders may be 
made only from Stock Department earn- 
ings and surplus. Thus earnings from 
the two departments must be reported 
separately. The Stock Department had 
approximately $1.5 billion of life insur- 
ance in force, $200 million of assets and 
a strong surplus position at the end of 
1969. Calculations were made for the 
purpose of determining earnings per 
share for 1969 as they would have 
emerged under the natural reserve ap- 
proach. 

Assumptions and Methods 
The first step required to adjust earn- 

ings using the natural reserve method is 
to calculate the natural reserves per $M. 

a Ve have used premium rate assumptions 
to calculate the natural reserve factors 
for all business since 1948. For policies 
issued before l9t8 we have used the 1948 
gross premium assumptions, because 

it is very dificult to determine the ori- 
ginal assumptions on this older segment 
of the business. (This pre-1948 segment 
of the business accounts for less than 
15% of the total reserves.) It appears 
that the gqidc will allow approximations 
for original premium assumptions on 
business issued many years ago. 

Natural reserves per $M, were calcu- 
lated for various key plans and issue 
ages. Approximately 100 sets were run 
on the computer using an existing nssct 
share program with only minor modili- 
cations. Natural reserves per $M fol 
other plans and issue ages were then 
approximated based on the natural re- 
serves calculated on the key plans and 
issue ages. 

The Model Office 
The AICPR recognizes that it will be 

impractical for most companics to cal- 
culate a complete set of natural reserve 
factors. Tllercfore, methods using repre- 
sentative models will he acceptable. OUI 
stock Department has about 400 “kinds” 
of insurance where kind is a function 0C 
reserve table and type of policy. Whole 
Life (1941 CSO 21/2%)$ 20 Pay Lift 
(19.58 CSO 3%), and Term to 65 (1958 
CSO 3%) are three examples of differ- 
ent kinds of insurance. These 400 kinds 
were condensed into about 175 kinds in 
\he model office. 

The amount of insurance in each of 
these 175 kinds was then broken clown 
by year of issue and also into eleven 
issue age groups. An existing computer 
model used for forecasting and planning 
functions was used for this purpose. Nn- 
tural reserves per $M were introduced 
into the computer program by issue age 
groups and by duration. Natural reserves 
were then calculated by multiplying the 
amount of insurance in each kind, issue 
age and year of issue group times the 
applicable natural reserve per JM. 

Results 
In the calculation of adjusted earnings, 

the increase in reserve is based on the 
increase in natural reserve rather than 
the increase in statutory reserve. The 
following table Shows the adjusted earn. 
ings using the natural reserve method 
and compares the results with two me- 
thods of adjusting earr:ings commonly 
cscd. 

Adjuskd 
Earnings/ 

Melhod Adjusmsent Share ~- _I_ 
Natural Reserve $ .78 $3.52 
Financial Analysis .94& 3.68 
Increase in In-Force 1.06 3.80 

Statutory earnings were $2.74 through- 
out. The Financial Analysts’ method is 
used by Best’s and is explained in Ijest’s 
Keviem, May 1969. The Increase In In- 
Force method, used by a number of 
stockbrokers, is $20 per $M for Whole 
Life and Endowment and $7.50 per SM 
for Term. 

As can be seen from the above table. 
our Stock Department adjusted earnings 
for 1369 using the natural reserve me- 
thod were slightly lower than the results 
obtained using some of the current me- 
thods of adjusting earnings. Using the 
natural reserve technique also produced 
a significant increase in surplus for the 
Stock Department. The surplus almost 
doubled when the reserves were adjusted 
to a natural reserve basis. 

Administrative Cost 
The cost of computing a company’s 

csact nalural reserve liability could be 
excessive. Thus most companies will 
probably run model ofice .proje&ohs 
based upon principal blocks of insur- 
ance in force, similar to what we did for 
our Stock Department. Since we already 
have the necessary computer programs 
available, we will be able to keep to a 
minimum the cost of adjusting earnings 
using natural reserves. For companies 
that have to develop new computer pro- 
grams to compute the natural reserve 
liability: the cost will be considerably 
higher. c 

Editor’s Note: The Joint Actuarial 
Committee on Financial Reporting 
has been named. 
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