SOCIETY OF ACTUARIES

Article from:

The Actuary

January 1978 — Volume 12, No. 1



.'.._.'.....0........0....‘.-0.'..0.......0O....‘.............'....'0..'........“.0..0..

VorLuME 12, No. 1

The Newsletterof the Society of Actuaries

" Ianuary, 1978

VLI-—THE ANSWER TO A
MARKETING DILEMMA?

Rirhard Jnhn': (with eonsultation by Richard

Siillinger), “The II/(’ Insurance Industry’s
Mﬂrlreting Dileruma,” pp. 40; Argus Research
Coip-ration, New York, N:Y. 10005.

by Welter N. Miller

Remember. the early days of variable
lifc? To anyone who ‘was involved with
th's jreduct (and there.
many such ncop]e in these days), it was
leally exciting. Our paper stimulated a
massive outpouring; unmatched in ve-
cent memory, of lruly high-level com-
ment and (hscus,sron. No Socrety meel-
ing secmed complete without a concur-
rent session and a workshop on some
. aspect of VLI Other meelings and semi-
nars proliferated, - Holshot representa-
tives ol (supposedly) hotshot broker-
age firma set up lunches and other en-
terta nments to get a leg up on handling
the projected billion dollar separate ac-
counts. Reporters. called all the time,
then wrote wildly inaccurale stories in
which the only rcal truths were quotes
from top insurance -exccutives about
what a revolution was in store for the
industry as the faniastic new VLI prod-
uct gathered momentuin,

And now, only eight years later, now
what? One (and only one) of our major
competitors has VLI on the market. |
get. five letters a year (at most) from
our agents asking when we might also.
I answer them by saying we would like
to have a good deal mose indication of
real interest gn the part of agents and
the pubhc before we' make the large
.commrtments needed

What happcned"

A lucnd'
VLI's histoi
theught- provo‘l(m" opinions of many in-
surance 1nduslry people as well as au-

thor Richdrd Johns“and the Argus Re
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mteresi‘.mnr “récounting ‘'of

(Continied on page G)
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y and outlook réplete wrth '

Calling All Part 4 Authors

The Society of Actuaries is seeking
an author for a new textbook in con-
tingencies for Part 4 students. Al-
.lhouvh several very able persons have
already expressed an interest in wril-
ing the book, the Society wishes 1o
make this opportunity generally avail-
able to all qualified persons. A formal
proposal will be required of -each
prospective author. Information and
specifications may be obtained by
calling or writing to: Warren R.
Adams, Director of Education, Socie-
ty of Actuaries, 208 South LaSalle
Street, Chicago, lllinois 60604, Tele-

phone (312) 236-3833,
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zurtcH @ Lausanne -

21st INTERNATIONAL
CONGRESS OF ACTUARIES

From June 19 to June 26, 1980, therc
will be an Iaternational Congress ol
Actuaries in Swilzerland. The first three
days, Thursday to Saturday, will be in
Zurich with a special celebration on
Saturday in honor of the 75th anniver-
sary of lhe Assocranon of Swrss Actu-
aries.

Sunday nnd Monday will l)e spent on
excursions-and travel- from” Zurich to
Lausanne, where the Congress sessions
-will resume on: Tuesday The farewel]

-party will; take place in, Lausanne on )

-Thursday, evening. ..t -, . . |
.1 AR
chorls will ‘be” r'equested from .all

national actuarial organizations. repre-

sented at the Conb‘ress on"the -subject
f’“The Trammg of lhe Actuary.” There
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ON THEORIES ON GAAP CONVERSION
by Clayton A. Cardinal

To begin the dlscussuon, consider this
qucsnon Does GAAP haye the sustain-
ing power to survive the current attacks’
against it? Some readers may ‘have seen
lhe March 15, 1977, issue of Forbes. The

cover byline reads:

Accountants’ Report .
To the directors and stockholders:

We have examined the Consolidated
Balance Sheet of the company and
consolidated subsidjaries as of De-
.cember 31, 1976 and 1975. In. our
opinion, these financial stateménts
present fairly the finaricial position -
of the companies, in -conformity - -
-with generally accepted.accounting '
principles consistently applied.

On the other hand, there is a grow-
ing body of opinion that holds th'éit
our opinion-is not worlh a damn

Such captrons cau,se one to wonder wh y
any company, except under le"al com-
pulsion, would want to convert to GAAP,
at least not until after the current con-
troversy on objectives of financial re-
porting is resolved.

Conversion to GAAP is an expensrve
undertaking which cannot be justified
without some associated derivative and
meaningful value -t6 a compahy. The
circulation drafts of the Financial Ac-
counting Standards' Board on objectives
of financial statements have been describ-
ed as advancing asset and liability ac-

- counting with - present ‘value .. measure-

ment., If. GAAP, "as currently’ apphed

B
- with its *inherent revenue and:expense
ma&chmg principle, were to be abandon

i3
ed in favor of assel and lla lhty ac-

‘countmg, then. any compainy ‘which
“would now” ‘convert 10-GAAR might s Very
well have to convert subsequen!lﬁ rto

et
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Theorles of GAAP Conversnon
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some other accounting system inthe

near future: Prudence would dictste that -

a decision to, convert-should be delayed
if at all possible until a decisive position
is taken by the Standards Board on ob-
jectives of financial statements. As evi-
.denced by the potency of the contro-
versy itself on financial statement ob-
joctives, - can we really know in many
parts what it is to which we want to con-
vert? If we cannot, then we can have
only theories of conversion. Eventually,
we hope, the l'mancxa] Accounting Stan-
dards, Board, if it wants to survive, will
tell us what the obJectwes of financial
statements “are. When .it does this, and
does it correctly, we will no longer nced
conversion theories. - ‘

An important reason why GAAP is
criticized today is that many of its prin.
cipleé are inconsistent 'with economic
prmcrples Economxc principles are the
prmcrp]es _upon which” companies are
mana"ed Compames are not managed
on, GAAP principles. As a consequence
of this inconsistency, the financial state-
ments reported currently in compliance
with GAAP do not fairly present in
many important ways the financial per-
formances of companies. The statements
therefore .do not complelely meet the
needs of general investors and creditors
for makKing ' cconomic ‘decisions on the
companies. ‘Consider, some examples:

(1) GAAP forces recognition of loss
but defers profit recognition.

(2) So-called “goodwill” is written
‘down ‘when’ in many mslances its value
rs mcreasmﬂ' S - .

I

(3) Because GAAP in many parts
does not reﬁecl economic con51deral10ns.
-so-called purchase accounting also con-
ﬂrcts -with economic prmcrples

C(4) GAAP deferred taxes are deter-
mmed erhout recognition of the vilue
“of money Moreover, no attempt is miade
ﬂurr)cﬂi,(e;rl.lhejphase 1: mx to m'uch taxe\

1o~ Fevehué for life msurance compames
w2 wthdil .o [N

i 1(5) “GAAPR. wouId havc ue belreye
+that ﬂqncrhl/m\restors and creditors have

:uifferent: ob)ecm'es in “contracting” with
mulual compﬂn ics lhan lhey have in
“contracting™ with stock com’panies, and

Society Examinations Seminars
GEORGIA STATE UNIVERSITY
Seminars for Parts 2, 3, 4, 5, 7, and
9 of the Society Examinations will
be held between April 3 and Apnl

28, 1978. |

Complete  information can be ob-
‘tained from: Professor Robert W.
Batten, Department of - Insurance,
College of Business Administration,
Georgia State University, University
Plaza, Atlanta, GA 30303, Telephone:
(404) 658-2725,

- nomic ‘recessions .on assets;

) somewhere

therefore that the objectives for GAAP
financial statéments for mutual compa-
nies are different from the objectives for
GAAP financial statements for stock
companies.

(6) How would you ( like to put your
life savings in a bank one day, and re-
turning the next day, to be advised that
your account decreased 20%? In effect
that is exactly what GAAP does in de-
fining deferrable -acquisition costs by
application of the so-called “related-to-
and-directly-varying-with” rule.

(7) Every businessman knows intui-
tively, if not pragmatically, that some
events are cyclical in nature, and there-
fore must be provided for in his prod-
vet pricing. He also knows that if his
accounting establishes no reserves for
such cyclical events he wiil have roller
coaster carnings. In this regard, when
the Financial  Accounting Standards

‘Board prohibited so-called contingency

reserve accounting, GAAP was again
weakened. As an aside, according to the
Foundation for the Study of Cycles there
exists a statistically demonstrable 9-year
mortality cycle. Therefore, should not
mortality contingency reserve funds be
perm1tted" :

(8) In audltmfr life. insurance compa-
nies, an important.concern of auditors
is the very - critical’ long-term interest
rates- used 'in ca]culalmg reserves.- Audi-
tors, like -politicians .and-like. actuaries,
do not'seemingly give-a second.-thought
to the destructive consequences of leco-
and thus
the need to consider .such -in their ;valu-

ation. Cer!amly, there’s. a moral in this
bl -,‘ 5 ~l:

10 P

th these exunples you can under-
stand why thcre cxrs; drﬂ'erent t‘heorres
of conversion lo GAAP. "For what' is
conversion'to: GAAP ‘anyivay, other than

' rsm here betwedn ihe i

restatement of statutory earnings? And
when agreement among intelligent
people cannot be reached on each step
of the conversion process, is it any ‘won-
der that different theories extst" o

What does all this mean for the com-
pany intending to convert to GAAP in
the near future? It means that GAAP
earmngs do mot just happen. GAAP
earnings result from a large number of
decrsmns, many of them compromises,
by the many people necessarily involved
in implementing GAAP in any company.
These decisions (although they did not
for many companies already converted
to GAAP) must reflect. the understand-
ing by the Board of Directors of the
financial entity which it directs, express-
ed cither explicitly or through its chie!
spokesman, for example, the chairman,
or the chief executive officer, but cer-
tainly not the actuary or the accountant.
Financial statements should reflect the
financial management decisions, and
their consequences, which a Board of
Directors and a company make. This is
what is important to general investors
and creditors,

With this in mind, the decisions to be
made in implementing GAAP, or, if you
prefer the theories to'be adopted to the
extent permitted by the various audit
guides, should reflect that explicit un-
derstanding of the Board of Directors:
In practical terms, this understanding
translates to either advancmg or defer-
ring the recognition of earnings by de-
hberately determmmg the syslems and
assumptions used in converling -

GAAP. . . El

Letters
" (Continued -from page 7) ’

rates, dividend scales, policy reserves,
nonforfeiture benehits, etc. — companies
should give consideration to both fac-
tors, 'as well as to pessible changes in
mortality’ (and lapse) rates. Such treat-
ment would diminish;"if ‘not wipe out,
the need for adjustments today — with
respect either to the inonpar, companies’
,premrum rates and/or benefits, or the
puf‘ compames conti‘overslal “invest-
"rriénf—year met.hod Bf “apportioning di-
' vu]cnds. Thieré’ exids s a’ fc’leﬁr‘rile‘ parallel-
t vo vslems of op-

R 1 LR TV It ol

¥

cratu‘m

ey Mullalbonnd . Caldberg



