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Background
• Innovative policy design brought inconsistent 

accounting treatment
• AcSEC charged with providing guidance on existing 

FASB statements, but had no authority to change or 
correct anything in original FASB statements

• SOP 03-1 was approved and released on July 7, 
2003

• Publications after Release of SOP 03-1
– FASB Staff Position 97-1 (released June 2004)
– Technical Practice Aid (released September 2004) 
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Topics Addressed by SOP 03-1
I. Separate Account Considerations

Presentation
Insurance enterprise’s interest

II. Valuation of Liabilities
Accretion Model
Additional Reserves for Mortality and Morbidity Risks
Reserves for Annuitization Features

III. Sales Inducements to Contract Holders
IV. Disclosures
V. Effective Date and Transition
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Separate Account 
Considerations
• Separate Account Criteria

– “The portion of separate account assets representing contract 
holder funds should be measured at fair value and reported in 
the insurance enterprise’s financial statements as a summary 
total, with an equivalent summary total for related liabilities”

– Must meet four criteria in ¶ 11
• SA legally recognized
• SA assets legally insulated from GA liabilities
• Allocations of SA funds directed by the contract holder
• Investment performance passed through to the contract 

holder (net of fees and assessments)
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Separate Account 
Considerations
• New Accounting Implications

– Some products not eligible for SA treatment – GICs, MVAs
• If criteria are not met, assets representing contract holder 

funds under the arrangement are accounted for and 
recognized as general account assets and follow SFAS 115 
requirements.

– Reserves for minimum guarantees in general account 
– Insurer seed money is reclassified as GA asset
– Assets transferred between general account and separate 

account may create gains or losses
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Valuation of Liabilities
• Accretion Model

– Accrued account balance equals
• Deposits net of withdrawals
• Plus credited amounts (contractual and additional)
• Less fees and charges
• Plus additional interest (persistency bonus)
• Plus other adjustments (return based on pool of assets)

– At the rate that would accrue to the balance available in cash, or its 
equivalent, at the earlier of the reset date or contract maturity

– When multiple account values exist, use highest account value 
available in cash or equivalents

– No reduction for surrender charges or MVA
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Valuation of Liabilities
• Accretion Model (continued)

– If return based on contractually referenced pool of assets 
(index), then accrued account balance based on fair value of 
assets (index)

– Examples
• Variable Life and Annuities
• Certain Group Pension participating contracts
• Certain Group Pension experience-rated contracts

– For contracts not covered by FAS 133
– True even if assets not carried at fair value
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Valuation of Liabilities
• Determining Significance of Mortality / Morbidity Risk

– Contracts classified either as “Universal Life type” or 
“Investment” contracts; no additional liability allowed for 
investment contracts

– Significance determined at contract inception (other than 
transition)

– Compare PV of excess benefit payments to PV of contract 
holder assessments

– In performing the analysis, consider both frequency and 
severity under a full range of scenarios
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Valuation of Liabilities
• Additional Reserves for Mortality / Morbidity Risk

– Requires a liability in addition to the account value for 
“Universal Life type” contracts when “amounts assessed for the 
insurance benefits result in profits followed by losses from the 
insurance benefit function”

– “Rebuttable presumption” of significant risk where benefit 
varies significantly with capital market volatility

– Excludes benefits already fair-valued under FAS 133
– Common benefits requiring additional GAAP liability are 

GMDB, GMIB, and non-forfeiture guarantees for variable and 
universal life products
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Valuation of Liabilities
– No liability for VA GMDB if charge is proportionate to risk
– Additional liability may be required for other products:

• UL and VUL no lapse (secondary) guarantees
• UL and VUL products with “reverse select and ultimate cost of 

insurance charges”

Duration
Cost of 

Insurance
Death 

Benefits

Profit from 
Benefit 
Feature

1 5 2 3
2 5 3 2
3 5 4 1
4 5 5 0
5 5 6 -1

Simplified Example
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Valuation of Liabilities
• Additional Reserves for Mortality / Morbidity Risk 

(continued)
– Additional mortality reserve equals

• Current benefit ratio × cumulative assessments
• Less cumulative excess payments and related expenses
• Plus accreted interest

– Benefit ratio (determined over the life of the contract) equals

PV of expected excess insurance payments

PV of total expected assessments
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Valuation of Liabilities
• Additional Reserves for Mortality / Morbidity Risk 

(continued)
– Additional reserves never less than zero 
– Assumptions should be consistent with DAC
– Use historic experience from issue to valuation date, and expected 

experience thereafter
– Expected experience should be based on a range of reasonably 

possible scenarios
– Estimates regularly re-evaluated for actual experience
– Changes to the additional liability reported as a charge or credit to 

benefit expense – a type of dynamic unlocking
– EGPs should be adjusted to include change in mortality liability, 

therefore DAC amortization is affected
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GMDB Calculation Example
– GMDB is a 5% “roll-up”
– Total assessments are assumed to be 300 bps of the account 

value (taken at the beginning of he year)
– Surrender charges and other assessments are ignored
– All decrements are assumed to occur at the end of the year
– Gross fund return (before fees) is assumed to be 8%
– Amounts are based on 1,000 scenarios and a volatility of 20%

Valuation of Liabilities
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Valuation of Liabilities
Initial Calculation – Scenario 0 (fixed return)
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Valuation of Liabilities
Initial Calculation – Scenario 226
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Valuation of Liabilities
Initial Calculation – Scenario 24
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Valuation of Liabilities
Initial Calculation – Scenario 503

18
18

Valuation of Liabilities
Initial Calculation – Mean of 1000 scenarios
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Calculation examples
Present value of total assessments (2) = 15,906

Present value of total claim costs (4) =   1,030

Benefit Ratio = PV(4) / PV(2) =     6.48%

Reserve Accumulation   (3) = Ben Ratio x (2)

Period 1: 97 = 6.48% x 1,500

End of Period Liability (6) = (1) + (3) – (4) + (5)

Total Costs (8) = (4) + (6) – (1) 

Valuation of Liabilities
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Valuation of Liabilities
Initial Calculation
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Update For Year 1 Experience
Claims and lapses matched expectations and fund returns 
were 8%

Valuation of Liabilities

22
22

Update For Year 2 Experience
There were no deaths and fund returns were -7%. All other 
experience matched expectations.

Valuation of Liabilities
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Update For Year 3 Experience
Deaths were 3 times expected and fund returns were 18%. All 
other experience matched expectations.

Valuation of Liabilities

24
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Update For Year 4 Experience
Similar to year 1, claims and lapses matched expectations and 
fund returns were 8%

Valuation of Liabilities
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Valuation of Liabilities
After Year 4
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Valuation of Liabilities
• Additional Reserves for Mortality / Morbidity Risk –

UL with Secondary Guarantees
– When secondary guarantees are keeping policies inforce, it is 

likely that additional reserves will be required
– Mortality losses will be produced by not having any COIs when 

account value is less than zero
– Additional reserves would be calculated in the same fashion as 

for other mortality risks
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Valuation of Liabilities
• Additional Reserves for Mortality / Morbidity Risk –

Reinsurance
– Assess the significance of mortality and morbidity within the 

reinsurance contract regardless of whether or not there is an 
account value

– Reinsurer may come to a different conclusion than cedant
– Set up a liability consistent with the additional mortality reserve 

methodology
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Valuation of Liabilities
• Reserves for Annuitization Features

– Only contract features not valued under FAS 133 are 
considered

– PV of expected annuitzation payments are 
compared to expected account balance at an 
expected annuitization date; if positive – establish 
additional liability
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Valuation of Liabilities
• Reserves for Annuitization Features (continued)

– Additional annuitization liability equals
• Current benefit ratio × cumulative assessments
• Less cumulative excess payments and related expenses
• Plus accreted interest

– Benefit ratio equals

– Additional annuitization liability is never less than zero

PV of expected annuitization payments less expected AV

PV of total expected assessments during accumulation phase
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Valuation of Liabilities
• Reserves for Annuitization Features (continued)

– Expected experience based on a range of reasonably possible 
scenarios

– Expected utilization of benefit is a key assumption
– Estimates regularly re-evaluated for actual experience

• Changes to the additional liability reported as a charge or 
credit to benefit expense – a type of dynamic unlocking

• EGPs should be adjusted to include change in annuitization 
liability; therefore, DAC amortization is affected

– Excess annuitization considers the present value of the annuity 
purchased, not the value available to purchase an annuity
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Valuation of Liabilities
• Determining the present value of the annuity purchased

– Guaranteed annuitization base is currently 125% of account 
value

– GMIB is based on following features:
• Guaranteed interest rate of 3%
• Guaranteed mortality is 100% of 96 USAnn table with a 10 

year set-back
– However,

• Current best estimate interest rate is 4%
• Current best estimate mortality is 70% of 96 USAnn table

– Use the guaranteed features to determine the modal payment
– Use this payment and the best estimate assumptions to 

determine the PV of the annuitization benefit.
– In this case, the guaranteed feature has no value for all but very 

low annuitization ages
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Sales Inducements to Contract 
Holders

• Criteria
– Insurer must demonstrate that amounts are

• Incremental to amounts credited on similar 
contracts without sales inducements, AND

• Higher than the contract’s expected ongoing 
crediting rates for periods beyond the inducement, 
as applicable, AND

• Explicitly identified in contract
– Examples: Day-one bonus, persistency bonus, 

enhanced credited rate bonus
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Sales Inducements to Contract 
Holders

• Recognized as part of the liability for policy benefits
– Deferred and amortized over the period which the policy 

must remain in force for the inducement (or to the credited 
date)

• New item: “Deferred Sales Inducements”
• Amortization same methodology and assumptions as 

DAC
• Amortization a component of benefit expense

– Cannot reflect lapses in determining amounts to defer

34
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Simplified Example: 
– Persistency Bonus of 3% of Deposits paid at end of 3rd year
– 100 policies issued with $25,000 deposit each 
– EGPs are 1% of AV
– No Interest

Sales inducement liability at end of year 1, 2, 3
– $25k x 3% x 1/3 x # of policies at end of year 1
– $25k x 3% x 2/3 x # of policies at end of year 2
– $25k x 3% x 3/3 x # of policies at end of year 3 = benefit

Sales Inducements to Contract 
Holders
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Simplified Example of Persistency Bonus of 3% of Deposits paid at end of 3rd year. 100 
policies issued with $25,000 deposit each.  EGPs are 1% of AV.  No Interest.

46.55%Ben. Ratio145,00067,500* May need to be adjusted.

06,98315,00000507

6,9838,14717,50000606

15,1299,31020,00000705

24,4409,89221,25000804

34,33210,47422,50021,25063,750853

23,55611,05623,75022,50045,000902

12,11211,63825,00023,75023,750951

AssetAmortizationEGPs*DeferrableLiabilityPoliciesYear

Sales Inducements to Contract 
Holders
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Disclosures
• Separate Accounts

– The general nature of the contracts reported in separate 
accounts, including the extent and terms of minimum 
guarantees

– The basis of presentation for separate account assets and 
liabilities and related separate account activity

– The amount of gains and losses recognized on assets 
transferred to the separate accounts during the period.
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Disclosures
• Additional Reserves 

– A description of the liability methods and assumptions used in 
estimating the liabilities for additional insurance benefits and
minimum guarantees.

– Amounts related to minimum guarantees
• Balances subject to various types of benefits (e.g. MGDB)
• The reported additional reserve for mortality risks and 

annuitization features
• The net amount at risk and average attained age for 

contracts with additional reserves
– The aggregate fair value of assets supporting separate 

accounts with additional insurance benefits and minimum 
investment return guarantees

SOP 03-1
“Accounting and Reporting by Insurance 
Enterprises for Certain Nontraditional Long-
Duration Contracts and for Separate Accounts”

Michael Lockerman


