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Brief summary and discussion comparing the role of the appointed actuary in different
countries including the following:
• Responsibilities: Reservesor Solvency?
• To whom does the appointed actuary report?
• Who sets the rules/standards?

• Potential personal liabilities
• How well is the system working?

MR. HARRY R. MILLER: In keeping with our title, we have been fortunate to
assemble a distinguished panel. Our panelists include Dr. Chang, who currently
resides in Singapore. He is a graduate of the National Taiwan University and holds a
Ph.D. in mathematics from the University of Cincinnati. He is currently a professor at
Nanyang Technological University and serves as the appointed actuary for several
companies. He is a Fellow of the Society of Actuaries, the Canadian Instituteof
Actuaries, the Actuarial Institute of the Republicof China, andthe SingaporeInsur-
ance Institute. His careerspans over25 years and five countries,in both teaching
and industry positions. He has been an advisorto the Ministry of Financefor the
Republicof China and a consultingactuary to a number of multinationalcompanies.
Dr. Changtruly brings an internationalperspective to our panel.

Richard Harvey, a past presidentof the New ZealandSociety, is from the U.K., where
he has just returned after six years in New Zealand. Richardis a Fellow of the
Institute of Actuaries and serves as generalmanager of finance for the Norwich Union
InsuranceGroupin the U.K. He bringsus a fresh look at the U.K. appointed actuary
concept.

W. Paul McCressan is with Eckler Partners in Canada. He is a Fellowof the Society
of Actuaries and a Fellowand Past Presidentof the CanadianInstitute of Actuaries,
and heeds the International Federationof Actuarial Associations,formerly the
McCrossan Group. He also holds the distinctionof being the only actuary to serve as
a member of the CanadianParliament. Paul providesthe perspectiveof someone
who has helpedwrite the laws and now must live with those laws.

I'm with the Houston office of Milliman & Robertson. I am a Fellow of the Society of
Actuaries and serve as the appointed actuary at four companies in the U.S.

We have divided the panel into three major sections. In the first section, I'll try to
provide a brief overview of where the appointed actuary concept is in use around the

*Mr. Harvey,nota memberof thesponsoringorganizations,isGeneralManagerof Financefor
NorwichUnionInsuranceGroupin Norwich,UnitedKingdom.
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world. In the second section, we'll take a little closer look at the appointed actuary
concept in the U.S., Canada, the U.K., and Asia. The third section will allow the
audience the chance to join in the discussion, ask any questions you have, and
provide any additional comments about the appointed actuary concept in your
country.

The panelists were posed several questions to help them put together their presenta-
tion. The questions were drafted from a distinctly American viewpoint and reflect
many of the issues and concerns we are addressing here in the United States. They
include:

• What is the appointed actuary's responsibility to company management,
regulators, policyholders, or other audiences?

• Does the appointed actuary provide a solvency opinion or a reserve adequacy
opinion?

• Are there any potential personal liabilities?
• What is the relationship between minimum-statutory reserve requirements and

the appointed actuary?
• Is the appointed actuary concept working?

First, I have attempted to show where the appointed actuary concept is in use around
the world. However, I was unable to find a comprehensive listing of the regulations
in all countries. I've pieced together the information from a number of sources and it
is likely that I may have missed one or more countries. The countries where I was
able to find that the appointed actuary concept is in use includes the United States,
the U.K., Canada, Italy, Bermuda, Denmark, Norway, Singapore, Malaysia, Hong
Kong, Trinidad, Tobago and Australia. Many Latin American countries have some-
thing akin to an appointed actuary concept, although I classify it as being more like
the old style actuarial opinions in the U.S. Countries that are considering the ap-
pointed actuary concept or are expected to adopt it soon include New Zealand,
Poland and Japan. Dr. Chang has also indicated there is growing interest in several of
the other Asian countries. I think this list indicates that we in the U.S. are not the

only ones dealing with the appointed actuary concept. It already has a long history in
places like the U.K. and in some of the Scandinavian countries, and has been in place
much longer than in the U.S.

While there is a great diversity of approaches being used for appointed actuaries
reflecting cultural differences and local insurance markets, I think there is consistency
of the underlying principles. Basically, the appointed actuary is designed to help
regulators, users of financial statements, and customers of insurance companies
understand a little bit better the true financial position of an insurance company.

In the United States, serious discussions regarding the appointed actuary concept
began during the 1980s. It was a hotly debated issue. Many of you attended
society meetings where it was a major topic of discussion. Excluding New York
Regulation 126, the appointed actuary concept was first applied to the 1992 financial
statements.

Implementing the appointed actuary concept in the U.S. requires each state to adopt
the standard valuation law and the associated regulations. This is a time-consuming
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process and it has taken quite a while. Currently, about half of the states have
adopted enabling legislation.

The regulatory environment in the U.S. hasn't been constant since the development
of the appointed actuary concept. The failure of several large companies helped
prompt an increased focus on the solvency of insurance companies. This has led to
the adoption of risk-based capital standards and ongoing discussions relating to the
need and advisability of solvency reports.

The appointed actuary in the U.S, is appointed by the board of directors of a com-
pany. The appointed actuary can be either an employee or a consultant. Their
opinion is provided for both management and the regulators. In addition, the ap-
pointed actuary prepares a confidential actuarial memorandum describing the analyses
performed. While the actuadal memorandum is prepared for the board of directors
and management of the company, it can be reviewed by the regulators. In the U.S.,
the appointed actuary's opinion only addresses the adequacy of reserves and is not
currently designed as a solvency opinion. However, there has been an ongoing
debate within the profession as to whether we are in effect, or should be, providing a
solvency opinion.

The appointed-actuary concept in the U.S. has not replaced the minimum-reserve
standards, but has supplemented them. It is unlikely that U.S. regulators will ever feel
comfortable totally eliminating these minimum reserve standards. Personal liability is
also a major concern in the United States, given the litigious nature of our society.

With that as a backdrop to the appointed actuary concept around the world, I'd like
to introduce Richard Harvey, who will talk about the appointed actuary concept in the
U.K.

MR. RICHARD HARVEY: I'd like to point out that I'm not a U.K. appointed actuary.
I got back to the U.K. a bit less than a year ago, having worked for some time in
New Zealand, where there is very little insurance regulation and, at the moment, no
appointed actuary system. During my last two years there as president of the New
Zealand Society, we spent some time talking to the regulators and indeed encourag-
ing them to introduce a system based on the U.K. model. Progress was slow and, as
far as I am aware, the issue continues to be only at the discussion stage.

Now that I'm back in the U.K., I've had a chance to observe the more recent
developments of the appointed actuary system first-hand. My comments are
therefore based on those observations, together with some views that I've collected
from a number of actuarial colleagues, including appointed actuaries from consulting
firms, mutual offices, and composite companies. I'm very grateful for their input, but
I must make the usual disclaimer that says that the views expressed today are, of
course, entirely my own.

FUNDAMENTALS

I will start with a couple of fundamentals of the U.K. system, the first is that the
regime is all about solvency. It's not a questionof reservesand their adequacy, but
all aspects of the well-beingand ongoing well-beingof the life office in question. The
structure is intendedto put a supportive framework aroundthe professionaljudgment
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of the actuary and, in doing so, requires him or her to be aware of all of the business
aspects of the company.

There's an old actuarial joke that compares an insurance company to a coal mine.
The actuaries are likened to the pit props along the lines. If you have too many of
them, you can't get down the mine; but if you have too few, the roof falls in. Under
today's regime, like the old-fashioned wooden pit prop, the actuary is required to do a
good deal of advance creaking before it collapses. In all reasonable circumstances, he
or she is required to creak loudly enough and early enough so that the fault can be
rectified with or without the help or intervention of the regulator, before there's any
significant danger of collapse. My second fundamental point is that the appointed
actuary regime does not extend to general insurance.

SOME HISTORY
There have been three distinct periodsin the U.K. of life office insolvencies,the
1860s, 1930s, and the early 1970s. The firstof these led to the first of the Insur-
ance CompaniesActs. By 1958 the Act stated that an investigationinto the financial
condition of the office, includingevaluationof liabilities,shallbe carriedout by the
actuary.

However, it was not until the insolvencies of the early 1970s that the concept of the
appointed actuary was first introduced in the Insurance Companies Act of 1973, and
later embodied into the Insurance Companies Act of 1974. That was followed
quickly in May of 1975 by the publication by the Institute of Guidance Note (GN)I,
which was the first Professional Guidance Note from the Institute on the responsibili-
ties of the appointed actuary. Then the present system has derived by a process of
refinement from a fundamental basis that started around 20 years ago.

KEY ELEMENTS

The regulatorybasis is one of buildingblocks--the basiclegislationis containedin the
InsuranceCompaniesAct of 1982, the Act providingthe underlyingauthority for
regulations,which then extended and codifiedthe principlesof the Act. But most
importantly, the Institute providesextensiveprofessionalguidance,two sectionsof
which, GN1 and GNS, specificallyrelateto the duties of the appointed actuary and
are mandatory.

As an example, and a useful one of thisbuilding-blockapproach, is the positionof the
appointedactuary himself. Section 96 of the 1982 BasicAct simply describesthe
term actuary as meaning "an actuary possessingthe prescribedqualification." Then
in the regulations,in Section 28, the prescribedqualificationincludesfellowshipwith
the Institute of Actuariesor Facultyof Actuaries and a minimum age of 30 years.
However, the Institute then set out the requirementsfor an appointed-actuary
certification, as follows:
• Fellow of the Institute (Fellows of the faculty should apply to the faculty)
• Minimum age of 30 years
• Up-to-date, continuing professional development (CPD) with two-thirds of the

formal requirement, i.e. ten hours,to be on subjectsrelevant to the role of the
appointed actuary

• Appropriate practical experience
• Attendance at a professionalism course (for recent qualifiers)
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• No adverse disciplinary tribunal finding
• Appropriate person (similar to the 'fit and proper' requirement for insurance

company directors)

The actuary, as I said, must hold the current certificate before he or she can accept
an appointment; but the actuary is appointed and remunerated by the company and is
responsible to the beard of that company. So it's the directors who are responsible
for the well-being and overall solvency of the company. In addition, the appointed
actuary has responsibilities and obligations to the Department of Trade and Industry,
which is a supervisory body, by reason of his or her statutory duties. In fact, there's
a three-way relationship between the board of a company, the appointed actuary, and
the Department of Trade and Industry.

In fact, I should extend that further and say that there's a fourth player in this
relationship, and that's what we call the Government Actuaries Department (GAD),
which is the permanent provider of professional actuarial advice to the regulator, the
Department of Trade and Industry (DTI). The GAD does not have a direct regulatory
authority over insurance companies or their actuaries, although the regulations do
provide for routine contact for the clarification of points contained in the company's
returns to the DTI.

This is an apparently complicated structure, but it's brought about some important
benefits. The Government Actuaries Department has been able to develop, with
insurance companies and with appointed actuaries, a close cooperation and open
relationship, to some extent encouraged by the fact that it is not the formal regulator.
There is, for example, a permanent, joint actuarial working party between the Govern-
ment Actuaries Department and the Institute, which includes a number of appointed
actuaries and provides a very valuable means of two-way communication between
the practitioners and those responsible for the regulation.

Indeed it may seem somewhat convoluted, but if the Government Actuaries Depart-
ment is able to advise appointed actuaries of what it will be advising the Department
of Trade and Industry as, for example, an acceptable basis for resilience testing, then
that's very useful information to the appointed actuaries and provides a very prag-
matic way of establishing sensible practice.

However, I'd like to address what I think is at the very heart of the structure and that
is the duty of the appointed actuary, which is set out in Guidance Note No. 1,
Section 3.2, and that duty is to advise the company as soon as he or she thinks that:
(1) a course of action is proposed to be followed by that company, or (2) a situation
has arisen, perhaps outside the control of the company, which creates a material risk
that the long-term fund may be insufficient to cover its liabilities.

If the company then persists in the course of action or, alternatively, fails to remedy
the situation and does not report this fact to the Department of Trade and Industry,
then the actuary must advise the DTI after so informing the company.

This clause, 1think, is the equivalent of an actuarial nuclear deterrent. It's impossible
to determine how its existence has shaped the relationship between appointed
actuary and company board. Undoubtedly it means the board must listen, and indeed
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listen very carefully, to the views of the appointed actuary. It would be impossible to
say how many times the awareness of this responsibility has caused a board to
change its policy or direction. The extent to which an actuary may have had to
remind a board of his duty would vary greatly depending on the individual actuary and
the individual board.

All those to whom I have spoken agree that relationships are actually shaped by this
requirement and that, in practice, it does work. I'd also like to highlight one or two
particular aspects of the U.K. appointed actuary's responsibilities.

FURTHER RESPONSIBILITIES

Becausethe appointed actuary is fundamentallyconcerned with the solvencyof the
company, there's no limit to the overallextent of his or her interest in the businessof
the company or in the external or internalaffects on factors that might have a direct
impact on that company. The GuidanceNotes set out a list of obvious major areas
of concernincludingpremium rates, investment policies,guarantees,options, market-
ing plans,and reinsurancearrangements. You can let your mind run through them all.
But given the all-encompassing nature of the responsibility, these can only ever be
illustrative.

Although the Insurance Companies Act requires financial investigations to be carried
out only at specific intervals, the Professional Guidance Notes make it clear that the
appointed actuary's duty is to take all reasonable steps to insure that he or she is at
all times satisfied as to the solvency of the company. This "all-times responsibility"
means that consulting actuaries in particular, acting as appointed actuaries, need to
set out a formal basis with their client by which they are to be kept informed of the
particular events and, indeed, they may need to modify that basis after they've
completed a particular investigation.

CURRENT DEVELOPMENTS

This is by no means an exhaustive list, but it seemed to me to be the principleareas
where the system is currentlychangingand developing.

The first point I want to raise is policyholders'reasonableexpectations. The Guidance
Notes require an actuary, when assessingthe liabilitiesof long-term business of a
company, to have regard for policyholders' reasonable expectations. In times of
falling bonus rates, like right now, it's natural to have a fairly high profile for this item.
It has been extensively explored by the Institute's working party, who published a
report in 1990. There have since been a series of reports, regular discussions, and
professional seminars; in my view, as far as the profession is concerned, the topic has
been thoroughly discussed.

However, I think the actuary has an ongoing and potentially increasing duty in the
context of educating and informing the board, the policyholders and, perhaps most
particularly, the potential policyholders. This responsibility regarding expectations,
requires the actuary to be carefu_when preparing or reviewing marketing literature and
when assessing the maneuvering ability on company policy. In its simplest form it
means that contractual and noncontractual liabilities must be considered in all
circumstances.
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My second point concerns dynamic solvency testing. Neither the regulation nor the
professional guidelines currently lay down any basis for dynamic solvency testing,
although there is a common basis for resilience testing based on the advice of the
government actuary to the Department of Trade and Industry. An actuarial working
party on the subject of dynamic solvency testing has just released its interim report,
which also includes the question of providing a financial condition report to the
management of the company. It's perhaps reasonable to expect that the results of
that working party might find their way into a draft professional guideline sometime
during 1995.

My next point, good businesspractice, really stems from the fact that the appointed
actuary is increasingly being used as the policeman of good behavior. It's not strictly
related to his duty in respect to the solvency of the company; but wherever sensible,
professional judgment requires an issue that cannot easily be codified be taken into
account. For example, the actuary must approve the "with-profits" guide required by
our Financial Services Act and certify the formula for calculating the new reductions
for expenses and commission.

A number of these duties, as you can see, relate very directly to the question of
policyholders' reasonable expectations, it's generally felt that it's sensible and
appropriate that they should also fall to the actuary. Indeed, it's being suggested by
one of those to whom I spoke that the increased use of an actuary in such circum-
stances is really a vote of confidence by the regulators in the appointed actuary
system.

GENERAL INSURANCE

As far as I'm aware, all significant general insurance companies use actuaries within
their claims assessment, pricing, and general financial control and management. The
U.K. appointed actuary system for life insurance is now relatively mature and it would
seem natural for future regulation of general insurance to consider the merits of
adopting a similar basis.

UFE INSURANCE PROFIT RECOGNITION

It's a difficult subjectand it's currentlybeingconsideredby a wide range of working
parties coming from actuarial,accounting,and insuranceindustry backgrounds.
Again, it's not strictly related to the job of the appointed actuary in respect to
solvency, but it's difficult to see an issue such as this, which requiresso much
actuarialjudgment, not finishingup with significantresponsibilitiesfor the appointed
actuary.

The presentdebate in the U.K. is beingfueled by two significantdrivers. The first
one is the EuropeanCommunity (EC) regulations. They are about to require--and I've
written down here the first of January, 1995, but I think it's actually December 23,
1994--that all insurancecompany accountsprovidea true and fair view. I think in
North American terminology, presentfairly or fairlypresent, would be the equivalent.
There's a lot of disagreement,but there is generalagreement that the valuation basis
appropriate to satisfy statutory and professionalrequirements in respect to solvency
does not providea true and fair view of a life company's profits. The second driver is
the desireby shareholdersto understand,be better informed, and even to take
account of the profitabilityof a life company in any one year.

57



RECORD, VOLUME 20

Now, while the statutory valuation basis will determine the amount of profit that may
be released from the life fund in a particular year, an alternative basis for disclosing a
true and fair view of the profits must be adopted. Whether in the long run this will
be one of the widely discussed current alternatives, imbedded values across margins
on services and profits, or even the minimum change to a modified statutory basis,
that remains to be seen. I think this question is one of the most interesting and
challenging facing the U.K. actuaries.

In conclusion, I'd like to say that the U.K.-appointed-actuary system has been in place
for 20 years, during which time it's been progressively refined. All of those to whom
I spoke, together with my own observations, suggest the system is working effec-
tively and that the constructive tension between the actuary, the board, and the
Department of Trade and Industry as regulator provides a very practical framework
under which professional judgment can be brought to bear on a myriad of complex
products and indeed of complex company structures. There are some important
developments ahead, but the system is both robust and flexible enough to deal with
these.

MR. W. PAUL McCROSSAN: I'm going to cover the appointed actuary in Canada,
which has been in force since June 1992, and which has been rather freely adopted
from the United Kingdom model. During the presentation, I'm going to quote
extensively from the legislation and from the professional standards, because they are
short and sweet. The whole appointed actuary duties in the legislation takes up
about two-and-a-half pages, so it's very pungent indeed.

The issues I will cover include:

• Who can become an appointed actuary and how do you become one?
• What routine duties the actuaries have annually and what nonroutine duties

are put on the appointed actuary?
• When is the appointed actuary obliged to have the reports completed?
• What legal rights and protections are imbedded in the Act? Canada may be

the only country that has actual, statutory legal protection for the appointed
actuary.

• What is the current appointed actuary's opinion and how will it change in two
years?

• What triggers a whistle-blowing report, which is known in the act as a report
to officers and ultimately to regulators?

• A small philosophical discussion on the role of the appointed actuary in Canada
of balancing the responsibilities to regulators and management.

The act provides that in order to become an appointed actuary you must be a fellow
of the Canadian Institute of Actuaries (CIA). The code of the CIA further adds that
you cannot take an assignment unless you're reasonably qualified. The appointed
actuary is appointed by the board of directors and, if there is any vacancy, the
superintendent of financial institutions must be notified immediately by the board of
directors. The former appointed actuary must write the directors and the superinten-
dent of financial institutions of the reason and circumstances of his or her departure
unless, of course, the actuary has died on the job. The act says that the report
should not just state the known reasons, but should also include the opinion of the
appointed actuary as to what led to his or her departure. This document has legal
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privilege. That is, it cannot be used in a court of law against the appointed actuary.
Similarly, there's a professional requirement in the CIA that any potential, newly
appointed actuary must request and receive a statement from the old appointed
actuary before accepting an appointment.

There are a number of items in the act that are routine annual items. The first is an
annual valuation. The entire evaluation section of the act consists of one sentence.

Actually, I think there's a second in there, but there are no prescribed minimum
valuation bases. It simply states that a valuation shall be conducted "in accordance
with generally accepted actuarial practice, with such changes as may be determined
by the superintendent and any additional directions that may be made by the superin-
tendent."

So it's quite clear that the superintendent has the hammer. The superintendent can
prescribe anything, but it's also fair to note that the superintendent has not, to the
best of my knowledge, prescribed anything yet. So the entire judgment as to what's
an appropriate valuation is left in the hands of the CIA and generally accepted
actuarial practice. The standard applies for both life insurers and general insurers, or
what's known in the States as property/casualty insurers.

The second statutory duty is to put a report in the company's published financial
statements indicating "whether, in the actuary's opinion, the annual statement fairly
presents the results of the valuation."

The third annual statutory duty is to perform dynamic solvency testing, which is ex-
pressed as "to report in accordance with generally accepted actuarial practice.., on
the financial position of the company and.., the expected future financial condition
of the company." That is, where is it likely to go? This report is now compulsory for
all life companies and is being introduced for property/casualty companies.

The fourth duty of the appointed actuary is to provide signed reports to both the
Office of the Superintendent of Financial Institutions and the National Policyholder
Compensation Corporation on the minimum continuing capital and surplus require-
ments. This year this explicitly contains provisions for all off-balance-sheet liabilities,
such as derivatives, guarantees to subsidiaries, and so on. So they all have to be
enumerated, accounted for and evaluated.

The fifth duty in Canada states that both stock and mutual companies can issue both
participating and nonparticipating business. Since both can write both types of
business, there is a requirement that the actuary report "to the directors on the
fairness and equitableness of the method used by the company to allocate its
investment income, losses and expenses, including taxes, to a participating account."

This is obviously to stop a stock company from skimming off profits through expense
allocation, because there are general restrictions on profits taken from a participating
fund. These items include accrued capital gains or losses, whether or not realized.

The second statutory obligation is to report "whether, in the actuary's opinion, the
dividend bonus or other benefit is in accordance with the dividend or bonus policy of
the company."
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As you might expect, the board of directors must adopt not a dividend scale--that is,
a detailed calculation--but must adopt a dividend policy indicating how they're going
to go about setting dividends and bonuses. Then the actuary must report on whether
the actual bonuses are in conformity with that policy.

Then there are nonroutine tasks. The first nonroutine item is the right to information.
You'll see this is a very wide-sweeping power. The appointed actuary has the power
to request "the present or former directors, officers, employees or representatives of
the company, to the extent they're reasonably able to do so, to give access to all
records and provide information and explanations that are, in the opinion of the
actuary, necessary to enable the actuary to perform the duties of the actuary." That
is, the actuary can compel officers, directors and employees to provide explanations
and anyone who gives such information or explanations has legal immunity as a result
of being compelled by the appointed actuary to provide the information.

The second nonroutine duty has to do with the whistle-blowing aspect. "The
appointed actuary shall report in writing to the chief executive officer, the chief
financial officer, and the directors of the company any matters that have come to the ..........
actuary's attention, that in the actuary's opinion have material adverse effects on the
future financial condition of the company and require rectification."

Much the same as the U.K., the actuary is supposed to be continually monitoring the
situation and, if they see any proposed action or anything has actually happened, they
are obliged to write this report.

Of course, the company may or may not act on the report, so the second paragraph
then says, "Where in the opinion of the actuary, suitable action is not being taken to
rectify the matters, the actuary shall forthwith send a copy of the report to the
superintendent and advise the directors that the actuary has done so." So there's no
need to go directly to the superintendent and indeed, if the matter is cleared up by
the company, the actuary need never go to the superintendent.

However, it's fair to say that the auditors are very interested in these things and, at
least where I am the appointed actuary now, the auditors routinely ask as part of the
annual audit, "Have you written any of these letters in the last year? If so, why and
what happened?" I suspect that the auditors I deal with aren't the only auditors
asking these questions.

The third nonroutine duty, and this may seem that the actuary is moving well into the
prerogative of management, is that payments to shareholders in the form of dividends
cannot be made if, in the opinion of the appointed actuary, they would "materially
affect the company's ability to continue to comply with its dividend or bonus policy or
maintain the level or rates of dividends or bonuses." That is, policyholders come first,
before shareholders.

Obviously if you have a dividend policy that dynamically changes, that gives you far
more comfort than a narrow dividend scale, with just factors in it. Because if you just
had a dividend scale, you could never change the scale and continue to pay share
holder dividends.
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There's a whole host of reports the actuary has to issue in Canada and the timing is
very short. All federal insurance companies are on a calendar year, fiscal year basis,
and the actuary's valuation must be completed in essentially eight weeks. So the
report must be filed by February 28. Also at the same time, the risk-based-capital
report needs to be filed with the regulator, although with the Compensation Corpora-
tion there is an additional month.

The actuary's report on the fairness of the financial presentation must be filed with
the board at least 21 days prior to the annual general meeting. The actuary is also
required to send an extensive compliance report to the CIA by April 15 indicating that
he can demonstrate that all of the assumptions are explicit and can be justified by
either internal company experience or industry experience, and so on. At least the
first couple of years I filled this out, I sweated blood trying to satisfy myself that I
could answer yes to the questions, because answering no to the questions means I'm
going to be charged with professional misconduct.

The dynamic-solvency-testing report must be given at least once each financial year.
The custom that is emerging is that the report would be done in the latter half of the
year. You completed it as of February 28 and usually would meet with the board of
directors in the fall to discuss the future financial condition, and this involves scenario
testing. There are about ten recommended scenarios--new business going up and
down, interest rates going up and down, expenses, lapses, morbidity, and all that sort
of thing--but the actuary is required to test anything that essentially is material. They
could be shifts in currency rates or, if you have a large derivative exposure, shifts in
interest rates and things like that.

The equity and fairness report to the board must be made annually. The report on
ceasing to become an appointed actuary should be available within 15 days of
ceasing to be the appointed actuary. Of course, the nonroutine report to officers
should be made as soon as you become aware of matters with materially adverse
effects on the future financial condition of the company which require rectification.

The appointed actuary and the company employees in Canada have been given
substantial legal protection. First, I mentioned that the appointed actuary has the right
to compel information and explanations, so someone who gives that could potentially
be sued by the company and therefore the Parliament has provided that "a person
who, in good faith, makes any oral or written communication to the appointed
actuary shall not be liable in any civil action arising from having made that
communication."

So they have complete legal immunity in the civil sense. This obviously takes away a
lot of the fears of litigation that might arise in the U.S. environment.

Second, the actuary is required to make reports on why he or she left and required to
make these whistle-blowing reports, and so the Parliament of Canada has provided
completely immunity from any civil damages as a result of discharging your duty as
an appointed actuary. "The appointed actuary or former actuary who, in good faith,
makes an oral or written statement shall not be liable in any civil action seeking
indemnifications for damages attributable to the actuary or former actuary having
made the statement or report."
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That's very widespread protection. You can understand that the words "in good
faith" are not trivial words, but an example indicates what can happen. Your
company could sue you, but you could go for a declaratory judgment right away
seeking to dismiss the suit, unless they can establish as a prima facie case that you
have not acted in good faith in discharging your obligations.

This has two ramifications. The first is that the only way you can avail yourself of
the legal protection is to act in good faith. If you're required to state in your opinion
why you were dismissed and you don't, you give up your legal protection. The only
way you can get legal protection is by disclosing everything. If you disclose every-
thing, you have complete legal protection.

Second, "any other written or oral statement or report made by the appointed actuary
under this Act has qualified privilege."

For those of you who aren't lawyers, the highest level of legal privilege is absolute
privilege. This is the privilege, for example, that congressmen or parliamentarians
have in Parliament. They can't be found guilty of treason or sued for anything they
say in Parliament. A lawyer/client relationship generally has absolute privilege.

The next-highest level of legal protection is qualified privilege. It makes it very difficult
to take any action against any appointed actuary who's acting in good faith. Again
the key words are that qualified privilege implies the concept of one's acting in good
faith; that is, that you can't do something maliciously nor with the intent to damage.
You have to be acting in good faith in order to have legal protection. You'll see that
the Parliament of Canada has given very strong legal protection to the actuaries and
the employees.

In light of the situation in the U.S., it's interesting to note that the government initially
opposed this legal protection. In fact, the Canadian Bar Association sent a brief to
the Parliament that pointed out that if you were going to give the actuary these
responsibilities, you must give them freedom from being sued by lawyers; otherwise
they would be in a terrible legal position. It was, in fact, the National Lawyers
Association who came to Parliament and said, "We understand you want to impose
these responsibilitieson actuaries. For goodness sake, give them protection against
lawyers if you're going to give them that responsibility."

The standard wording of the opinion that the appointed actuary has to give states, "1
have valued the policy liabilities in the company's balance sheet and their increase in
its statement for the year then ended in accordance with accepted actuarial practice.
In my opinion, the valuation is appropriate" (that's a professional term of art meaning
neither too conservative nor too liberal) "and the financial statements fairly present its
results."

The opinion is going to change, or is proposed to change, in 1995. The last para-
graph has changed or will change to, "1 have valued the policy liabilities in the
Company's balance sheet.., and their increase in its statement for the year then
ended and I have examined its financial condition in accordance with accepted
actuarial practice. In my opinion, the valuation is appropriate. The financial state-
ments fairly present its results and the company's financial condition is satisfactory."
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That is, I've looked into the future and I don't see an imminent insolvency, or I don't
see a serious financial condition which requires rectification. It's going beyond stating
where you are now. Starting in 1995, the appointed actuary is going to have to give
an opinion about the future financial condition of the company.

The professional standards provide for qualifications to the appointed actuary's
opinion, just as accountants do. The examples of qualifications that could be in the
opinion are:
• That the current dividends are not sustainable

• The company needs more capital
• The company needs more capital and has a plan to raise it
• The company took over another company that was not financially sound and

had poor records, and you really can't say that the data you're working on are
up to the normal standards that you would apply.

Obviously there are things that the professional standards say are not covered by the
actuary's opinion, such as catastrophes, widespread property destruction not
coverable by normal reinsurance, epidemic, unexpected tax or legislation changes,
unforeseeable failure of major investments, runaway inflation, war, major mortality or
morbidity changes, or major changes in management practices. The CIA standards
state, "It is not appropriate for the actuary to suppress any unfavorable result of his or
her examination of the company's financial condition, even if publication of the result
produces a 'run on the bank.'"

The thought behind that may be interesting. That is, as long as the company is in
business it's taking on new policyholders. If there is a serious financial condition
existing in the company, it really is unfair to continue to take on new policyholders
without letting them know of the existence of that condition. To the best of my
knowledge, none of these reports have been issued that have this particular state-
ment in it. But it's there in the professional guidelines and you can be charged with
professional misconduct and obviously lose your Fellow of the Canadian Institute of
Actuaries (FCIA) designation if you try to suppress something on the basis that it's
being done to stop a run on the bank.

Let me go to the whistle-blowing report, because it's very much the same conditions
as in the U.K. "An appointed actuary should take all reasonable steps to be currently
apprised of what a report on the current financial position and expected future
financial condition to the board would indicate. If such a report would indicate the
need for corrective action to insure a satisfactory condition, then a report to the
officers and directors should be made. To be satisfied, the appointed actuary should
be able at any time to provide an unqualified opinion as would be published in the
company's financial statement."

Finally, I described the actuarial teeter-totter, meaning how does the actuary balance
his or her role in terms of being a member of the management team and being
accountable to the public? There has been considerable debate and discussion in the
United States, particularly by John Harding and Steve Radcliffe--should the appointed
actuary be primarily a management officer and part of the management team, or
should the appointed actuary have outside responsibilities?

63



RECORD, VOLUME 20

If the actuary is solely a part of management, then it seems to me that the regulator
and/or the public should ask for an independent counterweight at the other end of the
teater-totter. If the actuary argues that the responsibilities in a particular country
should be as part of the company team, then it seems to me that they're putting
themselves in the position of an internal auditor of the company who performs a
valuable role for the company; but common business practice demands that there has
to be an external auditor as well.

V_/rththe government and with the Canadian Institute of Chartered Accountants, we
do not require independence. The requirement of the appointed actuary in Canada is
that the appointed actuary be objective; that is, that they straddle the fulcrum of the
teeter-totter and try to balance the roles in the middle. For anyone in their youth who
tried to stand in the middle of a teeter-totter, you remember how tricky this was and
how easy it was to fall off the tester-totter.

Nevertheless the model in Canada for the appointed actuary is that the criterion is to
straddle the middle and stand at the fulcrum; and the standard that should be applied
to the appointed actuary is that he or she is acting objectively.

DR. CHIU C. CHANG: The appointed actuary concept has quickly spread to Asian
countries. This should not be surprising. The failure of life insurance companies in
Western countries is very scary, and the governments of Asian countries have
become quite progressive, especially those of newly industrializing and democratizing
countries.

Although there are only three countries that have formally passed the law to adopt
the appointed actuary concept, most of the other countries have been working
toward the adoption of this concept. Hong Kong has followed the U.K.'s model very
strictly, so my presentation on Hong Kong, in some sense, is an exception to other
Asian countries. Singapore has essentially adopted the Canadian model; also Malaysia
is somewhere in between the British and Canadian model, but much closer to the
Canadian model.

We will review both the traditional and enhanced roles of the actuary; highlights of
legislation that initiated the appointed actuary concept; the potential differences in
implementing the appointed actuary concept between Asian and Western countries;
the appointed actuary and the statutory valuation standard; practical applications of
the appointed actuary concept in Asia; activities in Japan's move towards the
appointed actuary concept; and the difficulties which some of the Asian countries
have encountered in their process of adopting the concept.

TRADITIONAL ROLEOF THE ACTUARY

Most insurancelaws in Asian countriesprescribe the roleof the actuary as being
responsible for determining premium rates, designinginsuranceproducts, valuing
policyholder reserves, and deciding on surplus distribution to participating
policyholders.
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A typical insurance act would entrust the actuary with the following tasks:
• The actuary conducts an annual actuarial investigation into the financial

condition of the life business. This involves basically a valuation of the
policyholder reserves.

• The actuary approves the premium rates for new products introduced. The
actuary certifies that the premium rates charged are adequate.

• The actuary approves the distribution of surplus to participating policyholders
and shareholders.

The traditional role has increasingly been viewed as rather limited and inadequate in
view of the great volatility of the economic and financial environment and the great
concern over the financial solvency of the insurance business. To enable the actuary
to better ensure the financial solvency of a life insurance company, most regulators
believe it is necessary to strengthen the actuary's position and enlarge his or her role.
The actuary's position needs be strengthened so that he or she is able and willing to
be objective in carrying out their work.

ENHANCED ROLE OF THE ACTUARY

In those Asian countriesthat have adopted the appointedactuary concept, Hong
Kong, Singapore,and Malaysia, the enhancedrole of the actuary, in a typical legisla-
tion, may be brieflydescribedas follows. Eachlife insurermust appoint,subject to
the appropriateregulatoryauthority's approval,an appointed actuary to:
• Perform an annual statutory valuation of policyholder reserves
• Ensure that premium rates are adequate at all times
• Ensure that the distribution of surplus to policyholders is fair and equitable
• Assist management in adopting a suitable investment policy, recognizing the

nature of policyholder liabilities
• Prepare projections of the company's financial condition
• Alert management of events that have material, adverse financial impact and

recommend corrective measures

• Report to the Authority if management does not take actions as recommended
within a reasonable period of time.

To enable the appointed actuary to perform the above duties, the appointed actuary
must have access to all records, accounts, and documents, and should also have
direct access to the Board of Directors. The details of the legislation are highlighted
as follows.

APPOINTMENT

Every life insurer must designate a person to be its appointed actuary. To qualify for
the appointed actuary position, a person must:
• Be a qualified actuary as defined in the Insurance Act
• Have the training and experience relevant to the position
• Have at least one year of relevant experience in a responsible position within

the country
• Be a person of good character and integrity
• Preferably reside in the country.
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Notwithstanding these requirements, the Authority may approve, as it deems fit, a
person as being suitable for appointment as an appointed actuary. The appointment
is made by the Board of Directors and is subject to the Authority's approval.

It is incumbent upon the appointed actuary to consult his or her predecessor to
determine whether there are professional reasons for not accepting the appointment.
The appointed actuary should also bear in mind that there are certain obligations to
the Authority, whose functions are aimed at the protection of policyholders' interest.
The actuary should familiarize himself with the Insurance Act and regulations before
accepting the appointment.

The Board of Directors must notify the Authority when the appointment is terminated.
The notification should include the reason for the termination. A separate notification
should be given by the former appointed actuary to the Authority, indicating his
reason for the termination. The Board of Directors must appoint a new appointed
actuary no longer than six months after the termination of the previous appointed
actuary.

STATUTORY VALUATION

The appointed actuary must ensurethat the policyholderreservesare adequate and
are not less than that basedon the statutory-minimum-valuationbasis. Meeting the
minimum reserve requirementsis not enough. The actuary must use professional
judgment when determiningthe valuationmethods and assumptionsto help ensure
that the reserves are adequate.

PREMIUM RATES

The appointed actuary is responsiblefor the adequacyof premium rates at all times.
Before a new product is introduced, the actuary shouldtest the viabilityof the
premium rates and the illustratedbonusscale. For the in-forceportfolios,the ap-
pointed actuary should conduct periodic experience studies to test the suitability of
the pricing assumptions used. For example, is the anticipated investment return
realistic? Is the assumed lapse rate realistic? Are the expenses in line with expecta-
tion? Any inadequacy in the premium rates or bonus scale should be corrected at the
earliest possible time. Because of the long-term nature of the business and the typical
structure of the bonus, a 30-year projection may be necessary when testing the
supportability of the bonus scale.

SURPLUS DISTRIBUTION

Before giving approvalof the distributionof surplus,the appointed actuary should
satisfy himself that the distributionis fair and equitableto all parties concerned. In
particular, he should take into account: the statutory requirements; equity between
policyholders and shareholders; and equity among different generations of policy-
holders.

The appointed actuary should take into account the impact of new business on
surplus. For example, if the surplus arising during the year is diminished due to the
growth of business, then the appointed actuary should decide how much of the new
business is to be supported by capital, and how much by surplus. The appointed
actuary should demonstrate to the Authority how he has satisfied that the distribution
is fair to the policyholders.
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INVESTMENT POLICY

In choosingappropriateassumptionsfor determiningpremium rates and policyholder
reserves,the appointedactuary must recognizethe assetsinvested in and their likely
long-termyield. The company, in determiningits investment policy and making
investment decisions,must recognizethe nature andterms of its liabilitiesto policy-
holders. The appointedactuary shouldassist management in this regard.

SOLVENCY TESTING

Ufe insuranceis a long-termbusiness,affected by many factors outsidethe com-
pany's control. Therefore, the appointedactuary shouldperform financialprojections
of the assets, liabilities,and cash flow of the life insurancefund to test the sensitivity
of fund solvencyto adversefuture experience. Additional reservesabove and beyond
those required by the minimum standardshould be maintainedto safeguardthe
fund's solvency againstpossible,future adverseexperience.

The purpose of these projectionsis to assessthe financialstrength of the company to
withstand adverse experience. Gross premiums with explicit assumptions (including
future business growth) should be used. In addition, in order to quantify the minimum
reserves required, statutory valuation based upon net premium should also be
calculated.

A projection period of five years is recommended. Given the complexity of the
business, a projection beyond five years may not be meaningful. A period shorter
than five years is not sufficient to detect an emerging trend in the financial results.

The testing should include a baseline scenario based upon "best guess" assumptions,
and additional scenarios to quantify the impact of plausible deviations from the best
guess assumptions. At the minimum, the scenarios should reflect the following
factors: new business growth; mortality or morbidity experience; investment experi-
ence; and expenses and policy-lapse experience.

REPORTTO MANAGEMENT
The appointed actuary should report to management any event that, in his or her
opinion, has a material, adverse impact on the financial position of the company.
Such an event may affect either the assets or liabilities or both. Recommended
corrective measures should be indicated in the report. Any such report to manage-
ment should be presented by the appointed actuary to the board of directors at the
following board meeting.

REPORTTO THE REGULATORY

If no action is taken by management within a reasonable period of time following a
report from the appointed actuary as described above, and the adverse situation
persists, then the appointed actuary should notify the Authority. The appointed
actuary should notify the directors that he has done so.

In addition, the appointed actuary should provide an annual report to the Authority.
The purpose of the report is to: provide a qualitative summary of the company's
business and experience during the year; comment on the fund solvency under
various scenarios; summarize the valuation results; and document the methods and
assumptions adopted in the valuation.
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The report (without the solvency projections) should be submitted within three
months after the close of the year. The solvency projections should be submitted
within six months after the close of the year.

REPORT TO THE DIRECTORS
The appointed actuary shouldreport in personto the boardof directorsof the
company at least once a year on the financialpositionof the company, includingthe
current value of the company's capital,surplusand liabilitiesand the expected future
financialconditionof the company.

ACCESS TO INFORMATION

The appointed actuary should have a right of access at all times to all records,
accounts, and documents of the company that relate to his or her duties. The
actuary may request from the directors and officers of the company any information
and explanationshe or she deems necessary. This is almost identicalto the Canadian
model.

FOREIGN COMPANIES

For branch operations of foreign companies, these requirements only apply to the
operations in this country. Furthermore the reports to "management" and "board of
directors" referred to above should be made to an individual or individuals designated
by the board of directors. Any additional solvency margin deemed appropriate in the
opinion of the appointed actuary must be kept in this country.

POTENTIAL DIFFERENCESIN IMPLEMENTINGTHE APPOINTED ACTUARY
CONCEPT IN ASIAN AND W_ESTERNCOUNTRIES

Although the appointedactuary concept as enacted in Asian countriesis generally
modeled after that of Western countries,there could be potentialdifferencesin
actually implementingthe law due to culturaland legaldifferencesand the difference
in the development of the insurance business between Asian and Western countries.
The following will outline examples.

FIXED VERSUS FLEXIBLEVALUATION STANDARDS

Currently, the regulations in Asian countries prescribe fixed valuation standards by
specifying the valuation method, valuation mortality table, and valuation interest rate.
It is expected that this fixed valuation standard approach will be continued into the
period when the appointed actuary is adopted in the law. As examples, those
countries that have passed the appointed actuary legislations have continued their
fixed valuation standard laws. However, under the appointed actuary legislations,
meeting the fixed valuation standard alone does not absolve an appointed actuary
from exercising professional judgment and responsibilities in determining reserves that
are adequate to meet all future liabilities to policyholders.

In contrast, some Western countries, such as the U.K., had been under the flexible
valuation standard even before the introduction of the appointed actuary concept.
Since the adoption of the appointed actuary regulation in Western countries, the
flexible valuation standard has become a more acceptable and potentially prevailing
standard.
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RESPONSIBIUTIESRESERVESOR SOLVENCY

In those Asian countriesthat have passedthe appointed actuary regulations,it
appears that the appointed actuary's responsibilitiesare more in reserve adequacy
than solvency, with the possible exception of Hong Kong, which has followed the
U.K. model. Although some legislations do prescribe solvency tests, these tests seem
more along the line of ensuring the adequacy of reserves. Pleasenote that, in this
regard, some legislations do require that the appointed actuary must consider all
external factors outside the control of the insurer that could lead to insolvency. In
reviewing the causes for the failure of insurance companies in North America and
Europe, we feel that these causes do not generally apply to insurers currently in Asia.
This may be in further support of the view that the responsibilities of the appointed
actuary in Asia, at least for now, may be more in reserve adequacy than solvency.
This view may be in contrast to the general view that the appointed actuary's
responsibilities in Western countries, especially the U.K., are more in the insurer's
solvency, with the clear exception of the U.S.

POTENTIAL PERSONAL LIABILITIES

Based on the legislations, it is not clear whether an appointed actuary may incur
personal liabilities. Asian countries in general are less litigious than Western countries.
Assuming an insurer becomes insolvent, if all parties involved know that they cannot
have recourse to the appointed actuary for resolving the known insolvency problem,
they will probably not pursue the actuary further. In particular, if the actuary carries
no liability insurance to cover his professional duties, the chance for those parties
involved to pursue the actuary becomes even slimmer. On the other hand, if the
actuary does carry professional liability insurance, then the opposite will be true, but
only to the limit of his liability coverage. In general, in the case of no liability insur-
ance, the potentially most serious penalty to the actuary may be the loss of his
professional society membership, and thus his qualifications to practice. This is in
sharp contrast to the potential losses in terms of both personal liabilities and profes-
sional society membership that may befall the appointed actuary in Western countries.

ETHICAL AND PROFESSIONAL STANDARDS

The concept of strict ethics and high professionalstandardsin Asian countriesmay
not be as strong or deeply rooted as in Western countries. Very few actuarialorgani-
zations in Asia are truly professionalsocieties. This meansthat most actuarial
organizationsin Asian countriesexist more for socialthan professionalpurposes. To
uphold the strict ethics and highprofessionalstandardsof the actuarialprofessionin
Asian countriesreally depends,to a considerabledegree, on those appointedactu-
aries' membership in the professionalactuarialsocietiesin the Western countries.
These actuariesare qualifiedfor their positionsby virtue of the membership inthe
Western professionalsocietiesand are governed by the ethicaland professional
standardsof those societies.

UFE INSURERVERSUS GENERAL INSURER

Currently in those Asian countries that have passed the appointed actuary legislation,
the appointed actuary concept applies to life insurance business only. it is expected
that those countries in Asia that are working towards the appointed actuary concept
will, when they adopt the concept, also apply the concept to the life insurance
business only. On the other hand, Canada's appointed actuary regulation apples to
both life and general insurance businesses. Judging from all the activities related to

69



RECORD, VOLUME 20

the appointed actuary system in the U.S., the system will be more likely applicable to
both life and general insurance businesses. It is also believed that the U.K. will
eventually extend its appointed actuary concept to general business as well. If
anything, it appears that the appointed actuary concept is more likely applicable to
both life and general insurance businesses in Western countries than in Asia. If Japan
follows the U.S. and Canadian models in its new course of insurance business

(discussed later in this manuscript), it might be the only Asian country that will apply
the appointed actuary concept to both life and general insurance businesses.

EQUITY BETWEENPOUCYHOLDERSAND SHAREHOLDERS

In Asian countries, realizedcapital gainshave not generallybeen consideredas part of
investment income but rather,as an adjustmentto surplus. Evenif they are treated
as part of investment income, the market value and book value usedto determine the
capital gain may not represent the true market and book values. In either case,
realized capital gains have not been reflected appropriately in the income statement.

With growth in equity-type investments and the enormous capital appreciation
associated with them, it has become difficult to justify any treatment that does not
reflect capital gain as part of investment return.

These treatments of realized capital gains in Asian countries are clearly in favor of
shareholders. They are inequitable to policyholders and cannot maintain equity
between policyholders and shareholders. This is in sharp contrast to Western
countries, where realized capital gains are reflected directly in the income statement as
part of the investment income.

EQUITY AMONG DIFFERENTGENERATIONSOF POLICYHOLDERS

In Asian countries, unrealizedcap'_algainshave not been consideredas part of
investment income. It is well known that the amount of unrealizedcapital gains from
real estate and stocks is enormous in a number of Asian countries. These assets

were invested years ago in the then-low-yieldingsharesand the lowly priced real
estate, with the idea of capital gain. If the capital gainsare not recognizedin some
way before the disposalof the assets,which could be many yearsaway, then the
investment income can clearlybecome depressedand inequity can well occur
between generations of policyholders. This is in clear contrast to some Western
countries, where unrealized capital gains are recognized on some formula basis for
income-statement purposes. We note that the exclusion of unrealizedcapital gains
from the income statement is an additional reason for inequitable treatment of
policyholders, because the unrealizedgain is probably reflected in stock prices; but for
participating policyholders, the deferment of income from unrealized capital gains can
represent a permanent loss. We further note that even if only realized capital gains
are recognized as distributable in Asian countries, equity between generations of
policyholders may not be achieved because realized gains may arise in an irregular
fashion and may not emerge until after the termination of many policies, which were
entitled to the gains.

NEW BUSINESS

Basedon the annual growth rate of Asian insurancebusinessversusthat in Western
countriesin the recent past, it is clear that the growth rate in Asiahas been signifi-
cantly higher. Therefore, the new business strain has been more serious for Asian
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companies. One of the appointed actuary's responsibilities is to evaluate the impact
of new business on surplus. For example, the appointed actuary should decide how
much of the new business is to be supported by capital, and how much by surplus.
If the realized and unrealized capital gains are not appropriately recognized in the
financial statement, it can be expected that an enormous amount of hidden surplus
will thus be created. As a result, the appointed actuary in Asia will have difficulties in
discharging this responsibility.

INVESTMENT POLICY

In Asian countries,the proportionof investment-type insuranceproducts, such as
variable,universal,or unit-linked life policies,is very small. Therefore, the segregated
accounts, if any, are negligible. Most insurersuse a generalaccount approachfor
investment purposes. Compared with life insurersin Western countries, Asian life
insurersinvest higher proportionsof their assets in real estate and stocks, and signifi-
cantly lower proportionin bonds. Due to continuingeconomic growth, the invest-
ment returns from realestate and stocks have been great. In addition, we note that
in Asia, both high-yieldbondsand derivativesecuritieshave not generallybeen utilized
as an investment vehicleby insurancecompanies. This is primarilydue to the lack of
competition in investment-type products, which are almost nonexistent, and so no
high-yieldbonds are needed; and the use of derivativesecuritiesin the investment
management of insurancefunds in generaland pension funds in particularhas yet to
be accepted.

This indicatesthat the appointedactuary in Asia, as compared to his or her counter-
parts in Western countries,will have an easiertime in discharginghis responsibilityto
help management formulate a suitable investment policy.

RELATIONS AMONG THE APPOINTED ACTUARY, BOARD OF DIRECTORSAND
REGULATING AUTHORITY
The appointed actuary legislationsin Asia are very new. It is not known yet what
kind of relationsamong the appointed actuary, Boardof Directors and regulating
authority will emerge generally. As compared to Western countries,one can make
the following observations.
1. For solvency testing, Asian countriestend to specify the projection period.

Although differentscenariosmust be used in the testing, a fixed period is
simpler, more uniform, and conceivablyless disputable.

2. The variousappointed actuary reports to management, the board of directors
and the authority will most likelybe consistent and treated as private and
confidential, with the possibleexceptionof the routine annual reportto the
authority.

3. In the unlikelysituation of an unusualcircumstance where an unsatisfactory or
qualifiedopinionis expected, it is most likelythat all parties involved will work
out a way to remedy the situation so as to render an unqualifiedopinionby
the actuary. The end result is good for all parties, includingthe consuming
public.

4. No matter how difficult or seriousa problemmay be, all parties involved will
try their best to reach a harmonicresolution. Any legal action to resolvea
problem is consideredthe last resort.
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APPOINTED ACTUARY AND STATUTORY VALUATION STANDARD

The fixed valuationstandard has been widely used among countries,especiallyin
Asian countries where, to our best knowledge, it has been used in every country
except possiblyHong Kong. Under it, the regulatorspecifiesvaluationmortality/
morbidity tables, valuationinterest rate and valuationmethods. Critics have blamed
the fixed valuationstandard in the U.S. regulationfor the failuresof Baldwin-United,
Executive Life, and First Capital in the following two ways: it has created the apathy
on the part of valuationactuaries, i.e., the actuarieshave unduly reliedsolelyon the
fixed and outdated valuationstandard; and it has led people to believethat there is
something sacred about guarantees. But a guaranteeis no better than how well it
has been matched.

Moreover, it is believed that fixed valuationstandardsnot only slow down product
change and adaptation, but also imposeunnecessaryexpenses on the consumer.
The current reservesituationsin those countriesthat have set fixed standardscreate

prohibitive expenses in redundant reserve requirements. In summary, fixed valuation
standards do more harm than good to the consumer.

Under a flexible valuation standard, the regulator does not specify valuation assump-
tions and methods. It is the actuary's responsibility to select the assumptions and
methods. The U.K. and now Canada are the notable examples for using the flexible
approach. In fact, the British insurance industry has managed for over two hundred
years without reserve standards, without cash-value requirements, nor loan require-
ments, nor loan-interest-rate requirements. The policyholders in the U.K. are believed
to have achieved a 30% better rate of return on their money over the last 40 years
than the policyholders in those countries that have imposed fixed requirements. This
shows that fixed standard is an expensive protection.

Reserves should be the professional responsibility of actuaries. Adequate reserves
should be required by law, but the adequacy should be left to the professional
competence of actuaries. All detailed regulations of reserves should therefore be
eliminated. This is especially true with the appointed actuary concept, because the
fixed valuation standard is believed to be inherently inconsistent with the concept.

In those countries that have passed the appointed actuary legislation but still have
fixed-minimum-reserve requirements, they generally add a rule that states, in effect,
that meeting the minimum requirements does not absolve the actuary from exercising
professional judgment when selecting appropriate methods and assumptions.
However, this clearly seems redundant.

PRACTICAL APPLICATION OF THE APPOINTED ACTUARY CONCEPT IN ASIA

This practicalapplicationof the appointed actuary concept or legislationis believedto
work in many Asian countries. For an easy explanation,we will use Hong Kong as
an example. INwhat follows, one could simply replace Hong Kongwith another
Asian country that either has passed the appointed actuary legislation or may adopt
the concept in the future.

If the Hong Kong appointed actuary is an FFA or FIA, and is the appointed actuary of
a U.K. insurance branch operating in Hong Kong, then he or she will already be
subject to Guidance Note 1 (GN1, the rules governing all U.K. appointed actuaries).
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Therefore, as long as the Hong Kong appointed actuary complies with GN1, and is
satisfied that the reasonable expectation of Hong Kong resident policyholders are
being appropriately taken into account, as required under Professional Standard 1
(PS1, the rules governing Hong Kong appointed actuaries), then it is likely that in so
doing, he will also have complied with PSI.

If the Hong Kong appointed actuary is an FIAA and the Hong Kong appointed actuary
of an Australian insurer operating in Hong Kong as a branch, then that appointed
actuary will already be subject to Professional Standard 1 of the IAA and its Guidance
Note on the Hong Kong appointed actuary. Therefore, as long as the Hong Kong
appointed actuary complies with these standards, and is satisfied that the reasonable
expectations of Hong Kong resident policyholders are being appropriately taken into
account, as required under PS1, then it is likely, in so doing, he will also have
complied with PSI.

If the Hong Kong appointed actuary is an FCIA and also the Hong Kong appointed
actuary of a Canadian insurer operating in Hong Kong as a branch, then that ap-
pointed actuary will already be subject to professional standards for the Hong Kong
appointed actuary issued by the CIA. Therefore, as long as the Hong Kong appointed
actuary complies with these standards, and is satisfied that the reasonable expecta-
tions of Hong Kong resident policyholders are being appropriately taken into account,
as required under PS1, then it is likely, in so doing, he will also have complied with
PS1.

An appointed actuary in Hong Kong who is not one of those referred to in the above
three paragraphs, but whose duties include the certification of financial statements or
reserves as required by statute or by regulatory authority outside of Hong Kong,
should not assume that he has automatically complied with all the requirements of
PS1, even if such duties are discharged with reference to insurance business, which
includes long-term business carded on in Hong Kong. That the professional or other
rules to which he is subjected when carrying out such duties are different or less
demanding than the requirements of PS1, does not reduce his obligation to meet
these requirements as a Hong Kong appointed actuary.

It should be stressed that the FFAs, FIAs, FIAAs and FCIAs referred to in the above
paragraphs are already subject to professional standards applicable to an appointed
actuary under "the Hong Kong appointed actuary system." An FIA, for example,
who is not already subject to such standards, would accordingly not be included in
6.1 but would fall under 6.4. Equally, a Fellow of the Society of Actuaries who is the
"valuation actuary" of his U.S. company, which has a branch in Hong Kong, would
fall under 6.4, not because he is an FSA, but because he would not, in his capacity,
be subject to professional standards applicable to the "appointed actuary system."

A Hong Kong appointed actuary may not be a full-time employee of the insurer, but
an external consultant. The responsibilities of the Hong Kong appointed actuary in
such circumstances are no less than those of any other Hong Kong appointed
actuary. He must take steps to overcome the practical difficulties raised by his not
being an in-house, full-time employee, and make it clear to his prospective principal,
before accepting the appointment, the absolute necessity that all PS1 requirements
are met.
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ACTIVITIES IN JAPAN TOWARDS ADOPTION OF
THE APPOINTED ACTUARY CONCEPT

Although Japan has not adopted the appointed actuary concept yet, there have been
many activities performed that are clearly either well within the appointed actuary
concept or closely related to the concept. We shall start with the Insurance Council
report of June 17, 1992, which was titled "The New Course of Insurance Business."
This is the major document that has been used to develop the new, insurance
business law.

Chapter 2, Section 3 of the report is titled "Insurance Accounting and Disclosure."
Here are the most important points from the section.

RISK MANAGEMENT SYSTEMS

Traditionally, insurance companies depend primarily on their statutory policy reserves
and unrealized capital gains from their equity investment to cope with risks. In
today's environment, it is insufficient to rely on these alone to prepare for unexpected
or uncertain risks, such as asset management and foreign exchange risks, which have
been increasing. Therefore, it is necessary for insurance companies to strengthen
their solvency in excess of statutory policy reserves in order to deal with increasing
risks. This concept of solvency margin will be used as the comprehensive risk
management system for Japanese insurers and as a new regulatory benchmark to
monitor and regulate insurance companies.

In reference to risk-based capital (RBC) in the U.S., Minimum Continuing Capital and
Surplus Requirement in Canada, and the Solvency Margin standard in the EC, Japan
has conducted quantitative analysis of risks faced by insurance companies. As a
result, the solvency margin standard will be a ratio, which is the total of capital and
surplus (numerator) divided by risk-based capital or risk exposure (denominator).
Methods will be developed so as to adjust elements of capitalization that compose
solvency margin, and to calculate risk weight for each asset and liability.

The solvency margin of stock companies can be considered the same as "capitaliza-
tion in a broad sense," which includes conditional reserves classified in the liability
account, unrealizedcapital gains on stocks, as well as capital accounts. This concept
of "capitalization in a broad sense" has been used as the capital adequacy require-
ment for Japanese banks. Since mutual insurers cannot have capitalization in the
same sense as stock companies, it is necessary for them to strengthen their "financial
base for the operation of business" to ensure their solvency margin.

Note: as of this writing, the subject of RBChas nearly been completed.

POLICY RESERVES

In today's operating environment of ever-increasing risks, it is necessary to preserve
the solvency of life insurance companies synthetically, by taking care of not only the
valuation method, but also actuarial assumptions and the level of solvency margin.

Although it is considered appropriate to introduce the concept of a standard valuation
method that sets up a standard level of reserves, it is also considered appropriate to
grant flexibility in terms of the valuation method and actuarial assumptions used, with
the net level premium method designated as the standard method. Along with these,
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it is considered necessary to legislate the chief actuary's authority and responsibility,
and verification of policy reserves.

In the process of verification, the chief actuary is allowed to value policy reserves
more or less than the standard valuation reserves, using professional judgment, taking
into account the level of solvency margin. The chief actuary is required to submit
reports to supervisory authorities for confirmation and also to the stockholders'
meetings.

As of this writing, there is a general agreement between Japanese actuaries and the
Ministry of Finance that the appointed actuary concept will be introduced following
the U.S. and Canadian model in the near future, probably within several years.

REVIEW OF THE INCOME-GAIN-TO-DIVIDEND PRINCIPLEAND TREATMENT OF
UNREALIZED CAPITAL GAIN

In today's highly developedinvestment environment, it is necessaryto make asset
management more total-return oriented.Thus it is necessary to review the existing
formula for calculatingpolicyholderdividends,by taking into account both realizedand
unrealizedcapitalgains.

To ensureequity in dividenddistribution among policyholders,it is appropriateto
introduce the asset-share method, which determines, for each class of policies, its
contribution to assets over the policy years. Thus it is appropriate:
1. To determine the policyholder's contribution to the formation of unrealized

capital gains on stocks and investment returns as a policyholder's share of
assets

2. To regard the distribution of dividends to policyholders as a settlement of asset
shares

3. To complete the distribution to policyholders by the final settlement based on
the asset shares at the termination of a policy.

It is considered necessary to adopt the equitable and proper policyholder dividend
system, which promotes distribution of the total investment return, including the
capital gains. It is believed that the introduction of the asset-share method, the
application of segmentation accounting and separate accounts, and the reinforcement
of the disclosure system would make it possible to distribute dividends in an equitable
and proper manner.

As of this writing, the asset-share methodologies used for testing adequacy and
equity of dividend scale are the current focus of consideration by the industry.

INTRODUCTION AND USE OF SEGMENTATION ACCOUNTING AND SEPARATE
ACCOUNTS

Here are the reasons why introductionand use of segmentationaccounting and
separateaccounts shouldbe promoted:
1. It secures equity and transparency of dividend distribution among policyholders.
2. It helps prevent cross subsidization among lines of business.
3. It helps promote business efficiency.
4. It promotes consistency between investment strategy and product features,

thereby improving asset and liability management.
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In order to prepare for the introduction and use of segmentation accounting and
separate accounts, it is imperative to set up a reasonable and fair standard of
allocating operating expenses and establish a segmentation accounting model. Both
the standard for allocating operating expenses and the segmentation accounting
model have now been established.

It is considered appropriate for each insurance company to make use of segmentation
accounting for the income statement and unrealized capital gains on stocks in
accordance with the allocation standard and segmentation accounting model. It is
also considered appropriate for nonlife insurance companies to introduce segmentation
accounting for the new business of savings-type products that have been included in
the general account.

FUTURE OUTLOOK

As we can see from above, the Japanese insurance industry has engaged in a
number of activities that are in the right direction towards modemization. The current
agenda for the industry is that once they complete the asset-share methodologies for
testing adequacy and equity of dividend scale, they will focus on the appointed
actuary concept and solvency testing. As of this writing, there has not been any
attempt on the specifications for testing methodologies.

DIFFICULTIESIN ADOPTING THE APPOINTED ACTUARY CONCEPT IN SOME
ASIAN COUNTRIES

Some Asian countries, which have been investigatingthe feasibilityof adoptingthe
appointedactuary concept, have encounteredsome difficulties.They are summarized
in the following sections.

PROBLEMSDUE TO EXISTING LEGALCONSTRAINTS

The existing law and regulations of some countries such as Taiwan, prohibit the
government from recognizing membership in foreign professional societies. In
addition, professional qualifications must be certified through examinations conducted
by their government's central examination bureau, which is ranked even higher than a
ministerial department.

In reality, the whole country may not have enough fully qualified actuaries and
academicians specializing in actuarial science and related fields to conduct all of the
actuarial examinations. Thus, it isvery unlikely, if not impossible, for the government
to conduct a credible and internationally acceptable series of actuarial examinations.
Also, based on past experience in these countries, it usually takes a long time, if not
years, to have existing law or regulations changed.

ETHICAL AND PROFESSIONAL STANDARDS

Although some of these countrieshave been conductingactuarialexaminations
through their national actuarialorganizations,the regulatingauthoritiesin these
countriesmay not have great confidence inthe professionalstandardof the examina-
tions generally, and the ethical standard particularly. The lack of confidence in both
the ethical and professional standards on the part of the regulating authority is one of
the most serious problems encountered in any attempt to adopt the appointed actuary
concept.
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MOST FEASIBLESOLUTION

Taking into consideration all the difficulties and problems encountered and the
importance of the role of the appointed actuary, I believe that the most feasible
solution is to amend the existing law and regulations so that they will recognize
membership in foreign professional societies. Just as Hong Kong, Singapore, and
Malaysia, where the appointed actuary legislations have all been passed, the most
feasible and effective way to implement the appointed actuary concept is to recognize
and approve truly qualified actuaries from internationally recognized actuarial organiza-
tions, regardless of nationality or the country of origin.

MR. ALLEN SEELEY: I'm a Fellow of the Casualty Actuarial Society; therefore, I am
not an appointed actuary. I'd like to address this question to the panel as a whole. I
can't help but think that maybe it would be a good idea for regulations to require that
the appointed actuary not be a full-time employee of the company that's being
investigated. I'm wondering if you think that there would be an increase in objectivity
and a decrease in any potential conflicts of interest?

MR. McCROSSAN: I am an outside actuary and the consultants in my firm are the
appointed actuary for about 40 Canadian insurers. The advantage of being an inside
actuary, it seems to me, are overwhelming in terms of access to information;
therefore I think the Canadian Institute favors continuing to allow inside actuaries to
serve as appointed actuaries, provided that they have the professional responsibilities
to adequately serve the public. We and the legislators try to get at the objectivity
issue by strict professional standards and by statutory duties.

If the profession is unwilling to accept the responsibilities or the legislators are
unwilling to legislate it, then I think that the balance would swing towards an outside
appointed actuary. The other thing I should mention is that auditors in Canada are
now quite routinely hiring outside, external actuaries to do an audit of the appointed
actuary's work--an audit of a one- or two-day review of work. We also perform 10
or 20 of these types of reviews a year.

In this type of review, we sit down with the auditors, ask questions to make sure
that the auditor understands what the appointed actuary has done, and satis_
ourselves that it's in conformity with the professional standards.

MR. HARVEY: Just as an add-on to the basic question and to the remarks that Paul
has made, which clearly I think would reflect the view of most in the U.K., the
advantage of being inside would appear to be very strong. As long as the system is
seen to be working well, then there would be little pressure to move towards an
outside actuarial audit.

There is a slightly supplementary debate going on concerning at what level within the
company it is appropriate to position the appointed actuary. Cleady, if you start at
the very top and say how would you feel about an appointed actuary who was
managing director and a substantial shareholder, then you can start with a level of,
shall we say, total discomfort and work your way down. I think, and this is a
personal observation, I note a slight tendency for the appointed actuary to be moving
down the hierarchical structure, which in my personal view would not be one that I
welcome. I think the reasons companies get themselves into difficulties more often
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relate to strategic decisions, investment policy, marketing thrusts, or poorly thought-
out takeovers and ventures, which are direct executive level responsibilities rather than
technical mistakes. However, the debate is ongoing and is a subset really of your
inside/outside actuary question.

MR. CHANG: In Asian countries, there are very few fully qualified actuaries with
sufficient experience to be an appointed actuary. If we eliminate in-house actuaries, I
think there will be practical difficulty in finding enough qualified appointed actuaries to
handle this job.

FROM THE FLOOR: Paul, you mentioned that there was a compliance report that
went to the profession as opposed to the supervisor. I was intrigued with that,
because that's the only part in which it appears the profession is involved apart from
the professional standards. Can you clarify that a little more?

MR. McCROSSAN: The compliance report is very extensive. I can certainly get a
blank to anyone who is interested in it. It would run 15 to 20 pages. Basically, it
goes over each line of business, asking you whather you have considered specific
explicit assumptions, to what extent you've checked the data, and so on. That must
be filed with the profession, and it's a professional offense not to file that statement.

As you may recall from my talk, the only requirement is that you file statements in
accordance with generally accepted actuarial practice, which is defined in the legisla-
tion as the practice of the CIA. In order to protect the CIA's franchise as a self-
regulating profession, we feel that we must go out to the members and ask them
very detailed questions. These questions are asked of actuaries of life, property and
casualty (P&C), and fraternal companies.
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