
1 9 8 7  VALUATION 
ACTUARY HANDBOOK 

C h a p t e r  IV 

INTERRELATIONSHIPS OF VARIOUS LIFE INSURANCE COMPANY VALUATIONS 

Sec t ion  1: Introduction 

The f u n d a m e n t a l  purpose for  c o m p l e t i n g  an a c t u a r i a l  va lua t ion  of 

po l i cyho lder  l iab i l i t i es  and r e l a t e d  i t e m s  is to  enable  the  d e v e l o p m e n t  of  

comprehens ive  f inanc ia l  i n f o r m a t i o n  wi th  which to  assess the  f inanc ia l  cond i t ion  

and p e r f o r m a n c e  of  t he  insurance  company .  It should be c lea r  t h a t  the  a c t u a r i a l  

l i ab i l i t i es  and a s se t s  a re  a c r i t i c a l  p a r t  of such f inanc ia l  i n f o r m a t i o n .  In f a c t ,  
i 

the  d e v e l o p m e n t  of r e l e v a n t  and use fu l  i n f o r m a t i o n  depends  ex t ens ive ly  on the  

a c c u r a t e  use of  app rop r i a t e  a c t u a r i a l  ba lances .  The use of a c t u a r i a l  pr inciples ,  

p r a c t i c e s ,  and p r o c e d u r e s  which are  des igned  for  one purpose  m a y  

i n c o m p l e t e  or mis lead ing  i n f o r m a t i o n  when  those  d a t a  a re  used  for  

purpose.  

provide  

ano the r  

The form of the  f inanc ia l  i n f o r m a t i o n  desired~ the  p roduc t ion  of which is 

the  under ly ing  ob j ec t i ve  of t he  v a l u a t i o n  process ,  gene ra l l y  is a f unc t i on  of the  

aud ience  which in t ends  to use the  i n f o r m a t i o n .  Tha t  is, the  n a t u r e  of the  

aud ience  tends  to def ine  the  major  uses of the  f inanc ia l  i n f o r m a t i o n  and helps 

shape the  user 's  p e r s p e c t i v e  and p r i m a r y  a r eas  of  i n t e r e s t .  Thus, the  needs  of 

the  var ious  users  of  f i nanc i a l  i n f o r m a t i o n  provide  a basis for  s e l e c t i n g  the  mos t  

r e l e v a n t  f inanc ia l  i n f o r m a t i o n  f rom among  the  a l t e r n a t e  types  of d a t a  which 

could be deve loped .  
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Stocky mutual, and fraternal companies have various audiences~ each with 

its own needs and perspectives on the most appropriate form of financial 

information. Some of the audiences and their possible primary focus and 

intentions for using financial information are discussed below. Also indicated is 

the general type of financial information which would typically meet their 

pr imary  needs.  The major  audiences for insurance company financial  

in format ion  include the following. 

Secticm Z: Audiences  for  Insurance Company  Financial  Infarmaticm 

Z.l Rek~la tors  

Their  p r imary  needs  for informat ion  r e l a t e  to the evaluat ion of solvency 

issues and the company's  abil i ty to fund con t rac tua l  obligations. S ta tu tory  

f inancial  informat ion  has been the t radi t ional  and pr imary  source of such data. 
/ 

Z.Z Company  Managemen t  

Management  must  be responsive to all audiences~ which leads to the need 

for in format ion  with respec t  to solvency and solidity, the manner  in which 

capi ta l  is deployed and managed~ and other  specif ic  operat ing considerations.  

Thus9 ma na ge me n t  rel ies on f inancial  in format ion  of statutory9 GAAP and 

modif ied GAAP forms.  This in format ion  assists managemen t  in evaluat ing the 

company's  abi l i ty to m e e t  its con t r ac tua l  obligations~ the company's  fundamenta l  

f inancial  performance~ and the e f f ec t iveness  with which capi tal  is uti l ized.  
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In addition, management  may use such informat ion,  or more de ta i led  da ta  

based  on one or more f inancial  repor t ing conventions,  in making opera t ing 

decisions involving ma t t e r s  such as the level  of d is t r ibutable  surplus, 

pol icyholder  dividend de termina t ions ,  or p roduc t  p rof i t ab i l i ty  analyses r e l a t ed  to 

new product  deve lopment  and pricing functions.  

Z.3 Pol icyholders  

Cur ren t  pol icyholders  may be pr imari ly  i n t e r e s t ed  in the financial  

soundness and solidi ty of the company and its abi l i ty  to fund its obligations while 

maintaining a compe t i t i ve  posi t ion in product  design and price.  Th~ informat ion  

included in s t a t u t o r y  and GAAP financial  s t a t e m e n t s  would appear  re levant  to 

this audience.  

?....4 I n v e s t o r s  

Current  and po ten t ia l  fu ture  investors  may be most  in t e re s t ed  in the 

f inancial  p e r f o r m a n c e  of the organizat ion and would likely focus on the use of 

and re turn  on inves ted  equi ty  capital .  Such users are typical ly  most  i n t e r e s t ed  in 

a fundamenta l  economic  evaluat ion  of the organizat ion and tend to re ly  on 

GAAP or modif ied GAAP financial  data .  

Z.5 Cred i to r s  

This audience  is pr imar i ly  i n t e r e s t e d  in the abi l i ty  of the  company to repay  

its debt  and may  focus  on cash flow and avai lable  earnings. Re levan t  f inancial  
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in format ion  with r e spec t  to the cur ren t  and fu ture  abil i ty to mee t  debt  

r equ i r emen t s  is l ikely to be  included in both  s t a t u t o r y  and GAAP financial  data.  

Z.6 Potential Customers 

Poten t i a l  purchasers  of insurance products  may be in t e re s t ed  in a var ie ty  

of  informat ion,  but  may focus  on ma t t e r s  such as the compet i t iveness  of the 

product  and the company's  abi l i ty  to sustain that  level  of compet i t iveness  in the 

long run. This may lead a sophis t ica ted  purchaser  of  insurance products  to 

consider  so lvency and solidi ty issues, as well as long- te rm prof i tabi l i ty .  With 

r e spec t  to the l a t t e r ,  the po ten t i a l  buyer  may accep t  the need for the 
t 

organizat ion to  earn a fa i r  prof i t  as a prerequis i te  for  remaining in business over 

the  long term.  Such diverse uses of f inancial  in format ion  would lead to the 

re l iance  of  this audience on s t a t u t o r y  and GAAP- type  informat ion.  

2.7 Potential Ac~uisitors 

The needs of po ten t ia l  buyers  of insurance organizat ions for financial 

in format ion  go beyond  the needs of normal  investors .  The po ten t ia l  company 

purchaser  is pr imar i ly  i n t e r e s t ed  in the economic  value of the organizat ion as it 

is cur rent ly  eva lua ted  and as it is l ikely to be eva lua ted  in the future.  Such an 

eva lua t ion  may lead to the need  for f inancial  in format ion  which is not normally 

included in the  t radi t ional  asse ts  and l iabil i t ies of  an organization's  f inancial  

s t a t e m e n t s .  As a resul t ,  po ten t ia l  purchasers  of insurance companies  heavily 

re ly  on f inancial  in format ion  of a s t a tu to ry ,  GAAP, and economic  appraisal  

na ture ,  the l a t t e r  of  which is not  genera l ly  avai lable  to the public. 
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Z.8 Internal Revenue Service 

As the  na t ion ' s  t ax ing  a u t h o r i t y ,  t he  IRS is i n t e r e s t e d  in the  p r e p a r a t i o n  of 

f i nanc i a l  s t a t e m e n t s  and t ax  r e t u r n s  in a c c o r d a n c e  b o t h  wi th  s t a t u t o r y  

r e q u i r e m e n t s  and wi th  p r inc ip l e s  which  a re  r e q u i r e d  fo r  t ax  purposes .  

Z.9 Employees 

The  e m p l o y e e s  of  an o r g a n i z a t i o n  may  be  mos t  i n t e r e s t e d  in the  ab i l i t y  of  

the  c o m p a n y  to r e m a i n  v iab le  ove r  t he  long t e r m .  This would l ead  to  an i n t e r e s t  

in the  s o l v e n c y  and so l id i ty  of the  o r g a n i z a t i o n ,  as well  as i t¢  l o n g - t e r m  

p r o f i t a b i l i t y .  S t a t u t o r y  and G A A P  f inanc i a l  i n f o r m a t i o n  would be usefu l  fo r  

t he s e  purposes .  

Sect ion 3" Type o f  Valuations 

In g e n e r a l ,  l i f e  i n s u r a n c e  c o m p a n y  f i nanc i a l  s t a t e m e n t s  a re  c h a r a c t e r i z e d  

by  t he  a c t u a r i a l  v a l u a t i o n  p r i nc ip l e s  i n h e r e n t  in t h e i r  p r e p a r a t i o n .  Those  

s t a t e m e n t s  which will m e e t ,  or wi th  m o d i f i c a t i o n s  will m e e t ,  t he  needs  of  mos t  

use r s  of  f i nanc i a l  i n f o r m a t i o n  a re  s t a t u t o r y ,  GAAP,  and t ax  basis  da t a .  An 

e c o n o m i c  appra i sa l  m a y  no t  be  c o n s i d e r e d  an a c t u a r i a l  v a l u a t i o n  in the s ame  

sense  as a r e  s t a t u t o r y  or  G A A P  r e s e r v e  va lua t i ons .  Tha t  is, t he  p r i m a r y  

o b j e c t i v e  of  c o m p l e t i n g  a s t a t u t o r y  or G A A P  v a l u a t i o n  is the  d e v e l o p m e n t  of an 

e s t i m a t e  of  the  o u t s t a n d i n g  f u t u r e  p o l i c y h o l d e r  ob l iga t ions  and r e l a t e d  i t ems .  

The  p r i m a r y  o b j e c t i v e  of  an e c o n o m i c  appra i sa l  is the  d e v e l o p m e n t  of an 

e s t i m a t e  of  the  unde r ly ing  e c o n o m i c  wor th  of  t he  t o t a l  o r g a n i z a t i o n .  
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Appraisals of an organizat ion are typical ly  comple ted  by "valuing" the 

current  and expec t ed  fu ture  f inancial  posi t ion and operat ions  of the company. 

Specifically~ rea l is t ic  e s t ima tes  of the organizat ion 's  existing capi ta l  and surplus 

and the present  value of fu ture  income s t reams  are developed.  This informat ion 

could be based on a single or various account ing bases  or ac tuar ia l  l iability 

valuat ion principles.  The use of s t a t u t o r y  f inancial  s t a t e m e n t s  and re la ted  

in format ion  is the t radi t ional  and most  a c c e p t e d  approach, although such 

calcula t ions  also can be pe r fo rmed  using GAAP or other  financial  data.  

The resul t  of this appraisal  or valuat ion process  usually is the 

de te rmina t ion  of  value e s t ima te s  for exist ing capi ta l  and surplus arid for the 

e x p e c t e d  present  value of fu ture  profi ts ,  all p repared  on a consis tent  underlying 

account ing basis.  However ,  f inancial  s t a t e m e n t s  also can be  prepared  on an 

"appraisal  basis" by recording ad jus tments  from the underlying accounting basis 

to the real is t ic  economic  basis. Thus, for  example ,  the present  value of fu ture  

prof i t s  to be derived from business in force  could be included among the assets  

of the organization.  This and other  ad jus tments  to the underlying financial 

s t a t e m e n t s  would resul t  in the value of the company being equal to the new 

surplus or equi ty  of  the organizat ion 's  modif ied f inancial  s t a t emen t s .  

The relat ionships b e t w e e n  s t a t u t o r y  and GAAP valuations and be tween  

these  rese rve  valuations and economic  appraisals  are discussed more thoroughly 

in the following paragraphs.  
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S e c t i o n  4: D e f ~ i = o  the  Basis  o f  Actuar ia l  Valuat ions  

As discussed above, life insurance company financial  informat ion  can be 

p repa red  on any number  of underlying account ing bases. The various account ing 

bases are pr imar i ly  d i f f e r e n t i a t e d  by thei r  unique definit ions of the valuation of 

pol icyholder  liabilit ies and r e l a t ed  i tems.  It is the na ture  of the policyholder 

rese rves  which de te rmines  the basis, and the re levance ,  of the f inancial  

s t a t e m e n t s  and informat ion.  

S ta tu to ry  liabili ty valuation principles, as well as asset valuation 

requ i rements ,  are presen t ly  defined by legal s t a tu t e  and regulat ion.  Actuar ia l  

methods  and assumptions are  defined,  al though a ce r ta in  f lexibil i ty exists in both 

areas.  The valuation actuary 's  professional  judgment  is cr i t ical  in se lect ing 

specif ic  methods  and assumptions to use in the prepara t ion  of s t a tu to ry  liability 

valuations.  In addition, it is the valuation ac tuary ' s  responsibili ty to de te rmine  

the applicat ion of the general  s t a tu to ry  and regu la to ry  s tandards to specif ic  

product  or t ransac t ion  c i rcumstances .  Thus, while the valuation ac tua ry  looks to 

appropria te  s t a tu to ry  guidance in the prepara t ion  of s t a tu to ry  valuations, h i s  

judgment  mate r i a l ly  a f f e c t s  the resul ts  obtained in any given situation. 

Similarly, GAAP valuation ma t t e r s ,  both with respec t  to ac tuar ia l  and 

other  liabilities and assets,  are def ined by Financial  Account ing Standards Board 

S t a t emen t  ~60, genera l  usage, and the original Audit Guide. In addition, the 

Securi t ies  Exchange Commission inf luences  GAAP and the reby  can a f f ec t  the 

specif ic  de te rmina t ion  of ac tuar ia l  l iabilit ies and r e l a t ed  assets.  SEC 

requ i remen t s  apply only to regis t rants ,  but tend to become  general ly  accep ted  

account ing principles for reg i s t ran ts  and non- reg i s t r an t s  alike. Like s t a tu to ry  
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va lua t ions ,  h o w e v e r ,  t he  va lua t i on  p r inc ip les  cons t i t u t i ng  G A A P  mus t  be  

i n t e r p r e t e d  and app l i ed  to  spec i f i c  s i t ua t ions ,  and it  is t he  va lua t ion  a c t u a r y  who 

mus t  d e t e r m i n e  the  p r e c i s e  app l i ca t i on  of t h e s e  under ly ing  pr inciples .  

C e r t a i n  use rs  of  in su rance  c o m p a n y  f inanc ia l  i n fo rma t ion ,  p r imar i ly  

p o t e n t i a l  i nves to r s  and in te rna l  m a n a g e m e n t ,  f ind t ha t  G A A P  or s t a t u t o r y  

i n f o r m a t i o n  does  not  m e e t  the i r  n e e d s  in all r e s p e c t s .  In such  c i r c u m s t a n c e s ,  i t  

is no t  u n c o m m o n  to make  m o d i f i c a t i o n s  to the  G A A P  f inancia l  s t a t e m e n t s .  Such 

changes  a re  des igned  to p e r m i t  m a n a g e m e n t ,  p o t e n t i a l  inves to r s ,  or o the r s  to  

b e t t e r  a s sess  the  under ly ing  e c o n o m i c  pos i t ion  of  the  o rgan iza t ion .  This suppor t s  

t h e  no t ion  tha t  t he  aud i ence  and i ts  o b j e c t i v e s  and needs  fo~ f inancia l  

i n f o r m a t i o n  s u b s t a n t i a l l y  d e t e r m i n e  the  under ly ing  basis  of  the  va lua t ion  of the  

po l i cyho lde r  l i ab i l i t i es  and o t h e r  i t e m s .  

Final ly ,  as the  va lua t ion  base s  of  a s se t s  and l iab i l i t i es  a re  de f ined  for  

s t a t u t o r y  and G A A P  repo r t i ng ,  so a re  t h e y  d e f i n e d  for  t ax  basis  r epor t ing .  

C o m p a r a b l e  to s t a t u t o r y  def in i t ions ,  t a x - b a s i s  va lua t i on  p r inc ip les  a t t e m p t  to  

r ig id ly  de f ine  the  a s se t  and l i ab i l i ty  v a l u a t i o n  p r o c e s s ,  including all po l i cyho lde r  

l i ab i l i ty  and r e l a t e d  i t e m s .  

Sect ion  5: Relat ionships  B e t w e e n  Statutor 7 and GAAP Valuat ions  

As gene ra l  m a t h e m a t i c a l  mode l s ,  s t a t u t o r y  and G A A P  va lua t ions  of  

l i ab i l i t i e s  for  individual  n o n - p a r t i c i p a t i n g  l i f e  i n su rance  a re  e s sen t i a l l y  the  same.  

Both  a re  b a s e d  on ne t  l eve l  p r e m i u m  r e s e r v e  c o n c e p t s ,  a l though  s t a t u t o r y  

r e s e r v e  va lua t ions  use  m a t e r i a l l y  d i f f e r e n t  a s sumpt ions  than  do G A A P  

va lua t ions .  Spec i f i ca l l y ,  s t a t u t o r y  r e s e r v e  c a l c u l a t i o n s  a re  ba sed  on d e s i g n a t e d  
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m o r t a l i t y  and i n t e r e s t  

e x p e c t a t i o n s  cons ide red  

i ssuance .  

assumpt ions .  GAAP assumpt ions  a re  based  on 

mos t  l ike ly  to  be r e a l i z e d  a t  the  t ime  of c o n t r a c t  

S imi lar ly ,  indiv idual  h e a l t h  in su rance  has  more  r e s t r i c t i v e l y  de f i ned  

as sumpt ions  for  s t a t u t o r y  purposes  t h a n  for  GAAP.  However ,  in this  case ,  as 

m a n y  s t a t u t o r y  va lua t ion  r e q u i r e m e n t s  do no t  spec i f i c a l l y  de f ine  the  morb id i ty  

tab les  to  be u t i l i z ed ,  s t a t u t o r y  va lua t ions  m a y  employ  more  a c t u a r i a l  j u d g m e n t  

in this  a rea ,  which m a y  lead  to the  use of  more  r ea l i s t i c  morb id i t y  assumpt ions  

for  s t a t u t o r y  purposes.  

Both  individual  l i fe  and h e a l t h  s t a t u t o r y  r e s e r v e  va lua t ions ,  of  course ,  

ignore  w i thd rawa l  and expense  assumpt ions .  GAAP a c t u a r i a l  va lua t ions  con ta in  

r ea l i s t i c  a s sumpt ions  wi th  r e s p e c t  to  these  expe r i ence  e l e m e n t s .  

Tha t  s t a t u t o r y  and GAAP r e se rve s  for  indiv idual  l i fe  p roduc t s  are  based  on 

the  s ame  gene ra l  fo rmula ,  bu t  use d i f f e r e n t  a s sumpt ions ,  also is the  case  if  

CRVM rese rves  are used  i n s t ead  of ne t  level  s t a t u t o r y  rese rves .  Again,  CRVM 

and GAAP re se rve  ca l cu l a t i ons  are  based  on the  s a m e  gene ra l  fo rmulae .  Only 

the  level  of  acqu is i t ion  expenses  inc luded  in the  ca l cu l a t i ons  var ies .  To this 

e x t e n t ,  s t a t u t o r y  r e se rve s  c o m p u t e d  on a CRVM basis  can be v iewed  as ne t  level  

r e se rves  wi th  an expense  d e f e r r a l ,  t he  a m o u n t  of  which is de f ined  by law. 

the  s ame  concep t  which under l ies  the  expense  r e se rves  de f ined  by 

a l t hough  GAAP ca l cu l a t i ons  use d i f f e r e n t  assumpt ions .  

This is 

GAAP,  
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This h ighl ights  a key  d i f f e r e n c e  b e t w e e n  the  s t a t u t o r y  and G A A P  va lua t ion  

p r o c e s s e s M t h e  d e t e r m i n a t i o n  of  a s sumpt ions .  Under  s t a t u t o r y  va lua t ion  

p r o c e d u r e s ,  a s sumpt ions  a re  s e l e c t e d  f rom a na r row range  p e r m i t t e d  by  s t a t u t e  

and r e l a t e d  regu la t ions .  Valua t ions  for  G A A P  purposes9 h o w e v e r ,  a re  b a s e d  on 

a s sumpt ions  which  a re  s u b j e c t  only to  b r o a d  gu idance .  G A A P  r e s e r v e  

a s sumpt ions  a re  g e n e r a l l y  b a s e d  on e x p e c t a t i o n s  c o n s i d e r e d  a p p r o p r i a t e  a t  the  

t i m e  t he  c o n t r a c t  is i s sued  and~ t h e r e f o r e ,  n o r m a l l y  b e a r  a c lose  re la t ionsh ip  to  

under ly ing  pr ic ing  assumpt ions .  In addi t ion ,  as the  pas t  is not  n e c e s s a r i l y  

i nd i ca t i ve  of  the  fu tu re ,  G A A P  assumptions~ whi le  bea r ing  r e a s o n a b l e  

r e l a t i onsh ips  to  r e c e n t  pa s t  exper ience~ a lso  should  r e f l e c t  e x p e c t e d  f u t u r e  

exper ience9  which  m a y  be  i n f l u e n c e d  by d i f f e r e n t  c i r c u m s t a n c e s  and ~ondit ions.  

S t a t u t o r y  and G A A P  va lua t ions  of  r e s e r v e  l iab i l i t i es  also have  an 

i n t e r e s t i n g  pa ra l l e l  wi th  r e s p e c t  to the  c o n c e p t  of  r e s e r v e  adequacy .  On a 

s t a t u t o r y  bas is ,  t he  no t ion  of  "good and s u f f i c i e n t "  r e s e r v e s  has  b e e n  a pa r t  of  

t he  r e g u l a t o r y  e n v i r o n m e n t  for  many  yea r s .  The c o n c e p t  con t inues  to  evolve ,  

and has  r e c e n t l y  begun  to  focus  on the  va lua t i on  of  po l i cyho lde r  l iab i l i t ies  so 

t h a t  r e s e r v e s  will b e  ab le  to  w i t h s t a n d  i d e n t i f i e d  risks.  Thus~ the  C-1 th rough  C-  

4 r isks have  b e c o m e  c o m m o n  f r a m e s  of  r e f e r e n c e  fo r  measu r ing  r isk and m a y  be  

used  to  e s t ab l i sh  s t a n d a r d s  by  which  to  judge  the  a d e q u a c y  of  s t a t u t o r y  

l iab i l i t i es .  In the  e v e n t  s t a t u t o r y  r e s e r v e s  a re  c o n s i d e r e d  i n su f f i c i en t  to  fund 

b e n e f i t s  and expenses  under  a r ange  of  a s sumpt i ons  and cons ider ing  t h e s e  r isks,  

i t  m a y  be  n e c e s s a r y  to m a i n t a i n  add i t iona l  s t a t u t o r y  r e s e r v e s .  

The d e t e r m i n a t i o n  of  GAAP r e s e r v e s  con ta ins  a s o m e w h a t  s imi lar  c o n c e p t  

of  r e s e r v e  a d e q u a c y .  These  G A A P  c o n c e p t s  a re  g e n e r a l l y  r e f e r r e d  to  as 
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r e c o v e r a b i l i t y  or loss r e c o g n i t i o n  issues  and r e l a t e  to new bus iness  and i n f o r c e  

business~ r e s p e c t i v e l y .  The r e q u i r e m e n t  t ha t  G A A P  r e s e r v e s  r e m a i n  a d e q u a t e  

s p e c i f i c a l l y  add re s se s  the  C-Z or pr ic ing  r isk,  bu t  a c o m p l e t e  e v a l u a t i o n  of 

G A A P  r e s e r v e  a d e q u a c y  also could  cons ide r  o t h e r  r isks.  These  c o n c e p t s  r equ i r e  

t h a t  G A A P  r e s e r v e s  b e  s t r e n g t h e n e d  if~ under  r e a s o n a b l e  e x p e c t a t i o n s  of  f u t u r e  

e x p e r i e n c e  (which m a y  d i f f e r  s u b s t a n t i a l l y  f rom s imi la r  e x p e c t a t i o n s  d e v e l o p e d  

at  the  t ime  of  issue)~ t he  ne t  G A A P  r e s e r v e s  a re  c o n s i d e r e d  i n a d e q u a t e  to fund 

f u t u r e  b e n e f i t  and e x p e n s e  cash f lows .  The t yp i ca l  t e s t s  of  r e s e r v e  a d e q u a c y  for  

i n f o r c e  bus iness  is the  c o m p a r i s o n  of  a gross  p r e m i u m  v a l u a t i o n  (a fo rm of 

e c o n o m i c  appraisal )  and the  n e t  G A A P  r e s e r v e .  

Thus~ jus t  as s t a t u t o r y  va lua t i on  p r o c e d u r e s  con ta in  a r e s e r v e  a d e q u a c y  

requ i rement~  so do G A A P  concep t~ .  In an i n t e r e s t i n g  co ro l l a ry ,  The C - I  r isk 

could  be  hand led  in the  va lua t i on  of  a s s e t s  unde r  G A A P  r e p o r t i n g  p r a c t i c e s .  In 

addi t ion ,  the  C-4  r isks  should be  e v a l u a t e d  when  cons ide r ing  the  going conc e r n  

p r e s u m p t i o n  which  under l i e s  the  d e v e l o p m e n t  of  G A A P  f inanc ia l  s t a t e m e n t s .  

Therefore~  it  a p p e a r s  t h a t  G A A P  va lua t i on  and r e p o r t i n g  p r a c t i c e s  and s t a t u t o r y  

c o n c e p t s  b o t h  address  the  ba s i c  r isk m e a s u r e m e n t s  which  have  b e c o m e  pa r t  of  

the  a c t u a r i a l  l i t e r a t u r e .  

The c lose  m a t h e m a t i c a l  r e l a t i onsh i p  b e t w e e n  s t a t u t o r y  and G A A P  r e s e r v e s  

fo r  individual  l i fe  p r o d u c t s  does  not  n e c e s s a r i l y  ex i s t  for  o t h e r  p r o d u c t  types .  

For  example ,  for  individual  and group d e f e r r e d  annu i t i e s  t h e r e  gene ra l l y  is no t  an 

under ly ing  s i m i l a r i t y  of  the  s t a t u t o r y  and G A A P  f o r m u l a e  for  c a l cu l a t i ng  

r e s e r v e s .  This is l a rge ly  due to the  f a c t  t ha t  the  r e s p e c t i v e  r e g u l a t o r y  

a u t h o r i t i e s  have  d e f i n e d  tw o  e s s e n t i a l l y  a r b i t r a r y  and d i f f e r e n t  m e t h o d s  of  
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c o m p u t a t i o n .  For  s t a t u t o r y  purposes ,  the  CARVM m e t h o d  has been  adop ted  and 

de f ines  r equ i r ed  min imum re se rve s  for  annu i ty  produc ts .  The d e t e r m i n a t i o n  of  

GAAP re se rves  for  d e f e r r e d  annu i t i e s  has been  de f ined  by FASB, wi th  s ign i f i can t  

input  f rom the  SEC. Such r e se rves  usua l ly  are  e s sen t i a l l y  equal  to  a ccoun t  

va lues  under  the  c o n t r a c t s .  These  r e se rve s  are  not  neces sa r i l y  the  s a m e  as 

s t a t u t o r y  r e se rves ,  and the  m a t h e m a t i c a l  s i m i l a r i t y  of  r e se rve  f o r m u l a e  which 

exis t s  for  individual  l i fe  p roduc t s  does not  exis t  for  d e f e r r e d  annui t ies .  

However ,  for  indiv idual  and group i m m e d i a t e  annui t ies  the  s t a t u t o r y  and 

GAAP l i ab i l i ty  va lua t ion  r e q u i r e m e n t s  a re  qu i te  s imilar .  This is due to the f a c t  

that~ l ike individual  l i fe  r e se rves ,  i m m e d i a t e  annu i t y  r e se rves  are  equal  to  the  

p r e s e n t  value of  f u t u r e  b e n e f i t s  and expenses  based  on de f ined  assumpt ions .  

While such assumpt ions  are na r rowly  de f ined  under  s t a t u t o r y  au thor i t i e s ,  a wide 

r a n g e  of  r e s e r v e  a s sumpt ions  is p e r m i t t e d  under  GAAP.  However ,  concep tua l  

f o r m u l a e  are s imi la r .  

In the  group l i fe  and h e a l t h  a rea ,  t h e r e  is g e n e r a l l y  l i t t l e ,  if  any,  d i f f e r e n c e  

b e t w e e n  s t a t u t o r y  and GAAP l iab i l i ty  va lua t ions .  In bo th  cases ,  the  t yp i ca l  

v a l u a t i o n  p rocedures  for  a c t i ve  l i fe  r e se rves  are  cons i s t en t  wi th  the  shor t  

du ra t ion  and exposure  per iods  of  the  c o n t r a c t u a l  g u a r a n t e e s .  Similar ly ,  

e s t i m a t e s  of c la im l iab i l i t ies  and r e se rves  are n o r m a l l y  the  s a m e  as r ea l i s t i c  

e s t i m a t e s  of  incur red  but  unpaid  c la ims  which are  des i red  under  bo th  accoun t ing  

s y s t e m s .  

A f ina l  i t e m  of i n t e r e s t  wi th  r e s p e c t  to the  re la t ionsh ip  b e t w e e n  s t a t u t o r y  

and GAAP va lua t ion  p r a c t i c e s  is the  m a n n e r  in which r e in su rance  c red i t s  a re  
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r e c o g n i z e d  on a s t a t u t o r y  and G A A P  basis .  The p r e s e n t  s t a t u t o r y  r e c o g n i t i o n  of  

r e i n s u r a n c e  t r a n s a c t i o n s  t ends  to fo l low the  legal  t e r m s  of  the  c o n t r a c t s .  

GAAP,  on the  o t h e r  hand,  is m o r e  c o n c e r n e d  wi th  a p p r o p r i a t e l y  r e f l e c t i n g  the  

e c o n o m i c  i m p a c t  of  the  c o n t r a c t  and m a y  r e su l t  in s i gn i f i c an t l y  d i f f e r e n t  a s se t  

and l i ab i l i ty  a d j u s t m e n t s .  Where  s t a t u t o r y  and G A A P  eva l ua t i ons  of  the  n a t u r e  

of  the  t r a n s a c t i o n  a re  similar~ d i f f e r e n t  r e s e r v e  a d j u s t m e n t s  a re  o f t e n  

a t t r i b u t a b l e  to  d i f f e r e n c e s  in a s sumpt ions ,  no t  d i f f e r e n c e s  in c o n c e p t  or r e s e r v e  

fo rmu lae .  For  e x a m p l e ,  this  is the  ca se  in t r ad i t i ona l  co i n su rance  or Y RT 

t r e a t i e s ,  whe re in  r e s e r v e  c red i t s ,  l ike individual  l i fe  r e s e r v e s  d i scussed  above ,  

a re  s imply  a func t ion  of  the  d i f f e r e n t  a s sumpt ions .  In o t h e r  s i tua t ions ,  w h e r e  an 

e c o n o m i c  analys is  of  the  c o n t r a c t  va r i es  f rom i ts  s t r i c t  legal  i n t e r p r e t a t i o n ,  

l i ab i l i ty  a d j u s t m e n t s  for  G A A P  va lua t i on  pu rposes  m a y  be  m a t e r i a l l y  d i f f e r e n t  

than  the  co r r e spond ing  s t a t u t o r y  i t e m s .  

Sect ion  6: Relat ionships  B e t w e e n  G A A P  and Modif ied  G A A P  Valuat ions  

The use  of  mod i f i ed  G A A P  f inanc ia l  i n f o r m a t i o n  has  b e e n  r e f e r r e d  to  

above ,  p r i m a r i l y  wi th  r e s p e c t  to  i n t e rna l  m a n a g e m e n t ' s  e v a l u a t i o n  of f inanc ia l  

p e r f o r m a n c e .  Mod i f i ca t i ons  to G A A P  for  pub l i c ly  r e p o r t i n g  c o m p a n i e s  have  

d e v e l o p e d  as a r e su l t  of  GAAP ' s  inab i l i ty  to  a c c u r a t e l y  r e f l e c t  the  l o n g - t e r m  

e c o n o m i c  p e r f o r m a n c e  of  c e r t a i n  p r o d u c t s  and t r a n s a c t i o n s .  In this  sense ,  t he  

r e q u i r e m e n t s  which must  be  a d h e r e d  to  in the  v a l u a t i o n  of a s s e t s  and l i ab i l i t i e s  

for  GAAP purposes  impa i r  t he  u s e f u l n e s s  of  G A A P  i n f o r m a t i o n ,  j u s t  as s imi lar ,  

bu t  m o r e  onerous ,  r e s t r i c t i o n s  under  s t a t u t o r y  ru les  s e v e r e l y  r e s t r i c t  the  

u se fu lnes s  of  s t a t u t o r y  f inanc ia l  i n f o r m a t i o n .  Many  of the  a d j u s t m e n t s  which  

have  b e e n  i n c o r p o r a t e d  in to  m o d i f i e d  G A A P  f inanc ia l  s t a t e m e n t s  for  in te rna l  use  

r e f l e c t  a d j u s t m e n t  to  a s se t  va lues  as o p p o s e d  to  a c t u a r i a l  va lua t ions  of  
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l i ab i l i t i es .  T h e r e f o r e ,  f u r t h e r  discussion of  the  n a t u r e  of these  mod i f i ca t i ons  

will no t  be p r e s e n t e d  he re .  Howeve r ,  it  should be unde r s tood  t h a t  this  is an 

add i t iona l  e x a m p l e  of the  need  for  the  f inanc ia l  i n f o r m a t i o n  to be r e l evan t  to 

t he  i n t e n d e d  use  of  t he  i n f o r m a t i o n  by the  user  of  such da ta .  When key  f inanc ia l  

i n f o r m a t i o n  is not  p r e s e n t e d  in a r e l e v a n t  fo rm,  a d j u s t m e n t s  must  be made  to 

m a k e  t h a t  i n f o r m a t i o n  more  usefu l .  

S e c t i o n  7: Re la t i onsh ips  B e t w e e n  T a x  and  O t h e r  Va lua t ions  

The va lua t ion  of tax  r e se rves  is more  s imi la r  to s t a t u t o r y  concep t s  than  to 

GAAP.  For  example ,  l ike s t a t u t o r y  va lua t ions ,  the  t ax  basis  va lua t ion  is de f ined  

by wha t  m a n y  cons ider  to  be an a r b i t r a r y  se t  of  r e q u i r e m e n t s  and guidel ines .  As 

a r esu l t ,  t h e r e  m a y  not  be d i r ec t  m a t h e m a t i c a l  r e l a t ionsh ips  to s t a t u t o r y  r e se rve  

va lua t ions .  None the les s ,  in gene ra l ,  t ax  basis  va lua t ions  are  c a l c u l a t e d  using 

m e t h o d s  and assumpt ions  r equ i r ed  by s t a t u t o r y  rules .  In bo th  ins tances ,  though,  

t he  t ax  assumpt ions  and me thods  m a y  va ry  f rom the  basis of ac tua l  s t a t u t o r y  

r e se rves .  For  example ,  t ax  basis  va lua t ions  are  r equ i red  to be based on CRVM 

and spec i f i ed  m o r t a l i t y  and i n t e r e s t  assumpt ions .  Both  of  t he se  i t ems  may  va ry  

f r o m  s t a t u t o r y  r e se rve s  in any  p a r t i c u l a r  company ,  a l though  under ly ing  

ca l cu l a t i ons  are  not  d iss imi lar .  

In addi t ion ,  the  d e t e r m i n a t i o n  of t ax  basis  r e se rves  is sub jec t  to  o the r  

m i n i m u m  re se rve  t e s t s  which m a y  cause  f ina l  r e se rves  to d i f f e r  f rom the  

in i t i a l ly  c o m p u t e d ,  m i n i m u m  basis  r e se rves .  S imi lar ly ,  the  manne r  in which due 

and d e f e r r e d  p r e m i u m s ,  r e in su rance  c red i t s ,  and o t h e r  i t e m s  are  d e t e r m i n e d  in 

the  t ax  basis  v a l u a t i o n  m a y  be a t  va r i ance  wi th  the  m a n n e r  in which these  i t e m s  

are  c o m p u t e d  on a s t a t u t o r y  basis.  In s u m m a r y ,  while t he re  are c e r t a i n  
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s imi l a r i t i e s  and an overa l l  o r i e n t a t i o n  t o w a r d  s t a t u t o r y  r e se rves ,  in any  s i t ua t i on  

t h e r e  m a y  be m a n y  spec i f i c  r e se rve  d i f f e r e n c e s  due to the  a r b i t r a r y  and 

d i f f e r i ng  r e q u i r e m e n t s  of s t a t u t o r y  and t ax  basis  va lua t ions .  

Section 8: Relationships Between Economic Appraisals and Reserve Valuations 

As i n d i c a t e d  above,  e conomic  appra isa l s  m a y  not  be va lua t ions  of  

po l i cyho lder  l iab i l i t ies  and r e l a t e d  i t e m s  in the  s a m e  sense  as are  s t a t u t o r y ,  

GAAP,  or t ax  basis  r e se rve  va lua t ions .  An e c o n o m i c  appra isa l  is usua l ly  

i n t e n d e d  to  p lace  a going conce rn  value  on an o r g a n i z a t i o n  and is a ccompl i shed  

by ana lyz ing  the  company ' s  ex i s t ing  surplus pos i t ion  and the  p re sen t  va lue  of  

f u t u r e  p ro f i t s  e x p e c t e d  to be g e n e r a t e d  f rom the  in fo rce .  In addi t ion ,  the  

p r e sen t  va lue  of  f u tu r e  p ro f i t s  on business  to  be w r i t t e n  in t he  fu tu re ,  which m a y  

be r e f e r r e d  to as the  value of the  e n t i t y ' s  a g e n c y  p l an t  or d i s t r i bu t ion  sy s t em,  is 

o f t e n  inc luded.  Also, o t h e r  i t e m s  which  are cons ide red  to have  va lue ,  such as 

m a n a g e m e n t  expe r t i s e ,  t r a d e  names ,  l i censes  to do business,  and o the r  

in tang ib les ,  a re  o f t e n  inc luded  in the  t o t a l  wor th  of  an o rgan iza t ion .  C lea r ly ,  an 

e c o n o m i c  appra isa l  inc ludes  cons ide ra t i ons  o the r  t han  those  n o r m a l l y  inc luded  in 

an a c t u a r i a l  va lua t ion  of  po l i cyho lde r  ob l iga t ions  and r e l a t e d  i t ems .  

None the l e s s  9 an economic  appra isa l  or "va lua t ion"  of  ex is t ing  and new 

business  gene ra l l y  t akes  t he  fo rm of  a c a l c u l a t i o n  of  t he  p r e s e n t  va lue  of  f u t u r e  

p ro f i t s  e x p e c t e d  to be g e n e r a t e d  f rom t h a t  business .  In t he se  ca l cu la t ions ,  the  

f u t u r e  p ro f i t s  which are  "valued"  are based  on a de f ined  accoun t ing  me thod ,  

usua l ly  s t a t u t o r y .  In this  sense,  as the  c u r r e n t  va lue  of e s t i m a t e d  f u t u r e  cash 
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f lows ,  r e s e r v e  changes ,  and i n t e r e s t  t h e r e o n  is be ing  examined ,  the  va lua t ion  of  

t he  w o r t h  of  the  ex i s t ing  or new bus iness  can  be  l ikened  to  a t r ad i t i ona l  a c t u a r i a l  

va lua t ion .  

As no ted ,  in t he se  c o m p u t a t i o n s  f u t u r e  p ro f i t s  could  be  de f ined  on any 

a c c o u n t i n g / a c t u a r i a l  bas is ,  a l though  t r a d i t i o n a l l y  the  ca l cu l a t i ons  are  b a s e d  on 

s t a t u t o r y  r e q u i r e m e n t s .  Thus,  t he  e c o n o m i c  appra i sa l  or va lue  of the  i n f o r c e  or 

new bus iness  r equ i r e s  a p r o j e c t i o n  of  s t a t u t o r y  i ncome ,  including i n t e r e s t  to  the  

e x t e n t  i t  is e a r n e d  on a s s e t s  suppor t ing  s t a t u t o r y  r e s e r v e s .  These  e s t i m a t e s  of  

f u t u r e  s t a t u t o r y  i n c o m e  a re  then  d i s c o u n t e d  to  the  appra i sa l  d a t e  using an 

a p p r o p r i a t e  risk r a t e  of  r e tu rn ,  which  is l ike ly  to  be  s o m e w h a t  h igher  than  the  

n e t  i n v e s t m e n t  earn ings  r a t e  a t  t he  t ime .  

These calculations have some similarities to an actuarial valuation of 

policyholder liabilities and related items in that they require projections of 

insurance cash flows. In addition, statutory (or possibly GAAP) reserves and 

interest thereon also are projected. The assumptions used to project cash flows 

will certainly vary from statutory assumptions and are likely to be different than 

the expectations included in historical GAAP reserve valuations. Historical 

GAAP valuations are based on assumptions appropriate at the time of issue, 

while an economic appraisal utilizes assumptions which are appropriate at the 

time of the appraisal and which are expected to be realized in the future. In this 

sense, assumptions may be similar to those which would underlie a gross premium 

valuation could be used to test the adequacy of net GAAP reserves. 
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S e c t i o n  9: Other Genera l  Cons iderat ions  

All s tock  and mutua l  compan ies  mus t  c o m p l e t e  at  l e a s t  the  s t a t u t o r y  and 

t ax  basis  r e se rve  va lua t ions  on a rou t ine  basis.  Both  mus t  be r e l a t i v e l y  

s o p h i s t i c a t e d  and a c c u r a t e .  Close approx ima t ions  and e s t i m a t e s  for in s ign i f i can t  

i t e m s  are  not  u n c o m m o n  for s t a t u t o r y  purposes  and m a y  be used  in c e r t a i n  

i n s t ances  for  t ax  basis  va lua t ions .  I t  would appear  t h a t  only f r a t e r n a l  

o rgan iza t ions ,  as t h e y  are  not  sub jec t  to  f e d e r a l  i ncome  tax ,  can c o m p l e t e  only 

the  s t a t u t o r y  va lua t ion .  

Publ ic ly  r epo r t i ng  s t o c k  compan ie s  must ,  of course ,  also coml~lete a GAAP 

va lua t ion .  As discussed,  var ious m o d i f i c a t i o n s  of the  GAAP va lua t i on  m a y  be 

made  for  i n t e rna l  m a n a g e m e n t  purposes .  O t h e r  va lua t ions ,  such  as a gross 

p r e m i u m  va lua t ion ,  m a y  be c o m p l e t e d  to a n a l y z e  r e se rves  or to suppor t  the  

a d e q u a c y  of  GAAP rese rves .  

In addi t ion,  m u t u a l  insurers  a re  f inding i t  use fu l  to c o m p l e t e  va lua t ions  

o t h e r  t han  s t a t u t o r y  and to p r epa re  n o n - s t a t u t o r y  basis  f i nanc ia l  s t a t e m e n t s .  

Such an exe rc i s e  is g e n e r a l l y  i n t e n d e d  for  m a n a g e m e n t  purposes  and can p roduce  

va luable  f inanc ia l  i n f o r m a t i o n  for  the  c o m p r e h e n s i v e  e v a l u a t i o n  of  the  r ea l i s t i c  

f i nanc i a l  p e r f o r m a n c e  of  an o rgan iza t ion .  At  the  p r e s e n t  t i m e  a s ign i f i can t  

n u m b e r  of  m u t u a l  compan ies  are deve loping  n o n - s t a t u t o r y  f inanc ia l  i n f o r m a t i o n  

which  is suppor t ed  by a c t u a r i a l  va lua t ions  of  a n o n - s t a t u t o r y  n a t u r e  (and possibly 

of  a non -G AAP nature)  to  m e e t  the i r  ma jo r  needs  for  r e l e v a n t  and usefu l  

f inanc ia l  i n f o r m a t i o n .  
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Sect ion 10: Relationship Be tween  the Valuation and 
F in~-c ia l  Management  Process  

An appropr ia te  ac tuar ia l  valuat ion of pol icyholder  l iabil i t ies and re la ted  

acquisi t ion expenses and servicing costs  is an essent ia l  e lement  in the 

deve lopment  of f inancial  informat ion  which can be useful in evaluat ing the 

f inancial  condit ion and pe r fo rmance  of a life insurance company. In addition, a 

proper  evaluat ion  of  the current  f inancial  posi t ion or operat ing resul ts  of an 

organizat ion requires  tha t  management  es tabl ish explici t  or implicit  f inancial 

ob jec t ives .  Such ob jec t ives  provide the f r amework  for the financial management  

process ,  a pr imary  ob jec t ive  of  which is the e f f e c t i v e  management  of the 
I 

f inancial  and capi ta l  r esources  of the organization.  These objec t ives  also permit  

the per iodic  assessment  of the organizat ion 's  pe r fo rmance  compared  with key 

financial goals. 

This abil i ty to compare  resul ts  with goals and to ident i fy  the causes for 

s ignif icant  var iat ions is a cr i t ica l  e l ement  of  the financial  management  process.  

As such, re levan t  and rel iable  financial  in format ion  is needed to measure  and 

eva lua te  the f inancial  posi t ion and pe r fo rmance  of the organization,  which is 

normal ly  comple t ed  within the s t ruc tu re  provided by the f inancial  report ing 

process .  Thus, the  focus on financial  repor t ing  provides a rel iable  vehicle to use 

to examine ac tua l  p e r f o r m a n c e  compared  with tha t  e x p e c t e d  or that  which is 

necessa ry  to the ach ievemen t  of  key  f inancial  goals. 

The valuat ion of pol icyholder  l iabi l i t ies  and r e l a t ed  i t ems  is the major 

de te rminan t  of the r e l evance  of the f inancial  informat ion genera ted  by an 
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i n su rance  company .  Thus, the  appropr i a t e ,  a c c u r a t e ,  and  cons i s t en t  va lua t ion  of 

po l i cyho lde r  obl iga t ions  assures  the  c r ed ib i l i t y  and r e l e v a n c e  of under ly ing  

f inanc ia l  i n f o r m a t i o n  and provides  a sound basis for  p e r f o r m a n c e  m e a s u r e m e n t  

and dec i s ion -mak ing .  In this  sense~ the  va lua t i on  process  is a c o r n e r s t o n e  of  any  

e f f e c t i v e  f inanc ia l  m a n a g e m e n t  exe rc i se .  

C lea r ly ,  the  fo rm of  the  f inanc ia l  i n f o r m a t i o n  being deve loped  and~ 

there fore~  the  basis  of  the  a c t u a r i a l  v a l u a t i o n  mus t  be cons i s t en t  wi th  the  

p e r f o r m a n c e  m e a s u r e m e n t  being examined .  S t a t u t o r y  va lua t ions  and s t a t u t o r y  

f inanc ia l  i n f o r m a t i o n  m a y  not  c o m p l e t e l y  m e e t  this  need  for  app rop r i a t e  

f inanc ia l  i n f o r m a t i o n ,  and o the r  va lua t ions  and d a t a  are  c o m m o n l y  developed.  

This o the r  i n f o r m a t i o n  is no rma l ly  not  based  on s t a t u t o r y  pr inciples ,  as an 

i m p o r t a n t  i ng red i en t  in the  a c t u a r i a l  va lua t ions  i nhe ren t  in such f inanc ia l  

s t a t e m e n t s  is the  use of  more  r e a l i s t i c  a s sumpt ions .  Thus, a tho rough  

a s s e s s m e n t  of  f inanc ia l  p e r f o r m a n c e  is l ike ly  to requ i re  more  than  one a c t u a r i a l  

va lua t i on  and,  there fore~  the  use of  f i nanc i a l  i n f o r m a t i o n  based  on more  t han  one 

se t  of  pr inc ip les  and s t anda rds .  

For  example ,  it  is qu i t e  c o m m o n  to e s t ab l i sh  s t a t u t o r y  surplus goals  for  an 

o rgan i za t i on .  A proper  e v a l u a t i o n  of  t he  o rgan i za t i on ' s  p rogress  t o w a r d  

ach iev ing  these  ob jec t ives  depends  on the  ava i l ab i l i t y  of re l i ab le  s t a t u t o r y  

f inanc ia l  s t a t e m e n t s  and o t h e r  s t a t u t o r y  i n f o r m a t i o n .  I t  is the  va lua t ion  

a c t a a r y ' s  r e spons ib i l i ty  to  p e r f o r m  such va lua t ions  and to make  the  n e c e s s a r y  

j u d g m e n t s  to  s e l ec t  the  va lua t ion  p rocess  which bes t  m e e t s  m a n a g e m e n t ' s  

overa l l  needs  in this a rea .  
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If~ on the  o t h e r  hand~ m a n a g e m e n t  des i res  a r e a l i s t i c  e c o n o m i c  a s s e s s m e n t  

of  the  a m o u n t  of  c ap i t a l  dep loyed ,  poss ib ly  by  p r o d u c t ,  and a lso  needs  to 

m e a s u r e  the  r e t u r n s  on those  cap i t a l  inves tments9  then  n o n - s t a t u t o r y  f inanc ia l  

s t a t e m e n t s  and o t h e r  f inanc ia l  i n f o r m a t i o n  a re  mos t  usefu l .  Genera l ly ,  t he  

d e v e l o p m e n t  of  such  f inanc ia l  i n f o r m a t i o n  depends  on an a c t u a r i a l  va lua t ion  of  

po l i cyho lde r  ob l iga t ions  and r e l a t e d  i t e m s  on a G A A P  or mod i f i ed  GAAP basis .  

Again~ the  u se fu lnes s  of the  f inanc ia l  i n f o r m a t i o n  depends  on the  under ly ing  

c o n s i s t e n c y  of  t he  i t e m  be ing  m e a s u r e d  and the  bas i s  of  t he  f inanc ia l  d a t a  be ing  

g e n e r a t e &  H e r e ,  too ,  i t  is the  va lua t i on  a c t u a r y ' s  r e spons ib i l i t y  to  assure  tha t  

p r inc ip les ,  m e t h o d s ,  and t e c h n i q u e s  u sed  in the  n o n - s t a t u t o r y  va lua t ions  a re  

r e spons ive  to  m a n a g e m e n t ' s  needs  and a re  r e l e v a n t  to the  f inanc ia l  pos i t ion  or 

p e r f o r m a n c e  m e a s u r e s  be ing  used  to  e v a l u a t e  the  s u c c e s s  of  the  o rgan iza t ion .  

In gene ra l ,  i t  can  be  s een  t ha t  the  va lua t i on  a c t u a r y  assures  tha t  the  

l i ab i l i ty  valuat ions9 and thus  the  f inanc ia l  s t a t e m e n t s ,  a re  r e l e v a n t  and will  

a d e q u a t e l y  suppor t  t he  i n t e n d e d  use  of the  i n fo rma t i on .  The actuaryVs spec i f i c  

j u d g m e n t s  wi th  r e s p e c t  to v a l u a t i o n  me thods ,  p r o c e d u r e s ,  and a s sumpt ions  

d e t e r m i n e  the  r e l e v a n c e  and u l t i m a t e  u s e f u l n e s s  of the  i n fo rma t ion .  In this 

s ense ,  i t  is no t  u n r e a s o n a b l e  to  s u g g e s t  t h a t  t he  va lua t ion  ac tua ry ' s  r e spons ib i l i ty  

inc ludes  assur ing  t h a t  the  l i ab i l i ty  va lua t i on  and r e l a t e d  f inanc ia l  i n f o r m a t i o n  

a re  c o u s i s t e n t  wi th  m a n a g e m e n t ' s  n e e d s  wi th  r e s p e c t  to  the  m e a s u r e m e n t  of  t he  

o rgan i za t i on ' s  f inanc ia l  p rog res s .  
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Sect ion 11: Relationships Be tw een  the Valuation and Pricing P r o c ~ s e s  

Clearly,  there  is a close relat ionship b e t w e e n  the product  design and 

pricing funct ions and the financial  managemen t  process ,  of which the ac tuar ia l  

valuat ion is such an impor tan t  par t .  Firs t ,  the f inancial  goals es tabl ished as par t  

of  the corpora te  planning and financial management  process  should be fa i thful ly  

r e f l e c t e d  in the prof i t  c r i te r ia  adopted  for tes t ing the e f f e c t i v e n e s s  and overal l  

f inancial  pe r fo rmance  of a l t e rna te  product  designs and prices.  For example,  the 

ra te  at  which surplus is inves ted  in new business is o f t en  a f inancial  goal; so are 

prof i t  ob jec t ives ,  which, for example,  can be expressed  as a pe rcen tage  of 

premium revenue,  a p e r c e n t a g e  of to ta l  revenue,  re turn  on inves tmeht ,  or re turn  

on equity.  The pricing ac tua ry  must be aware  of these ob jec t ives  and, in 

coordinat ion with the valuat ion ac tua ry  who must develop the l iabil i ty valuat ions 

to cons is ten t ly  measure  ac tua l  restflts, must  adopt  appropr ia te  l iabil i ty measures  

in product  design and pricing analyses.  

With r e spec t  to the above goals, the level  of the inves tmen t  of s t a t u t o r y  

surplus is dependent  on the s t a t u t o r y  valuat ion methods  and assumptions uti l ized.  

Clear ly ,  a range of  methods  and assumptions is available,  and the se lec t ion  of 

speci f ic  methods  will ma te r ia l ly  a f f e c t  the level  of s t a t u t o r y  surplus inves ted  in 

new business. In turn, the initial surplus inves ted  impac ts  the prof i t  levels  

obta ined as measured  by re turn  on inves tmen t  and re turn  on equi ty  cr i ter ia .  It is 

impera t ive  that  the pricing and valuat ion ac tua r i e s  closely coordina te  their  work 

so as to provide pos t - i ssue  f inancial  in format ion  which can be l eg i t imate ly  

compared  with pre- issue surplus and prof i t  tes t ing.  This will avoid the 

unpleasant  s i tua t ion wherein the e x p e c t e d  use of surplus or the expec t ed  level  of 
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prof i tab i l i ty  is not  achieved due solely to the use of d i f fe ren t  valuation methods,  

p rac t i ces ,  and assumptions in the pricing aud financial  repor t ing functions. 

Similarly, the  valuation ac tua ry  must recognize  the specif ic  cont rac tua l  

obligations and product  f ea tu res  of the policy in reserve  computat ions.  For 

example,  the level and durat ion of in te res t  or mor ta l i ty  guarantees  in an 

in te res t - sens i t ive  product  must  be r e f l e c t e d  in the s t a tu to ry  valuation process. 

Inappropriate  conclusions concerning the rese rve  implications of product  

f ea tu res  could lead the valuation ac tua ry  to an incor rec t  de te rmina t ion  of 

liabilit ies and thus produce misleading financial  information.  Al ternat ively ,  

improperly re f lec t ing  rese rve  requ i rements  in pricing calculat ions could' lead to 

er roneous  prof i t  expec ta t ion  and poor pricing decisions. Thus, the product  design 

f ea tu res  must be closely coordina ted  with valuation requ i rements  to assure that  

pre- issuance prof i t  tes t ing and liabili ty e s t ima tes  and post- issuance prof i t  

m e a s u r e m e n t  are a c c u r a t e l y  and consis tent ly  per fo rmed .  

It also is necessary  to closely coordinate  the product  design/pricing 

funct ion with the tax valuation of pol icyholder  liabilities. Specific product  

design fea tu res  may mate r i a l ly  a f f e c t  the level of tax basis reserves ,  which will 

a f f e c t  taxes  paid, net  surplus invested in products ,  and the a f t e r - t a x  prof i tabi l i ty  

of the product.  Again, the valuation ac tua ry  needs to be famil iar  with the 

product  design process to assure a proper analysis of the a f t e r - t a x  financial  

resul ts  of the proposed product .  The improper  recogni t ion of product  fea tures  in 

proposed tax basis rese rve  calculat ions and prof i t  tes t ing incurs the risk tha t  key 

f inancial  goals will not be accomplished.  
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Section 1Z: Summary 

Clearly~ va lua t i on  cons ide ra t i ons  a re  an i m p o r t a n t  e l e m e n t  in the  p r o d u c t  

design and pr ic ing  p r o c e s s ,  j u s t  as t h e y  a re  in the  s u b s e q u e n t  f inanc ia l  

m a n a g e m e n t  of  the  o rgan iza t ion .  Thus~ an i n a p p r o p r i a t e  s e l e c t i o n  of  v a l u a t i o n  

m e t h o d s  and p r o c e d u r e s  for  use  in p r o f i t  t e s t i ng  and s u b s e q u e n t  r epo r t i ng  cou ld  

l ead  to an o v e r u t i l i z a t i o n  and i n e f f i c i e n t  use  of  surplus.  S imi lar ly ,  mon i to r ing  

the  emerg ing  f inanc ia l  p e r f o r m a n c e  of  p r o d u c t s  and compar ing  p o s t - i s s u e  

p e r f o r m a n c e  wi th  p r e - i s sue  e x p e c t a t i o n s  r equ i r e  a c a r e fu l  and c o n s i s t e n t  cho ice  

of  va lua t ion  p r o c e d u r e s .  If r e t u r n  on i n v e s t m e n t  or r e t u r n  on e q u i t y  is a key  

f inanc ia l  o b j e c t i v e  (which also would be  r e f l e c t e d  in p ro f i t  c r i t e r i a ) ,  va lua t i on  

p r o c e d u r e s  which  p r o d u c e  f inanc ia l  i n f o r m a t i o n  t ha t  p e r m i t s  a va l id  a s s e s s m e n t  

of  c u r r e n t  r e t u r n s  on the  s t a t u t o r y  i n v e s t m e n t  or  e q u i t y  c o m m i t t e d  a re  

e s sen t i a l .  It is the  va lua t i on  a c t u a r y ' s  r e spons ib i l i t y  to s e l e c t  t hose  me thods ,  

a s sumpt ions ,  and p r o c e d u r e s  which g e n e r a t e  f inanc ia l  i n f o r m a t i o n  which can be  

used  to  assess  p rog re s s  t owa rds  f inanc ia l  o b j e c t i v e s  and pr ic ing  goals .  

U l t i m a t e l y ,  t he  a c t u a r y ' s  n e e d  to va lue  po l i cyho l de r  l i ab i l i t i e s  and r e l a t e d  

i t e m s  is i n sepa rab l e  f rom t he  o b j e c t i v e s  of  the  f inanc ia l  m a n a g e m e n t  and the  

p r o d u c t  d e v e l o p m e n t / p r i c i n g  p r o c e s s e s .  Both  m a n a g e m e n t  func t ions  i .e. ,  

f inancia l  m a n a g e m e n t  and p r o d u c t  d e v e l o p m e n t  a re  d r iven  by  f inanc ia l  

p e r f o r m a n c e  o b j e c t i v e s .  The r e l e v a n c e  of  the  f inanc ia l  i n f o r m a t i o n  used  in 

t h e s e  func t ions  and the  f inanc ia l  m e a s u r e m e n t s  de r i ved  f rom t h e m  depends  on an 

a p p r o p r i a t e  v a l u a t i o n  of  po l i cyho l de r  ob l iga t ions  and r e l a t e d  i t ems .  As a r esu l t ,  

c lose  coo rd ina t i on  of  t h e s e  key  a c t u a r i a l  d i sc ip l ines  is a n e c e s s a r y  e l e m e n t  of  a 

f inanc ia l ly  s u c c e s s f u l  c o m p a n y .  

IV-ZB 




