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MORTALITY FLUCTUATION RESERVE
AND GAAP ACCOUNTING (Continued)

Editor’s Note: The Occidental Life In-
surance Company of California also pre-
pared a position paper on Mortality
Fluctuation Reserves for Stock Life In-
surance Companies and we are indebted
to the Company for permission to repro-
duce the paper.

In anlicipation of the issuance of an
audit guide for life insurance companies,

the Occidental changed the accounting
methods to what we considered to be gen-

e year ended December 31, 1970. We

‘ally accepted accounting principles for

helieve the methods we chose at that
time conform to the Audit Guide for
Stock Life Insurance Companies issued

by the AICPA in December, 1972.

While we were not thinking precisely
in terms of “provisions for adverse de-
viations” as referred to in the Guide, we
did, and do, helieve that the assumptions
and methods used in adjusting statutory
statements to GAAP should contain
enough conservatism to be in keeping
with the long-term nature of the con-
tracts. Consequently, we adopted amor-
tization periods of twenty (for term poli-
cies) and thirty (for permanent policies)
years for acquisition costs instead of the
premium paying period to provide for
adverse variances in withdrawal assump-
tions, graded interest rates to non-infla-
tionary rates over the same periods and
set up a mortality fluctuation reserve.

We first considered the use of simply
a more conservative mortality table (such
as the 1958 CSO generally used for cur-
rent issues under slatutory accounting).
ssuming that the mortality actually
sumed was realistic, this would have

.allowed some portion of our profits to

flow into earnings as we were releascd
from the risk involved. We did not adopt
this approach for two basic reasons:

(Continued on page 8)

l ACTUARIAL APTITUDE TEST

The Committee to Encourage Interest in
Actuarial Careers announced this sum-
mer that the Actuarial Aptitude Test
(AAT) has been revised. The new test
was prepared by Educational Testing

Service of Princeton, New Jersey as was
the original AAT.

The AAT was introduced in 1962 and
has been taken by more than 15,000 per-
song, It has proved to be a valuable aid
in counselling students and other per-
sons interested in an actuarial career.

The original AAT consisted of two
parts, a mathematics section and a verb-
al section. In 1966, a detailed compari-
son was made of scores on the mathe-
matics section of the AAT with grades
received on the General Mathematics
Examination (Part 1) for the nearly
2,000 students who had taken both tests
by that time. A similar sample study was
made in 1973. Both studies indicated a
strong correlation between AAT mathe-
matics scores and success on Part 1,
suggesting the use of the AAT mathema-
lics score as a predictor of the probabil-
ity of success with ’art 1. While no com-
parable correlalion has been established
for the verbal section of the AAT, this
test is believed to be a useful indicator
of the individual’s facility with the Eng-
lish language, and therefore it too can
he a valuable aid in counselling persons
considering an actuarial career.

Like the original, the new AAT con-
sists of a mathematics section and a
verbal section. The new mathematics
test differs only slightly from the orig-
inal, representing minor updating of cer-
tain of the problems. The new verbal
test, however is considerably different
from the original. Specific word usages
have been up-dated and improved and
the structure of the test itself has been
modernized.

(Continued on page 5)

CLOSING THE GAAPs?

GAAP Assumptions—“Procedures for Adjust-
ing Life Insurance Company Statutory Finan-
cial Statements to GAAP Basis,” Life Office
Management Association, Sept, 1974.

by Robert L. Lindsay

This Special Release of the Financial
Planning and Control Division of the
LOMA is a well-organized summary of
the responses of 96 U.S. stock life in-
surance companies that adjust statutory
statements to a GAAP basis, Results are
presented in Section A for all 96 com-
panies, in Section B for 36 companies
with less than $25 million of premium
income, and in Section C for the remain-
ing 60 companies.

The information gathered is quite ex-
tensive and the prospective reader may
obtain some idea of the scope of the
study from a partial list of the topics
covered:

1. Procedure for Deferring Acquisi-

tion Costs

A. Approach to amortization (e.g.,
-accountant’s worksheet, factors)

B. Lines of business where expenses
amortized

C. Costs bheing deferred (e.g., com-
missions, managerial compensa-
tion, training allowances, sales
conventions)

D. Amortization method (e.g., sum
of premiums with or without in-
terest discount)

E. Amortization period (by line of
business)

F. Starting year for deferring ac-
quisition costs

II. Revaluation of Reserves

A. Lines of business revalued

B. Interest assumptions for current
issues

C. Mortality or morbidity tables for

current. issues

(Continued on page 7)
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Mortality Fluctuation Reserve

Sir:

The Seprember issue contains a “posi-
tion paper” by Northwestern National
which appears to confuse “margins for
risks of adverse deviation” with “climi-
nation of mortality fluctuations” under
GAAP accounting. The paper suggesis
that unless mortality fluctuation reserves
are established it will” | |
understanding and  possible apprehen-
sion on the part of users of the state-
ments . . ., when in fact just the oppo-
site is likely o occur.

The major reason, as 1 understand it,
for the chanze 10 GAAP was that these
same “users” were confused hecause in
tmes of increased sales the statements
showed increased losses. The same credi-
hikity zap will occur if in years of ad-
verse floctuations in mortality the com-
pany shows no adverse effect on earn-
ingzs. What are the “lrue earnings” of
lile insurance companies if they do nol

iclude gains or losses due to mortality

veluations? The “users™ of our state-
ments also use property and liability
stalemints: in those statements adverse
experience is reflected directly in the
vear's earnings,

Also. mortality results have generally
been assumed 1o be independent from
one vear o another. Hoa company has
experienced several “rood years” (which
would produce a large mortality fluctu-
ation reserve) it has not inereased s
likelihood of producing several adverse
years (the opposile is more likely).

Another reason for not having such
a reserve is to avoid having to distin-
wuish  between “hard  liabilities™ and
“soft liabilities™ as we presently do un-
der statutory earnings. If a mortality
fluctuation reserve is used, disclosure
would require a breakdown between the
“formula”™ portion and the portion de-
veloped from prior random fluctuations,
as well as distinguishing between mor-
tality {fluctuation reserves and GAAP
benclit reserves.

Finally, 1 do not understand the con-
cern over non-level insurance earnings.
Insurance is an industry that deals with
risks: as such, it is expected to have
variations in earnings. If no variation
in year-lo-ycar earnings is the goal,

. cause mis- -

4% MONETARY TABLES TO BE PUBLISHED

Over 30 states have enacted legislation permitting the use of an interest
assumption us high us 4% in determining life insurance reserves. It is likely
that the remaining states will enact similar legislation. A little over a year
ago, the Socicly of Actuaries Commitice on Preparation and Publication of
Mmu-lury Values conducted a survey of insurance companies, consuhing actu-
aries, and regulatory authorities to determine whether this change in legal
valuation standards would create a need for the publlcatlon of 1958 CSO
Monetary Values volumes at 4% interest. After a review of the results of this
survey and 4 study of the computing and printing costs of such a project, the
Society’s Board of Governors has aut.honzed the Committee to solicit orders
for such volumes.

The Society is now accepting advance orders at special prepublication prices
in order to finance the computing and printing of these volumes. Orders re-
ceived by November 15 will qualify for lower prices. After November 15 prices
will be increased. Anyone interested in taking advantage of this prepublication
offer should write to the Society office and ask for an order form which gives
the details.

The new volumes will have the same format and quality as those previously
printed by the Society for lower interest assumptions. The Committee is plan-
ning to offer volumes on an age-last-birthday as well as an age-nearest-birthday
basis. The questionnaire responses did not show sufficient interest to justify
printing 4% volumes based on the 1959 Accidental Death Benefit Table or on
the 1952 Disability Study.

The Life Insurers Conference is preparing a set of 4% volumes based on
the 1961 CSI Table. The Society Committee, chaired by Walter L. Grace, and
the LIC Committee, chaired by John M. Bragg, have been working together
to avoid duplication of effort and to achieve all possible economies in the
computing and printing work. The special prepublication prices will also apply
to these tables. Anyone interested in the 1961 CSI volumes should write to
the Life Insurers Conference, P. O. Box 6856, 1004 North Thompson Street,

Richmond, Virginia 23230.

The success of this venture will depend on receiving a sufficient volume
of prepaid orders to finance the computing and printing costs. It is most im-
therefore, that all potential users of these tables send their orders

portant,
(and checks) to the respective offices as soon as possible. 0O
management should sct a zero retention Closing the GAAPs
level (which would properly eliminate ,
the mortality fluctuation reserve under (Continued from page 1)
the stated formula), or else go into a 1IL. Other

business having no random fluctuations.

The solution to the interpretation of
life insurance GAAP earnings should
he the same as required in all industries.
Annual earnings should be interpreted
only after an in depth study of the in-
dustry. To assist such analysis, perhaps
a foolnote disclosure statement could
display the expected mortality and the
actual mortality (both after deduction
of reinsurance recoveries) over a period
of several years. In this way the “user”
can see the “true earnings,” as well as
see the impact of random fluctuations
on such earnings.

Howard H. Kayton

A. Deferred acquisition cost asset
as % of premium income and
of statutory total assets

B. Ratio of GAAP to statutory
stockholder equity

The wide range of responses to many
questions indicates that GAAP results of
different companies may be difficult to
compare. For example, some companies
amortize Field management compensa-
tion which is related to production,
branch office operating expenses, main-
tenance costs and training allowances
to new salesmen while others do not.
The starting point for deferring acquisi-

(Continued on page 8)
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Mortality Fluctuation Reserve

(Continued from page 1)

(1) it would operate to release a prede-
termined amount of income in a given
year without regard to whether or not
there was adverse experience in that
year, which would seem to be not only
arbitrary but in violation of the match-
ing concept and (2) it would ignore
completely the fact that both adverse
variances and favorable variances are
usually temporary for a large company
in a short period of time—a month, a
quarter, or a year.

In the case of the latter (temporary
favorable variations) we would be in
the position of overstating earnings in
the particular period with a parallel
understatement in subsequent or previ-
ous periods. To explain (or dismiss)
these reversible fluctuations in earnings
as due to “favorable” or “unfavorable”
mortality in a particular short period of
time does nol seem to make good ac-
counting sense. These fluctuations come
from various causes, some natural such
as disease epidemics, some company re-
lated such as retention limits and some
completely random because of the limit-
ed number of lives exposed.

From our own experience, we have
found that the shorter the period, the
more violent these fluctuations tend to
be. For example (and a typical ex-
ample), using 1009 as the level of
“expected” mortality, our actual experi-

ence for 1973 and 1972 was as follows: _

1973 1972
January 115.3% 96.3%
February 122.8% 95.2%
March 103.2% 108.7%
1st quarter 108.3%, 100.279,
April 76.7% 111.7%
May 99.2%  110.7%
June 94.8% 101.7%
1st half 99.29, 104.0%,
July 130.0% 85.29%
August 94.2% 111.0%
September 113.8% 101.5%
18t 9 months 103.89, 102.5%,
October 93.3% 100.7%
November 124.2% 84.5%
December 73.8% 83.8%
Year 101.79, 99.29,

Our overall mortality statistics have
indicated that the mortality table used
in our present rate book, and our two
preceding rate books is still valid—that

is, over the extended future period, that
currently issued policies will be in force,
the actual mortality on these issues will
be very close to that expected. Therefore,
most short-term fluctuations and all ma-
terial short-term fluctuations are expect-
ed to reverse over the long run.

With this in mind, we concluded that
our “provision for adverse deviation”—
our mortality fluctuationreserve—should
consist of two elements, The first of
these, which we call the “theoretical” part
is based upon the size and the structure
of our “in force.” This portion does fol-
low the “release from risk” pattern in
that amounts are added and released
as business is put on and taken off the
books. Operation of this portion of the
formula resulted in about an $800,000
charge to earnings in 1973 based upon
the increase in our amount at risk.

The second portion of the formula
is called an “experience” adjustment
and is made only in a period when a
material deviation—favorable or unfav-
orable—occurs. In this connection, we
have established a “band” of 5% in
either direction of 100%—i.e., expected
mortality. This band would not neces-
sarily be the same for all companies,
but it represents one “standard devia-
tion” from the norm. Based on the sta-
tistics above, this portion of the formula
produced no adjustment in 1972 and
1973 (and is never expected to result in
a “material” adjustment).

Even though our statistics indicate
that substantially all fluctuations will re-
verse over the lifetime of a block of
business, we believe such a band is ne-
cessary for the following reasons, among
others: (1) it would be unrealistic from
an accounting point of view to charge
earnings with a “standard” amount (ex-
pected mortality) in any given period,
let alone every period and (2) assum-
ing that in the long run our experience
is actually worse than expected, the band
allows this experience to be reflected in
the periods in which it occurs.

The “theoretical” portion of the re-
serve is based upon a branch of Ruin
theory and uses an approximate formula
developed in Scandinavia. Essentially, it
is the square root of the product of one
year’s expected claims on the current in
force, times the maximum retention on
any one life, times 3.61. Both it and the
experience adjustment (if any) follow
the “lock-in” concept of both good ac-

Closing the GAAPs

(Continued from page 7)

tion costs ranges from 1900 to 1973 for
Individual Life. Interest rates used for
new issues of non-par Individual Life
range from 7% down to 4% in the
early durations to 5.75% and 3% ulti-
mately. For individual annuities 8.5%
was both the highest current and ulti-
mate rate used., 3% was the lowest.

These substantial differences in as-
sumptions find their way to the balance
sheet in the form of deferred acquisi-
tion cost assets, restated benefit reserves
and changes in stockholder equity. At
December 31, 1973 deferred acquisition
cost assets ranged from 1% to 117%
of statutory assets for the 73 companies
reporting this item (the median was
14%). From other details in this report
one gathers that the 117% figure per-
tains to a predominantly Individual
Health writer with premium income in
excess of $25 million a year.

Stockholder equity on a GAAP basis
ranged from a high of 555% of the
12/31/73 statutory amount to a low of
1.6% with a median of 158%. Fed:
Income Tax provision (both current a....
deferred) as a % of GAAP basis before
tax earnings ran from minus 45% to a
high of 117%. It is not possible to split
these figures between current and deferr-
ed taxes.

One wonders what adjustments the in-
vestment analysts will need to make to
GAAP financial statements in order to
obtain consistent results for the compa-
nies compared. Perhaps one of our mem-
bers accomplished in this field would
share his views with us on this point.

Non-members of the Association may
obtain a copy of this report from the
Association at a cost of $7.85. O

counting and the Audit Guide and are
not subject to any “management mani-
pulation.”

While we do not contend that this is
the only method to provide for “adverse
deviation” in mortality as required by

the Guide, we certainly feel it is better

than an artificial mortality table (or ¢’

real table that has been discarded by
major portion of the industry as a basis
for rate setting) and infinitely better
than any smmplistic approach, such as a
percentage of the basic table. O



