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The purpose of this letter is to provide guidance to actuaries in several areas affecting the valuation 
of the 2003 year-end policy liabilities of life insurers. The guidance in this letter represents a 
consensus view of members of the Committee on Life Insurance Financial Reporting (hereafter 
referred to as CLIFR in this note) of appropriate practice consistent with CIA Standards of Practice 
(Standards or CSOP). As documented in the CIA Due Process paper (November 2001), this letter is 
“not binding.”  This letter has not gone through due process and therefore is not part of the 
Standards. 

CLIFR has published the educational note entitled, “Future Income and Alternative Taxes” 
(December 2002). It concerns the treatment of projected tax based on income (“income tax”), and 
other taxes not based on income that interact with income tax (“alternative tax”) in the valuation of 
policy liabilities under the Canadian Asset Liability Method (CALM). The key topics discussed are 
policy-related tax cash flows, policy-related balance sheet items, recoverability, and tax-preferred 
assets. This educational note provides supplemental information to paragraphs 42 through 48 of 
Section 2320 of the Standards. 

CLIFR has also published the educational note entitled, “Aggregation and Allocation of Policy 
Liabilities” (September 2003). This educational note examines how asset/liability segments 
determined under the Canadian Asset Liability Method (CALM) can be combined, or aggregated, to 
develop the policy liabilities for a particular company. The note further considers allocating 
aggregated policy liabilities to policy subgroups. This document is intended as a companion 
document to Section 2320.09 of the Standards. 

CLIFR also expects to publish guidance with respect to selection of interest rate models and 
valuation of segregated fund guarantees as two educational notes. These notes are expected to be 
released before the end of November 2003. 
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As outlined in Section 1220 of the Standards, the “actuary should be familiar with relevant 
educational notes and other designated educational material,” considering that a practice described 
“for a situation is not necessarily the only accepted practice for that situation and is not necessarily 
accepted actuarial practice for a different situation.”   

The key topics covered in this letter are listed below. Some guidance provided last year is still 
appropriate, and has been duplicated in this letter. Other guidance has been slightly modified either 
to reflect recent developments, or to add clarity. In addition, new guidance is provided on other 
topics. 

The following topics are covered: 

1. Insurance Mortality Assumption (New) 
2. Annuity Mortality (New) 
3. Death Supported Policies (Modified) 
4. Preferred Underwriting Products (Slightly Modified) 
5. Critical Illness (Old) 
6. Scenario Assumptions – Interest Rates (New) 
7. Reinvestment Strategies (New) 
8. Lapse Margin for Adverse Deviations (Slightly Modified) 
9. Lapse Study – Universal Life (New) 
10. Balance Sheet Allowance for Acquisition Expenses (Modified)  
11. Currency Risks (New) 
12. Cyclical Credit Loss Provisions (Slightly Modified) 
13. Approximations under CALM (Old). 
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1. Insurance Mortality Assumption (New) 

CSOP 2350.06 states, “If the actuary’s best estimate assumption includes a secular trend toward 
lower mortality rates whose effect is to reduce the policy liabilities, then it is prescribed that the 
actuary negate that trend by an offsetting increase or decrease in what the actuary would otherwise 
select as a margin for adverse deviations.” 

CSOP 2350.07 states, “The low and high margins for adverse deviations for the mortality rate per 
1000 are respectively an addition of 3.75 and 15, each divided by the best estimate curtate 
expectation of life at the life insured’s age at the balance sheet date.” 

The previous Standards of Practice for the Valuation of Policy Liabilities of Life Insurers (LSOP, 
October 2001, Section 7.2.1) prescribed no mortality improvement for life insurance products with 
respect to the best estimate mortality assumption beyond the valuation date. The current Standards 
allow the inclusion of a secular trend towards lower mortality as part of the best estimate 
assumption, but the actuary has to negate this trend as part of the margins for adverse deviations 
(MfADs).1 

In this case, the MfADs would consist of an addition of 3.75 to 15, divided by the best estimate curtate 
expectation of life at the life insured’s attained age2 and the reversal of the secular trend towards lower 
mortality past the valuation date. This may result in a total dollar amount of provision for adverse 
deviations (PfAD) which exceeds the provision associated with the high margin (15/ex) under the 
previous standards (LSOP). The best estimate curtate expectation of life (ex) would be calculated 
without the inclusion of a secular trend towards lower mortality rates. The implementation of the 
new Standards would therefore not affect the aggregate valuation results. 

Currently no guidance exists with respect to levels of future mortality improvement. CLIFR intends 
to publish such guidance in the near future. In the Appointed Actuary’s report the actuary is 
encouraged to clearly outline the best estimate base mortality assumption, the best estimate mortality 
improvement, if any, and of the level of MfAD. 

CLIFR would like to clarify that the expectation of future mortality improvements beyond the 
valuation date does not justify the use of lower MfADs than would be appropriate in the absence of 
such an expectation. 

CSOP 2350.03 states “The high margin is appropriate for a best estimate assumption based on 
industry experience as opposed to insurer-specific experience.”  

Consistent with the Provision for Adverse Deviations paper, CLIFR believes that CSOP 2350.03 
should have a broader interpretation and should actually read, “A margin set at the mid-point or 
higher is appropriate for a best estimate assumption based on industry experience as opposed to 
insurer-specific experience.”  CLIFR wants to clarify that such practice was appropriate previous to 
the implementation of the CSOP and is still appropriate today.  
                                                           
1 Not applicable to death supported policies as explained in a subsequent section of this note called “Death 
Supported Policies.” 
2The attained age is the age at the balance sheet and at any future date for which mortality is projected. In 
LSOP Section 7.2.1, the life expectancy was defined as the curtate expectation of life, starting at the life 
insured’s attained age. CSOP Section 2350.07 defines it as the best estimate curtate expectation of life at the 
life insured’s age at the balance sheet date. CLIFR believes the intention of the CSOP drafters was not to 
change the LSOP definition and hence refers to the curtate expectation of life at the life insured’s attained age.  
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2. Annuity Mortality (New) 
CSOP 2350.11 states, “It is prescribed that the actuary’s best estimate includes a secular trend 
toward lower mortality rates as promulgated from time to time.”   

The LSOP prescribed the use of projection scale AA. CLIFR has created a sub-committee to review 
the appropriateness of the mortality improvement scale AA. Until a recommendation from the sub-
committee is received and approved, the existing mortality improvement scale AA continues as the 
improvement scale applicable under Section 2350.11 of the Standards to annuity business issued in 
Canada and in the U.S. This scale is applicable to both individual and group annuitants. 

Use of  higher rates of mortality improvements is appropriate if the experience indicates it is 
required. 

For markets other than Canada and the U.S., the improvement scale to be used in conjunction with 
annuitant mortality would be reasonable and consistent with the application of the AA scale for the 
Canadian and U.S. market. 

3. Death Supported Policies (Modified)  
With respect to death-supported policies (i.e., policies where a decrease in mortality rates increases 
the policy liabilities), a negative MfAD (or mortality improvements) would increase the policy 
liabilities. 

Death-supporting can occur when the amount ceded under a reinsurance treaty, currently or 
prospectively, exceeds the direct net amount at risk. This situation is not uncommon when high 
percentage quota share YRT reinsurance arrangements ceding a level net amount at risk have been 
used for Term to 100 or Level COI UL policies. 

Other situations may create a similar dynamic and the same impact would result. 

The actuary would ensure that the company’s mortality PfAD is appropriate in aggregate. Section 
2.3 (Aggregation to Take Into Account other than Interest Rate Risk Synergies) of the educational 
note entitled, “Aggregation and Allocation of Policy Liabilities” provides advice in this regard. Note 
that it would be appropriate for the actuary to assume a negative mortality MfAD if this is necessary 
to produce a positive mortality PfAD at the chosen level of aggregation. If this is the case and 
mortality improvement is anticipated, the actuary would not reverse the provision for the future 
mortality improvement as such a reversal would decrease the amount of liabilities (CSOP Section 
2350.06). If no mortality improvement were assumed, the actuary would still need to ensure that the 
resulting provision for the mortality risk is appropriate in the aggregate.   

4. Preferred Underwriting Products (Slightly modified) 
For products underwritten on a preferred basis, the margins would be at least the average of the low 
and the high margins for years where no credible experience exists. For durations without credible 
experience, the margins are normally higher than the margins for adverse deviations applied to 
standard regular underwriting mortality assumptions, at least until the effect of any preferred 
underwriting is assumed to wear off. 

Another consideration to keep in mind in setting the mortality margins for adverse deviation is that 
the recent market proliferation of preferred underwriting products may have impacted both the 
mortality and persistency of products offered on a non-preferred basis, (e.g., those currently being 
offered and those that have been sold in the past).  
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5. Critical Illness (Old) 
When establishing expected claims assumptions, the actuary would consider the level and quality of 
underwriting, the definition of insured events, and the ability to monitor experience. Diagnostic 
techniques have advanced and are likely to continue to advance and courts might widen their 
interpretation of definitions. Hence, it may be appropriate to apply morbidity deterioration factors to 
arrive at expected experience because historical claims’ experience may not be indicative of future 
claims’ experience.3  

The actuary needs to be familiar with the underwriting standards, and the definitions of insured 
events, used to develop underlying experience studies or expected claims. 

The actuary may wish to rely on the experience of other countries, but is cautioned to recognize 
differences (social or other) among countries.  

In setting the level of the MfAD, the actuary would consider many risk factors associated with 
critical illness contracts (e.g., medical advances, earlier detection, the ability of the company to 
change premiums or cancel contracts, medical changes in definitions of the insured conditions, or 
limited relevant experience). 

The actuary would also consider expected lapse rates, especially the impact on lapses of any return 
of premium benefits or riders. 

6. Scenario Assumptions – Interest Rates (CSOP 2320.08, 2330.06, 2330.08, 2330.18-2330.27, 
2330.28, 2330.29) (New) 

CSOP (2320.08) states “The scenarios of interest rate assumptions should comprise 

a base scenario which, unless otherwise promulgated, assumes continuance of 
reinvestment and inflation rates at the balance sheet date, and, unless there is explicit 
reason to assume otherwise, the insurer’s then current investment strategy, 
each of the prescribed scenarios in a deterministic application, 
ranges which comprehend each of the prescribed scenarios in a stochastic 
application, and 
other scenarios appropriate for the circumstances of the insurer.” 

CLIFR believes that appropriate practice is to test the seven prescribed scenarios (CSOP 2330.18 – 
CSOP 2330.27) using the 5% to12% plausible interest rate range (with variation depending on the 
country for which the valuation applies).  

If current rates are near or outside the limits of these ranges, then scenarios may include rates that, in 
the near term, are outside the ranges. In such cases, extending the range to 50% of the current rate 
for low rates and to 125% of the current rate for high rates would be reasonable. The reasonableness 
of degrees of change of interest rates is largely dependent on the period of time being considered. 
For example, in today’s historically low interest rate environment, the actuary may wish to test a 
further drop in current rates by say 1%, followed by a gradual shift to ultimate rates over a forecast 
period beyond the balance sheet date (e.g. five years). These additional scenarios would be the 
actuary’s own design, and would be appropriate to the circumstance of the company.  
                                                           
3 Consider the condition colloquially known as a “heart attack.” Not long ago, the widely accepted diagnosis 
in the medical field of a heart attack was the presence of chest pain, the evaluation of cardiac enzymes, and 
recent changes in an ECG. Now, the presence of a cardiac marker, troponin, is sufficient evidence to indicate 
that a heart attack has occurred. 
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According to CLIFR, this practice is in compliance with the previous LSOP and the current 
Standards. It is important to note that the move from LSOP to the Standards did not contemplate 
changes to the range of interest rates.  

CLIFR’s interpretation of the Standards is that the 5% to 12% range (for long-term rates) and the 3% 
to 10% range (for short-term rates) applies to the prescribed scenarios and any extensions of the 
interest rate range are to be tested as part of the additional scenarios that the actuary may wish to 
test.  

In designing scenarios, the actuary needs to ensure that an adequate PfAD reflecting the mismatch 
position of the asset and liability cash flows has been established. 

In the context of deterministic testing, the actuary is compelled to hold actuarial liabilities at least 
equal to the results of the worst prescribed scenario. CLIFR is concerned about the lack of guidance 
on the calibration of interest rate models and the potential for a wide range of practice within the 
membership. The actuary would use caution when performing stochastic testing. The actuary would 
be familiar with the educational note on selection of interest rate models. The actuary would justify 
the appropriateness of the model being used. If the production of scenarios is stochastic, the actuary 
would ensure that the scenarios of interest rate assumptions comprise ranges which encompass the 
seven prescribed scenarios and substantially covers the whole range of plausible default-free rates 
extended in accordance with CSOP Section 2330.06.  

The actuary would adopt a scenario which produces a policy liability within the range defined by the 
average of the policy liabilities which are above the 60th percentile of the stochastically generated 
results, and the corresponding average for the 80th percentile. 

CLIFR intends to derive calibration criteria for interest rate models in the near future. Until such 
time, the actuary performing stochastic testing would consider holding actuarial liabilities at least 
equal to the results of the worst prescribed deterministic scenario. 

7. Reinvestment Strategies (New) 
CSOP 2330.03 states, 

“The investment strategy defines reinvestment and disinvestment practice for each type, default risk 
classification, and term of the invested assets which support policy liabilities. Assumption of the 
insurer’s current investment strategy implies investment decisions of reinvestment and disinvestment 
in accordance with that strategy and hence the risk inherent in that strategy.” 

CSOP 2330.12 states, 

“For a prescribed scenario, if the net cash flow forecasted for a period is positive,…, the actuary 
may assume reinvestment in non-debt investments 

not to exceed their proportion of investments at the balance sheet date if the insurer 
controls investment decisions and if such reinvestment is consistent with its 
investment policy, or 

in the proportion expected to be selected by policyholders if policyholders control 
investment decisions.”   

 6



 

CLIFR would like to emphasize the following: When using non-debt investments, the actuary would 
ensure that the proportion of non-debt investments, at each duration, would be in accordance with 
the insurer’s current investment policies (regardless of whether net cash flows for the period is 
positive or negative). This review would be performed without taking into consideration any 
businesses that could be issued after the valuation date (new sales) even for a valuation done on a 
going concern basis as stipulated in CSOP 2130.02.  

This may create a situation where the actuary would have to divest non-debt investments. This 
disinvestment is not limited to non-debt instruments acquired after the valuation date.  

CLIFR encourages the actuary to pay particular attention to the following situations: 

• The overall investment limits may apply to more than one block of business for which separate 
CALM projections are done. The reserve pattern may vary significantly over time and/or the 
maturity of the blocks may be very different creating situations where it is more difficult to 
verify the application of the investment policy’s limits. 

• The investment policy may include limits that vary over time. As an example, an investment 
policy may assume that investment in non-debt investments may be 20% of the total asset 
portfolio but should be reduced to 0% if the cash flows are within a certain number of years of 
maturity. 

• The investment policy of some blocks of business may be more complex to model. As an example, 
modeling the investment policy of a UL Level COI block of business should consider an 
investment strategy for the assets supporting the policyholder funds (under the control of the 
policyholders) and a different one for the insurance reserve (under the control of the company). 
Those two investment policies may be subject to different limits. 

8. Lapse Margin for Adverse Deviations (Slightly Modified) 
Section 2350.25 of the CSOP states, in part, “The low and high margins for adverse deviations are 
respectively an addition or subtraction, as appropriate, of 5% and 20% of the best estimate 
withdrawal rates. In order to ensure that the margin for adverse deviations increases policy liabilities, 
the choice between addition and subtraction may need to vary by prescribed scenario age, policy 
duration, and other parameters.” 

CLIFR believes that: 

• The actuary is to comply with the spirit and intent of the standard – i.e., that the valuation results 
appropriately take into account the potential for the direction of lapse sensitivity to change by 
scenario, age, policy duration, and other parameters. 

• It is appropriate for the actuary to strike a reasonable balance between the theoretical ideal and 
the practical constraints on valuation, and use his/her judgment as to the appropriateness and 
materiality of approximations used, and in the resulting level of MfADs selected. 

• Sensitivity testing may be required to determine the proper application of the MfADs. The 
actuary would do sufficient sensitivity testing to ensure that he or she understands the changes in 
exposure by parameters and can defend the appropriateness and materiality of the 
approximations used. 

Reasonable grouping of policies can be applied for this purpose, however, it would generally not be 
appropriate to group lapse-supported products with non-lapse-supported products. It would generally 
be appropriate to combine blocks of business which exhibit similar characteristics within the context 
of sensitivity to lapsation. 
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9. Lapse Study - Universal Life (New) 
The CIA has published a study on the Lapse Experience under Universal Life Level COI policies in 
June of 2003. The scope of the study was limited to guaranteed Level COI coverages. This study has 
significant amounts of experience for the first 5-policy durations. Unfortunately, the study does not 
include analysis by other UL-specific drivers (e.g., fund values, credited rates, interest environment, 
etc.). The actuary would consider the applicability of this study to the business being valued. 

Universal Life lapse supported policies frequently exhibit some of the following characteristics: 

• minimum funded policies; 
• policies purchased for tax considerations; 
• joint last to die;  
• presence of persistency bonuses;  

and may result in ultimate lapse rates similar to the stand alone T-100 products. 

The actuary would review the degree of lapse support within its Universal Life portfolio and assess 
the applicability of the CIA lapse study on lapse supported products. 

10. Balance Sheet Allowance for Acquisition Expenses (Modified)  
Acquisition expenses are expenses incurred in the acquisition of new and renewal insurance policies 
and annuity contracts. They are expenses that are both primarily related to the acquisition of policies 
and contracts, and consistently allocated to new business in product pricing and internal company 
expense allocations.  

For some types of contracts (e.g., segregated fund contracts), it may be reasonable to expect the 
insurer to recover acquisition expenses from revenue received beyond the term of the policy 
liabilities. In such circumstances, the cash flows for a policy may extend beyond the term of its 
policy liabilities, offsetting some or all remaining non-recovered portion of such acquisition 
expenses (CSOP 2320.23). Acquisition costs that are recoverable from future net cash flows not 
taken into account in the actuarial liability for the related contract qualify as acquisition expenses. 

However, this extension must not result in a more favourable balance sheet position than 
would be the case had no acquisition expense been incurred, and no extension of the cash flows 
beyond the term of the liability taken place. 

Where such a cash flow extension takes place, normal valuation assumptions would be used to 
extend the cash flow projection. The actuary would establish and document a methodology to set the 
amount of acquisition expense at policy issue (this amount will reduce the policy liability for the 
policies to which it applies), justify its recoverability and write the initial balance of acquisition 
expenses down to zero over a term established at policy inception (CSOP 2320.24). 

In testing the recoverability of the balance of acquisition or similar expenses, the actuary need 
consider only projected net cash inflows beyond the term of the liability, as expected future net cash 
inflows during the term of the liability are already recognized in the valuation of the policy 
liabilities. The actuary needs to demonstrate that the realization of such future net cash inflows 
beyond the term of the liability is reasonably assured, in order to justify carrying the balance of 
acquisition or similar expenses (i.e., recoverable using normal valuation assumptions, including 
MfADs). 
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The actuary would often assess the recoverability of any allowance for acquisition expenses on a 
block of business in the aggregate, or on a contract by contract basis for larger contracts such as 
group life and health policies. 

Acquisition costs incurred within a period may be accounted for separately for each insurance 
contract, or in the aggregate for groups of similar contracts determined on a basis consistent with an 
enterprise’s manner of determining the value of the actuarial liabilities. 

A method that writes down the balance of acquisition or similar expenses in each period by an 
amount sufficient to eliminate any profit as it is earned in that period does not, in the view of CLIFR, 
conform to CSOP. 

Carrying the balance of acquisition or similar expenses after inception of the contract is subject to 
both recoverability justification, and a limit equal to the “unamortized” portion of the initial policy 
liability adjustment (where the pattern of “amortization” is established at inception of the contract). 

Further, a draw-down of the balance of acquisition or similar expenses that have been charged 
against income (either through the regular amortization or draw-down of the balance of acquisition 
or similar expenses, or because some portion had been deemed irrecoverable) cannot be reinstated 
later (CSOP 2320.24). 

11. Currency risks (CSOP 2340.16 and 2340.17) (New) 
The actuary would develop an integrated multi-currency interest rate model to value a portfolio with 
a material currency mismatch (for example, the use of an asset denominated in a currency that is 
different from the currency of the relevant policy liability). In developing the best estimate 
assumptions for foreign exchange rates, consideration would be given to the inter-relationship 
between projected exchange rates and the projected best estimate interest rate differentials between 
the two countries. When establishing a provision for adverse deviation in respect of a currency 
mismatch, the actuary would consider the potential sources of currency exchange rate fluctuations 
such as under or over valuation of currencies, changes in productivity levels, supply shortage, excess 
capacities, terrorism acts, wars. 

12. Cyclical Credit Loss Provisions (Slightly Modified) 
Provisions for expected credit losses typically represent long-term average expectations. They are 
derived from industry and insurer experience, and are modified considering factors outlined under 
the CSOP 2340. In some circumstances, it may be reasonable to establish additional positive or 
negative short-term provisions or margins to reflect the impact of an economic cycle. A cyclical 
credit loss provision (CCLP) could be established by special modifications to the short-term cash 
flows, or as a separate stand-alone provision. 

In keeping with the principles of the Standards, CLIFR’s view is that the following guidelines would 
reasonably apply to cyclical credit loss provisions: 

1. For this purpose the economic cycle considered is relatively short term and is expected to be no 
more than five years. 

2. The determination of the provision is based on a forward-looking assessment of expected future 
credit losses. 

3. The expected economic conditions are consistent with the expectations of the actuary’s and of 
the company’s investment advisors. 
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4. Excess asset defaults attributable primarily to inadequate credit underwriting are provided within 
the expected long-term expected asset default assumption. Excess asset defaults clearly related to 
the deteriorating economic cycle would be considered in the cyclical credit loss provision.  

5. The provision is calculated on a consistent basis from period to period. 
6. The actuary establishes and documents a policy for cyclical credit loss provisions. The policy 

would address the purpose of the provision, how it is established and funded, and the criteria 
used to release amounts out of the provision. 

In addition, the actuary would ensure that the CCLP is determined consistently with the accounting 
provisions for credit losses and the base line credit loss provision in the policy liabilities. 

13. Approximations under CALM (Old) 
The Canadian Asset Liability Method (CALM) is a theoretically rigorous method. However, 
regulators have asked CLIFR to provide guidance on the degree of rigor used in implementing the 
CALM methodology. 

CLIFR would like to emphasize that compliance with the “spirit and intent” of Standards is not 
sufficient if the result does not materially reproduce an exact application of CALM. 

The following excerpts from the Standards are important in considering the appropriateness of an 
approximation: 

1340.01 Deviation from a particular recommendation or other guidance in the standards is accepted 
actuarial practice if the effect of so doing is not material. 

1340.02 Judgement about materiality pervades virtually all work and affects the application of nearly 
all standards. The words “materiality” and “material” seldom appear in the standards, but are 
understood throughout them. For example, the recommendation that approximation is appropriate if 
it does not affect the result means that it does not materially affect the result. 

1510.01 An approximation is appropriate if it reduces the cost of, reduces the time needed for, or 
improves the actuary’s control over, work without affecting the result. 

1510.04 Like materiality, to which it is related, approximation pervades virtually all work and 
affects the application of nearly all standards. The words “approximation” and “approximate” 
seldom appear in standards, but are understood throughout them. 

1510.05 Approximation permits the actuary to strike a balance between the benefit of precision and 
the effort of arriving at it. 

While materiality would drive the frequency with which such analysis would be performed, it would 
be appropriate to assess key approximations to CALM for each key reporting date for readers of 
financial statements. Other approximations to CALM would be assessed at least annually. This 
assessment can be done off-cycle (i.e., in advance of the reporting date). This can be done provided 
that, at reporting time, the actuary can demonstrate that neither changes in liability cash flows or 
asset cash flows, nor the investment environment has significantly changed the liability. (Else, the 
actuary would adjust results of the CALM analysis to reflect the impact.) 

Unless the actuary can clearly demonstrate non-materiality or non-sensitivity, approximations to 
interest rate risk testing (and other scenario-tested variables) in particular, and approximations (e.g., 
discount rate approach) to using roll forward cashflow analysis starting with an explicit asset 
portfolio in general would be assessed for each key reporting date. 
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