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Product Terminology

Annual Renewable Term Insurance
A form of Term Insurance where insurance cover is provided for one year at a time, but the life insurer guarantees to extend the cover on payment of the appropriate premium. Premiums increase with age, reflecting the increasing mortality risk. The life insurer may review premiums at any time, but can only change premium rates for a whole class of business.

Annuity
At its most simple, the policyholder pays a premium and receives in exchange a series of regular payments. Annuity premiums can consist of a single payment or a series of payments. The payments to the policyholder may occur:

· over an agreed period of time, but ceasing on earlier death (“term annuity”),

· with a guaranteed minimum term (“term certain”),

· or until death (“lifetime”).

Death may be that of the policyholder, or the later of the death of the policyholder or their spouse (“joint life annuity”). Payments may be fixed or may increase with inflation. Term annuities may include a balloon payment at maturity. Under an ‘allocated annuity’, the policyholder bears the investment risk but the life insurer bears the mortality risk.

Bonus
A mechanism for adding the policyholder’s share of investment earnings and profit to a participating insurance policy (eg. Endowment or Whole of Life). 

Bonuses are generally accumulated and paid out on death or maturity, though they may be cashed in earlier for less than face value.

See Reversionary Bonus and Terminal Bonus

Capital Guaranteed
Insurance savings products that behave like a bank deposit, where the account balance (net of fees) increases with credited interest and is guaranteed not to reduce. Some products guarantee a minimum crediting rate. 

Shareholders bear the risk if investment markets fall and future crediting rates cannot be reduced sufficiently to recover losses.

Critical Illness
‘Annual renewable’ insurance that provides for a payment if the life insured suffers a specified illness or event (eg. heart attack, stroke, serious burns).

Deferred Annuity
An annuity policy where payments to the policyholder do not commence for some years (eg. from age 65).

Disability Insurance
A policy under which an income benefit is paid while the life insured is disabled and suffers a loss of income. Benefit commences after an agreed waiting period and continues while the life insured continues to be disabled, for a specified maximum term or to an agreed age.

Endowment
A policy providing for payment of the sum insured to the policyholder on a specified date or earlier death. 

An endowment policy combines elements of risk insurance and savings. It may be participating or non-participating.

Immediate Annuity
A single premium annuity policy where payments to the policyholder commence immediately.

Insurance Bond
A single premium investment policy, similar to a term deposit except that it is generally open-ended.

Investment Account
A Capital Guaranteed investment product. Investment earnings are added to the account balance via a ‘smoothed’ interest crediting rate.

Investment Linked


Insurance savings products where the investment risk is born by the policyholder (like a unit trust). An adjustment to the account balance is made, with unit prices moving fully in line with underlying investment markets (generally ‘unitised’).

Investment linked business is non-participating because the policyholder does not share in the profits of the business.

Investment Policy
A single or regular premium unbundled savings policy.

Lapse
Where a policyholder discontinues paying premiums on a policy and the policy ceases (see Persistency and Surrender)

Life Insured
The person upon whose life the insurance policy is based. Benefit payments depend on what happens to the Life Insured, not the Policyholder (though they are often one and the same).

Maturity
The end date of an investment or traditional policy, when the benefit is payable.

Morbidity
Relating to illness or disability.

Mortality
Relating to death; ‘mortality tables’ show the proportion of lives at each age who are expected to die in the course of a year.

Non-participating
A policy where the policyholder does not share in the profits of the business.

Paid Up
Where future premiums have ceased, but the policy remains in force. For an endowment or whole of life policy, the sum insured will be reduced. For unbundled policies, the account balance will just grow at a slower rate.

Participating

(Par)
A policy where the policyholder shares in the total profits of the business (Expenses, Mortality and so forth in addition to the investment return). Profits are ‘smoothed’ and on traditional policies are added to the sum insured by way of bonus.

In most countries, the shareholder cannot take more than 20% of the profits, with the remainder being allocated to policyholders. The shareholder bears all of the losses once minimum guaranteed benefit levels are reached. 

Persistency
Relates to the proportion of policies that remain on the books each year, as opposed to ceasing via lapse or surrender.

Policyholder

Or Policyowner
The owner of the policy. The Policyholder may nominate a different Life Insured for purposes of determining benefit payments, eg. a company (the ‘policyholder’) may take out a policy on a key employee (the ‘life insured’).

Reinsurance
An arrangement whereby the insurer passes some of the policy risks to a third party.  For example the insurer may retain $250,000 of death cover on any one life and pass any excess to a reinsurance company.

Reversionary Bonus
These bonuses are added to a policy annually, and paid on death or maturity. Expressed as a % of the Sum Insured or accumulated bonuses, or a combination of both.

Once added to a policy, reversionary bonuses are guaranteed (in the event of death or maturity, though a reduced amount is paid on earlier surrender).

See also Terminal bonus.

Risk Business

Risk Policy
Insurance products that contract to pay an amount in the event of the death, disablement, etc. of the life insured. They have no savings element.

Refer Term Insurance, Disability Insurance and Critical Illness Insurance.

Sum Insured
The amount that the life insurer contracts to pay the policyholder in the event of a valid claim under the policy.

Surrender
The policyholder may surrender a policy by ceasing to pay premiums and requesting to be paid the current value of the policy. Insurance cover will cease.

Surrender Value
The amount payable on the surrender of a policy. The surrender value may be less than the face value of the policy, reflecting the payment being brought forward and/or the recovery of deferred acquisition costs.

Terminal Bonus
These bonuses are added to the policy at maturity or death. Expressed as a % of the Sum Insured or accumulated bonuses, or a combination of both.

Not guaranteed, and may be varied by the life company from time to time.

See also Reversionary bonus.

Term Insurance
Insurance products that contract to pay an amount in the event of the death, disablement, etc. of the Life Insured within an agreed period of time. 

Policyholders receive nothing if the life insured survives the period of insurance without being affected by the insured risk. There is no surrender value.

Traditional Policy
Endowment or Whole of Life policies, where life insurance and savings elements are offered within the one contract.

Unbundled
Refers to the separation of the risk insurance and savings elements, which traditionally were combined within a policy. Fees are explicit.

Underwriting
The process of “screening” applicants for life insurance policies, to ensure they are in reasonable health or that the amount of insurance is not excessive relative to the expected financial loss.

Unit Linked
See Investment Linked

Whole of life
A policy providing for payment of a guaranteed sum insured on the death of the life insured. Part of the premium funds a surrender value.

Similar to an endowment policy with a maturity age of 90+

Structure & Accounting

Acquisition costs or expenses
The administrative and selling costs incurred in writing a new policy. 

Under MoS, acquisition costs (to the extent they are recoverable from future premiums) are deferred and written off over the expected life of the policy.

See Deferred Acquisition Costs.

Best Estimate Assumptions
A set of assumptions reflecting the Actuary’s best estimate of future experience, covering such issues as persistency, claims, expenses and investment returns. 

Theoretically, best estimate assumptions include no prudential margin and are equally likely to overstate as understate the eventual outcome.

Best Estimate Liability (BEL)
The liability resulting from a valuation of all future policy cashflows (such as premiums, claims, expenses, etc.) based on Best Estimate Assumptions. 

Deferred Acquisition Costs (DAC)
Acquisition costs that have been incurred but not yet expensed as they are considered to be recoverable from future premium allowances or policy charges.

Under MoS, DAC is treated as a negative policy liability rather than an asset. (Note US GAAP shows DAC as an asset.)

Distributable Profit
The amount of profit that can be distributed to shareholders.

MoS profits may not be fully distributable as the life company is constrained by the need to meet Capital Adequacy requirements or, conversely, the life company may be able to return capital as well as profits on a class of business in run-off.

Margin on Services
(MoS)
The methodology used by life insurers in Australia and NZ to determine policy liabilities for profit reporting purposes. 

Profits are progressively recognised as income is received and the associated service is provided. An essential underlying service is identified (the Profit Carrier). Profit is recognised as a ‘margin’ on this service (hence “margin on services”). Unearned profits are included in the MoS Policy Liability. 

MoS Profit
The profit emerging from a set of accounts prepared on a Margin on Services basis.

If experience is as planned, MoS profit will comprise Planned Margins plus investment income on shareholder capital and retained earnings.

MoS Policy Liability
The policy liability determined on the Margin on Services basis. 

Comprises the Best Estimate Liability plus the Value of Future Profit Margins

Planned Margin
The profit margins expected to emerge during a particular accounting period

Profit Carrier
The underlying service that is used to spread the MoS Profit (for example claims for risk business and annuity payments for immediate annuities).

Profit Margin
MoS requires the actuary to determine the expected profit (in NPV terms) of each year’s new business. If positive, it cannot be booked until it is earned.

Profits are deferred by attaching them to a suitable Profit Carrier.

Shareholders Fund
The assets and liabilities of a life company that are not assets or liabilities of a Statutory Fund.

Statutory Fund
The Life Insurance Act requires separate records to be kept relating solely to the life insurance business (or part of that business) undertaken by a registered Life Insurance company. ‘Statutory Funds’ are established for this purpose. 

On a winding up, policyholders have a preference over other creditors in respect of the assets in the Statutory Fund in which the policy is recorded. If there is a shortfall in a statutory fund, policyholders in that fund will rank as ordinary creditors against any other statutory funds that may have a surplus (ie behind policyholders in those other funds). Similarly, they will rank as ordinary creditors for assets that not attributed to a statutory fund.

Value of Future Profit Margins
The value of unearned profits (corresponding to services not yet provided).

A component of the MoS Policy Liability – margins are held within the policy liability until they are ‘earned’, when they are released via the P&L account.

Capital Management Terminology

Asset and Liability Matching
The extent to which assets supporting policy liabilities correspond to the nature and term of those liabilities. 

Alternatively, the process by which such correspondence is attained. 

For example, cashflow matching would consider the profile of cashflows emanating from both sides of the balance sheet and test the change in values under the assumption of a movement in the yield curve.

Capital Adequacy
(Cap Ad)
The Australian Capital Adequacy Standard defines the minimum level of capital that a life company should hold to meet its obligations and the reasonable expectations of policyholders -

· in the context of an ongoing concern, 

· given a range of adverse circumstances (based on company’s own risk assessment within a specified band), 

· allowing for discretions available to the company (eg. reduce policy benefits if markets crash, increase policy charges if expenses or tax rates increase).

The company can only pay dividends from excess assets above the Capital Adequacy Liability.

Capital Adequacy Liability 
The policy liability calculated according to the Capital Adequacy Standard.

Margins are applied to the best estimate assumptions in order to arrive at a conservative valuation. Additional capital is required to cover resilience reserves, inadmissible assets and new business financing requirements.

Inadmissible Assets
The full market value of certain assets may not be admissible for prudential reserving purposes, - for example assets whose value is dependent on the continuation of the business. 

Additional capital may also be needed to cover concentration of risk and to avoid double counting of prudential capital in subsidiaries.

New Business Reserve
A component of the Capital Adequacy Liability, providing for additional capital so the business will still meet Solvency requirements after allowing for the strain of new business acquisition expenses over the next 3 years.

Resilience Reserves
The capital held under the Capital Adequacy and Solvency Standards to cover any ‘mismatch’ between assets and liabilities in the event of a movement in interest rates or fall in equity values.

Solvency
The Australian Solvency Standard defines the minimum level of capital that a life company should hold to meet its guarantees and obligations -

· in the context of a winding-up (as opposed to the going concern basis of Capital Adequacy),

· given a range of adverse circumstances (prescriptive basis),

· allowing for discretions available to the company (eg. reduce policy benefits if markets crash, increase charges if expenses or tax rates increase).

Solvency Liability
The policy liability calculated according to the Solvency standard.

Statutory Reserves
or Statutory Liability
Generic term for policy liabilities determined on a local ‘statutory’ or ‘regulatory’ prudential reserving basis. Akin to Australian Capital Adequacy or Solvency in principle.

Target Surplus
The amount of assets in excess of the Capital Adequacy Liability that the insurer deems necessary to hold to -

· meet working capital requirements, and

· provide a buffer to enable capital adequacy to continue to be met in the normal course of events, allowing for the volatility of the business (such as fluctuations in investment earnings and claims), and
· demonstrate financial strength.

Working Capital
See Target Surplus

Valuation Terminology

Appraisal Value
(AV)
A valuation of the life insurance business, including a value attributed to the infrastructure of the business (goodwill). The latter is measured as the value expected to be derived from future sales.

Appraisal Value = Embedded Value + Value of future New Business

Embedded Value
(EV)
A valuation of the business currently on the books of the life company. Capital is discounted* to the extent that it is tied up supporting the business.

*
discounting arises if the risk discount rate is greater than the expected investment earnings on the supporting capital

EV consists of Net Worth plus Value of Inforce Business
EV may also be presented as Net Tangible Assets* plus Value of Inforce Business – in this case the former includes prudential capital (at face value) while the cost of tying up the capital is deducted from the latter.

Net Worth
(NW)
The amount of assets in excess of the Capital Adequacy requirement (or equivalent prudential capital requirement overseas).

Risk Discount Rate (RDR)
The rate of return required on shareholder capital, used in pricing products and valuing the life business.

The rate is set with reference to current market risk free rates, and adjusted to allow for the risk inherent in the business being valued (CAPM approach).

Value of future New Business (VNB)
An estimate of the value expected to be derived from selling new business. 

Calculated as the discounted value (at the Risk Discount Rate) of projected Distributable Profits.

Value of Inforce Business (VIF)
The discounted value (at the Risk Discount Rate) of projected Distributable Profits relating to inforce business. Hence includes a valuation of the supporting capital.

Note: If EV is presented as Net Tangible Assets* + VIF, the capital will be included in the former (at face value) while the cost of tying up capital will be deducted from the VIF.

* Net Tangible Assets as per MoS balance sheet
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