
1 9 8 6  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 1 

SUMMARY OF C U R R E N T  AND F U T U R E  R E G U L A T O R Y  REQUIREMENTS 

(JOINT SESSION) 

Valuat ion A c t u a r y  Concep t  in the United States  

MR. JOHN K. BOOTH: The concep t  of the  valuat ion ac tua ry  has been  the 

sub jec t  of ex tens ive  discussion and s tudy in the Uni ted  Sta tes .  In June 1986 the 

National  Associa t ion of Insurance Commiss ioners  (NAIC) au thor ized  its Life  and 

Hea l th  Technical  Actuar ia l  Task Force  to under t ake  a s tudy and overhaul  of the 

Standard Valuation Law that  would, among o ther  things, incorpora te  the concep t  

of  the valuat ion ac tua ry  into the valuat ion sys tem.  What is as y e t  un t e s t ed  is 

how well the concep t  will f i t  into the pol i t ica l  envi ronment  in the Uni ted  Sta tes .  

Are there  d i f f e r ences  b e t w e e n  the Uni ted  S ta tes  on the one hand, and Canada  

and the Uni ted Kingdom on the other ,  tha t  will l imit  the imp lemen ta t ion  of  the  

concep t  of  the valuat ion ac tu a ry  in this count ry?  To answer  this ques t ion  we 

need to consider  bo th  the meaning of  the concep t  of the valuat ion ac tua ry  and 

the h is tory  and philosophy of valuat ion in the Uni ted  Sta tes .  

In its pures t  form, the concep t  of  the va lua t ion  ac tua ry  calls for  profess iona l  

judgment  to be used in evaluat ing the risks of  an insurance enterpr ise .  By 

relying on the opinion of a qual i f ied profess iona l  who observes  cur ren t  s tandards  

of  p r ac t i c e  ins tead  of rigid s t a t u t o r y  formulas ,  the concep t  allows for c r ea t i ve  

exper t  analysis of  complex valuat ion s i tuat ions .  The valuat ion ac tua ry  gives an 

opinion on the adequacy  of the rese rves  of a company based  on the na ture  of the 

risks it has assumed,  taking into accoun t  the l ikelihood of  mult iple fu tu re  
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s c e n a r i o s  and t he i r  e f f e c t s  on the  ob l iga t ions  of the  c o m p a n y  to  o t h e r s  and t he  

ob l iga t i ons  of  o t h e r s  to  t he  c o m p a n y .  In e f f e c t ,  t he  v a l u a t i o n  a c t u a r y  is f o r m i n g  

a j u d g m e n t  ba sed  on a s p e c t r u m  of d e g r e e s  of c o n f i d e n c e  t ha t  the  c o m p a n y  will 

be  able  to  m e e t  i ts  ob l iga t ions  in the  f u t u r e  ba sed  on w h e r e  it is t o d a y  in t e r m s  

of  t he  kind and q u a l i t y  of  i ts  a s se t s  and ob l iga t ions .  This j u d g m e n t  is d i s t i l l ed  

in to  an opinion on the  a d e q u a c y  of  a c o m p a n y ' s  r e s e r v e s .  

An i m p o r t a n t  p a r t  of the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  is t ha t  he  m e e t  

q u a l i f i c a t i o n  and t r a i n i n g  s t a n d a r d s  so as to  be  able  to  m a k e  sound j u d g m e n t s  as 

to  the  a d e q u a c y  of r e s e r v e s .  C o u p l e d  wi th  this  is the  need  for  s t a n d a r d s  of 

p r a c t i c e  and d i sc ip l ine  wi th in  the  p r o f e s s i o n  to  ensu re  t h a t  v a l u a t i o n  a c t u a r i e s  

l ive  up to  t he i r  c r i t i c a l  r e spons ib i l i t i e s .  If v a l u a t i o n  a c t u a r i e s  a re  to  p e r f o r m  the  

f u n c t i o n  of  a l e r t i n g  o t h e r s  to  p o t e n t i a l  i n s u r a n c e  c o m p a n y  p r o b l e m s ,  t h e y  mus t  

ha ve  the  r e s p e c t  of  c o m p a n y  m a n a g e m e n t s ,  t he  r e g u l a t o r s ,  and the  publ ic .  This 

can  be a c c o m p l i s h e d  by  hav ing  c o m p a n y  b o a r d s  of  d i r e c t o r s  i nvo lved  m o r e  

d i r e c t l y  in the  s e l e c t i o n  of v a l u a t i o n  a c t u a r i e s  and by  n o t i f y i n g  s t a t e  r e g u l a t o r y  

a u t h o r i t i e s  of  any a p p o i n t m e n t  or c h a n g e  in a v a l u a t i o n  a c t u a r y .  

A g r e a t  deal  of work  has b e e n  done in r e c e n t  y e a r s ,  p a r t i c u l a r l y  in the  a r e a  of 

r isks a r i s ing  f rom  i n t e r e s t  r a t e  changes ,  to enab l e  a c t u a r i e s  to  u n d e r s t a n d  and 

e v a l u a t e  b e t t e r  the  r isks t h a t  t he i r  c o m p a n i e s  f a c e .  C o n c u r r e n t l y ,  t h e r e  have  

b e e n  e f f o r t s  d i r e c t e d  t o w a r d  i n c o r p o r a t i n g  the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  

in to  the  s t a t e  v a l u a t i o n  laws as an add i t iona l  r e g u l a t o r y  tool .  The  l ike ly  succe s s  

of t h e s e  e f f o r t s  will be i n f l u e n c e d  by  t he  h i s t o r y  and po l i t i c s  of i n s u r a n c e  

r e g u l a t i o n  in the  U n i t e d  S t a t e s .  
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The adopt ion ,  ove r  a c e n t u r y  ago, of the  n e t  p r e m i u m  v a l u a t i o n  s y s t e m  t h a t  is 

c u r r e n t l y  used  in the  U n i t e d  S t a t e s  was  a c c o m p a n i e d  by  a m o n t h s - l o n g  con -  

t r o v e r s y  b e t w e e n  t he  U n i t e d  Kingdom's  mos t  p r o m i n e n t  a c t u a r i e s  on the  one s ide  

and i n su rance  r e f o r m e r  and M a s s a c h u s e t t s  I n su rance  C o m m i s s i o n e r  El izur  Wright  

on the  o ther .  Wright ' s  main  po in t  of  d i s a g r e e m e n t  wi th  the  U.K.  a c t u a r i e s  was 

the i r  use  of  t h e  p r e s e n t  va lue  of  f u t u r e  g ross  p r e m i u m s  in v a l u a t i o n  w i t h o u t  

cons ide r ing  f u t u r e  expenses .  In c o m m e n t i n g  on the i r  m e t h o d  of v a l u a t i o n  in his 

F i f t h  Annual  R e u o r t  to  the  M a s s a c h u s e t t s  L e g i s l a t u r e  in 1860, Wright  said,  

By this  g ross  va lua t ion ,  it is p la in  enough,  t ha t  a young  c o m p a n y  wi th  wel l  
l o a d e d  p r e m i u m s  m a y  be  m a d e  to have  a l a r g e  b a l a n c e  in i t s  f avor ,  w i t h o u t  
a p e n n y  in i t s  t r easu ry !  And it  is a f a c t  in t he  h i s t o r y  of Br i t i sh  L i f e  
Assu rance ,  no less  c e r t a i n  than  cur ious ,  t h a t  a c t u a r i e s  of s o m e  r e p u t a t i o n  
have  p e r p e t r a t e d  favoral~le b a l a n c e s  in this  way ,  and then  knowing  t h e m  to  
be  f i c t i t i ous ,  have  d i s suaded  f rom division,  whi le  the  d i r e c t o r s ,  p l ac ing  ful l  
f a i t h  in the  b a l a n c e ,  h a v e  p r o c e e d e d  to  d ivide ,  e i t h e r  in cash  so f a r  as 
a c t u a l  funds  would a l low,  or by  r e v e r s i o n a r y  d iv idends  st i l l  fu r the r !  

F r o m  this c l i m a t e  of  l ack  of  c o n f i d e n c e  in the  a c t u a r y ' s  j u d g m e n t  or in 

m a n a g e m e n t ' s  ab i l i t y  to  be  guided  b y  the  a c t u a r y ' s  a d v i c e  e m e r g e d  a v a l u a t i o n  

s y s t e m  t h a t  p l a c e d  r e spons ib i l i t y  fo r  the  v a l u a t i o n  of  a l i f e  i n s u r a n c e  c o m p a n y  

s q u a r e l y  in the  hands of  the  s t a t e  r e g u l a t o r y  a u t h o r i t i e s .  The  a c t u a r y  was  

p e r m i t t e d  to  e x e r c i s e  v e r y  l i t t l e  j u d g m e n t  and was  r e s p o n s i b l e  p r inc ipa l ly  fo r  

m a t c h i n g  and mul t ip ly ing  the  s t a t u t o r y  p r e s c r i b e d  v a l u a t i o n  f a c t o r s  b y  t he  

a p p r o p r i a t e  b u s i n e s s - i n - f o r c e  cel ls .  

Fo r  the  110 y e a r s  a f t e r  the  ne t  p r e m i u m  v a l u a t i o n  m e t h o d  was  f i r s t  a d o p t e d  in 

M a s s a c h u s e t t s ,  i n t e r e s t  r a t e s  va r i ed  wi th in  a r e l a t i v e l y  n a r r o w  range .  The  

va lua t i on  l aws  of the  var ious  s t a t e s  w e r e  u p d a t e d  f rom t i m e  to  t i m e  for  

m o r t a l i t y  i m p r o v e m e n t s ,  and minor  a d j u s t m e n t s  of  t he  i n t e r e s t  r a t e  used  in 

d e t e r m i n i n g  min imum s t a t u t o r y  r e s e r v e s  and va r ious  o t h e r  r e f i n e m e n t s  w e r e  

m a d e ,  bu t  t he  l aws  r e m a i n e d  s u b s t a n t i a l l y  the  s a m e .  Dur ing  t he  1970s, as  
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i n t e r e s t  r a t e s  rose  to h i s t o r i c  highs and b e c a m e  i n c r e a s i n g l y  m o r e  vo la t i l e ,  t he  

v a l u a t i o n  laws of the  s t a t e s  w e r e  a m e n d e d  t w i c e .  T h e s e  e v e n t s  p r o m p t e d  t he  

A m e r i c a n  Counc i l  of L i f e  I n s u r a n c e  (ACLI) to  p ropose  changes  in the  law to 

m a k e  i t  poss ib le  f o r  t h e  s t a t u t o r y  m i n i m u m  v a l u a t i o n  s t a n d a r d s  of  i n t e r e s t  and 

m o r t a l i t y  to  r e spond  a u t o m a t i c a l l y  and m o r e  r ap id ly  to  chang ing  e c o n o m i c  and 

d e m o g r a p h i c  cond i t i ons .  

A l though  the  ACLI  p roposa l  a d a p t e d  the  ex i s t ing  v a l u a t i o n  s t r u c t u r e  to  r ap id ly  

chang ing  cond i t ions ,  i t  was no t  a m a j o r  r e f o r m  of v a l u a t i o n  p r a c t i c e .  In 

c o m m e n t i n g  on the  p r o p o s e d  1980 a m e n d m e n t s ,  t he  T e c h n i c a l  Adv i so ry  

C o m m i t t e e  on D y n a m i c  I n t e r e s t  and R e l a t e d  M a t t e r s  to  t he  NAIC C-4  L i f e ,  

A c c i d e n t ,  and H e a l t h  S u b c o m m i t t e e  s t a t e d ,  

The  ACLI 's  p r o p o s e d  d y n a m i c  law would no t  c h a n g e  the  bas ic  ex i s t ing  lega l  
s t r u c t u r e  and t r a d i t i o n .  As a r e su l t  of  a c c e p t i n g  this  p r a c t i c a l  c o n s t r a i n t ,  
t he  p roposa l  n e i t h e r  c o o r d i n a t e s  v a l u a t i o n  of  a s se t s  wi th  t he  v a l u a t i o n  of 
l i ab i l i t i e s  no r  expands  t he  p r o f e s s i o n a l  r e s p o n s i b i l i t y  of the  a c t u a r y  s igning 
the  a c t u a r i a l  s t a t e m e n t  of opinion . . . .  It is t he  opinion of the  Adv i so ry  
C o m m i t t e e  t h a t  any  p roposa l  should  n e i t h e r  r e s t r i c t  nor  inhibi t  pursu i t  of  
m o r e  f u n d a m e n t a l  so lu t ions  of the  v a l u a t i o n - n o n f o r f e i t u r e  ques t i ons  and 
t h a t  such  e v e n t u a l  so lu t ions  m a y  well  i n c o r p o r a t e  r e q u i r e m e n t s  fo r  con-  
s i d e r a t i o n  of  a s se t  va lua t ion ,  r e l i a n c e  on p r o f e s s i o n a l  or r e g u l a t o r y  j u d g e -  
m ent ,  and r e c o m m e n d a t i o n s  fo r  r e v i s e d  surplus  s t a n d a r d s .  

The  c l e a r  m e s s a g e  f rom  the  Adv i so ry  C o m m i t t e e  was t h a t  t he  1980 a m e n d m e n t s  

w e r e  only an i n t e r i m  s t ep  and t ha t  t he  s t a t u t o r y  v a l u a t i o n  s y s t e m  t h a t  had  l a s t e d  

ove r  100 y e a r s  when i n t e r e s t  r a t e s  w e r e  r e l a t i v e l y  s t a b l e  was i n a d e q u a t e  to  

m e a s u r e  t he  r isks i n h e r e n t  in a v o l a t i l e  i n t e r e s t  r a t e  e n v i r o n m e n t .  

At  abou t  the  s a m e  t ime ,  the  S o c i e t y  of  A c t u a r i e s  C o m m i t t e e  on Va lua t i on  and 

R e l a t e d  M a t t e r s  p r e s e n t e d  a d iscuss ion  d r a f t  e n t i t l e d  "Valua t ion ,  Surplus and 

R e l a t e d  P r o b l e m s , "  which  s u g g e s t e d  a c o n c e p t u a l  f r a m e w o r k  fo r  the  b a l a n c e  

s h e e t  of an i n s u r a n c e  e n t e r p r i s e  and the  v a l u a t i o n  of  p o l i c y  l i ab i l i t i e s .  It  
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identified three adverse contingencies, designated as the C-l, C-Z, and C-3 

risks, that must be provided for in the balance sheet. The C-I risk relates to 

asset  losses arising from defaul ts ,  des t ruc t ion  of asse ts  or o ther  decl ines  in asset  

value other  than changes in marke t  value due sole ly  to changes in the  prevai l ing 

in te res t  ra tes .  The C-Z risk r e l a t e s  to losses  arising from pricing inadequacy.  

The C-3 risk re la tes  to losses resul t ing from swings in i n t e r e s t  ra tes .  

The discussion draf t  gave a par t icu la r ly  good exposi t ion of the  C-3 risk and the 

problems the valuat ion ac tua ry  f aces  in de termining to what  degree  the company 

is immunized against  fu ture  in t e re s t  var ia t ion through the matching  of fu tu re  

asset  and l iabi l i ty cash flows.  It po in ted  to the  de f ic ienc ies  of the cur ren t  

valuat ion sys tem that  assumes only one pa th  for fu tu re  events ,  and it sugges ted  

the need for  profess ional  analysis by a va lua t ion  ac tua ry  of fu tu re  cash f lows 

under a va r i e ty  of in te res t  r a t e  assumptions.  

Considera t ion of the valuat ion ac tua ry  concep t  was also spurred by the p roduc t  

revolut ion that  s t a r t ed  to occur  around this t ime  in the l i fe  insurance  industry 

and in the financial se rv ices  m a r k e t p l a c e  ~eneral ly.  It was fe l t  tha t  it was no 

longer possible to p rescr ibe  spec i f ic  s t a t u t o r y  valuat ion s tandards  that  would be 

appropr ia te  for  all products  under all c i r cums tances .  

The next  s ignif icant  s tep  in the deve lopment  of the concep t  of the valuat ion 

ac tua ry  was the es tab l i shment  in D e c e m b e r  1983 of the  Joint  C o m m i t t e e  on the 

Role  of the Valuation Ac tua ry  in the Uni ted  S ta t e s  by the boards  of the  

Amer ican  Academy of Actuar ies  and the Soc ie ty  of Actuar ies .  The Joint  

C o m m i t e e  was asked to make r ecommenda t ions  concerning the appropr ia te  role 
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for  the  va lua t ion  a c t u a r y  in the  U n i t e d  S t a t e s  and what  is n e c e s s a r y  to  e f f e c t  

and to suppor t  this  role .  

In i t s  f inal  r epo r t  publ i shed  in F e b r u a r y  1985, the  Jo in t  C o m m i t t e e ' s  f i r s t  ma jo r  

r e c o m m e n d a t i o n  was t h a t  each  s t a t e  e n a c t  a s t a t u t e  requi r ing  the  d i r e c t o r s  of a 

l i fe  i n su rance  c o m p a n y  l i censed  in t h a t  s t a t e  to  appoint  by  r e so lu t ion  a va lua t ion  

a c t u a r y  and to in fo rm the  app rop r i a t e  s t a t e  r e g u l a t o r  of t h a t  a p p o i n t m e n t  and of 

any  subsequen t  a p p o i n t m e n t  of a d i f f e r e n t  va lua t i on  a c t u a r y .  Valua t ion  

a c t u a r i e s  who are  m e m b e r s  of t he  A m e r i c a n  A c a d e m y  of A c t u a r i e s  would be 

sub jec t  to i ts  q u a l i f i c a t i o n  s t anda rds  to ensure  t h a t  t hey  r e m a i n  knowledgeab le  

conce rn ing  cu r r en t  va lua t i on  pr inc ip les  and s t a n d a r d s  of p r a c t i c e .  The Jo in t  

C o m m i t t e e ' s  second  major  r e c o m m e n d a t i o n  was for the  e s t a b l i s h m e n t  of 

pr inc ip les  under ly ing  the  va lua t i on  of l i fe  i n su rance  compan ie s  for  so lvency  and 

so l id i ty  purposes .  In i t ia l ly ,  t he se  pr inc ip les  would be supe r imposed  upon the  

ex is t ing  spec i f i c  legal  so lvency  r e q u i r e m e n t s .  In t i m e ,  t he  so lvency  s t anda rds  

p r o m u l g a t e d  by s t a t u t e  or r e g u l a t i o n  would cover  only pr inciples ,  and possibly a 

m in imum s t a n d a r d  m e t h o d o l o g y .  The assumpt ions  s e l e c t e d  and the  a s s o c i a t e d  

m e t h o d s  used in making  a va lua t i on  would be l e f t  to  the  p ro fess iona l  j u d g m e n t  of 

the  va lua t ion  a c t u a r y  and would be fu l ly  desc r ibed  in his r epor t  to  m a n a g e m e n t ,  

which would be s u b m i t t e d  to r e g u l a t o r s  on a c o n f i d e n t i a l  basis .  

The proposed  va lua t ion  s y s t e m  would envis ion an a c t u a r i a l  opinion to the  e f f e c t  

t h a t  r e se rves  m a k e  good and s u f f i c i e n t  provis ion  for  all f u t u r e  obl igat ions  on a 

basis s u f f i c i e n t  to  cover  f u t u r e  r ea sonab l e  dev ia t i ons  f rom e x p e c t e d  assump-  

t ions .  The  opinion would f u r t h e r  s t a t e  t ha t  r e se rves  plus addi t iona l  i n t e r n a l l y  

d e s i g n a t e d  surplus m a k e  good and s u f f i c i e n t  provis ion  for  all f u tu r e  obl iga t ions  

on a basis s u f f i c i e n t  to cover  f u t u r e  plausible  dev ia t ions  f rom e x p e c t e d  assump-  
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t ions.  "P laus ib le"  d e v i a t i o n s  are  a s s u m e d  to  have  a m u c h  l o w e r  p r o b a b i l i t y  of 

occu r r i ng  than  " r easonab le"  dev ia t ions ,  The a m o u n t  of  i n t e r n a l l y  d e s i g n a t e d  

surplus  and i t s  d e t e r m i n a t i o n  would be  s u b j e c t  to r e v i e w  b y  r e g u l a t o r s  bu t  would  

no t  be  shown s e p a r a t e l y  on the  b a l a n c e  s h e e t .  

The  Jo in t  C o m m i t t e e  also r e c o g n i z e d  and r e c o m m e n d e d  f u r t h e r  work  (1) to  

deve lop  p r o p o s e d  changes  in l aws  and r egu l a t i ons ,  (Z) to  c o n t i n u e  r e s e a r c h  on 

va lua t i on  pr inc ip les ,  (3) to  e d u c a t e  s t u d e n t s  and p r a c t i c i n g  a c t u a r i e s  in the  

p r inc ip les  and s t a n d a r d s  of  the  new v a l u a t i o n  s y s t e m ,  and (4) to  deve l op  and 

cod i fy  p r inc ip les  and s t a n d a r d s  of a c t u a r i a l  p r a c t i c e .  

In J u l y  1985 the  A m e r i c a n  A c a d e m y  of A c t u a r i e s  r e l e a s e d  t wo  d iscuss ion  d r a f t s  

of  p r o p o s e d  S tanda rds  for  Va lua t ion  A c t u a r i e s  ( those  who sign s t a t e m e n t s  of  

a c t u a r i a l  opinion on t he  NAIC L i fe  and A c c i d e n t  and H e a l t h  Annual  S t a t e m e n t  

Blank).  One  c o n t a i n e d  p r o p o s e d  Q u a l i f i c a t i o n  S t a n d a r d s  fo r  Va lua t ion  A c t u a r i e s ,  

and t he  o t h e r  c o n t a i n e d  p r o p o s e d  S t anda rds  of  P r a c t i c e .  Seve ra l  c o m m e n t s  on 

t he  d r a f t s  e x p r e s s e d  c o n c e r n  t h a t  the  new S t a n d a r d s  o f - P r a c t i c e  would  be  too  

expens ive ,  p a r t i c u l a r l y  among  the  s m a l l e r  c o m p a n i e s ,  in r e l a t i o n  to  the  b e n e f i t s  

r e c e i v e d  for  the  i ndus t ry  as a whole.  C o n c e r n  was also e x p r e s s e d  tha t  t he  new 

v a l u a t i o n  s y s t e m  cou ld  l e a d  to  i n d i r e c t  r e g u l a t o r y  i n v o l v e m e n t  wi th  surplus  

l eve l s ,  which  should p r o p e r l y  be  l e f t  to  m a n a g e m e n t .  

Meanwhi le ,  t he  v a l u a t i o n  a c t u a r y  c o n c e p t  has  a l r e a d y  b e e n  i n t r o d u c e d  in to  the  

va lua t ion  s y s t e m  on a l i m i t e d  bas is  b y  the  NAIC and a f e w  s t a t e s .  In 198Z 

New York  e n a c t e d  l eg i s l a t ion  requ i r ing  the  opinion of  a qua l i f i ed  a c t u a r y  as a 

cond i t ion  for  using h igher  v a l u a t i o n  i n t e r e s t  r a t e s  for  c e r t a i n  annu i ty  and 

g u a r a n t e e d  i n t e r e s t  c o n t r a c t s .  New York  In su rance  D e p a r t m e n t  C i r c u l a r  L e t t e r  
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No. 33 d e f i n e s  "qua l i f i ed  a c t u a r y "  and c o n t a i n s  gu ide l ines  t h a t  se t  f o r t h  

r e q u i r e m e n t s  fo r  an a c t u a r i a l  opinion.  The  gu ide l ines  c o n t a i n  v e r y  d e t a i l e d  

s p e c i f i c a t i o n s  for  mak ing  t e s t s  of f u t u r e  a s se t  and l i ab i l i t y  cash  f lows.  T h e  

l e t t e r  also n o t e s  t h a t  t he  s u p e r i n t e n d e n t  m a y  d i squa l i fy  a v a l u a t i o n  a c t u a r y  fo r  

v io l a t i ng  t h e  law or fo r  f r a u d u l e n t  or d i shones t  p r a c t i c e s .  

In 1985 New Yor k  f u r t h e r  a m e n d e d  i ts  v a l u a t i o n  law to e n c o u r a g e  m o r e  

w i d e s p r e a d  use of the  v a l u a t i o n  a c t u a r y  c o n c e p t .  Among  o t h e r  things,  t he  

s t a t u t e  s p e c i f i c a l l y  r e q u i r e s  in su re r s  to  hold  wi th  r e s p e c t  to  annu i t i e s ,  annu i t y  

benef i t s~  and g u a r a n t e e d  i n t e r e s t  c o n t r a c t s  such add i t iona l  r e s e r v e s  as the  

v a l u a t i o n  a c t u a r y  d e e m s  n e c e s s a r y  to  m a k e  good and s u f f i c i e n t  p rov i s i on  fo r  t he  

l i ab i l i t i e s .  

In D e c e m b e r  1983 t he  NAIC a d o p t e d  a Un ive r s a l  L i f e  I n s u r a n c e  Model  

R e g u l a t i o n .  S e c t i o n  10 of  the  r e g u l a t i o n  c o n t a i n s  r e q u i r e m e n t s  r e l a t i n g  to  

i n t e r e s t - i n d e x e d  un ive r sa l  l i f e  i n s u r a n c e  po l i c i e s  and s p e c i f i c a l l y  r e q u i r e s  an 

op in ion  of  a v a l u a t i o n  a c t u a r y  c o n c e r n i n g  t e s t s  of i n s u r a n c e  and i n v e s t m e n t  cash  

f lows ar is ing f rom  t he  po l i c i e s  and r e l a t e d  asse t s .  A d o p t i o n  of this p rov i s ion  

p r o m p t e d  t he  A m e r i c a n  A c a d e m y  of  A c t u a r i e s  to  adop t  R e c o m m e n d a t i o n  11 and 

I n t e r p r e t a t i o n  11-A, r e l a t i n g  to  a c t u a r i a l  opinions  fo r  i n t e r e s t - i n d e x e d  un ive r sa l  

l i fe  i n s u r a n c e  c o n t r a c t s .  

In June  1985 the  NAIC a d o p t e d  a M o d i f i e d  G u a r a n t e e d  Annu i ty  R e g u l a t i o n ,  

which  p e r m i t s  i n su re r s  to  sell  g u a r a n t e e d  annu i t i e s  whe re  a s se t s  back ing  the  

c o n t r a c t  a re  held  in a s e p a r a t e  a c c o u n t  and cash  va lues  a re  s u b j e c t  to a m a r k e t  

va lue  a d j u s t m e n t  f o r m u l a .  The  new mode l  ca l ls  fo r  t he  opinion of the  v a l u a t i o n  

a c t u a r y  t h a t  a sse t s  in the  s e p a r a t e  a c c o u n t  a r e  a d e q u a t e  to p rov ide  all f u t u r e  
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b e n e f i t s  t ha t  a re  g u a r a n t e e d .  (Subsequen t ly ,  in J u n e  1986 the  NAIC a d o p t e d  a 

Modi f i ed  G u a r a n t e e d  L i fe  In su rance  R e g u l a t i o n  which  cal ls  fo r  a s imi la r  opinion 

of  a v a l u a t i o n  ac tua ry . )  

At  i t s  D e c e m b e r  1985 meeting~ the  NAIC c o n s i d e r e d  a r e c o m m e n d a t i o n  f rom i t s  

L i f e  and H e a l t h  A c t u a r i a l  Task  F o r c e  t h a t  t he  NAIC adop t  an a c t u a r i a l  

guideline~ d e v e l o p e d  by  a spec ia l  adv i so ry  c o m m i t t e e ,  t h a t  would  d e f i n e  

e x p e c t a t i o n s  r e l a t i ng  to  the  a c t u a r i a l  opinion in t he  c u r r e n t  NAIC annual  

s t a t e m e n t .  The  p r o p o s e d  gu ide l ine  would  a p p e a r  in the  NAIC F inanc ia l  

Cond i t i on  Examine r s '  Handbook~ which  is u sed  as a guide  fo r  i n s u r a n c e  

d e p a r t m e n t  e x a m i n a t i o n s  of insurers .  I t  would  descrY_be t he  kind of a c t u a r i a l  

r e p o r t  to  m a n a g e m e n t  t ha t  should  b e  p r e p a r e d  b y  t he  v a l u a t i o n  a c t u a r y  to  

suppor t  the  ac tua r i a l  opinion in the  NAIC annual  s t a t e m e n t .  A m o n g  o t h e r  

things,  t he  a c t u a r i a l  r e p o r t  would  m e n t i o n  t he  e x t e n t  t o  which  f u t u r e  i n s u r a n c e  

and i n v e s t m e n t  cash  f lows  under  a r ange  of  f u t u r e  i n t e r e s t  r a t e  s c e n a r i o s  we re  

c o n s i d e r e d  in fo rming  the  opinion 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 .  

At  t h a t  D e c e m b e r  meet ing~ the  ACLI a sked  for  d e f e r r a l  of a c t i o n  in o rde r  to  

enab le  a m o r e  s tud i ed  c o n s i d e r a t i o n  of  t he  p roposa l .  The  ACLI  s t a t e m e n t  a lso  

i n d i c a t e d  t ha t  c o n c e r n  had b e e n  e x p r e s s e d  by  s o m e  m e m b e r  c o m p a n i e s  abou t  the  

r e l a t i v e l y  high cos t ,  p a r t i c u l a r l y  fo r  s m a l l e r  companies~ t ha t  would  be  i nvo lved  

in a t t e m p t i n g  to  comply  wi th  the  p roposa l ,  e s p e c i a l l y  in v iew of the  l a ck  of  

e s t ab l i shed  guides  and p r o c e d u r e s  for  c o m p l i a n c e  wi th  a n u m b e r  of i t s  

r e q u i r e m e n t s .  The  NAIC d e c i d e d  to de l ay  t he  i m p l e m e n t a t i o n  of a ma jo r  p a r t  of  

t he  proposal~ as well  as to  r e f e r  i t  to  t w o  of i ts  t a sk  f o r c e s  to  cons ide r  i t s  

inc lus ion  in the  examiners '  handbook  for  1986 and in the  annual  s t a t e m e n t  fo r  

1987. In the  spring of  1986, t he  NAIC f u r t h e r  m o d i f i e d  the  p roposa l  so tha t  i t  
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would be  e n t i r e l y  c o n t a i n e d  in the  e x a m i n e r s '  h andbook  w i t h o u t  be ing  a p a r t  of 

t he  annua l  s t a t e m e n t ,  and so t h a t  t he  a c t u a r y ' s  r e p o r t  would be p r e p a r e d  no t  f o r  

m a n a g e m e n t ,  bu t  when  r e q u i r e d  by an i n s u r a n c e  r e g u l a t o r .  

In l ight  of  the  s t e a d y  p rog r e s s  m a d e  so f a r  in mov ing  the  c o n c e p t  of the  

v a l u a t i o n  a c t u a r y  forward~ one  migh t  eas i ly  c o n c l u d e  t h a t  it  will be  only a 

m a t t e r  of  t i m e  unt i l  i t  is i n c o r p o r a t e d  in to  the  p r o c e s s  of r e g u l a t i n g  l i f e  

i n s u r a n c e  c o m p a n i e s  in t he  U n i t e d  S t a t e s .  H o w e v e r ,  t h e r e  are  a n u m b e r  of 

i m p o r t a n t  p r a c t i c a l  and p o l i t i c a l  o b s t a c l e s  in i n s u r a n c e  r e g u l a t i o n  in this c o u n t r y  

t ha t  m a y  p r e v e n t  t he  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  f r o m  going as f a r  as i t  has 

in C a n a d a  or the  U n i t e d  Kingdom.  

F o r e m o s t  among  t h e s e  is the  f a c t  t ha t  t h e r e  is no na t i ona l  i n s u r a n c e  r e g u l a t o r y  

a u t h o r i t y .  To adopt  the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  as a p a r t  of the  NAIC 

S t a n d a r d  Va lua t ion  Law and the  v a l u a t i o n  laws of t he  f i f t y  s t a t e s ,  t he  D i s t r i c t  of 

Columbia~ and P u e r t o  R i c o  would  r e q u i r e  n e a r l y  u n a n i m o u s  suppo r t  f r om the  

i n s u r a n c e  indus t ry ,  i n s u r a n c e  r e g u l a t o r s ,  and a c t u a r i e s .  B e c a u s e  the  a m o u n t  of 

r e s o u r c e s  d e v o t e d  to  t he  supe rv i s ion  of  i n s u r a n c e  va r i e s  f r om s t a t e  to  s tate~ 

s o m e  s t a t e  r e g u l a t o r s  migh t  be r e l u c t a n t  to al low s o m e t h i n g  as i m p o r t a n t  as the  

s o l v e n c y  of a c o m p a n y  and t he  s a f e t y  of i ts  p o l i c y h o l d e r s  to  be l e f t  to  t he  

j u d g m e n t  of a v a l u a t i o n  a c t u a r y  who is s u b j e c t  to supe rv i s ion  by t h e  company ' s  

s t a t e  of  domic i l e .  H o w e v e r ,  if e v e r y  s t a t e  in which  a c o m p a n y  does  bus iness  

w e re  to  e x e r c i s e  supe rv i s ion  ove r  the  v a l u a t i o n  a c t u a r y ,  this  m igh t  l ead  to m o r e  

c o n f l i c t  and confus ion  ove r  v a l u a t i o n  q u e s t i o n s  than  is t he  case  t o d a y  wi th  n e a r l y  

i d e n t i c a l  v a l u a t i o n  laws in the  s t a t e s .  
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Elizur  Wright ' s  l ack  of c o n f i d e n c e  in the  p e r f o r m a n c e  of c o m p a n y  v a l u a t i o n  

a c t u a r i e s  of  his day  led  to the  d e v e l o p m e n t  of  a r e g u l a t o r y  s t r u c t u r e  t h a t  spells  

out  in  de t a i l  how an a c t u a r y  shal l  c a l c u l a t e  r e se rves ,  l eav ing  l i t t l e  to  the  

j u d g m e n t  of the  va lua t i on  a c t u a r y .  New York 's  p roposed  r egu l a t i ons  to  

i m p l e m e n t  the  1985 changes  in i ts  va lua t i on  law~ which was to e n c o u r a g e  m o r e  

widespread  use of the  concep t  of the  va lua t i on  a c t u a r y ,  sugges t  t h a t  even if  t he  

concep t  is adopted ,  s t a t e  r e g u l a t o r s  m a y  r e s t r i c t  subs t an t i a l  a r ea s  of a c t u a r i a l  

j u d g m e n t .  Is i t  poss ible  t h a t  as the  c o n c e p t  of t he  v a l u a t i o n  a c t u a r y  evolves  in 

the  Un i t ed  S ta tes ,  i t  will b e c o m e  m e r e l y  a m u c h  m o r e  complex  fo rm of the  old 

r e s e r v e - f a c t o r  approach  to va lua t i on?  Will i t  b e c o m e  jus t  a se t  of  s p e c i f i c a t i o n s  

of all the  var ious pa ths  and scena r io s  t h a t  the  a c t u a r y  mus t  t e s t  and l e a v e  no 

room for  c r e a t i v e  j u d g m e n t ?  Would a c t u a r i e s  in t he  Un i t ed  S t a t e s  want  t h e  

concep t  to evolve  in this way? 

More  than  any o the r  na t ion  on ea r th ,  we are  a l i t i g a t i o n - p r o n e  soc i e ty .  F a c e d  

wi th  the  poss ib i l i ty  of m a l p r a c t i c e  sui ts  if r e s e r v e s  prove  to be  i n a d e q u a t e  or if  a 

c o m p a n y  fa i ls  for  some  o t h e r  reason ,  m a n y  a c t u a r i e s  and the i r  m a n a g e m e n t s  

migh t  p r e f e r  the  p r e s e n t  va lua t i on  s y s t e m  or a m o d i f i c a t i o n  of  t he  c o n c e p t  of  

the  va lua t ion  a c t u a r y  t h a t  l eaves  l i t t l e  to p ro fes s iona l  j u d g m e n t .  If r e g u l a t o r s  

were  to spec i fy  in g r e a t  de ta i l  the  var ious  scena r ios  and ana lyses  t h a t  should  be 

pursued  by a va lua t ion  a c t u a r y  in es tab l i sh ing  the  a d e q u a c y  of r e se rves ,  this  

would give a c t u a r i e s  and the i r  m a n a g e m e n t s  a s a f e  ha rbor  where  t h e y  could r ide  

out  the  s to rms  f rom the  lawsui t  crisis.  

The passage  of the  1984 D e f i c i t  R e d u c t i o n  Act  p l aced  a new burden  on the  

s t a t u t o r y  va lua t ion  sys t em by mak ing  m i n i m u m  s t a t u t o r y  r e s e r v e s  the  basis  for  

d e t e r m i n i n g  a l i fe  insurance  company ' s  t axab le  income .  This provis ion  of t he  
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1984 t ax  a c t  m e a n s  t h a t  any changes  m a d e  in the  v a l u a t i o n  law have  an i m p a c t  

not  only on s o l v e n c y  r e q u i r e m e n t s ,  bu t  also on f e d e r a l  i n c o m e  t axes .  This br ings  

obvious  po l i t i c a l  c o m p l i c a t i o n s .  If i n c o r p o r a t i o n  of the  c o n c e p t  of the  v a l u a t i o n  

a c t u a r y  i n to  the  v a l u a t i o n  laws o n c e  again  l e a v e s  t he  d e t e r m i n a t i o n  of m in imum 

a d e q u a t e  r e s e r v e s  to  the  j u d g m e n t  of the  v a l u a t i o n  a c t u a r y ,  would the  t ax ing  

a u t h o r i t i e s  be  wil l ing to  have  t a x e s  ba sed  on dec i s ions  of ind iv idual  a c t u a r i e s ?  In 

v iew of the  d i f f e r e n c e s  wi th in  the  i n s u r a n c e  i n d u s t r y  on the  sub j ec t  of l i fe  

i n s u r a n c e  c o m p a n y  t a x a t i o n ,  would t he  

m u t u a l  c o m p a n y  t a x e s  se t  by dec i s ions  

a c t u a r i e s  and v ice  v e r s a ?  

s t o c k  c o m p a n i e s  be wil l ing to  have  

m a d e  by m u t u a l  c o m p a n y  v a l u a t i o n  

A n o t h e r  i m p o r t a n t  hu rd l e  fo r  the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  to  o v e r c o m e  

is w h e t h e r  i t  is p e r c e i v e d  as in f r ing ing  on c o m p a n y  m a n a g e m e n t ' s  r igh t  to  

m a n a g e  and t a k e  bus iness  r isks.  S ign i f i can t  oppos i t i on  wi th in  the  i ndus t ry  to  t he  

c o n c e p t  on this  g round  would m a k e  i t  d i f f i c u l t  f o r  i t  to  be  a d o p t e d  by the  NAIC 

and the  va r ious  s t a t e s .  In i t i a l ly ,  some  env i s ioned  the  c o n c e p t  as involving  the  

v a l u a t i o n  a c t u a r y  in o v e r s e e i n g  and r e p o r t i n g  to  r e g u l a t o r s  on the  a d e q u a c y  of a 

c o m p a n y ' s  surplus  and the  l ike l ihood  t ha t  i ts  f u t u r e  bus iness  p lans  would be 

s uc c e s s fu l ,  bu t  this  v iew lacks  b road  suppor t  wi th in  the  a c t u a r i a l  and business  

c o m m u n i t i e s .  As the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  evo lves ,  some  m a y  view it 

as a n e c e s s a r y  r e g u l a t o r y  b r a k e  on r e c k l e s s  c o m p e t i t i o n .  O t h e r s  m a y  c o n c l u d e  

t ha t  it is s o m e t h i n g  t ha t  would e n c r o a c h  on the i r  r igh t  to e x p e r i m e n t  and 

deve lop  new and a t t r a c t i v e  p r o d u c t s .  W h e t h e r  or no t  t h e r e  is a s i g n i f i c a n t  

d i f f e r e n c e  of opinion on t he se  po in t s  will b e c o m e  e v i d e n t  when we see  wha t  

c o n c e p t  is u l t i m a t e l y  p r o p o s e d  to  the  NAIC fo r  adop t ion .  One  thing t ha t  should 

c o n c e r n  e v e r y o n e  in the  l i f e  i n s u r a n c e  bus iness  is t h a t  t he  r e g u l a t o r y  a u t h o r i t i e s  

not  adopt  a c o n c e p t  of  t he  v a l u a t i o n  a c t u a r y  t h a t  would put  this i ndus t ry  at  a 
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c o m p e t i t i v e  d i s a d v a n t a g e  wi th  r e s p e c t  to o t h e r  p r o v i d e r s  of  f inanc ia l  s e r v i c e s  

and the i r  p r o d u c t s .  

One  group t h a t  has r e c e n t l y  b e c o m e  ve ry  voca l  on the  s u b j e c t  of  the  v a l u a t i o n  

a c t u a r y  is the  ch ie f  e x e c u t i v e  o f f i c e r s  (CEOs) of  s m a l l e r  c o m p a n i e s .  At  an ACLI  

Smal le r  C o m p a n i e s  Fo rum held  in May  1986, s t rong  o b j e c t i o n s  on the  bas is  of  

cos t  w e r e  v o i c e d  to  ex tend ing  the  v a l u a t i o n  a c t u a r y  c o n c e p t  to s m a l l e r  

compan ie s .  Be low a c e r t a i n  s ize ,  t he  cos t  of hi r ing a consu l t ing  a c t u a r y  to  run 

s o p h i s t i c a t e d  t e s t s  of t he  m a t c h i n g  of  f u t u r e  a s se t  and l i ab i l i ty  cash  f lows  l o o m s  

as a ma jo r  cha rge  aga ins t  a company ' s  gain  f rom o p e r a t i o n s .  If the  CEOs  of 

s m a l l e r  c o m p a n i e s  a re  c o n c e r n e d  abou t  t he  p o t e n t i a l  i m p a c t  of  any f u t u r e  cash  

f lows ,  t h e y  a re  c o n c e r n e d  abou t  the  f u t u r e  cash  f lows  f rom the i r  c o m p a n i e s  to  

consu l t ing  va lua t i on  a c t u a r i e s .  Smal l e r  c o m p a n i e s  in t he  U n i t e d  S t a t e s  a re  a 

po l i t i ca l  f o r c e  to  b e  r e c k o n e d  wi th  in any e f f o r t  to  o b t a i n  adop t ion  of t he  

c o n c e p t  of  the  v a l u a t i o n  a c t u a r y .  

In N o v e m b e r  1985 the  ACLI b o a r d  of d i r e c t o r s  a p p r o v e d  a r e c o m m e n d a t i o n  of 

the  A C L I - H I A A  Jo in t  Task  F o r c e  on I n s o l v e n c y  P r e v e n t i o n  t h a t  " the  c o n c e p t  o f  

a ' va lua t ion  a c t u a r y '  should be  s u p p o r t e d  as an i m p o r t a n t  c o n t r i b u t i o n  t o w a r d  

deve lop ing  m e a n s  to  r e a s o n a b l y  a s su re  s o l v e n c y  of  c o m p a n i e s  and a spec ia l  Task  

F o r c e  should be  c r e a t e d  to  s t u d y  this c o n c e p t  in m o r e  de ta i l . "  The  spec ia l  ACLI  

t a sk  f o r c e  a d d r e s s e d  the  i ssue  f rom a m a n a g e m e n t  p e r s p e c t i v e  and f rom the  

s t andpo in t  of the  indus t ry ' s  and a c o m p a n y ' s  r e l a t i onsh ip  wi th  the  r e g u l a t o r y  

au tho r i t i e s .  I ts  o b j e c t i v e  was to  r e c o m m e n d  a c o u r s e  of a c t i o n  t ha t  would  

e n h a n c e  the  p r o s p e c t s  tha t  t he  c o n c e p t  of  the  v a l u a t i o n  a c t u a r y  would  deve lop  in 

a form tha t  the  i ndus t ry  could  suppor t .  
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A f t e r  s e v e r a l  m e e t i n g s  dur ing  1985 and 1986, the  ACLI task  f o r c e  p r e s e n t e d  the  

fo l lowing  r e c o m m e n d a t i o n  to  t he  ACLI b o a r d  of  d i r e c t o r s  in S e p t e m b e r  1986: 

. The  ACLI  g e n e r a l l y  suppor t  the  s t r e n g t h e n i n g  of the  ro le  of the  

v a l u a t i o n  a c t u a r y ,  by  t he  p r o f e s s i o n  and t h rough  r e g u l a t o r y  

r e q u i r e m e n t s ,  to  the  e x t e n t  t ha t  such  s t r e n g t h e n i n g  does  not  i n f r inge  

on p r o p e r  m a n a g e m e n t  p r e r o g a t i v e s  or g e n e r a t e  cos t s  t ha t  a r e  out  of  

l ine  wi th  p o t e n t i a l  b e n e f i t s .  

Z. The  ACLI  suppo r t  r e g u l a t o r y  r e q u i r e m e n t s  t h a t  would r e q u i r e  l i f e  

i n s u r a n c e  c o m p a n y  boa rds  of d i r e c t o r s  to  e i t h e r  appoin t ,  or to  

d e s i g n a t e  s o m e o n e  to  appo in t ,  a qua l i f i ed  a c t u a r y  who is an e m p l o y e e  

of t he  c o m p a n y  or s o m e o n e  h i r ed  by the  c o m p a n y  to  p e r f o r m  the  

du t i e s  of v a l u a t i o n  a c t u a r y .  

. The  ACLI suppo r t  r e g u l a t o r y  r e q u i r e m e n t s  t h a t  t he  v a l u a t i o n  a c t u a r y  

m a k e  a pub l ic  s t a t e m e n t  of  a c t u a r i a l  op in ion  as to  the  a d e q u a c y  of  

t he  r e s e r v e s  of a l i f e  i n s u r a n c e  c o m p a n y .  

. The  ACLI  oppose  any r e g u l a t o r y  r e q u i r e m e n t s  t h a t  the  v a l u a t i o n  

a c t u a r y  r e p o r t  on the  a d e q u a c y  of surplus .  

. The ACLI not oppose any reasonable regulatory requirements for the 

valuation actuary to test a minimum number of specified possible 

future scenarios in developing a statement of actuarial opinion on the 

adequacy of life insurance company reserves. 
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The ACLI 's  pos i t i on  wi th  r e s p e c t  to the  c o n c e p t  of t he  v a l u a t i o n  a c t u a r y  is b a s e d  

on an unde r s t and ing  tha t  the  c o n c e p t  would  i nc lude  the  fo l lowing  condi t ions :  

. The  r e g u l a t o r y  a u t h o r i t i e s  would  be  no m o r e  i nvo lved  in the  ove r s igh t  

of  c o m p a n y  surplus  l eve l s  than  t h e y  a re  a t  t he  p r e s e n t  t ime .  

Z. The re  should  be  a p p r o p r i a t e  e x c e p t i o n s  f rom t e s t i n g  r e q u i r e m e n t s  fo r  

p r o d u c t s  w h e r e  the  v a l u a t i o n  a c t u a r y  d e m o n s t r a t e s  t h a t  the  v o l u m e  

of  bus iness  or the  n a t u r e  of  the  risk i n d i c a t e s  such  t e s t i n g  is no t  

w a r r a n t e d .  

. The  d e v e l o p m e n t  and i m p o s i t i o n  of  s t a n d a r d s  of  p r a c t i c e  fo r  

d e t e r m i n i n g  the  m e t h o d o l o g y  and t e c h n i q u e s  u s e d  in deve lop ing  an 

a c t u a r i a l  opinion should b e  d e t e r m i n e d  b y  the  p ro fe s s ion .  

This c o n c e p t  of  the  va lua t i on  a c t u a r y  is one t ha t  would  c o n t r i b u t e  t o w a r d  

r educ ing  i n so lvenc i e s  among  l i f e  i n s u r a n c e  c o m p a n i e s  w i t hou t  i n t e r f e r i n g  wi th  

p r o p e r  m a n a g e m e n t  p r e r o g a t i v e s .  I t  migh t  a lso  help to  avo id  r e d u n d a n t  

s t a t u t o r y  r e s e r v e  r e q u i r e m e n t s .  It should  be  u n d e r s t o o d  t h a t  the  c o n c e p t  of  the  

va lua t ion  a c t u a r y  is no p a n a c e a  fo r  all of  t he  cond i t ions  or c i rcums tances  t h a t  

c o n t r i b u t e  to  l i f e  i n su rance  c o m p a n y  in so lvenc i e s .  Rather~  fo r  t hose  i t e m s  

a f f e c t i n g  s o l v e n c y  tha t  can  be  e v a l u a t e d  by  a c t u a r i a l  m e a n s ,  i t s  pu rpose  is to  

assign r e spons ib i l i t y  to  qua l i f i ed  v a l u a t i o n  a c t u a r i e s  who will  e x e r c i s e  the i r  b e s t  

p r o f e s s i o n a l  j u d g m e n t s  to d e t e r m i n e  t he  a d e q u a c y  of  l i f e  i n s u r a n c e  c o m p a n y  

reserves. 
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The  ACLI b o a r d  of d i r e c t o r s  held  an e x t e n d e d  d iscuss ion  of the  r e p o r t  of the  

ACLI Task  F o r c e  on t he  V a l u a t i o n  A c t u a r y  on S e p t e m b e r  4, 1986, and on t he  

fo l lowing  day  the  boa rd  a d o p t e d  the  task  f o r c e ' s  r e p o r t .  Du r ing  the  d i scuss ion  i t  

was n o t e d  t h a t  s ince  a c t u a r i a l  t e c h n i q u e s  do no t  y e t  ex is t  fo r  d e t e r m i n i n g  wha t  

is an a p p r o p r i a t e  a m o u n t  of surplus ,  r e g u l a t o r s  should not  r e q u i r e  this  as p a r t  of 

a v a l u a t i o n  a c t u a r y ' s  opinion.  S imi la r ly ,  t he  l ack  of  an a c c e p t e d  m e t h o d o l o g y  fo r  

t ak ing  t he  q u a l i t y  of a s se t s  in to  a c c o u n t  in f o r m i n g  an a c t u a r i a l  op in ion  on the  

a d e q u a c y  of  r e s e r v e s  m e a n s  t h a t  this ,  too ,  should  no t  be a r e q u i r e d  p a r t  of t he  

opin ion  b e f o r e  a p p r o p r i a t e  t e c h n i q u e s  a re  d e v e l o p e d .  

C o n s i d e r a b l e  d i scuss ion  r e v o l v e d  a round  the  issue of  the  cos t  e f f e c t i v e n e s s  of  

the  v a l u a t i o n  a c t u a r y  fo r  s m a l l e r  c o m p a n i e s .  T h e  c h a i r m a n  of the  ACLI  

C o m m i t t e e  on Sma l l e r  C o m p a n y  I n v o l v e m e n t  had  c o n d u c t e d  a s u r v e y  of  a s amp le  

of  c o m p a n i e s  wi th  less t han  $250 mi l l ion  in asse t s ,  and all r e s p o n d e n t s  a g r e e d  

t h a t  t h e r e  should  be som e  r e l i e f  f o r  t h e m  f r o m  t h e  cos t  b u r d e n  of  the  v a l u a t i o n  

a c t u a r y .  About  hal f  of t h e s e  c o m p a n i e s  had  gains f r om o p e r a t i o n s  of less t han  

$300,000.  If t he  cos t  of  having  a v a l u a t i o n  a c t u a r y  w e r e  SZ0~000 or m o r e ,  this  

would be a s i gn i f i c an t  p a r t  of a s m a l l e r  company ' s  b o t t o m - l i n e  p r o f i t s .  It  was 

p o i n t e d  out  t h a t  s e v e r a l  y e a r s  ago CPA audi ts  w e r e  i n t r o d u c e d  in o rde r  to r e d u c e  

in so lvenc i e s ,  but  t hey  h a v e  n e i t h e r  r e d u c e d  i n s o l v e n c i e s  nor cu t  back  on the  

e x p e n s e  of s t a t e  i n s u r a n c e  d e p a r t m e n t  e x a m i n a t i o n s .  A n o t h e r  c o s t l y  

r e q u i r e m e n t  fo r  a s m a l l e r  c o m p a n y  is the  v a l u a t i o n  c e r t i f i c a t e  t ha t  mus t  be  

o b t a i n e d  f r o m  t he  s t a t e  i n s u r a n c e  d e p a r t m e n t .  If t h e r e  a re  con t inu ing  add i t ions  

to  r e g u l a t o r y  bu rdens  t h a t  i n c r e a s e  t he  cos t  of doing business  for  s m a l l e r  

c o m p a n i e s ,  how will t h e s e  s m a l l e r  c o m p a n i e s  be  ab le  to  su rv ive?  In cons ide r ing  

t he  i m p a c t  of t h e s e  cos ts ,  one should also c o n s i d e r  the  f a c t  t ha t  if a smal l  

c o m p a n y  w e r e  to b e c o m e  in so lven t ,  t he  i m p a c t  on the  i n d u s t r y  at  l a rge  t h rough  
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t he  g u a r a n t e e  funds  would b e  minuscu le .  T h e r e  was a g r e e m e n t  among  the  ACLI  

b o a r d  t ha t  if  t he  c o n c e p t  of  the  v a l u a t i o n  a c t u a r y  is i m p l e m e n t e d ,  t h e r e  should  

b e  s o m e  s p e c i f i c  p rov is ions  m a d e  to l o w e r  t he  cos t  of r e g u l a t i o n  to  the  s m a l l e r  

compan ie s .  

Dur ing  the  boa rd ' s  d i scuss ion  of the  v a l u a t i o n  a c t u a r y ' s  r e l a t i onsh ip  to  

m a n a g e m e n t ,  i t  was  p o i n t e d  out  tha t  only s o m e o n e  invo lved  in the  d a y - t o - d a y  

o p e r a t i o n s  of a c o m p a n y  would  be  c a p a b l e  of doing the  n e c e s s a r y  work  of the  

va lua t i on  a c t u a r y  in giving an opinion.  The  b o a r d  env i s ioned  the  v a l u a t i o n  

a c t u a r y  as no t  be ing  in a pos i t ion  to f u n c t i o n  as an ou t s ide  i n d e p e n d e n t  aud i to r ,  

bu t  r a t h e r  as se rv ing  a ro le  c o m p a r a b l e  to t ha t  of  a ch ie f  i n t e rna l  a u d i t o r  who 

has  a c c e s s  to the  h ighes t  l eve l  of  m a n a g e m e n t  wi th in  the  c o m p a n y .  

C o n c e r n  was e x p r e s s e d  by  m e m b e r s  of  the  b o a r d  as to  w h e t h e r  or no t  

e s t ab l i sh ing  the  c o n c e p t  of  the  v a l u a t i o n  a c t u a r y  would  r ea l l y  have  a s i gn i f i can t  

i m p a c t  in p r e v e n t i n g  f u t u r e  inso lvenc ies .  U n f o r t u n a t e l y ,  not  enough  h i s t o r i c a l  

e x p e r i e n c e  is ava i l ab le  to  s e r v e  as a use fu l  gu ide  as to how the  c o n c e p t  of the  

va lua t i on  a c t u a r y  might  work  to  p r e v e n t  i n s o l v e n c i e s  in t he  fu t u r e .  

The  ACLI  b o a r d  did i n d i c a t e  i ts  wi l l ingness  to  t r y  the  c o n c e p t  of  the  v a l u a t i o n  

a c t u a r y  as de f ined  in the  r e p o r t  of the  ACLI  t a sk  f o r c e  by  pass ing  a r e s o l u t i o n  

adop t ing  the  task  fo rce ' s  r epo r t .  The  r e s o l u t i o n  a c k n o w l e d g e d  tha t  t he  r e c o m -  

m e n d a t i o n s  in the  r e p o r t  a re  a p p r o p r i a t e  fo r  the  p r e s e n t ,  b u t  pu t  t he  ACLI  on 

r e c o r d  as encourag ing  the  a c t u a r i a l  p r o f e s s i o n  to deve l op  a c c e p t e d  m e t h o d o l o g y  

and t echn iques  fo r  t ak ing  q u a l i t y - o f - a s s e t  i n f o r m a t i o n  in to  a c c o u n t  in 

d e t e r m i n i n g  the  a d e q u a c y  of r e s e r v e s .  The  r e s o l u t i o n  also c o n t a i n e d  an 

u n d e r s t a n d i n g  t ha t  t he  ACLI  would  m a k e  e v e r y  e f f o r t  to  ob t a in  r e l i e f  fo r  
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c o m p a n i e s  f rom ex i s t i ng  r e g u l a t o r y  f u n c t i o n s  t h a t  would be m a d e  u n n e e d e d  by 

t he  a c t i v i t i e s  of  the  v a l u a t i o n  a c t u a r y .  Such r e l i e f  would be  p a r t i c u l a r l y  

i m p o r t a n t  for  s m a l l e r  c o m p a n i e s ,  for  whom the  cos t s  of a v a l u a t i o n  a c t u a r y  

would p rove  s u b s t a n t i a l .  

With the  majo r  i n d u s t r y  t r a d e  a s s o c i a t i o n  and s u b s t a n t i a l  e l e m e n t s  of the  

a c t u a r i a l  p r o f e s s i o n  in suppo r t  of  moving  a h e a d  wi th  the  c o n c e p t  of  a v a l u a t i o n  

a c t u a r y ,  i t  r e m a i n s  to be seen  how fa r  the  r e g u l a t o r y  a u t h o r i t i e s  will go in 

advanc ing  this  c o n c e p t .  The  s t a t e  of  New York  a l r e a d y  he ld  a hea r i ng  on 

S e p t e m b e r  25~ 1986 t h a t  would e s s e n t i a l l y  r e q u i r e  c o m p a n i e s  to i n i t i a t e  the  

c o n c e p t  of  the  v a l u a t i o n  a c t u a r y  in d e t e r m i n i n g  r e s e r v e s  for  g u a r a n t e e d  i n t e r e s t  

c o n t r a c t s  and annu i t i e s .  The c o n c e p t  is i n t r o d u c e d  on top of  the  t r a d i t i o n a l  

v a l u a t i o n  s t r u c t u r e  of  s p e c i f i e d  mi n imum s t a t u t o r y  r e s e r v e s .  Tha t  is, a c o m p a n y  

would hold the  g r e a t e r  of  the  r e s e r v e s  d e t e r m i n e d  unde r  t he  two a p p r o a c h e s .  

H o w e v e r ,  if a c o m p a n y  did no t  o b t a i n  t he  opinion of  a qua l i f i ed  v a l u a t i o n  

a c t u a r y ,  i t  would  be  f o r c e d  to  i n c r e a s e  its m i n i m u m  s t a t u t o r y  r e s e r v e s  by 15 to  

20 p e r c e n t .  Plans  a re  a l r e a d y  unde r  way  to  e x t e n d  this r e g u l a t o r y  a p p r o a c h  to  

s o m e  f o r m s  of  l i fe  i n s u r a n c e  n e x t  y e a r .  

The  l eng th  and de t a i l  of  New York 's  p r o p o s e d  r e q u i r e m e n t s  r e g u l a t i n g  the  work 

of  v a l u a t i o n  a c t u a r i e s  a re  s u g g e s t i v e  of  t h a t  s t a t e ' s  h i s t o r i c a l  a p p r o a c h  to  

r e g u l a t i n g  f ie ld  and h o m e  o f f i c e  e x p e n s e s  of  c o m p a n i e s  l i c ensed  to do business  in 

the  s t a t e .  H o w e v e r ,  t h e r e  is one i m p o r t a n t  d i f f e r e n c e .  Wherea s  r e i n s u r e r s  no t  

l i c e n s e d  in New York but  a u t h o r i z e d  as r e i n s u r e r s  in the s t a t e  a re  not  sub j ec t  to  

the  e x p e n s e  l i m i t a t i o n  laws and r egu l a t i ons ,  all r e i n s u r e r s  t ha t  a s sume  

r e i n s u r a n c e  f r o m  any c o m p a n y  l i c ensed  in New York would have  to  m e e t  New 

York 's  v a l u a t i o n  a c t u a r y  r e q u i r e m e n t s .  With r e s p e c t  to the  g r e a t  bulk of  l i fe  
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insure rs  wr i t ing  business or doing a r e i n s u r a n c e  business  in the  Un i t ed  S ta t e s ,  

New York  will have  e f f e c t i v e l y  p r e e m p t e d  the  f ie ld  for  d e t e r m i n i n g  who is 

qua l i f i ed  to be a va lua t ion  a c t u a r y  and what  the  va lua t ion  a c t u a r y  mus t  do. 

T h e r e f o r e ,  is t h e r e  any th ing  l e f t  for  the  NAIC or the  o t h e r  s t a t e s  to do? 

We m i g h t  expec t  t h a t  compan ie s  no t  having bus iness  t ies  in New York m a y  

e n c o u r a g e  the i r  r e g u l a t o r s  and the  NAIC to adopt  the  c o n c e p t  of the  va lua t ion  

a c t u a r y  in a less r e s t r i c t i v e  fo rm to allow more  f r e e d o m  for  a c t u a r i a l  j u d g m e n t .  

If a few key s t a t e s  in add i t ion  to  New York were  to adopt  the  c o n c e p t  of t he  

v a l u a t i o n  a c t u a r y  and were  to e x t e n d  it  e x t r a t e r r i t o r i a l l y  to all c o m p a n i e s  

l i censed  to do business  or a u t h o r i z e d  to do a r e i n s u r a n c e  bus iness  in the i r  s t a t e s ,  

this  would e f f e c t i v e l y  i m p l e m e n t  the  c o n c e p t  of the  v a l u a t i o n  a c t u a r y  

t h roughou t  the  en t i r e  Un i t ed  S ta t e s .  It would be h ighly  des i rab le  t ha t  any NAIC 

mode l  r e q u i r e m e n t s  not  be in conf l i c t  wi th  those  of New York and t h a t  s t a t e s  

adhe re  to t he  NAIC model  in t he  i n t e r e s t s  of u n i f o r m i t y  and r e c i p r o c i t y .  If loca l  

po l i t i c s  were  to cause  a number  of s t a t e s  to adopt  i n c o m p a t i b l e  r e q u i r e m e n t s  for  

the  work of the  va lua t ion  a c t u a r y ,  this  could be qu i t e  expens ive  fo r  the  i ndus t ry  

and  could resu l t  in a r e g u l a t o r y  s t r a i t j a c k e t  t ha t  would make  it  very  d i f f i cu l t  to  

c o m p e t e  aga ins t  o the r  f i nanc i a l  i n s t i t u t i ons .  

How fa r  can the  concep t  of the  va lua t i on  a c t u a r y  go in the  Un i t ed  S t a t e s ?  We 

m a y  see  the  concep t  adop ted  by a number  of key  s t a t e s  in some  form or o the r ,  

and possibly by the  NAIC as a model .  I ts  ex t ens ion  to m a n y  s t a t e s  may ,  as in the  

case  of o t h e r  NAIC models ,  be s o m e w h a t  spo t ty .  However ,  such  an ex t ens ion  

m a y  not  be n e c e s s a r y  i f  those  s t a t e s  t h a t  do adopt  the  concep t  apply i t  

e x t r a t e r r i t o r i a l l y .  I n t e r e s t  in adop t ing  the  concep t  migh t  be boos t ed  if  i t  were  

a c c o m p a n i e d  by the  e l imina t ion  of r e d u n d a n t  s t a t u t o r y  min imum rese rves .  
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H o w e v e r ,  t hese  min imum r e q u i r e m e n t s  are  i n e x t r i c a b l y  en tw ined  wi th  the  

d e t e r m i n a t i o n  of l i fe  i n su rance  compan ies '  f ede r a l  i n c o m e  tax.  Much will depend  

upon how fa r  the  p roposed  concep t  depa r t s  f rom what  the  l i fe  insurance  indus t ry  

has a g r e e d  i t  can  suppor t  and how m u c h  opposi t ion  the  concep t  ~ene ra t e s  f rom 

those  who fee l  t ha t  i t  s t i f l e s  the i r  ab i l i ty  to  c o m p e t e  in the  f inanc ia l  se rv ices  

m a r k e t p l a c e .  If the  c o n c e p t  of the  va lua t ion  a c t u a r y  is adop ted ,  i t  m a y  well 

tu rn  out  to be, as in New York,  jus t  a n o t h e r  l a y e r  of more  or less inf lex ib le  

r e g u l a t i o n  supe r imposed  upon the  p r e sen t  r igid va lua t ion  sy s t em.  
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S u m m a r y  of  C a n a d i a n  or CIA Viewpoin t  

MR. R O B E R T  M. H A M M O N D :  In Ca nada ,  a r e q u i r e m e n t  for  the  a p p o i n t m e n t  of  

a "va lua t ion  a c t u a r y "  has b e e n  in e x i s t e n c e  in f e d e r a l  i n s u r a n c e  l eg i s l a t ion  for  

c lo se  to t en  y e a r s .  C o n s e q u e n t l y ,  I t h o u g h t  i t  would  be  of  i n t e r e s t  to  d e s c r i b e  

the  h i s to ry  r e l a t i ng  to  the  Canad ian  r e q u i r e m e n t  and to exp la in  the  ex i s t ing  

s t a t u t o r y  provis ions .  Then,  f rom my p e r s p e c t i v e  as a r e g u l a t o r ,  I p lan  to 

c o m m e n t  b r i e f l y  on how the  ex i s t ing  r e q u i r e m e n t s  a r e  work ing  and how t h e y  a r e  

l ike ly  to change .  

In 1977 the  f e d e r a l  i n su rance  l eg i s l a t ion  in C a n a d a  was  a m e n d e d  in t wo  

i m p o r t a n t  ways .  F i r s t ,  the  ru les  c o n c e r n i n g  v a l u a t i o n  of  a s s e t s  and a c c o u n t i n g  

for  s e c u r i t i e s  t r a n s a c t i o n s  were  s i g n i f i c a n t l y  mod i f i ed .  Second,  the  prov is ions  

r e l a t i ng  to the  c a l c u l a t i o n  of  a c t u a r i a l  r e s e r v e s  w e r e  c o m p l e t e l y  rev i sed .  

I think it  is e x t r e m e l y  i m p o r t a n t  to m e n t i o n  t h a t  one  of  the  i m p o r t a n t  o b j e c t i v e s  

of  the  1977 a m e n d m e n t s ,  inc luding t hose  r e l a t i n g  to  a c t u a r i a l  r e s e r v e s ,  was  to  

t r y  to p r o d u c e  a s ingle  f inanc ia l  s t a t e m e n t  t h a t  wou ld  m e e t  the  n e e d s  of  

sha reho lde r s ,  po l i cyho lde r s ,  aud i to r s ,  and r e g u l a t o r y  a u t h o r i t i e s  al ike.  Many of  

us in C a n a d a  t end  to f o r g e t  t ha t  this  was  one  of  the  ma jo r  p r i o r i t i e s  beh ind  the  

1977 a m e n d m e n t s .  Al though  t he  r e v i s e d  s t a t e m e n t  for  l i fe  i n su rance  c o m p a n i e s  

r e su l t ing  f rom the  1977 a m e n d m e n t s  canno t  be  d e s c r i b e d  as one t ha t  is p r e p a r e d  

in a c c o r d a n c e  wi th  G e n e r a l l y  A c c e p t e d  A c c o u n t i n g  P r inc ip l e s  (GAAP),  i t  

c e r t a i n l y  b rough t  a c c o u n t i n g  for  C a n a d i a n  l i fe  i n su rance  c o m p a n i e s  c lose r  to 

what  is c o n s i d e r e d  G A A P  for  o t h e r  t y p e s  of  c o r p o r a t i o n s .  The re  is c u r r e n t l y  

more  p r e s su re  again  in C a n a d a  to p r o d u c e  G A A P  s t a t e m e n t s  for  l i fe  i n su rance  

compan ies .  H o w e v e r ,  I for  one c o n t i n u e  to hope  t ha t  we will  be  ab le  to s t i ck  
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wi th  the  goal  of  a c h i e v i n g  one  s t a t e m e n t  and one  s e t  of r e s e r v e s  t ha t  will m e e t  

the  needs  of  all i n t e r e s t e d  p a r t i e s .  

The  1977 a m e n d m e n t s  ensh r ined  the  c o n c e p t  of t he  v a l u a t i o n  a c t u a r y  in the  

l eg i s l a t i on .  The  v a l u a t i o n  a c t u a r y  of  an a c t i v e  c o m p a n y  mus t  be  a Fe l low of t he  

C a n a d i a n  I n s t i t u t e  of A c t u a r i e s  (FCIA).  In the  i n t e r e s t s  of g iving the  v a l u a t i o n  

a c t u a r y  s o m e  i n d e p e n d e n c e ,  t he  l e g i s l a t i o n  r e q u i r e s  t h a t  he be  a p p o i n t e d  by a 

r e s o l u t i o n  of the  b o a r d  of d i r e c t o r s .  M o r e o v e r ,  a copy  of the  r e s o l u t i o n  r e l a t i n g  

to  t he  a p p o i n t m e n t  mus t  be f i l ed  wi th  t he  s u p e r i n t e n d e n t  of  i n su rance .  In 

p r a c t i c e ,  when  the  v a l u a t i o n  a c t u a r y  changes ,  t he  s u p e r i n t e n d e n t  wr i t e s  to  bo th  

t he  c o m p a n y  and t he  f o r m e r  v a l u a t i o n  a c t u a r y  to  inqu i re  about  t h e  

c i r c u m s t a n c e s  t ha t  o c c a s i o n e d  the  r e s i g n a t i o n .  S p e c i f i c a l l y ,  we a re  i n t e r e s t e d  

to  know if t he  r e s i g n a t i o n  r e s u l t e d  f r o m  any c o n f l i c t  or  d i s a g r e e m e n t  r e s p e c t i n g  

t h e  a c t u a r i a l  va lua t i on .  

F o r  s o m e  t i m e  now, C a n a d i a n  l i f e  i n s u r a n c e  c o m p a n i e s  h a v e  b e e n  r e q u i r e d  to 

appo in t  an i n d e p e n d e n t  a u d i t o r  who mus t  s u b m i t  an annual  r e p o r t  s t a t i n g  

w h e t h e r  or not  the  f i nanc i a l  s t a t e m e n t s  su m i t t e d  to the  s u p e r i n t e n d e n t  f a i r l y  

p r e s e n t  the  c o m p a n y ' s  o p e r a t i n g  r e su l t s  and f i n a n c i a l  pos i t ion .  In the  i n t e r e s t s  

of  t ry ing  to  c l a r i f y  t he  r e s p e c t i v e  r e spons ib i l i t i e s  of the  i n d e p e n d e n t  a u d i t o r  and 

the  v a l u a t i o n  a c t u a r y ,  t h e  l eg i s l a t i on  s t i p u l a t e s  t h a t  t he  aud i to r ,  in giving t he  

r e q u i r e d  opinion,  m a y  a c c e p t  the  a c t u a r i a l  r e s e r v e s  d e t e r m i n e d  by the  v a l u a t i o n  

a c t u a r y  in a c c o r d a n c e  wi th  the  r e q u i r e m e n t s  of t he  l eg i s l a t i on .  

I m e n t i o n e d  t h a t  one of the  main o b j e c t i v e s  of the  1977 a m e n d m e n t s  was to t r y  

to  f a c i l i t a t e  the  p r e p a r a t i o n  of  one  f inanc ia l  s t a t e m e n t  t h a t  would m e e t  t he  

ne e ds  of all p a r t i e s .  T h e r e  is no f o r m a l  r e q u i r e m e n t  in the  l e g i s l a t i o n  t h a t  t he  
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f inancial  s t a t e m e n t  p repared  for pol icyholders  and shareholders  be  ident ical  to 

the s t a t e m e n t  f i led with the super in tendent .  However ,  in te res t ing ly  enough, 

there  is a r equ i rement  that  the ac tuar ia l  r e se rves  r epo r t ed  in any s t a t e m e n t s  

re leased  to pol icyholders  or to shareholders  be ident ica l  to those r epo r t ed  in the 

s t a t e m e n t  f i led with the super in tendent .  

Turning to the ca lcula t ion of the reserves ,  the 1977 amendmen t s  provided  much  

more  f lexibi l i ty  than in the pas t  in regard  to the de fe r ra l  of acquisi t ion expenses  

and the choice of valuat ion assumptions.  In choosing valuat ion  assumptions  

concerning mor ta l i ty ,  i n t e re s t ,  morbidi ty ,  lapse ra tes ,  e tc . ,  the valuat ion ac tua ry  

must  use assumptions that ,  in his opinion are appropr ia te  to the  c i r cums tances  of 

the company and the pol icies  in force .  The assumptions must  also be a c c e p t a b l e  

to the super in tendent .  However ,  in p rac t i ce ,  what  amounts  to a ve to  power  by 

the super in tendent  has been  very  ra re ly  used. D i f f e r e n c e s  of opinion regarding 

the appropr ia teness  of valuat ion assumptions  are  usually resolved  through 

discussion. 

The defer ra l  of acquisi t ion expenses  is accompl ished  through a reserving me thod  

prescr ibed  by the legislation,  which has come to be known as the  1978 Canadian 

Method. The method permi t s  the defer ra l  of acquis i t ion expenses equal to the  

lesser  of 150 pe rcen t  of the net  level  annual premium and the amount  that ,  in 

the valuat ion ac tuary ' s  opinion, r ep resen t s  the cost  incurred  by the company in 

connect ion  with the issuance of the policy.  

However ,  when se t t ing  the valuat ion premium,  the valuat ion ac tua ry  must  also 

be  sa t i s f ied  that  the margin b e t w e e n  the gross premium and the valuat ion 

premium is suf f ic ient  to provide for fu ture  admin is t ra t ive  expenses  and to enable 
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the compamy to meet its dividend expectations on the current scale or the 

current scale modified as described in the valuation actuary's report. 

The l eg i s l a t ion  s t i p u l a t e s  t h a t  the  annual  s t a t e m e n t  r equ i r ed  to be f i led  wi th  the  

s u p e r i n t e n d e n t  by  l i fe  insurance  compan ie s  mus t  be a c c o m p a n i e d  by a r epo r t  

f rom the  company ' s  va lua t ion  a c t u a r y .  The l eg i s l a t ion  also s t i pu l a t e s  t ha t  the  

r epor t  mus t  spec i fy  the n a t u r e  of any  p r o s p e c t i v e  changes  in the  d iv idend sca les  

t a k e n  into accoun t ,  the  a g g r e g a t e  of  the  n e g a t i v e  r e se rve s  and cash value 

d e f i c i e n c i e s  c a l c u l a t e d  on a p o l i c y - b y - p o l i c y  basis ,  and any o the r  i n f o r m a t i o n  

conce rn ing  the  c a l c u l a t i o n  of  the  r e se rves  r equ i r ed  by the  s u p e r i n t e n d e n t .  

The r epo r t  f rom the  va lua t i on  a c t u a r y  mus t  also c o n t a i n  a c e r t i f i c a t i o n  by the  

v a l u a t i o n  a c t u a r y  to the  e f f e c t  t h a t  (1) the  a s sumpt ions  used in ca l cu l a t i ng  the  

r e se rves  are  a p p r o p r i a t e  to  the  c i r c u m s t a n c e s  of the  c o m p a n y  and pol ic ies  in 

fo rce ,  (Z) the  v a l u a t i o n  m e t h o d  used  p roduces  r e s e r v e s  not  less than  t h a t  

r equ i r ed  by law ( that  is, the  1978 C a n a d i a n  Method) ,  and (3) the  r e se rves  make  

good and s u f f i c i e n t  provis ion  for  all  u n m a t u r e d  ob l iga t ions  under  the  t e r m s  of 

the  pol ic ies .  

Although the federal insurance legislation was amended in 1977, the new 

valuation provisions did not take effect  until the valuations required as of 

December 31, 1978. Consequently, we have now received valuation reports for 

eight years, 1978 through 1985.  Although we do have some problems and 

concerns that I will describe later, by and large the federal Department of 

Insurance is reasonably satisfied with the results of the new valuation system. In 

this respect, I want to acknowledge the contribution of the Canadian Institute of 

Actuaries (CIA). Soon after  the new provisions came into force, the Institute 
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i ssued a se r ies  of r e c o m m e n d a t i o n s  for  i n su rance  c o m p a n y  f inanc i a l  r epor t ing .  

M e m b e r s  of t he  I n s t i t u t e  not  comply ing  with  the  r e c o m m e n d a t i o n s  a re  sub jec t  to  

d i sc ip l ina ry  p rocedures .  The r e c o m m e n d a t i o n s  have  been  mos t  he lpfu l  to  us in 

a d m i n i s t e r i n g  the  va lua t ion  provis ions .  Howeve r ,  this  does not  m e a n  t h a t  we 

th ink  the  r e c o m m e n d a t i o n s  are  p e r f e c t  as t h e y  are.  As I will m e n t i o n  l a t e r ,  we 

th ink  t h e y  should be expanded  and s t r e n g t h e n e d  in s o m e  areas .  

Turn ing  to the  a d m i n i s t r a t i o n  of the  va lua t i on  r e q u i r e m e n t s ,  we have  found  i t  

des i rab le  to issue an annual  m e m o r a n d u m  to v a l u a t i o n  a c t u a r i e s  conce rn ing  the  

i n f o r m a t i o n  t h a t  we expec t  to  see  in the  r epor t s .  G e n e r a l l y ,  t h e r e  is no s t a n d a r d  

f o r m a t .  Howeve r ,  to i l l u s t r a t e  the  t y p e  of r e p o r t  we e x p e c t  to  r e ce ive ,  I will 

s u m m a r i z e  some  of the  m o r e  i m p o r t a n t  i n s t r u c t i o n s  in our m o s t  r e c e n t  

m e m o r a n d u m  to va lua t ion  ac tua r i e s :  

. The  r epor t  should be subdiv ided  by m a j o r  c lasses  of business :  for  

example ,  l i fe ,  p a r t i c i p a t i n g ;  l i fe ,  n o n p a r t i c i p a t i n g ;  and a c c i d e n t  and 

s ickness .  

. Wi th in  each  of t h e s e  ma jo r  c lasses ,  t he  r epo r t  should be f u r t h e r  

subdivided by blocks:  fo r  examp le ,  indiv idual ,  l i fe  and annui t ies ;  and 

group,  l i f e  and annui t i es .  

. For  each  block of  business ,  the  r epo r t  should i d e n t i f y  the  fo l lowing:  

n a t u r e  of p roduc t ;  vo lume and r e s e r v e s  on a gross  and n e t  basis;  

m e t h o d  of c o m p u t a t i o n ,  inc luding  v e r i f i c a t i o n  of gross p r e m i u m  

adequacy ;  a s sumpt ions  conce rn ing  m o r t a l i t y ,  i n t e r e s t ,  lapse,  expense ,  

r enewa l ,  convers ion ,  e tc ;  and s u m m a r y  of acqu i s i t i on  and  
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a d m i n i s t r a t i v e  expenses .  The  m e m o r a n d u m  asks t h a t  the  i n f o r m a t i o n  

be  p a r t i c u l a r l y  d e t a i l e d  fo r  new p r o d u c t s .  

. The  r e p o r t  should c o n t a i n  a j u s t i f i c a t i o n  of the  a p p r o p r i a t e n e s s  of 

e a c h  v a l u a t i o n  a s s u m p t i o n  hav ing  a s i g n i f i c a n t  e f f e c t  on the  a c t u a r i a l  

l i ab i l i t i e s .  In the  case  of i n t e r e s t  r a t e s ,  t h e  j u s t i f i c a t i o n  should be  

based  on q u a l i t y  of  a s se t s  and no t  jus t  on c u r r e n t  y ie lds .  When 

i n t e r e s t  r a t e s  a re  high by h i s t o r i c a l  s t a n d a r d s ,  new m o n e y  i n t e r e s t  

a s s u m p t i o n s  should  p r o v i d e  fo r  a s i g n i f i c a n t  d e c r e a s e  in i n t e r e s t  r a t e s  

ove r  the  n e x t  f ew y e a r s .  

. Whe r e  s i g n i f i c a n t l y  d i f f e r e n t  v a l u a t i o n  i n t e r e s t  r a t e s  a r e  used  fo r  

d i f f e r e n t  b locks  of  bus iness ,  t h e  r e p o r t  should  i nc lude  a c o m m e n t a r y  

on p r o c e d u r e s  used  to  m a t c h  a s se t s  and l i ab i l i t i e s  b o t h  by d u r a t i o n  

and yie ld .  

. W h e n e v e r  p r a c t i c a b l e ,  v a l u a t i o n  r e p o r t s  should j u s t i f y  m o r t a l i t y  

a s s u m p t i o n s  by r e f e r e n c e  to  a c t u a l  c o m p a n y  s tud ies .  

7. All c h a n g e s  in a s sumpt i ons  or m e t h o d s  should be  d isc losed .  

In add i t ion ,  t he  m e m o r a n d u m  to v a l u a t i o n  a c t u a r i e s  i nc ludes  spec ia l  i n s t r u c t i o n s  

c o n c e r n i n g  t he  v a l u a t i o n  of  un i ve r s a l  l i fe ,  f l e x i b l e  p r e m i u m  d e f e r r e d  annui t i es ,  

t e r m  to  100 po l i c i e s  w i t hou t  n o n f o r f e i t u r e  va lues  ( l a p s e - s u p p o r t e d  po l ic ies ) ,  

r e n e w a b l e  t e r m  bus iness  wi th  s t e p - r a t e d  p r e m i u m s ,  and r e i n s u r e d  po l ic ies .  
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The d e p a r t m e n t  r e c e i v e s  a p p r o x i m a t e l y  150 r e p o r t s  f rom v a l u a t i o n  a c t u a r i e s  on 

an annual  basis .  It  is not  unusual  for  r e p o r t s  to  e x c e e d  100 pages  in l eng th ,  so, as 

you  can  understand~ a cons ide rab le  vo lume of p a p e r  is bu i l t  up. 

Publ ic  d i sc losure  of i n f o r m a t i o n  c o n t a i n e d  in t h e  r e p o r t s  of t he  v a l u a t i o n  

a c t u a r i e s  is gove rned  by the  f ede r a l  Access  to I n f o r m a t i o n  Act .  This A c t  

p rohib i t s  d i sc losure  of i n f o r m a t i o n  t h a t  a c o m p a n y  suppl ies  to  a g o v e r n m e n t  

o r g a n i z a t i o n  on a c o n f i d e n t i a l  basis  and t h a t  is c o n s i s t e n t l y  t r e a t e d  by the  

c o m p a n y  as be ing  c o n f i d e n t i a l .  Also p r o h i b i t e d  is the  d i sc losure  of  any 

i n f o r m a t i o n  t h a t  migh t  cause  a c o m p a n y  f inanc i a l  loss or c o m p e t i t i v e  

d i s a d v a n t a g e .  Consequent ly~ m o s t  of t h e  i n f o r m a t i o n  inc luded  in t he  v a l u a t i o n  

ac tua r i e s '  r epo r t s  would no t  l ike ly  be the  sor t  which could be d isc losed  under  the  

Access  to  I n f o r m a t i o n  Act .  I n t e r e s t i n g l y  enough~ we have  r e c e i v e d  ve ry  f ew  

reques t s  for  d isc losure  of  the  i n f o r m a t i o n .  

However9 in add i t ion  to  a r epo r t  f rom i ts  v a l u a t i o n  actuary~ a l i f e  i n s u r a n c e  

c o m p a n y  mus t  inc lude  in i ts  annual  s t a t e m e n t  a t ab le  showing~ for  ma jo r  b locks  

of  business~ a m o u n t s  in f o r c e  and r e s e r v e s  and the  va lua t i on  a s sumpt ions  used  in 

c a l c u l a t i n g  the  re se rves .  This i n f o r m a t i o n  is ava i l ab le  to t h e  public.  

Under  the  Canad i an  in su rance  law, annual  f i nanc i a l  s t a t e m e n t s  a re  r equ i r ed  to 

be  f i l ed  wi th  the  d e p a r t m e n t  by  M a r c h  1 (March 15 in t h e  case  of re insure rs ) .  

The l i censes  of  all l i fe  i n su rance  c o m p a n i e s  expi re  on March  31 and by t h a t  d a t e  

we mus t  f o r m u l a t e  our r e c o m m e n d a t i o n s  to t he  m i n i s t e r  conce rn ing  l i cense  

renewals .  
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Of course ,  i t  is imposs ib le  for  us to rev iew all 150 r e p o r t s  in de ta i l  dur ing the  

m o n t h  of March.  What  we do is assign a p r i o r i t y  r a t i n g  to each  c o m p a n y  based  

on a quick  analys is  of the  f inanc ia l  s t a t e m e n t s  (for example ,  surplus levels  and 

trends) p rev ious  on- s i t e  e x a m i n a t i o n  f indings,  conce rns  r e l a t i ng  to prev ious  

va lua t ion  repor t s ,  i n f o r m a t i o n  about  the  i n t r o d u c t i o n  of new produc t s ,  e tc .  The 

a c t u a r i a l  r epo r t s  for  compan ie s  wi th  a n u m b e r  one p r i o r i t y  a re  r e v i e w e d  in de ta i l  

by two m e m b e r s  of our a c t u a r i a l  s t a f f  pr ior  to  a r e c o m m e n d a t i o n ' s  being m a d e  

to the  m i n i s t e r  conce rn ing  l i cense  r enewa l .  

The r e m a i n i n g  r epo r t s  are  r e v i e w e d  t h r o u g h o u t  the  yea r .  I should m e n t i o n  tha t  

the  r ev iew process  is t i m e - c o n s u m i n g  and requ i res  the  a t t e n t i o n  of e x p e r i e n c e d  

a c t u a r i a l  s t a f f .  As I m e n t i o n e d ,  r epo r t s  f r e q u e n t l y  e x c e e d  100 pages  in l eng th .  

Since the,-  are  m o s t l y  verbal ,  it  is o f t e n  d i f f i c u l t  to  i n t e r p r e t  the  imp l i ca t i ons  of 

the  m e t h o d s  and as sumpt ions  wi thou t  r e so r t i ng  to t e s t  c a l cu l a t i ons .  

The r ev iew of  the  a c t u a r i a l  r epo r t s  c a r r i ed  out at  the  d e p a r t m e n t ' s  h e a d q u a r t e r s  

is s u p p l e m e n t e d  by work done by two a c t u a r i e s  who are  now par t  of our 

e x a m i n a t i o n  t e a m  t h a t  ca r r i e s  out on - s i t e  head  o f f i c e  inspec t ions  of l i fe  

i n su rance  compan ies .  The a c t u a r i e s  on the e x a m i n a t i o n  t e a m  c o n c e n t r a t e  on 

a reas  t h a t  the  d e p a r t m e n t ' s  h e a d q u a r t e r s  a c t u a r i a l  s t a f f  f ind d i f f i cu l t  to pursue.  

For  example ,  t h e y  m a y  c o n c e n t r a t e  on a company ' s  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 c e d u r e  and the  ope ra t ions  and c o n t e n t s  of r e i n s u r a n c e  a g r e e m e n t s .  In 

addi t ion ,  t h e y  b e n e f i t  f rom persona l  c o n t a c t  wi th  the  va lua t ion  a c t u a r y  and the  

a c t u a r i a l  s t a f f .  

I am sa t i s f i ed  t ha t  we do a good job of m o n i t o r i n g  c o m p l i a n c e  wi th  s t a t u t o r y  

va lua t ion  r e q u i r e m e n t s  and c a t c h i n g  va lua t i on  p rob lems  t h a t  could t h r e a t e n  
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so lvency .  However ,  as in mos t  superv i so ry  agenc ies ,  r e s o u r c e s  are  l im i t ed ,  and 

we have  to apply  t h e m  where  we th ink  t h e y  are  m o s t  n e c e s s a r y .  As a 

consequenc% we are not  in a pos i t ion  to r ev i ew  all a c t u a r i a l  r e p o r t s  as c a r e f u l l y  

as we would like and in the  de ta i l  t h a t  m a n y  a c t u a r i e s  th ink  we do. For  example ,  

i t  has been  s u g g e s t e d  by some  t h a t  the  d e p a r t m e n t  should t ake  r e spons ib i l i t y  fo r  

en fo rc ing  CIA r e c o m m e n d a t i o n s  c o n c e r n i n g  va lua t ion .  We do not  see  this  as our 

role ,  nor  do we have  the  r e sou rce s  to f i l l  this  m a n d a t e .  I should emphas i z% 

however ,  t h a t  when we n o t e  any  m a j o r  dev i a t i ons  f rom the  CIA 

r e c o m m e n d a t i o n s ,  we br ing them to the  a t t e n t i o n  of the  a c t u a r y  concerned9 and 

subsequen t ly  to the  CIA if  our conce rns  are  not  reso lved .  

How has the  s y s t e m  been  working? As I i n d i c a t e d  ea r l i e r ,  r e a s o n a b l y  well .  This 

does not  mean ,  howeve r ,  t h a t  we do not  have  our concerns .  We have  a number .  

As the  C a n a d i a n s  in the  aud ience  will know, we b e c a m e  ve ry  c o n c e r n e d  in 1984 

about  the  u l t i m a t e  lapse r a t e s  be ing  a s s u m e d  in the  v a l u a t i o n  of  new t e r m  to  100 

plans  t h a t  do not  provide  any n o n f o r f e i t u r e  values .  The  v a l u a t i o n  r e su l t s  for  

t h e s e  p roduc t s  a re  ve ry  sens i t ive  to the  lapse  a s sumpt ions ,  and~ in our view, 

some  va lua t i on  a c t u a r i e s  were  assuming  lapse  r a t e s  t h a t  were  too  high g iven  t h a t  

no ac tua l  lapse e x p e r i e n c e  wi th  this  t y p e  of  p r o d u c t  had  y e t  deve loped .  

As a consequence ,  we c o n t a c t e d  the  CIA and i n d i c a t e d  t h a t  if  t he  a c t u a r i a l  

p ro fe s s ion  were  no t  will ing to  e s t ab l i sh  s t a n d a r d s  c o n c e r n i n g  lapse  assumpt ions ,  

the  D e p a r t m e n t  of Insurance  would. To i ts  c red i t ,  t he  CIA r e sponded  v e r y  

qu ick ly  and deve loped  the  c o n c e p t  of  t e chn ique  papers .  For  spec i f i c  topics~ 

t e chn ique  papers  expand  on the  m o r e  gene ra l  r e c o m m e n d a t i o n s  for  i n su rance  

c o m p a n y  f inanc ia l  r epo r t i ng  and es tab l i sh  s t a n d a r d s  of  p r a c t i c e .  The f i r s t  
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v a l u a t i o n  t e c h n i q u e  p a p e r  p r o d u c e d  by the  CIA d e a l t  wi th  the  v a l u a t i o n  of l ap se -  

s u p p o r t e d  p r o d u c t s .  We w e r e  wetl  s a t i s f i e d  wi th  i ts  c o n t e n t  and have  i n d i c a t e d  

t h a t  we e x p e c t  all v a l u a t i o n  a c t u a r i e s  to a d h e r e  to  i t .  

In my  c a p a c i t y  as s u p e r i n t e n d e n t ,  I am c e r t a i n l y  r e a d y ,  if  n e c e s s a r y ,  to  impose  

s t a n d a r d s  c o n c e r n i n g  v a l u a t i o n  a s sumpt ions  by  using m y  s t a t u t o r y  r igh t  to  r e j e c t  

a s s ump t ions  t h a t  I c o n s i d e r  to be  u n a c c e p t a b l e .  H o w e v e r ,  I would m u c h  p r e f e r  

t h a t  the  a c t u a r i a l  p r o f e s s i o n  i t s e l f  deve lop  a consensus  c o n c e r n i n g  a p p r o p r i a t e  

p r o f e s s i o n a l  s t a n d a r d s  f o r  v a l u a t i o n  a s sumpt ions  and o t h e r  r e l a t e d  m a t t e r s .  

C o n s e q u e n t l y ,  I w e l c o m e  the  t e c h n i q u e  p a p e r  i n i t i a t i v e  t a k e n  by t he  CIA and 

look f o r w a r d  to  s ee ing  f u r t h e r  pape r s  on a n u m b e r  of  sub j ec t s .  One  has a l r e a d y  

b e e n  p r o d u c e d  on the  v a l u a t i o n  of r e n e w a b l e  t e r m  in su rance ,  a n o t h e r  sub j ec t  

t h a t  was giving us s o m e  cause  for  c o n c e r n ,  and m o r e  a re  in the  works.  

When I r e f e r  to the  p a p e r  on r e n e w a b l e  t e r m  p r o d u c t s ,  I am r e m i n d e d  of two  

o t h e r  a s p e c t s  of  the  v a l u a t i o n  p r o c e s s  t h a t  c a u s e  us s o m e  w o r r y  b e c a u s e  t h e y  

bo th  r e l a t e  to this t y p e  of  bus iness .  The  f i r s t  is r e i n s u r a n c e .  R e i n s u r a n c e  

a g r e e m e n t s  have  b e e n  a r r a n g e d  in C a n a d a  ove r  the  pas t  ~,ears in t e r m s  t h a t  a r e  

ma k ing  i t  m o r e  p r o f i t a b l e  to  r e i n s u r e  business  t han  to  r e t a i n  i t .  The  t a n g l e d  web 

of  cash  f lows r e s u l t i n g  f r om the  commis s ions ,  a l l o w a n c e s  e x p e r i e n c e  r a t ing ,  and 

e x c h a n g e d  r e s e r v e s  m a k e s  fo r  a v e r y  d i f f i c u l t  v a l u a t i o n  p r o b l e m .  One  wonders  if  

the  r e s e r v e s  held by the  d i r e c t  w r i t e r ,  t o ~ e t h e r  wi th  t h o s e  he ld  by  the  r e i n s u r e r ,  

a re ,  in aggrega te~  s u f f i c i e n t  to  suppor t  t he  bus iness .  

The  s e c o n d  w o r r y  c o n c e r n i n ~  r e n e w a b l e  t e r m  p r o d u c t s  r e l a t e s  to  p r e m i u m  

d e f i c i e n c i e s .  The  1977 a m e n d m e n t s  r e q u i r e  a p r e m i u m  d e f i c i e n c y  r e s e r v e  to  be 

e s t a b l i s h e d  when the  c a l c u l a t e d  v a l u a t i o n  p r e m i u m  for  a po l i cy  e x c e e d s  the  gross  
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p r e m i u m .  Because  p r e m i u m  r a t e s  for  r e n e w a b l e  t e r m  p r o d u c t s  a re  so 

c o m p e t i t i v e ,  p r emium d e f i c i e n c y  r e s e r v e s  a re  p a r t i c u l a r l y  s i g n i f i c a n t  fo r  this  

t y p e  of business .  We are  m o n i t o r i n g  this  s i t u a t i o n  ve ry  c a r e f u l l y ,  p a r t i c u l a r l y  fo r  

compan ies  t h a t  r e insure  r e n e w a b l e  t e r m  business ,  because ,  as I jus t  m e n t i o n e d ,  

r e i n s u r a n c e  a r r a n g e m e n t s  a re  so complex  i t  is s o m e t i m e s  d i f f i c u l t  to fo l low who 

is doing what .  We are  doing our own work on m e t h o d s  for  dea l ing  wi th  t he se  

issues,  and the  CIA is also developing  t e c h n i q u e  papers .  C o n s e q u e n t l y ,  I be l i eve  

t h e r e  will be im]~ortant d e v e l o p m e n t s  in this  a r e a  in the  f u t u r e .  

Ano the r  example  of an a r ea  of conce rn  is m o r t a l i t y  a s sumpt ions ,  p a r t i c u l a r l y  for  

nonsmoker  and n e v e r - s m o k e d  p lans .  While we r e c o g n i z e  t h a t  t h e r e  have  b e e n  

s ign i f i can t  i m p r o v e m e n t s  in m o r t a l i t y ,  we are  c o n c e r n e d  t h a t  some  v a l u a t i o n  

a c t u a r i e s  m a y  be  over ly  o p t i m i s t i c  about  the  m o r t a l i t y  of c e r t a i n  s e l e c t  groups,  

such as those  who claim to have  never  smoked ,  p a r t i c u l a r l y  when no s i g n i f i c a n t  

e x p e r i e n c e  for  such groups has y e t  been  a c c u m u l a t e d .  In one case ,  t he  v a l u a t i o n  

a c t u a r y  was using a n o n - s m o k e r  m o r t a l i t y  r a t e  as low as 35 p e r c e n t  of the  CIA 

69-75 tab le .  Howeve r ,  on the  basis  of d iscuss ions ,  t he  a c t u a r y  ag reed  to change  

the  a s sumpt ion  wi thou t  my  having to  use my  ve to  power .  

We have  also been  c o n c e r n e d  about  i n t e r e s t  r a t e  a ssumpt ions ,  p a r t i c u l a r l y  

l o n g - t e r m  u l t i m a t e  r a t e s .  In a number  of cases ,  we have  found  the  a s sumpt ions  

to be too high. Again,  in mos t  of t h e s e  cases ,  we have  been  able  to reso lve  our 

d i f f e r e n c e s  wi th  va lua t ion  a c t u a r i e s  t h rough  discuss ions .  Howeve r ,  t h e  

f r e q u e n c y  wi th  which concerns  about  m o r t a l i t y  and i n t e r e s t  r a t e  a s sumpt ions  a re  

ar is ing leads  me to be l ieve  t h a t  t h e r e  m a y  be m e r i t  in t h e  CIA's deve lop ing  

c e r t a i n  s t anda rds  fo r  t he se  assumpt ions ,  j u s t  as i t  did fo r  lapse r a t e s  in 

c o n n e c t i o n  wi th  the  va lua t ion  of l a p s e - s u p p o r t e d  p roduc t s .  
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Some  of the  v a l u a t i o n  a p p r o a c h e s  to  the  s o - c a l l e d  a d j u s t a b l e  p r o d u c t s  a re  also 

caus ing  us some  c o n c e r n .  We a re  p l e a s e d  t h a t  the  CIA is deve lop ing  a t e c h n i q u e  

p a p e r  on this  sub jec t .  

An a r e a  t h a t  we th ink  needs  m u c h  m o r e  a t t e n t i o n  in m a n y  v a l u a t i o n  r e p o r t s  is 

t h e  q u e s t i o n  of  m a t c h i n g .  In m a n y  cases ,  we a r e  c o n c e r n e d  about  the  lack  of  

i n f o r m a t i o n  p r o v i d e d  on the  a s se t s  used  to  j u s t i f y  v a l u a t i o n  i n t e r e s t  r a t e  

a s sumpt ions .  More  and m o r e ,  we i n t e n d  to  p ress  f o r  b e t t e r  i n f o r m a t i o n  on t h e  

m a t c h i n g  p r o c e s s  and t e c h n i q u e s  t h a t  have  b e e n  used,  b o t h  wi th  r e s p e c t  to  

d u r a t i o n  of  m a t u r i t i e s  and y ie ld .  We will a lso be looking  fo r  c o m m e n t s  wi th  

r e s p e c t  to the  l ike ly  i m p a c t  on a c o m p a n y ' s  f inanc ia l  pos i t i on  of a p r e c i p i t o u s  

and m a t e r i a l  f l u c t u a t i o n  in new m o n e y  i n t e r e s t  r a t e s .  

A l though  all of t h e s e  po in t s  t ha t  I h a v e  m e n t i o n e d  give us s o m e  cause  fo r  

c o n c e r n ,  I do no t  think t h a t  t h e y  a r e  s u f f i c i e n t l y  se r ious  or i n c a p a b l e  of  

c o r r e c t i o n  t ha t  I would  be  j u s t i f i e d  in say ing  t h a t  the  1977 v a l u a t i o n  s y s t e m  is 

not  work ing  r e a s o n a b l y  well .  A l mos t  all a c t u a r i e s  h a v e  used m e t h o d s  and 

t e c h n i q u e s  t h a t  have  b e e n  c o m p l e t e l y  a c c e p t a b l e  to  us. N e v e r t h e l e s s ,  I will be  

looking to  t he  CIA to c o n t i n u e  i ts  i n i t i a t i v e s  to  e s t a b l i s h  s t a n d a r d s  in the a r e a s  

t h a t  I ha ve  desc r ibed .  As I h a v e  i n d i c a t e d ,  if the  p r o f e s s i o n  does not  c o n t i n u e  

wi th  t h e s e  i n i t i a t i v e s ,  t he  l eg i s l a t o r s  and r e g u l a t o r s  will " e  f o r c e d  to  d e v e l o p  t he  

s t a n d a r d s  t h e m s e l v e s  in t he  l eg i s l a t i on .  As b o t h  an a c t u a r y  and a r e g u l a t o r ,  I 

would v e r y  much  r e g r e t  this .  L e g i s l a t e d  ru les  i n e v i t a b l y  b e c o m e  r ig id  and 

in f l ex ib l e .  P r o f e s s i o n a l  s t anda rds ,  even  though  s p e c i f i c  and e n f o r c e a b l e ,  can  

e vo lve  m o r e  eas i ly  to a c c o m m o d a t e  new d e v e l o p m e n t s  and a c t u a r i a l  t e c h n i q u e s .  
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What about  the fu ture?  There is no doubt tha t  the margins in ac tuar ia l  r e se rves  

have nar rowed considerably since the imp lemen ta t i on  of the 1977 sys tem.  

Moreover ,  the ra t io  of f ree  capi ta l  and surplus to l iabi l i t ies  for  most  l ife 

companies  opera t ing in Canada  has also decl ined.  These  events ,  t oge the r  with 

the fai lure of several  trust ,  loan, and p rope r ty  and casua l ty  insurance companies  

and two banks, have led the government  to in t roduce  a bill in Pa r l i ament  tha t  

will give the minis ter  the right to make  regula t ions  prescr ib ing  minimum 

continuing capi ta l  and surplus r equ i rements  for  l i fe  insurance  companies .  Such 

requ i rements  exist  now in Canada  for  banks and for t rust ,  loan and p rope r ty  and 

casua l ty  insurance companies .  Life insurance companies  are  compet ing  d i r ec t l y  

now with t rust  and loan companies  for term savings business.  In fac t ,  the  

con t r ac t s  being o f f e r ed  by  l ife insurance companies ,  a l though cal led d e f e r r e d  

annuities,  d i f fer  l i t t l e  from term deposi t  ins t ruments  issued by t rus t  and loan 

companies.  The argument  is t he r e fo re  made tha t  l i fe  companies  should be  

sub jec t  to the same capi ta l  and surplus r equ i r emen t s  for  this business as are the 

t rus t  and loan companies.  

The bill is still being considered by Par l i ament .  The legis la t ion has the support  

of the Canadian l i fe  insurance industry in the  con tex t  of i ts  e f fo r t s  to develop an 

indus t ry - f inanced  and i n d u s t r y - o p e r a t e d  compensa t ion  scheme  to compensa t e  

pol icyholders  for  losses within ce r ta in  l imits  in the  event  their  l i fe  insurance  

company fails. Consequent ly ,  I see  no reason  why the  legis la t ion will not  be  

enac ted .  The Depa r tmen t  of Insurance is cur ren t ly  col labora t ing with the  

Canadian Life and Hea l th  Insurance Associa t ion  and the CIA in refining a 

proposal  for determining minimum continuing capi ta l  and surplus r equ i r emen t s  

tha t  was p repared  on our behalf  by Dr. Alan Brender,  a m e m b e r  of the Socie ty  of 

Actuar ies .  Much more  will be said about  this proposal  in a l a te r  discussion. 
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Some  pe op l e  have  s u g g e s t e d  t ha t  wi th  the  i n t r o d u c t i o n  of m in imum con t inu ing  

c a p i t a l  and surplus  r e q u i r e m e n t s  fo r  l i f e  i n s u r a n c e  c o m p a n i e s ,  we will no l onge r  

be  as c o n c e r n e d  as we o n c e  w e r e  abou t  the  a d e q u a c y  of  a c t u a r i a l  r e s e r v e s .  I can  

a s su re  you  t ha t  this  is not  the  case .  T h e r e  will c e r t a i n l y  be  no d e c r e a s e  in 

m o n i t o r i n g  of c o m p l i a n c e  wi th  the  s t a t u t o r y  v a l u a t i o n  r e q u i r e m e n t s .  We will 

c o n t i n u e  to  p re s s  c o n c e r n s  of t he  t y p e  t h a t  I have  d e s c r i b e d  to  you  wi th  

indiv idual  v a l u a t i o n  a c t u a r i e s  and the  p r o f e s s i o n  at  l a r g e  t h rough  t he  CIA. 

What  about  changes  in t he  s t a t u t o r y  v a l u a t i o n  r e q u i r e m e n t s ?  T h e r e  s e e m s  to  be  

s o m e  suppor t  f r om  b o t h  the  CIA and the  C a n a d i a n  I n s t i t u t e  of  C h a r t e r e d  

A c c o u n t a n t s  fo r  enshr in ing  in t he  l eg i s l a t i on  wha t  has c o m e  to  be  known as t h e  

po l i c y  p r e m i u m  m e t h o d .  In s i m p l i f i e d  t e r m s ,  the  r e s e r v e  under  the  po l i cy  

p r e m i u m  m e t h o d  is t he  d i f f e r e n c e  b e t w e e n  the  p r e s e n t  va lue  of  f u t u r e  

c o n t r a c t u a l  ob l iga t ions  and e x p e n s e s  and the  p r e s e n t  va lue  of  f u t u r e  gross  

p r e m i u m s .  The  m e t h o d  c e r t a i n l y  has i t s  a d v a n t a g e s .  H o w e v e r ,  as a r e g u l a t o r ,  I 

c u r r e n t l y  have  s o m e  r e s e r v a t i o n s  abou t  i ts  use as a m in imum a c c e p t a b l e  

s t a t u t o r y  r e s e r v e  m e t h o d  of  r e a s o n s  such  as t he  p o t e n t i a l  f o r  f r o n t - e n d i n g  of  

f u t u r e  p r o f i t s  and the  u n l i m i t e d  d e f e r r a l  of  a cqu i s i t i on  expenses .  D i a l o g u e  wi th  

t he  CIA and t he  C a n a d i a n  I n s t i t u t e  of C h a r t e r e d  A c c o u n t a n t s  will con t i nue ,  and, 

of  cour se ,  m o r e  will be  sa id  about  the  po l i cy  p r e m i u m  m e t h o d  at a l a t e r  session.  

H o w e v e r ,  as I have  a l r e a d y  m e n t i o n e d ,  I c e r t a i n l y  b e l i e v e  tha t  we should s t r i v e  

to  r e a c h  a g r e e m e n t  on a r e s e r v i n g  m e t h o d  t ha t  will be  su i t ab l e  fo r  bo th  

s t a t u t o r y  and n o n - s t a t u t o r y  r e p o r t i n g .  

One  las t  d e v e l o p m e n t  in C a n a d a  r e l a t i n g  to t he  ro l e  of t he  v a l u a t i o n  a c t u a r y  

m a y  be  of  i n t e r e s t  to  you.  A spec ia l  c o m m i t t e e  of the  CIA on the  ro le  of t h e  

v a l u a t i o n  a c t u a r y  has  r e c o m m e n d e d  t h a t  this  ro le  be b r o a d e n e d  in t h r e e  ways:  
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. The v a l u a t i o n  a c t u a r y ' s  f o r m a l  opinion should  e n c o m p a s s  the  ab i l i t y  

of  the  c o m p a n y  to m e e t  i ts  f u t u r e  ob l iga t ions  wi th  r e s p e c t  to b o t h  

ex i s t ing  bus iness  and a n t i c i p a t e d  f u t u r e  new  bus iness .  

Z. The mon i to r ing  by  the  v a l u a t i o n  a c t u a r y  of  the  f inanc ia l  s i t u a t i o n  of  

the  c o m p a n y  should  be  r e d e f i n e d  as c o n t i n u o u s  and ongoing.  

. The va lua t i on  a c t u a r y  should r e p o r t  to the  c o m p a n y ' s  b o a r d  of  

d i r e c t o r s  a t  l e a s t  annua l ly  and m o r e  o f t e n  when r e q u i r e d  by  

deve lop ing  c i r c u m s t a n c e s .  

As a r egu l a to r ,  I would  c e r t a i n l y  w e l c o m e  this a s s u m p t i o n  of  i n c r e a s e d  

re spons ib i l i t i e s  on the  p a r t  of  t he  p ro fe s s ion .  H o w e v e r ,  i t  r e m a i n s  to b e  s e e n  

w h e t h e r  the  p r o f e s s i o n  will be  will ing to  a c c e p t  t h e s e  i n c r e a s e d  r e spons ib i l i t i e s .  
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