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Statement of Recommended Practice on
Accounting for Insurance Business

PART 1 Explanatory Note

Backgrcund

The Association of British Insurers has agreed to develop an industry
statement of recommended practice {SORP) on accounting for insurance
business. This is intended to a2pply to a2ll enterprises underwriting
insurance business in the United Xingdom but not to Lloyd's
syndicates. 1In developing this SORP it is intended to deazl with the
following features which are unique o insurance business namely
premiums, expenses, claims and unexpired risks. t a later stage
other features will be dealt with which, although not unique %o
insurance business, require separate consideration to take account of
the special characteristics of insurance business, e.g. investments.
In develgping the recommended practice outlined in this SCRP it is
relevant to establish the framework within which financial reporting
by insurance enterprises operates. This is derived from five sources:

(i} Statutory company requirements - Companies Act 1985

(ii) Statutory insurance supervisory requirements - Insurancs
Companies Act 1982,

(iii) Statements of standard accounting practice {SSaAPs)
(i} Requirements of UK Stock Zxchange

(v) Insurance industry practice.

The statutory company ra2quirements provide the legal {framework within
which the form and content of the annual shareholders' and members'
Financial statements must be prepared. These are framed on a "true
and fair" basis (see paragraph 1.6.) and would normally regard
enterprises as '"going concerns' (see paragrapgh 1.7.4).

The insurance supervisory legislation provides the legal framework for
statutory returns to the superviscry autheorities on a somewhat
different basis for that required by the Companies Act 198S.

The 30RF is invtended to apply only to the financial statemsnts

repared in accordance with the requirements of the Companies Act 188S5
and not to the statutory returas to the supervisory authoritiss
although indirsctly it will have effect as regards the valuation of
liabilties. Nor will it apply to returns made to the fiscal
authoritiss wnich, although based on the financial statements, nay
differ from the finzacial statements due to taxation legislation and
current taxing practice.

SSAPs may be regarded as supplemencing statutory requirements and are
applicable to enterprises generally. Enterprises are expected to
follow SSAPs or to disclose the reason for not so doing. Failure to
give a reason for non-compliance normally results in the auditor
referring to the non-compliance in his audit report. Where compliancs
with the reguirements of a SSAP would result in a conflict with any
statutory exemptions from disclosure under the Companies Act whiceh
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have been utilised, the requirements of the SSAP need not be followed.
The requirements of the UK Stock Exchange, modified to reflect the
specizl characteristics of insurance business, are applicable only to
companies whose securities are listed on the Stock Exchange and are

mandatory.

Insurance industry current practice has evolved to provide a practical
basis of financial reperting within the statutory and mandatory
resuirements. Such prazctize has nc legal effect but is evidence of
what is regarded as genereslly accepted practice within the industry.

The EEC has recognised the need for special accounting rules for
insurance enterprises by excluding them from the fourth directive
(78/660/2EC) and setting in motion work aimed at producing a separate
insurance accounting directive.

The introduction of z non-mandatory SORP provides an opportunity to
develop present industry practice on a basis which should command
general support, and which in turn should influence the preparation of
the EEZL insurance accounting directive.

The business of insurance

The primary purpose of all types of insurance is to provide finaneial
protection to the owner of an insuranece policy or contract from
identified risks occurring within a specified period in consideration
for the payment of a premium,

The risks underwritten fz2ll into two areas, those nmainly associated
with the expectation of life (see paragraph 2.12), which are referred
to as life business or long~term business, and the rest, which are
referred to as non-life business or geneszl business.

Al)l types of insurance business may be subject to reinsurance, which
is the placing of certain of the risks underwritten by an insurer in
order to reduce the insurer's exposure to those risks.

Inherent in insurance operations is the fact that income in the form
of premiums is normally received or receivable in advance of
expenditure relating to that income and this creztes 2 circulating
fund aveailable for investment. The resulting investment income
Teogether with increases/decrezses in the value of the invesiments
representing the circulating fund play an impor<ant part in an
insurance enterprise's operaticns, as does also the stewardsnip of the
pelicyholders' and shareholders' funds and the reguiremsn:t to maintain
2 suiztable margin.of solvency.

For general insurance business the liabilities of the policies or
contracts arise as 2 result of the oecurrence of a clzaim andé are
calculated by the enterpriss using 21l available data and technidues.

Tor long-term business, <he lizbilities of pelicies or contracts are
determinable as from the outset a2nd must be valued, so that the
adequacy of a2ssets may be demonstrated, znd the amount of the surplus
of assets over liazbilities identified, The Board of Directors is
ultimately responsible for the financial statements but the valuation
of the liabilities under long-term business policies or contracts,
which a»e covered in the long-term business funds in the financial
statements, are the responsibility of the zppointed actuary. He is
glsco required to consider the suitability of the asseis for the
liabilities assumed,
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In determining both the liabilities under long-term business policies
or contracts and the surplus and in recommending the distribution of
the surplus the appointed actuary compliesg with current legislation
and guidance issued by the actuarial profession in ¢onjunction with
its memorandum on professicnal conduct and practice.

In a long-term business enterprise the apoointed actuary hasg a
statutory roie. There is no equivalent statutory rocle in a general
business enterprise.

Distinction befweesn insurance and manufacturing enterprises

A distinction can be drawn between the preparation of a set of
financial statements of a manufacturing enterprise and that of an
insurance enterprise., Whereas in the former thers is lsss emphasis on
estimation both on the cost side and on the sales side, with an
insurance entarprise the price of its products is fixed and sales are
contracted before, and sometimes a long time before, it has settled
its cost of production i.e. claims. A large degree of estimation must
be employed in order to calculate the expected cost of claims in the
period between their occurrerice and settlement before a result can be
determined. These estimations must be reasonable, logical and
consistent and must fellow basic accounting concepts.

Objective of paper

The objective of this paper is to disguss, develop and set out
recommended accounting practice for tha insurance industry in the
following four areas.

(i} Premium income,

(ii) Expenses with special reference to a2cquisition

expenses,

(iii) <Claims including payments to long~term business policyholders,
and related expenses, arising from insurance contracts as
regards insurers, and

(iv)  Unexpired risks.

Accounting for insurance

Basically thers ars two Types of insurancs business, general business
and long-term business, which are accounted Jor either on an annual
basis or on a fund accounting basis. There is also a medification to
the annual accounting basis called the deferred annual accounting
basis.

An annual accounting basis is ons where credible estimates ars used to
enable 2 result to be determined ar the end of each accounting paricd
in respect of insurance on risks in force during that period. Most
classes of general insurance business utilise this basis.

For some c¢lasses of reinsurance business i4 is not possibls to obtain
the necessary datz to make credible estimates to determine a result at
the end of the current accounting periecd but more information of
sufficient accuracy is available subsequently which permits a resulc
to be determined at the end of the following accounting period. In
these circumstances the deferred annual accounting basis
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should be utilised. The balance remaining at the end of the current
accounting period (open year) will represent income a2nd outgo recorded
+p date augmented by any provisions for anticipated deficiencies.

The underwriting result disclosed in the financial statements for an
accounting period will comprise the result for the year peing closed
a* +he end of the current accounting period, less any provision made
in the prior accounting pericd, together with any provision made in
the current accounting period for the year which is still open.

With generasl insurance business where even by the end of the following
accounting period a considerable level of estimation would be reguired
ts determine a result z2s, for example, in the case of marine, aviaztion
and trensport business and nen-proporticnal reinsurance, the fund
accounting basis is used. All premiums written less claims and
expenses paid are carried forward until a result is determined usually
at the end of three or more years after the commencement of the
underwriting year. Although recognition of profit is delayed where
+his basis is adopted, the prudence concept (see paragraph 1.7.7)
reguires that any anticipated eventual loss should be recognised in
+he financizl szatements as seon as practicaple., As with the deferrad
arnual basis +he balance remzining at the end of the open ysar or
years represents income and outge recorded to date augmented by any
provisions for anticipated deficiencies.

The generzl insureznce underwriting result digclosed in the {financial
statements for an accounting period will comprise the result for the
underwriting year closed at the end of that period, less any
provisions made in eazrlier acsounting periods, together with zny
provisions made during the accounting period for those underwriting
years still regarded 23 open.

The fund accounting basis is also used for all leng-term business.
Premiums, investment income, claims, expenses and other relevant
income a2nd outge items are recorded in the revenue account. The
balance at the end of the accounting period which is called the fund
ig tested for adequacy by comparing it with “he actuary's estimated
valuation of liabilities (see paregraph 1.2.6). This comparison is
made at the end of 2 predetermined valuation pericd. Any surplus
emerging may then be distributed <o policyholders and, if applicabdle,
to shareholiders,

Reinsurance or cession of insusance business does not in any way
reduce an enterprise's primary obligations to its policyheolders or
ceding companies., It will only be possible to show a2 complete picture
of 2n entersprise’s activities in the financial statements where
reinsurance arrangements zre significant if the effect of Those
arrangements on premiums and claims is disclosed. Non disclosure
would in certazin circumstances, give z misleading impression as to the
extent of the enterprise‘'s coverall operations.
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As a generzl rule within an enterprise's records the accounting
treatment of outwards reinsurance should follow the accounting
treatment of the direct or inwards business being reinsured.

True and fair view

For 21l insurance enterprises the financial statements must be drawn
up to show a true and fair view of the state of affairs of the
entarprise taking account of current legislation and relevant SSAPs.
Under the provisions of the Companies Act 1985 paragraph 28(2) of
Schedule 9 the financial statements will be regarded as showing a true
and fair view despite the fact that certain statutory disclosure
exemptions available have been utilised. These exemptions if utilised
override the requirements of any SSAPs. Increasingly insuraznce
enterprises are not availing themselves of these exemptions.

Accounting concepts

In recording the insurance operations and preparing periodic financial
statements four fundamental accounting concepts should be embraced.
These as defined in SSAP 2 paragraph 14, are

(1) ngoing concern®

(1i) "accruals (or matching)®
(iii) “"consistency”

{iv) “prudence”.

Because of their general nature it is presumed that the four
fundamental accounting concepts have been observed in the preparation
of a2 set of financial statements. If this is not the case then
appropriate disclosure must be made.

The four fundamental accounting concepts referred in SSAP 2 do not
have an established relationship with one another. Their relative
importance will vary according to the c¢ircumstances. For general
Business and long-term business accounted for on a basis other than an
annual basis, the prudence concept a2ssumes greater importance whilst
the accruzls concept is less important. SSAP 2 states that when the
accruals concept is incompatible with the prudence concept, <the latter
prevails.

The Going Coneern Concept:

This presumes that the enterprise will continue to operate for the
foreseeable future with no prospect of having either substantially to
reduce the sczle of aperations or to liquidate the enterprise. In the
event that this assumption is not justified appropriate disclosure is
requirsed and the basis on wnich the financial statements arse prepared
will need to be changed accordingly.

The Accruals Concept:

This presumes that revenue and costs are recognised a2s they zre earned
or incurred, rather than when they are received or paid. I% alse
presumes that revenue and costs are matched as far as practicable and
dealt with in the accounting period to which they relate.
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The Consistency Concept:

This presumes that there is consistency of accounting treatment of
like items within each accounting period and from one period to the
next. t does not mean that, once adopted, such treatment must be
adopted indefinitely. Any chaznge in accounting pelicy will reaquire
disclosure and, if significant a2 ocuantification of the change.

Whilst this concept dees not give -ise tc any problems unique to the
insurance industry it does imply the need to disclose any material
changes in, for example, the factors underlying the calculation of
cutstanding liabilities in general insurance business.

The Prudence Concept:

This presumes that revenue and profits are not anticipated until they
have been realised either in cash or in some form of a2sset where <%he
realisable amount can be established with reasonable certainty.

It also presumes that provision is made for all liabilities, whether
known for certain or whether they can be reascnably estimated from the
information available at the time. The prudence concept does not
require the taking of precauticnhary 'margins' in the estimation of
Jiabilities.

Fremiums, claims and expenses

In this paper and uniess the Text reguires otherwise all references to
premiums, ¢laims and expenses are to be taken 2s the zZross amounts,
i.e. before azny deductions for reinsurances or reatrocessions.

Materiality

In common with 33APs the recommendations in this SORP as to accounting
practices and disclosure are the minimum deemed necessary and a-e neot
intended to apply tec immaterial items.
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PART 2 = Definition of Terms

Accounting Period

Acquisition expenses

Claim:

Co-insurance:

Direct business:
General business
premiums

General insurance
business:

Inception of risk:

{General business

only)

Indirect business:

Investment income:

Long-term business
premiums:

A periocd in resgpect of which a revenue account
and/or a profit and loss account is made up,

For general business all expenses that vary with
and are primarily related to the acquisition of
new insurance contracts and the renewal of
existing insurance contracts. For long-tarm
business all expenses that vary with and are
primarily related %o the acquisition of new
insurance contracts.

A claim means a clzim against an insurance
enterprise under a contract of insurance. A& clainm
arises from the occurrence of an insured event,
such as death or disability of the insured; the
maturity of an endowment policy; the destructioen
or damage of property and related death or
injuries; the incurring of hospital or medical
bills or the attainment of pensionable age, and in
the case of long-term business includes the amount
payable on the surrender of a policy.

Where= two or mere insurance enterprises accept a
Tisk in agreed propertions and each insursr is
primarily responsible for lts own portion.

All business where the insurer zccepts primary
responsibility, including co-insurance business.

The charges excluding zny premium taxes made by
the enterprise in return for underwriting a risk,.

Insurance operations other than long-term
insurance business.

A policy or contract of insurance incepts

when the liability <o risk of an insurer
commences and, for this purpase, 2 volicy or
contract groviding permanent open cover is deemed
to commence on 2ach anniversary dats of the
contract.

Business acrcepted as 2 Fesult of a reinsurance
agreement.

Interest, royalties, dividends and renzals
received or recaivable la2ss axpenses incurred in
achieving that inceme (excluding expenses of a
eapital nature} and intersst payable.

The charges made by the entarprise to meet the
liabilities under its in force contracts on the
basis of assumptions with respect to mortality,
disability, investment® rsturn, withdrawals,
expenses, surplus and shareholders' profit (where
applicable}.
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2.13. Mzintsnance

expenses (long-term

business only)

2.14. Non-proportional
reinsurance:

2.19 Premiums written

2.16. Proportional
reinsurance!

2.17. Reinsurence

inwards and outwards
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Insurance operations primarily concerned wit
survival to a stipulated age or on death only.
Such risks insured are predominantly death,
disability and pension business, but also include
permanent health and capitzl redemption business.

Expenses that primarily relate o the
mzaintenance and renewal of existing insurance
contracts.

The reinsurer accepis liability for losses
incurred by the reinsured in excess of an agreed
amount nermally subject To an upper limit.

The aggregate of premiums due for the accounting
period before any adjustments for opening and
¢lesing provisions for unearned premiums.

The reinswrer accepts liability for a proportion
of each loss incurred by the reinsured in return
for the same proportion of the originzl premium,
less commission.

Reinsurance may be on the basis of individuzal
risks (facultative) or particular classes of
business (trezty). The placirz ¢f the risks is
known as reinsurance outwards and the enterprise
inveived as the cedant wiille U+ acsepsancs 0 The
rigks is known ac relnsurance inwards and the
enterprise involved as the reinsurer. Where <the
reinsurance c¢onsists of the placing of inwards
reinsurance which the cedant has already received,
it is known as retrocession and the recipient as
the retrocessicnairce.

An account which shows a financial summary of the
insurance related inflows and outflows adjusted
for opening and closing provisions.

The underwriting year normally means <he
accounting period in which the contract

commencead.
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PART 3 - Summary of Recommended Practice

General business accounting practice - premiums

All premiums are to be recorded in the accounting period in which
they incept. {4.1.1)

An estimate of pipeline premiumg is %o be included. (4.1.1)

Wnen an enterprise uses the "pre debit" method of accounting lapses
are to be estimated. {4.1.1)

If an enterprise receives premiums by instaliments then the total
premium is to be recorded. (4.1.1)

Portfolio premiumsg are to be included with premiums. (4,1.1)

Vhere premiums are received after deduction of commissions then the
premiums 2re to be shown gross. {4.1.1)

Adjustments for reductions in premiums are to be recorded as scon as
they can be foresesn. Increases in a2lready recorded oremiums ars
oniy to be recorded when the incereases ars known with reasconatls
certainty. (4.1.2)

The calculation of the unearned premium provision is te be on a time
apportionment basis unisss, due to the uneveness of the risk, 2 more
appropriate method can be used, (4.1.3)

The unearned premium provision is to be shown before any dsductions
are made for deferred acquisition expenses. (4.1.53)

All outwards reinsurance preniums are to be rescorded in the same
accounting period as the premiums for the corresponding direet or
inwards reinsurance business being reinsured. (4.5.1.)

All premiums z2re to be shown gross. Reinsurance premiums ceded are
to be separately disclosed. (4.5.2)

General business accounting practice - expenses

A clear distinction is to be made between capital and revenue
expenses by means of an internal classification. (5.1.2)

Expenses are to be recorded on an incurred basis. (3.1.8)

Under the annual or deferred annual accoun%ting basis, sxpenses
attributable to underwriting activities should be charged against
inceme over the same period as the premiums are creditaed as earned,
(502-1).

An accurate method of calculating deferred acguisition expenses
should be adopted; with the possible exception of proportional
reinsurance business, the straight percentage method is unacceeptabls.
(5.2.2)
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Under the a2nnual or deferrsd annual zccounting basis expenses
attributable to the clazims activity should be charged in full against
income of the accounting period in which they are incurred. (5.2.5}.

Under the fund accounting basis expenses should be charged in the
accounting period in which they are paid (5.3.1).

Cymenses ghtribuvtables t3 the investment astivities sheuld be charged

agzinst investment income. {5.5)

Corporate azctivity expenses should be charged either to the revenue
account or vo the profit and loss account as considered to be
sppropriate by the enterprise. (5.6)

The individual enterprise should decide in accordance with generally
zecepted accounting practice what constitutes expenditure of a
capital nature and how the expenditure will be treated for
amortisation purposes. (5.7)

General business accounting practice - claimg

Full provision is te be made for all claims outstanding whether
notified or not and related claims handling expenses. (8.2, 6.3)

Amounts recoverzble for salvage and subrogation are to be deducted
from claims outstanding. (86.1.5)

When assessing the amounts reccverable under reinsurance claimg the
security of the reinsr~- is to be considered. (8.1.3)

ross funding as a2n accounting practice is unacceptable (6.4.4),
Transiers are permitted between different classes of business within
the same underwriting vear provided that the ¢lasses are manzged
together and accounted for in the finanecial statements 25 one fund.
{6.4.6)

It is permissible to return to the source of origin a '"top up"
transfer if it is shown that the transfer is not regquired. (6.4.7)

All clazims are to be shown gross. Reinsursnce recoveries are o be
separately disclosed. (8.7.1)

General business accounting practice - unexpired risis

The general finazncial position of the enterprise is %o be taken into
account when zssessing the need for an unexpired risks provision.
(7.3)

Full provision is to be made for unexpired risiks with 2 separate
carry forward of deferred acquisition expenses. (7.3)

General business accounting practice - discounting

Explicit discounting of certain outstanding claims is permissible but
implicit discounting is not acceptable., (8.3.1)
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3.5.2 A conservative rate for discounting should be used. (8.3.2)

3.5.3 A portion of the gross investment income is to be credited to the
revenue account., (8.3.3)

3.8 General business disclosure

The following should be disclosed:-~

3.68.1 The accounting policy adopted for premium recognition and the
provision for unearned premiums. (4.6.1)

3.6.2 The classes for which a fund acsounting basis is used and the time
deferral o profit recognition. (4.85.2)

3.8.3 An znalysis of net premium income. (4.5.3)

3.6.4 The deferred expenses accrual together with the amount of deferred
expenses carried forward. (5.2.3)

3.6.5 The net change in deferred acquisition expenses is to be treataed as a
disclosed adjustment. {(5.2.4)

3.86.86 The policy adopted for capitalising sxpenditure. (5.8)

3.8.7 The accounting policies adopted for claims recognition. (8.8.1)

3.6.8 The amount of any '"topping up" transfers. (6.8.2)

3.8.9 The accounzing policy adopted for setting up a provision for
unexpired risks and its changes from ¢ne financial period <o the

next. (7.4.1)

3,6,10 The accounting policy adopted for discounting claims together with
full details of its operation. (8.3.4 and 8.4.2)

3.7 Long—-term business accounting pracvice - premiums

3.7.1 All non-linked business premiums are to be recorded when due for
payment. {(4.3.1)

3.7.2 0ld unpzaid premiums are to be written off as soon as practicable.
{4.3.1)

3.7.3 Estimates for peasions business renewzl premiums are to be included.
(4.3.2)

3.7.4 Linked business premiums zre to be recorded when received or when the
liability is set up. (4.4.1)

2.7.5% All premiums are to be shown gross. Reinsurance premiums are o bhe
separately disclosed. (4.3.2)

3.8 Long-term business accounting practice - expenses

3.8.1 A clear distinction is to be made betwesn capital and revenue
expenses by means of an internal c¢lassification. (5.1.2)
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3.8.2 Expenses are to be recorded on an incurred basis. (5.1.8)

3.8.3 The acquisition expenses accounting policy is to be compatible with
the policy adopted by the a2ctuary when valuing the long-term
liabilities. (5.4.1, 5.4.,2)

3.8.4 Expenses attributable to the investment activities should be charged
against investment income. (3,5)

2.8.5 Corporate activity expenses should be charged either to the revenue
account or to the profit and loss account as considered to be
appropriate by the enterprise. (35.8)

2.8.6 The individuzl enterprise should decide in accordance with generszlly
accepted accounting practice what constitutes expenditure of 2
capitzl npature and now the expenditure will be treated for
amortisation purpeoses. (5.7)

3.8 Leng~term business accounting practice - claims

2.9.1 Full provision is to be made for all non-linked claims when
notification is received. (6.8)

3.9.2 Linked business clzims are to be recognised when the policy ceases to
participate in the fund. (6.6)

3.8.3 Al claims zre t> be shown gross. Reinsurance clzims a2re to be
separately disclosed, (6.7.1)

3,10 Long-term business disclosure

The following should be disclosed:=-
3.10.1 The zceounting pelicy adopted for premium recognition. (4.8.1)
3.10.2 An analysis of net premium income., {4.6.3)
3.20.3 New premium income figures. {4.6.4)
3.10.4 The policy adopted for capitalising expenditure. (5.8}

2.10.% The accounting policy adopted for clzims recogni
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PART 4 Premium Income

General business amnnual and deferred annual accounting bases

Az the majority of gensral insurance business is for a short (one
year) time perioed, following the accruals concept premiums should be
recorded in the period in wihich they incept (premiums written).
Estimates, where appropriate, should be made in order to comwly with
this basic principle. Pipeline-premiums, i.e. premiums in respect of
risks underwritten and incepted prior to the accounting date but not
entered inte the accounting records until the following pericd, should
be estimated for inclusion in the accounting records of the ingeption
year.

Should an enterprise 'pre-debit' renewal premiums (i.e. debit the
renewal before acceptance) then a lapse rate should be applied based
on previous experience in order to czalculate a provision for premiums
which have been debited but are expected to be cancelled subsequently.

If premiums are to be received by instalments then the total premium
should be recorded, the cutstanding instalments being carried %o
current debtors.

Premiums should include any premium portfolios payable by *he
enterprise, after deduction of any premium portfelios refunded to or
received by the enterprise.

For scme classes ¢of business {e.g. certain marine bSusiness) premiums
are notified and recorded net of brokerage and commission in which
case the premiums should be grossed vp o reflect the deductions {sven
though this may have %o be on an estimated basis).

If premiums are subject to reduction (for example employers
liability)},an adjustment for such reduction which should be related
back to the inception date should be made 25 soon as it can be
foreseen (prudence concept). However where premiums are subject to
increase retrospectively (for example, based on claimsg experience or
declaration of sums insured)}, recognition of potentizl increases
should be deferred unless those adjustments {additional premiums) can
be ascertained with reasonable csrtainty.

Due to the fact that not a2ll the risks incept at the commencement of
the enterprise's accounting period, in accordance with the masching
coencept a portien of the premium representing the perled of risk
relating to subsequent accounting periods should be Transferred to
such subseguent accounting periods (unearned premiums), in crder to be
matehed against possible claims occurring in tha%t accouncting peridod.
(See also unexpirsd risks Part 7) '

Usually the portion ¢f the premium to be car—ied

over to a subsequent accounting period (unearned premiums} is
calculated in proportion to the unexpired period of risk of the polir
or contract. When the risk is expected toc be incurred unevenly wit
the contract period (e.g. risks of a seasonal nature such a2s hail.
frost etc.} a basis other than time apportionment may be appropr”
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In the case of additional and return premiums when calculating the
poertion to be carried over to a subsequent accounting period regard
should be had to the inception date of the policy or contract and the
fact that the period of risk might have already expired.

If the risk underwritten extends for more than one year the total
premium should be receorded and the portion neot relating to the current
accounting pericd should be included within the unearned premium
provision.

Provisions for unezsrned premiums are frequently stated in financial
statements net of deferred acquisition expenses. Premiums earned,
{(that is premiums wriiten adjusted by the unearned premium provision
a%t the beginning and end of the period) therefore also reflect opening
and closing deferred acguisition expenses {(but not the acquisition
expenses incurred in the period). In order to present an undistoried
figure for the unezrned premium provision deferred zcguisition
expenses should De dealt with as a separate item (see paragraph
5.2.3).

When using the deferred annual accounting basis it is not necessary o
reate a specific preovision for unearned premiums at the end of fhe
open year or te estimate pipeline premiums. However the balance on
<he open yezr should be tested for adequacy having regard to estimates
of unrecorded premiums and claimg; if insufficient then it will have
to be “"topped up". (See paragraph 6.3)

General business ~ fund accounting basis

All premiums notified in an accounting period should be recorded in
that peried and attributed to the appropriate underwriting year
account. The basic accounting principles which apply %o the annual
and deferred annual accounting basis apply to each underwriting year.

in the same manner as for deferred annuzl accounting, no specific
provisions are created for unezrned premiums 2%t the end of the open
years and no estimates zre made for pipsline premiums but the fund
should be tested for adeaguacy. Should a *"top up" be required, this
can come {rom the profit and loss account or from a disclosed reserve.
(See paragraphs 5.4.3, 6.4.4, 6.4.5,)

It is essentizl that the balance carried forward<, made up of variocus
underwriting years open and closed, is at all Times sufficient to mest
the estimated future lizbilities.

Long-<erm business - non-profit and with profit (fund zecsunting
pasis)

considerations for the

Premiums, which include ging
= 3, snoulid be recordsd when

granting of immediase and d
due for payment.

prem
~ed annuiti

E

le
fer
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If premiums remain unpaid for a time and are unlikely to be collectad
this will have the effect of increasing artificially the balance sheet
items, unpaid premiums and the long-—term insurance funds. Following
the prudence concept action should be taken to eliminate these unpaid
premiums once identified as such. In order to achieve this the
enterprise should, if policy conditions allow, create a loan to pay
off the unpaid premiums. The loan increases each financial pericd by
the amount of the annual premium until such time as the liability
(surrender value) on the policy, assuming all the premiums are paid,
equals the loan. The pelicy is then surrendered which pays off the
loan. If pelicy conditions do not allow (i.e. non-forfeiture) then
the objective stated above can be achieved either by charging interest
on the unpaid premiums or converting the policy to a paid up status as
soon as practicable,

In pension business when it is impracticable to determine the actual
renewal premium due to time delays a reasonable estimate should be
included.

Long-term business - investment linked (fund accounting basis)

Due to the fact that policyholders receive benefits which reflect the
market/assessed value of the assets underlying the contract, premiums
should be recorded as and when received or alternatively when the
liability is set up. Premiums should be accounted for in the same
accounting peried and consistently with the calculation of the
relavant policy liability.

Reinsurance

Reinsurance premiums payable or receivable, either actual or
estimated, follow the basic principles as outlined in paragraph 4.%.1
for general business accounted for on an annual or deferred accounting
basis; paragraph 4.2.1 for generzal insurance business accountad {or on
a fund basis, and paragrapn 4.3 and 4.4 for long-term business. All
cutwards reinswrance premiums are to be recorded in the same
accounting period as the premiums for the corresponding direct or
inwards reinsurance being reinsured.

In order that the overall size of an enterprise's operation may be
appraciated the totzl amecunt of premiums should be shown including
both direct business and inwards reinsurance business, on a gross
basis. Thz reinsurance cassions should be shown as a desduction thus

isplaying a business retained situation. 1is should apply to both
generzal business and long-term business premiums.

Additional Disclosure

The accounting policies adopted for premium recognition and for the
provision for unearnsd premiums should be discleosed in the financial
statements. Disc¢losure should give a broad understanding of the
method of calculation adopted for fthe principal classes of businsss
transacted by the enterprise. Any change in method must be disclosed
together with a quantification of its effect.

Where for certain classes a fund accounting basis is adopted this
policy should be disclosed together with the classes inveolved and with
the extent of the time deferral to profit recognition.
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4.68.3 &n znalysis of premiums written net of reinsurance into principal
classes and 2o analysis of the aggregate net premiums written into
geograpnical areas should be JdiSclosed,

For both general business and long-term business the enterprise should
determine its own principal classes.

Marine, aviation and transport business accepted in the United XKingdonm
and reinsurance business acceptled in the United Kingdom, may be
regarded as United Kingdom business for tnis purpese.

As regards home/foreign business, it would be acceptable for this o
be inecluded within the generzl classification of "Other Oversaeazs"
business if home/foreign premiums in aggregate are not more than 5% of
the total premium income. In the event that home/foreign business
exceeds this percentage, the enterprise would be expected to aznalyse
the premium income relating to the more material rigsks taken on under
this heading territory by territory leaving the remaining premium
income te be aggregated under the heading of "Other Qverseas".

When long-term business is +transacted there should be disclosed an
znalysis into the pr nc;pal classes of the new annual premiums and the
new single premiums.
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PART 5 Expenses

General

The accounting treatment of expenses incurred in carrying on the
business of insurance depends on thres factors:

1. The nature of the expenses.

2. The activi‘y <o which %he expenses are atiributable.

3. Whether the expenses should be charged against income or
capitalised either as part of the cost of acquisition of an
asset or as a deduction from the proceeds of disposal of an
asset.

Whilst current accounting practice varies, it is recommended in this
statement that a clear, consistent poliecy should be established and
followed based on a distinetion between expenses of a revenue nature
and those of a capital nature. To achieve this distinetion 211
expenses incurred should be classified internally according to both
their nature and the activity to which they relata.

whilst the nature of the expenses incurrasd by insurance enterprises
can be classifiad under certain common broad headings it is a matter
for each enterprise to decide on how these expenses should be
classified for internal management purposes.

It is not intended in this statement to lay down any recommended
classification of expenses for this purpose byt it is felt important,
to ensure a degree of ¢onsistency in treatment between enterprises
that some general guideline is given. A suggested classification is
given in the appendix.

For the purpoese of determining the appropriate accounting treatment,
however, the nature of the activity teo which the expenses are
attributzble should be identified. Such activities can be
conveniently grouped under the following headings:

1. Underwriting: the acquisition and maintenance of
insurance business.
2. Claims, including annuity and other payments to polieyholders.
3. Investment,
4., Corperate,
3. Expenditure of a capital naturs.

The first four headings embrace all expenses of 2 revenue naturs
(including the amortisation of capital expenditure) where the
accounting treatment is bassed on the acceruals and matening conceptis,
i.e. all such expenses should be recorded on an incurred basis and
charged against income on the basis that such 2xpenses should be
matched, so far az practicable, with the corresponding income in the
a2ppropriate accounting period.

Expenditure of a capital nature snould be recorded in accordance with
the accruals concept and dealt with in the accounting peried in which
the expenditure is incurred. Capital expenditure may be either
written off in the accounting period in which the expenditure was
incurred or be amortised and charged against income over the periods
benefiting from the expenditure.
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The basic principle is that all expenses incurred in a particular
accounting period should be recorded in that period with full
provision being made for any expenses incurred but not paid in that
period in accordance with the accrualsz concept.

The accounting treatment of such expenses is then determined by the
basis of zccounting adepted as reflerred to in paragraph i1.3.

Gene~zl business =-annual and deferred znnual accounting bases

Under the annual or deferrs=d apnuel accounting basis, expenses should
be charged against income of the appropriate accounting period in
accordance with the matching concept. This requires expenses
zttributable to underwriting acsivities to be charged agsinst income
over the same pericd a2s the premiums are credited as earned and
necessitates a proportion of such expenses being c¢arried forward from
one accounting pericd to the next. The expenses carried forward are
referred to as deferred acquisition expenses.

An accurate method should be adopted for the caleulaztion of %the
quantum of deferred acquisition expenses %o be carried forward.
Accondingly the calculation should be based on the actual expenses
ineurred in relation to the premiums written for each class of
insurance busipness transacted. It may not be possible to adopt this
mezhod of caleulation for propor<ionzl reinsurance business because
the ceding enterprise when advising the reinsurer of the premium
provision incliudes in that provision an amount for deferred
acquisition expenses. In that case 2 straight percentage of the
premiums should be used to cazlculate the gquantum of the carry-forward.

To avoid masking the actual amount of the uneszrned premium provision
and possibly giving a misleading picture, the amount of the deferred
acquisition expenses carried forward should be disclosed separately
and not deducted from the unearned premium provision. This approach
has the ma2rit of not distorting ratios based on earned premiums
because income and expenses are properly segregated. Conseguently any
acquisition expenses carried forward should be disclosed separately in
the balance sheet.

The net change in deferred acquisition expenses should be treated as a
Gisclosed adjustment to the expense item in the revenue account =hus
showing thne acTual expense amoun® incurred in the revenue aceount.

Expenses attributable to the claims acvivitity should be charged in
full against income of the accounting period in which they are
incurred. There is no allocation to 2 subseguent accounting period
Tor 2 proportion of sush expenses a2s for deferred acguisition expenses
on the grounds that expenses atiributable %o claims are regarded as
wholly incurred in the accounting period in which the incident giving
rise to the c¢la2im oecurred and are thus included in paid clzims and

-

outstanding claims figures, (see parazgraph 8.1.4,)

General business - fund accounting basis

Expenses should ve recorded ana enarged in the accounting period in
wnich they are paid. t is not necessary to make specific provisions
for any expenses incurred but not paid a2t the end of ezch accounting
period and there is no need to allocate to a subsequent accounting



5.4.1

5.4.2

u
n

S.8

S.8

- 20 -

period a proportion of expenses charged in an earlier acsounting
period as it is assumed that by the time the underwriting result is
determined, the period of risk will have expired and zll expenses
attributable to that year will have been incurred and recorded,

Long-term business - fund accounting basis
Non=profit a2nd with orofit

Acquisition expenses incurred on writing new business may exceed the
firs%® anmuzl premium and if so it will be necessary *o finance fthese
expenses in the expectation that they will be recouped from subsequent
gremiums. This situation is taken intc account by the appointed
Actuary when he values the pelicy liabilities.

In some instances the Actuary adepts different principles resulting in
acquisition expenses being regarded as a disclossed balaznce sheet item
and ameortised according to a predetermined set formula.

The aczounting for acquisition expenses and whether or not they should
be deferred should be compatible with the pelicy adopted by the
Actuary when valuing the long-term policy liabilities.

Investment linked

Due to the fact that pelicyholders receive benafits based on assets
acquired the acquisition of wihich is dependent upon the contractual
net resources available, there should be no deferral of acqguisitien
expenses and the accounting therefor should be compatible with the

pelicy adopted by the Actuary when valuing the relevant liabilities.

investment

Expenses atiributable to the investment activities, i.e. those
relating to the buying, handling, holding and selling of all types of
investments together with staff and office costs etc. should be
charged against the investment income wherever shown. 3Stamp duty,
brokerage etc., which are regarded as part of the capital cost of the
investment, zre excluded from the charge against investment inconme.

Corporate expensses

Corparate zotiviiy expenses should e charged eithsr to the revenusa
account or to the profit and loss account as considered to he
appraprizte by the enterprise.

Capital expenses

It should be left ¢o the individuzl enterprise o decide in accerdance
with generally accepted accounting practice what constivutes
expenditure of a capitzl nature and how the expenditure will be
treated for amortisation purposes.

Additional disclosure

The pelicy adopted for capitalising expenditure should be disclosed and
the items to which the policy refers stated. If the enterprise does
net classify any expenditure as 2f 2 capital nature then this fact
should be disclosed.



PART 6 Claims Arising From Insurance Contracts As Regards Insurers

6.1.1 Clzims Incurred

In accordance with the aceruals or matching concept when accounting
for incurred claims on general insurance business it is essential to
ensure that an insurance enterprise charges against the revenue of an
accounting period the total estimated ultimate cost of settling all
claims arising from events which have cccurred up to the end of that
period whether or not reported by that date. The charge will
accordingly include 211 amounts paid including claims handling
expenses (see paragraph 8.1.4) during the period whether rela%ting o
¢laims arising from events occurring during that period or previous
pericds. Full provigion should be made a2t the end of the periecd for
the estimated ultimate cost of all claims not settled at that date,
whether arising from events occurring during that peried or ezrlier
pericds and whether or not notified before the date on wihich <he
records are closed.

The charge for the accounting period will accordingly reflect any
differences between payments made during the period relating to eventis
occurring in previcus periods and the provision mada at the end of the
previous periecd. It will also reflect any differences betwesn the
provision made 2T the end of the periecd for claims still ungeciled
arising from evenits oscurring in previous periods and the
corresponding provision av the end of the previous periocd.

Adjustments for claims portfolios azssumed or transfarrad should be
included with claims incurred.

Tor long~term insurance business, the same basic principle applies
although the accounting treatment is based on a distinction between
the provision necessary at the end of an accounting period for
unsettled claims which have been notified and those which have not. A
specific provigion is made for the former whilst the latter are
included in the actuarial valuation of liabilites.

6.1.2 Claims Qutstanding - Revorted

The amount provided for seviling 21l reported claims arising from
events wnich have occurred befors the end of tThe acqounting period
should ve based on the estimated ulzimzte cost at which the clzims zre
expected to be settled less amounts already paid in respect of these
cizims, This shouléd take in%o atcount the levels of inflation and
other Tactors such as increases in court awards affecting different
categories of claim. In longe-term business as the amount of the clzim
ig predetermined it will not be necessary to take account of
inflation.

This provision is necessarily the result of a series of estimazes and
Judgements wnich should be bzsed on individuzl czse estimates,
statistical calculations and management judgement, as considered
appropriate. The provision should be crsated as accurataly es
possible, naving regerd *to prudent 2ssumptions about the level at
which claims are expected to be settled. The provision for claims
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outstanding will include an amount for the additional costs expected
to arise on claims settled prior to the and of the accounting seriod
but which it is anticipated will be recpened.

An enterprise may consider it appropriate to discount some of its
general business claims cuustanding. See Part 8,

Claims Qutstanding - Incurred But Not Revorted (IBNR)

An amount should be provided for the estimated ultimate cost of claims
incurred but not reported to the enterprise by the end of its
accounting period. The provision should be created as accurately as
possible based on a numper of factors, such a2s historical experience,
changes in the nature and amount of business written, itrends in claims
frequency and variations in averzge incurred cost per claim, inflation
and the latest available information at the time of the preparation of
the financial statements.

The provision should be included within the c¢laims outstanding
provision.

Claims handling expenses

Any expenses associated directly or indirsetly with paid ¢laims should
be included in claims incurred.

Claims handling expenses comprise two elements, direct and indirect.
Direct expenses are those which are Deadily identified to a2 particular
¢laim (such as legal, medical, surveying and engineering fees).
Indirect sxpenses are all the other expenses of running a clzaims
operation which are not readily identifiable to specific claims,

Both direct and indirect expenses relate to policies previously
written. Therefore following the accruals concept these expenses
should be provided for in the accounting peried in which provision is
made for the associated claims. TFor direct expenses full provision
should be made., Tor indirect sxpenses, as it is not always possible
to achieve a precise matching with the relevant claims an estimated
amount should be included in the provision recegnising that some
indirect expenses have already been incurred and therefore will not
have to be included in the provision.

is provision should be included within %the claims outstanding
provision.

Recoverable amounts

In setting up claims provisions and recording claims payments any
amounts receivable or received as a direct result of obtaining the
legal ownership of insured property or acquiring the rignts of the
policyholder against third parties following the settlement of 2 ¢lainm
should be taken into account, {salvage and subrogation}).

Where reinsurance contracts have been entered into, recoveries for
claims should be recorded including estimates where appropriate. The
security of the reinsurer should be considered when assessing the
TecOvVery.
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General business - annual accounting basis

At the end of the accounting period full provision should be made for
211 clajims outstanding, whether notified or not, together with
at<ributable claims handling expenses.

Senerzl busines3 - deferred annual accounting basis

At the end o¢f the open year the net balance arising will be tested fer
adequacy against the estimated future unrecorded income and outigoe,
ineluding attributable claims handling expenses. If the net balance
is foungd to be insufficient it will have to be "topped up" by a
wransfer from profit and loss account or from a disclosed reserve, As
the resultant net balance will cover the future estimated settlemants
there will be neo necessity to set up any additional claims provisions.

At the end of the closed year full provisicn must be made for zll
claims outstanding and atiributable claims handling expenses.

General business - fund accounting basis

Although the fund accounting basis results in the deferring of the
recognition of any profit attiributable fo the business until +the
account is "closed”, the prudence concept requires that any
anticipated eventual loss should be recognised in the financial
statements a5 soon as T can be foresean. As with the deferred amnual
accounving basis, the net balance at the end of the copen year will be
tested for adequacy against the estimated future unrecordsd income and
outge including attributable clzims handling expenses.

It is essential that the balance carried forward in the fund is at 211
times swificient to meet the anticipated future liabilities and if,
therefore, the fund carried forward at the end of an accounting period
is deemed to be insufficient to meet the anticipated liabilities
arising from such business, it will be necessary to "top up" the fuad.

The amount required to "top up" a fund would normally be transferred
{rom The profit and loss account. It is, however, acceptable for such
transfers to be mads from a reserve provided +ha%t the source and the
amount are disclesed.

The essence of accounting ocn a fund basis is tha®t because of inherent
unservainty, credit should not be tTaken to profit and loss for an
estimated surplus until <the account is closed, (the prudence concept).
< therefore follows that eross-~funding as described in Daragraph
€.24.5 undermines the whole purpose of fund accounting =2nd as an
accouhting practice is unaccectable,

The practice of cross-funding involves the sstiing off of an
estimated surplus esgazinst an estimated deficisncy between classes of
business separately accounted for on a fund basis,
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Cross-funding ¢an arise in the following circumstances :

(i) Where the balance of a fund at the end of an underwriting
year for one ¢lass of business is deemed to be more than
sufficient to meet the anticipated liabilities for that class
of business and the estimated surplus is regarded as
available for offset against an estimated deficiency at the
end of the same underwritiag year on a diffsrent class of
business. This can be described as cross—-funding within the
same underwriting year.

(ii) Where the balance of a fund at the end of 2n underwriting
year for c¢ne class of business is deemed to be more than
sufficient to meet the anticipated liapilities for that class
of business and the estimated surplusg is regarded as
available for offset against an estimatad deficiency on
either the same class of business or a different class of
business at the end of a different underwriting periocd. This
can be described as cross-funding between different
underwriting years.

It igs acceptable to make transfers between different classes of
business within the same underwriting year provided that the different
classes of business are managed together and accounted for in the
financial statements as one fund. This is not regarded as ¢ross-
funding,

witere a fund has been "topped up" in an accounting pexiod for an
underwriting year and at the end of 2 subsequent accountiag period it
is evident that the amount transferred to augment the fund for that
underwriting year was excessive, a transfer may be made out of the
fund for that underwriting year of an amount up o but not exceeding
the amount transferred into the fund up to the end of the previous
accounting period. Such a transfer may be made either to the profic
and loss account or to the reserve devending upen which source
provided the transfer.

Long-term business non-profit and with profit-fund accounting basis

The accounting liazbility for claims outstanding relating to non-profit
and with profit insurance contracts should be accerued when the insured
event occurs or is notified. Where admission of the claim Terminates
the liability under the long-term policy the accrual should be
recorded consistently with the removal of the particular policy Irom
the actuarisl valuation of policy liabilities.

Where a claim is payable 2nd the pelicy remains in force as arises
under 2 continucus disability poiicy or in the setitlement of an
annuity contract the amounts due for payment should be treated asg
claims payable. The remaining liabilities should be included in the
actuarial liapility.

The liability taken up for claims outstanding should be based on the
estimated ultimate cost of settling the claims including where
appropriate claims handling expenses,



6.6

6.7.1

6.8.

6.8‘1

6.8.2

- 25 -

Usually it will not be necessary to set up a separate IBNR claims
provision as until recorded as a claim the liability will be included
in the actuarial valuation of liabilities.

Long-term business investment linked fund accounting basis

The recognition of claims paid under investment linked business should
be accounted for at the time when the policy cezses teo participate in
the fund.

Reinsurance

If reinsiirance recoverigs are offset without disclogure agains: the
claims <to which they relate an incomplete picture will emerge, as the
totality of the c¢laims, for whieh the enterprise is lisble, will not
be displayed. Therefore z2ll clzims in the revenue account should be
shown on a gross basis. The reinsurance recoveries should be shown as
a deduction giving the business retained position. This is consistent
with the recommended accounting practice for premiums and applies to
both general business and long-term business.

Additional Disclosure

The accounting policies adopted foir claims recognition should be
disclosed and should include a ¢lear indication of the polisies
adopted with regerd to:

- ZBNR

- Claims handling expenses

- Salvage and other recoveries

- Allowanee for increases in ¢laims costs, e.g. future inflation.

The amount of any "topping up" transfers to open years - this applies
to generzal business accounted for on a deferred annual or fund basis.



7.1

7.2

- 20 -

PART 7 Unexpired Risks

If it is anticipated that the enterprise will incur operational losses
during the unexpired pericd of risks on its existing insurance
contiacts, then, following the prudence concept, it will be necessary
to ¢reate an unexpired risks provision additicnal to the claims
provision and the unearned premium provision.

The question of whether or not toc set up an unexpired risks provision
should be viewed from the enterprise's general financial position and
not purely from that of the insurance class. If an enterprise has
subsidiary enterprises then these should be viewed as independent
enterprises and treated accordingly.

When considering the necessity for an unexpired risks provision it
would be in accordance with the accruals conecept to recognise that
premium inceme is not the only scurce of revenue generated by
underwriting., Therefore it is permissible to take account of the
investment income on assets representing all the ftechnical funds in
the caleulation ¢f the unexpired risks provision. Where an enterprise
discounts some of ifts claims outstanding then the investment income af
the assets hypothecated to the discounted c¢laims should be excluded
Tom the calculation of the unexpired risks provision.

Deferred acquisition expenses should also be consideirad wnen setting
up a provision for unexpired risks. Basically, there are two methods
of presenting the amount of the provision for unexpired risks

- the shertfzall in the unearned premium provisien is {irss
recognised by writing off. deferred acquisition expenses to
revenue account and, if the shortfall is greater than ths
unamortised acquisition expenses, a provisicn is made for the
exXcess; or

- a provision is made for the whele of the shortfall including any
unamortised deferred acauisition expenses (and dsferred
acquisition expenses are carried forward separately).

The first alternative is based on the theory that, where The recovary
of deferred expenses is in doubt, this should be recognised in the
financial statemsnts by writing off these expenses before any
additional liabilitiss are recorded. The second zlternative is bpased
cn the theory that, just as the provision for unsarned premiums and
deferred acquisition expenses ars separate (but related), defarred
acquisition expenses and the possipilifty of an overall loss arising
are separate {but related); accordingly, they should be accounted for
separately in the financial stasements as the additicnal liabili<ies
are not directly related to the expenses deferred but arise from
independent circumstances. The second alternative has the merit that
income and expenditure are properly segregated and, unlike the first
alternative, it does not result in distortion of the ratioc of clzims
and expenses to ezrned premiums.
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Therefore when an unexpired risks provision is set up provision should
be made for the whole of the unearned premium provision shortfall
including any unamertised deferred acquisition expenses. Deferred
acquisition expenses are to be carried forward separately.

Additional Disclosure

The accounting policy adopted for the provision for unexpired risks
should be disclosed as also should the amount and its changes from one
accounting period to the next.
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PART 8 — Discounting

Current Practics

For the great majority of insurance enterprises current accounting
practice for general insurance business c¢laims outstanding and
attributable claims handling expenses is that thsy are provided for in
full at estimated ultimate settlement cost, Accordingly the provision
allows for increases in claims costs between the date at which the
financial statements are drawn up and the dats of astual settlement
but does not anticipate the future return from any investments held.
As 2 result this futures investment return provides a margin which is
available should the claims development prove to be more adverse than
expected. A minority of insurance enterprises employ discounting
techniques for some classes such zs workars' compensation.

There is a distinction to be drawn betwesn general insurance business
claims and long-term inswurance business claims. In the case of
general insurance business, policies will normally specify the type of
risks insured against and the maximum amount of cover provided. The
amount off a claim under such z policy will not be certain but will
depend upon the circumstances giving rise to the claim. There can be
eceonsiderable uncertainty therefore as to the actual liability in
respect of 2 claim until all the relevant information has been
collated., 2o the interim period it will be necessary to estimate %the
amount of the liability based upon available information including the
anticipated settlement date.

By contrast, long-term business insurance policiss are more csrtain in
their terms both as regards the risks that are insured against and the
amount of cover provided which is often quoted in absclute terms, In
many instances the claims settlement date will also be known. Under
these circumstances the ultimate amount of the liability under g
policy can be determined with a rezsonable degree ¢f accuracy. It is
possible, and appropriate, for the liability to be determined during
the course of the policy by discounting the ultimate lizbility to a
present day value by making due allowance for subsequent income {lows.
Due to the fact that for long-term bHusiness claims will oftan be
distant future events and future income flows will be significant, Lt
is not pessitle for the Appeinted ActTusry to astimata properly for
long-term businesgs liapilities without discounting. Thes Appointed
Actuary undertakes this function in his valuation of the long-tarm
buginess liazpilities and in his assessment of the adequacy of the
long~term business fund to meet those liabilities

The Issues

The arzuments which ars omployed 2zgainst discounting of general
business clzims provisions emanate mainly from 3SAP 2 which sets out
the basic concepts of acecounting, one of which ig prudence. Prudence
dictates tha% the liability to be provided for sheuld be the full
amount expected to be paid in the future and that any diminution of
this amount would be tantamount teo a2n anticipation of profit, which is
contrary to the concept. It iz also true that in many cases estimatss
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of the +ime when payments will be made, a2s well as the amounts which
will be payable, are so uncertain and speculative that discounting of
eclaims cannot produce a more accurate figure than providing for the
expected full amount at the outset. The principal arguments for
discounting are that it would be inconsistent o recognise as an
expense *the anticipated effect of inflation and settlement trends on
eclaims but not o recognise also the offsetting effect of the {ime
value of money and that by not discounting, secret or hidden margins
could be created to the detzriment of current shareholders. There is 2
view that discounting is not an anticipation of profit in the terms of
SSAP 2 because there is a fundamental difference between the premature
inclusion of a source of profit or income in the profit and less
account and the techniques used in establishing the gquantum of a

liability.

In practice, the time taken to devérmine and setile 2 clzaim can vary
from weeks in, for example, 2 case of materizl damage To twenty yezrs
or more in, for example, the case of indus%rial disease. Turthermore,
some claims such as those for workers' compensation give rise to
liabilities payable a2t regulzr intervals over pany years. Where
claims are notified, agreed and setiled in a comparatively shoert time
pericd (for example motor claims not involving personal injury)
discounting is unlikely to produce any significant financial effect.
However, where the notification of eclaims, their agresment and
setilemant is spread over 2 considerable periocd of time, the payment
patterns and ultimate expenses zare fixed or rezsonably determinable
and there is a soundly based evaluation of the amount and timing of
the clzim, a case can be put for discounting these liabilities to
ref.ect aznticipated future invesiment income, by recording claims
provisions znd provisions Zor claims handling expenses at the present
value of anticipated cash payments.

Recommendztions

There should be no bar on explicit discounting of general business
claims, if the amougt of +he liabilivy and the payment date can be
determined with reasonable certaintv, (the choice of whéther or-not to
discount to be left to the enterprise). Implicit discounting, i.e. an
accounting practice which places z presert day vaiue on a2 provision
for an outstanding claim without disclosure of that fact, is not

asceptable 25 iv conflicts with basic z2ceounting principles.
—— ————L . = *

The rate used for discounting lizbilities should not exceed a
conservative estimate of the long Term rate of investment income which
the enterprise considers is most likely to De esarnsd on itTs investment
portiolio. The rate is unlikely to exceed the rate tThen bzing szrned
en its existing porzfolio.

A portion of the befere =ax inv05'm°nu income compatible with *He

Tiscount factor snould De credlted <he reveﬁue account (ra har than
to profit and loss accouni} and seDarauely d¥scissed. It is argued
that 2 before tax portion shoEIE*BE“useﬁ TETIEYT ehan an alfter tax
portion a2s 21l the other items in the revenue account =rz2 on 2 before
tax besis, and this accords with the consistency concept. IT there is

no credit of investment incomz the increzse in claims 2nd direct
claims hendling expenses in succeeding accouniing periods will impose
2 strain on revenue arising from the increazse in ¢laims lisbilities as
they approach the anticipzated settlement dates.
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8.3.4 The accounting policy adopted for any discounting of claims
outstanding and direct claims handling expenses should be disclosed in
the financial statements. In particular, disclosure should be made

of:

- ‘the classes or groupings of business involved;

- the methods a2pplied, incliuding

= ‘the range of discouust rates used;

= the period of years over which the significant majority of
claims are expected to be settled;

- the treatment of the attributable investment income.

8.4 Conseguences of Discounting

8.4.1 1If enocugh statistical dataz is available it may be possibls to utilige
discounting techniques, where a deferred annual or fund a2ccounting
basis is used, for the purposes of determining whether or not the
halance carried faorward is adequate to cover all future obligations.
However, whilst disgounting may be utilised so as to demonstrate that
there is no need to ‘top up' from profit and loss account or irom a
disclosed reserve, discounting must not be used zs 2 basis for
transferring surpluses fq profif and loss before the expiry of the
Egg;gg_gdggged for profit recognition. ,This is in accordance with the
Prudence concept whereby no anticipation of profit is permitted.

8.4.2 Where techniczl nravisions are discounted, it fcllows that reinsurance
ceded should alse be discounted so that the overall effect of
discounting on the results reflscts the 'net account'. Disclosure
should be made in accordance with paragraph 8.3.4 and c¢an be combined
with the claims infcermation.
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PART 9 = Legel Requirements In Great Britain

Section 257 of the Companies Act 1985 permits insurznce companises To prepare
gecounts in compliance with Chapter II of Part VII of and Schedule 9 to +the
Companies Act 1985 instead of Chapter I of Part VII and Schedule 4 of zhat
Act.

Paragrapn 28{(1) of Schedule ¢ grants certain disclosure exemptions to
imsurance companies. Paragraph 28(2) of Schedule 9 provides that %he
accounts of a company shall not be deemed, by reascn only of the fact that
they do not comply with any requirement of Part I of that Schedule from which
the company is exempt by virtue of Paragraph 28, not to give the true and
fair view required by the Companies Act 1985.
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APPENDIX

Sugzested Classificaticn of Expenses

Underwriting expenses: the acquisition and maintenance of insurance
business.

Expenses that vary with and primarily relate to the acquisition of
new insurance contracts and the maintenance and renewzl of existing
insurance contracts including reinsurance contracts. For example :

Commission.

Advertising.

Salary costs and related expenses of sales, sales
administration, underwriting staff and renewal departments
including supervision and recruitment.

Qffice cousts - heat, light, telephene, staticnery, space ete. of
above.

Computer usage charges.

Inspesticn fees,

Medical faes

Premium Taxes less recoveries.

Claims, including annuity and other payments <o policyholders.

Direct and indirect expenses relating to the negotiation and
settlement of claims for example :

Legal and survey fees connected with claims.

Salary costs and related expenses of c¢laims handling staff
including supervision and recruitment.

Office costs - heat, light, telephone, staticnery, space etc,
of above,

Computer usage charges.

Investment

All expenses relating to the buying, handling, holding and selling
of all types of investments, including staff involved, their office
space, computar hsage atc., excluding stamp duty, brokerage etc.,
which are regarded as part of the capital cost of the investments.
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4, Corporate activity.
Expenses which do not £211 inte 1, 2, or 3 above, for example:

Audit fees.

Directors' fees aznd expenses.

Genergl management and support staff, salary costs and related
expenses.

Qffice costs - heat, light, telephone, stationery, space etc.
of above.

Computer costs if appropriate.

Centrazl financing chaxrges.

Shareholders'/proprietors’' /members' meetings.

S. Capital.
Expenses deemed to be of a capital nature for examnle

Computers and periphsral eguipment.
Motor vehicles.

Printing machinery.

Centeen eguipment.

Telephone axchanges,

Major items of office machinery.

Asgociation of British Insurers
23rd December 1985
Reference: T/700/001



