
Principle-based reserves methodology has 
become a reality
Principle-based reserves standards become effective in Jan. 2017. 
Life insurance companies have a significant amount of work to do to 
prepare for implementation.  
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As you may know, the National Association of Insurance Commissioners (NAIC) recently adopted a 
recommendation that the state adoption threshold has been met for principle-based reserves (PBR) 
standards to become effective Jan. 1, 2017. As a result, life insurance companies (excluding those that offer 
preneed, credit life and industrial life products, which are currently exempt) have a significant amount 
of work to do to prepare for implementation. This article provides an overview of PBR requirements, 
as well as some of the potential benefits and challenges associated with the new requirements.
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Overview

Since the mid-1800s, the reserving approach in statutory accounting standards for life insurance 
and annuity products has been highly formulaic and highly static. Reserves are generally calculated 
as the present value of future benefits, less the present value of future premiums, using prescribed, 
conservative and “locked-in” assumptions for mortality and interest and an expense allowance. 
While this approach in most cases produces a conservative reserve for traditional products in times 
of financial stability, there are several concerns with this approach, including:

 • Lapses are ignored, and they can have a relatively dramatic impact on reserve adequacy for 
some products

 • As the market environment changes, the locked-in assumptions become outdated

 • The risks, and associated reserve needs, for more complex products are not well captured in a 
“single scenario” and simplistic reserve approach

 • Mortality improvement has exceeded expectations, resulting in outdated mortality assumptions

 • The actual investment portfolio and investment decisions of the company are not taken into 
account in reserving

Due to the limitations in the traditional standards, there has been a progression in the approach for 
setting reserves, with each step relying more heavily on principle-based methods.  

The first step is intended to address the concern that the actual investment portfolio and investment 
decisions of the company were not taken into account in the formulaic calculations and introduced a 
requirement that companies and their appointed actuaries perform testing of the reserves through 
what is known as asset adequacy analysis (AAA), a process that involves projecting assets and 
liabilities together, with current assumptions (including moderate adversity) to assess whether 
the current reserves held continue to be sufficient. While AAA is a good “backstop” analysis to 
ensure that total reserves are adequate, it does not eliminate the potential for deficiencies at a more 
granular level and does not have any impact if current reserves are significantly redundant.

Given that all of the limitations had not been addressed, and with the continued evolution of complex 
products, the next step applies the principles of AAA directly to the risks associated with specific 
products and guarantees. The first regulation requiring such an approach was Actuarial Guideline 
43, made effective on Dec. 31, 2009, which prescribes a “PBR” approach for variable annuities with 
guarantees.  (There are also principle-based approaches to capital for variable annuities, but these 
are beyond the scope of this article.)

Adoption of PBR required that legislation be in place that is substantially similar to the NAIC model 
regulation in 42 states and representing 75 percent of the life insurer premium volume in the United 
States by June 30, 2016. On June 10, 2016, the NAIC’s Executive and Plenary Committees voted to 
recommend to states that the threshold had been met for PBR to become effective, with a Jan. 1, 
2017, implementation date. Companies can elect a three-year transition period, during which they 
can use referenced reserving requirements from the NAIC accounting practices and procedures 
manual, which are expected to be substantially similar to the insurer’s current reserve basis.   

PBR requirements 

As described above, there are principle-based approaches in place for variable annuities. However, 
for the most part, they have impacted a relatively small number of insurers, who tend to be fairly 
large and have tools in place to perform the analysis required. In this section, we will focus at a high 
level on principle-based approaches for life insurance products.  

Reserves under PBR still involve an evaluation of future benefits and future premiums; however, 
that may be where the similarities to the current reserving process end. The projections of future 
benefits and premiums consider all cash flows material to the business, including premiums and 
other revenue collected from the insured, investment income, policyholder benefit payments 
(including surrender benefits net of surrender charges) and expenses. The calculation involves 
using some prescribed assumptions and some assumptions that are based on company experience 
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and actuarial judgment. The calculation also provides for margins for uncertainty. In order to include 
investment income in the projections, both assets and liabilities are projected. Rather than use a 
single economic scenario, a range of economic scenarios are considered, and the resulting reserve is 
based on the average of the results of the worst 30 percent of the scenarios.

The requirements for the calculation are described in the NAIC’s Standard Valuation Manual (VM). 
Unlike the valuation law, this document will be updated regularly and does not require legislative 
approval. Chapter 5 (VM-5) describes the requirements for a principles-based valuation in general. 
Chapter 20 (VM-20) describes requirements for life products. For life insurance products, the reserve 
is the greatest of the following three calculated reserves:

1. The net premium reserve, which is a calculation similar to today’s reserve, but with some 
differences in the underlying assumptions

2. The deterministic reserve1, which is a more risk-based, current-assumption reserve, including all 
material cash flows, some prescribed assumptions and a single economic scenario

3. The stochastic reserve2, which is similar in many ways to the deterministic reserve, but is  
calculated using a set of stochastic interest rate and equity scenarios

 

PBR exemptions 

There is a simplifying “exclusion test,” as well as a small company exemption that allow certain 
business and companies to use a more simplified approach. Small companies may file for an 
exemption prior to July 1 of each year if they meet the following criteria:   

1. It has less than $300 million of ordinary life premiums and, if the company is a member of  
an NAIC group of life insurers, the group has combined ordinary life premiums of less than 
$600 million.

2. The company reported total adjusted capital of at least 450 percent of the authorized 
control level risk-based capital (RBC) in the most recent RBC report, and the appointed 
actuary has provided an unqualified opinion on the reserves.

3. Any universal life with a secondary guarantee (ULSG) policy issued or assumed by the 
company after the operative date of the valuation manual meets the definition of a 
nonmaterial secondary guarantee ULSG product.

Values are determined based on the prior year financial statements. The commissioner can, 
however, reject the request by Sept. 1 and require the application of PBR.  

1 The term “deterministic reserve” means a reserve amount calculated under a defined scenario and a single  

set of assumptions.

2 The term “stochastic reserve” means the amount determined by applying a measure (e.g., a prescribed CTE level) to the 

distribution of scenario reserves over a broad range of stochastically generated scenarios and using prudent estimate 

assumptions for all assumptions not stochastically modeled.

“Net premium reserve”: similar to today’s reserve, 
with some key differences

“Stochastic reserve”: a current assumption reserve 
using stochastic interest rate scenarios and a mix of 
prescribed and company assumptions

“Deterministic reserve”: a current assumption 
reserve using a single scenario and mix of 
prescribed and company assumptions

PBR reserve =
Max
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In addition to the small company exemption, companies can demonstrate that they should be 
excluded from the stochastic reserve, or both the stochastic and deterministic, by performing 
certain tests:

 • Companies may be excluded from having to perform the stochastic reserve calculation if they 
show that the stochastic reserve would not result in a higher reserve if it were performed.  
Approaches that can be used for this demonstration include: 

 - Running the stochastic analysis (which would essentially require the same level of effort as 
performing the stochastic reserve calculation)

 - Running several adverse deterministic scenarios

 - Running the stochastic analysis for a subset of the business

 - Demonstrating that risks that would drive a higher stochastic reserve are not there (after 
consideration of mitigation strategies). In performing this analysis, recent changing conditions 
should be considered

Companies may be excluded from having to perform the deterministic reserve calculation if the 
sum of actual premiums exceed the sum of prescribed “valuation premiums.” The test must be 
done annually, except for closed blocks. This is not an option for universal life contracts with material 
secondary guarantees (ULSG), term insurance or policies that did not pass stochastic exclusion test.

Potential benefits to companies of implementing PBR

For many companies, in particular, smaller companies, implementation of the requirements will be 
burdensome. However, there are some benefits that may be gained. The most significant immediate 
benefit is a potential reduction in reserves, especially for some types of contracts that currently 
have redundant reserve requirements, such as level premium term products, which are subject to 
regulation “XXX.” These products are the most likely to have reserve reductions under the new 
requirements. However, as described above, the reserve requirements will only apply to new issues, 
not in force contracts.

Because PBR does a better job of accounting for the full range of risks associated with the business, 
including risks related to investments, policyholder behavior and expenses, the reserve calculations 
under PBR may provide management with a better picture of the actual economic risks underlying the 
business. Today, it can be quite challenging to evaluate the risk profile of life insurance products based 
on the statutory balance sheet alone. PBR may provide additional insight into the economic risks, and 
changes in and drivers of those risks, which will provide more useful management information.

On a related note, having a more risk-based view should result in better alignment of statutory 
measurement with other measurement bases, such as U.S. generally accepted accounting 
principles, International Financial Reporting Standards and internal company measures. While 
reserves under PBR will still have margins, they will generally move more in line with the underlying 
risks and better track with movements in associated risk management techniques, such as hedging.
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Potential challenges to companies 

There will be numerous challenges for all companies, particularly smaller companies that do not 
meet the small company exemption. Implementation of PBR will require significant changes to data, 
systems, processes and governance. An illustrative, high-level overview of the current reserving 
process for life insurance products as compared to the process under PBR is shown below:

 

Clearly, significant changes in systems and infrastructure are needed to determine reserves under 
PBR. Traditional valuation systems will likely not be good candidates to perform the more complex 
calculations, and companies will have to use their modeling platforms or, if such platforms don’t exist, 
implement appropriate platforms or use external resources to support the analysis.  

Significant additional requirements will be needed to update experience studies, reporting 
experience data and developing current assumptions. The reserve will be the largest of three 
calculated values, and the “winner” could change from period to period. Combined with the updated 
assumptions, this will add volatility to the statutory balance sheet. Standard Valuation Manual 
chapters 50 and 51 (VM-50 and VM-51) specify requirements for reporting of experience data, 
which will be an additional burden. Appendix G of the Valuation Manual (VM-G) prescribes significant 
additional governance requirements for the board, senior management and qualified actuaries 
performing the analysis.   

The use of judgment and models will increase the need for controls and validation. The results will  
be harder to audit due to the complexity, and errors may be more common. Because the application 
is prospective, the legacy processes and systems will still be needed to deal with in force blocks.  
This additional work will involve investment dollars and will create competitive disadvantages for 
smaller players.
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Addressing the challenges

While the challenges are significant, some potential approaches to ease the transition, particularly 
for smaller companies, include:

 • Leveraging existing tools where possible. For example, the process for determining PBR 
reserves has many similarities to the current process for cash flow testing. A potentially low-
investment approach to performing the PBR calculations for the deterministic and stochastic 
reserves would be to use existing cash-flow testing (CFT) models. Some assumptions will need 
to be revised to meet the prescribed requirements, and if no stochastic analysis is done in CFT, 
it will need to be added—but at least there is a place to start. Other potential tools that could be 
leveraged include pricing models, financial planning models and risk management models.

 • Developing an implementation plan and educating key stakeholders. The implementation 
plan should consider the advantages and disadvantages of delaying implementation. For 
example, if the transition period is selected, major investments could be delayed until after 
2017, during which time the early adopters may help to iron out any kinks in vendor models, 
interpretations of requirements and the like. However, delaying implementation may result in 
products that are less competitive, depending on a variety of factors, including the tax basis 
for the new requirements. 

 • Include senior management and the board in educational efforts. In light of the requirements 
of VM-G, as well as the potential increased financial statement volatility, PBR is a concept of 
importance to the whole company and not just the actuarial department.

 • Stay active in monitoring the guidance. Changes to the Standard Valuation Manual will 
continue to be evaluated. Therefore, companies will need specific resources charged with not 
only monitoring the guidance to ensure that valuation processes are in compliance, but also 
to assess the effects of potential changes on pricing and risk management.



wp_nt_aud_in_0716_principle based reserves article

+1 800 274 3978 
www.rsmus.com

This document contains general information, may be based on authorities that are subject to change, 
and is not a substitute for professional advice or services. This document does not constitute audit, tax, 
consulting, business, financial, investment, legal or other professional advice, and you should consult 
a qualified professional advisor before taking any action based on the information herein. RSM US LLP, 
its affiliates and related entities are not responsible for any loss resulting from or relating to reliance 
on this document by any person. Internal Revenue Service rules require us to inform you that this 
communication may be deemed a solicitation to provide tax services. This communication is being sent 
to individuals who have subscribed to receive it or who we believe would have an interest in the topics 
discussed. 

RSM US LLP is a limited liability partnership and the U.S. member firm of RSM International, a global 
network of independent audit, tax and consulting firms. The member firms of RSM International 
collaborate to provide services to global clients, but are separate and distinct legal entities that cannot 
obligate each other. Each member firm is responsible only for its own acts and omissions, and not those 
of any other party. Visit rsmus.com/aboutus for more information regarding RSM US LLP and RSM 
International. 

RSM® and the RSM logo are registered trademarks of RSM International Association. The power of being 
understood® is a registered trademark of RSM US LLP. 

© 2016 RSM US LLP. All Rights Reserved.


