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ACTUARIAL STANDARD OF PRACTICE NO. 15

DIVIDEND DETERMINATION AND ILLUSTRATION

FOR PARTICIPATING INDIVIDUAL LIFE INSURANCE

POLICIESAND ANNUITY CONTRACTS

PREAMBLE

Section 1. Purpose, Scope, and Effective Date

Purpose - This Standard describes the basic responshilities of the actuary in the application
of sound actuarid principles and practices to the determination of dividends for participating
individud life insurance policies and annuity contracts.

1.2 Scope - This Standard applies to dividends illustrated or distributed under the provisons of

1.3

participating polices issued for ddivery in the United States by mutud and sock life
insurance companies and by fraternal societies and associations. For a stock company, it
dso agpplies to tranders from any paticipating account to any stockholder or nor:

participating account.

This Standard addresses both the determination of currently payable dividends for policies
in force and the closdy related process of determining illustrated future dividends for both
in-force business and new business.

This Standard does not address the determination of divisble surplus, i.e, the aggregate
amount of dividends to be digributed to policyholders. This determination is a decison to
be made by company management in light of many factors the most sgnificant being the
continuing solvency of the company and its ability to fulfill dl contractud obligations.

Individud life insurance policies and annuity contracts may be composed of severd digtinct
agreements, each of which has a defined consderation and benefit structure. For example, in
addition to the badc bendfits, a life insurance policy may incdude dissbility and accidenta
death benefit provisons, term riders, etc. This Standard may be applied separately to any of
these different types of agreements which is participating.

Effective  Dae - This Standard is a reformatted verson of Recommendations Concerning
Actuarid Principles and Practices in Connection with Dividend Deaemination and
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2.3

24

2.5

2.6

[lludration for Participating Individud Life Insurance Policies and Annuity Contracts.
Those Recommendations became applicable October 31, 1980 for dividends illustrated or
digtributed on participating life insurance issued by mutual companies, and on December 31,
1987, for (i) dividends illustrated and digtributed on participating life insurance issued by
sock companies, and participating annuities, and (i) transfers from a stock company
participating account to a nonparticipating or stockholder account.

Section 2. Definitions

Contribution Principle - The contribution principle requires that aggregate divisble surplus
be digtributed among policies in the same proportion as the policies are consdered to have
contributed to divisble surplus.

Experience Factors - Those dements which reflect actud experience. A particular
experience factor reflects actua experience or a specific type. Examples of experience
factors are: investment income rates, mortality rates, termination rates, and expense rates.

Experience Factor Class - A group of policies for which dividends are determined by using
a common numerical vaue of a particular experience factor. Examples of experience factor
classes are clams, expense, investment income, termination, tax, and other factor classes.

Polides - Unless otherwise specified, the word “policies’ in this document means both
policies and annuity contracts.

Policy Factors - Policy factors are those dements which reflect the assumptions inherent in
the standard againgt which experience is measured. They are based on the guarantees or
underlying actuarid dructure of the policy. Examples of policy factors ae cash vaues,
reserves and their associated net premiums, gross premiums, policy loan interest rates, and
the rates of interest and mortality used in calculating cash vaues and reserves.

Termination Factors - Annud rates of termination of insurance for reasons other than claim.

Section 3. Background and Historical 1ssues

The determination and illustration of dividends on participating policies was a fundamentd part
of actuarid practice in the United States before the founding of forma actuaria organizations.
Principles were defined early and have not changed. Practices have changed. Broad averaging of
experience was generadly used until the early 1970s. Because of newly emerging products with
differentiated pricing, newly emerging differences in experience factors, and increased computer

gpeed and capacity, dividend practices shifted toward more refined reflections of cost and
income.



In 1976, the Society of Actuaries appointed a Committee on Dividend Philosophy to consider
this subject. Building on the work and recommendations of that committee, the American
Academy of Actuaries Committee on Dividend Principles and Practices formulated a set of
Recommendations for the participating individud life insurance busness of mutud companies
that was adopted by the Board of Directors of the Academy in 1980. In 1985, the Academy
board adopted a revised set of Recommendations that covered participating individud life
insurance and participating annuity contracts of both mutua and stock companies. This Standard
of Prectice is a reformatted verdon of those Recommendations, in the uniform format adopted by
the Actuarial Standards Board.

Section 4. Current Practices and Alternatives

4.1 The Contribution Principle - Because the contribution principle provides the essentid
equity implied by participating business, it iswidely usad in current practice.

4.2 Methods of Applying Gontribution Principle - The contribution method, aso known as the
source of earnings method, is the method most commonly used to apply the contribution
principle. Other methods of dividend determination described in actuarid literature include:

the asset share method;

the fund method;

the experience premium method;

the percentage of premium method; and
the reversonary bonus method.

Cop T

Some of these methods, such as the percentage of premium method, refer primarily to the
formulation used to caculate dividends. Other methods, such as the asset share method,
refer primarily to the process used (as opposed to the wide variety of mathematica
formulations which may be employed under that method).

It is the application of a particular method, by means of the experience factors, which
determines whether or not it follows the contribution principle - not the method itsdf. Also,
it may be that a paticular method which does not of itsdf satidfy the contribution principle
will do so when termination dividends (see Subsection 5.13) are taken into account.



5.1

5.2

5.3

STANDARD OF PRACTICE

Section 5. Analysis of |ssues and Recommended Practices

Contribution Principle is Generdly Accepted Practice - The use of the contribution
principlein determining dividendsis generally accepted practice in the United States.

5.1.1 Disdosures Concerning Contribution Principle - The actuary’s report should include
a datement that this principle has been followed. If it has not been followed, the
report should explicitly state any deviations and their rationde.

5.1.2 Operation over Extended Period, and Required Disclosure — In its pure form, the
contribution principle applies to each yea’s divisble surplus. However, the
contribution principle can aso be related to divisble surplus over an extended period
of time when condraints on divisble surplus or the dividend digribution system
prevent the application of the principle each yesar.

In such event, the procedures which lead to the longer term operation of the
contribution principle should be described in the actuary’ s report.

Process of Dividend Determination - The process of dividend determindion leads to a
formulation which is used to caculaie specific dividends. This process dways requires the
use of policy and experience factors. However, those factors may or may not appear in the
formulation actudly used to caculate the dividends.

Dividend determination is a process subject to practicd condraints. The gpplication of this
Standard may reasonably be limited by the cost of cadculation, the sze of a particular group
of policies, the cost and practica difficulty of making a dividend scde change and other
smilar conditions and circumstances.

5.2.1 Smplified Procedures and Required Disclosure - When it would be impracticd to
apply this Standard directly to al policies and benefits, the actuary may continue a
dividend scde or use gpproximations or ampler processes and formulations. When
such actions are taken, their rationale and impact shoud be disclosed in the actuary’s
report.

Policy Factors - The use of actud or agpproximate policy factors is generdly accepted
practice.

In cdculating dividends for a particular policy, the policy factors may be the actud factors
of that policy or they may be reasonable gpproximations to the actua factors when practica
consderations indicate the need for such gpproximations.
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Disclosures Concerning Policy Factors - The actuary should include in the report a

description of the policy factors and of any changes in practice with respect to their
determination for the period covered by the report.

Experience Factors - The experience factor for a given type of experience may have severd

different numericd vaues. For example, the investment income experience factor may vay
by policy loan rate.

54.1

54.2

54.3

5.4.4

Actud or Smilar Experience - As used in this Standard, actua experience of an
experience factor class means experience and trends in experience to the extent that
they are determinable, available, and datidicdly credible When such suitable data
are lacking, experience factors may be based on actua experience and trends in
experience of other Smilar classes of busness ether in the same company or other
companies or from other sources, generdly in that order of preference.

Projection of Experience Trends - If any protection of experience trends is made in
determining the experience factor vaue of any factor class, then such trend
protections to the same point in time should be made uniformly for al classes. Such
projections should be limited to a reatively short time frame (for example, to reflect
the average experience expected during a period for which a dividend scale is likely
to remain appropriate), and in particular, they should be used in a consstent manner
both for current dividends for policiesin force and for illusirated future dividends.

Disclosures Concerning Experience Factors - The actuary’s report should describe
the experience factor values used. |If projection has been used, the type and extent of
usage should be stated.

The actuary’s report should include an identification for the period covered by the
report of dl changes in values of experience factors and of any changes in practice
with respect to determination of experience factor classes or placement of policies
within them.

Differences between Classes - When there is more than one factor class with respect
to a particular experience factor, differences in vaues should be based on differences
in actua experience between the classes.

The mortdity clam factor may be the same for policies with different experience, as
long as this difference is agppropriatedy charged for esewhere. For example, the
mortdity cams factor used for permanent policies resulting from term converson
may be the same as that for newly issued insurance, even though the experience is
different, provided that the agppropricte charges for the differences in mortdity
experience are charged to the term polices.

An example of such a gdtuation might be grouping of underwritten new business
policies of a particular whole life plan with conversons from term policies to tha
sane plan. Although the company anticipates different mortdity and lgpse



5.5

5.6

experience from these two sets of policies, it may have edtablished an overriding
agreement with the converting policyholders to treat them in dl respects identicdly
to those who purchased underwritten whole life policies. This agreement may be
explidt; it may be implicit in the wording of the converson guarantee; or it may be
implicit from prior company practice. It may cause the dividend scale to be based
drictly on the experience of underwritten policies despite the fact the scde adso
applies to some non-underwritten policies.

5.4.5 Distlosure of Differences between Classes - In the report, the actuary should identify
each such difference and be prepared to provide a demondration to support such
differences.

5.4.6 Uniform Criteria - The placement of a policy within an experience factor class or
another should be based on uniformly applied criteria designed to group together
policies with amilar levels of experience. With regard to dam factor classes the
actual occurrence or nornroccurrence of a clam on a particular policy should not be a
criterion for class placement of thet policy.

Clams Factors - Sdidicd daa demondrate sgnificant and vdid varidions in dams rates
by age, sex, and duration for most coverages subject to this Standard. An organized set of
internaly consstent experience factors corresponding to al ages will be consdered as one
factor in defining a clams factor dass. Smilaly, an entire set of experience factors by age
and sex, or by age, sex, and duration, will be consdered as ore factor in defining a dams
factor class.

55.1 Other Clams Factor Class Didinctions - Didinctions in dams factor dass may dso
be made on the bass of: risk sdection class, sdection process, marketing method,
policy provisons, plan, premium rate, geographic location, sze of policy and date of
policy issue.

5.5.2 Disdosure of Other Basis for Didinctions - If a bass different from any of those
referred to in Subsection 5.5.1 is used, such other basis should be stated in the report,
adong with an explanation of the rationale and effect of such other basis.

Investment Income Factors - The investment income experience factor generdly reflects the
invesment experience, dafter invesment expenses, of the line of busness for which
dividends are being determined. This experience may include capitd gans and losses.
Furthermore, investment income may be reduced by taxes. Alternaivey, such taxes may be
treated separately (See Subsection 5.9).

5.6.1 Effect of Policy Loans - It is generdly accepted practice to reflect the effect of policy
loans in the investment income factors. The effect depends on the policy loan interest
rate, the policy loan expenses, and whether policy loan interest is aggregated with
other investment income recognizing the utilizetion rate of loanable funds (which
may depend on the contractud loan interest rate, the plan, and the size of policy) or
whether policy loan interest is passed through directly to borrowing policyholders.




5.7

5.8

5.6.2 Portfolio Average and Invesment Generation Approaches Are Acceptable - The use
of ether the portfolio average approach or the investment generation approach is
consdered generaly acceptable practice The detailed procedures for implementing
either approach should have a sound theoretical basis.

The portfolio average approach for determining investment income, excluding policy
loans, for a given block of policies averages the investment income over dl groups
of polices or over a specific group of policies supported by a portfolio of investments
(eg., a ssgmentation approach). The investment generation approach recognizes the
effect of investable cash flow--amount, timing, and rollover--and the gpplicable
actud invesment rates separately for each group(s) of policies. Vaious mixed
approaches are a so acceptable.

5.6.3 Disdosures Concerning Allocation of Invesment Income - The actuary’s report
should describe in appropriate detall the gpproach used for dlocating investment
income to the policies covered by the report. Furthermore, if the gpproach for a given
group of policies has been changed, or if a previoudy unused approach is to be
introduced for a new group of policies, the actuary’s report should state that fact and
should incdude a full description of the nature, rationde and effect of such new or
revised gpproach.

Termination Factors - Termindion factors display sgnificant varidion by the time eagpsed
gnce policy issue Other dements which have a gSgnificant impact on termination factors
include age a issue, sex, marketing method, frequency of premium payment, plan and sze
of the policy. An organized set of internaly consstent experience factors corresponding to
the preceding dements will be consdered as one factor in defining a termination rate factor
class.

Expense Factors - Expense incurred on behdf of a group of policies may in fact depend on
most or dl of the various eements present in the policies and on the risks insured. Such
edements include, but are not limited to, the items liged dsewhere in this Standard which
affect dams, invesment income and termination factors. Some expenses are direct in tha
they can be specificdly rdlaed to a paticular policy. Other expenses, such as generd
overhead cogts, are indirect.

581 Allocation of Costs - Marketing, underwriting, and other costs connected with
acquistion of policies may be dlocated to al policies or may be recognized
oecificdly as nontlevd costs to be charged to a policy and amortized. Select
mortality savings may be used as an offset to these costs.

In the determination of unit expense rates for dividend purposes, direct codts
should be charged to the groups of policies generating those costs and indirect
coss should be dlocated usng sound principles of expense dlocation. To the
extent that non-level costs are amortized, the amortization should be based on
redidic interest and termination rates agppropriate for the groups of policies to
which they are gpplied.



5.8.2 Expense Factor Classes - An expense factor class is defined as a group of policies
which share a consstent and uniformly applied approach for assessng expenses
among policies within that group. More specificaly, such a group of policies
share a common set of unit expense rates. Those unit rates may be a combinaion
of amounts which, for example, are gpplied per palicy, termination and clam; per
unit of risk, coverage, premium, loading, resarves, cash value and expected
cdams, and per year of premium paying period and coverage period. Further, any
of these unit rates may vary by issue age or policy duration and may be modified
for tax datus, risk class, policy sze or other dements. In addition, when there is
amortization of nonleve costs, a common approach is necessary for that
amortization, as well as a common interest rate and set of gppropriate termination
rates.

There is condderable ldtitude in dlocating indirect costs within various groups of
policies. Amortization periods and patens adso vay widdy. Different
approaches may have been teken at the inception of various historical blocks of
busness. These variations make reconciliation of different expense factor classes
a complex process. One gpproach to reconciliation is to condder the tota
expenses charged to one class in reation to another. Total expenses charged to a
class are those based on the unit expense rates for that class with due regard for
the amortization of non-level expenses.

583 Ted of Consgency, and Required Disclosure - A minimum test of consstency
between two expense factor classes is that any difference in the totd expense
charged to each class should be judifisble and in accordance with sound
principles of expense andyss. The actuary should include a dtatement to this
effect in the report.

5.9 Tax Factors - Tax factors may be incorporated in the determination of dividends. Detalls of
taxation may vay widdy, depending on the gpplicaiion of law and regulation in various
jurigdictions. Differences in dividends resulting from differences in taxation should reflect
the elements addressed in the tax laws.

Any vaidions in tax factors used in determining dividends should reflect corresponding
vaiaions inherent in the gpplicable laws and regulations imposing that tax and should be
consstent with other experience factors.

5.10 Charge for Stockholder Retention - An important dement in the determination of dividends
for stock company participating business is the charge for stockholder retention. This charge
can be reflected a an aggregate leve in determining divisble surplus. Alternatively, the
charge can be a separate factor in the formula for the dividend scde or can be implicitly
included as a pat of one or more of the other experience factors. Stockholder retention
charges may vary by series type of policy, eic. Stockholder retention charges ordinarily
should not be changed from the scde of charges used in the origind dividend illudtration. If
the retention charges are changed from the scde of charges used in the origind dividend
illugtrations, corresponding changes should ordinarily be made for al policiesin force.




5.10.1 Disclosures Concerning Stockholder Retention Charges - The actuary’s report
should describe the method used by the company for stockholder retention
charges. If the dividend scde contains a specific experience factor for such
charges, the actuary’s report should describe the stockholder retention factors
used and any changes during the year in the values of these charges.

5.11 Adjusments to Dividends - Adjusments to dividends are frequently made for a variety of
specia reasons such as.

a. toreflect unusud gains or losses on certain supplementary benefit riders;
b. to reflect losses arising from the presence of settlement option guarantees,
c. to smooth the trangtion from one dividend scae to another;

d. to provide conssency in quantity discounts made to varying degrees in the gross
premium structure;

e. to save as a bdancing item so that aggregete dividends equa aggregate divisble
aurplus,

f. to didribute gans from extraneous sources such as nontpar benefits or lines of
business, and

g. to smooth the incidence of dividends within a dividend scale by policy duration.

5.11.1 Disclosures Concerning Dividend Adjusgments - The actuary’s report should
describe the nature and purpose of any specid adjustments which have been made
to dividends. If the bass of determining a specid adjusment differs among
groups of policies, the actuary’s report should describe the bases employed and
the actuary should be prepared to provide appropriate demonstrations to support
such differences.

5.12 Termination Dividends - The preceding subsections have primarily been directed toward
the determination of annua dividends A number of companies dso provide for termination
dividends payable upon events such as desth, maturity and surrender. Termination
dividends paid on death, maturity, and surrender generaly reflect a policyholders share of
aurplus which has not been didributed through the annud dividend. This surplus may be
generated by investment in common stocks and real edtate, but other types of gains
induding nontinvestment gains, may aso be recognized. The termination dividend program
may be part of a recurring process by which such gains are ditributed, and/or it may be a
one-time distribution over a period such as one to three years.

5121 Disclosures Concerning  Termination Dividends - The actuary’s report should
soecificdly date whether termination dividends equitably reflect the incidence, sze,
and growth of the policy’s share of the amounts previoudy accumulated on behdf of




the policies on which such dividends are payable, whether differences in termination
dividends among different policies reflect differences in the corresponding amounts
accumulated, and whether termination dividends are expected to be recurring and/or
for a temporary period. The actuary’s report should include a description of the
process used to determine termination dividends, the sources of funds or the types of
invesment gains which are being used to support the dividend, and any changes in
practice with respect to the determinaion of terminaion dividends since the last
report.

5.13 Separation of Accounts - Determination of dividends requires analysis of the experience of
the participating block for which the dividends are being determined. Maintaining separate
accounts for participating busness and for nonpaticipating busness, and by line within
each of these businesses, may be helpful for this purpose. If separate accounts are utilized,
they should be mantaned usng generdly accepted accounting/actuarid sandards and
principles, and/or standards and methods defined by datute or regulation. If separate
accounts are not utilized, the actuary’s report should describe the methods used to
determine the earnings for each participaing line. Furthermore, if any amounts have been
removed from the experience of the paticipating line in a manner amilar to a transfer of
funds from a participating account to a non-participating and/or the stockholders account,
the actuary’s report should include information comparable to that which would have been
provided if separate accounts were maintained.

5.13.1 Disclosures Concerning Separation of Accounts - The actuary should dtae in the
report whether a separation of accounts is mantaned and, if it is whether it is
mantained on the basis of datutory or regulatory standards and methods and/or
generdly accepted accounting/actuaria standards and principles.

5.14 Paticipating Accounts of Stock Companies - Amounts trandferred from a participating
account to a nonpaticipating account and/or the stockholders account should be
reasonable in amount and should be reasonably consigtent from year to year. There are
various measures that could be used to test reasonableness. One is comparing the gross
transfers to the stockholders account over recent fisca periods. Another is the proportion
which the transferred amount represents of the total earnings in the participating account for
the same fiscad period and whether this proportion is materidly larger than in recent fiscd
periods. A dgnificant congderation is the extent to which the participating account has been
funded with amounts trandferred from the non-paticipating account and/or the
stockholders account. Any transfer which represents a refund of such contributions with a
reasonable rate of return thereon should ordinarily be satisfactory. Findly, the impact on the
curent dividend scde for policies in a paticipating account should be considered.
Ordinarily, materid increases in trander leves from a particular block of participating
policies should not be made if they would impar the company’s ability to mantain the
current dividend scae on that particular block of participating policies.

5.14.1Disclosures  Concerning  Participating Accounts - The actuary should report, or
incorporate by reference, the current earnings and policyholder surplus of each
participating account, the amounts proposed to be distributed to policyholders or
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5.15

proposed to be transferred among the severa accounts and, for a stock company, the
amounts proposed to be transferred to a non-participating account or the
stockholders account. The report should describe the basis on which such transfers
are determined and the actuary should state why the transfers are reasonable or
unreasonable. The report should aso indicate whether, in the actuary’s judgment, the
transfers might impair the company’ s ability to maintain the current dividend scale.

The actuary shoud date in the report whether a current limitation exists, by reason
of charter, statute, or other regulation, on amounts transferred from a participating
account to a non-participating account and/or the stockholders' account.

lllusrated Dividends - The actuary’s primary professond responsbility with regard to

illugrated dividends is to ensure that the dividends agppropriatdy reflect the current
financid results of the company and ae reated to pad dividends in an equitable,
judtifidble manner.

The methods and procedures dated in this Standard are intended to apply equdly to
currently payable dividends and to illustrated future dividends for both in-force and new
policies. When an experience factor differs when applied to new policies from the value
of the same factor applied to older policies, the difference(s) must be based upon sound
data, reasonable expectations, and equitable methods.

5.151

5.15.2

5.15.3

5.15.4

Consarvatism - The actuary may find it desirable to assume a conservetive posture
in determining an experience factor vaue gpplicable only to new or recent issues,
if such vdue differs from vaues used for any exiding polices In such a casg it
is important to bear in mind the degree of uncertainty that exists when factor
variaions are based upon limited experienced data.

Teding and Disclosure  Concerning  Supportability of Dividend Scde - The
actuary should conduct tests of illustrated dividends which are adequate to judge
whether those illugtrated dividends could be pad in the near futre. If there is a
substantid probability that the illustrated dividend scae will not be supportable in
the near future, the actuary should disclose this, and consider the appropriateness
of recommending areduced scale now.

Effect of Time Periods on lllusrated Dividends — llludrated dividends may vary
ggnificantly between companies using the portfolio average method and those
usng the invetment generation method. This difference is primaily due to the
difference in time periods over which an invesment generation is determined.
For the portfolio method, the time period is the age of the oldest outstanding
investment. For the investment generation method, the time period may be as
short as aweek or amonth or aslong as many years.

Disclosure of Time Period - The actuary’s report should identify the time period
used to determine the portfolio or investment generaion rate of return for policies
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to which the illustrated dividends apply, as wel as describing any other relevant
experience factors.

Section 6. Communications and Disclosures

6.1  Actuaria Report - Whenever an actuary advises an insurance company on dividends,

ether illustrated dividends or current dividends, a written report should be prepared
which documents the advice. Such areport should include a statement describing the
framework of facts, assumptions and procedures upon which the advice was based.

6.2  Disclosures Concerning Process of Dividend Determination - The actuary’ s report should

include a description of the process used to determine dividends as wel as the manner in
which the policy and experience factors are reflected in that process. The report should
a0 describe the formulations used to calculate dividends.

6.3  Other Disclosures Specified in the Standard - Additiond disclosure requirements are

referred to in the following subsections:

511
5.1.2
521
531
54.3
5.5.2
5.6.3
5.8.3
5.10.1
5111
5.12.1
5.13.1
5.14.1
5.15.2
5.15.4

Disclosures Concerning Contribution Principle
Operation over Extended Period, and Required Disclosure
Simplified Procedures and Required Disclosure
Disclosures Concerning Policy Factors

Disclosures Concerning Experience Factors
Disclosure of Other Bags for Digtinctions

Disclosures Concerning Allocation of Investment Income
Test of Consgtency, and Required Disclosure
Disclosures Concerning Retention Charges

Disclosures Concerning Dividend Adjustiment
Disclosures Concerning Termination Dividends
Disclosures Concerning Separation of Accounts
Disclosures Concerning Participating Earnings

Testing and Disclosure of Dividend Scae

Disclosure of Time Period

6.4 Devidion from Standard - An actuary who uses assumptions and procedures which deviate

materidly from

those prescribed in this Standard should include, in the actuarid

communication disclosng the result, an agopropriate and explicit statement with respect to
the nature, rationale, and effect of such deviations.
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