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Re Risk Based Capital Calculations for Mortgages  
 

Dear Mr. Barlow, 

 
The American Council of Life Insurers (ACLI) is recommending three changes to the Risk 
Based Capital calculation for mortgage loans calculated on LR003 and LR004 for Life 
companies on behalf of our member companies.    The ACLI represents three hundred fifty-
three (353) member companies operating in the United States, of which three hundred forty-
five (345) are legal reserve life insurance companies, and eight (8) are fraternal benefit 
societies.  These 353 member companies account for 93 percent of total assets, 93 percent of 
the life insurance premiums, and 94 percent of annuity considerations in the United States.  
ACLI members hold 94% of the commercial mortgages and virtually 100% of the 
agricultural loans held by the US life insurance companies.   
 
In March, 2007 the CADTF received a presentation on the problems with the current RBC 
calculations.  The shortcomings identified have surfaced in the past few years, and it should 
be noted could not have been reasonably anticipated at the time RBC was first implemented.  
Here are the key shortcomings identified: 

1. The Mortgage Experience Adjustment Factor (MEAF) was introduced into the RBC 
formula to adjust for the estimated quality of each company’s commercial and 
agricultural loan portfolio by comparing each company to the industry average.  The 
MEAF is not accomplishing that intended goal in today’s environment of negligible 
problem loan activity. 

2. Very small increases (and in some cases decreases) in company default ratios have 
resulted in significant RBC increases. 

3. The theory underlying MEAF may be true when the number of defaults is statistically 
significant, but it does not work well when the number of defaults approaches zero.  
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CADTF referred this issue to the Life RBC Working Group and it is included in the Working 
Group’s 2008 working agenda.  In an effort to assist the Working Group,  ACLI has 
identified three areas where the RBC calculations could be improved to mitigate the 
shortcomings of the measurements and to provide regulators with a better measurement of 
appropriate capital.  The ACLI recommends the following changes to the RBC calculations 
relating to Mortgages: 

1. The Mortgage Experience Adjustment Factor should be modified when industry 
experience is significantly better than the long term average experience for 
commercial mortgages.  

2. In determining both company and industry experience, restructured loans should be 
considered in the loss ratio calculation only at the time the restructure terms are 
executed. 

3. The minimum RBC factor applied to loans operating under a restructured agreement 
should be reduced. 

 
Attached is a more detailed description of the issues and proposed improvements to the RBC 
calculations.  Also attached is a marked-up copy of the RBC instructions showing the 
changes needed to implement these recommendations.   
 
We look forward to discussing this issue with the Working Group in the near future and are 
prepared to answer any questions. 
 
 

 
 
cc Dan Swanson, NAIC 
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Mortgage Experience Adjustment Factor (MEAF) 
Issues and Recommended Solution 

July 25, 2008 
 
 
 
Business Issue 

• The Mortgage Experience Adjustment Factor (MEAF) was introduced into the Risk Based 
Capital (RBC) formula in order to adjust RBC requirements for life insurance companies by 
benchmarking the commercial loan performance of a company relative to  an industry 
average performance.  While MEAF represented an important response to the high level of 
commercial loan defaults experienced by industry  in the late 1980’s and early 1990’s,  
subsequent commercial mortgage loan performance  has brought into serious question 
whether the MEAF as currently practiced appropriately reflects the risks associated with a life 
company’s commercial real estate loan portfolio. In the current environment, negligible 
increases in commercial mortgage default rates have resulted in significant RBC increases.    
This calls into question whether regulators are getting an appropriate picture of the financial 
condition of companies.   

• These results have caused some life insurance companies to make loan level decisions based 
on RBC considerations rather than on optimal business decision for the individual loan. This 
distortion has caused some life companies to take actions to dispose of delinquent mortgages 
rather than work out a more profitable outcome.  The paragraphs that follow will provide 
broader context and background for this business issue as well as a solution that takes into 
consideration historic and recent life company commercial mortgage performance data.    

   
 
Background/Definition of MEAF 

• Risk Based Capital (RBC) is designed to help regulators identify weakly capitalized 
companies by determining a baseline level of capital that a company should be holding based 
on its profile.  Part of that profile is the potential losses resulting from defaults on assets.   

• Factors were developed to estimate the capital required based on potential losses for 
commercial mortgages, applied to each “status” of a commercial mortgage (in good standing, 
restructured, delinquent, in process of foreclosure and foreclosed).  The baseline RBC factors 
for mortgages were developed in 1990 without the benefit of a complete statistical study.  A 
subsequent study showed “in good standing” factors were higher than necessary, and the 
NAIC did reduce the factors somewhat in response.   

• Commercial mortgages (along with agricultural loans) are not publicly rated as an asset class.  
Since each commercial mortgage and agricultural loan does present differing levels of risk, 
the NAIC needed to develop risk factors to be applied to commercial mortgages to estimate 
appropriate values for the  RBC for different companies.  In order to accommodate the lack of 
any consistent rating of commercial mortgage portfolios across companies, the NAIC 
implemented the Mortgage Experience Adjustment Factor (MEAF) in the early 1990’s in 
order to approximate the quality of a company’s commercial mortgage portfolio.  The theory 
is that comparing a company’s default experience to the average default experience of all 
reporting life insurance companies (“the industry”) gives an indicator of the quality of the 
company’s underlying portfolio relative to the industry.   

• The ratio of the company’s experience to the industry’s experience is applied to the 
company’s entire “in good standing” portfolio (with a floor of one-half and ceiling of 3.5 
times) to adjust the standard RBC factor of 2.6%.  This results in an RBC factor that varies 
from 1.30% to as high as 9.10%.   
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Current Issue 

• Spurred by the recent volatility of RBC caused by the MEAF calculations,  the ACLI 
Actuarial Committee established a subgroup to investigate problems with the RBC 
application to commercial mortgages and to recommend solutions.  The ACLI has identified 
3 key issues with the current calculations of RBC for commercial mortgages: 

o The volatility of RBC currently being experienced by companies resulting from the 
near zero mortgage default experience of the industry,  

o The treatment of restructured loans in the default experience calculation, and 
o The high RBC factor applied to all mortgages that are categorized as restructured.  

 
Volatility 
• The MEAF is a calculated ratio of a company’s mortgage portfolio default and restructure 

experience to the NAIC’s reported experience over a rolling eight quarter period.  During the 
past few years, the industry experience has been so low that the denominator of the ratio is 
approaching zero.  As of 12/31/07, based on a survey covering 80% of the industry’s  
commercial mortgage loan portfolio, out of $244.5 billion in loans, there were: 

o $19 million of loans delinquent or in process of foreclosure,  
o $3.5 million foreclosed on during the year, and  
o $79 million of performing restructured loans.   

Out of $17.1 billion of agricultural loans (98% of industry) there were: 
o $26.2 million delinquent or in process of foreclosure,  
o $321,000 foreclosed on in 2007, and  
o $10.5 million of performing restructured loans.   

These low levels lead to a very volatile situation in which a company with default experience 
very close to zero can be required to hold capital at multiples of the standard RBC factor.  In 
addition, a small change in company experience can produce wide fluctuations in year to year 
capital requirements.   The theory underlying MEAF may work appropriately when the 
number of defaults is statistically significant, but does not work well when the number of 
defaults approaches zero.  At these levels, differences in company experience are likely due 
to statistical fluctuations and are not a reliable indicator of an underlying pattern of quality. 

• The following chart compares peak commercial mortgage delinquencies (includes loan in 
process of foreclosure), restructured and foreclosed percentages  to average rates over the 
past 20 years as well as current rates based on data compiled by ACLI.  It is very clear that 
RBC and MEAF were developed and implemented in a completely different environment. 

 
 12/31/1990 Peak  20 Year Average 12/31/2007 
Restructured 2.92% 9.58% 3.44% 0.03% 
Delinquent 3.62% 7.53% 1.79% 0.01% 
Foreclosed 1.42% 3.00% 0.92% 0.0005% 

 
• Several companies have experienced this volatility of capital requirements over the past 

several of years.  Attached in Addendum I are several examples of companies that have been 
impacted by this volatility.  

• In order to manage this volatility as well as the impact to the company’s RBC, company’s 
have actively managed their mortgage portfolios, often selling mortgages that gave any hint 
of potential problems.  The mortgages that are sold are frequently packaged into 
Collateralized Mortgage Backed Securities (CMBS), which have also shown extremely low 
default rates.   
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Normalized Loss Ratio calculation 
• When determining a  default loss ratio for both the company and the industry, any loan that 

has been restructured is assessed a particular loss weight.  However, rather than making that 
charge only at the time the loan is restructured, that charge continues for as long as the loan is 
operating under the restructured terms.  When measuring default loss, the act of restructuring 
a loan is a better indicator of loss than viewing all loans that have been restructured at some 
time in the past.  The current treatment of restructured loans in the RBC calculation is 
inconsistent with the treatment of foreclosed loans, which are measured  only during the 
period when the foreclosure occurs.     

 
RBC Factor for Restructured Loans 
• In addition to the RBC derived from the loan portfolio in general, restructured loans are 

assessed at a rate that is nearly 350% of the base factor for ‘in-good-standing’ loans.  There is 
no statistical basis to support that restructured loans produce future losses at a rate 3.5 times 
the ‘in good standing’ loans.  This rate puts these loans in the category of an NAIC 4 bond, 
yet these assets do not exhibit nearly as high a level of risk.   

• An ACLI survey of life insurers regarding commercial loan experience reported only 1 
foreclosure of a restructured loan during the past 4 years.   
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Proposed Solutions 
 

Volatility 
• The ACLI proposes that the standard RBC factor for mortgages in good standing continue 

unchanged, but that the calculation of MEAF be modified by setting the industry’s factor 
(used in the denominator) at a constant value of .075% during times when the industry’s 
experience factor falls below .075%.   

• This floor was arrived at by looking at industry experience over the past 20 years, covering 
the most severe real estate recession and default experience recorded by the ACLI, and 
identifying values where the industry experience is significantly better than the long term 
average.    

• The following hypothetical rate of mortgage experience would produce a .075% MEAF.  
These hypothetical rates are less than 1/2 the 20-year industry average (see above chart): 

Average Rate of Restructures   1.75% 
Average Rate of Delinquencies   .875% 
Average Rate of In Process of Foreclosure .325% 

• The impact of a floor value will be a significant reduction in the volatility that has been 
experienced by companies.  Companies with Loss Ratios less than .0375 would have no 
volatility in their RBC unless the experience deteriorated to a Loss Ratio greater than 
0.0375%..  In the examples shown at the end of this paper, where the RBC was impacted 
solely by the change in classification of the single loan, the RBC impact under this proposal 
would be stable and significantly lower, as shown in the chart.   

• In addition, the RBC factors for many companies will be reduced from current levels, 
reflecting the fact that both the company and the industry are in a historically low risk 
environment.  Any company whose loss ratio is above .075% would continue to have a 
MEAF greater than 1.  Any company with a loss ratio below .0375% would have a MEAF of 
50%, resulting in a RBC factor of 1.30%.  The loss expected when the Loss Ratio is 0.0375% 
is comparable to the default experience of an A rated bond, which is assessed a lower RBC 
factor.  Given the actual loss experience over the past 7 or 8 years, this level of RBC 
requirement is appropriate.   
 

Treatment of Restructured Loans when Determining Normalized Loss Ratios 
• ACLI recommends that restructured loans impact the calculation of the normalized loss ratio 

in the calendar quarter that the restructure is executed and not during the entire duration of 
the restructure agreement.  For determining the loss ratio, the act of restructuring is a more 
appropriate indicator of a potential loss than the ongoing status as operating under 
restructured terms.  It often makes economic sense for companies to modify the terms of a 
loan (i.e. lower the note rate or pay rate) for a period of time into the future rather than initiate 
a foreclosure, and RBC should not discourage actions which provide the greater economic 
benefit that ultimately benefits the consumer.   

 
RBC factor for Restructured Loans 
• The RBC calculation assesses a factor of the greater of 9% or {2.60% X MEAF plus 2.00%) 

for loans operating under restructured terms.   This factor presumes that restructured loans on 
average require 3.5 times the capital of an average ‘in good standing’ loan based on the 
baseline 2.6% factor that applies to ‘in good standing’ loans.  There are no statistics to 
support this higher factor.  ACLI recommends that the 9.00% factor be changed to 5.20%. 
which is double the base factor for ‘in good standing’ loans.  An ACLI survey of life 
insurance companies has shown only 1 foreclosure of a previously restructured loan in the 
past 4 years.  While one foreclosure is not statistically significant to establish a pattern or 
trend of defaults, it also indicates very favorable experience in the recent past.    
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Conclusion/Summary 
 

1. The RBC volatility issue experienced by companies over the past several years should be 
addressed by a simple modification to the RBC process, implementing a floor factor of .075% 
for the industry ratio whenever industry experience is below that value. 

2. Restructured loans should impact the calculated loss ratio one time when they are 
restructured, not continuously, and  

3. The RBC assessed to restructured loans should reduce the floor of 9.00% to 5.20%,.   
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Addendum I 
 
 
Summary  
 
The following chart summarizes the RBC impact for three companies described in more 
detail on the following pages.  It can be clearly seen that RBC changed by amount that are 2 
to nearly 5 times the face value of the loan which experienced a problem.  It does not seem 
logical that a problem loan could require capital that is multiples of the value of the loan.    
The last column shows what the impact to RBC would have been if the ACLI proposal were 
in effect at the time of the event.  In all cases, it can be seen that the impact on capital is 
proportional to the asset event.   
 
 
Company Size of loan RBC impact RBC impact under 

ACLI proposal 
LMN 2.3 M 8 M 500K 
ABC 16.2M 77M 600K 
NOP 10.8M 23M 2M 
 
 
This highlights the issue that MEAF was developed when the number of defaults were at a 
more statistically significant level.  The above impacts occurred as the result of a single asset 
event.  Single events are not statistically significant, and should not be used to judge a trend 
of quality.   
 
 
In addition, there are descriptions of  two companies whose Company experience improved 
significantly, but whose MEAF increased due to the even more dramatic improvement of the 
Industry.  If the above proposal had been in effect, the MEAF would have been at 50% for 
each year, for a company whose Normalized Loss Ratio was .005% and .003% for the two 
RBC calculations. 
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Story # 1:  Impact of One Mortgage Loan Default on the RBC Results for LMN Life 
 
The LMN Life Insurance Company (LMN Life) has Statutory Assets of nearly $2 billion.  
Approximately 12% of the Company’s invested assets are in well secured mortgages loans.  
In October, 2005 the Company experienced a default on a $2.3 million loan.  This was the 
first default in the mortgage portfolio in more than 10 years. 
 
The Company had been following this mortgage for some time and knew in advance that a 
default was a very real possibility.   However, the mortgage was backed by both the actual 
property involved and a long term lease on the property.  The Company knew they would 
experience a significant loss if they sold the mortgage and decided the best course of action 
was to hold the mortgage.  At the time of default, the loan balance was $2,330,000.  The 
Company took ownership of the property and marked it down to $1,400,000, a $930,000 
loss.  The following year the property was sold for $1,700,000, a recovery of $300,000.  In 
addition, the Company received stock in the reorganized company when it emerged from 
bankruptcy as partial reimbursement for lost lease payments.  In 2007 this stock was sold for 
$616,000.  The total loss to the Company (including expenses associated with the sale of the 
property) was only $44,000.  The final outcome was a 98% recovery.  It was clearly in the 
Company’s best interest to hold the loan into default and “work it out”. 
 
This single default had a significant impact on the Risk Based Capital requirement for the 
Company.  The mortgage component of the C1 calculation increased by $3 million in  2005, 
by an additional $5 million in 2006, for a total increase of $8 million resulting from negative 
experience on a $2.3 million loan.   
 
It should be noted that after foreclosure and subsequent activity,  the Company lost only 
$44,000 on the loan of $2.3 million and all other loans continue to be in good standing. 
 
If the ACLI proposal had been in place at the time, the company’s MEAF factor would have 
been unaffected, and the impact on RBC would have been the application of the 23% factor 
on foreclosed loans or an increase of about $500,000.   
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Story #2: 
 
For our example of the RBC impact, you can note that we had $16.2 million of foreclosed 
loans in the fourth quarter of 2005, 2006 and the first three quarters of 2007 collectively.  We 
have not lost, and do not expect to lose, any principal on these foreclosed mortgages.  We ran 
our 12/31/07 RBC calculation both with and without the $16.2 million of foreclosures, and 
found that the increase in required at the Company Action Level was $77 million. 
 
If the ACLI proposal had been in place at the time, the company’s MEAF factor would have 
been unaffected, and the impact on RBC would have been the application of the 5.2% 
(proposed) factor on restructured loans or an increase of $640,000 rather than $77 million. 
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Story #3: 
 
Our specific item pertains to NOP Life.  In 3rd quarter 2004, the company foreclosed on a 
mortgage of about $10.8 million, out of a mortgage portfolio of just under $500 million.  
Upon disposition of the foreclosed real estate, the company received full value of the 
mortgage. 
  
This caused the 2004 MEAF to increase above 200%, and the 2005 MEAF was at the 
maximum 300%.  This increased the 2005 RBC by about $23 million 
 
If the ACLI proposal had been in place at the time, the company’s MEAF factor would have 
been unaffected, and the impact on RBC would have been the application of the 23% factor 
on foreclosed loans or an increase of about $2 million.  
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Story # 4: 
 
Following are two instances that highlight the shortcomings of the mortgage RBC rules and 
more specifically the MEAF: 
 
1) MNO LIFE experienced an increase in the 2007 RBC due to MEAF.   
   - At Y/E 2006 MNO LIFE's MEAF was 62.5% based on a company  Loss Ratio of .005 
compared to the Industry Loss Ratio of .008. 
   - At Y/E 2007 MNO LIFE’s MEAF was 75% in spite of improvement of the company Loss 
Ratio of 40% to .003%.  The Industry  Loss Ratio improved by 50% to .004%, causing the 
increase.   
MNO’s corporate RBC ratio declined by 8 points due to the industry mortgage experience 
improvement outpacing the company’s improvement.  
 
If the ACLI proposal had been inplace, the MEAF would have been constant for these two 
years, and at a lower rate.  The year end 2007 RBC ratio for the company would have been 
14 points higher.   
 
 
2) During 2003 MNO sold approximately $175 million of restructured loans to improve 
MNO's RBC ratio.  The removal of the restructured loans from the portfolio impacted both 
the company loss ratio calculation and reduced the amount of loans being assessed a 9% 
factor for RBC.  The sale of the loans produced a loss of $20 million..   Other than improving 
RBC there was no economic reason to sell the loans; the loans were current and MNO Life 
expected to be paid during the term and expected a full payoff at maturity. 
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MORTGAGE EXPERIENCE ADJUSTMENT         
       (1) 

(1) Does the company have 5 plus years of mortgage experience? Enter "Yes" or "No".         
         
         
         
   (2) (3) (4) (5) (6) (7) 

   
Year-to-Date Farm 
and Commercial 

Farm and 
Commercial 

Farm and 
Commercial 

Year-to-Date Farm 
and  

Farm and 
Commercial     

   Mortgages Mortgages Mortgages 
Commercial 
Mortgages Mortgages     

 Quarter and Year 

With which have 
had Terms 

Restructured Terms 90 Days Overdue 
In Process of 
Foreclosure 

Transferred to Real 
Estate In Good Standing Ratio† 

(2) September 2006           xxxxxxxx 
(3) December 2006               
(4) March 2007             ‡ 
(5) June 2007               
(6) September 2007               
(7) December 2007               
(8) March 2008             ‡ 
(9) June 2008               

(10) September 2008               
         

(11) Company Normalized Loss Ratio (Average of Column (7) Lines (3) through (10))         
         

(12) 
Industry Normalized Loss Ratio (Provided by the NAIC) §  If this 
Ratio is less than 0.075%, use 0.075%          

(13) Enter the greater of (12) or 0.075%        
(134) Mortgage Experience Adjustment Factor for Mortgages in Good Standing         

 Company Normalized Loss Ratio Line (11) divided by Industry Composite Ratio Line (132) (not more than 350 percent nor less than 50 percent)    
         
         
† Column (7) calculation for quarterly amounts:        
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 [0.010 multiplied by the average of [Column (2) current quarter plusless Column (2) previous quarter]      
   plus 0.020 multiplied by the average of [Column (3) current quarter plus Column (3) previous quarter]      
   plus 0.025 multiplied by the average of [Column (4) current quarter plus Column (4) previous quarter]      
   plus 0.120 multiplied by [Column (5) current quarter less Column (5) previous quarter]]      
 divided by        
   [the average of [Columns (2), (3), (4) and (6) current quarter plus Columns (2), (3), (4) and (6) previous quarter]     

 
  plus one-half of [Columns (2) and (5) current quarter less Columns (2) and  (5) previous 
quarter]]       

‡ Column (7) calculation for first quarterly amounts:        
 [0.010 multiplied by the average of [Column (2) current quarter plus Column (2) previous quarter]      
   plus 0.020 multiplied by the average of [Column (3) current quarter plus Column (3) previous quarter]      
   plus 0.025 multiplied by the average of [Column (4) current quarter plus Column (4) previous quarter]      
   plus 0.120 multiplied by Column (5) current quarter]        
 divided by        
   [the average of [Columns (2), (3), (4) and (6) current quarter plus Columns (2), (3), (4) and (6) previous quarter]     
   plus one-half of Columns (2) and (5) current quarter]        

§ 
The 2008 Industry Average Delinquency Rate will be available December  2008.  When 
this value is less than 0.075%, a value of 0.075% will be used in this calculation.       

         
   Denotes items that must be manually entered on the filing software.                     
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MORTGAGES             

   (1)  (2)  (3)  (4)  (5)  (6) 
     Involuntary         
   Book / Adjusted  Reserve    Cumulative  Average  RBC 
  Annual Statement Source Carrying Value  Adjustment†   RBC Subtotal  Writedowns‡  Factor  Requirement 

 In Good Standing             
(1) Farm Mortgages AVR Default Component Column 1 Line 35          XXX X § =   
(2) Residential Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 36          XXX X 0.0014 =   
(3) Residential Mortgages-All Other AVR Default Component Column 1 Line 37          XXX X 0.0068 =   
(4) Commercial Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 38          XXX X 0.0014 =   
(5) Commercial Mortgages-All Other AVR Default Component Column 1 Line 39          XXX X § =   
(6) Restructured Mortgages AVR Default Component Column 1 Line 40          XXX X * =   

 90 Days Overdue, Not in Process of Foreclosure             
(7) Farm Mortgages AVR Default Component Column 1 Line 41            X £  =   
(8) Residential Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 42            X £  =   
(9) Residential Mortgages-All Other AVR Default Component Column 1 Line 43            X £  =   
(10) Commercial Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 44            X £  =   
(11) Commercial Mortgages-All Other AVR Default Component Column 1 Line 45            X £  =   

 In Process of Foreclosure             
(12) Farm Mortgages AVR Default Component Column 1 Line 46            X £  =   
(13) Residential Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 47            X £  =   
(14) Residential Mortgages-All Other AVR Default Component Column 1 Line 48            X £  =   
(15) Commercial Mortgages-Insured or Guaranteed AVR Default Component Column 1 Line 49            X £  =   
(16) Commercial Mortgages-All Other AVR Default Component Column 1 Line 50            X £  =   

 Due and Unpaid Taxes             
(17) Due and Unpaid Taxes on Mortgages Schedule B Part 1 Footnote #3         X 1.000 =   

 Overdue, Not in Process of Foreclosure 1st amount            
(18) Due and Unpaid Taxes on Foreclosed Schedule B Part 1 Footnote #4         X 1.000 =   

 Mortgages 1st amount            
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(19) Total Mortgages (including due and unpaid taxes) Sum of Lines (1) through (18)                 

 (Column (1) should equal Page 2 Column 3 Lines 3.1 + 3.2 + Schedule B Part 1 Footnote #3            
   1st amount + Schedule B Part 1 Footnote #4 1st amount).            

(20) Reduction in RBC for MODCO/Funds Withheld              
 Reinsurance Ceded Agreements Company Records (enter a pre-tax amount)             

(21) Increase in RBC for MODCO/Funds Withheld              
 Reinsurance Assumed Agreements Company Records (enter a pre-tax amount)             

(22) Total Mortgages              
 (including MODCO/Funds Withheld.) Lines (19) - (20) + (21)             

              

† 
Involuntary reserves are reserves that are held as an offset to a particular asset that is clearly a troubled asset and are included on Page 3 Line 25 of the Annual 
Statement.       

‡ Cumulative writedowns include the total amount of writedowns, non-admissions, and involuntary reserves that have been taken or established with respect to a particular mortgage.     
§ For Lines (1) and (5), Column (5) is equal to 0.0260 multiplied times the experience adjustment factor on LR003 Mortgage Experience Adjustment Factor Line (13).       

* 
For Line (6), Column (5) is the greater of 0.0900 0.0520 or 0.0260 multiplied by [the experience adjustment factor calculated on LR003 Mortgage Experience Adjustment Factor Line (13)] 
plus 0.0200.     

£ For Lines (7) through (16), Column (5) is calculated as Column (6) divided by Column (3).            
              
   Denotes items that must be manually entered on the filing software.            
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ACLI proposed changes 7/25//08 
MORTGAGE EXPERIENCE ADJUSTMENT 

LR003 
Basis of Factors 
 
In the absence of a quality rating system, the formula includes a moving eight quarter average ratio of company to industry experience with minimum and maximum limits. This 
experience adjustment is defined and calculated to be consistent with the adjustment that is used to calculate the asset valuation reserve. The experience adjustment factor (EAF) is the 
moving average of the company’s normalized loss ratio divided by the moving average of the industry. Refer to the asset valuation reserve instructions found in the Annual Statement 
Instructions for Life, Accident and Health for a detailed description of the calculation.  
 
Specific Instructions for Application of the Formula 
 
Line (1) 
Rapidly growing or immature mortgage loan portfolios are unlikely to have developed any meaningful delinquency experience. Until a company has five years of applicable mortgage 
experience, the adjustment factor is 100 percent.  
 
Lines (2) through (10) 
Refer to previous Annual and Quarterly Statements when calculating the normalized loss ratio. Companies not required to file a Quarterly Statement will calculate the Experience 
EAF as if Quarterly Statements had been prepared. Only amounts for farm and commercial mortgages should be entered. 
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Line (11) 
The Company Normalized Loss Ratio represents the eight quarter average ratio using the individual company ratios calculated on Lines (2) through (10).  
 
Line (12) 
The Industry Normalized Loss Ratio is calculated by the NAIC and represents the eight quarter average ratio compiled using all life companies.   
 
Line (13) 
Enter the greater of 0.075% or the Industry Normalized Loss Ratio from Line (12) 
 
Line (143) 
The mortgage experience adjustment factor is calculated by taking the ratio of average Company Normalized Loss Ratio [Line (11)] to average Industry Normalized Loss Ratio [Line 
(123)], with an upper and lower limit. The lower limit is 50 percent and the upper limit is 350 percent (companies with less than five years of experience are set at 100 percent). 
 
Columns (2) &  (5) 
Amounts reported in thisese columns should be year-to-date balances, not the activity or inventory for the current quarter. 
 
Column (7) 
For Lines (3), (5), (6), (7), (9) and (10) the formula for calculating Column (7) is:  
[0.010 multiplied by the average of [Column (2) current quarter plusless Column (2) previous quarter]  
plus 0.020 multiplied by the average of [Column (3) current quarter plus Column (3) previous quarter] 
plus 0.025 multiplied by the average of [Column (4) current quarter plus Column (4) previous quarter]  
plus 0.120 multiplied by [Column (5) current quarter less Column (5) previous quarter]] 
divided by 
[the average of [Columns (2), (3), (4) and (6) current quarter plus Columns (2), (3), (4) and (6) previous quarter] 
plus one-half of [Columns (2) and (5) current quarter less Columns (2) and (5) previous quarter]] 
 
For Lines (4) and (8) the formula for calculating Column (7) is: 
[0.010 multiplied by the average of [Column (2) current quarter plus Column (2) previous quarter]  
plus 0.020 multiplied by the average of [Column (3) current quarter plus Column (3) previous quarter] 
plus 0.025 multiplied by the average of [Column (4) current quarter plus Column (4) previous quarter]  
plus 0.120 times Column (5) current quarter] 
divided by 
[the average of [Columns (2), (3), (4) and (6) current quarter plus Columns (2), (3), (4) and (6) previous quarter] 
plus one-half of Columns (2) and (5) current quarter] 
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MORTGAGES 
LR004 

 
Basis of Factors 
 
Mortgages in Good Standing 
The pre-tax factor of 2.60 percent for commercial and farm mortgages was derived from the results of a model developed by Walter C. Barnes and S. Michael Giliberto that relates the 
probability of loss on an impaired mortgage to its contemporaneous loan-to-value ratio. The factor also recognizes delinquency data from the Society of Actuaries “Commercial 
Mortgage Credit Risk Study.” The 0.14 percent pre-tax factor on insured and guaranteed mortgages represents approximately 30-60 days interest lost due to possible delay in recovery 
on default. The pre-tax factor of 0.68 percent for residential mortgages reflects a significantly lower risk than commercial mortgages. The pre-tax factors were developed by dividing 
the post-tax factor by 0.7375 (0.7375 is calculated by taking 1.0 less the result of  0.75 multiplied by 0.35). 
  
Mortgages in Good Standing with Restructured Terms 
The pre-tax factor of 9.0is a minimum of 5.20 percent for restructured mortgages. is also based on the work of Barnes-Giliberto. The factor recognizes the weighted average loan-to-
value ratio, as of year -end 1995, of a large sample of the industry’s restructured loans. 
 
Mortgages 90 Days Overdue, Not in Process of Foreclosure 
The category pre-tax factor for commercial and farm mortgages of 18 percent is based on data taken from the Society of Actuaries “Commercial Mortgage Credit Risk Study.” For 
insured and guaranteed or residential mortgages, factors are set at twice the level for those “in good standing” to reflect the increased likelihood of default losses. 
 
Mortgages in Process of Foreclosure 
Mortgages in process of foreclosure are considered to be as risky as Class 5 bonds and are assigned the same category pre-tax factor of 23 percent for commercial and farm 
mortgages. 
 
Due and Unpaid Taxes on Overdue Mortgages and Mortgages in Foreclosure 
The factor for due and unpaid taxes on overdue mortgages and mortgages in foreclosure is 100 percent. 
 
Specific Instructions for Application of the Formula 
 
Column (1) 
Insured or guaranteed mortgages should be reported separately from residential and commercial mortgages. Insured or guaranteed loans include only those mortgage loans insured or 
guaranteed by the Federal Housing Administration, under the National Housing Act (Canada) or by the Veterans Administration (exclusive of any portion insured by FHA.). 
Mortgage loans guaranteed by another company (affiliated or unaffiliated) are not to be included in the insured or guaranteed category.  
 
Except for Lines (1) through (6), (17) and (18), calculations are done on an individual mortgage basis and then the summary amounts are entered in this column for each class of 
mortgage investment. Refer to the mortgage calculation worksheet (Figure 1) for how the individual mortgage calculations are completed. Line (19) should equal Page 2, Column 3, 
Lines 3.1 plus 3.2, plus Schedule B, Part 1 Footnotes 3 and 4, first of the two amounts in the footnotes. 
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Column (2) 
Companies are permitted to reduce the book/adjusted carrying value of mortgage loans reported in Schedule B by any involuntary reserves. Involuntary reserves are equivalent to 
valuation allowances specified in SSAP No. 37 paragraph 13. They are non-AVR reserves reported on the Annual Statement Page 3, Line 25. These reserves are held as an offset for 
a particular troubled mortgage loan that would be required to be written down if the impairment was permanent. 
 
Column (3) 
Column (3) is calculated as the net of Column (1) less Column (2). 
 
Column (4) 
Summary amounts of the individual mortgage calculations are entered in this column for each class of mortgage investments. Refer to the mortgage calculation worksheet (Figure 1). 
Cumulative writedowns include the total amount of writedowns, amounts non-admitted and involuntary reserves that have been taken or established with respect to a particular 
mortgage. 
 
Column (5) 
For Lines (1) and (5), the pre-tax factor is equal to 0.0260 multiplied by the experience adjustment factor calculated on LR003 Mortgage Experience Adjustment Line (13).  
 
For Line (6), the pre-tax factor is calculated as the greater of: (a) 0.09000.0520; or (b) 0.0260 multiplied by [the experience adjustment factor calculated on LR003 Mortgage 
Experience Adjustment Line (13)] plus 0.0200.  
 
For Lines (17) and (18), the pre-tax factor is 1.0. For Lines (7) through (16), the average factor column is calculated as Column (6) divided by Column (3). 
 
Column (6) 
For Lines (7) through (16), summary amounts are entered for Column (6) based on calculations done on an individual mortgage basis. Refer to the mortgage calculation worksheet 
(Figure 1). For Lines (1) through (6), (17) and (18), the RBC subtotal is multiplied by the factor to calculate Column (6). 
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(Figure 1) 
Mortgage Worksheet 
 (1)  (2)  (3)  (4)  (5)  (6) (7) (8) (9)  (10)  (11) 
  

 
Name 

  
Book/Adjusted 
Carrying Value 

 Involuntary 
Reserve 

Adjustment§ 

  
RBC   

Subtotal£ 

  
Cumulative 

Writedowns* 

  
Category 

Factor 

In Good 
Standing 
Factor 

 
MEA 
Factor

Col (6) X 
[Col (4)+(5)] 

- Col (5) 

 Col (4) X 
Col (7) X  
Col (8) 

  
RBC 

Requirement‡ 
(1) All Mortgages Without                   
 Cumulative Writedowns        XXX  † † †      
                   
 All Mortgages With                   
 Cumulative Writedowns:                  
(2)           † † †      
(3)           † † †      
(4)           † † †      
(5)           † † †      
(6)           † † †      
(7)           † † †      
(8)           † † †      
(9)           † † †      
(10)           † † †      
(11)           † † †      
(12)           † † †      
(13)           † † †      
(14)           † † †      
(15)           † † †      
 
 Total Mortgages               
 
This worksheet is prepared on a loan-by-loan basis for each of the mortgage categories listed in (Figure 2) that are applicable. The Column (2), (3), (5) and (11) subtotals for each 
category are carried over and entered in Columns (1), (2), (4) and (6) of the Mortgages (LR004) in the risk-based capital formula. Small mortgages aggregated into one line on 
Schedule B can be treated as one mortgage on this worksheet. NOTE: This worksheet will be available in the risk-based capital filing software. 
 
 
 
 
 
† See (Figure 2) for factors to use in the calculation. 
‡ The RBC Requirement column is calculated as the greater of Column (9) or Column (10), but not less than zero. 
§ Involuntary reserves are reserves held as an offset to a particular asset that is clearly a troubled asset and are included on Page 3, Line 25 of the Annual Statement. 
£ Column (4) is calculated as Column (2) less Column (3).  
* Cumulative writedowns include the total amount of writedowns, amounts non-admitted and involuntary reserves that have been taken or established with respect to a particular 

mortgage. 
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(Figure 2) 
 
The mortgage factors are used in conjunction with the mortgage worksheet (Figure 1) to calculate the RBC Requirement for each individual mortgage. The factors are used in 
Columns (6), (7) and (8) of the mortgage worksheet and are dependent on which of the 16 mortgage categories below the mortgage falls into. The following factors are used for each 
category of mortgages: 
 

        Mortgage Factors    
          

Category 
Factor† 

In Good 
Standing 

Factor 

 
MEA 
Factor 

        In Good Standing    
       (1) Farm Mortgages N/A‡ N/A‡ N/A‡ 
       (2) Residential Mortgages-Insured or Guaranteed N/A‡ N/A‡ N/A‡ 
       (3) Residential Mortgages-All Other N/A‡ N/A‡ N/A‡ 
       (4) Commercial Mortgages-Insured or Guaranteed N/A‡ N/A‡ N/A‡ 
       (5) Commercial Mortgages-All Other N/A‡ N/A‡ N/A‡ 
       (6) Restructured Mortgages N/A‡ N/A‡ N/A‡ 

            
        90 Days Overdue, Not in Process of Foreclosure    
       (7) Farm Mortgages 0.1800 0.0260 § 
       (8) Residential Mortgages-Insured or Guaranteed 0.0027 0.0014   1.0 
       (9) Residential Mortgages-All Other 0.0140 0.0068   1.0 
       (10) Commercial Mortgages-Insured or Guaranteed 0.0027 0.0014   1.0 
       (11) Commercial Mortgages-All Other 0.1800 0.0260 § 
            
        In Process of Foreclosure    
       (12) Farm Mortgages 0.2300 0.0260 § 
       (13) Residential Mortgages-Insured or Guaranteed 0.0054 0.0014   1.0 
       (14) Residential Mortgages-All Other 0.0270 0.0068   1.0 
       (15) Commercial Mortgages-Insured or Guaranteed 0.0054 0.0014   1.0 
       (16) Commercial Mortgages-All Other 0.2300 0.0260 § 
            
            
 
 
 
†  The category factor is a factor used for a particular category of mortgage loans that are not in good standing. 
‡  The RBC Requirement for mortgage loans in good standing or restructured are not calculated on Figure (1). These requirements are calculated on LR004 Mortgage Loans Lines (1) 

through (6). 
§  The Mortgage Experience Adjustment factor is calculated on LR003 Mortgage Experience Adjustment Line (13). 
 
 


