Note: Thisversion of ASOP No. 10 isno longer in effect.
It was superseded in 1992 by ASOP No. 10, Doc. No. 039,
which was super seded in 2000 by ASOP No. 10, Doc. No. 068.

1 Q
\b

ACTUARIAL STANDARDS BOARD

ACTUARIAL STANDARD OF PRACTICE

METHODS AND ASSUMPTIONS
FOR USE IN STOCK LIFE INSURANCE COMPANY
FINANCIAL STATEMENTS
PREPARED IN ACCORDANCE WITH GAAP

Adopted by the
Actuarial Standard Board (ASB)
July 14, 1989

Developed by the
Committee on Life Insurance Financial Reporting
for the
Life Committee of the ASB

August 1989



TABLEOF CONTENTS

Trangmitta Memorandum

PREAMBLE

Section 1. Purpose, Scope, and Effective Date
Section 2. Definitions
Section 3. Background and Historical 1ssues

Section 4. Current Practices and Alternatives

STANDARD OF PRACTICE

Section 5. Analysis of Issues and Recommended Practices
5.1 Preparation of Financia Statements
5.2 Actuarid Judgement
5.3 Categories of Assumptions
5.4 Bedst-Edimate Assumptions

54.1 Itemsto be Consdered
5.4.2 Mog Likey Outcome
5.4.3 Internd Congstency
5.4.4 Sources of Data
5.5 Provison for Risk of Adverse Deviation
5.5.1 Degreeof Risk

5.5.2 Rdationship to Best Edtimates



5.6 Methodologies
5.6.1 Simplification
5.6.2 Policy Acquisition Expense
5.6.3 “Lock-in" Adjustment
5.6.4 Recognition of Loss
5.6.5 Matching with Premium
5.6.6 Universa Life-Type Contracts
5.6.7 Basisof Amortization
5.7 Materiaity
Section 6. Communications and Disclosures
6.1 Conformity with Standard
6.2 Documentation

6.3 Deviation from Standard



July 1989

TO: Members of the American Academy of Actuaries (AAA) and other persons interested
in life insurance company GAAP financid reporting

FROM: Actuarid Standards Board (ASB)

SUBJ:  Actuaria Standard of Practice: Methods and Assumptions for Usein Stock Life
Insurance Company Financia Statements Prepared in Accordance with GAAP

Background

This booklet contains an actuarid standard of practice concerning methods and assumptions for
use in gock life insurance company financia Satements prepared in accordance with generaly
accepted accounting principles (GAAP). It has been prepared by the AAA Committee on Life
Insurance Financid Reporting under the auspices of the Life Committee of the ASB. This
Standard is based primaily on the exisding Fnancid Reporting Recommendations and
Interpretations of the AAA and on Statements of Financid Accounting Standards (SFAS) Nos.
60 and 97 of the Financid Accounting Standards Board (FASB). Additionaly, Audits of Stock
Life Insurance Companies published by the American Inditute of Certified Public Accountants,
and other related accounting and actuarid literature were used. The Standard sets out the
condderdions bearing on an actuary’s professond work in the determinaion of police benefit
ligbilities and deferred policy acquisition cost assets in accordance with GAAP.

The proposed Standard was submitted to the members of the AAA and other interested persons
in Exposure Draft form in February 1989. Comments were received into May 1989. The Life
Committee has considered these comments in preparing a revised standard for adoption by the
ASB. A summary of comments received and the committee’ s disposition of them follows.

Responses to Comments on Exposure Draft

The Life Committee is grateful to the respondents who submitted comments on the Exposure
Dreft. A tota of tweve individuas responded. All comments have been carefully consdered by
the Life Committee and a number of changes have been made in the Standard as aresult.

A number of the respondents commented on the appropriateness of excluding from the scope of
the Standard insurance contracts that are classfied as investment contracts for accounting
purposes. These respondents generdly felt that investment contracts that are accounted for using
methods and assumptions appropriate for insurance contracts should be included in the scope of
the Standard. The Life Committee agrees with this postion and believes that the wording of the
Exposure Draft appropriately includes the contracts in question. Therefore, the scope has not
been dtered. One respondent felt that dl insurance contracts accounted for as investment
contracts should be within the scope of the Standard. The Life Committee believes that it is not



the province of the ASB to promulgate standards related to accounting for contracts that are not
accounted for asinsurance contracts.

One respondent felt strongly that the Standard should require the actuary to include in the
financid Satements an actuarid opinion thereon. The Life Committee believes that this Standard
and other exigting professond standards require the actuary to perform work related to the
preparation of GAAP financid datements with the same care and diligence that would be
required if an opinion on the financid Saements were adso being made. However, since the
actuary is not dways responsble for the preparation of the financid <tatements, and the
requirements of other professons bear more directly on such work, it is not gppropriate to
require an actuarid opinion on life insurance company financid satements a thistime.

Severd respondents noted that the Exposure Draft atempted to define the term, “gross profit,”
and to use it in the context in which “edtimated gross profit” is used in SFAS 97. The Life
Committee agrees with these comments and has made gppropriate changes.

One respondent noted that the definition of “policy benefit liadility” in the Exposure Draft did
not make reference to the liability for deferred revenues. The Life Committee believes that it is
aopropriate to include this liability in the definition of “policy benefit liability” as it is usad in
this Standard, and the change has been made.

Severd respondents commented on Subsection 5.4 of the Exposure Draft. It was noted that the
first paragraph incorrectly ascribed to GAAP the practice of sdecting the more consarvative of
two equdly likedy outcomes. The wording in this paragraph was dtered to reflect the actua
circumstances.

Some respondents observed that the Exposure Draft requires the sdection of a best edimate
scenario raher than, as an dternative, a datiicd average of possble outcomes. The Life
Committee believes that the Exposure Draft expresses the gppropriate requirement, but notes that
the Standard does not preclude, for example, the aggregation of comparable contracts for the
purpose of determining the best-edtimate result with respect to the mortality risk; or, as another
example, the sdection of the midpoint of a range of possble best-esimate assumptions with
respect to future interest rates, provided that such midpoint is also a reasonable best estimate.

One respondent felt that Paragraph 5.5.2 of the Exposure Draft required the redetermination of
financid datement items that were determined using assumptions that include a provison for the
risk of adverse deviation, if, later, it appeared that the provison for the risk of adverse deviation
was inappropriate. The paragraph in question does not impose this requirement. It does require
that in determining assumptions which include provison for the risk of adverse deviation, the
provison should produce an increase in the net GAAP liability.

Other changes of a grammatical or editorid nature have been adopted, many in response to
comments received.

The Standard was adopted by the ASB on July 14, 1989.



Committee on Life Insurance Financid Reporting
(including past members who participated in this project)

Paul F. Kolkman, Chairperson

William T. Bryan Robert W. Omdal
DennisL. Car Barry Paul
Kriss Cloninger, 111 Jan L. Pollnow
J. Peter Duran David Y. Rogers
Lonnie A. Etheridge Howard L. Rosen
Charles D. Friedstat William J. Schreiner
John T. Glass Jerome F. Seaman
Allan D. Greenberg Edward S. Slins
R. Thomas Herget DennisL. Stanley
Kenneth A. Klinger Diane Wdlace
Michad J. Kinzer Louis M. Weisz
Robert Lal_onde Méville J. Young
Life Committee of the ASB

Harold C. Ingraham, Jr., Chairperson

Burton D. Jay Edward S. Silins
Timothy F. Harris Dondd R. Sondergeld
Paul F. Kolkman William T. Tozer

James B. Milhaolland



ACTUARIAL STANDARD OF PRACTICE

METHODS AND ASSUMPTIONS

FOR USE IN STOCK LIFE INSURANCE COMPANY FINANCIAL STATEMENTS

PREPARED IN ACCORDANCE WITH GAAP

PREAMBLE

Section 1. Purpose, Scope, and Effective Date

1.1 Purpose and Scope - This Standard sets out the consderations that bear on the actuary’s
professond work in the determination of policy benefit ligbilities and deferred policy
acquistion cogt assets (DPAC) in accordance with generdly accepted accounting
principles (GAAP). The recommended practices contained in this Standard are limited to
the use of actuarid methods and assumptions in connection with the preparation of stock
life insurance company GAAP financia Satements,

With respect to the preparation of GAAP financid dtatements for life insurance companies,
actuaries and actuaria judgments are frequently relied on. The purpose of this Standard is
to identify the condderations involved in edtablishing appropriate actuarid methods and
assumptions used for GAAP financid datements. For certan investment contracts issued
by insurance companies, GAAP requires accounting as for other interest bearing
obligations. To the extent that the accounting trestment for these contracts does not involve
actuariad methods or assumptions, they are specificaly excluded from the scope of this
Standard.

1.2 Effective Date - This Standard is effective for dl financid Statements prepared for fiscad
periods beginning after December 15, 1989.

Section 2. Definitions

Asusd in this Standard, the following terms will have the indicated definitions.

2.1 Costs - All bendfits and expenses associated with issuing and mantaning a company’'s
policies.



2.2 Déered Policy Acquisition Cost (DPAC) Asset - The unamortized portion of those policy
acquistion expenses that vary with, and are primarily related to, the acquisition of new and
renewa insurance contracts and coverages.

23 Edimated Gross Profit - As defined in Statement of Financial Accounting Standards 97,
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts
and for Redlized Gains and L osses from the Sde of Invesments (SFAS 97), paragraph 22.

24 GAAP Ne Premium - The portion of gross premium thet provides for the codts. It contains
no explicit provison for profit.

2.5 Gross Premium - Amounts contractually required to be paid or anticipated to be contributed
by the policyholder.

26 Invetment Contracts, Limited-Payment Contracts, Universal Life-Type (UL-type)
Contracts - Asdefined in SFAS 97, Paragraphs 6 through 14.

2.7 “Lock-in" - A GAAP concept which requires the continuing use of origind bass
assumptions (issue, acquidtion, or prior redetermination) unless a need for loss recognition
develops.

2.8 Net GAAP Ligility - The GAAP policy bendfit ligbility for a book of business less any
associated DPAC.

2.9 Pdicy Bendit Lidhility - An accrued obligation to policyholders that relates to insured
events, such as death or disability; the ligbility for future policy benefits. The liability for
future policy benefits includes amounts accrued for deferred revenues. This “deferred
revenue reserve’ may be separately identified in the company’ sfinancid statements.

2.10 Risk of Adverse Deviation - The risk that actuad experience may differ from best-estimate
assumptions in a manner that produces cogts higher than assumed and/or revenues less than
assumed.

Section 3. Background and Historical 1ssues

Audits of Stock Life Insurance Companies (the Audit Guide) was developed by the American
Indtitute of Certified Public Accountants in 1972, with the cooperation of life insurance company
actuaries and accountants. The Audit Guide represented the first effort by the accounting
professon to edablish GAAP for the life insurance industry. The Financd Accounting
Standards Board (FASB) is now responsble for the determination of GAAP for public
companies. It does so through the promulgation of Statements of Financid Accounting Standards
(SFAS).

GAAP for gtock life insurance companies is primarily established by SFAS 60 and SFAS 97. In
1982, FASB issued SFAS 60, Accounting and Reporting by Insurance Enterprises, which




generdly codified the concepts in the Audit Guide. In 1987, FASB issued SFAS 97, which @
established GAAP for certain forms of insurance contracts not specificaly addressed by SFAS
60, primarily universa life (UL) insurance; b) established GAAP for invesment contracts not
involving a dggnificant insurance component, and ¢) revised GAAP for limited-payment
contracts.

Other dandards are dso rdlevant, as is prevailing accounting practice in areas not specificaly
addressed by a SFAS. The practicing actuary should be familiar with the above documents as
well as other pertinent accounting and actuarid literature.

The American Academy of Actuaries (AAA) has previoudy promulgated Financid Reporting
Recommendations and Interpretations applicable to GAAP for insurance companies, thus
edablishing actuarid dandards of practice in this area. Because of their specificity, as well as
changes in GAAP reaulting from SFAS 97 and evolution in actuariad practice, it is gppropriae to
replace certan exiding guidance and to promulgate a more generdly gpplicable standard of
actuarid prectice with respect to stock life insurance company GAAP financid dStatements.
Where there is a conflict between this Standard and existing AAA Recommendations and
Interpretations, this Standard will supersede the earlier.

Section 4. Current Practices and Alternatives

Current practices relaied to the preparation of GAAP financid satements for life insurance
companies have been generdly consgent with exising Financid Reporting Recommendations
and Interpretations applicable to GAAP for insurance companies, as promulgated by the AAA.
Application of these Recommendetions and Interpretetions to certain life insurance contracts
(primarily UL-type contracts) has led to various methods being used for the proper reporting of
the net GAAP liabilities for these contracts. The methods incorporated into SFAS 97 are smilar
to those used by some insurance companies prior to its issuance. However, in certain respects,
SFAS 97 requires the use of methods not previoudy used for GAAP financid reporting.

STANDARD OF PRACTICE

Section 5. Anaysis of 1ssues and Recommended Practices

5.1 Preparation of Financiad Statements - An actuary who participates in the preparation of a
gock life insurance company GAAP financid datement should be familiar with the Audit
Guide, SFAS 60, and SFAS 97.

5.2 Acuaid Judgment - Except as required by SFAS 97, it is appropriate to sdect the
assumptions used to edtablish net GAAP Liahilities based on the judgment of the actuary.




5.3

54

5.5

The Audit Guide suggests that an actuary’s judgment be relied upon in those areas of an
actuary’s expertise.

Categories of Assumptions - Two categories of actuarid assumptions are principaly utilized
in the preparation of GAAP financid datements. Bedt-edimate assumptions as of the
financid daement dae are required in certan indances. In others, assumptions which
provide for the risk of adverse deviation are required. Best-estimate assumptions must be
periodicadly reviewed and updated to reflect current experience, whereas assumptions with
provison for risk of adverse deviation are subject to “lock-in.” The actuary should exercise
care to assure that the proper category of assumptionsis used.

Best-Edimate Assumptions - GAAP requires that best-estimate assumptions reflect the most
likedy outcome. Bed-edimate assumptions must be reasonable and redigtic. Accounting
practice usudly follows the convention that given two choices which are deemed equdly
likey, the one that should be sdected is the one that produces the larger ligbility or smdler
asset.

54.1 Items to be Consdered - In edablishing best-estimate assumptions, items which
should be consdered include the characteristics and magnitude of the company’s
business, the age of the company and its rate of growth; the prior experience of the
company to the extent conddered relevant and the trends in that experience; and
medical, economic, socid, and technologicd developments which might affect codts.
There is no necessary reationship between the best-estimate assumptions and those
used for product pricing.

54.2 Mog Likdy Outcome - Bedt-edimae assumptions should reflect the actuary’s
judgment at each vauaion date as to the most likely future outcome with respect to
each assumption made.

5.4.3 Internd Conggtency - Taken together, a set of best-edtimae assumptions should
reflect dl pertinent areas of expected future experience and should be specific to the
paticular product, line of business, or block of busness being vadued. The st of
assumptions should be comprehensive and interndly consstent.

5.4.4 Sources of Data - In forming a judgment as to the gppropriate assumptions, the
actuary should consder avalable pertinent data To the extent possble and
aopropriate, data specific to the company for which the assumptions are being made
should be conddered. Where such data are not available or are not credible, it is
appropriate to condder indusiry data or data from other smilarly Stuated companies,
suitably adjusted.

Provison for Risk of Adverse Deviation - In certain ingances GAAP requires a provison
for the risk of adverse deviation in setting actuarid assumptions.

5.5.1 Degree of Risk - Assumptions that include provision for the risk of adverse deviation
should be edablished in condderation of the degree to which the assumption is




subject to such risk in tota, and at each future duraion. The provisons for the risk of
adverse deviation should be reasonable in the circumstances.

5.5.2 Redionship to Best Edimaes - Assumptions that include provisons for the risk of
adverse deviation should bear a ressonable rdationship to the best-estimate
assumptions. Under GAAP accounting, the net premium resulting from assumptions
that include a provison for the risk of adverse deviation should not be greater than
the gross premium. It may be less than the gross premium, provided that due
provision has been made for the risks of adverse devidtion.

The actuary should edablish that the aggregate net GAAP liability determined using
assumptions that include provison for the risk of adverse deviaion equals or exceeds
a gmilaly deemined net ligbility determined using bedt-estimate assumptions
without provision for therisk of adverse deviation.

5.6 Methodologies - One purpose of GAAP is to achieve matching of revenue and expenses.
For insurance contracts, this maiching is accomplished primarily through establishing
policy benefit liabilities and DPAC assets. For insurance contracts which are subject to the
requirements of SFAS 60, premiums ae included in revenues, while benefits and other
expenses are included in expenses. For UL-type contracts subject to SFAS 97, amounts
asesed agang the policyholder are included in revenue, benefits in excess of the policy
vaue and other expenses are included in expenses.

5.6.1 Smplification - It may be gopropriate to use assumptions which smplify the
cdculaion of policy benefit ligbilities and DPAC amortization. For example, it may
be appropriate to assume that policy anniversaries occur on July 1 of each caendar
year. Smplification should not distort the results, and should be appropriate to the
circumstances.

5.6.2 Policy Acquigtion Expense - Acquisition expenses associated with contracts issued
by insurance companies are usudly dSgnificat in rdaion to ongoing maintenance
and adminigration expenses. GAAP for life insurance companies requires that certain
acquistion expenses be deferred and recognized in proportion to anticipated gross
premiums, estimated gross profits, or some other appropriate bass. The amount of
DPAC must be separately disclosed in the financid statements.

5.6.3 “Lock-in"_Adjusment - Policy bendfit liabilities and DPAC not associated with UL-
type or investment contracts are subject to “lock-in” under SFAS 60. DPAC and the
amortization thereof for UL-type and investment contracts must be adjusted as
conditions warrant.

5.6.4 Recognition of Loss - Regular reviews of the adequacy of the net GAAP ligbility
should be conducted when experience indicates that the recognition of a loss may be
required. GAAP requires the recognition of a loss when it is probable and can be
reasonably estimated (SFAS 5, Accounting for Contingencies).




5.7

6.l

6.2

6.3

5.6.5 Matching with Premium - Methods used to determine net GAAP ligbilities for non
UL-type and norrinvesment contracts must be structured to produce a reasonable
maiching of costs with expected premiums. The reserve methodology should reflect
al aspects of the contract and related agreements for which the reserve is established.

5.6.6 Universal Life-Type (UL-Type) Contracts - The GAAP policy bendfit liability for a
book of UL-type contracts is determined as the aggregated policyholder accounts,
plus one or more additiond items which may or may not be actuarid in naure. The
cdculaion of any such actuarid items should reflect dl contractud provisons and
anticipated differencesin the incidence of revenue and the associated costs.

5.6.7 Bass of Amortization - Methods utilized to amortize DPAC must be dructured to
produce a reasonable matching of expenses with revenue, estimated gross profits, or
some other appropriate bass. Where “lock-in” is applicable, the amortization should
be based on the same assumptions as those underlying the caculaion of the GAAP
policy benefit reserve.

Materidity - This Standard of Practice should be applied with due regard for materidity, as
covered in Recommendation 9 of the AAA Financid Reporting Recommendations and

| nterpretations.

Section 6. Communications and Disclosures

Conformity with Standard - The actuary should be prepared to describe the actuaria
work peformed for incuson in the GAAP financid dtatement, and to demondrate that
such work conforms to this Standard of Practice.

Documentation - The actuary should maintain adequate documentation of the assumptions
and methods supporting the net GAARP liahilities that he or she provides.

Devidion from Standard - An actuay who uses a procedure which differs from this

Sandard should indude, in the actuarid communication disclosng the result of the

procedure, an appropriate and explicit statement with respect to the nature, rationae, and
effect of such use.



