
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 8 

MAKING AN A C T U A R I A L  OPINION 

MR. ROBERT D. HOGUE: I am r e p r e s e n t i n g  the  Soc i e ty  of  A c t u a r i e s  

C o m m i t t e e  on L i f e  In su rance  C o m p a n y  Va lua t ion  Pr inc ip les .  The c o m m i t t e e  

does no t  y e t  have  a se t  of  l i fe  i n su rance  c o m p a n y  v a l u a t i o n  pr inc ip les  r e a d y  for  

exposure  to the  member sh ip .  But  I will  relate~ based  upon the  work  done to dater  

a se t  of  f ive  c h a r a c t e r i s t i c s  t h a t  a v a l u a t i o n  should have.  

I.  A v a l u a t i o n  should have  a purpose  and i t  should  fu l f i l l  t h a t  purpose .  

Z. A v a l u a t i o n  should address  all m a t e r i a l  f a c t o r s  t h a t  a f f e c t  the  

f i n a n c i a l  cond i t ion  of  a l i fe  i n su rance  company .  

. A v a l u a t i o n  should be p e r f o r m e d  using a p p r o p r i a t e  me thodo log i e s  and 

t echn iques .  

. The a c t u a r i a l  opinion should be made  by a qua l i f i ed  p ro fess iona l  and 

should inc lude  full  d i sc losure  of all p e r t i n e n t  f a c t s  r e l a t i n g  to t he  

va lua t ion .  

. The v a l u a t i o n  p rocess  should  inc lude  m u l t i s c e n a r i o  t e s t i ng  in order  to  

d e t e r m i n e  the  va lua t ion ' s  s e n s i t i v i t y  to changes  in the  assumpt ions  

used.  
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My ass ignment  today is to r e a c t  

assumption tha t  valuat ion principles exist  and 

methodologies  used with such basic principles. 

these  five cha rac te r i s t i c s .  

to the Symposium presen ta t ions  under the 

to r e l a t e  the  techniques and 

For principles I will subs t i tu te  

If the  Socie ty  adopts valuat ion principles (and some of the c o m m i t t e e  members  

doubt tha t  it will), those will probably be used as r e f e r e n c e  points or guidelines. 

At this Symposium, we've been exposed to the researchers who are developing 

the tools, the techniques and the methodologies that we'll use. As we progress, 

we will also follow the direction in the Joint Committee Report on the Role of 

the Valuation Actuary, which includes a provision for the development of basic 

principles. The combination of these will eventually lead us to the development 

of standard practices. Shortly we should see the formation of an Actuarial 

Standards Board, which will add standards to the tools of the valuation actuary. 

As I have said, I view principles as reference points or guidelines necessary to a 

full process leading to a set of techniques, methodologies and standards. 

So, let's assume that these five statements can be used as guidelines 

representative of a set of valuation principles that will be available some time 

later. I will react to what rve heard in the last day and a half in view of each of 

these five statements. 

The first characteristic relates to a valuation's purpose. Will the methodologies 

and tools tha t  have been  p re sen ted  here  produce valuat ions tha t  fulfill  their  

purpose? In my opinion, they  are probably going beyond that .  As I see that  

purpose, its basic responsibi l i ty is a solvency calculat ion,  de te rmina t ion  and 

demons t ra t ion .  Our audience  is regula tors  who still see the need  for a s t a tu to ry  
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m i n i m u m  r e s e r v e .  But ,  wha t  w e ' v e  b e e n  p r e s e n t e d  wi th  a re  too l s  t ha t  will g ive  

us  m o r e  than  t h a t .  The r e a s o n  for  this  is p r o b a b l y  t he  J o i n t  C o m m i t t e e  R e p o r t ' s  

inc lus ion  of  so l id i ty  t e s t s  involving d e s i g n a t e d  surplus ,  and the  c o n c e p t s  of 

" r ea sonab l e "  and "p laus ib le"  dev ia t ions .  F e w  of  us y e t  know wha t  t h e s e  t e r m s  

mean .  For  e x a m p l e ,  I would  guess  tha t  any  a c t u a r y  in this  r o o m  cou ld  eas i ly  pu t  

t o g e t h e r  a p l aus ib l e  s c e n a r i o  t h a t  wou ld  b a n k r u p t  his c o m p a n y  in f ive  yea r s .  

V i t a l i t y  surp lus  has  b e e n  d e f i n e d  as the  e x c e s s  of  t o t a l  a s s e t s  ove r  those  a s s e t s  

d e t e r m i n e d  a t  t h e  "p laus ib le"  leve l .  The d i f f e r e n c e  b e t w e e n  t h e s e  a s s e t s  and 

t h o s e  a t  the  " r e a s o n a b l e "  l eve l  is ca l l ed  des igned  surplus .  Even  though  the  f i r s t  

of  t h e s e  was  e x c l u d e d  f r o m  the  r e c o m m e n d e d  v a l u a t i o n  r e p o r t  as of  my  l a t e s t  

r e v i e w ,  i t  was  m e n t i o n e d  as be ing  a p a r t  of  a m a n a g e m e n t  r e p o r t  by  one of  the  

s p e a k e r s .  These  t e r m s  and c o n c e p t s  will w o r k  t he i r  w a y  in to  the  pu rpose  of  a 

va lua t i on .  

One  s p e a k e r  m e n t i o n e d  t h a t  our  a u d i e n c e  is no t  only  r e g u l a t o r s ,  bu t  a lso inc ludes  

c o m p a n y  m a n a g e m e n t ,  p o l i c y h o l d e r s ,  s h a r e h o l d e r s  and pe rhaps  the  g e n e r a l  

publ ic .  Then,  I h e a r d  s o m e o n e  say:  " m o t i v a t e  m a n a g e m e n t  to  t a k e  a p p r o p r i a t e  

ac t ion . "  These  s t a t e m e n t s  r e f e r  to  v a l u a t i o n s  b e y o n d  t h e  s t a t u t o r y  l eve l  and 

r e p r e s e n t  expans ions  of  the  ro l e  of  the  v a l u a t i o n  a c t u a r y .  P e r s o n a l l y ,  I th ink 

they t re  e x t r e m e  and t he  v a l u a t i o n  a c t u a r y  should  no t  b e  r e spons i b l e  fo r  t h e s e  

kinds  of  r e p o r t s .  R e f e r r i n g  to  the  r e s e r v e  n u m b e r  t h a t  we ' r e  going to  c a l c u l a t e ,  

one  of  t h e  s p e a k e r s  m e n t i o n e d  " f inanc ia l  m a n a g e m e n t  is no t  f inanc ia l  r epo r t ing . "  

The p h r a s e  " impl ied  m a n a g e m e n t  a c t i o n  a t  c e r t a i n  po in t s  when c e r t a i n  n u m b e r s  

c a m e  up on c e r t a i n  r e p o r t s "  was  also used .  The  i m p l i c a t i o n s  i n h e r e n t  in t h e s e  

s t a t e m e n t s  would  m o v e  the  v a l u a t i o n  a c t u a r y  ou t  of  the  v a l u a t i o n  bus iness  in to  

t he  f i nanc ia l  or  surplus  m a n a g e m e n t  bus iness .  Do we  wan t  to c r e a t e  t ha t  kind of  

ro l e  for  the  v a l u a t i o n  a c t u a r y ?  C e r t a i n l y  a c t u a r i e s  do t h e s e  things,  and t h e y  
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should  b e  invo lved  in t h e s e  things,  b u t  do we  wan t  to  l e g i s l a t e  an a s s o c i a t e d  

r e s p o n s i b i l i t y ?  

The s e c o n d  c h a r a c t e r i s t i c  s t a t e d  t h a t  a v a l u a t i o n  should  be  all inc lus ive  and 

inc lude  all m a t e r i a l  f a c t o r s .  It  should  b e  a c o m p r e h e n s i v e  va lua t ion .  F rom this  

v i e w p o i n t ,  all t he  p r e s e n t a t i o n s  w e r e  e x c e l l e n t .  T h e y  w e n t  far  b e y o n d  the  s t a t e  

of  the  a r t  as  I knew i t .  I have  a b e t t e r  f ee l ing ,  a f t e r  this  l a s t  day  and a ha l f ,  

t h a t  the  r e q u i r e d  too ls  will b e  a v a i l a b l e  to an a v e r a g e  work ing  a c t u a r y  l ike 

m y s e l f .  But  t h e r e  a re  s o m e  gaps ,  due  p r o b a b l y  to  the  h i s to r i ca l  f o c u s  of  the  

r e s e a r c h e r s .  The emphas i s  on the  C-3 r isk,  t he  SPDA and the  GIC bus iness  ex i s t s  

b e c a u s e  t h e s e  have  p r e s e n t e d  obv ious  p r o b l e m s .  To b e c o m e  comprehens ive~  the  

t e c h n i q u e s  should  be  e x t e n d e d  to address  the  C-Z r isk,  f u r t h e r  e x a m i n a t i o n  of  

t h e  C-1 r i sk  (beyond  wha t ' s  a l r e a d y  i n h e r e n t  in wha t ' s  b e e n  done to  e x a m i n e  the  

C-3  risk),  and add i t iona l  r e s e a r c h  on s o m e  of the  a s s e t  and l i ab i l i ty  e l e m e n t s  

t ha t  w e r e  l e f t  out .  It 's  e a s y  to  c o n c l u d e  t h a t  a c o n t i n u a t i o n  of  the  r e s e a r c h  

g e n e r a t i n g  t h e s e  p r e s e n t a t i o n s  will g ive  us a c o m p r e h e n s i v e  se t  of  v a l u a t i o n  

m e t h o d o l o g i e s  and t e c h n i q u e s  t h a t  we  can  all use .  

On the  o t h e r  hand,  I saw a va ry ing  l eve l  of  c o m p l e x i t y .  The a p p r o a c h e s  

p r e s e n t e d  r a n g e d  b e t w e e n  f a i r l y  s imple  m i n i - c o m p u t e r  app l i ca t i ons  to  v e r y  

c o m p l e x  s y s t e m s  t ha t  would  b u r d e n  the  l a rge  c o m p u t e r  s y s t e m s  of  the  l a rge r  

c o m p a n i e s .  One  such  l a t t e r  a p p l i c a t i o n  was  d e s c r i b e d  as no t  be ing  s u f f i c i e n t  or  

c o m p l e t e  enough  to enab le  the  pe r son  doing the  v a l u a t i o n  to sign an a c t u a r i a l  

opinion.  So, as we  look a t  t he  possible9 wi th in  t he  s t a t e  of  the  a r t ,  and a t  wha t  

p e o p l e  a re  doing t o d a y ,  we  should  m e a s u r e  the  t e c h n i q u e s  and m e t h o d o l o g i e s  

p r e s e n t e d  in t e r m s  of  our  c o m f o r t  l eve l  when  signing an opinion.  With  r e s p e c t  to  

t he  th i rd  c h a r a c t e r i s t i c ,  ( the a p p r o p r i a t e n e s s  of  the  m e t h o d o l o g i e s  and 
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techniques)~ I can o f f e r  l i t t l e  c o m m e n t .  I would guess  t h a t  the  m e t h o d o l o g i e s  

and the  a v a i l a b i l i t y  of  i n f o r m a t i o n  upon which  to base  a s sumpt ions  a re  evolving,  

bu t  no t  y e t  a d e q u a t e  for  an a p p r o p r i a t e  va lua t ion .  A c o m m e n t  was made  t h a t  

each  c o m p a n y  would p robab ly  deve lop  i t s  own mode l .  I f  all of  us have  d i f f e r e n t  

models~ then  we will have  d i f f e r e n t  m e t h o d o l o g i e s  and resu l t s .  Our c u r r e n t  goal  

should  be to s a t i s f y  t he  r egu l a to r s .  I am sure  t h e y  would  wan t  a s t a n d a r d i z a t i o n  

of  t he se  p r o j e c t i o n  t echn iques .  Butt  a s t a n d a r d  se t  of p r o j e c t i o n  t e chn iques  

h a v e n ' t  y e t  b e e n  d e v e l o p e d  or p roposed .  These  p r e s e n t a t i o n s  gave  us an 

e x c e l l e n t  f i r s t  exposure  to  a n u m b e r  of  p o t e n t i a l  d e v e l o p m e n t  direct ions~ bu t  we 

have  a lo t  of  work  to  do b e f o r e  we can  a g r e e  on a s t a n d a r d i z e d  se t  of 

a p p r o p r i a t e  m e t h o d o l o g i e s  and t echn iques .  

A few g e n e r a l  c o n c e p t s  were  m e n t i o n e d  which  will have  m a j o r  f u t u r e  i m p a c t s .  

The c o n c e p t  o f  p o r t f o l i o  s e g m e n t a t i o n  was m e n t i o n e d  by one speaker .  I t  was no t  

l i s t ed  as a r e q u i r e m e n t ,  bu t  i t  is a ma jo r  issue.  Should we be r equ i r ed  to 

s e g m e n t  our p o r t f o l i o s ?  I h e a r d  d i f f e r e n c e s  a m o n g  the  speake r s  on this  poin t .  

A t t e n t i o n  was also g iven  to t he  c o n c e p t  of  marg ins  for  adve r se  dev ia t ion .  The 

overa l l  v iew seems  to be t h a t  we will s u b s t i t u t e  the  use  of exp l i c i t  marg ins  wi th  

t he  imp l i c i t  marg ins  a s s o c i a t e d  wi th  the  use  of  " r ea sonab l e  n and ~plausible" 

e x p e r i e n c e  a s sumpt ions .  Again~ I t h ink  t he r e ' s  con fus ion  over  wha t  those  t e r m s  

m e a I l .  

Based  on wha t  I hea rd ,  i t  will  be  s o m e  t i m e  b e f o r e  we have  a p p r o p r i a t e  

m e t h o d o l o g i e s  and as sumpt ions .  I t  looks l ike we will f i r s t  go t h rough  a long 

e x p e r i m e n t a t i o n  per iod.  I t  also looks l ike we ' re  going to have  not  one, bu t  a 

n u m b e r  of  p roven  and a c c e p t a b l e  app roaches .  I d idn ' t  see ,  based  upon this  l as t  

day  and a ha l f ,  t he  p r o b a b i l i t y  of  our  lock ing  in on any  s t a n d a r d i z e d  approach .  
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Therefore~ I can ' t  rea l ly  see  us coming up with something cal led a s tandard  

va lua t ion  law for  the  valuat ion ac tuary .  I be l i eve  we ' re  going to develop a 

number  of  d i f f e r en t  approaches  tha t  are  going to be  a c c e p t e d  by ourselves  and 

the  regula tors ,  and tha t  it will t ake  us as long as f ive years  t o  do so. 

The four th  c h a r a c t e r i s t i c  dea l t  with the qual i f ica t ions  for  the valuat ion ac tua ry  

and the disclosures  tha t  he will put  into an opinion. With evolving techniques and 

methodologies ,  wi thout  s tandard  assumptions ,  wi thout  the rea l  capabi l i ty  of 

doing something  tha t  will pass a regulatorVs audi% I would think tha t  most  

ac tua r i e s  will be  r e luc t an t  to sign an opinion. I would also suggest  tha t  even 

a f t e r  t hese  things b e c o m e  useful ,  a c c e p t e d  and fami l ia r  to  most  of us tha t  the  

opinion should demand disclosure of what  we did, the  assumptions we used, and 

how they  fi t  the  norms of  commonly  a c c e p t e d  methodologies  and prac t ices .  In 

par t icu lar ,  the  assumptions  used should be ident i f ied  and r e l a t e d  to some kind of 

a sa fe  harbor.  To me,  the p resen ta t ions  were  f i rs t  examples  of  a change from 

ve ry  famil iar  s tandard  va lua t ion  methods  and regula t ions  to something very  

d i f fe ren t .  I f ee l  tha t  we need much more  b e f o r e  we can sign an opinion wi thout  

undue personal  risk. 

The f i f th  c h a r a c t e r i s t i c  o f f e r e d  was that  of sens i t iv i ty  test ing.  One speaker  

men t ioned  tha t  he had p e r f o r m e d  down-side scenar io  tes t ing.  That is, he had 

t e s t e d  the ca t a s t roph ic  scenar io .  The resul t s  were  expec ted ly  poor, but  the 

ques t ion  of  p roper  scenar ios  arose  f rom the example .  Since resul ts  are highly 

dependent  upon scenar ios ,  who should de t e rmine  the scenar ios?  That seems to 

be a cr i t ica l  ques t ion  that  we will have to address.  
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R i g h t  now I would  no t  f e e l  p e r s o n a l l y  qua l i f i ed  to  p e r f o r m  a v a l u a t i o n  a c c o r d i n g  

to t h e  m e t h o d o l o g i e s  and t e c h n i q u e s  t h a t  w e r e  p r e s e n t e d  t o d a y .  I th ink we h a v e  

a r e s e a r c h  and e d u c a t i o n a l  c y c l e  to go th rough  b e f o r e  we' l l  f ee l  c o m f o r t a b l e ,  

c o n f i d e n t  and qua l i f i ed  to  fill  t h e  ro le  of  a v a l u a t i o n  a c t u a r y .  B e y o n d  wha t  

we 've  s een  y e s t e r d a y  and today ,  t he  R e p o r t  of  the  Jo in t  C o m m i t t e e  inc luded  the  

c o n c e p t s  of  ru in  t h e o r y  and c o n f i d e n c e  i n t e rva l s .  No s p e a k e r  m e n t i o n e d  these ,  

and it  migh t  b e  y e a r s  b e f o r e  we inc lude  t h e m  in the  v a l u a t i o n  p roces s .  

I s e e  a big  d i f f e r e n c e  b e t w e e n  m y  p e r s o n a l  k n o w l e d g e  of  the  s t a t e  of  t he  ar t  a 

f e w  days  ago  and now.  But ,  t he  m o r e  I l e a r n e d  he re ,  t h e  m o r e  q u e s t i o n s  I w r o t e  

down,  t h e  f u r t h e r  I t o o k  m y s e l f  f r om the  f ee l i ng  of  hav ing  t he  too ls  n e c e s s a r y  to  

fill  t he  v a l u a t i o n  a c t u a r y ' s  ro le .  

But ,  I s e e  no r e a s o n  why  the  p a t h  w e ' r e  t ak ing  will no t  l e ad  us to  a po in t  w h e r e  

we' l l  e v e n t u a l l y  h a v e  t h e s e  a long wi th  t he  s t a n d a r d i z e d  s e t s  of  a s sump t i ons  we  

n e e d  to  p e r f o r m  v a l u a t i o n s  t ha t  will fu l f i l l  the  f ive  bas i c  c h a r a c t e r i s t i c s  

ment ioned~ and I v i ew the  p r e s e n t a t i o n s  m a d e  a t  th is  Sympos ium as m a j o r  

con t r i bu t i ons .  

MR.  A L L A N  D. A F F L E C K :  As c h a i r m a n  of  the  A c a d e m y  C o m m i t t e e  on L i f e  

I n s u r a n c e  F inanc i a l  R e p o r t i n g ,  I was  a s k e d  to  d i scuss  how s t a n d a r d s  can  he lp  t he  

p r a c t i c i n g  a c t u a r y  in making  an opinion.  I will  s t a r t  by  d e s c r i b i n g  the  c u r r e n t  

d e v e l o p m e n t a l  s t a g e  of  t h o s e  s t a n d a r d s .  The  A c a d e m y  i s sued  t w o  d i scuss ion  

d r a f t s  in Ju ly  of  this  y e a r .  T h o s e  c o v e r e d  b o t h  a c t u a r i a l  gu ide l ines  and s t a n d a r d s  

of  p r a c t i c e .  To d a t e  35 r e s p o n s e s  to t he  d i scuss ion  d r a f t s  have  b e e n  r e c e i v e d .  

Some  were  l e n g t h y ,  t r e a t i n g  va r ious  a s p e c t s  in dep th .  The  m a j o r i t y  dea l t  wi th  

s u b s t a n t i a l  i s sues  and a re  p rov ing  to  b e  v e r y  he lp fu l  to  t he  c o m m i t t e e .  The  n e x t  
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s t ep  will be  to wr i t e  a r ev i s ed  d r a f t  i n c o r p o r a t i n g  a number  of  sugges t ed  

changes .  

Severa l  r e s p o n d e n t s  p o i n t e d  out  t h a t  the  or ig inal  d r a f t s  did not  inc lude  spec i f i c  

r e f e r e n c e  to  t he  C-1 and C-Z risks.  Tha t  was a d e l i b e r a t e  decis ion.  The 

c o m m i t t e e  did no t  wan t  to  de lay  ob ta in ing  f e e d b a c k  on the  C-3 risk issues.  

I n c o r p o r a t i o n  of  s t a n d a r d s  r e l a t e d  to C-1 and C-Z r isks is on the  agenda.  

A n o t h e r  top ic  g e n e r a t i n g  ex t ens ive  d iscuss ion  was  the  d i s t i nc t ion  b e t w e e n  

p laus ib le  and r ea sonab le .  In t he  t r a d i t i o n a l  s t a t u t o r y  valuat ion~ c o n s e r v a t i s m  is 

bu i l t  in by adding a marg in  to each  a s s u m p t i o n  ( i n t e r e s t  ra te r  m o r t a l i t y  ra te r  

expenses  and so on). The or ig inal  d iscuss ion  d r a f t s  r e c o m m e n d  s cena r io  t e s t i ng  

to bui ld c o n s e r v a t i s m  in to  the  i n t e r e s t  r a t e s  used  for  the  opinion~ but  the  

c o n t i n u e d  use  of  marg ins  for  the  o t h e r  a s sumpt ions .  This m a y  be an 

i n c o n s i s t e n c y  r and t h a t  is why the  c o m m i t t e e  needs  to do more  work in the  C-1 

and C-Z area. 

The c o m m i t t e e  m e m b e r s  are  not  p r o a c t i v e  in the  sense  of t ry ing  to have  the  

A c a d e m y ' s  Board  adopt  t he  r ev i sed  R e c o m m e n d a t i o n  7. We know t h a t  we n e e d  

the  suppor t  of  the  indus t ryr  and  the  i n d u s t r y  needs  a s t r u c t u r e  for  the  va lua t ion  

a c t u a r y .  Our goal  is to  con t inue  work on the  drafts~ but  no t  to  t a k e  an app roach  

t h a t  could be c h a r a c t e r i z e d  as dr iv ing  adop t ion  of a new R e c o m m e n d a t i o n  7. 

What  we w a n t  to  do is to  be r e a d y  when  t h e  NAIC dec ides  to  adopt  a new 

e x t e n d e d  opinion.  We are  not  going to be pushing the  NAIC to  do that~ but  we 

wan t  to  have  sugges t ions  in p l ace  when the  r e g u l a t o r s  r e a c h  t h a t  s t a g e  
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themse lves .  From my pe r spec t ive ,  the ear l ies t  possible  da te  tha t  a revised  

opinion could be  in p lace  would be yea r - end  1987, and I personal ly  do not  think it 

will be  tha t  soon. 

An NAIC Advisory C o m m i t t e e  repor t  will be d iscussed in December~ but  it may 

not be adop ted  (for 1985) at this mee t ing  since there  is wide feel ing tha t  more  

exposure  is appropr ia te .  However ,  i t  may well be  adop ted  in 1986 to apply to the 

Academy ' s  1986 f inancial  s t a t e m e n t s .  

What are  the key  s tandards  of p r a c t i c e  in the Academy ' s  discussion draf t s?  

There  are four  major  i tems.  I will discuss two of them.  Firs t  is a revised  

s t a t e m e n t  of  ac tuar ia l  opinion. It is impor tan t  to recognize  tha t  only the NAIC 

can adopt  an opinion, admi t t ed ly  with our input.  The opinion in tha t  discussion 

d ra f t  was deve loped  by the c o m m i t t e e  members  as what  we hope the NAIC 

would adopt  if it is going to adopt  anything.  But tha t  is the NAIC's decision, 

because  the ac tuar ia l  opinion is par t  of  the s t a t e m e n t  blank. 

The second a rea  is i nves tmen t  data .  The i l lus t ra t ion  in the discussion d ra f t  

r e f l e c t s  our r e c o m m e n d a t i o n  for  what  the NAIC should require .  The f ac tua l  

da ta  to be  supplied on all the  asse ts  would be  manda ted ,  and it  would be  the  

chief  inves tmen t  of f icer ' s  responsib i l i ty  to supply it. The reason we 

r e c o m m e n d e d  this approach is tha t  we did not  want  ac tuar ies ,  pa r t i cu la r ly  in 

smal ler  companies ,  f o r c e d  into developing a s t a t e m e n t  about  inves tmen t  

s t r a t egy .  We think it  is b e t t e r  to s epa ra t e  tha t  funct ion  f rom the ac tua ry  and 

put  the responsibi l i ty  on the company to supply tha t  informat ion.  The ac tua ry  

may also re ly  on the chief  i nves tmen t  o f f i c e r  to provide  cash flow informat ion,  

if he wishes, but  this is not r e c o m m e n d e d  as a r equ i rement .  So, these  f i rs t  two 
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i t e m s  a re  j u s t  our  r e c o m m e n d a t i o n s  for  how we  hope  t he  NAIC will p r o c e e d ,  i f  i t  

d e c i d e s  to  go f o r w a r d .  R e c o m m e n d a t i o n  7 s e r v e s  as a b r o a d  i n t r o d u c t i o n  to  the  

s t a n d a r d s  of  p r a c t i c e .  I ts  i n t e r p r e t a t i o n s  g ive  the  d e t a i l e d  gu ide l ines  for  the  

p r a c t i c i n g  a c t u a r y .  Some  h a v e  sa id  t h a t  t h e  i n t e r p r e t a t i o n s  in p a r t i c u l a r  a re  too  

m u c h  of  a cookbook~ prov id ing  t oo  much  i n s t r u c t i o n  to  the  a c t u a r y .  O t h e r s  have  

s a id  t h a t  m o r e  d i r e c t i o n  fo r  the  a c t u a r y  is n e c e s s a r y  b e c a u s e  th is  is an a r e a  

w h e r e  a c t u a r i e s  h a v e  no t  c o m m o n l y  p r a c t i c e d  b e f o r e .  I th ink  t he  c o m m i t t e e ' s  

a p p r o a c h  can  b e  s u m m a r i z e d  in t w o  s e n t e n c e s  t h a t  a p p e a r  in t he  i n t r o d u c t i o n  to  

t he  I n t e r p r e t a t i o n s :  

The  I n t e r p r e t a t i o n s  suppor t i ng  t he  cash  f low p o r t i o n  of  R e c o m m e n d a t i o n  7 

p r o v i d e  m o r e  d e t a i l e d  g u i d a n c e  fo r  t he  a c t u a r y  than  is usua l ly  the  case .  

This is a d e l i b e r a t e  e f f o r t  on the  p a r t  of  t he  c o m m i t t e e  to  p rov ide  

g u i d a n c e  in an a r e a  w h e r e  m e t h o d o l o g y  is c u r r e n t l y  deve lop ing  for  t he  f i r s t  

t i m e .  

So we r e c o g n i z e d  t ha t  this  is an a r e a  w h e r e  we a r e  p rov id ing  m o r e  d i r e c t i o n  than  

is n o r m a l l y  a p p r o p r i a t e .  We hope  t h a t  in t he  f u t u r e  we  will no t  have  to  inc lude  

as  much  de ta i l  as  is t h e r e  now.  

The k e y  new i t e m  in the  d r a f t  a c t u a r i a l  opinion is cash  f low.  The s t a n d a r d s  of 

p r a c t i c e  i d e n t i f y  s p e c i f i c  i t e m s  t h a t  should  b e  a d d r e s s e d  in t e s t i n g  cash  f low.  

These  inc lude  f u t u r e  y ie ld  cu rves ,  a n t i c i p a t e d  i n v e s t m e n t  earn ings  (both  

s c h e d u l e d  i n c o m e  and v a r i a b l e  earn ings) ,  r e p a y m e n t s  of  p r inc ipa l  ( recogniz ing  

b o t h  cal l  f e a t u r e s  and p r e p a y m e n t s ) ,  t he  e f f e c t s  of  any hedging,  op t ions  and so 

on. If  cash  f low is n e g a t i v e  in any p r o j e c t i o n  y e a r ,  a dec i s ion  mus t  be  m a d e  

a b o u t  b o r r o w i n g  ve r sus  l iqu ida t ing  a s se t s .  The re  is a s p e c i f i c  n o t e  po in t ing  ou t  
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t h a t  r e a l i s t i c  b o r r o w i n g  cos t s  mus t  be  r e c o g n i z e d ,  if  b o r r o w i n g  is to b e  a s sumed .  

F ina l ly ,  c a p i t a l  gains  and losses  mus t  be  r e c o g n i z e d .  S p e c i f i c  d i r e c t i o n s  a re  

g iven  to the  a c t u a r y  for  t e s t i n g  p a t h s  of  f u t u r e  i n t e r e s t  r a t e s :  

Tes t i ng  a s ingle  p a t h  is i n s u f f i c i e n t .  E x t r a p o l a t i o n  of  r e c e n t  r a t e s  is no t  

enough.  The i m p a c t  of  an i n v e r t e d  y ie ld  c u r v e  should  b e  t e s t e d .  T e s t  as 

m a n y  p a t h s  as the  a c t u a r y  d e e m s  n e c e s s a r y .  

It  is c l ea r  t ha t  one of  the  m a j o r  c o n c e r n s  we all h a v e  is how to  s e l e c t  s cena r io s .  

And a lo t  of  c o n c e r n  has  b e e n  e x p r e s s e d  a b o u t  hav ing  to  m a k e  an opinion.  But ,  

in f a c t ,  a c t u a r i e s  in m a n y  c o m p a n i e s  a l r e a d y  h a v e  b e e n  making  t h e s e  opinions in 

t he  s t a t e  of  N e w  York ,  in o rde r  to  u se  the  h igher  v a l u a t i o n  i n t e r e s t  r a t e s  fo r  

the i r  GIC and annu i t y  bus iness .  I t h ough t  i t  would  be  he lp fu l  to  show you  a c t u a l  

i n t e r e s t - r a t e  s c e n a r i o s  t h a t  f ive  c o m p a n i e s  u s e d  in t he i r  New York  fi l ings.  Fo r  

a n y o n e  who is s eek ing  p r a c t i c a l  g u i d a n c e  on how to  m a k e  an opinion,  I s u g g e s t  

you  o b t a i n  cop ies  no t  only  of  t he  opinions ,  bu t  of  t he  suppor t i ng  work  p a p e r s  t h a t  

a re  f i l ed  in N e w  York.  This  is pub l i c ly  a v a i l a b l e  i n f o r m a t i o n .  

The p a r t i c u l a r  e x a m p l e s  in t he  Exhib i t s  8-1 t h rough  8-5 a re  of  f i l ings for  y e a r -  

end 1983. We n e e d  to  k e e p  t h a t  t i m e  p e r i o d  in mind. C o m p a n y  1 d e s c r i b e d  the  

a p p r o a c h  u s e d  for  i ts  GIC bus iness .  I ts  c u r r e n t  r a t e  (at  t he  t ime)  was  13.5 

p e r c e n t  and va r ious  l eve l  r a t e s  w e r e  t e s t e d ,  m o s t l y  a b o v e  t ha t  13.5 p e r c e n t ,  bu t  

one was  b e l o w  it .  Also t e s t e d  w e r e  i n c r e a s e s  or d e c r e a s e s  of  h a l f - a - p e r c e n t  pe r  

y e a r  going up to  16 p e r c e n t  and down to 11 p e r c e n t  and then  going up to  18.5 

p e r c e n t  and down to  8 p e r c e n t .  F ina l ly ,  r a t e s  i n c r e a s i n g  h a l f - a - p e r c e n t  pe r  y e a r  

to 17 p e r c e n t ,  and then  fa l l ing  b a c k  1 p e r c e n t  a y e a r  to 11 p e r c e n t  w e r e  t e s t e d .  

This a l lows  t he  e x a m i n a t i o n  of  i m p a c t  of  a w a v e  p a t t e r n .  C o m p a n y  1% opinion 
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Current Rate: 

Level Rates Of: 

Increase (Decrease) 
0.5% Per Year To: 

EXHIBIT 8-1 

GIC BUSINESS 

C O M P A N Y 1  

13.5% 

13.5% 15.0% 

16.0% (I 1%) 
18.5% (8%) 

I n c r e a s e  0.5% Pe r  Year  To: 17% 

Then D e c r e a s e  1% Per  Year  To: 11% 

16.0% 17.0% 8.0% 

C u r r e n t  Rate: 

I n c r e a s e  1% Per  Year  To: 

I n c r e a s e  1% Per  Year  To: 
Then  D e c r e a s e  1% P e r  Year  To: 

D e c r e a s e  0.5% Pe r  Year  To: 

D e c r e a s e  0.5% P e r  Yea r  To: 
Then  I n c r e a s e  0.5% Per  Year To: 

EXH/B1T 8-Z 

C O M P A N Y  Z 

lZ.5% 

16.5% 

16.5% 
1Z.5% 

10.0% 

10.0% 
12.5% 
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EXHIRrr  8-3 

COMPANY 3 

Increase  1% Per  Year  for Z Years  

Then 0.5% Per  Year  for 8 Years  

Dec rea se  0.5% Per  Year  for 10 Years  

EXHIBIT 8-4 

COMPANY 4 

Curren t  Ra te :  13.0% Long, 9.Z5% Short 

Increase  Both Rates  to 18% Over Z Years  

D e c r e a s e  to 7% (Short) and 9% (Long) Over  Z Years 

Spike Up to 14% (Short) and 15.Z5% (Long) 

Spike Down to 9% (Short) and 10.25% (Long) 

EXHIB/T 8-5  

COMPANY 5 

Cur ren t  Ra te :  12.5% 

Increase  by 1.5% Per  Year  to: 25%, 20% 

Dec rea se  by .8% Per  Year  to 4% 
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was  b a s e d  on a r e a s o n a b l e  se t  of  i n t e r e s t - r a t e  s c e n a r i o s ,  work ing  f rom a 13.5 

p e r c e n t  c u r r e n t  y ie ld  r a t e .  

C o m p a n y  2 a s s u m e d  a c u r r e n t  r a t e  of  1Z.5 p e r c e n t  and t e s t e d  a s c e n a r i o  w h e r e  

t he  r a t e  i n c r e a s e d  1 p e r c e n t  a y e a r  to  16.5 p e r c e n t  and t hen  r e m a i n e d  level .  A 

w a v e  e f f e c t  was  a lso  t e s t e d ,  up to  15.5 p e r c e n t  and b a c k  to  12.5 p e r c e n t .  Then a 

p a t h  of  s low dec l ine  to  10 p e r c e n t  was  t e s t e d ,  and f ina l ly  a p a t h  decl in ing  h a l f - a -  

po in t  pe r  y e a r  to  l0  p e r c e n t  and going b a c k  up aga in  was  cons ide red .  You  h a v e  

to  u se  you r  own j u d g m e n t  as to  w h e t h e r  or  no t  you  th ink  this  is a wide  enough  

r a n g e  of  s c e n a r i o s ,  b u t  the  p a t h s  a re  wha t  c o m p a n i e s  a r e  a c t u a l l y  using. B a s e d  

on the  r e su l t s  o f  t h e s e  t e s t s ,  a c t u a r i e s  a re  s igning s t a t e m e n t s  of  opinion s imi la r  

t o  t h a t  in t he  d i scuss ion  d r a f t .  

C o m p a n y  3 did no t  s p e c i f i c a l l y  m e n t i o n  i t s  c u r r e n t  rate~ bu t  i t  t e s t e d  a p a t h  

going up 1 p e r c e n t  in e a c h  of  t h e  f i r s t  t w o  years~ t h e n  .5 p e r c e n t  in each  of  the  

n e x t  e igh t  y e a r s ,  and a n o t h e r  p a t h  of  r a t e s  dec l in ing  h a l f - a - p o i n t  pe r  y e a r  for  

t en  y e a r s .  

C o m p a n y  4's c u r r e n t  r a t e  s t r u c t u r e  was  13 p e r c e n t  long, 9.Z5 p e r c e n t  shor t .  The  

f i r s t  s c e n a r i o  i n c r e a s e d  b o t h  r a t e s  to  18 p e r c e n t  ove r  t w o  years~ then  d e c r e a s e d  

to  7 p e r c e n t  short~ 9 p e r c e n t  long,  ove r  t w o  y e a r s .  Spike up and then  spike  down.  

Finally~ C o m p a n y  5% c u r r e n t  r a t e  was  12.5 p e r c e n t .  It  u sed  t he  l a rge s t  up swing 

I have  seen ,  i n c r e a s i n g  by  o n e - h a l f  p e r c e n t  p e r  y e a r  to  Z5 p e r c e n t  in the  f i r s t  

t e s t ,  Z0 p e r c e n t  in t he  s e c o n d  t h e n  d e c r e a s i n g  by  8 p e r c e n t  pe r  y e a r  to  4 
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percent. I understand the filings in New York become more sophisticated each 

year. Again, these were for 1983 filings~ and I am sure a study of the 1984 

filings would show more sophistication in the testing. 

I th ink  this  is a good p r a c t i c a l  sou rce  of  d a t a  for  those  of  you  who are  c o n c e r n e d  

about  looking a t  wha t  a n o t h e r  a c t u a r y  has  done.  One conce rn  I have  is t h a t  if  we 

do not  move  ahead~ t h e r e  is a dange r  t h a t  t he  s t a t e s  will move  t h e m s e l v e s .  In 

e f fec t~  New York  has  done t h a t  in one a rea ,  and if  o t h e r  s t a t e s  fo l low suit~ or if  

New York  b roadens  wha t  it  a l r e a d y  has in place~ we will be doing this  work  on a 

basis  t h a t  we will no t  be as happy  wi th  as if  we had  deve loped  the  gu ide l ines  

ourselves. 

F r o m  the  c o m m i t t e e  m e m b e r s '  po in t  of view, t h e r e  is a v e r y  f ine  l ine b e t w e e n  

giving the  a c t u a r y  too much  i n s t r u c t i o n  and not  p rov id ing  enough gu idance .  

Again,  this  l a t t e r  conce rn  applies  p a r t i c u l a r l y  to  a c t u a r i e s  in sma l l e r  compan ies .  

We have  t r i ed  to walk a middle  l ine and move  a long a t  a p a c e  where  people  a re  

no t  fa l l ing  of f  t h a t  l ine in one d i r e c t i o n  or ano the r .  The only o the r  c o m m e n t  I 

would add is t h a t  whi le  t he  f o r m a l  c o m m e n t  pe r iod  on the  d iscuss ion  d r a f t s  is 

pas t ,  i t  is c l ea r  t he se  issues will be  in a s t a t e  of r ev i ew  for  some  t ime .  If~ a f t e r  

a t t e n d i n g  a sympos ium like this~ you  have  new ideas  or t hough t s ,  I c e r t a i n l y  

i nv i t e  you to send t h e m  along to  the  c o m m i t t e e  m e m b e r s .  We are  open to input ,  

and anything you would like to add will be welcomed. 

FROM THE FLOOR:  It  has  been  s u g g e s t e d  he re  t h a t  the  ful l  r e q u i r e m e n t s  for  

the  va lua t i on  a c t u a r y  m a y  no t  t a k e  e f f e c t  un t i l  1987. But  the  r epo r t  of  the  

NAIC Specia l  Advi so ry  C o m m i t t e e  t h a t  is now be ing  cons ide red  for  adop t ion  by 
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the  NAIC may take  e f f e c t  for the  1986 valuat ion.  The ques t ion  is, are these  

incons is ten t  deve lopment s?  

MR. HOGUE: Yes, the NAIC Advisory C o m m i t t e e  repor t  t a rge t s  1986, al though 

ac tua r i e s  are not  y e t  r eady  to pe r fo rm the requ i rements ,  especia l ly  ac tuar ies  in 

small  companies .  I think that ' s  a problem,  but  the regula tors  are pushing very  

hard for  this. My advice  to everyone  is to be  p r epa red  to do the calculat ions  

with the capabi l i t ies  at  hand, the  tools  evolving from the symposium and the 

r e sea rch  to date .  It may not be  tha t  onerous because  the repor t  calls for these  

ca lcula t ions  only on in t e re s t - sens i t i ve  products  in the individual line. I doubt  

tha t  the  initial r equ i r emen t s  are  going to be  tha t  e x t r e m e  so that  the tools 

p r e sen t ed  here  seem adequa te  to mee t  the minimum requ i rements  at  this point.  

Personal ly ,  I do expec t  another  delay in adopt ing the requ i rements .  

MR. AFFLECK:  I will commen t  only tha t  if an ac tua ry  is going to express  an 

opinion wi thout  doing the kind of work we have ta lked  about  at  this symposium, 

he is put t ing himself  in a d i f f icul t  posit ion.  He must  have some way to back  his 

opinion. 

FROM THE FLOOR:  If addit ional  in ternal ly  designed surplus is required to  

obta in  the ac tuary ' s  opinion, will this f a c t  be  disclosed as a par t  of the opinion? 

If not,  will this lead to problems vis-a-vis  shareholder  disclosure? 

MR. HOGUE: Firs t  of all, I think tha t  it will be disclosed.  From the Joint  

C o m m i t t e e  Repor t ,  the NAIC requ i remen t s  that  will go into e f f e c t  next  year ,  

and the  Academy ' s  exposure  draf t  of the  revis ion to R e c o m m e n d a t i o n  7, I see  a 

s t r u c t u r e  emerging tha t  calls for a so lvency tes t  under reasonable  assumptions 

-3Z8- 



t ha t  will g ive  a r e s e r v e  n u m b e r  as an a l l o c a t i o n  of  a s s e t s .  On top  of  t ha t  will  b e  

a so l id i ty  t e s t  under  p l aus ib le  e x p e r i e n c e  a s s u m p t i o n s  t h a t  will g ive  a n o t h e r  

l a y e r  ca l l ed  a d e s i g n a t e d  surplus  l aye r .  I th ink b o t h  of  t h e s e  will be  d i sc losed  in 

the  v a l u a t i o n  a c t u a r y ' s  opinion.  There ' s  a th i rd  l a y e r  a b o v e  t ha t  ca l l ed  v i t a l i t y  

surplus ,  which  will p r o b a b l y  work  i t s  w a y  in to  the  m a n a g e m e n t  r e p o r t .  Tha t  

l a y e r  is the  a m o u n t  of  f r e e  surplus  a v a i l a b l e  to  fund  t he  c o m p a n y ' s  g rowth .  

F R O M  THE F L O O R :  The A c a d e m y ' s  p r inc ip l e s  and p r a c t i c e s ,  as  t h e y  a r e  now 

w r i t t e n ,  do no t  g ive  s p e c i f i c  g u i d a n c e  on wha t  an a d e q u a t e  r e s e r v e  is. 

MR.  A F F L E C K :  My sense  of  wha t  t he  A c a d e m y  gu ide l ines  a t t e m p t  to  say  is t ha t  

a r e s e r v e  is a d e q u a t e  if a s se t s ,  in an a m o u n t  equa l  to  the  r e s e r v e  will a l low the  

c o m p a n y  to  m e e t  ob l iga t ions  under  r e a s o n a b l e  i n t e r e s t - r a t e  s c e n a r i o s  and 

marg ins  fo r  a d v e r s e  e x p e r i e n c e  in o t h e r  a s s u m p t i o n s .  One  of  t he  things  it  a lso 

says  is t ha t  i f  a c o m p a n y  is ab le  to  do t h a t ,  bu t  b e c o m e s  s t a t u t o r i l y  i n so lven t  in 

t he  s h o r t - t e r m ,  t h e  a c t u a r y  mus t  q u a l i f y  his opinion.  

If  a c o m p a n y  would  b e c o m e  s t a t u t o r i l y  i n so lven t  ove r  the  longer  t e r m ,  s a y  

b e y o n d  f ive  to  t en  y e a r s ,  t hen  the  a c t u a r y  mus t  d e s c r i b e  this  in t he  m a n a g e m e n t  

r e p o r t .  But  t h a t  r e s u l t  would  no t  n e e d  to  b e  i nc luded  in a q u a l i f i e d  opinion.  The  

r a t i o n a l e  for  th is  is t h a t  if  a c o m p a n y  b e c o m e s  a w a r e  of  the  f a c t  t h a t  i t  cou ld  

b e c o m e  s t a t u t o r i l y  i n so lven t  t en  y e a r s  down the  road ,  t hen  t ha t  is a long enough  

p e r i o d  of  t i m e  for  c o r r e c t i v e  ac t ion .  It  is no t  n e c e s s a r y  to  d i sc lose  the  s i t u a t i o n  

in the  opinion.  M a n a g e m e n t  though,  should  be  seek ing  ways  to avoid  the  

p o t e n t i a l  i n so lvency .  
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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  sen io r  m a n a g e m e n t  t e a m  r e a s o n a b l y  p e r f o r m  the  ro le  of  a 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 m a n a g e m e n t  or 

p r o f e s s i o n a l  ro l e s?  

MR.  H O G U E :  The input  I have  h e a r d  on t ha t  doesn ' t  g e n e r a t e  a consensus .  The 

c o m m e n t s  va ry .  The re  a re  v a l u a t i o n  a c t u a r i e s ,  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 ,  who haven ' t  run  in to  any c o n f l i c t s  b e t w e e n  t h e s e  t wo  roles .  The o t h e r  

s ide  of  the  a r g u m e n t  is t h a t  even  though  t h a t  s t a t e m e n t  is t rue ,  the i r  ro les  have  

b e e n  ma in ly  those  of  a l l o c a t i n g  surplus  b e t w e e n  c o m p a n y  r e t a i n e d  surplus9 

s h a r e h o l d e r  d iv idends  and p o l i c y h o l d e r  d iv idends .  In t h e  U.S. t hose  e x a m p l e s  

migh t  no t  apply  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 ,  t he  e m e r g i n g  

p r o b l e m s  of  manag ing  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 ,  and t he  kind of  ro le  

t h a t  t he  v a l u a t i o n  a c t u a r y  will p r o b a b l y  p l ay  in the  a l l o c a t i o n  of  a s s e t s  to  

reserves~  d e s i g n a t e d  surp lus  and v i t a l i t y  surplus .  This las t  e l e m e n t  is p r o b a b l y  

w h e r e  the  c o n f l i c t s  wi th  m a n a g e m e n t  will  c o m e  in to  p l ay  b e c a u s e  i t  might  

invo lve  p l ac ing  a l imi t  on t he  e x e c u t i o n  of  t he  p lan  and t he  g r o w t h  of  the  

c o m p a n y .  Mos t  of  the  d i scuss ion  I 've b e e n  invo lved  in po in t  to  the  f a c t  t h a t  t he  

v a l u a t i o n  a c t u a r y  should  b e  t he  b e s t  in the  c o m p a n y ,  should  be  the  ch ie f  a c t u a r y ,  

and should  b e  a m e m b e r  of  the  sen io r  m a n a g e m e n t  t e a m .  Such a pe r son  is the  

one m o s t  c a p a b l e  of  p e r f o r m i n g  t h e  ro l e  fo r  t h e  who le  c o m p a n y  on an a g g r e g a t e  

bas is .  Bu t  he  will run in to  con f l i c t s .  The use  of  an ou t s ide  c o n s u l t a n t  will g e t  

a round  t he  c o n f l i c t s  t ha t  an ins ider  will have  in his dual  ro le ,  bu t  t he  ou t s ide r  

won ' t  know the  c o m p a n y  as well .  The  b e s t  r e s p o n s e  I 've hea rd  to  this p r o b l e m  is 

a p r o c e s s  w h e r e i n  the  ins ider  will b e  f r e e  to deve l op  t he  too l s  and the  t e c h n i q u e s  
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and evolve  his role.  At some point  in time~ a f t e r  these  th ree  things achieve  

industry  standardization~ his r epor t s  would be  audi ted  by an outs ider .  The audit  

r equ i remen t  should re l ieve  him of these  conf l ic ts .  
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