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EXAMINING DEPARTMENT
EXAMINATIONS

Strengthening The Surveillance System,
Final Report to the NAIC-McKinsey Co.
Inc., New York.

by George Brummer

Supervision over insurance companies—
or, as it is called here, a Surveillance
System—is not something that can be
lightly dismissed. Insurance is very much
a “people” business and, consequently,
supervision over it is in the public in-
terest. Moreover, it is in the public in-
terest that any supervision be efficient
d, above all, effective.

Insurance supervision in the United
States is nothing new. It has been with
us for nearly 100 years, evolving and
growing with time to its present state.
Throughout, a major part of the super-
vision process has been the regular ex-
amination of each insurance company
by State examiners under the direction
of a State Insurance Commissioner
These regular examinations have never
become standardized, but have nonethe-
less been expected to furnish the various
state regulatory authorities with sufficient
information to enable them to determine
the solvency of insurers within their
jurisdiction. In recent years, the process
has been expanding to include supervi-
sion over certain marketing practices,
such as advertising. Sometimes this ex-
pansion came after prodding by consu-
merist movements, but more often the
impetus came from within the State In-
surance Departments.

Unfortunately, the examination system
is still not satisfactory. Recognizing this,
.e National Association of Insurance

bmmissioners, in 1973, asked McKin-
sey & Company, & well-known firm of
management consultants, to review the
system and recommend changes. The re-
sults of this review and the recommen-

(Continued on page 4)

EDITORIAL BOARD CHANGES
Pressure of other duties has led Ken-
neth T. Clark to resign from the Edi-
torial Board much to the regret of
his colleagues. Ken has been an active
Editor since November 1970 and his
scholarly wit has enlivened the duties
of the other Editors as well as the
pages of The Actuary. The Society
and The Actuary say “Thank You”.

We welcome to the Editorial Board,
Colin E. Jack who will also act as
our Canadian correspondent. We also
welcome an addition to the Board,
Jonathan L. Wooley.
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20th INTERNATIONAL
CONGRESS OF ACTUARIES

The papers submitted by the United
States members for the Congress to be
held in Tokyo in October 1976 are re-
viewed by a Commitiee from the United
States section of the International Actu-
arial Association.

The members of this Committee are
as follows:

Newton L. Bowers, Jr.
Thomas P. Bleakney
Melvin L. Gold

T. N. E. Greville
Charles C. Hewitt, Jr.
David G. Halmstad
Paul M. Kahn
William J. November
Jerome A. Scheibl
Donald B. Warren
Robert J. Myers, Chairman

THE ACTUARY AS A PROFESSIONAL
By John C. Angle

« . .
Those uncertain actuaries,” as Fortune

Magazine characterized us in 1965, still
aren’t certain of their identity or pro-
fessional standards. The words “identity
crisis” leap out from Past President
Morton D. Miller’s program introduc-
tion for the 1974 Annual Meeting. And
John Bragg’s paper reminds us of our
forlorn search for an acceptable defini-
tion of our profession’s brand name, ac-
tuary. Mr. Bragg tries again by saying
we are experts, I give him credit for a
good try, but “What do you do?” will
continue to rank among the most diffi-
cult questions faced by an actuary.

Our persistent failure to cast a suit-
able definition of “actuary” can be ac-
counted for, I suspect, by varied roles of
today’s actuaries. We are, in fact, as
fragmented as the Irench Assembly.
Our common bonds are those of a scien-
tific discipline which seems to be break-
ing into several subspecialties. Our cul-
tural ties are those which unite the grad-
uates of a single institute: only we took
our studies by correspondence and wrote
examinations in centers stretching from
the Philippines to South Africa. But can
the unity of education produce a unity
of vocation? 1 will suggest that it can-
not. While the president of a mutual
life company and a consulting actuary
can unite in scientific matters, to sug-
gest that they share identical vocational
obligations’is to fall into the trap of
those who consider alike all insurance
men or all Texans or all New Yorkers.

From the birth of the Equitable in
London in 1762, a company soundly
guided by the work of Dr. Richard
Price, to the founding of the Society of
Actuaries, “actuary” has referred to an
officer of a life insurance company.

(Continued on page 6)
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Letters formed. There is no malice or condem-  Examining Exams PRI
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Wright and Jeff Liebman letter in the the public need. dations that followed fre . are em-

December, 1974 issue of The Actuary.

First of all, th -
nak to Ernst & Ernst GAAP—especially
the concluding paragraphs — should be

must reading

The comment on di
drawal assumptions is ap
of term, “absurdity”, but inept in its
application. The absurdity is in intro-
ducing withdrawal assumptions into the
policy reserves, along with a host of
other refinements, and then (since stan-
dardization of assumptions was out of
the question) requiring “disclosure” —

lIl Lllc expeu.diwn Ulal statements wou
be automatically more meaningful.

I submit that a footnote stating “Lin-
ton B lapse rates were used for all per-
manent plans and 150% of Moorhead R
lapse rates were used for term plans”—
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surc—is not even an assertion that these

assumplions are appropriate.
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Very often the company actuary has
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undertaken, the accumulation and an aly
sis of data “with which to

quantification of the possible effect on
GAAP earnings of his company’s lapse
experience” — or to gain a little more
assurance that his pricing is appropriate.

attemnt a
l."

My ‘recommendation — notwithstand-
ing the eager jump of the SEC — is that
you continue to rely on statutory state-
ments and the adjustments derived from
your experience. It will be a long time
before GAAP statements — even with all
the supporting'documents that the com-
bined armres of accountants and actuar-

Considering the wide range of absurd-
ities in the market behavior of stocks in
industries other than life insurance
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have us believe are more consistently
their

state-
ments), I am templed to make the hasty
and admittedly uninformed judgment
that the professional services of analysts
— in so far as they affect their clients’
decisions — are in approximately the
same proportion between semblance and
real service as are the professional ser-
vices of accountants and actuaries-

ahant \r ‘1 T am som
agoul wnica 1 am

financial
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pwhnr more in-

Since my principle interest outside of
my profession is in that field to which
the term esoteric was once applied ex-
clusively — and which I would like to
see stripped of that concept — it is with
genuine mixed feelings that I read the
suggestion that life stocks are regarded
an esoteric group.

Actuaries and analysts alike are real-
istic in that their goals are both the re-
duction of real uncertainty. Accountants,
I find, are more apt to seek the reduc-
tion of uncertainty of form through
codification of “principles of accountant-
ancy”, It is a moot question whether the
principles now canonized in the Audit
Guide reflect more the laxity of the ana-
lysts or of the actnaries. 1 suggest
1t merely retlects the overwheiming
strength of numbers — and public recog-
nition — of the accountants.

Uncertainty, however, is the very sub-
stance of the insurance business (and
the vital essence of the stock market).
Nothing is more certain to the experienc-
ed actuary than that his assumptions will
not be fulfilled in any particular — but
he holds to the hope that the net results
he predicts will approximate reality.
Often, mirabile dictu, he proves right.
In fact the mature life company often
produces more stable and predictable
earnings (however defined) than its less
esoteric neighbor.

7

C. Gould

A Paradise for GAAP!
Sir:

Raltimore is known as

kr the Monument
City — not only for the Washington
Monument in Mount Vernon Place, but
also for the many statues which adorn
her Boulevards, parks, and crossroads.
There are monuments to medieval Scot-
tish heroes, the Muses, winged victories,
LaFayette (of course), nyads, dryads,
and so on ad proliferatum. Baltimore is,
one might say, a city of almost no statu-
tory reserve.

David Kramer
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bodied in the Introductionf ¢ Chapters
and three Appendices that cgiuprise their
Final Report on Strengthening the Sur-
veillance System.

The Report begins with an evaluation
of the present system. Based on the
premise that the primary purposes of
surveillance are (1) to protect the pub-
lic agamst inso and ( \A}
sure fair treatment of policyholders and
claimants, the report gives the present
system poor grades at achieving either
of these.

The deficiencies arise from various
causes: statutory requirements are far
from uniform; regulatory authorities
differ in their examination methods and
in their analyses of financial statements
and complaints; exchanges of informa-

olvencies
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examinations are infrequent and not
scheduled according to need; and man-
power, sometimes of dubious quality, is
used ineffectively. Furthermore, the pres-
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ent system has not been of too mu”
help to Insurance Departments in iden..
fying companies in difficuity or in over-
seeing the admission of new companies.

To overcome these deficiences, the Re-
port recommends a restructuring. The

survaillanece gvstam wanld he comnased
surveniance sysiem wouia Be ¢omposed

of two independent yet coordinated parts
—one concerned with the company’s fi-
nancial condition and soundness, and the
other with its marketing conduct, in-
cluding its sales and underwriting prac-
tices.

The first part would be accomplished
through a different type of examination
process. Sampling techniques would be
used widely and there would be continu-

al manitaring thranah camnariecance af n
ai monitoring nrougn comparisons o1 a

company’s results against established
norms and guideposts. Examiners would
be more knowledgeable, better trained,
and more highly compensated. The more
experienced individuals will be experts
in specific areas and will enjoy a greater
degree of authority and carry greater

responsibility in the examination process
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picayune details, but instead would re-
flect the examination’s concentration and

focus on the important issues. The pres-
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ent routine of examining every company
every X years would be abandoned in
favor of a system whereby a State In-
surance Department decides when the
examination of a company under its jur-
isdiction is needed and then proceeds
accordingly.

It is anticipated that financially trou-
bled companies and those with high
complaint rates will be examined more
frequently. Those that are small in size
or with a relatively new management
will be special targets since the record
shows them to have the highest rates of
insolvency. The system will provide for
a greater degree of coordination and of
sharing of information among the in-

terested states, and for a zone examiner.

to have more responsibilities as an in-
tegral member of an examining team
rather than as an outsider expected to
be a jack of all trades.

The second part concentrates on a
company’s marketing conduct, including
ales, underwriting, rating and claim
‘ractices.-A review of-the- treatment of
the policyholders would use similar ap-
proaches such as sampling techniques
and examinations by experienced exami-
ners as needed.

The stress that the McKinsey Report
places on this aspect of a surveillance
system is proper and fitting. After all,
one of the primary reasons for the ex-
istence of a State Insurance Department
is to assure the fair treatment of policy-
holders. Some Departments perform this
function better than others, probably be-
cause not all of them investigate com-
plaints with the same degree of through-
ness. The same is true of companies,
some of whom exhibit a proper degree
of public consciousness while others al-
most ignore it.

And, recently, consumerism has enter-
ed the arena, although its emphasis has
generally been along the road of infor-
mation rather than of rectifying com-
plaints. Still, in the final analysis, the
Insurance Departments are the ones in

e best position to determine whether

e public is indeed being treated fairly,
something the public does not always
know, and even more rarely recognizes
or appreciates. Nevertheless, the public
deserves and Insurance Departments
must be given the means, in terms of

both methods and manpower, Lo assure
fair treatment.

Changes in structure and examination
approach are not, however, the only ones
needed. The present system of having
the company being examined pay the
cost of its examination may, for example,
put it in an even worse position if it
is financially troubled. The report sug-
gests a financing sytem whereby a state’s
expenses of financial condition examina-
tions are covered by assessing its domi-
ciled companies on the basis of earned
premiums. The cost of market conduct
examinations would be spread among
all companies, both domestic and for-
eign, doing business in the state, on the
basis of premiums each shows as written
in the state, The Report also amplifies
further on the strengthening of examin-
ing staffs and calls for higher qualifica-
tions for employment, higher standards
for promotion and higher salaries.

The Report also makes several refer-
ences to CPA audits, findings and work-
ing papers, and suggests the use of such
material by Insurance Department ex-
aminers wherever practical, as long as
one does not blindly accept the word- of
the other. This reviewer, not being a
state examiner, is hardly in a position
to comment, but it does look as though
the same job is being done twice. For
that matter, the same could be said with
respect to some of the services being
rendered by a consulting actuary.

Finally, the Report concludes with an
outline, including recommended timing,
for implementing the numerous changes,
and with brief descriptions of the exami-
nation procedures followed in other in-
dustries and nations.

Having covered so much ground in
so few pages, there are bound to be some
defects. A more prominent one is the
inclination to oversimplify. For example,
to concentrate emphasis on companies
that are prime candidates for insolvency
while paying much less attention to those
that are just poorly run but in no dan-
ger, means that the public will continue
to suffer. The abandonment of compre-
hensive examinations in favor of sampl-
ing and comparison tests may well re-
sult in many important items being over-

looked. :

The Report scems to envisage a future
regulatory model for all states. Exami-
ners in all states will be highly skilled
and highly paid even to the extent of

competing successfully with private in-
dustry. Examinations will be eflicient
and identical from state to state and any
one state will trust unequivocally the
judgment of another. This suggests to
the reviewer an ignorance of the current
practical operation of State supervision.

The other glaring defect, although per-
haps a more chauvinistic one, is the very
sparse mention of actuaries and the
complete absence of any reference to any
actuarial organizations or professional
designations. Yet actuaries are the only
group who have considerable knowledge
and familiarity’ in more than just one
or two of the areas listed in the Report
as being essential to investigate. Actu-
aries are the only ones who feel at home
with computer records, financial state-
ments (including assets, liabilities, prof-
it and loss, etc.), statistical comparison
tests, sampling methods, statutes and
regulations, underwriting procedures,
premium development and rating prac-
tices, surplus distribution, and all the
other features of insurance company or-
ganization and operation. CPA’s are
mentioned throughout the Report—why
no mention of MAAA’s, FSA’s, FCAS’s,

etc.

All in all, the Report provides food
for thought for everyone involved in the
examination process, for both examin-
ers and examinees. Responsible State
Insurance Department oflicials should
work more diligently and more quickly
toward the implementation of a truly
coordinated nationwide regulatory sys-
tem despite the elected or appointed
commissioners, whose tenure is often too
short to have any effect, and despite
those Insurance Department staff mem-
bers whose inclination is to resist any
kind of change.

Similarly, companies, being in the
forefront of those suffering from the in-
adequacies of present examination pro-
cedures, should not only support im-
provements in the surveillance system,
many of which are long overdue, but
should also anticipate them by adapting
themselves to changes even before they
become a reality. They certainly should
not sit still.

And actuaries, some 75% whom are
affected by the surveillance system
through their association with insurance
companies, should take a much more ac-

(Continued on page 7)
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technique is powerful, Professor Kuhn
calls scientific education narrower and
more rigid than that of any other course
of instruction save that of seminarians
in orthodox theology. Furthermore scien-
tific education proceeds from textbooks
(read Study Notes) to concentrate the
student’s attention on the development
of highly refined, particular skills. Little
time is spent giving novices any insight
into the premises of the field. Textbooks
and even scientific papers are prepared
according to the advice attributed to
Louis Pasteur: “Make it seem inevitable.”
This may explain why scientists, actuar-
ies included, find it more difficult to ex-
plain their work or relate it to other
fields than to apply it to a problem.

In the debate over “Professionalism,”
the term “professional” seems to be de-
fined to emphasize a practitioner’s rela-
tions with clients and is undoubtedly
stimulated by the ethical problems of
consulting actuaries. The analogue for

this sort of “professional” seems not to
.e_a_ that of the scientist but of the public
accountant. The public accountant, it
seems to me, is a sort of financial referee
who can give investors, lending institu-
tions and governments an independent,
unbiased opinion about the accuracy of
a firm’s financial statements. In this role
of financial referee, he abides by rules
of statement presentation established
through a quasi-judicial process within
the accounting profession. Conformity
to these rules rather than creativity
seems the byword in accountancy.

Somehow | find the rule making of
professionalism the antithesis of the
scientific ethic which encourages all
members to untrammeled debate over the
quality and objectivity of any scientific
work presented by a fellow scientist. At
the heart of the scientific ethic, accord-
ing to Jacob Bronowski, lies an almost
religious worship of the value of truth.
From this ethic, according to Bronowski,
flow such other values characteristic of
scientists as independence, originality,
dissent, tolerance, freedom, justice, hon-

r, and respect.

Not only are professional-vocational
rules of conduct likely to stifle the icono-
clastic spirit needed by a good actuary
but they are apt to curtail his venture-
someness. After all, our science is not
explicit enough to cover all situations in

which an actuary gives advice. Often we
must reason by analogy from the simple
models of life contingencies to the com-
plexities of a large insurance company.
In creating new coverages or new financ-
ing provisions our experience and math-
ematical skills may be all that we have
to bear upon the problem.

Among all company officers the actu-
ary seems uniquely insulated against
that ultimate manifestation of unpopu-
larity, the pink slip, by the apparently
limitless demand of the marketplace
for more actuaries. E. J. Moorhead sug-
gested several years ago that actuaries
cultivate a readiness to sacrifice. He re-
called the words of George King who
said, when accepting the Gold Medal of
the Institute of Actuaries:

“Four times in my life I was out of
a job, without knowing where I
could earn the next sixpence, just
because I would not accept condi-
tions that seemed to me to be dis-
honorable or perhaps worse. I wish
every person to know, the younger
men especially, that I was never a
penny the worse, and those whom
1 left were those who suffered most
... My advice would be that a man
should be sure that his position is
right, and then go forward boldly
with no fear of what might happen
to him.”

I conclude that the heritage of actu-
aries is the maverick-like freedom of
thought characteristic of Dr. Richard
Price rather than in the catechisms of
some orthodoxy of practice. Attempts to
put actuarial practice in a mold will be
as doomed to failure as are business
plans which take no note of changing
times and consumer wants.

Furthermore, attempts to specify
modes of practice are made more diffi-
cult by the balkanization of the actuarial
profession in North America. Rather
than creating a need for some new gen-
eralization, such as professionalism, I
believe the situation cries for emough
organizational fragmentation to stimu-
late new scientific theories, new debate
and new extensions of our science to
meet the needs of the actuaries of today.

The above is part of Mr. Angle’s dis-
cussion: of John M. Bragg’s The Future
of the Actuarial Profession as Viewed
in A.D. 1974. O

Actuarial Meetings

Feb. 11, Central Illinois Actuarial
Club

Feb. 13, Baltimore Actuaries Club

March 3, Boston Actuaries’ Club

March 12, Hartford Actuaries Club,
Springfield, Mass.

March 13, Actuarial Club of
Indianapolis

March 13, Baltimore Actuaries Club

March 14, San Francisco Actuarial

Club

Examining Exams
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tive part in the deliberations regarding
changes and in assisting regulatory au-
thorities in the examination process it-
self, steps that should be possible
through the formation of committees
and panels of professionals by one or
more of our organizations. We have the
knowledge and the expertise, and we
should make it available to assist in the
outcome and to influence it to move in
the right direction. Perhaps, through
such participation, coupled with the
strong support of actuaries in general,
we will not find ourselves being once
again in the position of onlookers that
later must follow the dictates of others
who played more active roles. It hap-
pened with the accounting for pension
costs and the presentation of life insur-
ance company financial results. The
trend threatens to continue as economists
become more heavily involved in social
insurance programs and as cost accoun-
tants and various Federal government
functionaries enter the pension arena.
The actuarial profession must assert
more leadership.

Our contribution must become more
effective and our participation more in-
fluential. Whenever we can, we must
speak instead of merely being spoken to.
The McKinsey Report, its proposals and
its recommendations provide just such
an opportunity. |

Death

Valentine Howell



