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Chalrmun's rerar¥s

The outcomz of Lhe deliberations of this type ¢f rescarck grove will
depend upen the subjcet mutier of tbh exercise. In some insionoes 4w
topic mey divide naturally into several nmere-or-less vatertight
compartments Iin which case the nllocotion of labour end resyonsibilliir
between the members of the group moy be Tairly straightferward; and
the Chairman's tesk is sirpply that of a co-ordinater end, pessibly,

referee.

The subjeet of manegerment sccounting does not resdily lend itself to
such an approzch; for whilst it mey be broken down into & nurter of
geparate headings they are uy no means independent. Guite the contrary
each conponent is closely inter-related with the others and it is
irperative to marshall them all into a coherent and censistent
presentation. This task is not made any ezzier by the vide scerpe
legitimate differences of opinion end emphzsis. In these circu
the Chalrman needs to exercise some 'strong’ editorshirp.

divide the parer 1nto sections; thooe belrg 1Wlocatnd &r01g t?e
of the group for preparaticn of draft contributions. Not unratdr

collection of drafts exhibited soime healthy diversity. Left in th
form the contributions might have made fascinating reading but won

have lacked cohesion.

In the event the Chairman took it upon himself t¢ impose a fairly
rigorous editing (some might say censorship!); surpressing scme parts of
contributicns, re- arranginr others, and sometimres superirresing his owm
views, The end result is not a com Dlete re~mr1te, but some of the
perbers might have difficulty in reccgnising their original draft
contributions!

Consequently the Chairman accepts wrime respensibility for the final
result; bubt claims no credit for many of the constructive thoughts and
ideas which &re erbodied in it.

W.¥W.Truckle July 1976
Chairman
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MANAGEMENT ACCOIYTTNG

MOASURELTET OF TRQFITARILIVY BY CLASEC OF RiTrThron

SECTIOH 1. —~ IRTRODUCTION

1.1 For the purpose of this paper we repard wanegewent acccunting &n
being concerned with revealing the 'true' Tirancial performance
of a given claas of business over some chosen period of tire. is
the discussion develcrvs it will beccme aspparent thet the concent
of the 'true' perferrmance is comevhat nebulous; and subject to
many cualificatiocns. However, despite the limitstions, we sesk
throush ranagement accounting to provide scie more or less
accurzte indicetion of the underlying finencial perforrmance cof
each c¢lass.

1.2 As its title suggests, managerent accounting is conecerrned with the
construction of accounts for the use of rmenagement. This impliea
that -

{a} The validity of past decisions and the efficiency of
managerent will be judged by the results.

{b) Vanagement will use the results as the basis for future
decision-making.

Hence our emphasis in 1.1 above of the need for a presentation of
results vhich reflects as faithfully as possible the underlying
performance.

1.3 We draw a distinction between rmanagerent accounting and
finencial accounting; the latter referring to the rubliished
forms of accounts prepared in well-establiched fermets seeording
to recognised accounting conventions usually involving en elerent
of inplied conservatlism,

This distinction does not necessearily imply any criticism of the
latter conventions which have been evolved to provide a2 rublic
{and statutory) reccital of commany performance in & resdily-
understood manner. However such presentetions are not in our
view sufficient for irternal managerment.

It is irportent for the credibility of bolh forms of accounting
that the different sets of results should be reconcilable, Indeed,
as will emerge in the paper, the reconciliation is of itself a
valuable aid to an understanding of the dynamics of performance.

1.4 In preparing the raper we were obliged to consider the degree of
detail to be included having regard 1o the likely underztanding
of the reader. We deecided to assure that he would have g workirg
knowledge of the custcmery forms of non-life accounting and be
femilier with the definitions of the various corponents.



1.5

1.6

1.7

1.8

3.

For the most part we have confined our discussion to practical
aspects; and the solutions which we suggest are evoluticnary.

In other words we gee thic peper as laying dovn gu:ﬁeli
progressive development of the Torm znd content of manegermsn
accounts.

Qur spprocch to the subject has been Lo take the 'conventicnal’
revenue account as the accepted tool for measuring profitebility
of class of businegs, & discussion of its comxrcnents revesls

eaknesses for vhich we svgzest possible soluticons; some
concerned with inprovements within the existing formet, cthers
being of & more radical nature.

It was apperernt et a very carly staze in the discussicns of the
resceoreh group that the sudbject-matter offered alrost
limitless scope for new idcas and concepts. The time-scale for
the preperztion of the parer imposed z necessary constraint cn
the pursuit of many tempting lines of &100“55101. Heverthele
in section 14 we have indulged in some more radical questicn
vhich in our viev touch upon fundementel aspects of the purrore
and meaning of renagement sccounting; ard vhich provide g 1
with the conceptuzl epproach adopted by S.Benjamin in his paper
"Profit and Other Financial Concepts in Insurance”

Thus we see the paper as providing an emalgam of -

(a) Tdeas which are capsble of implementation within the
existing practicel framework.

(b) Concepts of & more srteculative nature which might be
raterial for further investigation.

The scope ¢f the paper is intended to extend to all classes of
non-life insurance with the exception of Merine end Aviation
business.
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SECTION 2 —~ PROFILARILITY

CRlE S

Before enlering into a detulled discussion of the
profit and its components we cousider scome fundzmentel questicns
on the nature of profit in an ingurence context.

The probabilistiec nature of the insurence process sz
fluctuvations ir the claims experiernce betweeorn cne per!
another. If this experience is allcowed 40 emevze ind
without adjustment there will be ceorresponding randem
fluctustions in the resulting 'profitt.

What relevence has thig sirplistic concept of ingurence profit to
the measurenent of 'profitsebility'?

Managerent accountebility for profitetility reguires that preiit
should be sassessed in such & way that -

{a) It provides a fair and sccepteble besis for judging the
effectiveness of manegement's past decisions.

(b} 1I%t provides a sound measure on vhich toc base future
decisions,

It is epparent that the crude measurerent of n“oP1+ es it ere
fortuitously for & given accounting period (i.e. without re
to the inherent randcrness)} may, at least for certain class
business, be of only limited value.
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An instinetive actuarisl spproach tc this pretler might te to
think in terms of & contingency or claims-fluctuaticn reserve.
Theoretically this seens an attractive concert; but

.
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we find it difficult, =t lesst in the present stete cof

knowledge, to formulate a feasible set of rules bty which translere
might be made t¢o and fro between the revenue acccuni and the
reserve, Furtherrmore even if a set of rules wers gevelicped <the
nature of the problem would preclude any objective reans of
testing their velidity and thet of the adjusted trefis. Ye &o

not therefore consider this aprroach to be irredistely of
practical value; but usefully forrms a subject for further
research (see 2.9 below),

H

Insurance managements have generally recognised the desirability
that part of the profit of the 'good' year (the so-called
"unused cover")} needs to be set aside imrplicitly as a tredge
egainst the inevitable 'tad' year, This intuitive arproach mog
lack precision ané may offend against ocur aCtLarla¢ inclinaticn
for a rore raticnal method; but es indicated in 2.3 gbcve we &

et a loss to specify such a method in the ebsence of date.

=)
e
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Aecepting that the unadjusted pr0¢:1 of & 51231 £C
pericd may be misleoding ag a measure of rrofitaxll
reasonoble componsense solution is 1o exemine The erorgins
profits over & sequence ol periods; &nd hence Lol
certain clusses of busincss the prefitebiliiy
assesced on a long-run besis. We gre conmeelcur
limitetions of th]n arvroach; over e o Doll

differing cirecumsierces; ‘profitah“l*“' oV=“ becores
imprecise concept. Despiie these limitstions the 'leong-—m

approach seems to be the most realistic ey cf Julgirg
classes of businesg which ere recognised as teing vulne

random fiuvctuations in experience; eand it is likely <o
sympathetiec undsrstending smong acccuntants &nd kol

The cuestion of wheother mansgement secovnmis sheuwld t
gross or net of reinsurance hlngva upen the internel divieicn cof
manegerent responsibility.
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If the structure makeq a manager responsible for toth gress
underwriting and reinsurance arrangerents ke will ususily
Judged on net results; 1n which casc the menggersni escegunzs
could be constructed on a net basis. Eowever, it is ressornetls
to suppose that those responsible will prefer to be providsd witi
separate gross and reinsurance acccounts in order to c*‘t':g:ish
the performence of two essentielly differert activitie
the ranagerent structure divides responsibility for gross
undervriting and reinsurance rezpectively it seems essent
provide separate gross and reinsurance menagenent ececunt

m e
o
|-J

What constitutes a class ¢f business?

To 8 lerge degree this should depend upeon the interngl
structure and division of responsibilities. Traditicn
main division has been into Fire, Accident, 1
en emalgaraticon of the latter two). P=ce“t
included & division along the lines of Per
Industrial tusiness; elthough we do not kneow
which anelyses its results on this basis. "“a*eve” tzeic
division of responsibilities 1s adorted by the ccrrany wil
determine correspondingly the main division of the manegsrent
accounts

The question then arises as to the extent to which the rain
classes should be broken down into individuzl lines cf

business. Ideally each class for winich there is a distinct
premiun rating structure should be separately identified; conly
thus will it be possible to monitor the rrofitebility of rast
underwriting and rating levels and to decide uprecn future levels.
Whether this ideal degree of breszVAown is feasgitle will depernd
upon the size of each line of business; tearing ir nmind the
problem of fluctuations discussed in 2.2 etc. akove. lznagement
accountebility and responsibility nsy also influence the extent

and manner of any sutdivisions,



2.8

2.9

We have suggested that the purpose of mainagerent geccunting iz t
mronitor end Juise past porformince;  ond to for tle basis of
future decisicncy  the profitability of a particular cluss of
buginaess is in the first instence © nesswe of the adequacy of
past wderwriting stondarde end proniwe levels sud a guide to

future adjusiments Lo those levels.

In & broader sense the distribution of relative profitsbilities
of the various clavses of business provides a conmentary on the
mix of buginess vhich is being transacted. It should proveke
considereticn of whether the corpany's resources are teing
direcied towards sceuring the optinzl nix of buginess., We
acknowledge that many cerrosite insurers operste in & market
where other consideraticns may limit their frecdcrm to changa the
mx. Fer ezamsle, the retention or loss of the entire insurance
account of a large client wry require the profitebilities of
individuzl classes in the account to be stbordinste to ihe
overall profitebility, (incidently this mey pose interesting
problems of internal accountability).

HNevertheless it chould not be overleooked that in the finsl
analysis it is essential to make the most efficient use of tlre

compeny’'s cepitel by develeping en optimel mix of btusiness., Tni

;
implies the posing of questions such as "Would & marginal increes

in the voluirme of 2 certain class have produced a2 tetter or vorse
overall result?" This provides a broad justification for the
construction of management accounts by c¢lass of business.

For the purpose of this paper we draw & distinction between -
{s}) Manegement accounts
{b) Mensgement information.

To monitor cormprehensively the performance of a verticular class
of business it is necessary to lock below the surisce of the
accounting results. This requires an sralysis of the underlyin
dynamics eas reprec:nted by such features es numbars of
exposures, numbers of claims, cleims frequencies, average clain
costs, ete. This latter type of result we dencte as 'manegerment
information'.

In order to limit the contents of the paper to mansgeable
proportions we concentrate mainly upon the basic money-amount
items which custormerily enter intco ihe ecccunts as the rein
corponents of the financial outceme. The lirk between these
items (management accounts) and the underlying features
{manapgeient information) is so close that there is much to be
said for combining them in erny statement which purports to
present a cormplete appraisal of a class of business.

Our decision to seperate the two aspects and concentrate on
ranagcrment accounts wes thercfore taken with sowe reservetions.

o

<
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7.

As we see it, the ¢fiiclent planuing end cperation of esch class
of business requires the managorment accounts to be gugronted by
statements dealing inter alio with the following aspects:—

Hurbers of policics/exposures at risk

Averupge premium por policy/exposure

Hurbers of cleins reported

Claimz frequency

Mean claims—ccst per policy/expesure

Average incurrcd cost per reported cleim

Policy roverments {new busiress, renevals, cancellations)
Claims novements (reported, scttled, cutstending)

The object of this type of information is to provide clues s to
why certaln cubcomes are emerging from the manzgerent sccounts;
and to project future cutoones frow & study of the trends in “he
underiying cowmponenle having regard to such problems as claips
fluctustions (sce 2.2 above). Thease aspects are fundermental to
the rationzl Tormulstior of futwre planning and seem legically e
subject on which a further research group might concentrate.



SECTION & -~ TxyInin. ACColsT

Livies into current corrary ypreetlo:
- =

3.1 It ig avpsrent from our enom

T

{surroriced in ipgendix L} bhat the convenbioncl forn of rovenus
aceount rerzins ecteblichod oo the btnric form of rrecentatics of
'E -

the underw rlt_ié resuilts lor erch ess of busircos.

3.2 The revenus asccount custorarily shows & belance vhich is
transferred to {cor from} the Profit and Loss fcccunt znd which
purperts to be the fprofit' {or 'loss') for the year.

In this secticn we discuss triefly the ¢
‘profit! figure end consider what it re
relevonee it has to the decisions gnd ¢
durirg the vear ¢f account. These cons
deficicrneics and chorteenings which are

detail in ithe Sectlens which Tollows.

3.3 In itc sirplest form the revenue account ney he reprecented &s
follows:

THCOLE QUTGO
Earned Preniums Tnecurred Cigirs

Opergting Expenses
Profit
3.4 In order to geoin further insight inteo the pechenies of the
account the zvove items may be deccmposed into the follewing
format: -

INCOVE OUTCO

Yritten Premiurs Increzse in Uresarned
Premiurs

Cormission
Mansgerent Exrenses

Profit



3.5

3.6

3.7

9.

For rcaszons which will beccwe sppavent we rrefer to weke uze of
the following wode of presenting the format:-

IRCOME OUTGO
Unearned Fremiums b/f ¥ Paid Clairs

Outstanding Claims b/f # Commission

Pipeline Premiums ¢ff Managerent Lirenses

*Preniuvms Debited Unearned Frerxiwms ¢ff
Outstending Clairs ¢/f
Pipeline Prermiwss t/{
Profit

Consideration of the format of 3.5 imrediately reveals two
significant festures:-

(a) Out of the 10 items which go to meke ur the rrefit telance
only those marked ¥ are factusl; 1i.e. these three iters
alone represent firm asccounting iterms cersble of
unarbiguous end unqualified audit. The rerxainirgs seven
items are based upon estirate, opinion or conjecture.

(b} The profit figure is the residue of the additicn &nd
subtraction of itemg vwhich in the norzel course ¢f evern
are lerge rultiples of the balance. Thus a relatively so
error in any of the corponent iterme rmay nrcduce z guite
disproportionate error in the profit talance.

These two features in corbination suggest that the ererging
'profit' may be subject to wide margins of errcr,

14

A nurerical illustration of the conclusion of rarzgrath 3.€
provided by the following hypothetical exarple; ths crder of
magnitude of the variocus components is fairly typical of certain
classes of business.

o
-

]

INCOME OUTGO
(a) (b) (a) (v)
UER b/f 0.0 | 39.6 [Faid Cleims £5.0 | €3.2
0/8 Claims b/f 150.0 | 148.5 | Cormission 10.0 | 10.0
Piteline Premiums Manegerent
¢/t 10.0 9.9 Expenses 20.0 { 20.2
Pretiums Debited [ 200.0 {10C.0 | UFR c/f Lo.0 | LG.K
0/5 Claivs </f 10,0 {151.5
Fipeline Premiwmc
v/f 10.0 | 1C,1
Profit 5.0 0.9
300.0 | 298,0 300.0 | 26RO




3.8

3.¢

3.10

3.11

i0.

.l

The two sels of figures (&) and {b) @iffer 1v oply 1
their 'eotimated' conpeonents; and yet ithis produces
change in the appoercnt profit.

T™he detnilesd discussion of tho wverious revenus =
the following Sectionc will sugceet thet the

estimates often fur exceeds the 1 per cent assumed c
example, In such circumstances the Figure Vnac% EmEri2s as thz
so~called 'profit' nay give z quite decentive rigturc of the trus

experience of the pericd of account.

Leaving eside the guestion of accuracy whazt is the interzretztinr
to be put upon the 'profit' of an acccuniting roriod?
Almost every item svbnaring in the form of ravenue soogunt

3.5 relates to some period prior to the year of account.
items zre generated either by cvents which ceccourred cor Tty
decisions which became effective in previous years.

Thus for example, unzarned premiume brought forward
result of written levels determined by decisicns re
earlier years. Paid cleims will include payrments rmeds under
claims vhich arcse in some cases many years previecusly,

This shows the revenue account as being a mixture of coniributicne
nade by a number of different years of origin., The preoporticns
in which such contributions are mixed will e verieblsz since they
will depend inter 2lia upon past growth rates. The rezuiting
revenue profit will be a hybrid of the perfeormences of e nuTtter
of years of origin.

This view of the revenve profit suggests thal 1ts use es 2
eriterion of manage”&rt rerformance and as & ba51 for future
decision-making is subject to serious limitzticns. 1In subsequent
Sections we discuss ways of presenting resulis vhich s=2eX t¢
ritigate these difficulties. One suggesticn is to zitzen cnly
limited credence to the 'prefit! of & single yezr and Lo focus
sttention on the sequence of revenue profits over e rericd oFf
years; i.e. thait the eppreisal of non-life inswrance for
management purrises can be carried cut only cn & lo“"-rur basis,
A more radical approach is to decomrose the revenue resuits inve

the corponent y:ars of origin and to study the true pro it ef
each such origi: year,

An obvious corollary of the aspects discussed ir 3.8 and 3.9 is t

observation tha: the profit {whether of en 'origin' yesr or &
frevenue! yezr) cannot te ascertaiped until seme tire efter the
close of the year in question. For the most pert trefit is a
function of the estirated values of the unresolved perts of the
experience.

The form of revenue account adepted in 3.5 implies the cerry-
forward of a 'fund! from one ycar to another., The numarical

illustretion of 3.7 provides en idea of an order of size which ig

not untypical.

T3
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3.12

1l1.

Because of claims-settlement delsys the rollfrg fund noy
therefore aprount to a3z much as twice the preminm -
even morce in the case of ecertain Tlong-tail' clasces

It 1s apperent therefore that the incone gencorate 3

investment of the fund is & significent cenuributicn 4o ke
profiterility of each class of business., £And cur view, dev
in & following Secticon, is to treet investrent incerme asz
the total incsurance profit. Such en aprroach
heretical a fevw years e2mo, is now Tinding lPCTEQS iy
in internsl monagerent ecccunting. (See Apyendix A

The items included in the Torm of rcvenue sccount in 3.5
are orienteted toverds U.K. operations. Cther items, su
prerium tanes, may enter into consideration in the measwre
profit in other territories. These matters eare rot discusss:
detail in this paper.




4.1

L2

k.3

L.

k.5

buulneog TN i,r less then o yeor and some Tov rmore;  &nd
in & portfelio of annusl policies ‘“ourre:ents ceur mid-t
the corresuvending i g i
than & year

ITremiums are rot reported to the accounting syoien
sematime efter the risk cormences, changas or cegses
prerlﬁ.s rerorted in any menth do rot 1l rel
conmzneing in thot month, Tt wauld, of course, te
reriuns, tut there

record the effective deotes of &ll
be the probler thet &l the end of the accounting perizd th
preniume effective in the nest recent months would not be
comprletely krown., In practice meny cormranies girply use the
reporting dste or date of debit for the purpose of calculatinz the
1/2hkths rule (cr indeed the LG rule) U.P.BR. fThe effect of
delays in reporting premivzs can czuse guite sericus distorticns

in the published earned premiums, end this securce of error

should as far as possible be rermoved frox ransgenment ecccounts,

For this rescon it is desirable that esrned prermiume and UFR
should be calculated using the aciuel inceptiion end expiry dztes.

|5
t

Ve refer to premiums which have bteen incepted but not debited er
reported to the accouwnting system s "pipeline’ pren#um'. in
represent a situstion where the corpeny is technically 'en ris
but where such knowledge is not yet recorded in the accounting

system. In this respect there is en enslogy to IZUR claims.

It is by no reans obvicus that the premiurs shovld be svread tre-
reta to time-on-risk. 7There is clesr evidence ¢f seesonality in
many categories, and in some categoriss such as building soclezy
indernity business the risk is of indeterminste dursticn &nd
clearly not constant at 21l times.

One aspect of unevenness in the incidence of risk which we have
not yet mentioned is caused by inflation. Perheps we should
recognise the increasing cost of the risk and reserve rore in
conditions of high inflatien than we would if irnflaticn were
roderate. However it is difficult to talk sbout inflaiion
without alse talking sbout investirment income.



L.6

13.

The revenue account, even vhen adjusted fer the varicus
distnrtiors identified gheve, will reflect the rocolis of
over et leasl o O-yepr

f.'.‘r

underwriting decloion

may la»c been Lhzllr a loss on its insyraonce ¢

of inrfequate rremiuma charaed in earlioy year:

part of the letewt year. NDevertheleoss it ey

reacted by ireressing its nromium rates, so th'

accepted on current Freriurs mey be yvielding a

Essertially the rovenue sccount will rsrort th

profitebility of the business in force, and he

dirccsly indicsuie vwhethey tie currenl wremiums gre This

T3 thet +“e reasvrencnt of profitebility ougt
relsizd to the cutcorme of business writien in e prriiculer
pericd. We develop this concept of the "Series Acccunt' in

-
Lad
*

Section



5.1

5.2

5.3

5.4

5.5

1k,

roarned Trowiun Resovee (and FParsed Tresdos )

I'er rany yoors th A wog used ninoest exelusivelys
ernual acconis, geurpticns Lhat 20 ror cent
rremiwn 1s ebsorbed in initlel exronses and thot polior
eg are cyvenl Tre ‘er T eceount ihen
pelicy is annu g renly stread i

Une&rned ?rgwir EEC : L0 1 nv o written presivs

.

It will alsc be lear thot there are the fo
aseurmgtionz; firstly thot exronsor (cther
gcerus evenly over the rizd

H czlc‘ s_d elso th

&

been gccertved dar ng trﬁ year.

Tne 1/2Lths method ncw gensrally erploved folloving the
intredueticon of the l&te-t D o.T Pcr‘ lations is & refingweant of
the '60:LC" rethed under which the assurption thet tusiness is
written evenly over thre yenr is repleced by the sssurpsicon thaet
business is written evenly eover esch ronth. Tt ﬁ it rokes &

cerrecticn for seesonal chenges in the volume of tusis

gssurptien that the risk 1s spread evenly over the pericé of ths

policy r ”n'ns, es it would with refinerments of the rethod

to 1/355ths;ror does it deal &s usuzlly arplied with the pre

set out in “argg*gph 2. However, with the 1/2Lths mmthod it
H

il

possible to include correctly poﬁzcies written for varyi
perlods.

Tre refinenents discussed in paregraph 5.3 ey te erpleyed with
or without &n allowvance for 'frernt-end! expenses. For rensgermsns
sccomting it seems desirsble to eilow for the front-end
expenses; i.e. to assure that some arproprizte proporiicn of
precium is 'earned' imrsdiately on inception, =nd to spreed th
belence using the selected method

The grproprizte front-end proporticn should be hased on th
relevant rote of ecrmissien plus scre element of "an¢EQTQFt
expenses assumad to be incurred at inception of +the risx, (but
see Section T - Corrmission for an elternative epproach invelving
the concept of 'earned' coomission}.

It is unlikely that the assumrtion ¢f even spreed of risk will ts
realised in practice. Even apart from inflaticn en the amount ¢f
cleims ceosts, the rmajerity of risks will be affected bty scesonal

inflvences on freguency of c¢lains occurrence and sore rlgus ray
be affected by lineer tire trends {e.g. motor risks throug
increasing traffic density). Herce strictly, if the l/st“s rule
is erployed different weights, erzirically deterzined, chould s
assigﬂed to each reneval ronth. Turther the effect of iInflatics
is ceteris psritus to increase the risk continucusly cver the
policy dLrutlon. These refinerents present corputaticral
compliceticns whieh in mary ceses rzy not be justified Ty the
effects on the end-results; in prectice it may be sufficiently
accurete to allow for them empiricelly by sorz edjustment to the
front-end locding factor.



5.6 As mentioned in 5.2 the fundmrc
1

Premivm Reserve is that it is a funcetion of the prewxium bascs;
i.e. any inadeguody
o ¢

; in the premiuns ie roflceted in o
correcponding inudequw

acy in the Heserve.

This ieads to the concept of & rescrve vhich isg besed vpon 4
level of prowmivms which diTfers from that of the wrillan
previurs (for exearple, thet resulting from a rating increase
during the year}. A further stage of this line of develcprent
the concepl of the Unexpired Risk Reserve teing an explicit
expression (independent of the premivms) of the estimated cost
expected claimg occurrences arising from evrrent business,

ol ipmlication of the Unecarucd

is

of
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Section 6 - Inewrred Cleirns

Lalen to be t x:
incronge in b ineluiing tie

3
et may te sericuc

Clesrly the reperted clowurs cis

there are significont ehonres in the rolative
clairis reserves at the beginning end end of th
tail busincss the clains reserves mey srmount t
peynents, end & relatively snall err
substential distortion of the inecurred

devige meihods of asscoging rescryes

clalirs which help to bring these distordi

It is impossible t
accvracy; indeed 1t is
a lerge stgﬁaard deviat
be used. %We trereflors 518
devise rethods which vﬂul “t“udr T imar'
errors in t}e estirmating procesa.

reserves

i

por nany

Hopefully this may lead to & gresier apprecietion of the
lirditsticns of the ipcurred cleims cmounts which emerge inte the
BLCOULES,.

In preetical terms the most feasible approsach i to keep pricr
yvears' accounts cpen end to re-cprroise the incurred cleirs
retrespectively in the light of the most recent inferzsticn sgtout
claims costs,

Long~tail business will reed to be kept open and re-sitesied in
this wey for reny years; end this rzy be criticised on the
grounds that the experience of years long rast is no lornger
relevant. On the other hand the experience of recent years is
not yet sccuretely krown, so wWe are feced with the uvreccmiortatl
choice betwesen acecurate figures whieh are not rslevant eﬁ‘
relevent figures which are not esccursie. Howevar this

facet of the obvious fact that leng tail business needs t Te
observed over & long period to cbtain a reesonebly accurate idsz
of the underiying level of claims costs, If externsl cenditiens
do not rerain fairly stable over s long enough rericd *he
consequerce is inereased urcertalnty sbout the underlying cost of
claims, It is one of the many problers of high rates ¢f infla:ic:
that it renders past experience cbsolete, thereby increasing the

degree of uncertainty.

L& significant cecntributicn to distortion of incurred eclzims rmey
arise from the uncertein incidence of lasrge claims., The problex
of large cleims is sirply a part of the wider problem cof the
extert to which one year's cleims costs are typical cf the long
run ievel of cleims costs. Vhatever else is done, it is
suggested that at sorme stage the actuel cost of claims should te
reported. This means the cost of those cleims thet have
occurred, erd specifically excludes edjustirents to cetastrophe
rescrves or claims equalisetion reserves, which are canezsrned
with the cost of eclaims that have not occcurred.



6.5

6.6

1?.

If it is thoupht that the cost of eleins sctually rooordsd v oo
year is nol typical of the long run level of clains costs, oo
adjuctment chould be made rt o later tt in tha gat gl
mapassiaent acecunting staloments, 3 BN 8Sd Y
how much the year's result hﬂ” ui_¢h e
reasonsbly have Leen expected, suz v

Th
'
.
.
'
N
i

used for the other man‘.ug-_‘cr_-“.r,ut account‘mﬂ. SUWL.C"J.'L:E y nEmoly =the
revemia account projections, the rating secries mrcleeticns, iz
asscsoment of the zdeouscy of current premiums, end +re
sugpecsted tiring end extent of future chunges in cversll raziirg
levels.
The cenventionel definition of incurred claims is -
Totsl claims payments during year of sccount plus Increase in
reserve Tor outstandings (including IENR).
For manegenent accounting our aim is to arrive everiuzlly &t ¢
figure which is defined as -
Total developed claims vayrents paid in respect of e¢lmirs
occurring in the year of sccount.
It is helpful to analyse the conventionel concept of Inecurre?
cloims es follows:—
Prior | Curren% | Tctal
years | yeer
. . 2
Reserve at beginning of year R, - R.
. . 2 <
Claims payrents during year P P P
e <
Reserve at end of year R, R, R,
. e 2 < £ . 5 o_=
: = + 4R T B = += ==
Incurred claims Q +R 30)4-(r +hl) P+Z, -7
¢t + If = I

This shows the conventionslly-calculated incurred clairs (I) es
being made up of -
Peyrents/outstandings on current year's claims (1%)

Strain on prior years' estirates (c%)

Clearly G¢ may be further anslysed into individvel prior yeers;
50 that we may develop the following type of expression -

I = I°4G%+G™" 4G+ —mmemm

where the sequence of G's represents the strains arising from
individual prior years.
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6.8

6.9

1Y,

Looking at the ahove arnalysis frem the voint of vicw of en
individual year's incurred claims, in the ligrkt of the men
gccounting definition in 6.5 above, we rmay develep en exs
of the lorm =

®=(E #RD)+ G) 4 CH mmrrmmenen
o (<] ! -

This shows the jitems in brockets gs being the ini o 3

the incurred losses for year 03 eand the subsequent eijustrenis of
strains (G) on the original reserve as the experi ere :
ensuing years.

In the situation in vhich reserves are conservatively e etea
the G's will tord to be negative, indicating releases fron the
original estinate.

The ultinmate development of this expression raturally egus
with the total accumulated payments required by the definiti
6.5 above.

In recent years theve has been much discussien of the relestive
eccuracy of estiration of claims reserves by (a) conventional
case-by-case appraisal and (b) stetistical claims models.

The vulnersbility of the assessment of incurred cleirms to the
errors in the conponent outstanding estirates reakes this
discussion a matter of some importance.

To date there sre understandsble reservetions with regard to the
role of statisticel methodsy; and the construction of complex
models is not necessarily a guaraentee of precisicn, Indeed there
has been a peculiar ebsence from the debate of any etterrt to
define the order of precision which is desirable or feasitle,

It may well be that the justificaticn for stetisticel methods
rests not so much on the question of precision but rather ugren ithe
following merits:-

{a) They are cbjective (or &t least substantially so) wheress
menual estimating involves & predominately subjective
element.

{(b) They involve & defined and explicit basis expressed in terts
of perameters and assumptions.

(¢) As a corollary they may preserve (in the ebsence of comrlete
precision} a consistency of bias from one point of tire to
enother.

Yormally there are no problems of allocation with cleirs-hendling
expenses. The costs clearly arise in defined areas of tlre
portfolio and can be snalysed in as much deteil as is warrente
the costing system. There are, however, some types of e¢cst whic
naturslly f211 into the category of claims costs end yet ere nct
sssociated with individual claims. The nost obvious exarple is
the cost of the M.I.B. scheme which cleerly belengs to the rmoter
account, but cannot readily be subdivided within rotor busirness.
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Section T - Cormission
This i on arep whcre thero i? lztt‘: difficeuliy in cunlyeing
the Tigures into separate accounts o* ezch class of business,
There roy be srall crounts of ecormissicn in c“ﬂne“t**" with
combit“d rolicies eor reinsurenee where allocation is required,

but & ail tlie basis will normelly be c‘ﬂ"ious.

The ccncept of 'pipeline' preriurs (see Secticn b4.3) has a
pavallnl with regerd to commission vhich has becore due (beesu
£ risk hes teen accepted) but which kas not yet teccre a
recorded accounting item.

n
Lt

In published revenus sccounts corrmissien end initiel expenses
are deered to be peid st lncepiion, and only the talance of rremis:
arned

c
is spread for the purpose of caleuvlating reserves and o
pren1uu. The smrount of commission entzring into the re
is thus the emount actually due on the premiums inciuded in the
accourt.

Ignoring for the moment the question of initisl expsrses the
conventicnal caleuletion of the Unearned Prenium Fecerwve ope: e
on the residue of the written premiums alter deducting cormiss
i.e. the UFR is & Tunction of {(P~C) and the change in UPR betwsaern
the beginning ard end of the year may be dencted by ATF (P-C}

The eguivalence -

P-¢C- AF(p-C) = [P-—AF(P):‘ - [C—QF{C)J

expresses the obvious condition that the conventionel caleulsiien
of UFR, besed upen (P-C), produces exactly the same result es Ihe
r-J "

separste calculetion of "unearned gross premiuss’ and "unesrned
cormission"

An snslogous concert applies to initizl expenses.

The ebove is an interesting wey of presenting tle result beczus
makes it clear thet the company is setting up & reserve besed cr
the full prerium, and is treating as an asset that part of the

reserve represented by cormission slready paid to agents and cthar
Clearly this would be asprropriate if the corpany could recover its
liebilities in respect of cormission.

o

If in the evernt of & cancellation the corpeny were unsble to
recover the cormmissicn in circumstences vren it required to de =
then the irplied liebtility should te recognised in the reservsz g
up and in the charge to revenue under the heasding of commissicr.,

It is suggested that this treatrent of commission is rore in
accordence with the facts, and displeys more clearly the inkerent
essurptions. It should also be cesier to adjust in the event fixt
these essumptions are not torne out.
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Section 8 -~ Meonaeerent Iinenses

Scovne,
le are here concerned with ell those expenses which do not
fall into the categories of:

Commissionsy external loss edjustment expenses and other
external clein expensecs taxes; licences, and fees.

These ransgerenrt expenses may take avproximetely between 10Y and

Lo% of premium revenue depending on different lines of business,
different morketing avrrceches used, and other facters, Since
expenses are such an inmportant fectcr the success or failure ef the
corxpany roy vwell be determined by the ability to control expenses;
cerefully designed reports accempanied by sn adeguste expense
gecounting system form a vital ingredient in assisting in expense con

Purpose of fccounting for Erpsnses
Managersnt interest in experses is usually confined to inforreticn

which will essist in operating the comnany, particularly in the arcas
of profitability analysis and expense contrel., From a profitability

vievpcint a good reporting system will cell attention to those
activities vhich reguire mancgement attention - the reports
highlighting not only overstions for which expense control is neceded
but alsc these areas where profitebility is evident and hence where
emphasis should be placedin further growth development.,

Main headings of Expenses
Management experses can be regarded as falling into two areas:

(i} Acquisition, marketing and collection expenses: this
category includes expenses connected with seliciting
end securing btusiness, developing a sales staff, writing
policy contracts, receiving ard paying comrissions,
collecting preciums either by via brokers or direct,
reconciling premium records, corpiling lists of prenmiums
due and expiries. Also preparing contingent cormission
statewents, maintaining the goodwill of brokers and
policyrolders, rendering services to brokers and any other
producers, advertising end publicity related to group,
premium quotaticns, pelicy signing and other related activities.

i1} General expenses: any other expenses not assigneble such as
costs of associations, surveys and underwriting rerorts and
audit of records. In eddition there will te en element of
generel overhead expences arisirng from service and surport
departrents which are strietly non-specific to individuel
clasces of business. This element ray represent a significant
proportion of the totel expenses.,
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Vro o relevint costiry syoter i rainteined

{us ually coupled with & parallel Ludgetery control system)

&n ﬂvrrowr’auc rodel may bte veed io identify cssigreble ceocsts
to classes of business.

Various methods are available to sllocate non-specific
management expenses to different classes - guch as relating
things like advertising to "acquisition, field supervision end
collecticn expenses' , the basis of "sverheasd on salaries"” fer
such as rent and related items; dsta proceszing costs might

be allocated on the basis of nurkers of policies.

In eny event there cun be no precise enalysis of expenses and
in particuwlor no precifc determination of the marginal costs
of business - since in the long run a8ll costs vary with volune
of business transacted.

An alternative epproach is to attribute costs to specific product
lines only so fer as they can be guite explicitly determined

to be rmarginal costs. The resultant margin tetlween office premiunm
less commission less @irectly ellccated expense less enticipated
claims costs, can be regarded as a contritbuticn to office overhead
and profit. This clearly focuses attention on

{a) +the need to transsct g sufficient volume of business at the
right premium level, (b) the reed to keep under control

that item ol expense vhich cannot be directly ettributed %o
specific poiicy lines.

It is general to allocate claiws expenses and loss adjustrent

expenses specifically to claims costs end accordingly vhen viewing
managenment accounts they should be separsasted from other sgdministration
expenses end regarded as supplementary to the claim amounts.

Incidence of Extenses

The analyses of expanses should extend to identifying, st least
approximately, the vrorvortion which may be regerded es teing incurred
et inception (the 'front-end' expenses).

We have suggested elsevhere that this percentage of exrenses, vlus
cormission, might be regarded &s being 'earned’ st inception; ty
implication the balance would be assumed to be spread evenly

over the period of insurance,

Two aspects of this approach rey be gquestioned -

{a) The ‘even-spresd' assurption is unlikely to apply in coanditions
of high inflation. There would be corputationzl problems in
implenenting an escalating ineidence of expenses; and in
practice this feature right be alleowed for by the artifice cf
reducing the front-end proporticn,

{b) In the short-tern the total insurance organisation (e.g. steff,
equirment and prenises) is relatively inclastic; 1.c. the
resuliing expenses are slrmost entirely 'fixed'. And the
assurption that various conponents rey be hypothecated to
specific activitics (with its implication that the relevent
expenses disappear immediately on cessatlion of the activitices
in question) may not be in accord with the real situntion,
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Fal

In the latter recpect there is the surrestion of sn enalegy
with the cencept of Teerrcd comrsssion' cxpleored in

Section T.3. and 7.4, And the sug utfd treatrent of commissicn
could *¢ peralleled in the precertation of expenses.

—_—

o
£e
a

Exnonse Pudpeting

Many ccupauies foreast or budget future creration results
sometinves labelling the Tinel product o "plan". Generally tre
plan is for the ilmmediate insuring year but may be for as meny &s
five years ghead. An inporteant part of this plan is projection
of expense experience,

The neccscary yre-requisite of an expense vrojection is the
establictment by the ransgement of the conpany of goals which can te
gusntified - such as desired volures of preriwi, profit etc. After
these goals had been laid dewn individusnl departmental BAnagers

are &ble to deternine what their participation must be since they
can now forcast requirements Tor staffl ete.

An irportent coencept in cxpense budeeting is that responsibility
should follow aulhority - the manager should be held acecuntable

only for ihose expenses within his centrol., In addition to dirsctly
projecting exyenses we may also project expense tetels by using
historical expense/premivn ratios. These ratios should of course

be adjusted where necessary to recognising chenging conditions either
inflation or cther. This approach may be helpful in the process of
spproving departmental expense budgets.

Flexible Budgeting Methods reay be used in analysing performance -
fixed budgets may be initisily constructed on he basis of the planned
level cof prerium volume. If actual premiums written during the
period zre substentially different there could be a cevere distorticn
in expenses - particularly these that are directly related to
prermivms., In en enalysis of rerformance using Tlexible budgeting
technigues it could te necessary to modify planned expenses to
recognise the actusl) prermium volume attained - after adJus,“ents in
preriurs for rete clonges eve. For example if rremium incore is 1CT
higher than expected those planned expenses varying directly with
premium volume should be increased by 10% to assure & valid

cormparison with sectual expenses. Finally,fixed expsnses shoulé only
be regarded as fixed with certain ranges of premium income,

Class Exvense Batics

Whatever meihod of allocation ray be used it is to be exvected that
expense ratios will vary markedly between different classes of
business. At one extrerns 'bulk-handled' classes with large average
premiurs nmay have a2 single-figure percentage; et the other extrene
individual smelle-premium policies mey have rarginel exnense ratics in
excess of LQ per cent (higher if @ shrre of overheads is included)

It may, for political or other reasons, nct alvweys be fezsible, to
charge & 'profitsble’ level of rremiums for the letter classes; and
much attention hos been directed to roducing the operating costs of
these swell persongl lines by ‘peckaging' and other devices. Failling
this it may be neccessary to accepvt & degree of 'sulbsidisation!

of these classec; in which event it becorﬂs even rore imvortant to
measure profitability as accurately as rossible in order to act es

a reminder of the amount of cross-sub51d5 involved.




Sertion @ -~  Tnvestment Income

9.1 General Considerations
The coseontial concopbs undoy

1,‘
incore 1s the concept of delsy

-

ing the eovaidersetion of investreont
t delasy bebtueen the receipt of g

preriwn and the date of the cleim event correstonding to the
premium, delay betveen that clainms notiiication end sectual claim
paymentis.

These two forms of delay oy be termed risk delay and peyment delay
respectively.

Unless premiume are accepted for substontial teriods of risk well

in excess of one year - the irrzcet of investment incone due to risk
delay is cf signii'icance vwhen intevest rates are gt high level;

vhen interest rates were below 5% the interest csrned by the correny
on accownt of risk delay was probably insignificant. With interest
rates in excess of 107 interest ecarned by the corpany under the
heading risk céelsy is no longer trivial end will veary considerably
by type of business,

Certeain types of claim: lcng ternm 1liability cleirms end claims settled
by ennuities, give rise to a considerable amount of interest under
the hezding clzinm deley. There is of course always the risk with
these long term c¢laims that monetary snounts of payment may incresse
over time to offset the favoursble impact on investment income - or
vise verss,

9.2 Argurents for Recognising Investment Income

(

1

)

Premium rates may be determined assuming some interesi to be
earned on funds derived from pre-payment of prermiums and deferrel
of payments of expected losses and loss expenses. Any such
investment inceme should therefore be taken into acccount in
deterrmining both premium and less reserves; correspendingly sueh
investment income should be passed through the revenue account.

However, more often then not, premium retes are deterrmined Ty
market considerations wvhich preclude the use of & premium
"pasis' in the actierial sense; and the assurrticn of scrme rate
of interest plays no explicit pari in the precium calculation.
Ve may still regard the investment income as an implieit end
unstated part of the premium assessrent; end such investment
income should be considered as an integral tart of

determining the approrriate provision for long-term lisbility
cleims for exarple.

9.3 Argurents Apninst Inclusion of Investwent Income

(1)

Underwriting results &nd investment incore ere separate and
distinet functions; and are usually suhject to different sreas
of responsibility end accountebility. They should therefore
not be corbined in deternining prorium rates or recerves; and
hence should not be brought inte the revenue account.

¥hilst there i1s some theoretical justifiecetion for considering
investment income it is not practicszl to allocate it to unecarned
premiums and outstanding losses on ny reasoneble baces.,

Because of the uncertainty inherent in estollishing estimpotes of
losscs which will not be paid until some undetcormined future dete
investment income should merely be regerded ss a margin for
congcervatiam.



9.4 The Aetuvaris) Pesitien
The insusenes rroca; o ¥y be regerded o8 the acceriancs ¢
premium et one point of time in order to puy clalims ot
In this case investrent income is ern integral part of
operaticus gnd prescont value coccepts chovld be epplicd to &l
liabilities provided thait the settlerent dste of such liruilities
can be reascnshly determined. And preovided that they cen be
estimated in ternms of the (influted) money values applicstle at
the time of peyment.

9.5 Some Thowdts on Irvesntrent Ircowe in Fractice
t 1s poussible to corbine the viewpoints

-t

{(a) that investment end underwriting are scparate activities.

{b) that it is necessary to give credit for interest to the
wndervriting account.

This can be done in practice by deterrmining in advance & notional
rate of interest to be credited on revenus account talences for
each type of business - this could perkeps be the short term
deposit interest rate; or & rate based upon esset-mstching
considerations having regard to the period of run—off of lisbilitics
of each class of business.

It will be apovropriete to credit this interest to the undervritirg
account and detit to an "investrnent account”. The investrent
divisien of the company could then te run on the basis that it

is borroving money gt this intercst rate and, subject to certain
capitel value and liguidity constraints, the object of the
investrent division would be Yo maximise returns.
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Spetion 10 - Inflzticn

What 1o ipflﬁtioq

Before concldering the effect of inflation
accounts we must consider whail we meun Ly
defincs infTlaticen “"oc an increasse in the rmone
relative to its buying power"

Thus, if incomes increase relative to the goods avzileble, which
is & functicn of rroductivity, inflation ie the reoul

inflation may te ebiributed to the frcrcesed dermaprd resulting
from the money aveileble or to the increcsed cests inicren
producing the gooda.

For a murber of years morney availeble to purchase go
has grown more guickly then the actuvzl gocds enéd se
availalle, In 197L/75 incomes inereassed st en npr
the Government increased its own spending ond prirt
to meet the bill - *he result, inflation at & rate hitherio
unknovn in this ecuntry.

It is necessary to distirnguish between infleticn in tha gerers!
economic sense sand in its application to the costs ¢f & perticler
business activity. In insurence we need te differcntiate betuserw
the inflstion of management expenses (heavily influenced ty
vage-costs) and the inflation of c¢laims ccsts (which a2y be
affected by escalating Court swards, ete.)

Inflation's effect on revenus sccounts

Infistion, even at & low rate, has an effect on the revezue scocunts
of eny Company. It distorts conreriscons tetween one vear end the
next. Within a year the figures coniribuicd by eetivities zi ile
beginning of the yesr have a different true velue from those
produced by sctivitics later in the year.

The Sendilands Committee was appointed by the Governme
1974 to consider whether, ond, if so, how, accounts sk
for chenges in costs and prices heving regard to cta:'w é

accounting prectices and other possi b;e rethods. The Ccrmitice
reccrmended that a Current Cost Accounting methed shculd te ads

the main features being:

{i) figures be expressed in monetary units,

{ii} ‘talance sheets should show assets at their value to ike
Company,

{iii) profit for a particular period should only inecluvde opersting
profit; it should exclude the arprecistion on stcck
{unrealised profits),

{iv) historic accounting figures to be shown in notes.

The third recemmendation of the Sandilandc report surrarised etcove
eppears to c¢reste problems for insurcnce cermperniec, Although In the
usuel sense an insurance corpary deoes not heve eny ctceke to
appreciate it docs have to increase ite cluins reserves due to
inflation., Althougch these ere "unrealisncgd" edequate provisien

should ve made in the accounts as if the epprecietion were e roalised
loss,
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Inflation distorts insurance company accounits in cilior wave.
For pyﬂmnlo, the sceounts roy show on incregse in rreniv irorie
eltheurit in T 2!

ronl torrs 3t could hove docliped. °
to other items in the accounts.

Effect on profitability

Distorticn of the Ticures rhown in acceoonts hog Yeon bba
sbove; inflation deoes in fact distor:i the whole pasiern cf
business end hes &n adverse effect on profi

In certain clacses, for exsrple private car insurences, the
wndervriters cen *aﬁe steps to anticipate inflgiicn end ez &i Ces
part of the inswrsace is obligatory, ypremiun incole should grov 10

mateh the inflation of the claims,

There sre other classes where the grovwth of preri
for exanple, household fire insurance. Iost pel

class are underinsured but they do not sulfer un
complete loss. In the ebsence of arxplicatien of
insurer has to tear the cost of infizted claims ou
which are stetic or at least laﬂglnb tehind 1nflat
insurers are now introducing '"index-linked' scheres
coribat this feature.

In addition to its effect on underwriting profits, infiaticn
affects profitebility through 1ts action on expenses. Vhilst &
large part of the exvenses are incurred vhen business is placzed
on the books or the renewal effected, s substantial part is
involved in the administrction of settling c¢lzims. This part iz
incurred on average more then six menths {often ruch leonger) alier
the premiuvm has besn ccllected and is affected by inflstion, thus

prejudicing the ultimate profit of the tusiness.

Escalation of Rezervas

So faer we have cenzidered the distorting effect of inflzticn on
revenue accownt liems.

Inflation's effect on reserves can be more sericus., Feservss gan
be divided into two categories ~

Unesrned prenium
Outstanding claims

We have already dermonstrated that the premiums chsrged at the
beginning of & year may be overtaken by inflation.

Should the wnearned premium reserve be based on -

{a) the premium originally charged, using a direct tire-
aprortionment.

(b) the expected cost of the remaining period, ellcwing for <he
inflationary effect of weighting the risk concentraticn
tovards the second half of the risk period.

{c) the premivm which would be charged if the policy were
reneved on the date the recerves are calculeted
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- r{
[

Yhe reserves for cubntending claims pregsent different Toohlolrs,
Some will beo settled alreost imedistely t

years; this orplies rhybicularﬁy Lo
In former prectice, those
current coct nasis and unds Led encn J

expected outeors of o elaimy this eco 1" z

effect of inflation, Under the imh":t of hirk ol

the recent tendency has been to dTuJPJr&te future infisiicnary
scaletion in the estirsted costs in order to zveld foz Zrest =

trensicr of the burden into subsequent year of account.

It has been surpgested elasevhere that interest sernings

taken into account. If they were, i% can be =8 th

claims reserves could he discouwnted to allovw ar

earnings - 17 ithe rate of inTlaticn cpproxis ths visld o

the invesiments the end ;rcaaut weuld be the reserves
established by current-—cost principles.

The corolinry is that the discountirg of clains reservas is
Justifiable only if the cash estimates are expressad In terms of
money values ruling et the time of snticipated pavrent; to
discount current-cost esgtimates would lead to an wndersiziemsnt
of reserve.

Infleticon end solvency margins

As inflation pushes up premiums, unsarned prenium reserves ani
outstanding claims reserves, scolvency margins ( he excess e the
total resources of a Cowpany over its trading listilities) ceome
under pressure. To rectify the situaticn, Cc‘r iies have
recently had to go 1o the rarket for increassd capitsl. Cne

alternative is to restriect premium lncome but this can lezd t2
cther prevlems by putting pressure cn expsnse mergins, The onlr
vieble leng-term acticn rmay be to firence the EOlVGZCF strzl
of edequate underwriting profits; this may regquire & increzse
in premium retes of an order whieh individuel cermreonies
find it difficult to zchieve in the face of ccmpetitive
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La fo“e g cerneny can underurite any Lusiness it will recuire
canital o ereste a sclvonecy rargl :
so vrltuu;.
shereholdzre vhe are inveching
of gettinn a return on their I tr i
is required o> solvency purroses it cen heouave
rx Ty
(= e

e¥rertaticn

by the corrany and SO soke retwrn is evsilodble T
sers n is writton, 4h
avelle died te the re
to hin the compan
& rre of business
or ve, whieh in nerr
d ned profits, In othe
Ay her xepita] fro"

A discussion of vhich of these ccurses of action to adopt is

lergely cutsice the scons of thig pa“er. Suffice is to sey thet the
choice may e upon tihe cussticn of whether the premiurm growth

is in real t= or golely frem the effects of inflaticn.

.

solvency rargin mey be thought of in terrcs of individuzl classes
&s opposad Lo an overall cerperate conecept

¥rat we zre hzre concernsd with is the extent to vhich th

The need for a2 solvency rarcin arises from two main areass of
uncertainty in insurance operations :-

(&) Pluctuations in cleirs experience, usually of a
catastrephic nature.

{b) Changes in the market value of assets.

Ve suggest that the starting-voint is fo cenceive the solvercey
naergin in the firs t instance as an overall corporste reguirerient
end, having decided the extent to vhiceh any incresre in the
margin is to bve flnanced cut of retaired vrofits, to consicer the
basis upon which individual lines of Lusiness may be expected to
contrivute towvards the reguired increease,

The solvency rargin reguired for a class of business is derendant
inter alis on the inherent veriability of the cost of claims

for the class. The smaller volure of buziness within the c1ass,
the greater will te the variebility es 2 vropcortion of the premium
income or clairs c¢osts. The sbsolute degree of variability is
considersbly different for different classes of tusiness depending
vpon the srread of the claim-size distrivution., Thus ¢nly a

srell solvency rargin, as & percentage of prermivs, will be reguirsd
for a corpsny writing large volumes of Household Insurence, ﬂhllsu
large margins vill be needed for a srall coopany conceptreting oz
Liability Insurance.
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The princiyles enunc

and dn our c

enumarated on any 3 C e

that +the selvency ralgin iz not CC&~-L‘C?O§ by

claims verizibility clioug; & #loo reguired Ior zasedh volue
varisticre, @n espact which seems to fell outside consideretions
of individucl classes of business.

Thus, the raintensnce of Cﬂl"e“cy mareins should te a lesitinmete
crevee ag'mv:t the trading profit of each clazs of business
(Justifyiug & nen-texehle trencler to rescrves?). Mowever

5 of churpe sgainst ecch clens 1s &ifficult to
dezfine; yrrecticelly 1t roy be releted primarily to the srount
rature of grouth within the elsss but any rerve rafined rothod
intended to reflect the rrinciples of 11.4. pay te ruled cut by
the gbsence of suitsble data,
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Seetion 127 ~ Improvements in the Preserfaotion

b .

[
ol Trofiird

I

In the light of thre fo*evoing disc ssion we pub fo“xa:d in
Section surgestic: sOT u
shortecoring of the usu&l forts of pre:entation of reveonue resulty,.

\.n)

These GUHseJt orc earve evo‘v*‘one:3 gnd €2 not involve or
. ,: . P [ hy

The s v of ecurrent rractice provided in Appendiz A2
thet some of the idess renticned in this section are elyeady in

use.

Our vroposzls in this sectien ray be irpleraznted in whcle or in

party they ray te intreduced in & single glen or in progressive

gtages., Thus ve QWVCIt&EH the howme that {hey rmey i ved
ericus consideraticn &s a rrsctical sirategy for eveivirg a

o

rore effective ayrvcmch to the presentation of ranesermsnt sccowun
for individual classcs of business heving regard to their aims
gnd purpcse.

To help focus the diseuwssion two Exhibits ere gttached; these
illustrate with hyvothetical figures the fornm of presentaticn
we heve in mind; and assist us to cormment on rmatters of detail.,

Exhibit 1 is concernad with roney arounts ; Exkhibit 11 cvresents =
nurber of key ratios exrressed as percenua5es. In prarctice both
sets of figures rmight conveniently e vresented in & single

statement; we have marely serparated thenm for ease cof reflerence,.

There are iwo important charscteristics to be noted -
(a) The forms present a sequence of results for
successive years,

(b} The results for each yeer sre pregressively
up—dated es rore inforrzticon becores availatle;
i.e. facts greduzlly replace estimates.

These characteristics reflect our view that an individusl year's
results are rarely cf use in isclaticn; and of ccurse it is
important to edjust results retrospectively because, es we have
discussed sbove, the initiel estimates ray be in error to such an
extent as sericusly distoris the sapparent resuits,

¥We have chosen to present a scguence of five yeers results plus

the future projecection of a further year. We do not irnly thet

this length of segquence is secrosanet; the teotel rericds covered
{past erd future) vill depend uren individual cempeny circumstenees
and the charascteristics of the classes of business included.



i12.3

12.4

12.5

12.7

31.

The
of trends which mic
If theresore vocrn
adjecont posit

sequential presentation assists in the
ht be uned as a hieo
AN DS A S AR
cr on the 101ru.

For illustration we have sscumed that the oldlezt

Exhibit T is cormletely develored, i.e. the resyl
deterrined as the factual outcome for the year in q::stic:.
the incurred claims are tlien known to b2 egqual tha
accuwnulated cleinms payments.

For mcre recent years gn increasing element of estitat;cn €

into the {igures; s tLe resuits for the mosy recent
year, 1976, are essentially provigional.

It oy be considered that 1f a significant erd
exists in certain of the estimatlng vrocadures
most recent year mey be seric 431y distorted Yy
prescentation edopted in Exhibvit I. For exsmnle
of cutstanding Fire claims is zlmest ueiversally consery
ray invelve a margin of the order of 20 per cent c¢r

-
-

nore.

a4

. *

In such circumstances the incurred c a2ims wo“la inits
significantly over-stated; arnd the 'ecquity' in the
would emerge only as the yesr in guestion progrescsd

ct

This suggests & yossible refinerent of intreducing en
“"Assured margin in outstanding clairs” into the pre
line (9A). A similar refinement could bz intrcduce

to estirmated pipeline premiums; but the absence of

makes this unnecessary.

The trends in Exhibit T ray be distorted by the e_ﬁe ts ¢f
inflation on money values and it is therefore usefvl fo ettes
to immunise these effects by presenting certzin key aspzeis
ratio form. This is the purpose of Exhivit II,

The real value of the form of Exhibit I is likely to e foum
the compariscn of the develorments at varicus reoinis ¢ +i

e.g. the comparison of the developzd results of revenue yesr
updated to end-19Th4 with the corresvonding onvel***f“‘
The link between successive sets of results ceould |
by meens of reconcilistion statemen
"Gain/Loss on outstanding claims”

Likewise a compariscn end reconcilistion between projected
ectual results could be effected 23 a means of nonitcr::g
reliability of projections and gaining an insight intc the
variances. Another instructive exercise would be to ccmpare

figures for each revenue year &8s it develops with the origir

provisionel results recorded for the year in aquesticn,
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The freawmey of production of the stetceweonts would deps
upen ndivicunl eirewrmtenceny goocanusl biogg mig
initially but we wonld enviserc thet the eventunl
be to achicve a quurterly issuc,

12.8 the form of precentation discuzsed in this Section is
intended primarily for managament azceounting purpese
be supnosed that the wmoin finsneiel accounts would cco
to be published in conventional revenue account format., Ve
think it lrmortent irat there should be gz reconcillsiion betwoen
the two medes of prezentetion.

Thus for exsmple the normal revenue account computation of
incurred loszes werxes use of the Tormuls -

Total claims payments ) All years
plus Increase in total cutstandings ) of origin

The resulting incurred figwre may be decomposed into -

Incurred losses for current year
plus Strain on prior yeers opening outstandings
{see Section 6.6).

This type of reconcilisticn should be performed for all relevant
revenue items so that the relationship betuveen the profits
revealed by the managerent and financial accounts respectively
is completely esteblished; and the differences between them are
fully sccounted for,



Triiin 3
Bevenus Peoulte = Totveanceotively un-doted Lo end-1075
Revenue Year
1971 Lagte | 1973 | 1sth | 1975 % g
[{zrolcoved)

(1) Prenivrs debitszd GO0 1220 1200 1500 1730 | i
{(2) Pipzlire zremives /7T 310 125 125 130 1€5 o
{3) Pipslire premiwns c/f 125 125 130 163 200 0
(4) Premiums writiten (1)-{2)+(3) 915 1250 1205 1335 1785 Tl
(5) Urearned premiucs b/f 320 200 500 LE0 €00 [ 7o
(6} Unecrred pramivrs ofT 300 S0C 180 £00 wy i
(7} Prermivnc ecavued (8)}+(5)-(&) 875 1110 1225 ikzs 1665 TLID

(8) Accumuilatad cleims paymonts 585 651 613 630 577

{9) Outstarding clairs {incl.IBER) - 80 183 339 512
{10) Incurred clsirs (B8)+(9) 585 731 796 GEQ 1089 1239
{11) Cormissicn credited 8T 125 120 154 178 203
(12) Pipeline ccrmission b/f 10 12 12 12 16 e
(13) Pipeline cexmission eff 12 12 12 16 10 2z
(14} Commission due {11)-(22)+(13)} 89 125 120 158 181 S
(15) Marginzl peraperment expencses 11k 148 167 108 2h1 e
(16) Uncderwriting outgo (10)+{1k)+ 728 100k 1083 1225 1511 17T

{15)
(17) Underwritirg cortribution
{1)-(18) 87 106 142 G0 174 213
{38) General expenses ellccation 61 80 o0 106 130 pRRe
{19) Underwriting profit (17)-(18) 26 26 52 (16} L} £L
{20) Investren® inccre 32 48 62 gz 96 o2
{21) Insurence profit {(19)+(20) 58 Th 11k 6 150 il
{22) Solvency centribution 22 28 3 35 Lo T2
{23) Adjusted insurance profit

(21)-(22} 36 ké 83 31 68 baLs
(24) *Prancsfer to/fron contingency o 5 6 {25) 33 b
{25) Distributable profit 36 5] 77 56 €5 %2




(continucd)

Calnifirre o0d Tindon
{1) Proiiums dobvised Premivms racordsd to the soocunting sisvar
juring the revenue yesar.
{2) Pipeline premiuvms b/f Fremiuvms incerted in tle rravious wos» oS
recoried to the aeceounting é*_'-;

ihe rovenus yeer,

(3} Pipcline preniurs c/f Preriuns SR
not rac
until

(4} Preriurs written Prerivis inc ur o vevenuo rear,

{(5), (4) Unzarned prermiuvms See Sections 5.4, and 7.4 fer aliermz<i-a
treatment and presentation.

{€) Accurulated cleims peyments The total ecurvlative clainrs pavments wals
to dete (i.e, end-197%) uwnder cla’rs

origineting during the reverus yesr

(9) Outstendirg cleinms Totel estimeted ligkhilitie
{incl. IZIR) end-1975 urder clains origirn

the revenuve yesar.

See Sections 9.1 and 10.k for &discu

of use of discounlting in econiuncticn -

cash esiinetes adjusted for futura

inflation.

tiy

{11) Cormrission credited Corrmission recorded to the zccounting sys<en
during the revenue yesr.

(12) Fipeline commission o/t Commisgion due in resvact of rremius
in the previous year but recorizd tc
accounting system during the revenue

{13) Pipelire cormission ¢/f Cormissicn due in respect of rremiucs
incepted in the revenue year tut nc
recoréed to the amccounting system unzil i
folloving year.

p

{14) Cemmission due Cormissicn cdue in respect of rremivcmsz In
during the *evcnue year, The tresentiziiocn

edopted in Fxhibit I treats (14} es 'v
vith &n implieé 'front-ernd' cormponent
eerred premiums., See T.L for gn elternative
rethod of treastrent involvirg ccncert ¢f

‘unearned ceormission’',

{15) Marginal mansogerent expenses Operating expeonses epec*’f‘ical"y identilictls
to the class of bucinesgs in gquesticn.
I4L is5 mssumed that thege inelude clains-
handling expenzes; the alterngtive iz %o
include them vnder items (8) and (G},




LA Y. - X : S Eenam et f
Defioitlione and Yebon {Continued)

{18} General cxpenses allocation The balance of non-specific expenses
chargeable to the class of business In

(20) Investment incore See Section 9.5,
{£2} Sclvency contribution See Section 11.6.
{24) Treansfer to/frem contingency See Sections 2.3 end 2.4 for discussion

52 S
feezibility of opesrating this type v
precess.  Herce we 1llustrate the concer
e rudirentary claims-equalisaticon devi
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(a)

(b)

{e)
(d)

{e)

(1)

(g)

{n)

Incurred claims/Premivms
earned

Orerating rztio (&) + (b}

Underwriting contribution/
Premiums earned

Underwriting profit/
Premiurs earned

Investrent incorme/
Premiuvrs earmed

Insurance profit ratio

(e) + (D)

Distributable profit retig
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13.2

13.3

13.h

Section 13 - Policy=yenr [ Tovies Pecovntin,

In Sceticn 3.0, we brie{Zr touch urew the concerh of the
revenue asceount az a mixture of cosntributions erising from o

nler of Aifrerent years of oricin. Yo havs svimssnad that
?hcre 1s consoquently concidersble srbiguity in the
interpretation of the resulting revenue profit,

The primory purpose of munspenmdnt accounting s to nprovide sn

objective test of pust decision-raking and a basis fer future

decizions, In the proseni context vwe mﬂy regard Lhe decision-
process as being concerned mainly with premivin rating levels and
undervriting standards.

The rzierceeneity of the revenue sccount implics thet it reflechs
the cexbined outecue of muny decisicons taken over & nunber of
difizrent pericds; and it therefore fails to jprovide a critericn by
vhich in@ivicdveal dﬂcisions rey be spnraiced and judged. Py the
sarz torven it is d¢ffic 1t to estailish a raticnal epproach to
future decision

v

Tt will be apparent that we regard manegenent accounting &s 1;1:@
funderentally concerned with wenegenent decisions. ESuch decisions
exercised over some chosen period of time in terns of premiwn
levels and wnderwriting steandards will deternine ike quality of
business taken cn to the bocks during the veried in question. In
other words, in order to test those decisions we need to know the
ocutcome of the business written during their currency.

Ve dafine a 'scries' as the business written during an eppropriste
interval of tire, A 'series account' is the Tinancizl outecme of a
given series of business.

For the purpose of the preuert discussion we essume purely for
convenience that each zeries functions over s t:"e-ﬂntervsl cf =
calendar year. Thus we can scesk of the 1197L series' as mesning
the business written in the yesr 197L. We erphrasize that the
concept of 2 scerizs-year is a limitation which we have adopted Tor
ease of presentationi in practice there would be common
circumstances when an interval of greater/less then one year would
be applovrlatb {for exemﬁle, moter insurers have in recent tines
tended to revise their premium rates st shorter intervals than

one yeer; each distinet rating table and its pericd of operstion
may be regarded as a separcte series).

It is characteristic of a scries account that its irmpact extends
beyond the period in which the busiress was wrl*ten. Tor exartle,
the 1974 series (i.e. business written in 19T4) %ill contrituie a
sequence of cach flows and reserves to the revente in 1275 an
beyond
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This esteblishes the link betwsen the scries sccount and the

cveonue sccount.  Succesaive nerios Lo visus) :
parsllel sequencoes of overl: ng Plowe:r and the
may bo regarded es bteing covobrueted bt taking a
throueh the relevent series end accwrnulatin
contributions.

o

ﬁ
o
la
2

These idezs may he 1llusivrate following sinnlified
schematic reprecentation {vhich assunes that the run-off of ez
series extends feorvards two years beyend the written revicdl,
1074 e .
Series
1975
Series
1976 e
Series
1377 _ —
Series
w78
Series
107
Serics
1974 1975 1976 (1977 1976 1979
1 { M Y4 i i }
Ll ]

Revenue

The 1975 revenue sccount 1s here ceen as being coxposed of
corponents of the series accounts for 1974, 1975 end 1976.

13.5 The relationchip between the series account end the revenue
account mey be illustrated rmore srecifically by the following
form of presentetion. We may single out any revenue item
{for exemple, claims payrments) and anazlyse it into a 'matrix' ¢f
columns and rows representing revenue years and series years
respectively.



L
e
-

}
Series YR : Seyies
Year 107k 1975 1976 1077 1o 1970 Resulit
197h 900 550 200 1650
1975 1010 580 210 1800
1976 850 500 170 1520
1977 1100 650 2h0 1050
Revenue
Totel 1620 1810

The manner in vhich the revenue account iz corposed of a 'eross-sectic
taken through succescive series is clesrly demonstirated. This typs of

"matrix' enalysis mey be performed for every other item erntering into
the revenuve sccount.

13.6 Having discussed the relaticnship between the series account arnd
revenue account we now consider in greeter detail the construciicn
of & series acecount.

The attached Exhibit ITI provides a specimen layout of the form
and content of a series smccount.

We envissge that the acccunt for each ceries would bte construsted
initially et the end of the year of origin (i.e. 197k in the caze
of the example). At that stege the complete run-off of the
series would be part fact andé part projection. At the end of
each subsequent year the series gccount would bte eprrepriacely
up-éated; until such time as the totel factual experience were
esteblisted (i.e, at the end of 1676 in the assumed conditions

of the example),

13.7 Given a set of series accounts it iz of course possible to
construct the revenue account for eny required year by simply
sursing~through the relevent series for the revenue year in
question.

There is thus a complete basis of reconciliation between series
and revenue gccounting.



13.8 Exeminsticn of the sccounts of o given series as it Aevelers
progreasively Jrom onm yosr to bhe nexdt oshounld yrov?
valushle insight into the acowracy of the figures 3

eatirated.

Likewice, since it i« possible to construct a revenue zecount
from tbe COmpOEn :ries, the retrogpective vp-dating of

S
s in the lieht of the ersrging Tects rs

ing {and schering) view of the vuhfcity of

t
past revenus result
ton
;iisned reswits.

provide on enligh
the criginslly-pu
13.9 Viewed 13 the context of the alrs of panagement accounting the
ries wnt has the Tollowing uses -

ans of rrojecting the cutcome of the

iz

en during a perticular year (or other
ricd); end kphce eotu. ‘shes the init‘al
r

Fad

{v) The pregressive development of the sctucl exrerience of
the series providez g 4est of the validity of the originsl
decision assurpiions; and a record of the extent to which
the perforrance departs I'rom the target profitebility.

(c) A review of the outcorme {(actual / projected
gsuccessive series provides & basis Tor conmp
projected terget results of the nevw ceriles asscecisted

with current aoﬂng/u.derwriulng éecisions

{d) Tne festure that eny revenue account (actuvel or projecteé)
may te synthesised frem the zppropriste contributing serics

is & valusble planning eid.

13.10 The iters aprezring in Exhibit IIT are defined 4n the same Ve oag
in Exhibit I of Section 12. The forn oP presentaticn would erables
the various iters to be picked out and vsed in uhe constructicr of
the relevant revenue aceounts {see Section 13.7).
Alternatively; regzréing each Serics es o self-contained ent
we right for exanple view the question of reserves i s
differert light. The UFR {or URR) &nd recerve for cutstanéing
clairs could be cerbired into a single "ectuzrial® reserv
since the distirection is not strictly necessary within
context. (See Seetion 1L.8).

The Series presentation slso highlights the principle that the
reserving btesis does not affect the profit of the Series; it
only determines the rete of relesse of surplus.

@
1]
s}
T
]
)]



Series focoimt ~ 1G7Th Seplesg

1. Dgie of Cownzrccrent of the series 1 Janvary 1974 Toni L

2, Dete of close of the series 31 Decerter 1070 w97

Contrivuticn of the ceries; gyTiv!
to the follwoing revenus e tis
years - Cerias,
197h 1975 1876
3. Premivme debited 2250 250 - ? A
h, Pipe~line premiums 250 ~ -
5. Premiums vwritten 2500 - - 200
6. Unexpired premium reserve 10C0 - -
7. Premiums earned 1500 1060 - 2582
8. Claims payments 200 550 200 1435
9. Resgerve for outstanding cleims 150 176 -
10. Incurred cleims 1050 570 30 1058
1l. Commission paid 225 25 - 250
12. Pipeline commission 25 - -
13, Cormission payable 250 - - %2
1%, Merginal menagement expenses 160 130 80 375
15. General expsnses gllocation Q0 T0 20 175
16. Investrent income ks 50 5 100
17. Insurance profit
= (7} - (10) - (13) - (1%) + (15) (5) | 280 | (125) 155
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Veasuremomt of Frofitehility by Clecs of Tuninoss

Section 1k - Coneceris Tor Iuture Cencideraobicn,
$. Benjemin, in his paper rresented to the Insti<ute in Neron
initiated a debate a5 to vhether the concepu: ol 4

actuaries in Jife incursnee are valid and useful 2 ne :
of pdrt1cu1wz interest for ranegerent account

"reserving beses' end 'nev busiuvels ctyain'
be ceen thuat mony of the "blurred edges! we Lieve
clarified by the use of these concepts.

In our d*%ﬁu::icn of tnearned Premium Beserve tre
the inconsistency of booing the reserve on *t: nremiv
during the accountlng reriad,  Surpese thet durin

r vear

accounting pericd (zssured to be = calender year) en offics
decides its premium reotes are inedeguate and ircresses then T
20 per cent frem ot July. It is suggested th=t the UE: &%

31st Decerber Tor business written in Jenusry to Jurs nozde <o
be grossed up to counteras: ] ; xn £.23 Teilurs

to do so morely imporis

A recurrent problem has been the correct reasurerent 2t an;
of time of amounts vwhieh cannot be precisely cusntified
Qutstandirg Claims. The actuery might well resweond to the
problemws by setiing up reserves on a2 besis which Le was sg
coptained implicit mergins, which weuld be released &s sur
the business pregressed. It would ke ruzh rore diffiguld
esteblish best estirstes-—this is & point of grezt irporis
if we turn again to the format of the Revenue Account rrec

v
]
]
in

Ll

in secticn 3.5, the following chenges could be made. U
i

Premium end Qutstanding Clalms are rerleced respectively Ty =
'Reserve for Unexpired Risks' (celculated on & cauti ug beslis
whereas the Fremiums will Te on an optimistic basis) and e
Reserve for Outstanding Claims which represents an urrer guan<ile
of the total erovnt; as & result 'profit' vould tester te

described as 'surplus'.

The Reserve for Unexpired Risks is calculated so thaet it i

estinated that no transfer of capital shouléd be needed &ft

inception to support business written; the difference on =2

betveen the Reserve at inception and the premiwss less exrps .
'new business strain' and this is the capital invested Tty t

corpany to vrite the business. This nevw business strsir is

of the contribution toward the overall sclvency wmargin 1.e.

to the extent that the Unexpired Rick FReserve excseds the
is & notionsl allccetion of the solvency margin tetween
different year of account,
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1%.5  fhe Bevenue Accountsiauldnow howvever include investiont
incorw, since althourh  diffvrent demartrents hondle
Anvwriting erd Dvestipont there dg esrentiolly ore busirers
operated. The insurer offers centracts r hhlch h:
2 ves + dofineqd

prerivis in return for promising to roet
contingent lisbilities, oud cun thereicre CLLL in edditionsl ‘
inccirz by gearing his cerital up by the premiun: for the pericd
betvaeen pa"rnv+ of a premivn and paynant of a claim. The
investiment incoms might Llegically be allecsted ernong the sccoun’s
to the Pescrves {i.e. the sum of the U._-@'“Pf"
]

in promortion t
end Jutstandl 13 C
4

aims rescyves overpced over the year), Icwever,
in crder to cotein the rate of discount to be }Iliht it
is glso necescary to pake a notionel allocation of investments
betveon sccointe. This 1s perhaps in conflict with our EQT]‘“"
suggeetion of croditirg & ehort term dovosit rate, but in g i
incwrance rost contracts are cingle premium the ozly inves

tm

prcilem is reinves
than in life assurencs

1k.6 At this stzge it rust be strecsed thet in oréer to have expllci:
bases for RBeserves 3% is unot strictly necessary (o resort
elatorate stotistical ferrulee, pariiculsrly for the Un exrjred
Risgk Reserve, The reserves coqu cven be arbitrary if they were
consistent over the portfolio snd independent of the rremiun
rates.

1k, T Accounts of this form would of course show surplus rather than
profit. Profitability could be develcped el?her by asset share
technigques in which the Reserves were recognised as a cost.end the
account corpeared with experience or by a series sccount vhich
brought in the change of Reserves &s & cost, Either of these
methods would help management to establish whot return they wers
obtaining on the different constituents of t elr porthlio, 2
factor vhich at present is almost irpossible to determine.

.8 Do we need to distinguish between unexpired rigk reserve, IITPR
and reserve for cutstanding claims? This question arrears tec t
posed by the Seies account conecept (see Section 13.¢0).

fu

Consider the following conceptual scheme:-

URR Claims which have yet to occur

Ind Claims which have cccurred but sre not yet
l known to us,

Outstanding Claims which have been reported.

Settled Claims which have ceascd to exist,

Eeck claim pesses through each of the ebove stetes and it might
be ergued thet ectusrially speaking the reserving basis need not
be affected ty the above 'lgbels! Fundamentally, the reserve
basis (which rey or mey not ove the sare as the breriunm basis) is
irplicitly stecified at the rowent that esch policy is issucd;

and from that point onwards we arc concerned only with the talunce
of reserve, i.e. the initiul reserve leos accurmulated claims
payments,
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As a background to the ratters discussed in the T
endravour to rrovide in this A Aix » genersl 3
of the cxtent to which ceormpanies within the indusicry »
glready hove moved avay Trom sirple revenue eccow

introdusicg scuisz of the enhancsrents discuesed in th

For otvious reasons ve have nct been in e posifion t 3

formal or extersive enamiries. Furthermore the rethods of

presenting mensgement saccounts within sn individuel ceorpony rwey

"ry ence in presenting the infermstion in this Aryoniix vws
rould stress that it ?qu no claim 10 being & corrrenensive or

authorlcatlue survev., Uevertheless we hope 1t may rrovids

g ressonsdly faithful piciure of the current stete ¢of effelirs

among leesding companics.

The difficulty of atterpting to summarice reny different formsz of

presentation of accounts led us to concentrate ¢n certain key
espects which form the subject of much of the raver’s discussicns,

These are listed in the attached schedule vhich shous the nurrers

corpanies (cul of a total of 10 of which enguiry wes rcofa) curre
practls;pg each aspeect in que:tion. Inevitably there are Eiflic
in trying to condense the meny varients in the trestment of acce
into & sirple schedule of this nature; and the rracticzs of indl
corpanies €id not siways zlot ecsily into the form edsriszdé. Cuwr
interpretation of our rezpondents’ replies therefere irplies seme

qualification of the results as presented in the schedule.

Ve take this opportunity of acknowledging the help we rzceived frin
various pecple in corriling the information.
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' resulis retrospectively
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Distincticn bvetweern "debited" and "written"
premiwes

Aprortionment of general ransgerent expenses
t0 individual classes of business

Trensfer to/from centingency reserve for
individual classes of business

Allecation of investrent incerme to individual
classes or rein business divisions

Cost of solvercy rargin suprert charged to
individuel ¢lssces or rairn business divisions

Analysis of revenue scccunt into centributery
policy~year / series results
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