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A Study on Insurance Accounting Issues
—With an Emphasis on Life Insurance Accounting

Abstract

With the reform and opening of China, the national economy began the
reconstruction process. The insurance business has resumed after a twenty-year
interruption. From then on, our insurance industry came to a rapid developing
stage with more and more competitive institutions in the insurance market. By
the end of March 2000, there were 29 insurance companies approved. There is
also a trend for more insurance companies to be approved. Some foreign
Insurance companies are looking for opportunities, too. They want to
participate in the competition as early as possible. Now the number of branches
of foreign Insurance companies and joint-venture life Insurance companies,
which do business in China, is 17, which exceeds the number of Chinese
Insurance companies. With China entering the WTG step by step, we believe
the foreign Insurance companies will take some market share from the Chinese
insurance business. These years, our country's insurance industry has
developed steadily, with the total premium income of RMB 139.3 billion in the
year 1999. The fast development of the insurance industry in China raises
many new questions and requirements for the insurance accounting and
financial management, and needs insurance accounting theories and practice to
comply with it. For example, the recognition and measurement of premium
income; the related cost and expense; the evaluation of reserves; the research of
the range of fund use, policy and the regulations; the framework of information
systems and disclosure, and the accounting issues which have important
relations to the operation of Insurance companies. Until now, our
accounting-theory professionals and insurance- practice professionals lack
systematic research, which makes some difficulties for the accounting
management of the insurance industry, restricts the efficient insurance
regulations, and does no good to internal control and operation management of
the Insurance companies.

Due to the Chinese insurance accounting practice lacks theory support,

the recognition and measurement of some business activities in insurance
accounting principles are not united. There is a distance from the requirements
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of our reform of the economic system. Now we are trying to complete the
system of accounting principles. The insurance industry as a special industry
needs united and scientific accounting principles. It is the requirement of the
accounting reform and the requirement of healthy development of insurance
industry. So this paper will use the insurance industry as a whole entity to do
research, summarize a systematic and scientific process rule, and support the
insurance accounting regulations with a strong theoretical base.

After systematic research in insurance accounting theory, we want to
promote the development of insurance accounting theories in China, to fill the
"void" of research in insurance accounting theory, to guide the preparations of
the accounting regulations of Insurance companies, and to help the
Government Insurance Regulation agency to strengthen the regulation and
perfect the related laws and codes.

The main part of this paper is to do research in life insurance accounting.
There are 9 chapters: the introduction chapter is to introduce the framework of
the paper; then use the parts of the revenues, expenses and surplus; investment
portfolio composition anc liabilities; insurance company analysis and pay
attention to the information disclosures. The last is to do macro research on
the insurance industry’s transformation from static eluding to a dynamic
cash-flow model and asset-liability management.

To do research in insurance accounting issues, we should not only have
an in-depth understanding of the accounting theories. The more important thing
is to understand the peculiarity of the insurance business, as its peculiarity
decides the character of Accounting Records and process. Also, because of the
risky of the insurance business, we must use a more conservative viewpoint to
regard the financial positions and operational results of insurance companies.
From the other countries’ situations, the insurance industry's accounting
principles are influenced by insurance regulation agencies. Insurance
companies should prepare financial reports not only according to GAAP, but
also according to Statutory Accounting Principles, and the latter is more
conservative. This is why the life Insurance companies listed in the U.S. should
submit two sets of financial reporting. Insurance accounting is influenced not
only by GAAP, but also by SAP. They have differences and relations. It is not
the question of which one is better instead, they serve each other.



To compare the GAAP and the SAP, we list the following:

Items

GAAP

SAP

Information use

Public investors,
common creditors, SEC

Statutory institutions
or social independent
agencies

Information emphasis

Profitability Solvency
Time emphasis To operate for an Currently
indefinitely in the future

Accounting assumes

Going concern concept
will continue to operate
for good

Going to be liquidated
preset liquidate statues
and use semi-liquidate
view

Assets evaluation
acceptable value

All ssets.
Historical cost
conservative, lower of

cost or market value,
book the difference of

Only the admitted
assets only accept the
net realize value
non-performance assets’

net realize value and its

market value less than |.cost as non-admitted
cost as non-operational | assets
loss
Liabilities valuation The company and the
Reserves industry’s experience Regulated by laws
dividends the present value of all | For next year only

future dividends

Revenue recognition
Earned premium

allocation

Insurance period

Premium period

Expenses recognition
Acquisition expenses

Deferred to depreciation
(capitalization)

Totally processed as
expenses

I .The requirements to accounting items of the insurance industry's character

1. The requirements to accounting items of assets by the insurance
industry's characters. Because the insurance industry's product is an intangible
credit promise, there is no inventory. The insurance industry, especially the life




insurance industry, has accumulated a large amount of fund- via- business
development. To guarantee the fund keeping and value adding, the manager
should pay attention to both the operating management and financia]
management. How to use the fund, optimize the assets structure, and get more
profits are the important questions. When foreign insurance companies receive
the premium, they invest most of it. So, the investments like stocks, including
shares of listed companies, government bonds, and companies bonds,
commercial real estate mortgage loans, real estate investments, policy loans,
trust investments and international investments have a big share. Our Insurance
companies' investments are mostly bank deposits and government bonds, so
they have a large share. We will have a further discussion in Chapter 5 on the
management of insurance investment, including the fund management policy,
the comparison of regulations on fund management between China and foreign
countries, life insurance portfolio management, the questions and
countermeasures on our insurance investment management, and the accounting
principles on insurance investment management.

2. The requirements to accounting items of liabilities by the insurance
industry's character. Liability is relatively unimportant to a common company,
but as the major part of the liabilities of life insurance, the liability reserve
accounts for 90% of its assets, it directly influences the account of profit and
loss and the total lLiabilities. The biggest character of the liability of an
insurance company is the uncertainty. At with the property insurance business,
if the insurance incident doesn't happen, the insurer will not take compensation
responsibility; if the opposition happens, the insurer will take compensation
liability, and the amount will depend on the loss caused by the insurance
accident, although limited by the insurance amount. Because we can't forecast
whether the accident will happen and the loss will be caused, the insurance
liability has possibility and the uncertainty on the amount. The main part of the
liabilities of life insurance is the liability reserve. Another character of the
liabilities of life insurance is that all kinds of reserve's calculation will depend
on the estimation. As the future loss has uncertainty and is unpredictable, all
the estimations are based on some kind of hypothesis. Because of the
restriction of the estimation method and the requirements of conservation of
insurance regulation agency, there is often a big difference between the
estimated and the actual liability reserve, both to property insurance and to life
insurance. It is common to over-estimate the reserve. We will discuss the



evaluation of reserve, including the liability reserve, its meaning and why we
should distill it, the factors and methods on the evaluation of reserve, and the
coordination between accuracy and accountant in Chapter 4.

3.The requirements to accounting items of owner's equity by the
insurance industry's character. When an insurance company is founded, its paid
capital is prepared to guarantee the risks. After some business periods, many
reserve accounts are cumulated; the importance of the capital is lowered for the
time being.

4.The requirements to accounting items of revenue by the insurance
industry's character. Insurance companies use the accrual basis to recognize the
revenue. Also the Insurance Company Accounting Regulations requires that
the insurance revenue can be recognized while it satisfied the three designed
criteria, and it should decide on the amount it collects from the applicant.
~Commonly, the premium is not the accounting revenue; it is between the
liability and revenue, as the insurance service is not begun when we collect it.
It is the liability instead of revenue. When the rendering of service begins, the
premium is transferred from liability to revenue. The actual amount of money
received, the total premium or revenue, will not only cover the need of amount
of insurance loss, but also cover the expenses and the risk, tax, and profit. So,
the revenue which insurance companies collect from the applicant can be seen
as the sum of net premium, expense, risk, tax and planned profit. In gross
premium or business premium, all except the net premium is loading. The
principle of premium estimation is "the spirit of balance of future revenue and
expense". The equal future balance refers to the planned balance, and it
requires the insurance company to balance its revenue and expense in all its
contract's period of validity, instead of balancing only part of its contract's
period of validity. :

As the insurance industry is part of the financial industry, it serves a large
number of consumers, influences the national economy, and has a heavy
sociality; we refer the balance future revenue and expense as the spirit of
estimation of premium. Because it’s close relationship with social development,
its business should be under strict regulation. The regulations should put the
public interest on top, and should pay more attention to the price of the
insurance company's products. "Inflated prices" will harm the people, so it is
forbidden by the regulation authority; while "deflated prices" will harm the
business' stability, cause the bankruptcy of the Insurance companies, influence
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