
1 9 8 6  V A L U A T I O N  ACTUARY 
S Y M P O S I U M  PROCEEDINGS 

SESSION 8 

CANADIAN GAAP AND THE POLICY PREMIUM METHOD 

MR. KENNETH T. CLARK: Nothing has a roused  such lively discussion b e t w e e n  

ac tua r i e s  and accoun tan t s  as the gargantuan  s t ruggle  to r emove  the f o o t n o t e  

f rom the CICA Handbook tha t  says tha t  its r e commenda t ions  do not necessa r i ly  

apply to insurance companies .  A cen t ra l  issue in tha t  discussion is the pol icy  

premium valua t ion  method.  Today we have  an ac tuary ,  Don Keith,  and an 

accoun tan t ,  Hank Howarth9 to p resen t  tha t  issue to you. 

We have discussed this issue at  general  meeth ings ;  we have discussed it a t  length 

in the  C o m m i t t e e  on Financial  Repor t ing ;  

discussions of  it and endorsed it last  year .  

CICA. 

and the Council  had two major  

The method  now lies b e f o r e  the 

The pol icy  premium method  has r e c e n t l y  come  under a t t ack  by some ac tua r i e s  

who profess  to support  it. They brandish a p o t e n t  weapon: moral  ou t rage  at  

"profi t  ant ic ipat ion."  "By all means  use the pol icy  premium valuat ion method,"  

they  say~ "but if its use would resu l t  in ne t  income being r epor t ed  at  point  of  

sale,  then b e e f  up the margins for adverse  dev ia t ions  in the assumptions so tha t  

our profess ion 's  clean hands are not  sull ied by  the disgusting act  of p rof i t  

ant ic ipat ion."  What does the s t ipula t ion of  no ne t  income at point  of sale do to 

the pol icy  premium method?  At the ve ry  leas t ,  it makes  the resul t  short  of  what  

one wants. 

I wish that  some of the p romote r s  of  our moral  pur i ty  were  less r e spec t ab l e  and 

less l ikable member s  of  the profess ion.  Their  support  unfo r tuna te ly  gives 

8-1 



credence to a proposal that, if left to survive on its own instrinsic merits, would 

soon perish. I think that the proposal is a theoretical monstrosity; never mind 

the practical problems of poking around for assumptions that "use up" the policy 

premium, no more and no less. With the proposal, the margin for adverse 

deviations will depend on the fatness or thinness of the policy premium. I 

believe that the margin for adverse deviations should depend on risk and on 

nothing else the risk of running a life insurance business and the risk that the 

probable assumptions are not realized. Why should a soundly priced policy have 

b igger  marg ins  t han  an unsoundly  p r iced  pol icy?  

I don ' t  know how the  p roponen t s  of  the  proposal  will m a n a g e  revis ions of  

v a l u a t i o n  as sumpt ions .  I f ind it a can of  worms.  Le t  me i l l u s t r a t e  my point  wi th  

a s impl i f i ed  example .  Cons ider  the  m o r t a l i t y  assumpt ion .  Le t ' s  say t ha t  I have  a 

t ab l e  of  p robab le  m o r t a l i t y  r a t e s .  A f t e r  assessing the risks,  I dec ide  on a sca l ing  

f a c t o r  of l .Z and I use  t h a t  for some of  the pol icies .  For  a pa r t i cu la r  pol icy,  

howeve r ,  I f ind t h a t  ne t  income is r e p o r t e d  at point  of sale ,  so I have to i nc rease  

the  sca l ing  f a c t o r  to  1.3 to avoid t h a t  ne t  i ncome .  Time goes by, the m o r t a l i t y  

r isk ou t look  c l a r i f i e s ,  and I now think tha t  a sca l ing  f a c t o r  of 1.1 in place of 1.2 

is app rop r i a t e .  What  do I do with  the po l icy  whose sca l ing  f a c t o r  has been the  

a r t i f i c i a l  1.3? Do I say  t h a t  i ts  scal ing f a c t o r  has to be l0  points  above the  

s t r a i g h t f o r w a r d  sca l ing  f a c t o r ?  Tha t  is, do I move  it f rom 1.3 to 1.27 That ,  a t  

any  r a t e ,  p r e se rves  the  a r t i f i c i a l i t y  es tab l i shed  at  the poin t  of sale. But I don ' t  

re l i sh  the  idea  of  keep ing  t r a c k  of all t h a t  a r t i f i c i a l i t y .  A l t e r n a t i v e l y ,  do I use 

the  s t r a i g h t f o r w a r d  sca l ing  f a c t o r  of  1.1, t h e r e b y  then  r epo r t i ng  the prof i t s  I did 

not  r epor t  a t  point  of  sale  becuase  it was mora l ly  ou t r ageous  to do so? What if  a 

rev i s ion  in a s sumpt ions  t akes  p lace  in the yea r  fo l lowing the  y e a r  of sale? 
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I was a membr  of the joint  task fo rce  that  in 198Z did not r e c o m m e n d  the policy 

premum valuat ion method.  I have since changed my mind because  of the 

t heo rec t i c a l  arguments ,  both ac tuar ia l  and accounting,  in favor  of the method,  

which will be well summar ized  by Don Keith and Hank Horwar th .  Because  of  

those arguments ,  I r e c o m m e n d  the pol icy premium valuat ion  method.  

There are, however ,  o ther  a r g u m e n t s - p r a c t i c a l  argumentsmin favor  of the pol icy 

premium valuat ion method  that  in themselves  do not ju s t i fy  i ts  adoption, but  

tha t  are a we lcome frost ing on the cake.  

Ins t i tu te ' s  a t t e m p t  to get  this m a t t e r  

a rguments .  It may be helpful  to list them. 

As pres iden t  of  the CIA, leading th 

se t t led ,  I espec ia l ly  we l come  these  

Firs t ,  the t ransi t ion is easy,  because  under cur ren t  condit ions,  the ca lcu la ted  

valuat ion premium is o f ten  cons t ra ined  by the pol icy  p remium.  It will become  

even more  cons t ra ined when we put  our profess ional  house in order  on the margin 

for adverse  deviat ions,  which is something we have to do b e f o r e  we can 

r e c o m m e n d  implementa t ion  of  the pol icy premium valuat ion method.  

Second, the pol icy premium valuat ion method is na tura l  and simple.  I can 

explain to a layman why a valuat ion takes  account  of e x p e c t e d  fu tu re  premiums.  

I can' t  explain why it takes  account  of  only some of the fu tu re  premiums.  

Third, the adoption of  the pol icy premium method is easy  to adminis te r  and will 

improve compl iance  with our Standards of P rac t i ce .  There 's  no need  to ca lcu la te  

a valuat ion premium. 

pol icy adminis t ra t ion 

provision is o f t en  made.  

The ac tua ry  has to make an expl ici t  assumpt ion about 

expense;  today,  with implici t  methods ,  inadequate  
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F o u r t h ,  and mos t  i m p o r t a n t ,  adop t ion  of  the  po l i cy  p r e m i u m  v a l u a t i o n  m e t h o d  

p r o v i d e s  a h e a l t h y  and b a d l y  n e e d e d  i n c e n t i v e  to m a r k e t i n g  m a n a g e m e n t  to 

i n c r e a s e  the  f inanc ia l  soundness  of  the i r  c o m p a n i e s  th rough  h igher  p r o f i t  marg ins  

on c u r r e n t l y  sold po l i c i e s .  The p r e s e n t  m e t h o d  p rov ides  no c r e d i t  a t  po in t  of  sa le  

for  h e a l t h y  p ro f i t  marg ins .  Fa r  f rom provok ing  mora l  o u t r a g e ,  I hope  t h a t  the  

p o l i c y  p r e m i u m  v a l u a t i o n  m e t h o d  does  r e su l t  in r e p o r t e d  ne t  i n c o m e  a t  po in t  o f  

sa le .  Noth ing  could  poss ib ly  be  b e t t e r  for the  f inancia l  soundness  of  the  

i n s u r a n c e  indus t ry .  

MR.  D O N A L D  M. KEITH: When Mike  R o s e n f e l d e r  inv i t ed  me  to  t a k e  p a r t  in this 

panel ,  he s u g g e s t e d  t h a t  I t a lk  a b o u t  t wo  things:  f i r s t ,  how the  p o l i c y  p r e m i u m  

m e t h o d  f i ts  into the  c u r r e n t  p roposa l  for  G A A P  accoun t ing ;  and s econd ,  the  

a p p l i c a t i o n  of  this  m e t h o d  to  a f e w  of  the p r a c t i c a l  p r o b l e m s  f a c e d  b y  the  

a c t u a r y  in p e r f o r m i n g  a va lua t ion .  

B e f o r e  I ge t  in to  m y  a s s i g n m e n t ,  I would  like to r e v i e w  v e r y  b r i e f l y  the  key  

e v e n t s  lead ing  up to the  c o n f l u e n c e  of  the  l i fe  i n su rance  f inanc ia l  r e p o r t i n g  

t r i b u t a r y  wi th  the  r i ve r  o f  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  pr inc ip les .  

1977: A m e n d m e n t  to  CBIC Ac t .  

o Ca l l ed  for  the  a p p o i n t m e n t  of  a v a l u a t i o n  a c t u a r y .  

o P r e s c r i b e d  a m in imum m e t h o d  of  v a l u a t i o n  (now known as the  

1978 Canad i an  me thod ) .  

o R e q u i r e d  a r e p o r t  to  the  s u p e r i n t e n d e n t  by  the  v a l u a t i o n  a c t u a r y .  
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1979: 

1982: 

1985: 

1986: 

R e c o m m e n d a t i o n s  for  l i fe  i n s u r a n c e  c o m p a n y  f inanc ia l  r e p o r t i n g  

( d e v e l o p e d  under  the  l e ade r sh ip  of  Ken  C la rk  as cha i rman  of  the  

F inanc ia l  R e p o r t i n g  C o m m i t t e e ) .  

knowing  a b o u t  va lua t i ons .  

o V e r i f i c a t i o n  of  d a t a .  

0 

o 

0 

These  c o v e r e d  e v e r y t h i n g  w o r t h  

Se t t i ng  of  a s sump t ions .  

Va lua t ion  m e t h o d  (1978 C a n a d i a n  me thod ) .  

What  the  va lua t i on  a c t u a r y  should  s ay  in r e p o r t s  to m a n a g e m e n t  

and the  D e p a r t m e n t  of  In su rance .  

R e p o r t  o f  the  jo in t  t a sk  f o r c e  on G A A P  for  l i fe  i n su rance  c o m p a n i e s  

(3 yea rs ) .  

o To s t u d y  d i f f e r e n c e s  b e t w e e n  l i fe  i n s u r a n c e  c o m p a n y  f inanc ia l  

r e p o r t i n g  and G A A P  and t r y  to r e c o n c i l e  t hem.  

o Va lua t ion  of  inves tments~  v a l u a t i o n  of  PLs~ i n c o m e  tax~ c u r r e n c c y  

t r an s l a t i on ,  s t a t e m e n t  p r e sen t a t i on9  e t c .  

o R e c o m m e n d e d  s o m e  r e f i n e m e n t s  to  1978 C a n a d i a n  m e t h o d .  

C a n a d i a n  I n s t i t u t e  of  A c t u a r i e s  (CIA) r e s p o n s e  to  G A A P  r e p o r t  ( a f t e r  

m u c h  d e b a t e  b y  t he  F inanc ia l  R e p o r t i n g  C o m m i t t e e .  

o Subs t an t i a l  a g r e e m e n t .  

o R e f i n e m e n t s  to 1978 C a n a d i a n  m e t h o d  a s t e p  in the  r igh t  

d i r ec t i on .  

o But  p roposed  the  use  of  the  p o l i c y  p r e m i u m  m e t h o d  for  v a l u a t i o n  

of  PLs .  

CICA A c c o u n t i n g  S t anda rds  C o m m i t t e e .  

o Jo in t  t a sk  f o r c e  r e p o r t  and all r e s p o n s e s  a re  dea l t  with.  

o Hank  will  r e p o r t  on the  p r o g r e s s  o f  this  body  to  da te .  
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For  s o m e  t i m e  I h a v e  b e e n  s t r u c k  by the  f a c t  t h a t  Canad ians  and A m e r i c a n s ,  

a f t e r  t ak ing  s imi l a r  a p p r o a c h e s  to  po l i cy  v a l u a t i o n  for  m o r e  than  a hundred  

y e a r s ,  s e e m  to have  i n t e r p r e t e d  " G A A P  r e p o r t i n g "  in two v e r y  d i f f e r e n t  ways.  I 

th ink  the  r e a s o n  fo r  this  is the  d i f f e r e n t  o r d e r  t h a t  GAAP p rob l ems  w e r e  

a d d r e s s e d  in the  two c o u n t r i e s .  In the  U n i t e d  S t a t e s ,  G A A P  was f i r s t  e s t ab l i shed  

(for  s t o c k  compan ie s )  wi th  em phas i s  be ing  p l aced  on r e p o r t i n g  ne t  i ncome ,  and 

now t h e y  a re  m ov i ng  t o w a r d  e s t ab l i sh ing  t he  v a l u a t i o n  a c t u a r y  and s t a n d a r d i z i n g  

his work .  In C a n a d a ,  we s t a n d a r d i z e d  the  a c t u a r y ' s  work  f i r s t ,  p lac ing the  

e m p h a s i s  on c o n s i s t e n c y  and a p p r o p r i a t e n e s s ,  and now we a re  t ry ing  to ag ree  on 

wha t  G A A P  is. 

B e c a u s e  the  C a n a d i a n  and A m e r i c a n  so lu t ions  a r e  so d i f f e r e n t ,  I f e l t  t h a t  a 

c r i t i c a l  look  at  b o t h  a p p r o a c h e s  would p rov ide  the  p e r s p e c t i v e  n e e d e d  to 

e x a m i n e  the  v a l u a t i o n  q u e s t i o n  in i t s  b r o a d e s t  t e r m s .  If any A m e r i c a n  a c t u a r i e s  

ha ve  w a n d e r e d  in to  the  r o o m  by m i s t a k e ,  all is no t  lost ;  you  will a t  l eas t  ge t  one 

ou t s i de r ' s  v iew as to  why G A A P  r e p o r t i n g  has no t  l ived  up to  e x p e c t a t i o n s  in 

you r  c o u n t r y .  I t h ink  it  boi ls  down to an i n c o m p a t i b i l i t y  b e t w e e n  two ideas:  one  

t h a t  p r e v a i l s  in C a n a d a  to  the  e f f e c t  t h a t  p rov i s ions  for  f u t u r e  risk should be 

s t a n d a r d i z e d ;  the  o t h e r ,  which  has p r e v a i l e d  so f a r  in the  Un i t ed  S t a t e s ,  t ha t  

sa les  n o r m a l l y  should h a v e  a n e u t r a l  e f f e c t  on i n c o m e .  More  abou t  t ha t  l a t e r .  

In d i scuss ing  "ne t  i n c o m e  f r o m  a po l icy ,"  le t ' s  f i r s t  r e c o g n i z e  t h a t  t h e r e  will be  

e x p e r i e n c e  gains and losses  e ach  y e a r  and tha t  t he se  gains and losses  are  by t he i r  

n a t u r e  r e c o g n i z e d  as t h e y  occu r .  What we want  to ta lk  about  a re  the  ne t  gains  

ove r  e x p e c t e d  e x p e r i e n c e - - t h e  gains tha t  a r e  bui l t  in to  the  pr ic ing .  These  gains 

a re  the  c o m p a n y ' s  c o m p e n s a t i o n  for  tak ing  risks.  
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NEED FOR STANDARDIZATION 

The t iming  of po l icy  gains e n t e r i n g  the  company ' s  i ncome  s t a t e m e n t  is 

d e t e r m i n e d  by the  choice  of a s sumpt ions  u sed  in t he  po l icy  va lua t ion .  Tha t ' s  why  

the  assumpt ions  and the i r  ma rg in s  are  such a v i t a l  p a r t  of GAAP for  l i f e  

insurance  compan ies .  To reso lve  t he  ques t ion  of  timing~ and  hence  w h a t  

a s sumpt ions  are  appropr i a t e ,  e i t h e r  in the  Un i t ed  S t a t e s  or C a n a d a ,  we m i g h t  

well  ask ourse lves  what  GAAP f inanc i a l  s t a t e m e n t s  a re  supposed to do. 

I submi t  t h a t  t hey  are  i n t e n d e d  to m e a s u r e  the  p e r f o r m a c e  of  the  company ' s  

m a n a g e m e n t .  The i n c o m e  s t a t e m e n t  should  show how m a n a g e m e n t  did in t h e  

y e a r  r e p o r t e d  on, and the  ba l ance  s h e e t  should show the  f i nanc i a l  cond i t ion  of  

the  c o m p a n y  as a going conce rn .  When an insurance  po l icy  is sold, a r isk  is 

c r e a t e d  t h a t  con t inues  for  m a n y  yea r s .  I t  is f u t u r e  m a n a g e m e n t s  t h a t  mus t  l ive 

wi th  the  risk, and, in f a i rness  to t h e m ,  an app rop r i a t e  a m o u n t  of  i ncome  should  

be d e f e r r e d  to l a t e r  yea r s .  C o n v e r s e l y ,  i f  c u r r e n t  m a n a g e m e n t  does  things v e r y  

well ,  it shouldn ' t  bl indly d e f e r  i n c o m e  in excess  of  the  fa i r  a m o u n t .  

Once  it is r e cogn ized  t h a t  f i nanc ia l  s t a t e m e n t s  serve  as a tool  for  m e a s u r i n g  

some th ing ,  i t  b ecomes  ev iden t  t h a t  we m u s t  have  s t a n d a r d s  by which to do the  

measur ing .  In the  p r e sen t  case ,  the  s t a n d a r d s  apply to the  marg ins  in t he  

a s sumpt ions  used in the  va lua t ion .  The m o r e  c l ea r ly  the  s t a n d a r d s  are  d e f i n e d  

and the  more  c l ea r ly  the  t e c h n i q u e s  used  by the a c t u a r y  are  la id  down, the  m o r e  

cons i s t en t  t h e  m e a s u r e m e n t  of  p e r f o r m a n c e  will be f r o m  one y e a r  to t he  n e x t  

and the  more  c o m p a r a b l e  i t  wil be f rom one  company  to  the  nex t .  

Fa i l u r e  in the  Uni ted  S t a t e s  to  r e c o g n i z e  this  f u n d a m e n t a l  need  to s t a n d a r d i z e ,  

and the  r e su l t i ng  dec is ion  to depend  i n s t e a d  on the  pr ic ing  basis,  bea r s  wi th  i t  a 
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ser ious  sho r t coming ,  this  be ing the  i n a p p r o p r i a t e n e s s  of the pr ic ing basis as a 

s t a t e m e n t  provis ion for  f u t u r e  risk.  P r ic ing ,  as we all  know, is i n f luenced  by all  

sor t s  of  f a c t o r s  u n r e l a t e d  to f i nanc i a l  r e p o r t i n g ,  not  the  leas t  of  which are the  

whims of  a p re s iden t  who is t ry ing  to keep his board  of  d i r e c t o r s  happy unti l  the  

day  he r e t i r e s .  Ac tua l ly ,  U.S. GAAP does  env i sage  d e p a r t u r e  f rom pr ic ing 

a s sumpt ions  when t h e y  are  known to be i n a d e q u a t e ,  but  this opt ion is far  too  

a r b i t r a r y  and too se ldom applied.  

S t a n d a r d i z a t i o n  has been  the  way  of  l i fe  in C a n a d a  s ince  1979, when the I n s t i t u t e  

adop t ed  its f inanc ia l  r e p o r t i n g  R e c o m m e n d a t i o n s .  S t a n d a r d i z a t i o n  was also 

endorsed  in 1982 by the  jo in t  t a sk  f o r c e  on G A A J P  wi th  the r e c o m m e n d a t i o n  

" t h a t  the  CIA prov ide  more  p rec i se  gu idance  to the  a c t u a r y  in the  d e t e r m i n a t i o n  

of  an app rop r i a t e  provis ion for  adverse  dev ia t i ons . "  Bo th  the  CIA and C I C A  

c o n c u r r e d  wi th  this  r e c o m m e n d a t i o n .  

What  provis ion t h e r e  should be in the  po l i cy  l i ab i l i ty  for  f u tu r e  p ro f i t s  depends  

on wha t  a c o m p a n y  does in those  fu tu r e  y e a r s  to  ea rn  p ro f i t s .  I t  is ev ident  t h a t  

the  c o m p a n y  does two things:  it s e rv ices  the  po l icy  as long as it  r ema ins  in 

fo rce ,  and it bears  the  r isk a s s o c i a t e d  wi th  any  b e n e f i t s  c la imed .  In a gener ic  

sense,  these  two f u n c t i o n s  are  e x a c t l y  the  same:  in each  case ,  expenses  and 

c la ims,  f u tu r e  cos ts  are  unknown and m u s t  be e s t i m a t e d  and p rov ided  for.  In 

each  case ,  the  func t ion  p e r f o r m e d  by the  c o m p a n y  is one of r isk t ak ing  and t h e r e  

is no reason  to t r e a t  expenses  any d i f f e r e n t l y  than  c la ims .  In each  case,  f u t u r e  

m a n a g e m e n t s  have a r igh t  to fair  c o m p e n s a t i o n  for  risks being t aken  on by 

today ' s  m a n a g e m e n t .  
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What  c o n s t i t u t e s  "fair  compensat ion ' . ' ?  The a c c o u n t i n g  p ro fe s s ion  has a c l e a r l y  

s t a t e d  q a u l i t a t i v e  answer  to  th is  ques t ion ,  b u t  so far  no t  a v e r y  good q u a n t i t a t i v e  

answer .  It  s ays  tha t  any f u t u r e  u n c e r t a i n t y  a s s o c i a t e d  wi th  an a c c o u n t i n g  

e s t i m a t e  should  be  p r o p e r l y  p r o v i d e d  for ,  and the  p rov i s ion  should be  r e l e a s e d  

in to  i n c o m e  when  it is no longer  r equ i r ed .  What  a c t u a r i e s  ca l l  " r e l ea se  f r o m  

risk" is e x a c t l y  the  s a m e  thing.  The a c c o u n t a n t s  go f u r t h e r  to  s ay  tha t  t h e r e  is 

no o t h e r  j u s t i f i c a t i o n  for  c o n s e r v a t i s m .  And so do we  a c t u a r i e s ,  for  tha t  m a t t e r ,  

wi th  our r e q u i r e m e n t  tha t  a s s u m p t i o n s  be  " a p p r o p r i a t e . "  

Wha t  a c c o u n t i n g  t h e o r y  doesn ' t  t e l l  us  is how to  go a b o u t  d e t e r m i n i n g  such  a 

p rov i s ion ,  and t h e r e  is a l e g i t i m a t e  c o n c e r n  a m o n g  s o m e  a c c o u n t a n t s  t h a t  t he  

p rov i s ion  could  t oo  eas i ly  be  s u b j e c t  to m a n i p u l a t i o n  The F inanc ia l  R e p o r t i n g  

C o m m i t t e e  is working  wi th  the  C I C A  on th is  v e r y  ques t i on ,  and I th ink it would  

b e  s a f e  to  say  t h a t  va lua t ion  a c t u a r i e s  e v e r y w h e r e  will  w e l c o m e  any help t h e y  

can  ge t .  

AN E F F E C T  OF SALES ON I N C O M E  

L e t ' s  now e x a m i n e  wha t  h a p p e n s  when  t he  a c t u a r y  does  c o m e  up wi th  

a s s u m p t i o n s  i ndependen t  o f  t h o s e  used  in the  p r ic ing .  Usual ly ,  t he  v a l u a t i o n  

a s s u m p t i o n s  a r e  m o r e  c o n s e r v a t i v e ,  and t he  in i t i a l  r e s e r v e ,  c o m b i n e d  wi th  sa les  

and issue cos t s ,  t ends  to c r e a t e  a n e t  loss a t  t i m e  o f  sa le .  I know tha t  s o m e  will  

s ay  I am b a c k - e n d i n g  p ro f i t s .  I s t a n d  gu i l t y  as c h a r g e d ,  bu t  le t  m e  say  to  m y  

a c c u s e r s  t h a t ,  wi th  d i l igent  s e a r c h ,  I 'm s u r e  I c o u l d  c o m e  up wi th  s o m e o n e  in 

C a n a d a  who f e e l s  o t h e r w i s e .  

S u p p o r t e r s  o f  U.S.  GA P P  would  o b j e c t  t o  the  a p p e a r a n c e  of  this  loss b e f o r e  

any th ing  has  r e a l l y  happened .  Bu t  s o m e t h i n g  has  h a p p e n e d .  The  new p o l i c y  has  
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exposed  the  company  to a r isk t h a t ,  for  r epor t ing  purposes ,  a t  leas t ,  is not  

a d e q u a t e l y  cove red  in the  p r ic ing .  If this  v i ta l  f ac t  is ignored in the  f inanc ia l  

s t a t e m e n t s ,  t he re  will be no d i s t i n c t i o n  in the s t a t e m e n t s  b e t w e e n  compan ies  

doing sound business and those  t h a t  a re  c u t t i n g  corners  wi th  the i r  pr ic ing.  In 

o t h e r  indus t r ies ,  pr ice  c u t t i n g  shows up in the  f inanc ia l  s t a t e m e n t s  very  quickly,  

but  i n su rance  pol ic ies  s t a y  on the  books for  a long t ime ,  and the  e f f e c t s  of  pr ice  

c u t t i n g  a re  not  r e v e a l e d  unless  v a l u a t i o n s  a re  s t a n d a r d i z e d .  

If  i n c o m e  is to  be d e f e r r e d  to c o v e r  r isks assumed,  the  e f f e c t  mus t  be borne  

when  the  r isk is t a k e n  on. When t h a t  is done,  the  ne t  i ncome  fol lows a p a t t e r n  

s o m e w h a t  d i f f e r e n t  f rom U.S. GAAP:  n e g a t i v e  in the  f i r s t  yea r  and pos i t ive  in 

subsequen t  y e a r s  in a m o u n t s  de s igned  to r e f l e c t  the  risk borne  by the  c o m p a n y  in 

each  a c c o u n t i n g  per iod .  The n e t  i n c o m e  st i l l  adds up a lgeb ra i ca l ly  to wha t  is 

p rov ided  for in the  pr ic ing,  bu t  is now d e f e r r e d  s o m e w h a t .  This t r e a t m e n t  is 

a b s o l u t e l y  essen t ia l  if  f i nanc i a l  s t a t e m e n t s  are 

dec is ions  and if f u t u r e  f i nanc i a l  s t a t e m e n t s  are 

be ing  a s sumed  today .  

to r e f l e c t  cu r ren t  p r ic ing  

to r e f l e c t  p roper ly  the  r isks 

Now t h a t  the  Un i t ed  S t a t e s  is moving  t o w a r d  es tab l i sh ing  the  pos i t ion  of 

v a l u a t i o n  a c t u a r y ,  and e spec i a l l y  i f  i t  r equ i r e s  t h a t  pe rson  to fol low s t anda rds  in 

s e t t i n g  va lua t i on  marg ins ,  U.S. a c c o u n t a n t s  are  soon going to f a c e  a d i l emma .  If  

t h e y  r e t a i n  the  pr ic ing  basis  for  G A A P  va lua t ions ,  t h e y  will have  to con t inue  to 

l ive  wi th  the  confus ion  of  two  d i f f e r e n t  f i nanc ia l  s t a t e m e n t s .  Then,  if  t he  

s t a n d a r d s  fo l lowed  by the  v a l u a t i o n  a c t u a r y  are  also endorsed  by the  a c c o u n t i n g  

p ro fess ion ,  as we are  moving  t o w a r d  in Canada ,  s o m e o n e  will have  to expla in  

why these  two s t a t e m e n t s  bo th  c o n f o r m  to a c c o u n t i n g  pr inciples .  I hope I am 

a round  to see the  foo twork!  
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The Canadian answer to this d i l emma is to be found in the superintendent ' s  

r equ i r emen t  that  a ce r t a in  par t  of r e t a ined  earnings be e a r m a r k e d  as unavailable 

for distr ibution.  This r equ i r emen t ,  in e f f e c t ,  places a minimum on a company's 

r e t a ined  earnings due to speci f ic  balance  sheet  i t ems  with d i f f e ren t  values, 

depending on whether  we are  repor t ing  on a going concen  or tes t ing solvency. 

We heard  in Session Z from Wayne Bergquist  the work cu r ren t ly  going on to 

improve the basis for this so lvency res t r ic t ion .  

I said ear l ie r  tha t  usually the  valuat ion assumptions will be more  conservat ive  

than the pricing assumptions.  Under  very  favorable  c i rcumstances ,  we could 

have the  opposite s i tuat ion,  where  the valuat ion assumptions,  although in full 

compl iance  with standards,  are  less conserva t ive  than the pricing basis. In this 

case,  we will have an ex t r a  source  of income:  namely ,  what  is le f t  over a f t e r  

fully providing for the r isk-bear ing funct ion,  which, of course,  includes the risk 

of not rece iv ing your premiums.  How is this residual  income earned,  and when 

should it en t e r  the income s t a t e m e n t ?  This brings us to the quest ion of method.  

It is here--and only h e r e - t h a t  the policy p remium me thod  depar ts  from 

t radi t ional  valuat ion technique  and it is very  impor tan t  tha t  we keep this 

depa r tu re  in perspec t ive .  It is only in this s i tuat ion tha t  ne t  methods  actual ly  

hold back any par t  of the pol icy premium.  But, s ince the valuation margins 

a l ready  defe r  income to m a t c h  all fu ture  risk taking, t he r e  is no reason to hold 

back par t  of the premiums.  To do so~ for wha teve r  reason,  would duplicate the 

margin  in an assumption we've a l ready  de t e rmined  to be appropr ia te  (most likely 

our wi thdrawal  assumption) and the reby  render  it inappropria te .  On the 

con t ra ry ,  there  is very c lear  jus t i f ica t ion  for recogniz ing  this residual  profi t  at 

t ime  of sale. It is the success  in selling policies under  these favorable  conditions 
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t h a t  e n a b l e s  the  c o m p a n y  to e a r n  the  e x t r a  i n c o m e .  If the  e x t r a  i ncome  is 

d e f e r r e d ,  f u t u r e  m a n a g e m e n t s  would ge t  t he  c r e d i t  fo r  the  good job being done  

by  c u r r e n t  m a n a g e m e n t .  Thus,  t he  i n c o m e  s t a t e m e n t  loses its e f f i c a c y  as a 

m e a s u r e  of  m a n a g e m e n t  p e r f o r m a n c e .  

A c c o u n t i n g  p r i n c i p l e s  suppor t  th is  a p p r o a c h .  A c c o u n t a n t s  te l l  us tha t  i n c o m e  

shoud  be r e c o g n i z e d  as soon as i t  is e a r n e d .  The  words  ~as soon as n make  i t  

c l e a r ,  o n c e  it  is d e c i d e d  when  i n c o m e  can  be c o n s i d e r e d  ea rned ,  t ha t  only one  

v a l u a t i o n  m e t h o d  will  do so a t  t he  c o r r e c t  m o m e n t  no ea r l i e r ,  no l a t e r .  

A c c o u n t i n g  p r inc ip l e s  also r e q u i r e  tha t  the  r e s idua l  gain be handled  the s a m e  

w a y  the  loss would be---which,  if t he  C a n a d i a n  a p p r o a c h  I 've been  descr ib ing  is 

c o r r e c t ,  is in the  f i r s t  y e a r .  M o r e o v e r ,  ho ld ing  this  gain back  and adding i ts  

va lue  to  t h e  p o l i c y  l i ab i l i t y  c o n s t i t u t e s  wha t  a c c o u n t a n t s  would cal l  a ~sec re t  

r e s e r v e , "  which  has  b e e n  t aboo  for  mos t  of  this  c e n t u r y .  It  is i n t e r e s t i n g  to  

w a t c h  p r o p o n e n t s  of  n e t  m e t h o d s  cl ing to  the  e x t r a  f a t  those  me thods  c o n c e a l ,  

and t h e n  d rop  it  l ike ho t  g r e a s e  l a t e r  on if t h e y  n e e d  the  money  to  concea l  the  

c os t  of  a s t r e n g t h e n i n g !  

T h e  p o l i c y  p r e m i u m  m e t h o d  has  t h e  suppor t  of  a c t u a r i a l  t h e o r y ,  as well.  In 1979, 

when t he  t r a n s i t i o n  f r o m  a p u r e l y  s o l v e n c y  s t a n d a r d  to  a f inanc ia l  r e p o r t i n g  basis  

be ga n ,  the  s t a n d a r d  fo r  v a l u a t i o n s  b e c a m e  a t w o - e d g e d  sword:  ngood and 

s u f f i c i e n t "  gave  way  to  n a p p r o p r i a t e ,  ~ and an e x c e s s i v e  e s t i m a t e  b e c a m e  jus t  as 

wrong  as an i n s u f f i c i e n t  one.  Those  who o b j e c t e d  to  this  change  did so b e c a u s e  

t h e y  w a n t e d  to  c o n t i n u e  to  h ide  surplus  u n d e r  the  u m b r e l l a  of u l t r a c o n s e r v a t i v e  

v a l u a t i o n s .  The  inv is ib le  surplus  made  m a n a g e m e n t s  look good by g e n e r a t i n g  
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very  visible prof i ts .  Objec t ions  to removal  of the cash value floor and to 

adopt ion of the pol icy premium method,  I dare  say, are mo t iva t ed  by the same 

desires .  

PRACTICAL CONSIDERATIONS 

The advan tages  of the policy premium method  from the viewpoint  of the person 

ac tua l ly  doing the valuat ion are in the p r a c t i c a l  applicat ion.  There  isn't ve ry  

much to talk about  here,  because  many  of the faimil iar  problems simply go away.  

Calcu la t ion  of  that  dreadful  a r t i f i c ia l i ty ,  the "net valuat ion premium";  so-ca l led  

de fe r r a l  of  acquis i t ion expenses;  premium de f i c i ency  tests ;  and the omnipresent  

a rb i t r a ry  l imi ta t ions  assoc ia ted  with net  methods  all disappear.  

The ent i re  family  of net  premium methods  has kept  us p r e t t y  much in the dark 

for what  seems  like eons, and suddenly,  now, we can see what we 're  doing. So 

can accountan ts ,  auditors ,  regula tors ,  s tockholders ,  and anyone else who reads  

our f inancial  s t a t e m e n t s .  Strangely enough, the light seems to fall  according to 

some compa n y -b y -co mp an y  phenomena.  

The darkness  is amply i l lus t ra ted  by the d i f f icu l t ies  exper ienced  by the te rm 

insurance  task fo rce  under Charles  McLeod in trying to tes t  the term pol icy  

l iabi l i ty 's  sens i t iv i t ies  to the various assumptions.  The task force  t r ied to do this 

tes t  work using first  the 1978 Canadian method  and then the net  level  premium 

method,  but  it found in each case  that  the dis tor t ions  in the method  i tse l f  made  

the task  impossible.  It was only when the task fo rce  adopted the policy premium 

method  for its t es t ing  that  it b e c a m e  c lear  how the assumptions in t e rac ted  with 

one another .  
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At the  s a m e  t ime ,  t he  po l i cy  p r e m i u m  m e t h o d  demands  of the a c t u a r y  a g r e a t e r  

d i sc ip l ine  than  is e v i d e n t  a t  p r e s e n t .  B e c a u s e  marg ins  have  a f u n c t i o n  in the  

i n c o m e  s t a t e m e n t  as wel l  as the  b a l a n c e  s h e e t ,  it  is not  s a t i s f a c t o r y  to c o m e  up 

wi th  a c o r r e c t  t o t a l  p r ov i s i on  fo r  a d v e r s e  dev i a t i ons  and ignore  the  po l i cy  y e a r  

p a t t e r n .  And it c e r t a i n l y  isn ' t  s a t i s f a c t o r y  to  cut  co rne r s ,  as ne t  m e t h o d s  do, in 

the  hope  t h a t  the  padd ing  bui l t  i n t o  the  m e t h o d  will c o v e r  our sins. 

E x a m p l e s  of  how this  m e t h o d  will  p r o d u c e  va lua t ion  r e p o r t s  of  b e t t e r  qua l i t y  

migh t  wel l  be  o f f e r e d  by s o m e o n e  f rom t h e  D e p a r t m e n t  of  I n s u r a n c e  r a t h e r  t han  

by  me.  It  is wel l  known t h a t  v a l u a t i o n s  have  no t  been  of c o n s i s t e n t l y  high 

qua l i t y ,  and som e  of  t h e  f au l t  c e r t a i n l y  lies wi th  the  c o m p l e x i t i e s  i n h e r e n t  in the  

m e t h o d  c u r r e n t l y  used.  

One  th ing  the  new m e t h o d  will f o r c e  us to  do is look o b j e c t i v e l y  at  all f u t u r e  

a d m i n i s t r a t i o n  cos t s .  If t h e s e  cos t s  a re  on the  i n c r e a s e ,  we had b e t t e r  p rov ide  

for  t he m.  If  t h e r e  a r e  spec i a l  c o s t s  in c e r t a i n  f u t u r e  yea r s ,  such as t e rm r e n e w a l  

da t e s ,  we had b e t t e r  p r o v i d e  fo r  t h e m  too.  We can ' t  jus t  a s sume  t ha t  expense  

a l l o w a n c e s  he ld  b a c k  ou t  of  f u t u r e  p r e m i u m s  will c o v e r  these  cos t s ;  the  p a t t e r n  

is n o w h e r e  n e a r  t he  s a m e ,  and m a n y  po l i c i e s  don ' t  h a v e  any f u t u r e  p r e m i u m s .  

The  d i s a p p e a r a n c e  of  the  n e e d  to  t e s t  fo r  p r e m i u m  d e f i c i e n c i e s  will be a 

blessing.  Some po l i c i e s  a re  so c o m p l i c a t e d  t h e s e  days  tha t  it  is hard  to  te l l  

w h e t h e r  the  v a l u a t i o n  p r e m i u m  is r e c o v e r a b l e  or not .  The f e a r  t oday  is t ha t  

s ome  a c t u a r i e s  a re  a s suming  it  is r e c o v e r a b l e  w i thou t  r ea l l y  t e s t i n g  it.  Tha t  

s e e m s  to have  b e e n  one  of  the  p r o b l e m s  unde r ly ing  the  r e c e n t  t e r m  to 100 and 

r e n e w a b l e  t e r m  d i f f i c u l t i e s .  
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N o n t r a d i t i o n a l  po l i c ies  a re  the  big p r o b l e m  t h e s e  days ,  wi th  so l i t t l e  d a t a  on 

which  to  b a s e  t he  va lua t ion .  Y e t  the  v a l u a t i o n  a c t u a r y  has  at  l ea s t  as much  to  

go on as the  pr ic ing  a c t u a r y .  He can  look  a t  f u t u r e  c la im p a t t e r n s ,  f u t u r e  

a d m i n i s t r a t i o n  expenses ,  and p r e m i u m  p a y m e n t  p a t t e r n s ,  and make  j u d g m e n t s  

s imi la r  to t hose  the  pr ic ing  a c t u a r y  m a d e - - a n d  f rom a b e t t e r  v a n t a g e  point .  The 

k e y  d i f f e r e n c e  is t ha t  the  va lua t i on  a c t u a r y  is e x p e c t d  to  make  thos  j u d g m e n t s  

i n d e p e n d e n t l y ,  fo l lowing va lua t i on  s t a n d a r d s  r a t h e r  than  m a r k e t  cons ide ra t ions .  

Ano the r  c u r r e n t  p rob l em is r e in su red  bus iness .  A c o m p a n y  tha t  sel ls  a po l i cy  and 

then  insures  it is e s sen t i a l l y  o f f  the  hook  for  the  c l a ims  risk, a l though  it  s t i l l  

mus t  a d m i n i s t e r  the  bus iness  and keep  it on the  books .  Y e t  p r e s e n t  m e t h o d s  

f o r c e  t ha t  c o m p a n y  to s p r e a d  the  p r o f i t s  ove r  the  full  t e rm  of the  pol icy .  

H e n c e ,  un less  the  va lua t ion  is b a s e d  on p r e m i u m s  a c t u a l l y  charged ,  the  f inanc ia l  

s t a t e m e n t s  m a k e  no d i s t inc t ion  b e t w e e n  t w o  c o m p a n i e s  sel l ing s imi la r  p r o d u c t s  

wi th  d i f f e r e n t  p r e m i u m s ,  even  though  the  c l a i m s  r isk  and w i t h d r a w a l  r a t e s  have  

b e e n  ful ly  c o v e r e d .  

It  will  b e  i n f i n i t e l y  eas i e r  in the  f u t u r e  to  u n d e r s t a n d  and handle  a change  in 

v a l u a t i o n  a s sumpt ions .  I r e c e n t l y  looked  b a c k  a t  the  mass  of  c o r r e s p o n d e n c e  

f rom the  t i m e  this t e s t y  ques t ion  was b e i n g  d e b a t e d  by  the  F inanc ia l  R e p o r t i n g  

C o m m i t t e e .  You  wouldn ' t  b e l i e v e  the  c o m p l e x i t i e s  we  go t  ourse lves  into,  all 

having to do wi th  t r e a t m e n t  of  the  d i f f e r e n c e  b e t w e e n  the  po l i cy  p remium and 

the  ne t  v a l u a t i o n  p r e m i u m :  w h e t h e r  to p r e s e r v e  this  d i f f e r e n c e  or  le t  it change;  

w h e t h e r  i t  should be  pe rmi s s ib l e  to i n c r e a s e  the  d i f f e r e n c e  as wel l  as d e c r e a s e  

i t ;  w h e t h e r  to a m o r t i z e  all  of  the  change ,  p a r t  o f  i t ,  or none  of  it; and if so, why,  

how, and ove r  wha t  per iod .  There  mus t  h a v e  b e e n  at  l e a s t  a dozen  proposa ls  on 

the  t ab l e  a t  one t ime  or ano the r ,  e v e r y  one  of  t h e m  disp lay ing  s o p h i s t i c a t e d  
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r eason ing  f rom a p remise  tha t  u l t i m a t e l y  p roved  to be unsound.  In f ac t ,  i t  was 

th is  very  prob lem t h a t  brought  to the  s u r f a c e  the  fo l ly  in l e t t i ng  the  va lua t i on  

p r e m i u m  be any th ing  but  the pol icy  p remium.  Now we will be able s imply to 

change  our assumpt ions ,  do ano the r  va lua t ion ,  and t ake  our p ro f i t  or our lumps,  

as the  case m a y  be. 

R e g u l a t i o n  c e r t a i n l y  becomes  a more  d i r ec t  and re l iab le  process .  The 

D e p a r t m e n t  of  Insurance  can focus  on the  a p p r o p r i a t e n e s s  of the assumpt ions ,  

which  are the  j u d g m e n t a l  par t  of  a va lua t ion .  In the case  of r enewab le  t e rm,  and 

to some  e x t e x t  t e rm to lO0, the D e p a r t m e n t  of  Insu rance  was happy wi th  t he  

a s sumpt ions  but  had to admi t  it couldn ' t  r e a l l y  te l l  why the  r e se rves  came  out  so 

low. It took a very  close look at  this  p robem by Cha r l e s  McLeod 's  task f o r c e  to 

so r t  out  what  was a c t u a l l y  going on. 

A n o t h e r  r e g u l a t o r y  problem is t h a t  of t ry ing  to desc r ibe  in law the  va lua t ion  

m e t h o d  t h a t  should be used.  What we have  a t  p r e s e n t  is a p resc r ibed  m e t h o d  for  

leve l  p r emium pol ic ies  and a r e q u i r e m e n t  t ha t  l i ab i l i t i e s  for all o th r  pol ic ies  be 

m o d i f i e d  in a m a n n e r  the s u p e r i n t e n d e n t  cons iders  appropr i a t e .  In e f f e c t ,  the  

D e p a r t m e n t  of  Insurance  has th rown its  hands up t ry ing  to tel l  us e x a c t l y  how 

the  cu r r en t  m e t h o d  would have  to  be a d a p t e d  to the  m a n y  possible s i tua t ions .  

Not  surpr is ingly ,  th is  leads to p rob lems  of  i n t e r p r e t a t i o n .  The a c t u a r y  mus t  

th ink  through what  the  rea l  p r e m i u m s  are and the i r  p robab i l i t y  of co l lec t ion ,  how 

the  1978 C a n a d i a n  me thod  would ar r ive  at  the ne t  va lua t ion  p remium in the  level  

p r e m i u m  case,  and then  what  the  ana logous  c a l c u l a t i o n  should be for  the pol icy  

a t  hand.  Using the  pol icy p remium me thod ,  we s imply  drop the las t  two s teps  

and avoid the  incons i s t enc ie s  ar is ing f rom a v a r i e t y  of i n t e r p r e t a t i o n s .  
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SUMMARY 

Where  does all this leave  us? I be l i eve ,  as we move  fo rwa rd  wi th  the task  of  

coo rd ina t i ng  po l icy  va lua t ions  wi th  GAAP,  t h a t  our p r i m a r y  conce rn  is 

unde r s t and ing  b e t t e r  what  we are  doing and improv ing  how we do i t .  Toward  this  

end,  the  t ra in  of  t hough t  I have  fo l lowed,  which  should be equa l ly  appl icable  in 

the  Un i t ed  S t a t e s  and Canada ,  goes  s o m e t h i n g  l ike this:  

. F inanc i a l  s t a t e m e n t s  should provide  a use fu l  and m e a n i n g f u l  

m e a s u r e m e n t  of  m a n a g e m e n t  p e r f o r m a n c e  t h a t  is c o n s i s t e n t  f r o m  

yea r  to y e a r  and c o m p a r a b l e  to o the r  compan ie s .  

Z. Any m e a s u r e m e n t  ca l l s  for  s t a n d a r d s  and wha t  needs  to be 

s t a n d a r d i z e d  he re  a re  t he  marg ins  in the  va lua t i on  assumpt ions .  

(These f i r s t  two poin ts  I address  to our A m e r i c a n  col leagues . )  

. Use o f  va lua t ion  marg ins  causes  a d e f e r r a l  of  i ncome  t h a t  is j u s t i f i e d  

by the  u n c e r t a i n t y  c r e a t e d  when a po l icy  is sold. (The case  for  th is  

mus t  be made  to a hand fu l  of  a c c o u n t a n t s  who a rgue  aga ins t  any  

d e f e r r a l  of  income. )  

. The e f f e c t  of  s t a n d a r d i z i n g  the  d e f e r r a l  of  income,  w h a t e v e r  t h a t  

e f f e c t  m a y  be,  is n e c e s s a r i l y  i n c u r r e d  in the  y e a r  of sa le .  

. The e f f e c t  is usua l ly  a cos t ,  bu t  under  c i r c u m s t a n c e s  ve ry  f avo rab l e  

to the  company ,  i t  can  be a gain .  This depends  on t h e  r e l a t i onsh ip  

b e t w e e n  va lua t ion  s t a n d a r d s  and pr ic ing  marg ins .  
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. Any d e f e r r a l  o f  such a gain t ha t  is imp l i c i t  in the va lua t i on  m e t h o d  

d i s t o r t s  t he  s t a n d a r d  of  m e a s u r e m e n t  t h a t  we have  t aken  so much  

t r o u b l e  to e s t ab l i sh .  (This po in t  is a i m e d  at  those  a c t u a r i e s  who 

would r a t h e r  be  s a f e  than  r ight ) .  

. The  d i r e c t n e s s  and s i m p l i c i t y  of  the  p o l i c y  p r e m i u m  m e t h o d  o f f e r  

m a n y  p r a c t i c a l  a d v a n t a g e s ,  b o t h  for  t he  v a l u a t i o n  a c t u a r y  and fo r  

r e g u l a t o r s ,  and a re  b e t t e r  u n d e r s t o o d  by a c c o u n t a n t s  and o the r s  who 

r e a d  our  f i n a n c i a l  s t a t e m e n t s .  

. If t he  v a l u a t i o n  m e t h o d  and the  r a t i o n a l e  beh ind  i t  a re  p r o p e r l y  

u n d e r s t o o d ,  t he  q u a l i t y  of  v a l u a t i o n s  and l ike l ihood  of  c o n f o r m a n c e  

c a n n o t  fa i l  to  i m p r o v e .  (This f a c t  and the  p r e c e d i n g  one should 

c e r t a i n l y  win t he  n o t i c e  of  the  D e p a r t m e n t  o f  Insurance . )  

MR. H. D. H O W A R T H :  In 1985 the  A c c o u n t i n g  S t a n d a r d s  C o m m i t t e e  of the  

CICA a p p r o v e d  a p r o j e c t  t h a t  would r e m o v e  the  e x e m p t i o n  of  l i fe  i n s u r a n c e  

c o m p a n i e s  f rom the  r e c o m m e n d a t i o n s  of  the  H a n d b o o k .  This f ina l  s e tp  in the  

evo lu t i on  of  G A A P  for  l i fe  i n su r e r s  is t he  c u l m i n a t i o n  o f  a long, and for  some  a 

f r u s t r a t i n g ,  p r oce s s .  

As e a r l y  as 1973, a CICA r e s e a r c h  s t udy  e n t i t l e d  " F i n a n c i a l  R e p o r t i n g  for  L i f e  

I n s u ra nc e  C o m p a n i e s "  was publ i shed ,  s eek ing  to  p r o m o t e  c o m m e n t  and d iscuss ion  

t o w a r d  m o r e  c o n s i s t e n t  t r e a t m e n t  wi th in  the  indus t ry .  I ts  c h a i r m a n ,  

Gord  Johnson  o f  I m p e r i a l  L i fe ,  has  c o m e  ful l  c i r c l e - - n o w  serv ing ,  13 yea r s  l a t e r ,  

as an adv i sor  to  the  c u r r e n t  c o m m i t t e e .  
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In 198Z a jo int  t a sk  f o r c e  of  the  CICA and the  CIA a t t e m p t e d  to d e v e l o p  

f inanc ia l  r e p o r t i n g  and d i s c l o s u r e  p r inc ip l e s  t h a t  would  b e c o m e  g e n e r a l l y  

a c c e p t e d  as bo th  a c c o u n t i n g  and a c t u a r i l a  p r inc ip les .  Mike R o s e n f e l d e r  and 

Ken  Cla rk  bo th  s e r v e d  on tha t  t a sk  f o r c e .  

The  A c c o u n t i n g  S tanda rds  C o m m i t t e e  is i n d e b t e d  to all those  v o l u n t e e r s  who 

d e v o t e d  the i r  t i m e  and t a l e n t s  to  p rov i de  such  i m p o r t a n t  r e s e a r c h  in to  a 

d i f f i c u l t ,  s e e m i n g l y  i n s u r m o u n t a b l e  o b j e c t i v e .  I t  is obv ious  tha t  mu tua l  c o n c e r n  

a m o n g  b o t h  p r o f e s s i o n a l  b o d i e s  has  b e e n  a dr iv ing  f o r c e  behind a r e so lu t i on  on 

the  c u r r e n t  exc lus ion  of  l i fe  c o m p a n i e s  f rom the  H a n d b o o k .  

Fo r  all  our p rog re s s  to d a t e ,  t he  j u r y  is s t i l l  no t  in. A l though  the  c o m m i t t e e  wiU 

be  issuing an exposu re  d r a f t  l a t e  this  y e a r  con t a in ing  i t s  app roved  pos i t ions ,  we  

c a n n o t  gauge  the  r e a c t i o n  t ha t  m a y  c o m e  f rom t he  indus t ry ,  r egu la to r s ,  or  our  

p r o f e s s i o n a l  m e m b e r s .  Our  g r e a t e s t  d e t r a c t o r s  m a y  o r ig ina te  wi thin  the  

a c c o u n t i n g  p r o f e s s i o n  i t s e l f - - i n  p a r t i c u l a r ,  a c c e p t a n c e  of  the  c o n c e p t  of  the  

a c t u a r i a l  l i ab i l i ty  c a l c u l a t i o n  wi th in  the  h i s t o r i c a l  c o s t  model .  I won ' t  dwe l l  on 

this ,  o the r  than to  i n d i c a t e  t h a t  the  p r o s p e c t  o f  one  b a l a n c e  s h e e t  a c c o u n t  t ha t ,  

j u s t  for  s t a r t e r s ,  n e t s  fu tu re  r e v e n u e s  and expenses ,  con t a in s  con t i ngenc i e s  wi th  

an ac ronyn  PAD,  i n c o r p o r a t e s  s o m e  d iv idends ,  and s u m m a r i l y  d i scoun t s  to  

p r e s e n t  va lues ,  m a y  br ing t e a r s  to the  e y e s  of  e v e n  the  mos t  p r o g r e s s i v e  of  

a c c o u n t i n g  pur is ts .  

L e t  us  turn  our a t t e n t i o n ,  then ,  d i r e c t l y  to  this  a c t u a r i a l  l i ab i l i ty  a c c o u n t  and 

r e v i e w  s o m e  of  the  ma jo r  p r inc ip l e s  i nvo lved  t ha t  u l t i m a t e l y  l ead  us to a cho ice  

of  the  a p p r o p r i a t e  m e t h o d  for  i ts  c a l c u a t i o n .  
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The f i rs t  of  these  pr inc ip les  is cons i s t ency- - - cons i s t ency  of accoun t ing  t r e a t m e n t  

t h a t  under l i e s  bo th  the  n e c e s s i t y  for,  and the  use fu lness  of, a profess ional  

handbook.  To bring l i fe  i n su rance  c o m p a n i e s  wi th in  the  Handbook,  and the reby  

a c c e p t  the  r a t i o n a l e  of  conso l i da t ed  f i nanc i a l  s t a t e m e n t s ,  requi res  insurers to 

c o n f o r m ,  where  appl icable ,  to  a c c o u n t i n g  c o n v e n t i o n s  prev ious ly  establ ished.  

One f a c t o r  wi th in  the  a c t u a r i a l  l i ab i l i ty  e q u a t i o n  t h a t  is in con t r aven t ion  of 

e s t a b l i s h e d  GAAP is the  c o n c e p t  of  provis ions  for  so lvency .  Our posi t ion is c lea r  

t h a t  such  provis ions  (def ined as the  cash  va lue  f loor  m e t h o d  or some other  te rm) ,  

which  m a y  be ve ry  n e c e s s a r y  to s a t i s f y  c o n c e r n s  of  r e g u l a t o r s  or m a n a g e m e n t ,  

should  be r e f l e c t e d  as app rop r i a t i ons  of  r e t a i n e d  

c o r r e c t l y  d ivorces  so lvency  conce rns  f rom p rope r  

l i ab i l i ty  d i sc losure .  

earn ings .  Such t r e a t m e n t  

r ecogn i t i on  of income or 

The  second  pr inc ipe  r e l a t e s  to i ncome  r e c o g n i t i o n ,  m o r e  common ly  known as t he  

" m a t c h i n g  pr inc ip le ."  Much has  been  w r i t t e n  on this  topic,  and a rgumen t s  

abound for and aga ins t  any pos i t ion  one wishes  to t ake .  In the i n t e r e s t  of t ime ,  

le t  me  boil it  all down to the  e s sen t i a l  i n g r e d i e n t s  and process  t ha t  led to our 

proposed  pos i t ion  for m a t c h i n g  of  cos ts  and r e v e n u e s  of  l i fe  insurance  con t r ac t s .  

While the  m a t c h i n g  pr inc ip le  is n o r m a l l y  app l i ed  to the  a l l oca t ion  of costs  in 

r e l a t i o n  to r evenues  der ived ,  in this  i n s t a n c e  t he  e x i s t e n c e  of a l i ab i l i ty  t h a t  is 

c o m p o s e d  of  fu tu re  r e v e n u e s  ne t  of  fu tu re  e x p e n s e s  and obl iga t ions  adds an e x t r a  

d e g r e e  of  c o m p l e x i t y .  The change  in this  l i ab i l i t y  within a f iscal  per iod  

r e p r e s e n t s  an a d j u s t m e n t  to the  a c t u a l  r e v e n u e s  de r i ved  and expenses  incurred,  

fo rc ing  the  no rma l  app l i ca t ion  of  GAAP pr inc ip les  upon the  individual  

c o m p o n e n t s  of  the  l iab i l i ty .  

8-ZO 



The f i r s t  of  t h e s e  c o m p o n e n t s  is r e v e n u e .  R e c o g n i t i o n  of  f u t u r e  r e v e n u e s  is 

a p p r o p r i a t e  under  c u r r e n t  G A A J P  if s i gn i f i can t  u n c e r t a i n t y  abou t  the  a m o u n t  

t h a t  will  b e  r e a l i z e d  is r e m o v e d .  Where  a v a l u a t i o n  a c t u a r y  uses  r e a s o n a b l e  

a s s u m p t i o n s  and t e m p e r s  those  wi th  a m a r g i n  for  adve r se  dev ia t ions ,  a 

m e t h o d o l o g y  g e n e r a l l y  a c c e p t e d  in the  indus t ry ,  this  should c o n s t i t u t e  such  

r e m o v a l  o f  u n c e r t a i n t y .  No o t h e r  a r b i t r a r y  r e s t r i c t i o n s ,  such  as va lua t i on  

p r e m i u m  m a x i m u m s ,  would  be  a p p r o p r i a t e  in the  d e t e r m i n a t i o n  of  the  p r e s e n t  

va lue  o f  f u t u r e  r e v e n u e s .  

The  o t h e r  c o m p o n e n t  9 of  cou r se ,  is cos t .  

c o m b i n a t i o n  of  va r ious  t y p e s  of  e x p e n d i t u r e s :  

0 

0 

0 

I use  the  t e rm  cos t  to d e n o t e  a 

The a l l o c a t i o n  of  p a s t  acqu i s i t i on  e x p e n d i t u r e s .  

The f u t u r e  a d m i n i s t r a t i v e  expenses .  

The f u t u r e  p o l i c y  ob l iga t ions ,  inc luding b e n e f i t s  and p o l i c y h o l d e r  

d iv idends .  

The o b j e c t i v e  of  the  m a t c h i n g  p r inc ip le  is to d e t e r m i n e  i n c o m e  in a manner  tha t  

b e s t  r e f l e c t s  t he  c a u s e - a n d - e f f e c t  r e l a t i o n s h i p  b e t w e e n  cos t s  and r e v e n u e s .  The 

a l l o c a t i o n  of  p o l i c y  acqu i s i t i on  e x p e n s e s  to the  ful l  t e r m  of c o n t r a c t  r e v e n u e  

would  r e p r e s e n t  a p p r o p r i a t e  t r e a t m e n t  under  this  p r inc ip le .  Since the  a m o u n t  

and t iming  of  f u t u r e  po l i cy  e x p e n s e s  and ob l i ga t i ons  mus t  be  e s t i m a t e d ,  

c o n c o r d a n t  r e a s o n a b l e  a s s u m p t i o n s  and marg ins  for  a d v e r s e  d e v i a t i o n s  u sed  by  

t he  va lua t i on  a c t u a r y  for  t h e s e  c o m p o n e n t s  would  r e d u c e  the  u n c e r t a i n t y  of 

p a y m e n t  and p rov ide  a p r o p e r  m a t c h  wi th  f u t u r e  r e v e n u e s .  

Hav ing  d e f i n e d  the  t r e a t m e n t  of  b o t h  r e v e n u e s  and e x p e n s e s  wi th in  the  a c t u a r i a l  

l i ab i l i ty  c a l cu l a t i on ,  we a re  l e f t ,  t hen ,  w i th  a f u t u r e  i n c o m e  s t r e a m  and an 
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i m m e d i a t e  i ncome  or loss at  point  of sale .  This income s t r e am,  which assumes,  

t h rough  p e r f e c t  fo res igh t ,  t ha t  r ea sonab le  a s sumpt ions  will be experienced~ will 

r e f l e c t  the  r e l e a se  to i ncome  of  all marg ins  for adverse  devia t ions .  Is such a 

m e t h o d o l o g y  of  i ncome  d e f e r r a l  and r e c o g n i t i o n  appropr i a t e  under  no rma l  

G A A P ?  

The  c o m m i t t e e  engaged  in cons ide rab le  d e b a t e  on this  issue. It conc luded  tha t  

f u t u r e  i n c o m e  f rom l i fe  i n su rance  c o n t r a c t s  r e p r e s e n t s  tha t  por t ion  of t o t a l  

po l i cy  i n c o m e  tha t  is a t t r i b u t e d  to the r isk assumed by pol icy issue and tha t  

u l t i m a t e  r e l e a s e  f rom risk in f u t u r e  per iods  should be r e c o g n i z e d  as income  in 

those  per iods .  This p a t t e r n  of  r e c o g n i t i o n  would r e f l e c t  a r a t i ona l  and 

s y s t e m a t i c  m a n n e r  of i n c o m e  a l l oca t ion  over  the  l i fe  of the  c o n t r a c t .  

Any i ncome  or loss g e n e r a t e d  by in i t ia l  v a l u a t i o n  at  sale,  expe r i ence  d i f f e r ing  

f rom r e a s o n a b l e  assumpt ions ,  or changes  in fu tu re  e s t i m a t e s  should log ica l ly  be 

r e f l e c t e d  in the  c u r r e n t  per iod .  The logic of this s t a t e m e n t  is not  p r e d i c a t e d  

s p e c i f i c a l l y  on a p r inc ip le  of  a ccoun t ing ,  but  r a t h e r  r e l a t e s  to  the  accoun t ing  

p ro fess ion ' s  c o n s t a n t  d e b a t e  over  the  h i e r a r c h y  of f inanc ia l  s t a t e m e n t s .  Since 

f i nanc i a l  s t a t e m e n t s  mus t  a r t i c u l a t e ,  i n c o m e  m e a s u r e m e n t  issues o f t e n  resu l t  in 

s o m e w h a t  dubious a c c o u n t  b a l a n c e s  on the  Ba lance  Sheet .  Such i t e m s  include 

u n a m o r t i z e d  f i nanc ing  expenses ,  d e f e r r e d  fo re ign  exchange  gains or losses,  and 

d e f e r r e d  tax .  

The r e v e r s e  is also t rue .  Where  issues are r e so lved  in favor  of more  appropr i a t e  

ba l ance  s h e e t  t r e a t m e n t ,  r e su l t i ng  i ncome  b e c o m e s  no th ing  more  than  a res idual  

c a l c u l a t i o n .  Examples  inc lude  t r e a t m e n t  of i nven to ry  values and r ece ivab le s  

ba l ances .  
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The c o m m i t t e e  real izes  that  if the income m e a s u r e m e n t  issue takes p r e c e d e n c e  

over balance sheet  l iability de te rmina t ion ,  then ac tua r i a l  l iabili ty valuat ions 

would become meaningless,  re ta in ing  a host of residuals  tha t  lack credibi l i ty  in 

re la t ion  to the portfol io of assets  held. Consequent ly ,  the c o m m i t t e e  has opted 

for appropriate  balance shee t  l iabil i ty p re sen ta t ion  with  residual  incomes  or 

losses flowing through on an annual basis. 

The p rac t i ca l  e f f e c t  of all this theor iz ing comes down to the  following: Firs t ,  of  

the present  or potent ia l  methods  of ca lcula t ion  of ac tua r i a l  l iabilit ies r ev i ewed  

by the commi t t ee ,  which include the cur ren t  method ,  the cur ren t  me thod  

without l imitat ion of acquisit ion expense defe r ra l ,  and the policy p remium 

method,  the policy premium method  best exempl i f ied  the principles I have just  

outlined. Our exposure draf t  should r e f l e c t  this r e c o m m e n d a t i o n .  Second, since 

a fu ture  income s t ream will be establ ished upon the sale of new policies,  and 

that  s t ream of income will be founded on the size of margins for adverse  

deviations, I would implore the ac tuar ia l  profess ion to f inal ize m e a s u r e m e n t  

s tandards for the industry in this area .  Although the compe t i t i ve  na tu re  of the 

industry cur ren t ly  may not o f f e r  scope for ac tua l  p remiums  to exceed  valuat ion 

premiums on new policy sales and t h e r e f o r e  g e n e r a t e  res idual  prof i tab i l i ty  at  

point of sale, the c o m m i t t e e  is de f in i t e ly  conce rned  about valuat ion premiums on 

new product  sales tha t  may s ignif icant ly  exceed  gross premiums.  

If these residual losses were  to cont inue to be excessive,  f inancial  repor t ing  

might u l t ima te ly  lead to the inevi table  credibi l i ty  gap be tween  life insurance  

managemen t  and readers  of f inancial  s t a t e m e n t s ,  when m a n a g e m e n t  must  

publicly s ta te  that  "the strong growth  in earnings is the  resul t  of exce l l en t  

inves tment  pe r fo rmance ,  r educed  mor t a l i t y  in individual and group insurance,  
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a n d  a s l o w e r  r a t e  o f  i n d i v i d u a l  l i f e  i n s u r a n c e  s a l e s . "  S u c h  a s t a t e m e n t  s e n d s  a 

c l e a r  m e s s a g e  t h a t  s e l l i n g  i n s u r a n c e  in t h e  c u r r e n t  m a r k e t  is a n e g a t i v e  b u s i n e s s  

d e c i s i o n .  I do  n o t  b e l i e v e  t h i s  is t h e  c a s e ,  n o r  s h o u l d  m e t h o d o l o g i e s  d i c t a t e  t h a t  

m a n a g e m e n t  m u s t  b e  f o r c e d  to  o f f e r  s u c h  e x p l a n a t i o n s .  
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