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LINKAGE OF NONFORFEITURE VALUES
WITH VALUATICN RESERVES

by John R. Gardner

Editor’s Note: This report was prepared
for the use of the Committee on Non-
Jorfeiture Values. Mr. Gardner is Vice
Chairman of the Commiltiee,

The following commentary, after high-
lighting the strong linkage that currently
exists between valuation reserves and
nonforfeiture value requirements, dis-
cusses the origins of this relationship. 1t
is concluded that this linkage is undesir-

le and should be severed.

Standard valuation and nonforfeiture
laws tie closely together minimum re-
quired nonforfeiture values and policy
valuation reserves on both a policy by
policy basis and on aggregate basis. The
linkage is forceful in that the required
relationships between mortality and in-
terest assumptions and expense allow-
ances cause the policy reserve generally
to be not less than the minimum nonfor-
feiture value applicable to that contract.
Typically, the minimum nonforfeiture
value is the policy valuation reserve less
the unamortized balance of an initial
expense allowance. The valuation law
also requires thal aggregate reserves be
not less than aggregate reserves calcu-

- lated on the nonforfeiture mortality and
interest basis.

The 1941 Report of the Committee to
Study Nonforfeiture Benefits and Related
Matters commissioned by the National
Association of Insurance Commissioners
stated clearly that this linkage should be
broken. Among the conclusions in Chap-
ter XI one finds:

here is no necessity for the requirement
that valuation of policy reserves and de-
termination of nonforfeiture benefits be
made on the basis of the samne mortality
table and rate of interest. Such a require-
ment is unnecessarily awkward and does

(Continued on page 4)

SYMBIOSIS

This issue of The Actuary is being
distributed to all members of the
Casualty Actuarial Society. We are
glad of this opportunity to exchange
periodicals with our Casualty col-
leagues and we invite their comments
and subscriptions. The Actuary is
published monthly except for July
and August. The annual subscription

is $4.50.

EXPERT WITNESS

Joseph G. Van Matre and William N. Clark,
The Statistician as Expert Witness: The Amer-
ican Statistician, Vol. 30, No. 1, February, 1976.

by Frank L. Griffin, Ir.

“The Statistician as Expert Witness,”
{an article that appeared in the IFeb.
1976 issue of The American Statisti-
cian), has general application to anyone
serving as an expert wilness in a court
of law, especially in its remarks about
the ethical responsibilities of such a
person and in its advice on preparing
to give testimony.

For these points in particular the arti-
cle is a worthy reference for actuaries,
who are frequently called to testify on
matters involving life contingencies —
such as life estates and reversionary in-
terests, and measures of lost earnings
over work-life expectancies in personal
injury cases. In fact, the entire article
might well have been written by sub-
stituting the word “actuary” for the
phrase “economist statistician.”

The article points out: “Expert Wit-
nesses may be men of science educated
in the art or persons possessing special
or peculiar knowledge acquired from
practical experience. One need not have
years of graduate work and several de-

(Continued on page 6)

THE DI IN OASDI

Reports of Consultants on Actuarial and De-
finitional Aspects of Social Security Disability
Insurance, U.S. Government Printing Office,
Washinglon, D.C,, 1976, pp. 176.

by Robert B, Shapland

This publication presents the reports of
three consultants to the Subcommittee On
Social Security of the Committee On
Ways and Means, U.S. House of Repre-
sentatives along with a copy of a pro-
posed draft of HEW regulations regard-
ing the use of nonmedical factors in de-
termining disability. All of this material
is concerned with the disability portion
of the Social Security Act and more spe-
cifically, with certain aspects of the de-
finition of disability and the increases
in benefit utilization that are taking
place under this disability program.
The proposed regulations regarding
the use of vocational factors in the dis-
ability determination process are a for-
malization of current operating instruc-
tions, They involve a detailed classifi-
cation of age, education, and work ex-
perience, and define the level of each
which, in conjunction with the various
levels of medical impairment, produce
a finding of disabled or not disabled.
For example, an individual limited by
medical impairment to sedentary work,
age 55 or over, with limited education
(7th through 11th grade), and skilled
or semiskilled work experience that is
not transferable to other occupations, is

defined as disabled.

The report by Edwin Yourman, for-
merly the Assistant General Counsel, So-
cial Security, is entitled Feasibility Of
A More Objective Test For Disability
Under the Social Security Act. Here,
Mr. Yourman discusses the pros and
cons attendant upon the current and pro-
posed rules for disability determination.
He recommends that consideration be

(Continued on page 8)
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grees to qualify as an expert; he need
only have special skill in or knowledge
of a particular subject.”

On matters of ethics, a person asked
to testify as an expert is cautioned to
“insure that he understands fully the
nature of the subject matter about which
he is expected to testify.” Messrs. Van
Matre and Clark add: “The expert may
find it necessary to advise the lawyer
that the subject matter is so common-
place as to be beyond the need of expert
testimony, or so at variance with the
expert’s own field of knowledge that
another expert should be consulted.”
This will sound very familiar to actu-
aries whose ethical standards require
expertise in a given field before render-
ing advice in it

The authors also caution that the expert
witness may be easily caught up in the
zeal of the advocate who employs him,
and state that he should remain an in-
dependent agent. The expert witness is
not an advocate and “can best serve
himself as well as his employer by be-
ing neutral. If the results of his study
fail to support the lawyer’s position, the
lawyer will not likely use the data or
the expert.”

Speaking with benefit of some experi-
ence in this area, the reviewer can add
that in the case of actuarial testimony
(as in other highly technical fields) the
witness frequently may find his role to
be largely an educational one. This may
come about through helpful suggestions
to the attorney in preparing proper and
meaningful questions having clear an-
swers. But the educational role is most
evident in the rendering of answers
from the stand in as simple and unam-
biguous language as possible for the
benefit of the court and of the jury
{when there is one). The communicat-
ing of technical concepts so as to be
comprehensible to laymen is the key to
effective testimony, and can be a de-
ciding factor in the outcome of a case.

But an actuary who is a purist may
sometimes shake his head in frustration
at the precision expected in his answers,
only to find that the settlement awarded
bears no obvicus relationship to his
carefully researched figures. That, is be-
cause his testimony is only one of many
guides to the jury or the judge who

often have the habit of averaging testi-
mony, or even claims and testimony!

One case illustration in the article
under review demonstrated a use of
probabilistic evidence by a mathema-
tician that, to a down-to-earth actuary,
seems a little far out. It concerned
a criminal case where defendants were
convicted largely on the basis of unsub-
stantiated probabilities introduced by a
mathematician. It had been established
that the assailant in the case was a
white female with blond ponytails, and
her companion a black male with a mus-
tache and beard, and that they had es-
caped in a yellow automobile. Defen-
dants answered to these descriptions
and had a yellow car. The expert com-
puted that the joint probability of ob-
serving these various characteristics
was one in twelve million, on his own
assumptions, which helped “clinch™ the
case. Fortunately, in this reviewer’s
opinion, the State Supreme Court re-
versed the decision, pointing out (1)
there was no statistical support for the
assumed probabilities of the various
characteristics, and (2) the probabilities
were assumed to be independent and
such was not true for certain of the fac-
tors involved.

All in all, the article would make
helpful reading to anyone facing his
first experience as an “expert witness.”

The American Statistical Association
has kindly given the Society of Actu-
aries permission to reproduce the article
and copies may be had on request to the

Chicago office. O
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review; but they are expected 1o state
their biases. It is therefore incumbent
upon this reviewer to acknowledge that
he was one of a five-member group of
consultants to the 1975 Advisory Coun-
cil, and is clearly associated with the
solution proposed by the Council. Since
the four-man panel responsible for this
new report can be viewed as challenging
the conclusions of the Advisory Coun-
cil’s consultants, this reviewer’s objec-
tivity may be suspect. He admits to con-
tinuing to hold his original views as to
the superiority of the Advisory Council
approach; but he considers this new re-

port to have merit and to be worthy '/-\
the attention of any actuary intereste.
enough to delve into an extremely in-
teresting analytical problem.

In form the two competing proposals
are much alike. Both would index bene-
fits for those on the beneficiary rolls as
under current law. Both would introduce
the principle that the social security
wage records are also to be indexed be-
fore they are averaged, thus replacing
the AMW {average monthly wage) in
current law by an AMIE (average month-
ly indexed earnings). Both would re-
place the complicated multi-step formu-
la now defining the PIA (primary in-
surance amount) in terms of average
wages with a simpler two or threc step
formula. In both cases this formula
would be designed to fit as closely as
possible the PIA’s for those becoming
beneficiaries on or near the effective
date of change. In both cases the
breakpoints in the formula would be
dynamic, being themselves indexed.
Moreover, both approaches would leave
unchanged the slowly lengthening aver-
aging period, the five-year drop-out, an
the other details of what earnings a
taken into the calculation of averaging
earnings. Both would maintain the pres-
ent “automatic” procedure for keeping
the taxable wage base current,

The technical differences are largely
concentrated in the indexing of the wage
records (for the calculation of the
AIME) and in the indexing of the break-
points (for the calculation of the PIA).

The Advisory Council would base the
indexing of both of these quantities on
“average earnings in covered employ-
ment,” consistent with the indexing of
the taxable earnings base, but different
from the CPI indexing of benefits for
those already beneficiaries.

The consultants submitting this new
report (hereinafter called the Hsiao
panel) base the indexing of both quan-
tities on the CPI, consistent with the
indexing of benefits for those on the
beneficiary rolls, but different from the
indexing of the taxable earnings base.

The difference is therefore in the hand-
ling of any diflerences between wage
change and price change, which differ—
ence may be called the “gain in re
earnings.” The Advisory Council indexes
the potential benefits for those still work-
ing to include gain in real wages, while

(Continued on page 7)



