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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

e
R

mteresi‘.mnr “récounting ‘'of

(Continied on page G)

wcrc many,

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,

|I@A

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

I R

1 oo
((,ontngucdno Jrge 5)

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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SOCIAL SECURITY VICTORY?

President Carter has signed 'into law significant changes in the Social Security sys-
ter. Considering the possible alternatives the business community did. well, as the
joint committee accepted the costly proposals.

Without gelting into details, the following are the more important decisions:

1. The over-indexing of benefits provided under prior law was revised through a
method designed to offset inflation and stabilize replacement ratios.

2. Parity was maintained for both the taxable wage base and the tax rate. The
President’s original plan proposed removal of all limits on the taxable wage base
for employers while the Senate bill called for a much higher tax on employers
than on employees. '

3. Persons applying for dependents’ and survivors’ benefits in the future will have
their benefits oflset if they are also covered by any government pension not under
.OASDI.

4. The earnings test for retired. persons was liberalized but not eliminated.

5. The disability payment offsct when workmen’s compensation is also received was
continued; the Scnate bill would have eliminated it.

6. The use of general revenues during periods of high unemployment or for standby
loans was rejected. : :

Nonetheless, this apparent victory is damaging to the insurance industry and
leads to further encroachment of the federal government on the insurance business.
The taxable wage base applicable to employers and employees alike will rise above
$40,000 in the next 10 years with the maximum tax increasing to more than $3,000
per annum for both. This rapid growth in Social Security taxes will.lead to higher
Social Security bencfits which, acting through the design of integrated pension
plans, will in turn leave a smaller proportion of the business to the private sector.
The substantial level of benefits under the disability and suryvivorship provisions will
also reduce the portion provided by the private insurance market. o

When Social Security goes beyond the floor-of-protection’ level, it damages the
private sector and becomes part of the welfare program. The removal of billions
of dollars from the private sector damages business compelitiveness through increased
prices necded; to offset these higher costs without productivity gains and by giving
greater, impetus to inflationary trends. While the private pension system accumulates
funds for investment, Social Security acts as a transfer of income from workers to
retirees, thus reducing capital, formation.

. Because'the impact of the, rise in the taxable wage base ‘and of the increased tax

rates is gradual but unrelenting, increased pressiires to alléviate the burden will beé’

brought to bear on ‘the Congress. President Carler has already promised tax relief
and various Congressmen will bé proposing palliative legislation at the next session
of>Cangress. Most commonly mentioned, and probably least objectionable, is the
financing out of general revenues of the Medicare part of Social Security and perhaps
the Disability part. The problems associated with the Social Security system, as
well -as” with Railroad. Retirement, Civil Service Retirement, MilitaryRetirement,
Unemployment. Insurance, Workmen’s Compensation,'and local and state pension
programs, will increasingly demand the attention. of actuaries.in the next few years.
We should be prepared: : : . '.- e \
' ) Frederic Seltzer

s

Group insurance Programs—
Special Financing Arrangements

by Steve Carter

The increasing cost of providing medical
benefits for employees ‘is forcing many
group insurance policyholders to ex-
amine their group insurance programs
with an eye to possible cost savings. An
obvious consideration is to reducc the
level of benelits provided by increasing
plan deductibles and coinsurance and
this is what many smaller policyholders
are doing. Requests for medical plans
with a $200 or $300 deductible are be-
coming quite common. Indeed, from
strictly a financial point of view, it
seems reasonable to argue that if $100
deductible medical- plans were appropri-
ate in the late 1960’s, then $200 deduc-
tible plans should be appropriate today.

For the larger policyholders, a reduc-
tion of employee benefits is not normal-
ly a practical alternative because of com-
petition, negotiated benefits, etc. Such
policyholders appear more interested in
special financing arrangements which
will reduce state premium taxes and/or
allow them more use of reserve monies
normally held by an insurance company.
Since these arrangements affect- the
amount of investment income earned by
the insurance company, a-charge is often
made in the retention formula for this
loss -of income. '

Reductions 'ip Reserves.

A number of ﬁnan’cling arrangements
are being used by insurance companies
to make reserve monies  available to
policyholders. B

Detferred Premium Apl;rocu:h .

One of the most common is a deferred
premium approach under which the in-
surance company will agree to extend
the grace period from the traditional
31-day period to either 60 or 90 days.,
This, in ‘effect, gives the "policyholdér
the use of the reserve funds held by the ™
carrier. o S '

e e

(Continued on p-rlzge 3)
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monies held by the insurer is the retro-

soectwe nremlum arran"ement (retro)
which gives the insurer the right to bill
an acldlnonal amount of premium at
the end of the policy year if the plan
is in a deficit position. The amount of
the retro (for the amount of the mar-
gin for claim fluctuanon that is usual-

Tv included in group insurance rates)
] aviuucu 11 ui.l lll uiranve LaLvoy
may be unlimlted, or it may be equal

to the difference betweecn the rate in-
crease lhe insurance company requested
and that which the policyholder and/or
consultant felt was appropriate.

Letter of Credit

Some insurance carriers will accept
a letter of credit which is obtained by
a policyholder from a mutually accept-
able bank in lieu of health insurance
reserves. The letter of credit would be

nvnnuh:rl 0
€£X

as tn
Chuitu SU as ¢

aiue
0 Rive

right to draw funds from the bank up
to the maximum amount stipulaicd i

carrier the
a1 IcH i

the letter itself 'without any qualiﬁca-.

tions being placed on the carrier’s right
to do so. Normally there. would be a
side agreement or understanding with
the policyholder outlining the conditions

®

under which the insurer would call any ..

nf eredit

Cridi.

fnnr]: under lhn letter

cally, a letter of credit is for a one- year
period and the-carrier must take steps
to be sure it receives a new letter of
credit each year. Subject to State Insur-
ance' Department approval, the_letter of
credit could be considered as premiums
in course of collection on the insurance
company’s books.

Waiver of Group Life

Disabilitv Provision
21sanuily ro

vision

Another area where reserves can- be -

educed involves the waiver of premium
provision -in the group life insurance
plan. With respect to future claims, the
policyholder can be allowed to carry
disabled employees as active employees
by paying premiums for them. Under
this type of arrangement, the insurance

3

nnnnnnnnnnnn alar s

bUllllJully l.llu‘l. dClClL lhc VV(IIV'CI UL pu:'
mium provision from the contract, cer-
tificates, and booklets to protect itself
against the possibility of having to

“assume the liability for the disabled

employees in the event of termination

A decrease in"claim reserves may be
accomplished in some states by elimi-
nating extended maternity benefits which
are normally provided upon cancelldtion
of the policy. Upon termination, the new
carrier would ‘agree to pick up such
claims. :

Flexible Funding :

A relatively new financial arrange-

o - Q
ment which’ has beén used with largér
groups is Flexible Funding of Employee
Group Life Insurance. Under this ap-
proach premium payments- for each
month are the sum of claim charges dur-
ing the prior month plus a retention
charge. These pr nns would not ex-
ceed the amount cl1 would have been
paid under a cnnventmnallv insured
basis. Although it is still necessary to
fund the usual claim reserves, this ar-
rangement may improve the policyhold-
er’s cash flow situation.

State Premium Tax Savings

There are some arrangements which,
in addition to \mnrnvmn the em_nlnvpr s
cash flow s1tuauon will prowde substan-
tial state premium tax savings. The most
popular of these are Minimum Premium
Plans and Administrative Services Only
(ASO) Pians.

) I

'1vun1muxn rremxu.nl rxcxn

A Minimum Premium Plan is a plan
under which vittually all of the healin
caré benefits are paid dircelly from the
fn_n.rln so that these

S0 WigL wiesy

oroun noliecvholder’s
=} r ~

rou poeueynoiGer s

benefits become uninsured benefits and
are normally exempt from state 'pfemi-
um taxes. Hoivever, the insurance com-
pany continues to stand behind the entire
plan, including the uninsured portion,
and it gudrantees that bcneﬁts for losses
lnLurFEU \‘V“llb l.he pld.> i
be paid if the group policyholder {ails
for any reason to pay the benefits or
terminates the plan. Since the insurer
is responsible for this liability, reserves

are required for incurred but unreported

_and unpaid claims,

A Mihimum Premium Plan often in-
cludes a “stop loss” provision with the
stop loss limit typically being equal in

nis lll Cll&‘.‘LL \‘Vlll

;amount to what the conventionally in-
Smed premlum woulcl have been. That
is, soli 0

for health care benefits during a poliey
eaches this level tl'ng carrier

aeve:, i rri

PR, Ao

. ~1 ~
ofice ulC lJUllbyllUluCl s total

year reaches W
assume liability for any further clajms
in cxcess of this limit. These excess
claims would “enter into the experience
rating process and any deficits would
be carried forward into subsequent poli-
cy years.

Administrative Services Only

An  Administrative Services y
(ASO) Plan is one which requires the
policyholder to assume full liability for
payment of all health-care claims on a
self-insured basis. There is no contract
of insurance with respect to the benefits
placed under this arrangement, and the

luautunus collupdany wuulu dacl bUll,ly un
the capacity as Admlmstralor of the plan,

Under an ASO arrangement, the self-
insured- benefit payments would usually

l'\Pr‘nmn

aeeoine

gtate

sl

from

exemnt

exempt

nreminm
r

taxes, thus eliminaling that element of
cost. In addition, since lhere -is no con-
tract, of insurance and the i insurance car-
rier has no liability for payment of bene-
fits, reserves {or incurred but unrepmted
and unpaid claims woulcl not.be requir-
¢d.

In connection. with ASO plans it is
quite common, to. be requested to pro-

vide a separate aggregate stop loss con-
‘of 125%. or: mn%

tract nF ovnnnhzr]
race Xpe

level.

This contract is. usually totally
pooled. .

Smce both Mlmmum Premium Plans
and ASO Plans.involve scli-insurance,
they are not normally used [or life and
AD&D coveraggs because of unfavorable
federal income:tax consequences to the
beneficjaries. Sometimes weekly acmdtnt
and sickness benefits are not inciuded
because ‘of uncextamty as to;:the need

far withhaldine tax l'rfnn the
jor wilnnoiding iax irom lne

selfinsured benefit payments and be-
cause of reporting requirements.

income
1NCoIine

Spht Fundmg o l

One major group insurance, company
has introduced a hybrid ‘Minimum Pre-
mium. Plan called Split Funding. Under,
this approach the policyholder agrees

nl]\'n {or any run
118118 107 any run-

ially respon

o Ule llllﬂllCIﬂlly l\:ﬂ
out claims after termination of the con-
tract; but the éarrier guarantecs to the
insireds that if the pollcyholder does
not pay the run:out clainis then the:car-

(Continued on page 5)
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| Actuarial Meetings

Jan. 12, Baltimore-Actuaries Club
Jan. 17, Chicago Actuarial Club
Jan. 18, Seattle Actuarial -Club’
Feb. 9, Baltimore Actuarics Club
Feb. 15, Seattle Actuarial Club
Feb 21, Chxcar*o Actuarial Club

HEALTH INSURANCE SPECIALTY

MEETING REQUEST FOR PAPERS

o by Robert E. Hunstad

You are mvned to \\rlte a paper for
publication in the Transactions. Papers
on health insurance are specifically
sou“ht to enhance thé program for a

1979 special ‘topic meetm" of the Society

of Actuarles '

+ Past specxalty meetm"s, co-sponsored
by the Program Committee and the
Committee on Conlinuing Education
and Research, have provided educational
opportunities for: our members. Another

purpose of the Socie'ty 8 continuing edu-

cation eﬂort is to encourage the

opment’ of actuarial ‘literature. This spe-
cial call, madé-by the ‘Committee on
Health and Group, is to encourage your

de\ rel-

individual contribut'on to our literature.

~ The final program for the 1979 specia!

meelm'T on health insurance will

termmcd in lar"e part by the subjects
tovered in papers submltted in response
to ths ca]l 'loplcs are hmlted to health
insurance, bit céuld cover any s_ecific

bz de-

subject within lhat "eneral cate“orv

’ Procedures for submlttlnfr papers are
outlined on pages 13 and 14- of the Year

Book. To assurc that papers are

able for the meeting, deadlines have heen
establxshed Potential authors are asked
to submit an outline of their proposed

paper to the Executive Dlrector by

1, 1978. Informauon received by this
date will be used in the initial program
planning. Completed papers m: 13t be

avail-

y July

submitted no later than' September 15.
1978, to permit adequate time for re-

view, editing, printing and distiibution
prlor to lhe meeting. Submission of
mianuscripts and outlmes in" advance of

these deadlmes would help the’ review’
process of the ‘Committe:: on Papcrs

Adamonal mformallon mav he. ob

tamed from Stephen T. Carter,

Chair-

man Commlttec on [lealth and Croup

JOINT LIFE ANNUITY FORMULATIONS
by Samuel H. Cox
An appendix to Harold Cherry’s article, “The 1971 Individual Mortality Table”

(TXA XXI11, 1972, p. 475), contains a FORTRAN program which.produces annual

payment, joint life immediate annuity rates. The program has been modified by the
author to compute other types of two life annuities including those designated
“qualified joint and survivor annuities” in the Employee Retirement Income Securi-
ty Act of 1974. The modified program is also capable of determining rates based on
modes of payment other than annual. Copies of the modified program are available
from the author.

The major modifications allow for frequency of payment other than annual,
computation of single life in addition to joint rates and for other than straight joint
life annuity forms. In .allowing for frequency of payment other than annual, the
problems reported in The Actuary by Hermann Edelstein (January 1977) and Dave
Becker, Imen Bojrab and Lee Buchele (April 1977) were avoided by using the type
of approximation suggested by John A. Mereu (also in The Actuary, April 1977).
Mr. Mereu suggésted using the uniform distribution of deaths (UDD) hypothesis

e (M : : : . e
for evaluating 4, ; applied to immediate and continuous annuities this gives,
' x: ] |
respectively,

m __ Ld K K m) d
Q,%:m~ [,(Mdfm) fl’ac.:"l+ (m) ¢(m) ( E)

i, @ _=Adog L 8-d (1= EFE,.
and.. a’x:ﬂ_&-g,. a’%:ﬂ"'T&—‘ G %E’L/.

This approximation amounts to :assumi'ng that o + i-,)o/x, is a linear

function of 1 (O S Y7 _<_ 1) for integral values of k and x. The aléorithm

m,
uses the same method to approximate ()J ) . That is, }{/ + 4 P/LH

is assumed to be a linear function of t. This results in the following app_roximations:

(,\/(mq :_“‘/dl_— + (l—
oy Lmam Cryw o VU Ey

- vd -
CuymT $L eyt _{TOL—(

If the interest only functions are evaluated with i =0, then the more common
approximation result:

“aFry)

aJ‘"";’

Y] %Exy)
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(Continued on page 5Y
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Joint Life Annuity Formulations
(Continued /rom page 4)

Mr. Edelstein and Mr. Becker et al report that approxlmallons of this latter
type lead to anomalles like

(1) L. 0a), ‘
Yom 2 m
and (m) ()
IR ol
at high interest rates and low issue ages. The first “inequality” is equivalent to the
o (m) co(m)  ..(m) .--('m,)
second ‘because v ———= s identical to aJ% + @ Ml .— m%:m_ :

Ml

After substituting this expression in the second inequality and rearranging terms,
one obtains the first. As Mr. Becker, et al, conjecture, the anomalies occur when p,
is close to one and i is high. Mr.-Mereu proves this, at least for the case of continu-
‘ous payments. The case of payments m times per year is similar. For example, the

(m)

comimon apploxxmallon will lead to the absurdity O _-

- \ Y, _]

5 J,m(z+b)(d,/j,(m)‘(m‘/>/i'm?)/(%+’)

m,
OJ()

11

exactly

. when

(Continued on page 6)

"LETTERS

Theory of Interest
Sir:
Your readers might find the following problem entertaining:
Prove using the theory of interest techniques the following inequality:.

<%+I)n+l
ml

For TU

an interger e n <

= Yz

then the present value of an n year continuously increasing annuity paxd contmuously

The solutlon is to show thnt if the force of mterest at time t is

is m - In (’)‘L/"") and the ;I)rcsel“nt value of an n yeat annuity paid continu-

) , (n+i
ously where payments in the t tll.« year total $ t is [ )
And since the former is less than- the latter; the solution follows :

Ralph Garfield
(Continied on - page- 7} - °

@

To Be Continved: :.... .5
(Continued from pdge '3)

rier will. The insurance certificates must
be changed to-incorporate this type of
wording. No reserves -are required of
the policyholder by the.insurance car-
rier, It remains to be seen as to how
popular this approach will bécome.

The Future . ; Do

The demand by pohcyholders <for
some type of special financing arrange-
ment is conl'm‘uing,. and we may well
expect that in a few years a substantial
-portion of. group medical busmess will
be on this basis." o -

Group insurance has become a, larfre
and complex 1ndushy with a mynad of
new and sometimes compllcated finan-
cial terms. Undoubtedly in the future
many more ﬁnancxal arranﬂements will
cmerge. O

International Congress
(Conlmue(l /rom pagc 1) R
are five general subjects on whlch papcrs
by 1nd1v1duals are requested: . ... ...
(1) Generalized models of insurance
business (Life and/or Non-Life),
(2) Testing hypotheses by statistical
investigations (Life and/or Non-Life),
(3) Stausncal bases and experience un-
der Disability, Sickness and, Accident
insurance, (4) Estlmatln" the. value of
insurance companies: and insurance port—
folios, (5) Interrelallonshxps betneen
demographic and economic developmcnl
and social security (including "occupa-
tional and private insurance).

Detailed descriptions of the above
topics will be sent out to members of
the International- Actuarlal Assocxatlon
early in 1978. S

Papers may be submlltcd any tlme up
until January 31, 1979, to_the -appropri-
ate National Correspondent Lawrence
Coward in. Canada and John Wooddy
in the United States. 1f the paper is to
be submitted aftcr Scplembel 30, 1976,
(but by January 31, 1979), the author,
or authors should nollfy the appropriate,
National Correspondcnt of the title. of-
the paper prior to Seplember 30, 1978..
Papéers may be submllted in Eng]nh,
French German,’ Spamsh or Italian;

Attendance at the Con"ress will b,

limitéd to 1,000 members from “outside
Switzerland. O
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About VLI other of TLIIMD’s strengths, for it offers

an interesting viewpoint as Lo how VLI
may fit in context, {rom the standpoint
of not only the industry but also the
public. : -

The dilemma, as stated in the first
chapter of the report, is that there are
sertous doubts as to the future of per-
manent life insurance in general and

(Continuyed from page 1)

_search Corporation, can be found in
“The Life Insurance Industry’s Market-
ing Dilemma.” Most probably, only the
forewarned would guess that a ‘report

so titled would be about VLI. This is an-

Joint Life Annuity Formulations |

(Continued from page 5)

For monthly payments and i =.05, for example, we can expect distorted values of
joint and last survivor annuities with 12 payments certain if the issue ages x and y

fot F
4 I’l

the 1971 Individual Annu1ty Morlallty table for ages as high as x = y = 65. More-
over, the right hand iside ‘of the inequality is a decreasmnr functlon of i; so we can
expect-more distortions at higher values of i. Mr. Mereu indicates that these anom-
alies can be avoided by using the uniform distribution of dealhs assumption, This
is easy to prove. Starting with the approximation”

(ra, L. ,(,d_, “ (m)_
%y:’m b‘m)d}"”") % 3 ") (m) df'“’)

and successively using

are such that P”LH B /O%y exceeds 0999628 This occurs in

(1 -m,twgz

a’ch:lm fpy"ﬁ %E%y _——l %E%%

a;nd

P

v
we obtain .

o,m’) : '< L

GuY) '~
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g g S ey s
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%UE} .. -IL'm)“ d/f(frry) Lcm) OL(%) v %y.
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%H T jaﬁ ) 3/
' _(,m,) / ' 'y ”'(rm) ’h/. m}u)”_ -('m)"
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Therefore hke Mr* Mereu s suggestlon, the lmearntv of _/b/ + :CP%,j

produces values which never fead to 'the anomalies reported earlier in The Aotuary. D '

non-par permanent life insurance in
particular, while the industry continues

. to lose its share of the savings dollar.

At the same time, agents’ earnings have

- flattened out and now barely keep pace

with inflation.. And policyowners con-
tinue to have problems of underinsur-
ance and keeping the coverage they have
current with inflation. I would agree
that this is a rational summary of to-
day’s situation; the real question is
whether (as this report suggests) VLI
does indeed offer a solution to the in-
dustry and policyowners alike.

With this thesis established, the next
two chapters of TLIIMD concisely and
(for the most part) accurately sum-
marize the regulatory scene, past, pres-
ent, and future outlook. My one reserva-
tion is that the SEC’s final rules are
characterized as “a qualified victory”

Afor the mutual fund industry. This is

akin to saying Muhammed Ali’s"bloody

" Manila knockout of Joe Frazier was “a

qualified victory” for Ali because his
opponent remained alive. It is also in-
terestinrr to see Mr. Johns state that
“most Lnowled"e'lble observers” believe
the eventual outcome of VLI tax treat-
ment at the company level is an ap-
proach under which there would be
“virtual tax neutrality between variable
and fixed policies.” I would agree (thus
making me a knowledgeable observer)
but legislation is almost certainly in-
volved if this goal is to be truly reached.
It is with sadness that I note a history
like this can (properly, in context) de-
scribe what happened without ever men-
tioning the people who made it happen.
Thus, there is no mention at all of
Charlie Sternhell and John Fraser, and
only an inconsequential reference later
in the report to Harry Walker.

The next chapter describes Equitable’s

VLI product, markets and experience up

to -the mid-1977 date when the report
was published. The material describing
the product itself .and how. it works is
generally ‘clear, The only portion where
the reader may run into trouble because
of tangled language'is the section "de-
scribing the mechamcs of hou the death
benefit changes This section is quoted

verbatlm from the prospectus

There are two mterestm" observahons
¢ in this chapter: (a) that, w1th gross in-
vestment returns of 8% or less (as illus-

(Continued on ﬁage kol
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. trated in the prospectus), it tal\°s many
" years for the death benefit to "catch up
with that under a fixed policy bought for
the same premium, and (b) the same
(40% first year, somewhat spread) com-
mission scale Equitable uses for VLI is
also used for an important range of their
fixed products. As stated. later’ on, few
other companies may have the advantage
of having their agents already accustom-
ed to this paitern, This chapter also in-
cludes a discussion of Equitable’s pricing
assumptions and surplus objectives for

their VLI product.

The next chapter, “Some Inside
Views,” chronicles the results of an in-
tensive series of interviews on the out-
look for VLI which Mr. Johns conducted
with a wide range of industry people,
including many actuaries. With only a
few exceptions, the atmosphere presented
here is gloomy indeed: regulatory prob-
lems, commission restrictions, unfavor-
able common steck performance and
outlook, the high cost of developmnr the
product, etc. Either this is a ‘realistic
ascessment, or Mr. Johns has uncovered
a great number of people w1th little fore-
sxrrhl We shall see. )

Tn the final chapter, “An Outsnde

View,” Mr. Johns and Argus prescnt
iheir rather optimistic thou"hts as to
the future of VLI. The most interesting
section deals with VLI's appeal to buyers,
It is keyed to a number of tables com-
paring results under VLI with those
under alternative products, assuming
gross investment yields of 9% and
13%. The former figure reflects the
9.3% result obtained by Fishér ‘and
Lorie in their well publicized study of
common stock perfcrma'nce over the
period 1926-65. The 13% is the Argus
outlook for ihé future, assuming - that
inflation continues at about a 5% annual
rate and that- (as they contend) the
market will adjust to inflation over the
long term. These assumptlons S&P
price/earnings ratios and dividend pay:
out figures, some more dssumptions, and
some analysis are then stirred into the
pot and 13% comes out. I leave it to
others to )ud"e where this falls on the
scale ‘that rung between brilliant eco-
nomic analysns on one end and the sat-
isfying sound of a"well-thrown - hatpin
hitting its intended target on the sther’
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All of the tables include figures for
Equitable’s- policy- and a - hypothetical
non-par VLI policy of the New York
Life design. Proponents of the Equit-
able design may be unhappy ‘that while
the tables document_that- design’s prac-
tical disadvantage from the standpaint
of death beneﬁts (e.g., lower than those,
under the New York Life design for 37
or 38 years at issue age:30, undc; the
assumptions used here), its cash value
advantage is mentioned but never illus-
trated. In any event, the tables. show
both VLI policies outperform'n“ (a)' &
“major mutual company’s par fixed
benefit policy using the paid-up addition
dividend option and (b) a non-par fixed
pohcy with premium differencés invest’
ed in a no- load mutual fund

" The report cautions that under condl-
tions which produce 9% % or 13% stock
market performance, the participating
fixed l)OlIC)’ s dividends could wel} turn
out to be higher than currently illus-
trated. | would.add that the par policy
chosen seems to be a relativcly high pre-
mium one, and that anyhow, in this kind
of analysis, it WJll be roundly outper-
formed by the type of par policy many
companies seem to be devcloping no\\r'—-
one with lower premiums, low cash value
buildup and high dividends translating
into' very large amounts of pald -up add?
tions on the 31/2% or 4% reserve bases
used for these policies.

In the final tables, the Equitable pOlle
(at all durntlons) and the New York
Life design policy (at later ‘durations)
fun aground from &' death ‘bénefit Stand-
point vs. a buy term.and: invest the dif-
ference in a noload mutual fund
scheme. A sophxsncated and cofnimend-
able approach is used to evaluate the
after-tax results under the fund but a
“low cost” pir term policy, most prob
ably more e'(pensxve than many non-par
term policies, is used..It is pointed. out
that- the low tax bracket, -assumption
(30%), favors. the term/fund approach.
I;wish the -report: showed cash. values
as well as death benefits; there, figures
mxght well have made VLI look better

In any event Mr Johns and Arvus
conclude that VLI .can appeal. to, the
public, tp agents and;to companies as a
solution to the aforementioned. dilemma.
There is, of course, the old story, about
the cbmpany that developed from -in-
novative ‘scientific ‘principles the- ‘perfect,

.most nutrmous donr food ouly" to ‘Jose

e
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a bundle after building new productlon

facilities when it discovered that the
dogs didn’t like it. Maybe our analytical
efforts should start from the (discourag-
ing) fgures as to trends in individual
investor parlicipation in the stock mar-
ket. But let’s also remember that it’s
casy to be. bearish about products that
will cost us 4 lot if " we develop them and
they don’t sell Qur mma"ements won’t
give us too many chances to do that sorl
of thing, s6 why should we take chances
in.the first place? For example, many
of the arguments I have heard against
the adjustable life concept are similar
in nature to those against VLI. If we-end
up turning down _all these options, we
will surely be in bad shape 10 or 20
years from noiv!

Se, really, you should read “The Life
Insurance Industry’s Marketing Dilem-
" Proceed as quickly as you can to
l)o1row a copy from a friend of yours
who has it. Be sure fo do this before
you buy it yourself. It cosis $95. []

Letters Lo

(Contmucd from pagc 5y
Par vs. Non-Pcu-

ir: ‘ .
A-few actuaries are :advocating -that
stock companies — in light of.the in-
flationary interest rates being cxpericne-
ed currently ~— should adjust premiums

and/or benelits ‘in order 'to maintain
equity among their various classes of
policyholders.

It is s:ffmﬁcant that these advocates
refer to the current inllationary interest
rates, but fail to refer simultancously to
the current infllationary expense rates;
possibly because the latter, as compared
with the former, convey a negative con-
notation. We didn’t need the cconomists
to remind us — we've.learned- this the
hard. way — that inflation means in-
creases in both mtercst rates and expense
rates; that. accelerated rates of inflation
mean both accelerated interest rates and
accelerated expense ratés! They go hand-
ln-hand .

Lhave: taken. tlle posmon con51stently
thab —. in:the computatlon of. premlum

(Contmued on, page 8)
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1 ,r. kS
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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:
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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-
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