
1 9 8 5  V A L U A T I O N  ACTUARY 
S Y M P O S I U M  P R O C E E D I N G S  

SESSION Z 

CURRENT VIEWS ON THE ROLE OF VALUATION ACTUARY 

MR. R. STEPHEN R A D C L I F F E :  A y e a r  ago the  S o c i e t y  of  A c t u a r i e s  he ld  a 

s e m i n a r  on the  ro le  of  v a l u a t i o n  a c t u a r y .  At  t h a t  t ime ,  s eve ra l  s t a t e m e n t s  were  

m a d e  abou t  wha t  t he  p roper  ro le  should  be.  Much has  h a p p e n e d  s ince ,  so I 

i nv i t ed  each  m e m b e r  of  the  round t ab le  to s u m m a r i z e  his c u r r e n t  th inking.  A 

ques t i on  and answer  sess ion  will fo l low t h e s e  opening  s t a t e m e n t s .  

MR. MICHAEL R. TUOHY: I th ink  we a c t u a r i e s  should  t a k e  on this  new ro le  

e n t h u s i a s t i c a l l y .  In doing so, we will he lp  t h e  r e g u l a t o r s ,  and  I th ink  t h e y  n e e d  

s o m e  a s s i s t ance .  I also th ink  t h e y  could  give us s o m e t h i n g  back  by a l lowing us to  

des ign p roduc t s  which  m a k e  i t  poss ible  to  m a t c h  a s se t s  and  l iab i l i t ies .  Having  

c o m e  f rom the  U.K. where  g u a r a n t e e d  cash  va lues  based  on book va lues  a re  not  

a l lowed ,  I th ink  p r o d u c t s  should  be i n t r o d u c e d  w i t h o u t  such  g u a r a n t e e s .  

MR. LAW RENCE V. D URLA ND,  JR . :  I t  is the  v a l u a t i o n  a c t u a r y ' s  job to  check  

on the  pr ic ing ,  which  m e a n s  to do a v a l u a t i o n  a t  t i m e  ze ro ,  and as t i m e  passes  to  

m a t c h  the  e x p e r i e n c e  of  p r o d u c t s  aga ins t  wha t  was o r ig ina l ly  a n t i c i p a t e d .  

MR. MICHAEL E. MATEJA:  My work  has l e f t  me  wi th  some  deep conv ic t i ons  

abou t  the  ro le  of  the  va lua t i on  a c t u a r y .  If  you  a c c e p t  t h a t  the  purpose  of a 

s t a t u t o r y  v a l u a t i o n  is to  c o n s e r v a t i v e l y  s t a t e  t he  f i n a n c i a l  cond i t ion  of an 

insurer ,  t h e n  the  r e spons ib i l i t y  of  the  v a l u a t i o n  a c t u a r y  is to  u n d e r s t a n d  the  r isks 

a s s u m e d  by the  insure r ,  and to m a k e  sure  t h e r e  is a d e q u a t e  provis ion  in the  

f i nanc i a l  s t a t e m e n t  to  m a t u r e  the  ob l iga t ions  in l igh t  of  t he se  risks.  
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Histor ical ly ,  the  a c t ua r y  ana lyzed  asset  defaul t ,  mor ta l i ty ,  morbidi ty  and 

i n t e r e s t - r a t e  risks in the  valuat ion process.  The valuat ion methodology,  though, 

was somewhat  pe r func to ry ,  p e r f o r m e d  at obscure levels within the ac tuar ia l  

organizat ion.  

Since the recogni t ion  of C-3 risk, the valuat ion ac tua ry  has been visibly thrown 

into a tumul tuous  sea.  The valuat ion process  is no longer pe r func tory ,  and the  

a c t u a r y  is o f t en  p laced  in conf l ic t  with key managers  in the  organization.  The 

job is complex,  requir ing considerable  judgment .  Resul tan t  r e se rve  levels for 

products  having a high degree  of mi sma tch  risk can have a profound impac t  on 

pricing prof i tab i l i ty  and the  long- te rm f inancia l  hea l th  of the insurer.  

The joint  c o m m i t t e e  r e c o m m e n d a t i o n  has essent ia l ly  ex tended  the responsibil i ty 

of the valuat ion a c t ua r y  to include surplus levels,  with the impl icat ion tha t  such 

an extension is necessa ry  to fulfill  the basic responsibi l i ty of the valuat ion 

ac tuary .  I personal ly  bel ieve  tha t  it is possible to fulfill  tha t  responsibil i ty by 

focusing solely on valuat ion reserves .  If those rese rves  are  developed in a 

manner  consis tent  with sound valuat ion principles and s tandards  of p rac t ice ,  

t he r e  would be less reason to be conce rned  about surplus levels. 

The key  r equ i r emen t s  are  principles  and p r a c t i c e  tha t  control  the  valuat ion 

process,  produce rese rves  tha t  m e e t  a rea l i s t ic  tes t  of adequacy in the light of 

the  ac tua l  risks assumed by a par t i cu la r  insurer ,  and produce consis tent  r e se rve  

levels  for  various insurers.  With such valuat ion principles and prac t ices ,  reserves  

would r ema in  in the  domain of the  valuat ion ac tua ry ,  while surplus would remain  

in the domain of managemen t .  I do not see the proper  role of the valuation 

a c t u a r y  as including even indi rec t  responsibi l i ty  for  surplus levels, al though 

-16- 



m a n a g e m e n t  should be  f ree  to seek  advice  f rom the va lua t ion  ac tua ry  regarding 

appropr ia te  surplus levels .  

MR. ROBERT HOGUE: I look at the role of the va lua t ion  ac tua ry  as evolving, 

in f luenced  by a number  of groups with d i f f e r en t  viewpoints .  Firs t  are the  

r e sea rchers .  When ac tua r i e s  look at what  they  have deve loped  in the way of 

tools,  methods  and techniques~ the  role of the  va lua t ion  ac tua ry  looks awesome.  

Next  are the  regula tors .  From pre l iminary  repor t s ,  they  are not  asking too much 

f rom us. There  are a number  of  NAIC, Soc ie ty  and A c a d e m y  c o m m i t t e e s .  I 

belong to a c o m m i t t e e  working on principles,  hoping to have an inf luence.  The 

u l t ima te  role  of the  va lua t ion  a c t u a r y  will be  s o m e w h e r e  b e t w e e n  not  too big a 

change f rom what  we do now and an a w e s o m e  change.  

I see  th ree  cha rac t e r i s t i c s  evolving tha t  def ine  the  va lua t ion  ac tua ry .  Firs t ,  a 

va lua t ion  ac tu a ry  will be a r e sea rcher .  This role is being def ined by the 

c o m m i t t e e  working on valuat ion principles .  Second, the role will deal with 

margins~ cash f low s t r eams  and s tandard  ways of discount ing asse t - l i ab i l i ty  cash 

f lows like a pr icing ac tuary .  This role  is being deve loped  by a c o m m i t t e e  

working on valuat ion s tandards.  Third, the  role will be  fa i r ly  close to an 

accountan t ' s  or a f inancial  ac tuary ' s  role,  one of  fol lowing t ight ly  cons t ra ined  

guidelines.  Choosing and jus t i fy ing  assumpt ions  

f e a t u r e  of this role.  This role will p robab ly  

Standards  Board, if tha t  ever  comes  into being. 

would probably be the major 

develop from the Actuarial 

MR. STANLEY B. TULIN: I too have s t rong feel ings about  our profess ion  and 

what  it means to be  a profess ional .  F i r s t  of all, I dontt be l i eve  tha t  the valuat ion 

a c t u a r y  ought to be  a pol iceman.  
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The  p r i m a r y  r e s p o n s i b i l i t y  of  a v a l u a t i o n  a c t u a r y  ought  to  b e  to  his e m p l o y e r .  

Wha t  he  ought  to  do is q u a n t i f y  and u n d e r s t a n d  r isk.  The p r o b l e m  in the  i ndus t ry  

t o d a y  is t h a t  we t a k e  r isks  tha t  we  don' t  g e t  any  p r e m i u m  for.  If  we  can  ge t  our  

m a n a g e m e n t s  to  u n d e r s t a n d  t he  r isks  of  th is  bus iness ,  t h e n  t he  whole  p r o c e s s  will  

h a v e  b e e n  w o r t h  the  e f f o r t .  

I think we have a secondary responsibility to the public, and that is really up to 

ourselves as professionals. I don't want us to have to sign opinions~ at least not 

the ones that I have seen. I think that the public, and when I say public I include 

the regulators, needs to understand risk and solvency. I don't believe this is the 

case at the moment. One thing I have experienced in working with regulators on 

solvency questions is that regulators hear what they want to hear -- simple 

answers to complicated questions -- even if given a complicated answer to a 

complicated question. I don't believe valuation actuaries should let this happen. 

One of the things we have to communicate is that Solvency is not an absolute 

condition. 

Tha t  b r ings  m e  to  m y  las t  po in t  a b o u t  how I th ink  t he  ro le  of  the  v a l u a t i o n  

a c t u a r y  should  evo lve .  We, p r o f e s s i o n a l l y ,  and as individuals ,  h a v e  to  c o n v e y  t o  

t he  pub l i c  t ha t  we  c~nnot  g u a r a n t e e  anyth ing .  What  we  n e e d  a re  gu ide l ines  or 

ru les  t h a t  a re  c o n s i s t e n t .  This wou ld  he lp  us u n d e r s t a n d  the  r isks  and e s t ab l i sh  a 

bas i s  for  c o m p a r i n g  one  c o m p a n y  wi th  ano the r .  We mus t  ge t  peop le  to  

u n d e r s t a n d  t h a t  s o l v e n c y  and r isk a r e  r e l a t i v e  m a t t e r s  as o p p o s e d  to  abso lu t e s .  

MR. ALLAN D. AFFLECK: When I think about the role of the valuation actuary 

I think about it at two levels. One is the philosophical, and the other is the 

practical. At the philosophical level, in today's environment the public and the 
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r e g u l a t o r s  wan t  and dese rve  a s su rance  t h a t  a c o m p a n y  will be able to  m e e t  t he  

c o m m i t m e n t s  i t  has  m a d e .  The l i fe  i n s u r a n c e  i n d u s t r y  is one of  t r u s t ,  and  I th ink  

t h a t  is s o m e t h i n g  we n e e d  to a c c e p t  and r e c o g n i z e .  Aga in  a t  a phi losophica l  

leve l ,  I t h ink  a c t u a r i e s  a re  t h e  group mos t  c apab l e  of  p rovid ing  this  a s su rance .  

But  i t  is no t  a g u a r a n t e e .  

When I cons ider  the  p r a c t i c a l  leve l ,  I am v e r y  c o n c e r n e d  about  the  r isk t h a t  

ind iv idua ls  a s sume  and t h a t  t he  p r o f e s s i o n  c o n s e q u e n t l y  a s sumes ,  if  t h e y  b l indly  

p r o c e e d  wi th  mak ing  abso lu t e  s t a t e m e n t s .  I t h ink  the  words we use  a re  ve ry  

i m p o r t a n t ,  and peop le  n e e d  to  u n d e r s t a n d  the  l eve l  of  c o m m i t m e n t  impl i ed  by  

t h e m .  The c u r r e n t  "good and  s u f f i c i e n t "  wording ,  for  examp le ,  is too abso lu te .  

The s t a t e m e n t  t h a t  a r e s e r v e  is s u f f i c i e n t ,  no m a t t e r  wha t  we as a c t u a r i e s  

u n d e r s t a n d  by t h a t ,  conveys  a g u a r a n t e e  to  t he  public .  We n e e d  to  change  t h a t .  

A second  p r a c t i c a l  c o n s i d e r a t i o n  is t h a t  the  c o n t r i b u t i o n  of  t he  v a l u a t i o n  a c t u a r y  

will  be  in the  r e p o r t  to  m a n a g e m e n t ,  r a t h e r  t h a n  in the  opinion.  R igh t  now we 

are  focus ing  on the  opinion,  wonder ing  wha t  will  happen  if  one s cena r io  fa i ls .  

Does  t he  whole  th ing  fa l l  a p a r t ?  

As we p r epa re  r e p o r t s  to  m a n a g e m e n t ,  desc r ib ing  p rob lems  t h a t  m a y  be coming  

down the  road,  h o p e f u l l y  we are  p rov id ing  i n f o r m a t i o n  t h a t  will l ead  to  b e t t e r  

m a n a g e m e n t  of  the  r isks we t ake .  

MR. JAMES A. TILLEY: The a r t i c l e  I w r o t e  for  the  N o v e m b e r  1985 issue of The 

A c t u a r y  s t a t e s  my  view on this  sub jec t .  I, too,  am v e r y  c o n c e r n e d  t h a t  

r e g u l a t o r s ,  looking to  p rov ide  a s su rances  to the  publ ic  in today ' s  wild world,  

migh t  impose  too g r e a t  a bu rden  on t h e  v a l u a t i o n  a c t u a r y ,  caus ing  him to m a k e  

s t a t e m e n t s  t h a t  no one in this  world  can r e a l i s t i c a l l y  make .  In t h a t  a r t i c l e ,  I 
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d i s c u s s e d  how a s s u m p t i o n s  have  to  be  m a d e  a b o u t  a r ange  of  cash  f low pa ths  

involv ing  l apse  r a t e s  and so on. One has  to  m o d e l  a c r e d i t i n g - r a t e  s t r a t e g y  for  

i n t e r e s t - s e n s i t i v e  p r o d u c t s  a long wi th  an i n v e s t m e n t  s t r a t e g y .  M a n a g e m e n t  then  

can  change  t h o s e  s t r a t e g i e s ,  a t  which  t i m e  all of  t h e  s c e n a r i o  t e s t  r e su l t s  a r e  

r e n d e r e d  use less .  

I am c o n c e r n e d  abou t  the  a s p e c t s  m a n a g e m e n t  can  con t ro l  b u t  the  a c t u a r y  

canno t .  The a c t u a r y  m a y  a s s u m e  a r a n g e  of  i n v e s t m e n t  s t r a t e g i e s  in his C-3 r isk 

arlalysis,  none  of  which  m a y  tu rn  ou t  to be  wha t  a f u t u r e  m a n a g e m e n t  does .  

O f t e n ,  m a n a g e m e n t  will a s s u m e  an in i t ia l  c r e d i t i n g - r a t e  s t r a t e g y  t ha t  e v e r y b o d y  

a g r e e s  wi th  in pr inc ip le .  But  l a t e r ,  unde r  c o m p e t i t i v e  p r e s su re s ,  m a n a g e m e n t  

m a y  choose  to  do s o m e t h i n g  v e r y  d i f f e r e n t  f r o m  any of  the  s t r a t e g i e s  p r e v i o u s l y  

m o d e l e d .  This c r e a t e s  a se r ious  p r o b l e m  in t ha t  t he  va l id i t y  of t he  a c t u a r i a l  

v a l u a t i o n  opinion is unde rmined .  A p a r t i a l  so lu t ion  is to  pu t  f in i t e  t i m e  l imi t s  on 

t he  lega l  ob l iga t ions  of  the  opinion.  Tha t  is a v e r y  p r a c t i c a l  so lut ion,  bu t  the  

t i m e  l imi t  is going to  have  to  be  v e r y  shor t .  And  if  t he  t i m e  l imi t  is shor t ,  wha t  

is t he  opinion all a b o u t ?  This c o m e s  b a c k  to  the  po in t  t ha t  one can ' t  m a k e  such  

opinions .  

My v iew is t h a t  w e  a r e  h e r e  t o d a y  to  u n d e r s t a n d  m o r e  a b o u t  r isk,  and  m o r e  abou t  

t he  s t a t e  of  t he  a r t  o f  hav ing  a s ingle  c o m p e t e n t  m e t h o d o l o g y  to  use  in making  

r i sk  c a l c u l a t i o n s .  I too ,  y e a r n  fo r  s o m e  s t a n d a r d i z a t i o n  and s o m e  c o n s i s t e n c y  in 

c o m p a r i n g  C-3 r isk r e su l t s  ac ros s  c o m p a n i e s .  I don ' t  b e l i e v e  t h e r e  can  be  a good  

r e g u l a t o r y  tool  w i t h o u t  c o n s i s t e n c y .  At  this s t age ,  t h a t  c o n s i s t e n c y  in 

s t a n d a r d i z a t i o n  is going to  be  v e r y  d i f f i c u l t .  
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There  is an obvious n e e d  for  some  ou t s ide  body to spec i fy  a se t  of  scenar ios .  

F u r t h e r m o r e ,  i t  ought  to  r equ i re  t h a t  r e su l t s  be d i sp l ayed  in a f a i r l y  c o n s i s t e n t  

fash ion .  F ina l ly ,  a t  a m i n i m u m ,  one b e n c h m a r k  m e t h o d o l o g y  should be 

p resc r ibed .  

MR. R A D C L I F F E :  Tha t  conc ludes  the  f i r s t  p a r t  of the  round tab le  discussion.  I t  

is d i f f i c u l t  to  draw a concensus  f r o m  the  r e m a r k s  made ,  bu t  i t  s eems  t h e r e  is 

gene ra l  a g r e e m e n t  about  expand ing  the  role  of  the  v a l u a t i o n  a c t u a r y ,  a l though  

no t  to  inc lude  the  f o r m  the  o f f i c i a l  opinion is tak ing .  

The nex t  po r t ion  of  the  round tab le  d iscuss ion  will be ques t ions  and answers .  I 

have  asked the  pane l i s t s  to  t a k e  ques t ions  in turn .  

FROM THE F L O O R :  I am an a c t u a r y  whose company ' s  r a t i o  of asse t s  to 

l i ab i l i t i e s  is 1.35. It is p r i v a t e l y  owned.  The f lex  a n n u i t y  and SPDA funds a re  

s e g m e n t e d  and i n v e s t e d  f a i r l y  shor t  wi th  ve ry  l i m i t e d  i n t e r e s t  g u a r a n t e e s .  The 

un ive r sa l  l i fe  m o n e y  is also i n v e s t e d  r e l a t i v e l y  sho r t  and  s e g m e n t e d  wi th  no 

i n t e r e s t  g u a r a n t e e s .  Why do I have  to go th rough  all the  work  of check ing  out  

r ea sonab l e  and p laus ib le  s c e n a r i o s  when  I a l r e a d y  know t h e r e  is no way  we have  a 

so lvency  p r o b l e m ?  Why can ' t  some  type  of  gu ide l ine  be deve loped  t h a t  would 

avoid  t h e  "spinning of  wheels"  a c t i v i t y ?  

MR. TUOHY: I have  s y m p a t h y  wi th  you,  a l t h o u g h  r m  a bi t  j ea lous  of your  

s i t ua t ion .  I th ink  t h a t  when a spec i f i c  b lock  of  business  does  look sa fe ,  and i f  

r e s e r v e s  are  he ld  on a w e l l - d e f i n e d  basis,  the  a c t u a r y  should be able to eas i ly  

d e m o n s t r a t e  t h a t  t he  r e s e rve s  and  a s se t s  a re  sound. The s a f e  harbor  i dea  has 

s o m e  v i r t u re ,  and f u r t h e r  r e s e a r c h  should  be done to develop  those .  
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F R O M  THE F L O O R :  When I am e v a l u a t i n g  a c o m p a n y  for  f inanc ia l  so l id i ty ,  

wha t  e m p h a s i s  should  b e  p l a c e d  on t he  d o w n s t r e a m  subs id ia r i e s  t h a t  a re  no t  

i n s u r a n c e  c o m p a n i e s ?  

MR.  D U R L A N D :  I look  a t  w h e t h e r  t he  subs id i a ry  c o m p a n y  is s t rong ,  and, wha t  

funds  would  b e  a v a i l a b l e  to  t he  p a r e n t  c o m p a n y  to  p a y  d iv idends  and p rov ide  

ca sh  in f low in the  f u t u r e .  I h a v e  no t  had  to  assess  non insu rance  subs id iar ies .  

Usua l l y  I e x c l u d e  t he  e n t i r e  a m o u n t  of  e q u i t y  f r o m  m y  cons ide ra t i ons ,  bu t  I am 

q u i t e  c o n c e r n e d  a b o u t  a g r e a t  n u m b e r  of  non i n su rance  subs id ia r i e s  using l a rge  

a m o u n t s  of  equ i ty .  I w o n d e r  if  t h e r e  migh t  b e  a c o n t i n g e n t  l i ab i l i ty ,  s o m e w h e r e  

o f f  t h e  b a l a n c e  s h e e t s .  

F R O M  THE F L O O R :  I h a v e  a q u e s t i o n  a b o u t  l apse  r a t e s .  How c o m f o r t a b l e  do 

y o u  f e e l  a b o u t  t he  s e n s i t i v i t y  of  l apse  r a t e s  to  the  changes  in i n t e r e s t  r a t e s ?  

MR.  M A T E J A :  T h e r e  has  b e e n  an o b s e r v a t i o n  t h a t  v a l u a t i o n  r e su l t s  can be  v e r y  

s e n s i t i v e  to  l apse  r a t e s .  My c o m f o r t  l eve l  wou ld  d e p e n d  on the  pu rpose  of  the  

va lua t i on .  If  I w e r e  looking so le ly  a t  v a l u a t i o n  r e s e r v e  l eve l s  t ha t  a re  supposed  

to  c o v e r  r isks  a s s o c i a t e d  wi th  r e a s o n a b l e  dev i a t i ons ,  I th ink I could  be  q u i t e  

c o m f o r t a b l e .  If I w e r e  looking a t  wha t  would  h a p p e n  in an e x t r e m e  s i tua t ion ,  I 

would  b e  less  c o m f o r t a b l e .  The re  is t oo  m u c h  u n c e r t a i n t y  here7 and I think the  

t e n d e n c y  is to  u n d e r e s t i m a t e  the  risk.  

F R O M  THE F L O O R :  If add i t iona l ,  i n t e r n a l l y  d e s i g n a t e d  surplus  is r e q u i r e d  to 

s e c u r e  the  a c t u a r y ' s  opinion,  will th is  f a c t  be  d i s c lo sed  as a p a r t  of t he  opinion? 

If not ,  will  this  l e a d  to  p r o b l e m s  v i s - a -v i s  s h a r e h o l d e r  d i s c l o su re?  
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MR. HOGUE: F i r s t  of  all, I th ink  i t  will be d isc losed.  Based  on the  j o in t  

c o m m i t t e e  r e p o r t ,  t h e  NAIC r e q u i r e m e n t s  t h a t  will go in to  e f f e c t  nex t  y e a r ,  and 

the  A c a d e m y ' s  exposure  d r a f t  for  R e c o m m e n d a t i o n  7, a s t r u c t u r e  is emerg ing  

t h a t  cal ls  for  a so lvency  t e s t  r equ i r ing ,  under  r e a s o n a b l e  a s sumpt ions ,  a r e s e r v e  

b a c k e d  by asse ts .  In add i t ion  to t h a t  t e s t  will be a so l id i ty  t e s t ,  unde r  p laus ible  

a s sumpt ions  t h a t  dev ia t i ons  should be c o v e r e d  by a d e s i g n a t e d  l aye r  of surplus.  

The re  is also s o m e t h i n g  ca l led  v i t a l i t y  surplus which m a y  work  i ts  way in to  the  

m a n a g e m e n t  r epo r t .  This is t he  a m o u n t  of  f r e e  surplus  ava i l ab le  to fund 

c o m p a n y  g rowth .  

FROM THE FLOOR:  What  is the  bes t  i n v e s t m e n t  s t r a t e g y  for  d e s i g n a t e d  

surplus?  

MR. TULIN: It  is my view t h a t  the  a p p r o p r i a t e  i n v e s t m e n t  s t r a t e g y  for  

d e s i g n a t e d  surplus  is a f u n c t i o n  of  how you  c a l c u l a t e  it  and w h a t  i t  should  ea rn  in 

t e r m s  of  i t s  ongoing need .  This opinion is only  a snapshot .  D e s i g n a t e d  surplus,  

no t  w i t h s t a n d i n g  w h a t  i t  is i n v e s t e d  in, ough t  to  be va lued  a t  i ts  cash  value ,  in 

t e r m s  of wha t  i t s  m a r k e t  va lue  is on the  d a t e  of va lua t ion .  If  you  a s sume  t h a t  

y o u  should  inves t  so t h a t  d e s i g n a t e d  surplus  will su s t a in  i t s e l f  in a r isk ave r se  

manne r ,  wha t  r isk a re  you  will ing to t a k e  wi th  i t?  It  s e e m s  to me  you would 

wan t  to  inves t  i t  in shor t ,  h igh q u a l i t y  i n s t r u m e n t s .  Those  could be T r e a s u r y  

Bills or repos  t h a t  a re  h igh ly  liquid, have  l i t t l e  or no i n t e r e s t - r a t e  r isk and have  

m a r k e t  va lues  t h a t  a re  c lose  to book values .  

FROM THE FLOOR:  Will the  NAIC provide  any  guide l ines  about  which i n t e r e s t  

p a t t e r n s  a re  r ea sonab l e  and which are  p laus ib le?  If  no t ,  i t  s e e m s  like we 've got  a 

s i t u a t i o n  l ike G A A P  where  a s sumpt ions  are  ve ry  sub jec t ive .  
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MR. AFFLECK:  In the  discussion draf t  of R e c o m m e n d a t i o n  7, the Academy 's  

C o m m i t t e e  on Financial  Repor t ing  laid out  th ree  a l t e rna t ives .  Those were:  the  

individual a c t u a r y  making the opinion would se l ec t  the scenarios,  the NAIC 

would make the se lec t ion ,  and some profess iona l  group like the  Socie ty  or one of 

i ts  r e sea rch  c o m m i t t e e s  would choose. The c o m m i t t e e  I se rve  on r ecommended  

the a l t e rna t ive  of the  NAIC se lec t ing  the  scenar ios  with r ecommenda t ions  from 

the Soc ie ty  of Actuar ies ,  but  the final decis ion would be the regula tors .  

In the  responses  to the  discussion draf t ,  half  of the  people  said they  thought the 

NAIC should choose and the o ther  half  said it  should not.  There is c lear ly  a 

division of opinion as to which is the bes t  way to def ine  these  scenarios.  

FROM THE FLOOR:  What assumpt ion should the valuat ion ac tua ry  make about  

the  avai labi l i ty  of "suitable" asse ts  in the  fu ture?  If the  inves tmen t  s t r a t e g y  

incorpora tes  Treasur ies ,  public bonds, p r iva te  p lacements ,  commerc ia l  

mortgages~ res ident ia l  mor tgages ,  s tocks ,  rea l  e s t a t e  and so on, what  is the 

appropr ia te  yield curve for  discount ing or accumula t ing?  In pro jec t ing  fu ture  

yield curves~ would the valuat ion ac tua ry  t ry  to  r e l a t e  all these  yield curves to  

each  o ther?  If the answer  is to adjust  these  based  on option pricing theory  and 

c red i t - r i sk  pricing~ ending up jus t  with  Treasury  yields9 does that  imply we should 

pr ice  based  on Treasury  Bills? 

MR. TILLEY: If you t ry  to model every th ing  in detai l ,  you will wind up counting 

grains of sand on the beach ,  and you will have missed the point.  The point is to 

unders tand  something about  the dimension of risk that  you didn't underst~and 

be fo re .  What tha t  essent ia l ly  means is you should look at a yield curve of 

cur ren t  inves tmen t  oppor tuni t ies  that  r e f l e c t s  the rea l i t ies  of how your 
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o r g a n i z a t i o n  invests~ and  c r e a t e  a y ie ld  curve  a p p r o p r i a t e  to  your  company .  

Then  use t h a t  as the  spr ing board  for  c r e a t i n g  f u t u r e  y ie ld  curves  along d i f f e r e n t  

scena r ios .  

However~ you have  to be c a r e f u l  abou t  using only gross y ie lds .  You have  to  

p rov ide  for  d e f a u l t s .  If you  have  ca l l ab le  i n s t r u m e n t s  in the  calcula t ion~ t h e r e  is 

a y i e ld  p r e m i u m  t h a t  should be a c c o u n t e d  for .  A f t e r  all is said and done,  do you  

c o m e  to  j u s t  T r e a s u r y  r a t e s ?  Nor you  r e a l l y  do not~ no t  even  in the  f a i r ly  p r i c ed  

world~ because  some  of the  r isks a re  d ive r s i f i ab l e  l ike the  c r ed i t  risk. So you  

would e x p e c t  to  end up well  above  Treasu r i e s .  The re  a re  i l l iqu id i ty  p r e m i u m s  

t h a t  do not  br ing you c o m p l e t e l y  back  to  T r e a s u r y  r a t e s .  

FROM THE F L o o R :  If  all  of the  s cena r io s  show a m a r k e t  surplus or a m a r k e t  

va lue  d e f i c i t  in the  ea r ly  years~ will  an ove rzea lous  e x a m i n e r  pick t h a t  up and 

r equ i r e  t h a t  t h e r e  be no n e g a t i v e  m a r k e t  va lue  surpluses  a t  all in the  f u t u r e ?  

MR. TUOHY: Tha t  would be v e r y  dangerous .  C l ea r l y ,  al l  the  scenar ios  

f o r e c a s t i n g  i n v e s t m e n t s  of  longer  t han  one y e a r  will end up wi th  an ea r ly  m a r k e t  

va lue  de f i c i t .  In fact9 t h e r e  is s t i l l  a lo t  of  v o l a t i l i t y  in m a r k e t  va lue  surplus 

pas t  t he  t w e n t i e t h  y e a r .  Therefore~ you  should  m a k e  c a l c u l a t i o n s  to  the  po in t  

whe re  the  m a j o r i t y  of the  cash f lows have  d i sappea red .  

FROM THE FLO OR:  A m u t u a l  c o m p a n y  will cu t  d iv idends  i f  i n t e r e s t  r a t e s  drop.  

Why should  i t  a s sume  t h a t  c u r r e n t  d iv idend  sca le s  will be m a i n t a i n e d  in scena r ios  

t h a t  a s sume  lower  i n t e r e s t  r a t e s  in t he  f u t u r e ?  
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MR. MATEJA: It  is p r o b a b l y  no t  a p p r o p r i a t e  to a s s u m e  tha t  t he  d iv idend sca l e  

would  b e  m a i n t a i n e d  under  such  c i r c u m s t a n c e s .  You  mus t  u n d e r s t a n d  w h a t  

happens  if  the  d iv idend  is m a i n t a i n e d  as o p p o s e d  to  be ing  cut .  If you  can cu t  i t  

in ha l f ,  y o u  wou ld  deve lop ,  a t  s o m e  po in t  in t ime ,  a lo t  of  r isk m a n a g e m e n t  

o p p o r t u n i t y .  

F R O M  THE F L O O R :  Can  an a c t u a r y  who is a m e m b e r  of  a l i fe  i n su rance  

c o m p a n y ' s  s en io r  m a n a g e m e n t  r e a s o n a b l y  p e r f o r m  t he  ro le  of  v a l u a t i o n  a c t u a r y ?  

If so, w h a t  p o t e n t i a l  c o n f l i c t s  does  he  f a c e  in his ro l e s?  

MR. HOGUE: The a n s w e r s  I have  h e a r d  do no t  r e p r e s e n t  a concensus .  Some  

p e o p l e  po in t  ou t  t he  f a c t  t h a t  v a l u a t i o n  and a p p o i n t e d  a c t u a r i e s  in o t h e r  

c o u n t r i e s  haven ' t  run  in to  any  ro le  con f l i c t s .  O t h e r s  a rgue  tha t ,  in o t h e r  

c o u n t r i e s ,  t he  ro le  has  b e e n  r e s t r i c t e d  to  a l l o c a t i n g  surp lus  b e t w e e n  company ,  

s h a r e h o l d e r s  and po l i cyho lde r s .  Those  v i e w p o i n t s  might  no t  app ly  in the  U.S. 

b e c a u s e  of  the  evo lv ing  r e g u l a t o r y  e n v i r o n m e n t  and the  e m e r g i n g  p r o b l e m s  of 

m a n a g i n g  b locks  of  i n t e r e s t - s e n s i t i v e  p r o d u c t s .  The ro le  t he  v a l u a t i o n  a c t u a r y  

will p l ay  in the  a l l o c a t i o n  of  a s s e t s  to  r e s e r v e s ,  d e s i g n a t e d  surplus  and v i t a l i t y  

surp lus  is a s o u r c e  of  c o n f l i c t  w i th  m a n a g e m e n t .  This ro le  cou ld  l imi t  t he  

e x e c u t i o n  of  the  c o m p a n y ' s  s t r a t e g i c  plan.  Mos t  p e o p l e  po in t  to the  f a c t  t ha t  

t h e  c h i e f  a c t u a r y ,  who is a m e m b e r  of  the  m a n a g e m e n t  t e a m ,  is t he  one  m o s t  

c a p a b l e  of  p e r f o r m i n g  this ro le  fo r  the  whole  c o m p a n y  on an a g g r e g a t e  basis .  

But  he  will run  in to  c o n f l i c t s .  The use  of  an o u t s i d e r  will  avo id  the  con f l i c t s ;  

h o w e v e r ,  t he  o u t s i d e r  will no t  know the  c o m p a n y  as well .  The be s t  r e sponse  I 've 

h e a r d  to  this  p r o b l e m  is t ha t  as  the  p r o f e s s i o n  deve lops  the  too ls  and the  

t e c h n i q u e s ,  t h e  p r o p e r  ro le  will  e m e r g e .  At  s o m e  po in t  t he  v a l u a t i o n  a c t u a r y ' s  

r e p o r t  will b e  a u d i t e d  by  an ou t s ide r .  
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F R O M  THE F L O O R :  We now have  l i ab i l i t i e s  for  p r o d u c t s ,  s imi l a r  to  s t r u c t u r e d  

s e t t l e m e n t s ,  t h a t  h a v e  f i xed  p a y m e n t s  to  b e  m a d e  for  f if ty~ s i x t y  and s o m e t i m e s  

as m a n y  as n i n e t y  y e a r s  f rom today .  T h e r e  a re  v e r y  f e w  s e c u r i t i e s  ava i l ab l e  

b e y o n d  t h i r t y - f i v e  yea r s .  How does  the  v a l u a t i o n  a c t u a r y  dea l  wi th  the  p rob l em 

of  m a t c h i n g  t h e s e  l i ab i l i t i e s  wi th  a s s e t s ?  How do we,  as  an indus t ry ,  dea l  wi th  

u n d e r s t a n d i n g  this  r isk? 

MR.  TULIN:  This is no t  d i s cus sed  b e c a u s e  we can  ta lk  so le ly  a b o u t  the  i d e a  of  

be ing  ab le  to  m a t c h  cash  f lows  for  s t r u c t u r e d  s e t t l e m e n t s  and o t h e r  s imi l a r  

p r o d u c t s .  In fact~ such  a l i ab i l i t y  s t r e a m  i n d i c a t e s  a pos i t i on  w h e r e  the  only way  

to  m a t c h  cash  f lows  is to  a s s u m e  a b r idge  t h a t  doesn ' t  ex i s t .  You  mus t  a s s u m e  

t h a t  you  can  inves t  the  cash  f lows  in the  l a t e r  du ra t ions  at  s o m e  r a t e  tha t  will  

suppo r t  t h e  l i ab i l i t y  cash  f lows  b e y o n d  t he  ho r i zons  of  today ' s  l o n g - t e r m  

i n v e s t m e n t s .  This  is an a s s e t / l i a b i l i t y  m a t c h i n g  p r o b l e m  in the  indus t ry .  I t  is a 

p r o b l e m  of  r e i n v e s t m e n t  r i sk  t h a t  a lo t  of  c o m p a n i e s  should  look  a t .  I h a v e n ' t  

y e t  s e e n  so lu t ions  fo r  t h e s e  ques t ions .  I don ' t  know how the  v a l u a t i o n  a c t u a r y  is 

s u p p o s e d  to  p r o c e e d .  

F R O M  THE F L O O R :  Given  tha t  f u t u r e  cash  f lows  d e p e n d  heav i l y  on 

a s s u m p t i o n s ,  and g iven  t he  a m o u n t  of  g u e s s w o r k  r e q u i r e d  to  d e v e l o p  these ,  how 

much  c o n f i d e n c e  can  a r e g u l a t o r  have  in the  a c t u a r i a l  opinion? How will  

R e c o m m e n d a t i o n  7 add re s s  this  p r o b l e m ?  

MR. A F F L E C K :  Tha t  is a d i f f i c u l t  q u e s t i o n ,  and m a n y  r e g u l a t o r s  a l r e a d y  h a v e  a 

lo t  o f  c o n c e r n  a b o u t  the  ex i s t ing  good  and s u f f i c i e n t  l a n g u a g e  in t he  opinion. I 

don ' t  b e l i e v e  our  c r e d i b i l i t y  is s t a r t i n g  ou t  a t  as high a l eve l  as  we might  think i t  

is. The l eve l  of  c o n f i d e n c e  t h a t  r e g u l a t o r s  will  h a v e  is going to  b e  r e l a t e d  to  the  
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l eve l  of  p ro f e s s iona l i sm  we pu t  in to  the  work we do. If  we p roduce  resu l t s  t h a t  

t he  r e g u l a t o r s  can  u n d e r s t a n d ,  I th ink  t h e r e  can  be a high level  of  con f idence .  

R e c o m m e n d a t i o n  7 has  no t  add re s sed  this  ques t i on  spec i f i c a l l y .  I t  says t h a t  each  

a c t u a r y  in t he  p ro fe s s ion  has an ob l iga t ion  to use his bes t  j u d g m e n t  for  all of t he  

a s sumpt ions  and m e t h o d o l o g y .  

MR. TILLEY: L e t  me also answer  the  ques t i on  posed to Mr. Tulin. One can 

m a t c h  s t r u c t u r e d - s e t t l e m e n t  cash  f lows  fo r  some  pe r iod  in to  the  fu tu r e ,  f ive  to  

t e n  y e a r s  for  i n s t ance .  Then  one can  m a t c h  d u r a t i o n  and c o n v e x i t y  for  the  

ove ra l l  cash  f low s t r e a m .  Assumpt ions  abou t  f o r t y ,  f i f t y ,  s ix ty ,  s e v e n t y  y e a r s  

out  a re  not  n e c e s s a r y .  One can  use i n t e r e s t - r a t e  f u t u r e s  and ze ro -coupon  

T r e a s u r y  bonds to a c c o m p l i s h  the  d u r a t i o n  and c o n v e x i t y  m a t c h i n g  for  ve ry  long 

l i ab i l i t y  s t r e a m s .  
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