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From the Editor

by James R. Thompson

his issue of small talk tries to ac-
complish two main objectives: to
discuss the peculiar problems of
smaller companies in modeling
CMOs and to present our usual legislative
update. The pace of regulation has been
increasing. The NAIC is providing us
with many issues to cover. It is some-
times difficult to know where to begin.

One of the most significant develop-
ments is in the area of proposed guideline
XXX. This NAIC-adopted model regula-
tion deals with the reserving of term in-
surance and UL with certain guarantees.
It is supposed to provide more theoreti-
cally correct reserves than the current
standard valuation law with the unitary
approach, because it considers the rela-
tion between the gross premiums and
mortality by segments. The result, how-
ever, is to increase reserves significantly,
especially for policies with longer guaran-
tees and in the more select premium
classes.

States that have passed XXX have
generally done so with the provision that
it will take effect only if states represent-
ing 51% of the population also pass it.
Many states have not passed it

continued on page 2, column 1

Codification Coming Your Way

by R. Thomas Herget

tatutory accounting for life, health,
and P&C companies has always
relied on prescribed and permitted
practices. These practices were
promulgated by each of the 50 states.
There was enough diversity in these prac-
tices that by the late 1980s, the accounting
community (particularly the audit firms)
no longer felt comfortable issuing opin-

The codification documents can all be
found on the NAIC’s web site, naic.org.
There is a preamble that attempts to iden-
tify the fundamental principles for statu-
tory accounting. The preamble is fol-
lowed by 90 Statements of Statutory Ac-
counting Principles (SSAPs), which spell
out the rules for codified statutory ac-
counting.

ions based on My per-
statutory ac- S SONal Opinion
%?]lén(t:g?éem “The codification documents can all be 'nsﬂtgﬁtt 323 the
was that ;here found on the NAIC’s web site, naic.org. pream.ble

was no single I \\/eaK in estab-
set of prac- lishing the

tices that companies adhered to.

The NAIC responded to this by
forming a committee of regulators to pre-
scribe specific procedures and methods
for compiling statutory financial state-
ments. It was also its charge to define
principles underlying statutory account-
ing.

For actuaries, it is certainly time to
start paying attention to this regulation. It
was approved at the NAIC’s spring meet-
ing in Salt Lake City in March 1998.

fundamentals for financial reporting.
Also, its stated objectives are not always
supported (and sometimes contradicted)
by the subsequent reserve requirements.

Some of the concepts in the preamble
are that “SAP is conservative ... but not
unreasonably conservative.” *“Statutory
accounting should be reasonably conser-
vative over the span of economic cycles.”
“Valuation procedures should ... prevent
sharp fluctuations in surplus.” “The in-
come statement ...

continued on page 5, column 1
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Cadification Coming Your Way
continued from page 1

should not be diminished in importance
... “Liabilities require recognition as
incurred.” ““Revenue should be recog-
nized only as the earnings process of the
underlying underwriting or investment
business is completed.”

For reserves, no new methodologies
are articulated. The called-for reserve
methodologies are identical to today’s
statutory reserve regulations. If these
methods are applied, the reader might
conclude that some aspects of the pream-
ble are breached.

For example, annuity CARVM re-
serves are often worst-case and would
thus not be “reasonably” conservative.
Skyrocketing deficiency reserves caused
by small-premium differentials could not
be called “reasonably” conservative. The
addition of profitable new business never-
theless can cause severe first-year losses,
which would cause a “sharp fluctuation of
surplus.”

Thus, | maintain that the preamble,
especially when coupled with its pre-
scribed regulations, is insufficient to de-
scribe the fundamentals underlying an
accounting basis. The actuary needs to
look then at the Statements of Statutory
Accounting Principles. Several of these
SSAPs specifically address reserves.

Among other key points, SSAP 50
distinguishes investment contracts from
other insurance contracts. SSAP 52
informs us that the income statement for
investment contracts is to parallel the
GAAP format. All other insurance con-
tracts (traditional life, universal life, de-
ferred annuities, accident and health,
group, and so on) have an income state-
ment identical to that which exists today
for statutory.

SSAP 51 addresses life contracts. As
do the other reserve-related SSAPs, this
statement affirms the authority of the
SVL, AOMR, ASPs and all of the actuar-
ial guidelines. SSAP 51 says deficiency
reserves start from the paid-to point, not
from the end of the current policy year.
SSAP 51 eliminates the cost of collection
in excess of loading liability.

SSAP 54 addresses A&H (individual
and group) contracts. It basically calls
for the health model regulation that has
been enacted, but not uniformly, in about
half the states. It calls for a minimum
reserve of gross unearned premium and
also states that the reserves must make
provision for all unmatured obligations.

SSAP 55 discusses provision for life
and health claim reserves. It tells the
user to fund for the cost of handling
claims. Expenses to be provided for are
both internal and external including direct
and a provision for overhead.

SSAP 56 deals with universal life
policies. The SSAP establishes the au-
thority of the universal life model regula-
tion.

SSAP 59 addresses credit insurance.
It acknowledges that there is no effective
NAIC model regulation so it goes into
more detail. Hold the refund amount if
higher than the reserve. Hold a gross
premium reserve if necessary. For life, it
recommends a Rule of 78 (R78) reserve
or a mortality reserve. For A&H, it in-
structs the preparer to study the incidence
of risk and select R78, pro rata (PR),
mean of R78 and PR, or some other basis
that reflects the pattern of insurance
claims. Use the method selected for all
contracts in this class.

Most of these
SSAPs refer to spe-
cific appendices for
the technical descrip-
tion of the reserve
method. The appen-
dices are a part of
codification. For the

details.”

Several other SSAPs are noteworthy.

SSAP 83 calls for the establishment
of a deferred tax liability/asset (similar to
GAAP) on the statutory balance sheet.
This is likely to create a receivable, given
that the DAC tax has caused a significant
prepayment of FIT.

SSAP 5 addresses when to establish a
liability. It reflects the fundamentals un-
derlying GAAP FAS 5, which also defines
what a liability is and when to recognize
it.

SSAP 5 defines three classes of oc-
currence: probable, reasonably possible,
and remote. The preparer establishes a
reserve if it is probable that a liability has
been incurred and the amount of loss can
be reasonably estimated. It is this ver-
biage, lifted from FAS 5, that has pre-
cluded the establishment of a failed New
York Seven scenario cash-flow-testing
reserve on the GAAP balance sheet. But
now, this same wording exists along with
Appendix A-822, which does call for the

“The NAIC and the industry’s interested parties
have spent many years and millions of dollars to
get this far. Here are the final implementation

most part, they recite

verbatim provisions of

NAIC model laws. The most significant
appendices are:

» A-10, Health Model Regulation
» A-585, UL Model Regulation
»  A-620, Accelerated Benefits

e A-641, Long-Term-Care Insurance
Model Regulation

« A-820, Standard Valuation Law for
Life and Annuity

o A-822, Asset Adequacy Analysis
(AOMR)

e A-825, CARVM.

Conspicuously absent is any refer-
ence to XXX. The drafters specifically
excluded this because it was controversial
and not widely adopted. There is a possi-
bility it may be added as part of mainte-
nance prior to the effective date.

The preparer of codified statutory
statements is to comply with all SSAPs,
all regulations listed in the appendices, all
actuarial standards of practice, and all
actuarial guidelines promulgated by the
NAIC.

establishment of cash-flow-testing re-
serves if they exceed the formula-based
reserves.

The NAIC and the industry’s inter-
ested parties have spent many years and
millions of dollars to get this far. Here
are the final implementation details.

The codification reserves would be
established only on business issued after
the effective date (currently January 1999
but likely deferred to January 2000).
Business issued prior to codification’s
effective date would be reserved using
state-of-domicile rules. Yes, this does
imply several decades before reserves are
consistently stated between companies.

There remains a chance that the re-
sulting codification procedures may still
not be certified by the AICPA as a valid
accounting basis. A valid

continued on page 6, column 1



PAGE 6

small talk

MAY 1998

Cadification Coming Your Way
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accounting basis is called an OCBOA
(other comprehensive basis of account-
ing). Theoretically, an auditing firm
could issue an opinion on a Moldavian
basis as long as Moldavia’s practices
qualified as an OCBOA.

Codification may not become an
OCBOA primarily because of the states’
rights issue. Each state does not want to
appear to give up anything when it comes
to regulating insurance companies. To
accommodate this, there remain several
references to permitted practices and state
variations throughout the codification doc-
ument.

What this likely means is that the
auditors would issue an audit opinion on
the state-of-domicile rules, regulations,
and permitted practices. The audit report
would then contain a report or a footnote
that reconciles state-of-domicile financials
to codification financials.

Codification must be adopted by each
state. About half the states would auto-
matically adopt it. This is because the
codification document was renamed the
“Accounting Practices and Procedures
Manual.” This manual is currently refer-
enced in the insurance regulations of half
the states. The other half of the states
must formally adopt codification. It has
not been decided whether this is a regula-
tion on the accreditation track.

After nearly seven years of work, it
seems that we have been presented with a
51st accounting basis whose financial
statements will be of little interest or
value to anyone.

R. Thomas Herget, FSA, is Executive
Vice President at PolySystems Incorpo-
rated in Chicago, Illinois and Chairper-
son of the Life Insurance Company
Financial Reporting Section.

Bank Alliance Niche for Insurers

by Paul J. Sulek

Editor’s Note: The following is a sum-
mary of Session 79, “Bank Alliance Niche
for Insurers,” held at the SOA Annual
Meeting in Washington, D.C. and moder-
ated by Paul J. Sulek.

——— 0PI

panel of guest speakers discussed

the bank alliance niche for insur-

ers. They included Julie Wil-

liams, Chief Counsel for the
Office of the Comptroller of the Cur-
rency; Steve Landberg, Principal for
Sibson & Company; and John Hillman,
President of Philadelphia Financial
Group. This session was sponsored by
the Smaller Insurance Company Section.
The objective of the panel was to discuss
insurance product offerings of banks and
to examine what insurers, especially
smaller companies, can do to successfully
market products in partnership with
banks.

Julie Williams gave a brief history of
bank regulation as it pertains to insurance
activities. National banks currently en-
gage in a wide variety of insurance and
annuity activities. Ms. Williams pointed
out that the issue of state and federal reg-
ulation of banks is not new. Recent Su-
preme Court decisions in Barnett Bank of
Marion County, N.A. v. Nelson, Florida
Insurance Commission and NationsBank
v. Variable Annuity Life Insurance Com-
pany have resulted in an increased focus
on bank insurance and annuity sales.
These cases also resulted in new and chal-
lenging issues. State laws that apply gen-
erally to regulate insurance will apply to
national banks provided the law does not
interfere with authorized activities.

According to Steve Landberg, banks
have seen a marked shift away from regu-
lar deposits in the last 10 years. The
number of financial advisors in banks is
growing, while the life agency population
has shrunk. The smaller bank distribution
channels are generally third-party market-
ers and

branches platforms. Landberg said that
until this time, banks have tended to de-
liver insurance or investment products
rather than managing a customer relation-
ship over multiple products.

One key to success is understanding
the bank culture that is often focused on
organizational issues. Almost 40% of
banks currently sell insurance, but what
and how they sell varies considerably.
They plan to increase insurance sales to
achieve greater profitability. Banks pri-
marily sell individual annuities. Insurers
need to have a long-term perspective to
create bank alliances. Well-designed
products, marketing, selling, and service
are essential. These will need to be
reengineered for bank distribution. Fo-
cused strategies and tight organizational
alignment are keys to success.

John Hillman presented a case study
focused on life insurance. The life mar-
keter is a late arrival compared to annuity
sellers. New entrants include insurance
carriers with significant resources and
patience; Internet companies that are
highly focused with unique services; and
direct marketers. Mr. Hillman said that
opportunities exist in the bank market
because this is a real, evolving market.
There is an extensive customer database
with possibilities for greater efficiency
and profitability.

The challenges to insurers are to be
recognized as a new distribution channel,
to integrate with existing channels, pro-
viding focus on packaging, not features,
knowing how to sell, and becoming aware
of compliance requirements. To succeed,
it is necessary to commit to the channel,
be open to changing banker groups, con-
sider new products, incorporate technol-
ogy, focus within a segment, and be pa-
tient.

Paul J. Sulek, FSA, is Vice President and
Chief Actuary at AGL Life Assurance
Company in Blue Bell, Pennsylvania and
a member of the Smaller Insurance Com-
pany Section Council.



