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Appendix 4 

Section 4.1 Excerpts from the Report  o f  the Task Force  

on the Valuation Actuary to the ACLI 

Board o f  Directors ,  August 1986 

Sect ion I: Introduction 

The Task Force on the Valuation Actuary was established upon the 

recommendation of the ACLI-HIAA Joint Task Force on Insolvency Prevention. 

The ACLI Board of Directors, at its meeting on May 7, 1985, approved the 

recommendation of the Task Force on Insolvency Prevention that "the concept of 

a 'valuation actuary' should be supported as an important contribution toward 

developing means to reasonably assure solvency of companies and a special Task 

Force should be created to study this concept in more detail." 

This r e c o m m e n d a t i o n  was one of six t h a t  had  been  p r e s e n t e d  by the  Task 

F o r c e  on Inso lvency  P reven t ion .  All were  approved  by the  Board  excep t  for  a 

r e c o m m e n d a t i o n  r e l a t i ng  to the  r e g u l a t i o n  of  'the qua l i t y  of asse ts .  The Task 

F o r c e  f e l t  t h a t  such r egu la t i on  should no t  be suppor ted  as an inso lvency  

p r e v e n t i o n  measu re  s ince  it could lead  to o v e r - r e g u l a t i o n  and  to ob jec t ionab le  

i n v e s t m e n t  r e s t r i c t i ons .  However ,  the  Board fe l t  t h a t  the  sub jec t  of the  qua l i t y  

of asse t s  should be inc luded  in the  f u r t h e r  d iscuss ion of the  concep t  of the  

va lua t ion  a c t u a r y .  
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The  Task F o r c e  has held s e v e r a l  m e e t i n g s  to exp lo re  the  c o n c e p t  of the  

va lua t i on  a c t u a r y ,  i ts or igin,  i ts p rog re s s ,  its l im i t a t i ons ,  and the  n a t u r e  of the  

c o n c e p t  t ha t  should be s u p p o r t e d  by the  ACLI as 

so lvency .  This r e p o r t  p r e s e n t s  the  conc lus ions  of  

r e c o m m e n d a t i o n s  for  ACLI  ac t ion .  

a means  to  help  ensu re  

the  Task F o r c e  and i ts  

In its discussions, the Task Force felt it should consider the issue from an 

industry standpoint and should not become involved in the technical aspects, 

which should be left largely to the actuarial profession. It has addressed the 

issue from a management perspective and from the standpoint of the industry's 

and a company's relationship with the regulatory authorities. The Task ~Force's 

objective has been to recommend a course of action that will enhance the 

prospects that the concept of the valuation actuary will develop in a form that 

the industry can support. It believes that the timing of any ACLI actions on the 

subject will be influenced heavily by activities of other interested parties such as 

the NAIC. 

NOTE: S e c t i o n s  Z through 5 o f  the  R e p o r t  h a v e  b e e n  e ~ t e d  and ~ e  

i n c o r p o r a t e d  m Chapter  1 o f  this  Handbook as  S e c t i o n s  Z through 4.  

S e c t i o n  6: Industry  Issues  c o n s i d e r e d  try the  Task F o r c e  

In s e p a r a t i n g  the  powers  and ob l iga t ions  t ha t  a re  r e l a t e d  to  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 ,  the  Task  F o r c e  i d e n t i f i e d  t h r e e  ma jo r  a reas  which might  
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be addressed by the ACLI, namely ,  qual i f icat ion standards,  s tandards  of p rac t i ce ,  

and regula tory  obligations imposed on insurance companies.  

Qual i f icat ion s tandards for valuation ac tuar ies  would be de t e rmined  both 

by the  ac tuar ia l  profession and by the  regu la to ry  authori t ies .  Presumably,  the  

ACLI's concern,  whether  addressed to the profession or to the regulators ,  would 

be that  the s tandards be ne i ther  too lenient  nor too onerous. The Task Force  

recognized  that~ for qual i f icat ion s tandards to have any rea l  meaning~ they would 

u l t ima te ly  have to be enforced  by regu la to ry  requiremeuts~ and t he re fo re  the 

ACLI would need to have a position in this a rea  when such standards are 

proposed. 

Standards of ac tuar ia l  p rac t i ce  specify  the methodology and scope of the 

work to be done by ac tuar ia l  prac t i t ioners .  These s tandards originate  within the 

ac tuar ia l  profession and any ACLI r ecommenda t ions  per ta ining to them should 

properly  be addressed to the s tandards-se t t ing  bodies of the profession. This 

would be somewhat  analogous to the ACLI's making presenta t ions  to the 

Financial  Account ing Standards Board and o ther  account ing bodies tha t  are  

deciding the standards of p rac t i ce  which shall govern prac t ic ing  public 

accountants. 

The regu la to ry  obligations applicable to insurance companies would include 

the obligation to appoint a valuation ac tuary ,  and the regu la to ry  defini t ion of the  

scope of the job which the valuation ac tua ry  must  per form.  Within this l a t t e r  

area ,  the  Task Force  ident i f ied  a number  of questions involving the power and 
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respons ib i l i t i es  of the va lua t ion  a c t u a r y  and the  r e l a t ionsh ip  of those powers  and 

respons ib i l i t i es  to the  m a n a g e m e n t  and cont ro l  of l i fe  insurance  companies .  

These  a re  d iscussed in the  fol lowing paragraphs .  

Appointment of Valuation Actuary 

The Task Fo rce  conc luded  tha t ,  if the  concep t  of the  va lua t ion  a c t u a r y  is 

to  m a k e  an i m p o r t a n t  con t r i bu t i on  t oward  assuring so lvency  of companies ,  the  

va lua t ion  a c t u a r y  mus t  not  be a mere  t echn ic ian .  R a t h e r ,  the va lua t ion  a c t u a r y  

mus t  be a pa r t  of ,  or in the  con f idence  of,  the  c o m p a n y  senior  m a n a g e m e n t ,  and 

the company ' s  Board  of D i r ec to r s  must  t ake  respons ib i l i ty  for his or her  

a p p o i n t m e n t .  This could be accompl i shed  by means  of a r e g u l a t o r y  r e q u i r e m e n t  

t h a t  the  Board  of D i r e c t o r s  e i the r  appoint  a va lua t ion  a c t u a r y  for the company  

or des igna t e  a t op - r ank ing  m a n a g e m e n t  o f f i c i a l  to appoint  one, and to no t i fy  the  

s t a t e  r e g u l a t o r y  a u t h o r i t y  of such a p p o i n t m e n t s  or changes  in previous 

a p p o i n t m e n t s .  The va lua t ion  a c t u a r y  would be an emp loyee  or consu l t an t  jus t  

l ike any o the r  e m p l o y e e  or consu l t an t ,  bu t  cha rged  wi th  the  specia l  du ty  to tes t  

the  company ' s  r e se rves  and to f i le  a public s t a t e m e n t  

r e g u l a t o r  as to the  a d e q u a c y  of the  company ' s  reserves .  

r e se rve  a d e q u a c y  would be requ i red  by regu la t ion .  

of opinion wi th  the  

The public opinion on 

It  is highly des i rab le  t ha t  the  va lua t ion  a c t u a r y  be an employee  of the 

company ,  because  of  the  need  to know the  de ta i l s  of the  company ' s  opera t ions  

and m a n a g e m e n t ' s  f u t u r e  plans. There  may ,  of course ,  be some compan ies  t h a t  

will not  have va lua t ion  a c t u a r i e s  on the i r  s t a f f  who may  wish to employ  a 

consu l t ing  a c t u a r y  to be the  company ' s  va lua t ion  ac tua ry .  It would be 

i napprop r i a t e  for  an i ndependen t  a c t u a r y  f tmc t ion ing  in the  c a p a c i t y  of an 
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aud i to r  to be  d e s i g n a t e d  as the  company ' s  va lua t i on  a c t u a r y ,  a l though  s o m e  

c o m p a n i e s  might  wish to hire  an i n d e p e n d e n t  a c t u a r y  to audi t  the  work  of  t he  

va lua t i on  a c t u a r y .  In this c a p a c i t y ,  the  i n d e p e n d e n t  a c t u a r y  doing the  audi t  

would  no t  express  an opinion on the  r e s e r v e s ,  bu t  r a t h e r  would c o m m e n t  on 

w h e t h e r  or no t  the  work  of  the  va lua t ion  a c t u a r y  c o n f o r m s  to a c c e p t e d  a c t u a r i a l  

s t anda rds  of  p r a c t i c e .  

R e s p o n s i b i l i t y  of  t he  Va lua t ion  A c t u a r y  

The Task F o r c e  r e c o g n i z e d  tha t  the  va lua t ion  a c t u a r y ' s  r e spons ib i l i ty  mus t  

be  r e l a t e d  to his or her  au thor i ty .  The va lua t i on  a c t u a r y  is r e spons ib le  for  

ana lyz ing  r isks and advis ing m a n a g e m e n t  as to those  within  his or her  a r e a  of  

e x p e r t i s e .  This r e spons ib i l i t y  is t he  s a m e  as t ha t  of  any o t h e r  c o m p a n y  e m p l o y e e  

or  c o n s u l t a n t  who advises  the  c o m p a n y  m a n a g e m e n t  as to s u b j e c t s  wi th in  the  

e m p l o y e e ' s  or consu l t an t ' s  a r ea  of  r e spons ib i l i ty .  It was r e c o g n i z e d  t ha t  t he  

va lua t i on  a c t u a r y  has no spec ia l  r e spons ib i l i t y  for  the  fa i lu re  of c o m p a n y  

m a n a g e m e n t  to heed  t he  a c t u a r y ' s  adv ice .  As far  as m i s m a n a g e m e n t  of  the  

c o m p a n y  is conce rned ,  such  an i n a p p r o p r i a t e  m a t c h i n g  of  the  cash  f lows  of  

a s se t s  and l iab i l i t ies ,  the  va lua t i on  a c t u a r y  is r e spons ib l e  for  r e p o r t i n g  to 

m a n a g e m e n t  on the  p o t e n t i a l  imp l i ca t ions  of  such i n a p p r o p r i a t e  m a t c h i n g  as it 

r e l a t e s  to the  r e s e r v e s  for  the  r isks abou t  which  the  a c t u a r y  e x p r e s s e s  an 

opinion.  

~)11alit~ of  Assets 

U l t i m a t e l y ,  t he  va lua t i on  a c t u a r y  should t a k e  in to  a c c o u n t ,  in fo rming  an 

opinion on r e s e r v e s ,  t he  e f f e c t  of  t he  qua l i ty  of  a s s e t s  on f u t u r e  cash  f lows  b a s e d  
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on i n f o r m a t i o n  furn ished  by expe r t s  as to asse t  qua l i ty .  However ,  the  ac tua r i a l  

p ro fess ion  has not  ye t  deve loped  any gene ra l l y  a c c e p t e d  me thodo logy  and 

t echn iques  for  t ak ing  qua l i t y  of  asse t  i n f o r m a t i o n  into accoun t  in de t e rmin ing  

the  adequacy  of reserves .  Unt i l  such gene ra l ly  a c c e p t e d  me thodo logy  and 

t echn iques  exist ,  and are  cod i f ied  in s t anda rds  of p rofess iona l  p r a c t i c e ,  i t  would 

be inappropr ia te  for r e g u l a t o r s  to requ i re  the  va lua t ion  a c t u a r y  to make any 

c o m m e n t s  as to the  e f f e c t  of qua l i ty  of asse t s  on the adequacy  of reserves .  

R e l i a n c e  on Opinion of  O t h e r s  

Within the s t anda rds  of p rofess iona l  p r a c t i c e ,  the  va lua t ion  a c t u a r y  should 

be able to r e ly  on the  opinions of o the r  spec ia l i s t s  such as those  involved in 

i n v e s t m e n t s ,  t axes ,  r e in su rance ,  e tc . ,  or on the  opinions of o ther  va lua t ion  

ac tua r i e s ,  unless o the r  i n f o r m a t i o n  leads  him or her  to be l ieve  t h a t  these  

opinions are ques t ionable .  In t ha t  case,  he or she should i n v e s t i g a t e  fu r the r .  

Malpractice Considerations 

With inc reased  r e l i ance  and respons ib i l i ty  p laced  on the  va lua t ion  ac tua ry ,  

t he re  is an i n c r e a s e d  l ike l ihood t h a t  the  va lua t ion  a c t u a r y  may  be sued for  

m a l p r a c t i c e  in the  case  of an insolvency.  Ano the r  poss ibi l i ty  is t ha t  the  

d i r ec to r s  and o f f i c e r s  of  an insurance  c o m p a n y  t h a t  b e c o m e s  insolvent  may  be 

sued for not  heed ing  the  va lua t ion  ac tua ry ' s  advice .  The l iab i l i ty  risks involving 

the  expanded  powers  and du t ies  of  the  va lua t i on  a c t u a r y  appear  to be s imi lar  to 

those  involving o t h e r  expe r t  p ro fess iona l  adv ice  to insurance  company  boards of 

d i r ec to r s  and o the r  public express ions  of p ro fess iona l  opinion. 
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Specific Scenarios of Future Events 

The Task Force agreed that the ACLI should not oppose any reasonable 

regulatory requirements for a minimum number of specified scenarios of future 

events to be tested by the valuation actuary. It saw two principal advantages to 

the regulators and valuation actuaries in such requirements. First, the 

regulators could be assured of some standardization of reporting from the myriad 

of companies that they must supervise. Second, the requirement for a minimum 

number of specified scenarios would give the valuation actuary the comfort, 

from a regulatory point of view, of a safe harbor in deciding what scenarios to 

test, although professional standards of actuarial practice might require 

additional scenario testing. 

Surplus Management 

Some of the proposals being discussed by the actuarial profession envisage 

the valuation actuary expressing opinions on the adequacy of the company's 

surplus to meet extreme risk fluctuations, to finance new business, or for other 

purposes. Some suggest these opinions be made publicly, while others suggest 

they  be in the form of internal  repor ts  to company management .  This is another  

area  where there  does not ye t  exist general ly  accep ted  ac tuar ia l  methodology or 

techniques.  Therefore ,  the valuat ion ac tua ry  should not be required by the 

regulators  to give any opinion on the adequacy of a company's  surplus. Such an 

opinion could lead to a new form of potent ia l  business liability for a company's 

d i rec tors  if they  took act ions which did not seem to be supported by the 

ac tuary ' s  opinion as to the adequacy of the company's  surplus. 
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F u r t h e r ,  the  Task  F o r c e  fee l s  s t rong ly  t h a t  the  concep t  of the va lua t ion  

a c t u a r y  should not  be a device  for  r e g u l a t o r s  to have  any g r e a t e r  i nvo lvemen t  in 

the  overs igh t  of company  surplus levels  than  t h e y  have today .  

Cost  of  the Concept  of  the Valuation A c t - ~ - y  

Many companies  have p roduc t  l ines where  the  volume of  business or the  

n a t u r e  of the  risk is such t h a t  t e s t ing  is not  wa r r an t ed .  The Task Force  

r e c o g n i z e d  tha t  the  r e g u l a t o r s  and the  a c t u a r i a l  p rofess ion  may  need to develop 

app rop r i a t e  excep t ions  to the concep t  of the  va lua t ion  a c t u a r y  where  the  

va lua t ion  a c t u a r y  can d e m o n s t r a t e  t h a t ,  because  of  a company ' s  ope ra t iona l  

scope,  i t  does not  requ i re  the  s a m e  degree  of t e s t ing  as is n e c e s s a r y  for  o ther  

companies .  

Sect ion  7: Al ternat ives  to the Concept  of  the  Valuation Actuary 

The Task Fo rce  cons ide red  w h e t h e r  the  b e n e f i t s  to the public and the  

indus t ry  t ha t  migh t  r e su l t  f rom r e d u c e d  insolvencies  would make the  

i n t r o d u c t i o n  of the  concep t  of  the  va lua t ion  a c t u a r y  p r e f e r a b l e  to o ther  

a l t e r n a t i v e s .  The Task F o r c e  is conv inced  t h a t  the s t a t u s  quo wi th  r ega rd  to 

r egu la t i on  of l i fe  i n su rance  company  inso lvenc ies  cannot  cont inue .  In the  

absence  of add i t iona l  p r e v e n t a t i v e  measures~ t h e r e  will be more  insolvencies  and 

g r e a t e r  a s se s smen t s  ar is ing f rom unsound m a r k e t i n g  p r a c t i c e s  in an indus t ry  t h a t  

is c h a r a c t e r i z e d  by ease  of en t ry .  An a l t e r n a t i v e  t h a t  would fo rce  unsound 

c o m p e t i t o r s  to pay a po r t i on  of the  cos t  of t he i r  ac t ions  would be a p re funded  

a s s e s s m e n t  sy s t em tha t  t akes  m o n e y  f rom all insurers  prior  to the occu r r ence  of 

inso lvencies .  Still ano the r  poss ib i l i ty  is a f e d e r a l  g u a r a n t e e  of insurer  so lvency  

A4-8 



along the  l ines of  f e d e r a l  g u a r a n t e e s  for  depos i t o r s  in banks  and th r i f t  

i n s t i t u t ions ,  which would  l ike ly  br ing  wi th  it  f e d e r a l  r egu la t ion .  To the  d e g r e e  

t ha t  the  c o n c e p t  of  the  va lua t i on  a c t u a r y  can  e f f e c t i v e l y  aid in r educ ing  the  

n u m b e r  or s ize  of  inso lvenc ies ,  i t  would  s e e m  p r e f e r a b l e  to  the  p r e c e d i n g  

a l t e r n a t i v e s .  

S e c t i o n  8: R e c o m m e n d a t i o n s  

A f t e r  examining  the  c o n c e p t  of  a va lua t i on  a c t u a r y  as a means  of helping 

to assure  the  so lvency  of  insurance  c o m p a n i e s ,  t he  Task F o r c e  r e c o m m e n d s  tha t :  

. 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  

va lua t ion  a c t u a r y ,  by  the  p r o f e s s i o n  and th 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  tha t  such s t r e n g t h e n i n g  does  not  in 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 re  out  of  

line wi th  p o t e n t i a l  b e n e f i t s ;  

Z. the  ACLI  suppor t  r e g u l a t o r y  r e q u i r e m e n t s  tha t  would  r equ i r e  l i fe  

insurance  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  

de s igna t e  s o m e o n e  to  appoint~ 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  the  c o m p a n y  or s o m e o n e  h i red  by  the  c o m p a n y  to p e r f o r m  the  

du t ies  of  va lua t i on  a c t u a r y ;  

. the  ACLI  suppor t  r e g u l a t o r y  r e q u i r e m e n t s  tha t  the  va lua t i on  a c t u a r y  

make  a publ ic  s t a t e m e n t  of  a c t u a r i a l  opinion as to the  a d e q u a c y  of  

the  r e s e r v e s  of a l i fe  insu rance  company ;  
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. t h e  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  tha t  the  va lua t i on  

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 ,  and 

. t he  ACLI no t  oppose  any r e a s o n a b l e  r e g u l a t o r y  r e q u i r e m e n t s  fo r  the 

v a l u a t i o n  a c t u a r y  to t e s t  a m i n i m u m  n u m b e r  of  spec i f i ed  poss ible  

f u t u r e  s c e n a r i o s  in deve lop ing  a s t a t e m e n t  of a c t u a r i a l  opinion on the  

a d e q u a c y  of  l i fe  i n su rance  c o m p a n y  r e s e r v e s .  

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  the  v a l u a t i o n  a c t u a r y  is 

ba s e d  on an u n d e r s t a n d i n g  t h a t  t he  c o n c e p t  would inc 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  invo lved  in the  ove r s igh t  

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

Z. T h e r e  should be a p p r o p r i a t e  e x c e p t i o n s  f r o m  t e s t i ng  r e q u i r e m e n t s  for  

p r o d u c t s  where  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  tha t  the  vo lume  

of  bus iness  or the  n a t u r e  of  the  r isk i n d i c a t e s  such  t e s t i ng  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  for  

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  used  in deve lop ing  an 

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

We b e l i e v e  t h a 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  as de f i ned  above  is 

one which 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 fe  insu rance  

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 .  It  might  
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also help to avoid redundant  s t a tu to ry  reserve  requi rements .  It should be 

unders tood tha t  the concept  of the valuation ac tua ry  is no panacea  for all of the  

conditions or c i rcumstances  tha t  contr ibute  to life insurance company 

insolvencies. Rather, for those items affecting solvency that can be evaluated 

by actuarial means, its purpose is to assign responsibility to qualified valuation 

actuaries who will exercise their best professional judgments to determine the 

adequacy of life insurance company reserves. We believe that the concept of the 

valuation actuary contained in our recommendation does this and can be 

supported throughout the industry. We recommend its adoption as ACLI policy 

and we respectfully request that our Task Force, having completed its 

assignment, be discharged. 

Arthur  C. Cragoe,  Franklin Life 

John A. Fibiger,  The New England 

John A. Helms, Life Insurance Company of Georgia 

Burton D. Jay, United of Omaha 

R. B. Leckie,  Manufac tu re res  Life 

Richard S. Miller, Tenneco Insurance 

William G. Poor tvl ie t ,  Metropol i tan  

R. Stephen Radcl i f fe ,  Amer ican  Uni ted 

Walter  Shur, New York Life 

Charles H. Stature, CIGNA 

Henry F. Scheig, Aid Associat ion for Lutherans,  Chairman 
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Attachment A 

CURRENT RESPONSIBILITIES OF ACTUARIES 

IN CONNECTION WITH STATEMENT OF ACTUARIAL OPINION 

IN STATUTORY ANNUAL STATEMENT 

(BASED ON ANNUAL STATEMENT INSTRUCTIONS, AND RECOMMENDATIONS 

AND INTERPRETATIONS OF AMERICAN ACADEMY OF ACTUARIES) 

. The  annual  s t a t e m e n t  mus t  c o n t a i n  the  s t a t e m e n t  of a qua l i f i ed  a c t u a r y  

s e t t i n g  f o r t h  his or he r  opinion r e l a t i n g  to  po l i cy  r e s e r v e s  arid o t h e r  

a c t u a r i a l  i t ems .  "Qua l i f i ed  a c t u a r y "  means  a m e m b e r  in good  s tanding  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 ,  or a pe r son  who has o t h e r w i s e  

d e m o n s t r a t e d  his or he r  a c t u a r i a l  c o m p e t e n c e  to the  s a t i s f a c t i o n  of  the  

i n s u r a n c e  r e g u l a t o r y  o f f i c i a l  of  the  d o m i c i l i a r y  s t a t e .  ( Ins t ruc t ions ,  (1)) 

Z. The  s t a t e m e n t  of a c t u a r i a l  opinion should cons is t  of a p a r a g r a p h  

i d e n t i f y i n g  the  a c t u a r y ;  a s cope  p a r a g r a p h  i d e n t i f y i n g  the  sub jec t s  on 

which  an opinion is to be e x p r e s s e d  and desc r ib ing  t he  scope  of the  

a c t u a r y ' s  work;  and an opinion p a r a g r a p h  expres s ing  his or he r  opinion wi th  

r e s p e c t  to  such sub jec t s .  One or m o r e  add i t i ona l  p a r a g r a p h s  may  be 

n e e d e d  in ind iv idua l  cases  if t he  a c t u a r y  cons ide r s  it n e c e s s a r y  to s t a t e  a 

q u a l i f i c a t i o n  of  his or he r  opinion or to  exp la in  some  a s p e c t  of the  annual 

s t a t e m e n t  which  is no t  a l r e a d y  s u f f i c i e n t l y  e x p l a i n e d  in the  annual  

s t a t e m e n t .  ( Ins t ruc t ions ,  (Z)) 
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. The opening paragraph should genera l ly  indica te  the ac tuary 's  relat ionship 

to the company.  (Instructions, (4)) 

. The scope paragraph should contain a sen tence  to the e f f e c t  that  the 

ac tua ry  has examined  the ac tuar ia l  assumptions and ac tuar ia l  methods used 

in determining policy reserves  and r e l a t ed  ac tuar ia l  i tems.  The paragraph 

should list those i tems and amounts  with respec t  to which the ac tua ry  is 

expressing an opinion. The list should include, but not be necessar i ly  

l imited to: 

(i) Aggrega te  reserve  for l ife policies and con t rac t s  (Exhibit 8). 

(ii) Aggregate  reserve  for acc ident  and hea l th  policies (Exhibit 9). 

(iii) Net de fe r r ed  and uncol lec ted  premiums.  

(iv) Policy and Cont rac t  Claims - Liabil i ty End of Curren t  Year. 

(Exhibit I I ,  Pa r t  1). (Instructions, (5)) 

The ac tua ry  need  not ex tend  his or her review to i tems other  than those 

specif ied in the Instruct ions,  excep t  possibly in ins tances  where such i tems 

are  computed  by means of a long- te rm discounting of fu tu re  payments  

which are dependent  upon the occu r r ence  of events  in the future.  

Examples of such i t ems  might include addit ional reserves  for optional 

modes of s e t t l e m e n t  at  ma tu r i ty ,  optional nonfor fe i tu re  benef i t s ,  

addit ional reserves  for excess mor ta l i ty  under group conversion policies, 

reserves  involving life cont ingencies  under separa te  account  cont rac ts ,  and 

reserves  for group pension deposit type cont rac ts .  (Recommenda t ion  7, (Z)) 
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The scope pa rag raph  should i nd i ca t e  if the  a c t u a r y  has examined  the 

under ly ing  records  or if he or she has not  examined  them but has re l ied  

upon l is t ings  and s u m m a r i e s  of pol ic ies  in fo rce  p repa red  by the  company.  

( Ins t ruc t ions ,  (6) and (7)) 

. The opinion p a r a g r a p h  should i nd i ca t e  t h a t ,  in the  ac tua ry ' s  opinion, the  

r e se rves  and o ther  a c t u a r i a l  i t ems:  

(i) are  c o m p u t e d  in a c c o r d a n c e  with c o m m o n l y  a c c e p t e d  ac tua r i a l  

s t anda rds  cons i s t en t ly  applied and are fa i r ly  s t a t e d  in acco rdance  

with  sound a c t u a r i a l  pr inciples ,  

(ii) are  based  on a c t u a r i a l  a s sumpt ions  which are in a c c o r d a n c e  with  or 

s t ronger  than  those  ca l led  for  in pol icy  provisions,  

(iii) m e e t  the r e q u i r e m e n t s  of the  insurance  laws of the s t a t e  of 

domic i le ,  

(iv) make  a 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  obl igat ions  

of  the  company  g u a r a n t e e d  under  the  t e r m s  of  its pol icies ,  

(v) a re  c o m p u t e d  on the  basis  of a s sumpt ions  cons i s t en t  with those 

used  in compu t ing  the  cor responding  i t e m s  in the  annual  s t a t e m e n t  

of the  p reced ing  yea r  end, 

(vi) include provis ion for  all a c t u a r i a l  r e se rves  and r e l a t e d  s t a t e m e n t  

i t e m s  which ought  to be es tab l i shed .  ( Ins t ruct ions ,  (8)) 

. " C o m m o n l y  a c c e p t e d  ac tua r i a l  s t anda rds"  and "sound ac tua r i a l  pr inciples"  

e m e r g e  f rom the  u t i l i z a t i o n  and a d a p t a t i o n  of concep t s  descr ibed  in 

a c t u a r i a l  l i t e r a t u r e .  The a c t u a r y ' s  j u d g m e n t  in developing the  s t andards  
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for the ac tuar ia l  computa t ion  must take into account  the speci f ic  

charac te r i s t i c s  of the policies with r e spec t  to which the ac tua ry  is 

expressing an opinion. (Recommenda t ion  7, (4)) 

. A signif icant  e l ement  in the examinat ion  of ac tuar ia l  assumptions and 

methods  is a considerat ion of the pol icy and con t r ac t  provisions a f f ec t ing  

the reserves  or o ther  ac tuar ia l  i t ems  which ought to be established.  

(Recommendation 7, (5)) 

. The ac tua ry  is expressing an opinion on the adequacy  in the aggrega te  of 

all the enumera t ed  reserves .  Possible def ic ienc ies  for individual 

components  of the to ta l  r ese rves  may be o f f se t  by margins in other  i tems.  

In most  c i rcumstances ,  the ac tua ry  may be able to form an opinion as to 

whether  the conserva t ive  intent  of the s t a t u t o r y  provision has been met  in 

the  se lec t ion  of  valuat ion assumptions.  Where there  is evidence that  the 

s t a t u t o r y  rese rves  might not make good and suf f ic ien t  provision for 

unmatured  obligations,  the ac tua ry  should make fur ther  t e s t s  (possibly by a 

gross premium valuation) be fo re  expressing an opinion. The resul ts  of a 

gross premium valuat ion are considered  s a t i s f ac to ry  for  this purpose if the  

current  rese rve  on the rese rve  basis being t e s t e d  provides an appropr ia te  

margin over  the excess  of  the then present  value of fu ture  bene f i t s  and 

an t ic ipa ted  expenses over the then present  value of fu ture  gua ran teed  

gross premiums using assumptions s e l ec t ed  as of the valuat ion da te  

re f l ec t ing  actual  and an t ic ipa ted  exper ience .  (Recommenda t ion  7, (7)) 
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. If t h e r e  has been  any change  in the  ac tua r i a l  a s sumpt ions  or methods  f rom 

those  previous ly  employed ,  t h a t  change  should be descr ibed.  The adopt ion  

for  new issues of an a c t u a r i a l  a s sumpt ion  or m e t h o d  which d i f f e r s  f rom a 

cor responding  one used  for  pr ior  issues is not  cons idered  a change  for  the  

purpose  of this r e q u i r e m e n t ;  n e i t h e r  is a change  resu l t ing  f rom the per iodic  

updat ing  of  e x p e r i e n c e  da t a ,  such as for  d e t e r m i n i n g  claim reserves .  

( Ins t ruct ions ,  (9), and R e c o m m e n d a t i o n  7, (8)) 

10. If the  a c t u a r y  is unable  to form an opinion, the  a c t u a r y  should re fuse  to 

issue a s t a t e m e n t  of a c t u a r i a l  opinion. If the  ac tua ry ' s  opinion is adverse  

or qual i f ied ,  the  a c t u a r y  should issue an adverse  or qua l i f i ed  ac tua r i a l  

opinion exp l ic i t ly  s t a t i n g  the  reason(s) for  such opinion. The language  

should i nd i ca t e  the  a c t u a r y ' s  e s t i m a t e  of the amoun t  of r e se rve  

i nadequacy .  When app rop r i a t e ,  the a c t u a r y  may  i den t i f y  spec i f i c  r ese rve  

i t e m s  which are  i nadequa t e .  If the  i n a d e q u a c y  exceeds  s t a t e m e n t  surplus, 

the  qua l i fy ing  pa rag raph  should so s t a t e .  ( Ins t ruct ions ,  (10), and 

I n t e r p r e t a t i o n  7-C,  (Z) and (3)) 

11. If the a c t u a r y  does not  express  an opinion as to the  a c c u r a c y  and 

c o m p l e t e n e s s  of  the  l is t ings and s u m m a r i e s  of  pol ic ies  in fo rce ,  t he re  

should be inc luded  the  s t a t e m e n t  of a c o m p a n y  o f f i c e r  or accoun t ing  f i rm 

who p r e p a r e d  the  under ly ing  d a t a  to the  e f f e c t  t h a t  the l is t ings and 

s u m m a r i e s  were  p r e p a r e d  under  the  o f f i ce r ' s  or f i rm's  d i r ec t i on  and are 

a c c u r a t e  and c o m p l e t e  to the  bes t  of the  o f f i ce r ' s  or f i rm's  knowledge  and 

be l ie f .  ( Ins t ruct ions ,  (11)) 
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The above  wording  is a p p r o p r i a t e  w h e r e  the  a c c o u n t i n g  f i rm main ta ins  the  

c o m p a n y  i n f o r c e  inven to ry .  H o w e v e r ,  the  a c t u a r y  should not  i n d i c a t e  

r e l i a n c e  on an a c c o u n t i n g  f i rm tha t  ac t s  so le ly  as an aud i to r  of the  i n f o r c e  

inventory~ s ince  it is t he  in t en t  of  t he  In s t ruc t i ons  t ha t  the  a c t u a r y  

i n d i c a t e  rel iance~ if a t  all, on the  pe r son  or f i rm d i r e c t l y  r e spons ib le  fo r  

ma in ta in ing  the  i n fo rce .  ( I n t e r p r e t a t i o n  7-A 9 (Z)) 

lZ. An a c t u a r y  s t a t i ng  an a c t u a r i a l  opinion in a S t a t u t o r y  Annual  S t a t e m e n t  is 

express ing  a pe r sona l  opinion for  which  the  a c t u a r y  t a k e s  full  

r e spons ib i l i ty ,  e x c e p t  to the  e x t e n t  to which  the  opinion i n d i c a t e s  r e l i ance  
s 

on o the r  opinions.  H o w e v e r ,  the  a c t u a r y  will o rd inar i ly  make  use of o the r  

pe r sonne l  to c a r r y  out  a s s ignmen t s  r e l a t i v e  to  the  m a t t e r s  which the  

opinion cove r s .  The a c t u a r y  should not  o rd inar i ly  i nd i ca t e ,  in the  opinion,  

r e l i a n c e  on such  o t h e r  persons .  ( I n t e r p r e t a t i o n  7-A,  (1))  

13. P rov i s ion  is m a d e  for  sp l i t t ing  the  s t a t e m e n t  of  opinion b e t w e e n  two  or 

more  a c t u a r i e s  in those  ca se s  w h e r e  the  f inanc ia l  r e p o r t i n g  r e spons ib i l i t y  is 

d iv ided  among  two  or m o r e  a c t u a r i e s .  ( I n t e r p r e t a t i o n  7-A,  (3))  

14. The a c t u a r i a l  opinion dea l s  wi th  p o l i c y  and c o n t r a c t  l i ab i l i t i e s  and o t h e r  

a c t u a r i a l  i t ems .  Al though  the  v a l u a t i o n  b a s e s  of i n v e s t e d  a s se t s ,  and the i r  

y ie ld ,  a re  m a t t e r s  to be  c o n s i d e r e d  in adop t ing  r e s e r v e  va lua t i on  

a s sumpt ions ,  the  s t a t e m e n t  r e q u i r e m e n t  does  not  cal l  upon the  a c t u a r y  to  

express  an opinion wi th  r e g a r d  to the  gene ra l  a s s e t s  of the  company .  The 

NAIC spel ls  out  the  va lua t ion  b a s e s  for  a s s e t s  in s o m e  cons i de r ab l e  de ta i l ,  

and it  is e x p e c t e d  tha t  t he  a c t u a r y  can  r e ly  on the  company ' s  va lua t i on  of 
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asse t s  in a c c o r d a n c e  with  those p rocedures ,  and the  resu l t ing  y ie ld  in 

d e t e r m i n i n g  va lua t ion  i n t e r e s t  assumpt ions .  ( I n t e rp r e t a t i on  7-B, (1)) 

15. In fo rming  an opinion as to whe the r  r e se rves  "make  a good and su f f i c i en t  

provis ion for all u n m a t u r e d  obl iga t ions  of the  company . . . , "  the  a c t u a r y  

should e v a l u a t e  the  ac tua r i a l  assumpt ions  used by compar i son  with  

plausible  se ts  of adverse  c i r c u m s t a n c e s  and in r e l a t ion  to the t ime  periods 

over which such c i r c u m s t a n c e s  can plaus ibly  be e x p e c t e d  to prevai l .  To 

hold r e se rves  so g r e a t  t ha t  a company  could w i t h s t a n d  any conce ivable  

c i r c u m s t a n c e s ,  no m a t t e r  how adverse ,  would imply  an excess ive  level  of 

pr ic ing  of the  insurance  p roduc t ,  and good a c t u a r i a l  p r a c t i c e  c}oes not 

encompass  such a deg ree  of  conse rva t i sm .  ( I n t e r p r e t a t i o n  7-B, (Z)) 
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A t t a c h m e n t  B 

ORGANIZATION OF THE ACTUARIAL PROFESSION 

TO IMPLEMENT THE VALUATION ACTUARY CONCEPT 

The Joint Commi t t ee  on the Role of the Valuation Ac tua ry  in the United 

Sta tes  was established by act ion of the boards of the Amer ican  Academy  of 

Actuar ies  and the Society of Actuar ies  in D e c e m b e r  1983. The Society is the 

professional body in the Uni ted States which is responsible for educat ion and 

training of life insurance and pension ac tuar ies  who are then designated as 

"fellows" or "associates" of the Society.  The Society also support~ resea rch  in 

the development  of p rac t i ces  for individual ac tuar ies  via commi t t ees ,  meetings~ 

seminars,  discussions and papers. The Academy  is the body which supports the 

pract ic ing ac tua ry  by set t ing s tandards of p rac t i ce  and discipline procedures .  

The Academy general ly  in te rac t s  with various regula tors  on subjects re la t ing to 

actuar ies .  

The Joint C o m m i t t e e  published its final repor t  in February  of 1985. This 

repor t  included recommenda t ions  on the role of the valuation ac tua ry  and on 

principles for valuation of l ife insurance companies.  The Joint  Commi t t ee ' s  role 

now is to coordinate  the various e f fo r t s  under way which re la tes  to 

implementa t ion  of the proposal. 

In response to a r ecommenda t ion  by the Joint  Commi t t e e ,  the Society 

established a C o m m i t t e e  on Life Insurance Valuation Principles.  This 

C o m m i t t e e  has developed a r e c o m m e n d e d  set  of principles to guide the valuation 
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a c t u a r y  in his or her  work.  These  will be exposed to the  Soc ie ty  membersh ip  for 

c o m m e n t .  On the  e d u c a t i o n a l  front~ the  Soc ie ty  has a s tand ing  C o m m i t t e e  on 

Educa t i on  and Examinat ion~ and a spec ia l  C o m m i t t e e  on Valua t ion  and R e l a t e d  

Areas  which oversees  severa l  task fo rces  responsible  for  r e s e a r c h  in basics  and 

p r a c t i c e s .  The educa t i ona l  l i t e r a t u r e  for  the va lua t ion  actuary~ which will 

inc lude  the  t h e o r y  and t echn iques  needed  to pe r fo rm  the  valuat ion% will be 

deve loped  by these  groups.  

The A c a d e m y  C o m m i t t e e  on Li fe  Insurance  F inanc ia l  Repor t i ng  has been 

rev iewing  the  s t anda rds  of p r a c t i c e  pe r t a in ing  to l i fe  insurance  company  

s t a t u t o r y  va lua t ions .  I ts  work is now being d i r e c t e d  toward  d e v e l o p m e n t  of 

s t anda rds  cons i s t en t  wi th  the  va lua t ion  a c t u a r y  concep t .  A new body~ now under  

the  auspices  of the A c a d e m y ,  but  s l a t ed  to b e c o m e  an independen t  s t andards -  

s e t t i n g  body,  is t he  In t e r im  Ac tua r i a l  S tandards  Board.  This board  will assume 

the  s t a n d a r d s - s e t t i n g  role  f o r m e r l y  hand led  by c o m m i t t e e s  such as the A c a d e m y  

C o m m i t t e e  on L i fe  Insurance  F inanc ia l  Repor t ing .  

The A c a d e m y  is the body which se t s  qua l i f i c a t i on  standards~ and i ts  

C o m m i t t e e  on Qua l i f i c a t i on  S tandards  has exposed  a se t  of  such s t anda rds  for  

the  va lua t ion  a c t u a r y .  Cons i s t en t  wi th  this,  the  Discipl ine C o m m i t t e e  of the  

A c a d e m y  is con t inua l ly  rev iewing  its needs  in l ight  of the  proposals .  

O t h e r  a c t u a r i a l  bodies  with a v e s t e d  i n t e r e s t  in the  proposals  a re  the  

C o n f e r e n c e  of  A c t u a r i e s  in Publ ic  P r a c t i c e  and the  C a s u a l t y  A c t u a r i a l  Socie ty .  

The C o n f e r e n c e  r e p r e s e n t s  consul t ing  actuar ies~ f rom whose ranks would come  
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many of the qual i f ied valuat ion actuar ies .  The Casua l ty  Actuar ia l  Soc ie ty  is to 

p r o p e r t y / c a s u a l t y  ac tuar ies  what  the Socie ty  is to l i fe /pension ac tuar ies .  The 

Confe rence  has a member  on the Joint  C o m m i t t e e  who will serve  as a d i rec t  

liaison. The Conference  also has fo rmed  a new Life Committee~ largely because  

l i fe  insurance consulting is an t i c ipa ted  to b e c o m e  more impor tan t  as a resul t  of 

the valuat ion ac tua ry  proposals.  The Casua l ty  Socie ty  appointed a special  task 

force  which r epo r t ed  to its Board that  the proposals  do have re l evance  to 

casua l ty  ac tuar ies .  A new task fo rce  was appointed  in November  1985 to 

r e c o m m e n d  a plan by which the Casua l ty  Socie ty  can establ ish the valuat ion 

ac tua ry  concept .  In addition~ they have a member  on the Joint  Commi t t ee .  

i 

Other  profess ional  ac t iv i t ies  have included numerous educat ional  and 

discussion sessions at regular  profess ional  meet ings  of  ac tuar ies .  Alsoj there  

have been  two special  seminars  on the valuat ion ac tua ry  and r e l a t ed  techniques.  

Plans are under way for another  seminar  in the near  future.  
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FINAL REPORT OF THE'JOINT COMMITTEE ON THE 

ROLE OF THE VALUATION ACTUARY IN THE UNITED STATES 

JOINT COMMITTEE ON THE ROLE OF 
THE VALUATION ACTUARY IN THE UNITED STATES 

AUGUST 15, 1984 
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Final Report of the Joint Committee on the Role of the 

Valuation Actuary in the United States 

Enclosed is the Final Report of the Joint Committee on the Role 

of the Valuation Actuary in the United States. This Report will 

be submitted to the Academy and Society Boards in October. 

Although the Report has not yet been accepted by the governing 

bodies, the members of the Joint Committee believe the Report 

should be made available to all concerned actuaries in order to 

encourage discussion of the concepts presented in the Report. 

Committees of the Academy and Society will deal with the specific 

recommendations in the Report. If you have any comments you would 

like these committees to consider, please send them to me at my 

Yearbook address and I will see they are routed to the appropriate 

committees. Also, if you have any questions concerning the Report 

I would be pleased to try to answer them. 

" 

r ~  "'-7 
C h a i r m a n  
J o i n t  C o m m i t t e e  on t h e  R o l e  
o f  t h e  V a l u a t i o n  A c t u a r y  
i n  t h e  U n i t e d  S t a t e s  

O C / a k  
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Final Report of the Joint Committee 

on the Role of the Valuation Actuary 

In the United States 

The Joint Committee on the Role of the Valuation Actuary in the 

United States was established by action of the Academy and 

Society boards in December 1983. The joint Committee's charge, 

detailed in Appendix A, was to make recommendations to the 

Academy and Society boards concerning: 

I) The appropriate role for the Valuation Actuary in the 

United States. 
I 

2) What is necessary to effect and support this role, 

including the relative responsibilities of the Academy 

and Society. 

The Joint Committee has addressed only the statutory valuations 

of life insurance companies. Such valuations must encompass life 

and health insurance, annuities and all other products sold by 

life insurance companies. We have not addressed valuations made 

for other purposes, such as general purpose financial reporting 

or acquisitions. 

Membership 

The Joint Committee consists of John Fibiger, Walt Rugland and 

Virgil Wagner, representing the Academy; and Don Cody, Burr Jay 

and Gary Corbett (Chairman), representing the Society. 
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Major Recommendations 

The Joint Committee has developed two major recommendations, the 

first describing the role of the Valuation Actuary; the second, 

the general principles underlying the valuation of life insurance 

companies for solvency/solidity purposes. 

I) The Valuation Actuary 

The Committee recommends that each state enact a statute 

requiring the directors of a life insurance company licensed 

in the state to appoint by resolution an actuary to be the 

Valuation Actuary of the company and to file a certified 

copy of that resolution and of every subsequent resolution 

relating to the appointment, dismissal or change of a 

Valuation Actuary with the appropriate state regulatory 

authority on a timely basis. 

Valuation ~ctuaries who are members of the American Academy 

of Actuaries would be subject to qualification standards 

established by the Academy, and accountability would be 

ensured through the Guides to Professional Conduct and 

accompanying disciplinary measures. The qualification 

standards would address the problem of assuring that the 

Valuation Actuary remain knowledgeable concerning current 

valuation principles and standards of practice. 
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The Academy will work with the state regulators to establish 

analogous standards and measures for valuation actuaries who 

are not Academy members. 

2) Principles Underlyin$ the Valuation of Life Insurance 

Companies for Solvency/Solidity Purposes 

The Committee believes that ultimately the Valuation Actuary 

should be responsible for the selection of assumptions and 

the establishment of reserves appropriate under ~he circum- 

stances. Guidelines for selecting the assumptions and making 

the calculations would be provided in the form of principles 

contained in actuarial literature and standards of practice 

promulgated by the actuarial profession. The availability 

of such principles and standards, along with the qualifica- 

tion standards for the Valuation Actuary and his/her 

relationship to management and regulators, as described in 

the first recommendation, would provide regulators with the 

confidence level needed. 

Until such time as comprehensive valuation principles and 

standards have been developed, we believe that legal 

solvency requirements must continue to be defined. The 

basis of these requirements is the statutory annual 

statement in which reserves are determined in accordance 

with the Standard Valuation Law, other statutes and 

regulations, and "statutory accounting principles. These 
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requirements are accepted as being necessary to provide the 

regulators and the courts with an identifiable basis for 

enforcing appropriate remedies in the case of a company 

failing to meet such requirements. 

In addition to the legal solvency requirement, a Statement 

of Actuarial Opinion would be-required from a qualified 

designated Valuation Actuary that: 

(I) the reserves established, together with the r$1ated 

anticipated policy and investment cash flows make a good 

and sufficient provision for all future obligations on a 

basis sufficient to cover future reasonable fluctuations 

from expected assumptions; and 

(2) that such reserves and additional internally designated 

surplus, together with the related anticipated policy 

and investment cash flows, make a good and sufficient 

provision for all future obligations on a basis 

sufficient to cover future plausible fluctuations from 

expected assumptions. 

Satisfying Part (I) of the Opinion may require reserves to 

be established which exceed the legal solvency standard. Any 

portion of surplus necessary to satisfy Part (2) of the 

Opinion must be recognized by management (i.e. internally 

designated). This amount, together with the basis of its 

determination, would be available for review by regulators, 
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but would not be required to be published in financial 

statements. Significant changes in operations or in valua- 

tion assumptions during the year must be assessed as to the 

materiality of their impact on designatea surplus. 

Documentation of the basis for the Opinion would be provided 

in the Valuation Actuary's report to management and to the 

Board of Directors. 

In time, when confidence in the protection afforded by the 

actuarial opinion becomes firmly established, the legal 

solvency standard should be eliminated. The Valuation 

Actuary would then be responsible for selecting assumptions 

for reserves and for additional surplus which he believed to 

be appropriate under the circumstances. These assumptions 

and the associated methods would be fully described in the 

Valuation Actuary's report which would be required to be 

submitted to regulators on a confidential basis. 
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Comments on the Recommendations 

I) The Valuation Actuary 

The relationship of the Valuation Actuary to management, owners 

and regulators received much discussion. Possible relationships 

ranged from the status quo, where the actuary responsible for 

valuation is part of the management structure, to a requirement 

for complete independence of the Valuation Actuary from the 

company and its owners. The recommended relationship, which is 

similar to that in Canada, should provide the regulators with 

sufficient assurance as to the knowledgeable objectivity of the 

Valuation Actuary. 

2) Underlying Valuation Principles 

We believe that valuation standards, appropriate for all products 

under all circumstances, can not be prescribed by statute or 

regulation. If this were once possible, with traditional 

products and more stable economic environments, it is certainly 

not possible today. Judgement by an actuary knowledgeable 

concerning the specific product, the situation of the company and 

possible economic environments is necessary in order to calculate 

reserves appropriate for any given purpose. Such calculations 

should be based on sound actuarial principles. We agree that, to 

date, the actuarial profession has neither identified nor 

promulgated such principles and thus we can not expect regulators 

to accept a new valuation system when one of its major building 
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blocks is not in place. But until we require actuaries to go 

beyond the statutory formulas in valuing life insurance compan- 

ies, it is unlikely that the necessary energies will be devoted 

to the task of developing valuation principles. 

To solve this "chicken and egg" problem, we are recommending the 

superimposing of the requirement for a Valuation Actuary's 

Statement of Actuarial Opinion on statutory solvency require- 

ments. This additional requirement will necessitate the 

development of valuation principles. It is our expectation that 

within a few years sufficient principles, and associated 

standards of practice, will be developed and promulgated that it 

will be generally agreed that reserves based on such principles 

and standards should replace outmoded and inflexible statutory 

requirements. 

However, with or without statutory valuation standards, a 

Statement of Actuarial Opinion by a Valuation Actuary, even 

assuming appropriate competence and independence, will not 

necessarily prevent a company from becoming insolvent as a result 

of current unsound business practices. Audits and reviews, both 

internal and external, will be necessary to assure the accuracy 

of asset and liability information. The Academy committee charged 

with establishing standards of practice for the Valuation Actuary 

must address the question of the appropriate scope of the 

Actuarial Opinion. For example, to what extent does it cover the 
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accuracy of in-force records or the quality of the investment 

portfolio? 

A more detailed description of the principles we propose should 

underly the valuation of life insurance companies for solvency/ 

solidity purposes can be found in Principles of Valuation 

Reserves, Assets Needed, Solvency and Solidity. This memo, 

reproduced in part as Appendix B, was written by Don Cody for the 

Joint Committee. 

The gffectin$ and Supporting of the Major. Recommendations 

'The second charge to the Joint Committee requested that we 

determine what must be done to effect and support the recommended 

role in the following areas: 

a) Law and regulations 

b) Research 

c) Education and training 

d) Principles/standards of practice 

In the third charge we were to address how the profession should 

organize to accomplish the tasks identified in the second charge. 

In this section of the report we have combined our response to 

these two charges. 
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a) Changes in laws and regulations 

We appreciate that our recommendations would call for 

extensive revision to the laws and regulations of all the 

states respecting the valuations of life insurance compan- 

ies. Such revisions can occur only with the support of the 

NAIC and of the life insurance industry. We would look to 

the Academy to propose the necessary changes to establish 

the position of Valuation Actuary and the requirement for a 

Statement of Actuarial Opinion. Close co-ordination with 

the NAIC technical groups and the appropriate industry 

committees Would be required. 

b) Research 

Research necessary to support the Valuation Actuary should 

be the responsibility of the Society. We recommend that such 

research be co-ordinated by the Committee on Life Insurance 

Company Valuation Principles. 

c) Education and Training 

The Society must address education and training needs for 

both students and practicing actuaries. The E and E 

Committees must provide appropriate education in the 

principles and standards governing the valuation of life 

insurance companies for all prospective FSAs who will be 

called upon to provide actuarial opinions on such valua- 

tions. 
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A greater need, at least for some years, will be to educate 

valuation actuaries, not exposed to the new valuation system 

in their formal education, in the principles and standards 

of the new system. The responsibility for such education 

should lie with the Society's Services to Members Policy 

Committee, working closely with the Committee on Life 

Insurance Company Valuation Principles and with the approp- 

riate Academy committees. 

dl Principles/Standards of Practice 

The Society is responsible for developing principles of 

actuarial science, as opposed to standards of actuarial 

practice. In the valuation area, this will be the respon- 

sibility of the Committee on Life Insurance Company 

Valuation Principles. The Joint Committee's recommenda- 

tions, when adopted by the Academy and Society boards, will 

form the framework for the work of this committee. The 

resulting principles should be applicable to both Canada and 

the U.S. but the standards necessary to implement the 

principles might well vary. 

The Academy is the U.S. organization responsible for 

codifying standards of actuarial practice through the 

promulgation of Recommendations and Interpretations. The 

Academy's Committee on Life Insurance Financial Reporting 
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Principles is the body currently responsible for codifica- 

tion in the area of life insurance company valuation. It, or 

its successor committees, will continue in this role within 

the proposed structure headed by the Actuarial Standards 

Board. 

Beyond the work and committee structures described above, we 

recommend the establishment of a steering committee to: 

(i) communicate and co-ordinate with other organizations, 

such as the ACLI, NALC and NAIC; and 
i 

(2) co-ordinate the work of the designated Academy and 

Society committees. 

Until such a steering committee is established, the present Joint 

Committee will function in this role. 

Other Activities of the Joint Committee 

In Appendix C, are listed all activities undertaken or initiated 

by the Joint Committee that are not described elsewhere in the 

report. 

We respectfully request approval of this report and that the 

Academy and Society take immediate steps to implement our 

recommendations. 

American Academy 

of Actuaries 

John Fibiger 

Walter S. Rugland 

Virgil Wagner 

ccljo 

Society of Actuaries 

Donald Cody 

Burton Jay 

Gary Corbett (Chairman) 
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APPENDIX A 

i. Determine the appropriate role for the valuation actuary in 
the United States, incl[~ing: 

a, 

b. 
c. 
d. 

Scope - e.g., assets as well as liabilitles 
Nature of statement to be signed by the valuation actuary 
Judgment v. statutes and regulations 
Qualifications required to be a valuation actuary 

. Determine what must be done to effect and support th/s role, 
incl,Y~i ng: 

ao 

b. 
c. 
d. 

Changes in laws and regulations 
Research 
Education and training 
Principles/standards of practice 

. Determine i~ow the above is to be acoomplished, including: 

a, 

b. 
c. 

Relations and coordination with other bodies (e.g., NAIC, 
ACLI, CAS, CIA, AICPA) 
Split of assignments between Academy and Society 
Committees/task forces required within each organization 
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APPk2qDI X B 

Principles of Valuation Rese.rves, Assets b~eded, Solvency and Solidity 

(Prepared for the AAA-SOA Joint Committee on Bole of Valuation Act1~a~y in the U.S.) 

We have discussed the potential scope of responsibility of the valuation 
actuary in the broadest context (a) for the Opinion as to the good sufficiency 
of statutory reserves to assure solvency and (b) for a possible Report to 
M~nagement as to (i) the availability of assets needed (surplus needed) for 
capacity utilized by in-force and (ii) for vitality surplus for change and 
growth, to assure solidity. %~ile there is much traditional literature 
and much additional modern literature produced recently by the SOA Committee 
on Valuation, its four Task Forces and AAA Committees, no concise recitation 
of principles exists. 

~his presentation applies primarily to statutory financials, but relationships 
to GAAP financials and to pricing are touched on. %~uile traditional concepts 
of reserves and surplus are not essemtially inconsistent with ~odern concepts 
as presented here, it is desirable to put them aslde because they have been 
so oversimplified in practice that they can produce incorrect determinations 
in some situations, e.g. interest sensitive products. 

Background material is abstracted in my January 20, 1984 "Literature Available 
for Continuing Education of a Valuation Actuary", produced for this Joint 
Committee. This presentation represents my own perceptions of the research 
findings of the SOA Con~nittee on Valuation and Related Problems and its four 
Task Foroes. 

i. Principles of Valuation Reserves and Contingent/ Surplus 

In a statutory or CAAP balance sheet, aggregate assets held are apportioned 
among valuation reserves (and other liabilities), contingency surplus needed 
for capacity utilized by in-force, and vitality surplus for grc~vth and 
change. The modern approach defines valuation reserves as assets needed 
to assure good and sufficient provision for contract obligations at a specified 
level of probability of ruin e.g., 5%. Assets needed to assure good and 
sufficient provision for contract obligations at a much icier level of 
probability of ruin e.g., 1%,0.1%, 0.01%, are the sum of the valuation resex-v~s 
and the contingency surplus needed for capacity utilized by in-force. The 
research of the SOA Committee on Valuation and Related Problems and its four 
Task Forces has identified the risks and illustrated procedures for making 
determinations within this conceptual framework. For reasons of practicability, 
the procedures involve translating levels of probability into universes of 
scenarios and basing reserves and oontingency surplus needed on a "worst" 
scenario in the universe. 

Levels of probability of ruin illustrated above need further research. The 
level of probability of ruin chosen for reserves is very important to the 
balance sheet. For instance, a higher level, like 10%, would make nominal 
insolvency mud] less likely but would put a greater burden on surplus adequacy 
and Early Warning tests to assure solidity. 
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i.i Valuation Neserves 

Considerlng the relatively high level of probability of ruin (5% or ?%), 
the extent of varlation in actuarlal parameters from expected to be 
contemplated in valuation reserves can be characterized as follows: 

C-3 Risk (Interest Rate Environment) is paramount in interest sensltlve 
products and other high reserve products with voluntary book value wlthdrawal 
prlvlleges. It can be especially b/gh where asset cash flow and liability 
cash flow are serlously mismatched. 

• C-2 Risk (Claims, Expenses) can be large in disabillty and medlcal coverages, 
but smaller "normal" varlations will occur In contracts involving mortality, 
provlded appropriate relnsurance is used. 

C-i Risk (Defaults and C~:,~on Stocks). Barring concentrated or speculative 
investments, reasonable capital losses can be anti clpa ted as a charge against 
investment income. 

1.2 Contingency Surplus Needed for Capacity Utilized hS' In-force. 

qhese constitute additional amounts of assets held to assure good and sufflcient 
provlsion for contract obligations at a much lower level of probabillty of ruin 
(1%, 0.1%, 0.01%, 0.001%) depending on the choice of management as recommended 
by the valuation actuary and acceptable to regulators. The adchtlonal rlsks 
contemplated here are of a catastrophic nature, not llkely to occur withln 
expected llfet/m~ of a particular class of contracts: 

. C-i Risk: The Great Depression (deflationary); a very serlous high variable 
interest rate environment with inflatlon, follc~ed by an extended stagflation; 
a serlous earthquake. 

. C-2 Risk: Disability claims correlated with C-I Risk; epld~,tic; large 
variation in total death clalms in a small ccrnpany; a quantt~n jump in medical 
care claims; very poor underwriting of mechcal care or disability coverage in 
assoclation or sponsored group; expenses in C-I Risk inflation. 

• C-3 Risk: Very large and sustained upside or downslde interest movement; 
C-I or C-2 Risk reallzed in a dangerous C-3 Risk environment. 

It is important to note that assets needed to cover this contingency surplus 
for capacity utilized are not available to provide vitallty surplus for grc~h 
and change esse~tial to a viable healthy company. This causes a constralnt on 
the level of probability chosen (ability to grow and change versus assurance 
of protection against adversity.) 

i. 3 Belease from Risk 

Statutory valuation reserves (and GAAP valuation reserves) are release from 
rlsk mechanisms in that they control the release of margins and the emergence 
of proflt. The greater the loadings In actuarial factors, the slower is t]us 
release. If contingency surplus for capacity utilized is added to the reserves, 
the slower is the release of margins from the total of reserves and surplus. 
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I. 4 Solvent 7 

Nominal insolvency occurs wnen the stun of statutory reserves, other liabilities, 
and minimtml statutory capital exceeds statutory book value assets. Rehabili- 
tation status (actual insolvency) can occur only under oourt order petitioned 
by the State Insurance Depalh,ent. Inuolved in the consideration by the 
court would be a careful scrutiny of all asset and liability items. Also, 
rehabilitation action would be preceded by negotiation with other companies 
as to possible purchase or merger. 

It is seen, therefore, that statutory reserves es~ahlished by the valuation 
act, mry as good and sufficient provision for contract obligations are only 
an early ingredient of the rehabilitation process, l~vertheless, since the 
valuation actuary may find ~]at he must establish reserves higher in aggregate 
than SVL minimum reserves, statutes and regulations must be amended to give 
him the responsibility and authority to es~ahlish such higher relervRs. 

i. 5 Solidity 

ThiS implies contingency surplus needed for capacity utilized for in-force 
at a designated low probability level of ruin is available. More strongly, 
it implies the availability of additional vitality" surplus for gr~4th and 
change. Solidity is a perogative of management, beccmzing of interest to 
regulators when early warning flags are flying. Thus, solidity is a matter 
to be aadressed in the Valuation Actuary's Report to Management and in 
Insurance Departments' triennial examinations. Decreasing solidity always 
precedes nominal insolvency except w~re unforeseen catastrophes occur. 
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APPENDIX C 

4 

6 

We prepared an article, which appeared in The Actuary, 
describing the charge and work of the Joint Committee. 

We have distributed, under the auspices of the Society's 
Services to Members Policy Committee, Literature Available 
for Continuing Education of the Valuation Actuary. 
This is a seven-page memo, written by Don Cody, which 
summarizes the literature developed by the Society's 
Committee on Valuation and Related Problems and materials 
available from other sources. 

We have arranged with the Financial Reporting Section 
of the Society to sponsor a One Day Open Forum for Valuation 
Actuaries in Chicago on October 3. 

We recommended to the Society's Program Committee and 
to the Financial Reporting Section that the Section 
be responsible for the entire program at the May 1985 
Society meeting in St. Louis. One track of this program 
will be devoted to valuation. 

We recommended to the Society's Executiv~ Committee 
the establishment of a Task Force on Actuarial Principles. 
This recommendation was accepted. The basic charge 

to this Task Force is to recommend the Society's role 
in determining actuarial principles and how this role 
is to be performed. 

We recommended to the Society's Board of Covernors the 
appointment of a Committee on Life Insurance Company 
Valuation Principles. This recommendation was accepted. 

We have reviewed the activities underway within the 
Academy relating to standards of practice, qualification 
standards, and relations with accountants. We have 
determined that these activities are consistent with 
our recommendations. 
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 Appendix 4, Section 4.3 

PRELIMINARY REPORT 

TO NAIC LIFE & HEALTE ACTUARIAL TASK FORCE 

FROM SURPLUS & SOLVENCY SUBCOMMITTEE 

OF NAIC STANDING TECHNICAL ADVISORY COMMITTEE 

OCTOBER 9 AND 10, 1986 

At the Boston NAIC meeting, the following project was authorized: 

Revision of the  Standard Valuation Law 

Commence s t u d y  toward r e c o n s t l t u t i o n  o f  t he  s t a n d a r d  v a l u a t i o n  law, 

i n c l u d i n g ,  among o t h e r  t h i n g s ,  (a) i n c o r p o r a t i n g  the  concept  of  the  Val -  

u a t l o n  A c t u a r y ,  (b) c o n s i d e r i n g  s o l v e n c y  d e t e r m i n a t i o n ,  and (c)  c o o r -  

d l n a t i n g  l l f e ,  h e a l t h ,  a n n u i t y ,  c r e d i t  and m l s c e l l a n e o u s  l l n e s  of  b u s l -  

ues s .  

Conceptua l  and d r a f t i n g  suppor t  i s  to  be p r o v i d e d  by the  S t and ing  

T e c h n l c a l  A d v i s o r y  Committee and such groups  from which i t  r e q u e s t s  

a s s i s t a n c e .  

This  p r e l i m i n a r y  r e p o r t  in forms  the  Task Force  of  the  approach deemed 

n e c e s s a r y  by the  S u r p l u s  & Solvency Subcommit tee .  With Task Force c o n c u r -  

r e n c e ,  we w i l l  commence a c t i v i t y  a c c o r d i n g l y .  

Major Thrus t  of  a R e c o n s t i t u t e d  V a l u a t i o n  Law 

As stated in the charge, a reconstituted valuation law must focus on the 

current state of the industry and anticipated future developments. The 

p r o j e c t  d e f i n i t i o n  a n t i c i p a t e s  t h i s  by i n c o r p o r a t i n g  a r o l e  fo r  the  V a l u a t i o n  

Ac tua ry ,  m a i n t a i n i n g  a b a s i s  f o r  s o l v e n c y  d e t e r m i n a t i o n ,  and r e q u i r i n g  

c o n s i s t e n c y  among a l l  l i n e s  of b u s i n e s s  w i t h i n  l i f e  and h e a l t h  i n s u r a n c e  

companies.  
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We believe that the basic intent of valuation is to assure asset adequacy. 

Another important purpose of valuation is to assist in determining whether the 

company is currently meeting minimum solvency requirements. The concepts of 

solvency and adequacy are closely related, but they are not the same. 

Solvency calls for a legally determined test to be passed. Adequacy is more 

comprehensive and requires appropriate provision for the defined company 

functions being analyzed. 

Concept 

We believe that the NAIC should ultimately have as its objective for valuation 

a focus on overall asset adequacy as reflected in current and projected 

balance sheet solidity. Do current and projected assets support the company's 

current and projected liabilities? 

Our discussions indicate that the actuarial profession does not have the nec- 

essary techniques refined to the state where this objective can be attained 

fully in the near term. Additionally, the industry has too many operational 

issues relating to the current valuation law which need to be separately 

addressed before such significant change might be made in the structure of the 

law. 

However, It is important to keep this ultimate objective in mind and to move 

toward it with an interim step which addresses current needs and utilizes 

available techniques. 

We believe the life insurance industry, regulators, and actuarial profession, 

are currently prepared to work with a reconstituted valuation law which puts 

significant credence in a qualified actuary's opinion on the sufficiency of 

reported -reserves relative to the assets supporting them to provide for in 

force benefit provisions. This opinion would be based on cash flow analysis 

or other emerging technologies. Consistent with this level of reconstituted 

valuation methodology, there must be a companion focus on improving the 

opportunity for efficient use of capital within life insurance companies. 
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The r e m a i n d e r  o f  our  r e p o r t  w i l l  d e t a l l  our  c u r r e n t  t h o u g h t s  w i t h  r e g a r d  t o  

t h e  i s s u e s  w h i c h  must  be a d d r e s s e d  i n  t h e  c o n t e x t  o f  b o t h  t h e  I o n s  term and 

n e a r  t e r m  o b j e c t i v e s  f o r  r e c o n s t l t u t l o n  o f  t h e  s t s n d a r d  v a l u a t l o n  law.  

Long Term 

We have  a I o n s  te rm v i ew o f  t he  r e c o n s t i t u t e d  v a l u a t i o n  law which  emphas i ze s  

c u r r e n t  and p r o j e c t e d  b a l a n c e  s h e e t  s o l i d i t y .  The a c t u a r i a l  f o c u s  on t h i s ,  i n  

t h e  l o n g  t e r m ,  must  be an o p i n i o n  on the  a d e q u a c y  o f  a l l  a s s e t s .  

To s e t  t h e  s t a g e  f o r  a p r o p o s a l  i n c o r p o r a t i n g  t h i s  t h r u s t ,  f o u r  m a j o r  e f f o r t s  

o f  r e s e a r c h  and  d e v e l o p m e n t  a r e  r e q u i r e d :  

. The a c t u a r y  must  be p r e p a r e d  to  g i v e  an o p i n i o n  on a s s e t  a d e q u a c y .  

To do t h i s ,  an a c c o u n t i n g  method muse be d e v e l o p e d  which  can s u p p o r t  

t h e  f i n a n c i a l  i n f o r m a t i o n  n e c e s s a r y  t o  p r o v i d e  f o r  such  o p i n i o n s ,  

and t h e  a c t u a r i a l  t e c h n i q u e s  n e c e s s a r y  t o  s u p p o r t  t he  o p i n i o n  must  

be r e f i n e d .  

. E a r n i n g s  as  r e p o r t e d  w i t h i n  t h e  l i f e  i n s u r a n c e  b u s i n e s s  must be 

r e s t r u c t u r e d  so  as  n o t  t o  be a f u n c t i o n  o f  t he  b a l a n c e  s h e e t  u s e d  by 

t h e  a c t u a r y  i n  p r o v i d i n g  an o p i n i o n  on a s s e t  a d e q u a c y .  Resea rch  i s  

r e q u i r e d  t o  u n d e r s t a n d  t h i s  i s s u e  and s u g g e s t  a c c o u n t i n g  d e s i g n s  

w h i c h  can be made t o  f o c u s  on a p p r o p r i a t e  e a r n i n g s  s t a t e m e n t s .  

. An a p p r o p r i a t e  method  must  be e s t a b l i s h e d  f o r  d e t e r m i n i n g  l e g a l  

s o l v e n c y .  One a s p e c t  o f  i t  must  be a c l e a r  d e f i n i t i o n  o f  I t s  

r e f e r e n c e  t o  t h e  a c t u a r i a l  o p i n i o n .  Th i s  r e q u i r e s  a d e f i n i t i v e  

b a s i s  f o r  s o l v e n c y ,  and a s o l v e n c y  t e s t  e n t i r e l y  s e p a r a t e  f rom an 

o p i n i o n  on a s s e t  a d e q u a c y  - -  t he  a d e q u a c y  o p i n i o n  t e s t  f o c u s e s  on an 

e x t e n d e d  g o l n g - b u s l n e s s  a s s u m p t i o n ;  t he  s o l v e n c y  t e s t  ha s  a b a s i s  i n  

a c t u a l  c u r r e n t  a c c o u n t s  as  l e g a l l y  d e f i n e d .  
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. Tax reserves must be established by tax rules which are not directly 

related to accounting methodology dependent on either the solvency 

test or the asset adequacy opinion, but still reflect available 

funds and earnings expectations. 

This long term view is not attainable in one step. Significant scientific 

basis for it is lacking, and companies have current operational discomfort 

with many of the concepts. On the other hand, we believe it best expresses 

the NAIC objective for valuation. 

At the March 1987 meeting we will report further on research and development 

plans. 

Near Term 

We have a near term view which focuses on current available techniques, and 

reflects activities actuaries and the industry seem ready to undertake. It 

calls for two significant interrelated components: 

I. An actuarial opinion that focuses on the adequacy of the assets 

supporting reported reserves to provide for in force benefit 

provisions. This opinion will be based on cash flow analysis or 

other emerging technologies, as appropriate. 

. A solvency test that is dynamic, providing increased capital 

efficiency to those companies with effective risk management 

processes. The demonstration of the effectiveness of the risk 

management procedures will be accomplished using the methodologies 

of the actuary's opinion on reserve adequacy. 

We believe this is a development we can undertake now! Actuaries are 

developing the principles and procedures to provide these opinions, and 

reasonable results can be expected in the near term. It is a required step on 

the way to the long term objective, and addresses a current, critical emphasis 

that must be made on efficiency of capital for life insurers. 
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Act ion  

Our o b j e c t i v e  i s  to  p r o v i d e  a d e t a i l e d  d i s c u s s i o n  pape r  o f  t h i s  concep t  in a 

y e a r ,  and a p roposed  d r a f t  model in  18 months.  We have i n i t i a t e d  d i s c u s s i o n s  

w i t h  potential working g r o u p s .  

We p l an  to pur sue  t h i s  approach  u n l e s s  t h e r e  i s  Task Force  o b j e c t i o n .  Work 

groups  w i l l  be  s e t  up in  r e s p o n s e  t o  NAIC r e q u e s t s  th rough  u s .  They w i l l  be 

under  s p o n s o r s h i p  of  p r o f e s s l o n a l  and i n d u s t r y  g roups  and be a s s i g n e d  s p e c i f i c  

t a s k s .  Q u a r t e r l y  r e p o r t s  w i l l  be p r o v i d e d  to  the  Task Fo rce .  

S u r p l u s  & So lvency  Subcommit tee  of  the  

NAIC S tand ing  T e c h n i c a l  Adv i so ry  Committee 

t o  the  L i f e  & H e a l t h  A c t u a r l a l  Task Force  

9126186 
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Appendix 4. Section 4.4 
DRAFT RECOMMENDATION 7 

(American Academy of Actuaries paper) 

INTRODUCTION 

The final report of the Joint Committee on the Role of the Valuation Actuary 
in the United States was adopted by the governing boards of both the American 
Academy of Actuaries and the Society of Actuaries in 1984. In adopting the 
report, both bodies agreed to work toward implementation of the report 
recommendations. In July, 1985, the Committee on Life Insurance Financial 
Reporting Principles released a Discussion Draft to Academy members containing 
standards of practice for valuation actuaries. This included a revised 
opinion, Recommendation 7 and Interpretations. The Committee has reviewed the 
approximately 35 responses received, and this current draft reflects our 
consideration of these responses. In particular, the current draft has been 
expanded to include consideration of C-1, C-2 and C-3 risks. 

In March, 1986, the NAIC adopted Guideline XIV proposed by the Standing 
Technical Advisory Committee regardlng the actuarla] opinion for l l fe  and 
health insurers. This Guideline wi l l  be included in the NAIC Examiner's 
Handbook for use with December 31, lg86 statutory statements. The Guideline 
permlts the regulator to request the actuary to furnish an Actuarial Report 
and a cash flow adequacy analysis under various future interest rate 
scenarios. The Actuary has published an advisory note on this topic which the 
actuary may wish to refer to. 

Our work to date is a response to the requests made of the Academy, and is in 
anticipation that such opinions will become increasingly prevalent in the 
future. For some time It is llkely that any Statement of Opinion about cash 
flow adequacy will be in addition to the current required actuarial opinion. 
Eventually the cash flow certification could supplant the current one. When 
the July 1985 Discussion Draft was released, it was thought an expanded 
actuarlal opinion would be universally required as early as 1987. Based on 
the Co~mn|ttee's understandlng of the current timetable, a full-scale 
implementation of such an expanded opinion would not take place before Ig89. 

The Committee is working wi th the Academy's legal counsel to review the legal 
Imp l ica t ions  of the broader actuar ia l  statement of oplnton. Thts is c lear ly  
an area of great concern to a number of respondents, and needs to be more 
thoroughly discussed. 

The Academy would l t ke  continued discussion and research so that  a f tnal  
revised Recommendation and In te rpre ta t ions  can be prepared before the time 
such opinions are requi red.  We would l i ke  to r e f l ec t  the th ink ing of as broad 
a base as possible within the profession and wish to provide ample opportunity 
for discussion. 

As a resu l t  of work by the Society of Actuaries Committee on Valuation and 
Related Problems and others,  four general areas of r i sk  faced by an Insurance 
company were t den t t f l ed .  They are, In b r i e f :  
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C-1 

C-2 

C-3 

C-4 

The risk of loss due to asset default or impairment of value. 

The risk of loss due to inadequate product pricing. 

The risk of loss due to interest rate fluctuations. 

General business risk not encompassed by C-I, C-2 or C-3. 

Explicit recognition of the above risks Is an emerging area of practice for 
today's actuary. As of this writing, there are many unanswered questions and 
much of the relevant actuarial theory and principles are s t i l l  in 
developmental stages. We anticipate that further Academy input, as well as 
Society of Actuaries' research, wi l l  provide the required input prior to final 
adoption. Based on responses received and other continuing research In the 
area, the Committee will reevaluate i ts position and timetable. 

C-1 RISK 

The C-I risk is the loss due to default or impairment of value of an invested 
asset. Some examples are: 

Corporate bond defaults 
Mortgage defaults 
Decline in the market value of stocks 
Destruction of fac i l i t ies supporting a revenue bond 

The overall extent of C-I risk is related to the quality and diversity of 
invested assets. 

In evaluating the extent of C-I risk, the actuary may need to rely on the 
expertise of investment officers. The actuary may also be guided by 
historical default experience for investments of comparable quality. The 
actuary should also consider the portfol lo's diversity across companies, 
industries and geographic locations. I t  may be possible to reflect C-I risk 
by assuming an overall reduction In net investment yields, but the actuary 
should be aware this is a simplifying assumption, and should be satisfied i t  
does not materially distort the analysis of cash flow. Computer simulation of 
various default scenarios across the insurance company's investment portfolio 
may provide useful insight Into the cash flow implications of C-I risk, and 
whether i t  can be appropriately reflected by a reduction in net investment 
yields. 

C-2 RISK 

The C-2 r isk is the risk of inadequate pr ic ing of an insurance product. This 
Includes the risk of adverse experience with any of the non-investment factors 
underlylng the gross premium (e.g. mortality, morbidity, lapse rates, expense 
levels, etc.). Evaluation of C-2 rlsk is a traditional area of actuarial 
expertise, but it will be necessary to incorporate it within the overall 
framework of a combination of risks. Specifically, the actuary should 

.,- • 
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consider the effects of adverse experience on future insurance cash flows 
under various assumptions. In this way the actuary can determine a range of 
insurance cash flows under reasonable and plausible deviations from expected 
experience. These cash flows can then be incorporated in any models using 
future interest rate scenarios in conjunction with C-1 and C-3 risk 
evaluation. Alternatively, a more elaborate model could provide for 
variations in insurance cash flows as an additional scenario parameter. The 
la t te r  approach might be appropriate for products of a highly investment 
nature, where surrenders or policy loan activity could be assumed to vary with 
prevailing interest rates and company interest crediting practices. 

C-3 RISK 

The C-3 risk is the risk of loss associated with future variations in 
prevailing interest rates. Fluctuations in interest rates and changes in 
yield curve patterns affect the timing and amount of future cash flows for 
both investment and insurance contracts. They affect the market value of 
assets, the abi l i ty  to re-invest at profitable yields, the exercise of bond 
call provisions, prepayments of mortgages, and policy loan and surrender 
act iv i ty .  Of the four risks identified above, C-3 risk has received the most 
attention, and a considerable body of research in the area of asset/ l iabi l i ty 
matching is available. 

One way to measure C-3 risk is by projecting future insurance and investment 
cash flows under various future yield curve scenarios. The proposed Revised 
Recommendation 7 and current Interpretation 11-A discuss this procedure in 
considerable detail. 

C-4 RISK 

The C-4 risk represents all residual business risks not covered by C-I, C-2 
and C-3. This includes future unforeseen governmental actions, mismanagement 
of the company, fraud, or any number of other v i r tual ly  unpredictable events 
which could materially impair the company's ab i l i ty  to continue as a "going 
concern'. Clearly i t  is a d i f f i cu l t  task to place an objective value on the 
magnitude of C-4 risk a company faces. Some recognition could be given to 
thls risk by running a corporate model under reasonabIe and plausible adverse 
future circumstances (e.g. possible changes in federal income taxation, etc.) 
to estimate the company's exposure to various future possibil i t ies. The 
co~mittee feels that l i t t l e  can be quantified at this time, however. 

A. CO~INATION OF RISKS 

In the final analysis, all of the above risks must be recognized in an 
overall evaluation of an insurance company's financial position. The 
essence of thls analysis is a corporate cash flow model whereby one 
projects future insurance and investment cash flows arising from 
existing policies and assets under various scenarios of future Interest 
rate yield curves and other experience factors. A proposal before the 
NAIC would make the required reserve the greater of the statutory 
minimum reserve and the amount of invested assets needed to mature all 
existing inforce contracts under all reasonable deviations from expected 
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experience. The additional amount of invested assets ( i f  any) in excess 
of the reserve needed to mature all existing contracts under the worst 

~ lausible deviations from expected experience is the internally 
esignated surplus amount. 

One approach to this analysis is a fa i r ly  complex corporate cash flow 
model which permits internally consistent cash flow analysis under a 
broad range of values for all relevant experience factors. Such a model 
would incorporate a good deal of scenario testing and resulting 
sensitivity analysis. 

An alternative would be a more restricted model designed to permit 
scenario testing of future yield curves, but incorporating independently 
determined "worst case" cash flows from other experience factors. This 
would reduce the model's complexity, but requires assurances that "worst 
case" possibilities have indeed been accounted for, and the 
responsiveness of insurance cash flows to prevailing interest rates (or 
more generally, the correlation of risks) has been properly recognized. 

Combination of rtsks is an area where considerable research ts stt11 
taking place and more d e f i n i t i v e  actuarial  methodology w t l l  emerge. I t  
is also anticipated that more detailed guidance wlll become available in 
the selection of various cash flow parameters. As always, 
simplifications and approximate methods can be adopted, provided the 
actuary is satisfied they do not materially distort the analysis. 
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REVISED STATEMENT OF ACTUARIAL OPINION 

I d e n t i f i c a t i o n  of Actuar 7 

I ,  (name) (af f i l lat lon) am associated with the f l rmof 
Consulting Actuaries, and am a member of the American Academy of Actuaries and 
meet Its qualifications to act as Valuation Actuary. I am the Consulting 
Actuary for Life Insurance Company and have been involved 
In the determ|nation and/or examination of policy reserves and certain other 
actuarial items included in the Annual Statement of the Company for year 
ending December 31, 19 . 

or: 

I,(name) , am (t l t leJ of the Llfe 
Insurance Company and am a member of the'Amerlcan Academy of Actuaries and 
meet its quallflcatlons to act as Valuation Actuary. I have been Inolved In 
the determination and/or examination of policy reserves and certain other 
actuarial items included In the Annual Statement of the Company for year 
ending December 31, 19 . 

Scope 

I have examined the actuarial assumptions and actuarial methods used in 
determining policy reserves and related actuarial items 11sted In the schedule 
attached hereto, as shown in the Annual Statement of the Company, as prepared 
for  f t l l n g  wtth state regulatory o f f i c i a l s ,  as of December 31, 19._. 

I have considered the provisions of the Company's tnforce pol lc tes and the 
related administrative expenses. I have considered any reinsurance agreements 
pertaining to the policies, the characteristics of the Company's assets, and 
the investment po1|cy adopted by the Company as they might affect future 
insurance and investment cash flows under the policies and invested assets. 
MY examlnatlon Included such tests and calculatlons as I considered necessary 
to form the opinion stated below. 

The cash flow tests were conducted on a going-concern basts under In ternal ly  
consistent sets of assumptions wtth reasonable margins for adverse deviations 
for certaln paths of future Interest rates. Partlcular attention was glven to 
those provlslons and characterlstlcs that mlght cause future Insurance and 
Investment cash flows to vary with changes In the level of prevalilng interest 
rates. 

In other respects, my examination included such review of the actuarial  
assumptions and methods, as well as such tests of the actuarial  calculat ions 
as I considered necessary under the circumstances. 
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Reltance 

In making my examination, I have relied upon l ls t ings and summaries of 
pol icies In force and other associated data prepared by (name) 
( t i t l e )  . In addition, I have rel ied upon, ~ i t l e )  
for stockholder dividend assumptions (or other items). I relied on the stated 
investment policy of the Company and on projected investment cash flows and 
dist r ibut ion and quality of assets as provided by ,(name) 
( t i t l e )  , , of the company. 

Optnlon 

In my opinion as of December 31, 19 : 

I .  The policy reserves and other l i a b i l i t i e s  l is ted in the schedule attached 
hereto: 

I .  Are computed In accordance with commonly accepted actuar,lal 
standards consistently applied and are f a i r l y  stated, In accordance 
wlth sound actuarial principles. 

I f .  Are based on actuarial assumptions which produce reserve at least as 
great as those called for in any policy or contract provision as to 
reserve basis and method and are in accordance with all other policy 
or contract provisions. 

I l l .  Meet the requirements of the insurance laws of the State of 
(domicile). 

IV. Are computed on the basis of assumptions consistent wtth those used 
tn computing the corresponding items In the Annual Statement of the 

Li fe Insurance Company for the year ending. 
December 31, 19__. 

V. Include provlslon for al l  actuarial reserves and related actuarlal 
llabllltles whlch ought to be establlshed, 

. The anticipated investment cash flows arising from an a11ocatlon of assets 
equal to reserves and other 11ab111tles, plus antlclpated conslderatlons 
to be recelved from the In-force pollcles make approprlate provlslon, 
according to presently accepted actuarial standards of practlce, for the 
anticipated cash flows required by contractual obllgatlons and the related 
expenses of the Company. 

L imi ta t ion of thts Opinion 

This opinion is completed annually as required by statute. The impact of 
unanticipated events subsequent to the date of th is  opinion is beyond the 

A4-50 



Revised Statement 
Page 3 

scope of this opinion, The cash flow portion of this opinion should be viewed 
recognizing that the company's future experience wi l l  not exactly follow all 
the assumptions used in the cash flow projections. 

Signature Block 
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IWVESTHENT DATA 

I .  The Actuarial Opinion places reliance on the stated investment policy of 
the Company as provided by the Chief Investment Officer. The 
information is required by law as part of the company's annual f i l ings.  
Following is an example of the type of information required. 

. In general, the company must be able to identify the amount and types of 
mutually exclusive assets currently being held by the company with 
respect to three categories of liabilities plus capital: 

a. Policies for which future benefits (including dividends under 
participating policies and excess interest under non-participating 
policies), or premiums, are dependent on the company's investment 
earnings, 

s 

b. Policies for which future interest credits are linked to an external 
index. 

c. Policies for which future benefits are not a direct function of the 
company's investment earnings. 

d. The company's capital {if any) and surplus. 

The information required to be on f11e varies for each of the four 
categories. The following information will be provided: 

3. Pol ic ies Dependent on Company's Investment Earnings 

A description of how the benefits dependent on the investment earnings will 
be determined, including: 

a. The anticipated relationship between the investment earnings rate 
and the benefits. 

b. The a11ocatlon of interest credlts, if more than one interest rate 
applles to different portions of the pollcy value. 

The insurer 's investment po l icy ,  which tncludes a description of the 
fo l lowing:  

a. How the insurer plans to address the relnvestment risks. 

b. How the insurer plans to address the risk of capital loss on cash 
out flows. 

c. How the insurer plans to address the risk that its earned rate may 
fall below minimum contractual interest rates guaranteed in the 
poli cy. 
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d. The amount and type of assets currently held. 

e. The amount and type of assets expected to be acquired in the future. 

A description of any interest guarantees currently in effect. 

4. Policies Linked to an External Index 

A description of how the interest credits are determined, including: 

a. A description of the index. 

b. The relationship between the value of the index and the actual 
interest rate to be credited. 

c. The frequency and timing of determining the interest rate. 

d. The allocation of interest credits, i f  more than one rate of 
interest applies to different portions of the policy value. 

The insurer's investment policy, which includes a description of the 
following: 

a. How the insurer plans to address the reinvestment risks. 

b. How the insurer plans to address the risk of capital loss on cash 
outflows. 

c. How the insurer plans to address the risk that appropriate 
investments may not be available in sufficient quantities. 

d. How the insurer plans to address the risk that the indexed interest 
rate may fal l  below the minimum contractual interest rate guaranteed 
in the policy. 

e. The amount and type of assets currently held for interest indexed 
policies. 

f. The amount and type of assets expected to be acquired in the future. 

g. I f  policies are linked to an index for a specified period less than 
to the maturity date of the policy, a description of the method used 
(or currently contemplated) to determine interest credits upon the 
expiration of such period, 

h. A description of any interest guarantee in addition to, or in lieu 
of, the index. 

i .  A description of any maximum-premium limitations and the conditions 
under which they apply. 
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5. Policies Not Dependent on the Company's Investment Earnings 

The insurer's investment policy, which includes a description of the 
following: 

a. How the insurer plans to address the reinvestment risks. 

b. How the insurer plans to address the risk of capital loss on cash 
outflows. 

c. How the insurer plans to address the risk that its earned rate may 
fa l l  below the level needed to provide the benefits guaranteed under 
its policies, 

d, The amount and type of assets currently held, 

e. The amount and type of assets expected to be acquired in the future. 

6. Capital and Surplus 

A description of the amount and types of assets currently held by the 
insurer with respect to i ts capital and/or surplus, whether such capital 
and/or surplus is held (entirely or part ial ly) as a separate line in the 
insurer's annual statement or whether i t  is allocated (entirely or 
part ia l ly)  to the insurer's various lines of business. 

The insurer's investment policy for the assets supporting the insurer's 
capital and/or surplus. 
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REVISED RECO#~4ENDATION l :  STATEMENT OF ACTUARIAL OPINION 
FOR LIFE INSURANCE COMPANY STATUTORY ANNUAL STATEMENTS 

I .  

. 

. 

This recommendation delineates the responsibil ity of the actuary in 
signing the type of statement of actuarial opinion which is described in 
the Instructions to the NAIC l i f e  and health blank as adopted at the June 
1975 meeting of the NAIC Blanks subcommittee and amended in 19 . Such 
opinion relates to the policy and contract reserves, cash flow~dequacy 
opinion and other actuarial items contained in an Annual Statement of a 
l i f e  insurance company to a State Regulatory authority, i .e . ,  the 
"Statutory Statement." 

The statement of actuarial opinion should include: I) a paragraph giving 
the actuary's name and relationship with the company and a statement that 
the actuary meets the Academy's qualif ication standards to act as the 
Valuation Actuary; 2) a paragraph identifying the items in which an 
opinion is to be expressed and describing the scope of the actuary's work; 
3) a paragraph indicating the persons and data relied on by the actuary in 
forming the opinion and the items of reliance; 4) a paragraph expressing 
the actuary's opinion with regard to such relied upon data, and 5) a 
paragraph outlining any limitations the actuary feels are appropriate. A 
separate paragraph(s) may be needed in individual cases i f  the actuary 
considers i t  necessary to qualify the opinion or to explain some aspect of 
the Annual Statement which is not already suf f ic ient ly explained in the 
Annual Statement. 

The instructions require that such a statement express the opinion of the 
actuary as to whether reserves and other actuarial items meet the 
following basic requirements: (Basic Opinion) 

I .  Are computed in accordance with commonly accepted actuarial 
standards consistently applied and are fa i r l y  stated in accordance 
with sound actuarial principles, 

I I .  Are based on actuarial assumptions which produce reserves at least 
as great as those called for in any policy or contract provision as 
to reserve basis and method, and are in accordance with all other 
policy or contract provisions, 

I l l .  Meet the requirements of the state of (state of domicile), 

IV. Are computed on the basis of assumptions consistent with those used 
in computing the corresponding items in the annual statement of the 
preceding year end, 

V. Include provision for al l actuarial reserves and related statement 
items which ought to be established. 

In addition, the instructions require that such a statement express the 
opinion of the actuary as to whether the anticipated investment cash flows 
from assets (allocated in an amount equal to reserves and other actuarial 
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. 

S. 

. 

. 

l i a b i l i t i e s ,  including the MSVR), plus anticipated considerations to be 
received are appropriate according to presently accepted standards of 
practice to satisfy policy obligations and related expenses of the company 
under its current in-force policies (Cash Flow Opinion). Where reserves 
in excess of basic actuarial amounts are required in order to form the 
cash flow opinion, the amount of such reserve should be included in 
exhibit 8 or on a separate line of page 3 of the annual statement. 

During the course of this work, the actuary may rely on data from certain 
individuals within the insurance company in order to form the opinion. 
The actuary may wish to rely on another individual for the accuracy of the 
policy valuation inventory. The investment officer is required to provide 
investment related data detailing information as to the investment policy 
of the company. In addition the actuary may rely on the investment 
off icer to provide projected asset cash flows and distribution and quality 
of assets for use in the actuary's tests. In some instances the actuary 
may wish to rely on management's representations as to the level of future 
policyholder or shareholder dividends, etc. When another person is relied 
upon, the actuary should obtain a written representation from the 
appropriate party along with other support required. When any reliance is 
made, the person(s) and items of reliance should be enumerated in the 
opinion. 

The Basic Statement of Actuarial Opinion should l i s t  the items and amounts 
on which the actuary expresses an opinion. The l i s t  should include but 
not necessarily be limited to the aggregate reserve for l l f e  policies and 
contracts (Exhibit 8 of the Statement), aggregate reserves for accident 
and health policies (Exhibit 9 of the Statement), net deferred and 
uncollected premiums, and policy and contract claims (Exhibit 11, part I 
of the Statement). The actuary need not extend his or her review to items 
other than those specified in the instructions, except possibly in 
instances where such items are computed by means of a long-term 
discounting of future payments which are contingent upon the occurrence of 
future events. Examples of such items might include additional reserves 
for optional modes of settlement at maturity, optional non-forfeiture 
benefits, additional reserves for excess mortality under group conversion 
policies, reserves involving l i f e  contingencies under separate account 
contracts, reserves for group pension deposit type contracts, and other 
such items i f  not included in Exhibits 8, 9, and 11, part I .  The actuary 
should affirm that provision has been made for all actuarial items which 
ought to be established in accordance with 3(i) through 3(v) of 
Recommendation 7. 

A description of the calculation of any additional cash flow reserve 
should be available in the Actuarial Report to the company's management, 
along with a disclosure of the assumptions utilized. This report should 
be available for scrutiny by regulatory authorities but should be 
considered confidential. 

"Commonly accepted actuarial standards" and "sound actuarial principles" 
emerge from the utilization and adaptation of concepts described in 
actuarial literature. Such literature includes the Recommendations and 
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Interpretations of the American Academy of Actuaries; the professional 
journals of the Society of Actuaries, the Conference of Actuaries in 
Public Practice and the Casualty Actuarial Society; recognized actuarial 
textbooks; and regulations of the National Association of Insurance 
Commissioners and of State Insurance Departments. Although the Study 
Notes for candidates for membership In the Society of Actuaries are also 
valuable parts of the l i terature, i t  should be kept in mind that the Study 
Notes are intended primarily to teach basic principles rather than to 
specify operating instructions. The actuary's judgement in applying the 
standards for the actuarial computation must take into account the 
specific characteristics of the policies with respect to which the actuary 
is expressing an opinion. 

. A significant element in the examination of actuarial assumptions and 
methods is a consideration of the policy and contract provisions affecting 
the basic reserves. The following is a l i s t  of examples -- not intended 
to be complete -- of pollcy provisions which should be considered: the 
contractual treatment of fractional premiums paid beyond the date of 
death; interest guarantees under premium or retirement deposit funds; 
conversion rights under renewable and convertible term policies; rate 
guarantees under optional settlement provisions; extended benefits under 
group policies; maternity benefits; interest guarantees; interest 
indexing; surrender and loading charges; guaranteed non-forfeiture values 
and surrender options; mortality guarantees; expense guarantees; A&H rate 
increase potential; and the indexing of policy benefits. 

. Significant elements in the examination of future cash flows include, but 
are not limited to: interest rate scenarios selected and the manner in 
which other assumptions vary as interest rates change; investment 
strategies; reinsurance agreements; loans and repayments; lapse, mortality 
and expense assumptions; any taxes payable; dividends; and reasonable 
margins for adverse deviation. 

I0. The actuary should also consider the valuation requirements of the state 
of domicile of the company on whose reserves the opinion Is being 
expressed. The actuary should be aware of the prescribed valuation 
procedures; the minimum reserve basis and vaIuatlon method applicable to 
each policy; and the appllcabll l ty of any aggregate test of reserve 
adequacy prescribed In the state's valuation law. 

11. I f  there is any change tn the actuar ia l  assumptions or methods from those 
previously employed, that change should be mentioned in the actuarial 
statement. The adoption for new issues of an actuarial assumption or 
method which differs from a corresponding assumption or method for prior 
issues for basic reserve items Is not a change in actuarial assumptions or 
methods within the meaning of this paragraph. Similarly, where the 
determination of reserves or claim l iab i l i t ies  is based on the periodic 
updating of experience data, such updating is not a change in actuarial 
assumptions or methods within the manning of this paragraph. Examples 
could include reserves or claim l iab i l i t i es  for recently incurred claims 
(e.g., within two years or less) under disabi l i ty and accident and health 
policies. 
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Assumptions util ized for cash flow projections should be updated annually, 
including those relating to prior year's issues. For thls portion of the 
opinion, i t  is not necessary to disclose changes from the prior year's 
assumption. 

12. It is important to note that the actuary is expressing an opinion as to 
the adequacy of the investment cash flows plus anticipated considerations 
to meet future contractual obligations and related expenses. This implies 
an identification of future cash flows from the company's in-force 
policies and assets as well as the sensitivity of the varlous items to 
interest rate changes. Cash flows arising from policies to be sold after 
the valuatlon date are not to be considered. Expenses should be 
determined under a "golng concern assumption." That Is, anticipated 
levels of new business should be recognized In arriving at expense 
assumptions and a portion of overhead expenses should be allocated to in 
force business. Approprlate provision for inflation should be made. 

Z 

For a given interest rate scenario, the actuary must choose a set of 
assumptions which are internally consistent and appropriate to the 
scenario. The actuary should test reserves utilizing all scenarios 
prescribed by the NAIC as well as other scenarios which the actuary feels 
should be tested to galn an insight Into the sensitivity of the cash flow 
requirements tO external interest rates. The actuary may wish to 
calculate "breakpoint interest rates', at which level current reserves 
become insufficient and describe them In the Actuarial Report. 

In conceptual terms, the actuary tests that the investment cash flows, 
plus anticipated considerations, are adequate to meet contractual 
obllgatlons and related expense, uslng consistent assumptions wlth 
sufficient marglns to cover future reasonable devlatlons from expected 
assumptlons. At the same time, the actuary should dlsclose In the 
Actuarlal Report to company management the amount of addltlonal surplus, 
if any, required to meet the same test, but uslng assumptions wlth 
sufflclent marglns to cover future plauslble devlatlons from expected 
assumptions, Includlng provlslons for C-I and 0-2 rlsk testlng. 

Whlle the actuary's work and opinion Is not intended to assess the 
projected statutory solvency of the company over the long term, If the 
actuary determines that under the selected assumptions the company Is 
projected to become statutorlly Insolvent In the near term, thls 
conclusion should be dlsclosed In the Actuarlal Report. 

13. In order to project future cash flows, the actuary should consider the 
investment policy adopted by the company and the characteristics of the 
company's assets as well as any planned program for sale or exchange of 
assets. As used In this context, the characteristics of the assets refer 
to the timing and amount of the contractually scheduled or permitted 
payments of investment yield and prlnclpal specified under the terms the 
company's assets. 
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Projections of investment and insurance cash flows should be made under 
various assumptions as to future interest rates and other experience 
factors recognizing those contractual provisions and characteristics of 
the company's policies and investments that might cause future cash flows 
to vary with changes in the level of prevailing interest rates. The 
distribution and quality of invested assets should be considered in the 
determination of reserves and designated surplus. 

14. It is appropriate to state any limitations of the opinion. For example, 
cash flow projections are based on assumptions which may not materialize. 
Also unanticipated events subsequent to the date of the projections, such 
as discretionary management decisions, external forces (C-4 risk) etc., 
may arise, and the actuary should so state this. The actuary should be 
satisfied, however, that all known items have been considered and that due 
care and professional procedures have been followed. 
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REVISED INTERPRETATION l-B: ADEQUACY OF RESERVES AND CASH FLOWS 

This interpretation supporting the cash flow portion of Recommendation 7 
provides more detailed guidance for the actuary than Is usually the case. 
This Is a deliberate effort on the part of the Committee to provide guidance 
in an area where methodology is currently developing for the f i r s t  time. 
Because new techniques are l ikely to emerge In the near future, i t  should be 
remembered that these interpretations are guidelines and that other approaches 
and techniques are acceptable. The actuary should be prepared to demonstrate 
they are satisfactory in a specific situation. Thus, while these 
Interpretatlons contain many guidelines and suggestions, I t  should not be 
inferred that other approaches are prohibited. 

I .  The actuary should review the contract provisions under the policies being 
tested, identifying those provisions ( i . e . ,  future considerations and 
contractual payments) that can materially affect future insurance cash 
flows. 

. In testing the adequacy of future cash flows, the actuary wi l l  need to 
project future cash flows arising from the policies under various paths of 
future interest rates -- both insurance cash flows from the contractual 
obligations and investment cash flows from the assets held and to be 
acquired by the company In support of the policies. When making such 
projections, the actuary should employ assumptions which contain 
sufficient margins to cover reasonable unfavorable ( l .e . ,  lowering 
positive cash flows) deviations from expected assumptions. 

In projectlng Insurance cash flows, the actuary should consider 
contractual provlslons as well as non-contractual condltlons or 
assumptions that can affect future cash flows. For example, the following 
contractual provlslons and assumptions ar~ among those that should be 
considered by the actuary: 

a) the amounts and incldence of guaranteed benefit payments Inc|udlng 
guaranteed cash or nonforfeiture values and other benefits, 

b) the amounts and incidence of dividend payments or interest credits 
which vary In accordance wlth the company's establlshed practlces, 

c) the 11kely amounts and incidence of pollcy loans, pa~lal wlthdrawals 
and surrenders, recognlzing surrender charges or other penaltles, If 
any, 

d) the llkely amounts and Incldence of future conslderations to be 
recelved and the amount of sales and related compensation to be pald, 

e) the amount of future maintenance and allocated overhead expenses, 

f) the amount of future premium, Income, and other taxes to be paid, 

g) the impact of premium changes for non-guaranteed life and health 
pollcles. 
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Each of the above should be examined to determine the extent to which 
future insurance cash flows may vary due to changes in the prevailing 
interest rates. For example, the incidence of future premium payments, 
partial withdrawals, surrenders, health and disabi l i ty benefits, policy 
loans, etc. may be expected to vary with interest rates, and expenses may 
increase with inflatlon. 

In selecting appropriate values for these and other assumptions, the 
actuary should normally assume that the company wi l l  continue on a going- 
concern basis. The assumption of a going-concern basis may lead to the 
use of some assumptions which are different than those which would be 
suggested by current experience. I f  the results of the tests lead to 
actuary to question whether the company can continue to operate as a 
going-concern over the near term future, the actuary should appropriately 
qualify the opinion. 

. The Instructions require each company to submit a description of the 
amount and type of assets held by the company for various types of 
business. In addition, the company is required to f i le  i ts investment 
policy. In expressing an opinion, the actuary may rely on the investment 
policy of the company, as fi led, and on projected investment cash flows 
and distribution and quality of invested assets provided by the company's 
Chief Investment Officer. Similarly, the actuary should consider 
anticipated future management actions as they influence insurance cash 
flows. For example, management's plan for modifying premiums on non- 
guaranteed premium products, establishing credited interest rates and 
mortality changes at levels different than the minimum guaranteed levels 
of the policies, A&H rate increases, unit expenses reductions, etc. should 
be considered. 

In projecting investment cash flows, the actuary, or the officer on whom 
the actuary may be relying, should pay particular attention to those 
characteristics of the invested assets that can affect future cash flows, 
such as: 

a) the types of investments and whether future investment cash flows are 
fixed or variable (e.g., due to equity features in the investment), 

b) the amounts and incidence of scheduled (or expected) investment 
ea rni ngs, 

c) the amounts and incidence of scheduled repayments of principal, 

d) early repayment provision {e.g., call provisions), 

e) the expected marketability of the investments (e.g., private placement 
bonds and mortgages vs. public issues), 

f) the impact of hedging, options or similar investment strategles, 
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g) investment related expenses and taxes, as applicable, 

h) cash flows anticipated for planned programs of sale or exchange of 
assets. 

Each of the above should be examined to determine the extent to which 
future investment cash flows may vary due to changes In prevailing 
interest rates. For example, as interest rates fat1, non-scheduled 
repayments of principal may be expected to rise: as interest rates rise, 
such repayments may decllne. Each assumption should be ful ly consistent 
wlthln the entire set of assumptions, and appropriate to the interest rate 
scenario. 

The projections of investment cash flows should include investment 
earnings and repayments of principal, not only from the invested assets 
held by the company on the valuation date, but also from assets to be 
acquired after the valuation date. Thls requires an expllcjt  assumption 
In the projections as to how any future net positive cash flows wl l l  be 
invested, wlth particular emphasls on the durations of such investments 
and the extent to which the durations of future investments may vary with 
prevailing interest rates at the time of acquisition. Similar assumptions 
are also required for Interest rates and durations of borrowed money. 
Such assumptions wll] vary with the prevailing interest rates at the time 
of borrowing, i f  borrowed funds are needed to cover future negative cash 
flows at any tlme during the projection period. I t  should be noted that, 
in general, the cost of borrowing money may be greater than the prevailing 
interest rate that can be earned on a similar duration asset. 

To the extent assets are assumed to be sold, either to cover future 
negative cash flows at any tlme during the projection period or for other 
reasons, (e.g., planned programs of sale or exchange of assets) an 
explicit assumption about the capital gains or losses needs to be made. 

The actuary Is expected to review the reasonablness of any relied upon 
information, Includlng the schedule of investment earnlngs and repayment 
of principal and proceeds from the sale or exchange of assets supporting 
the contracts, and the extent to whlch these cash flows may vary with 
changes In future interest rates. However, i t  is not expected that the 
actuary wll l  be called upon to express an opinion wlth regard to the 
underlylng quallty of the assets and with regard to the rlsk of asset 
default as to interest and/or princlpal. 

. Among the most important assumptions In the projectlons of insurance and 
investment cash flows are varlous paths of future Interest rates being 
tested. Testing on a single path of future Interest rates, even If the 
path Is deemed most llkely by the actuary, Is Insufflclent. S1mllarly, a 
slmple extrapolatlon of recent rates Is not enough. A number of different 
paths need to be tested In the calculatlons. The NAIC w111 provlde a 
mlnlmum number of scenarios to be tested; however, the actuary should 
expand those, as appropriate. The Impact of Inverted yleld curves should 
be tested. 
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The paths of interest rates, and the projection period used in the tests, 
should extend far enough into the future to provide for the major portion 
of the future runout of insurance cash flows from the contractual 
obligations on the valuation date as well as future investment cash flows 
from assets held on the valuation date. Paths to be tested should include 
several with future interest rates higher than those prevailing on the 
valuation date, and several with lower future interest rates. A useful 
test Is to assume a path with rates increasing (or decreasing) during the 
period immediately following the valuation date, followed by a period of 
decreasing (or increasing) rates, and then to repeat this cycle into 
future periods. A level path of future interest rates may also be useful 
as a reference. Variations by yield curve slope would also be valuable 
for interest sensitive products. 

Tests should cover as many alternative interest rate paths as the actuary 
deems necessary to generate an understanding of the dynamics relating the 
insurance and investment cash flows. The range of paths tested should be 
broad enough to enable the actuary to form an opinion that the cash flows 
make appropriate provision for the contractual obligations under the 
policies under reasonable sets of assumptions. Grouping, approximations, 
modeling and other acceptable actuarial techniques may be employed. 

. In one approach to arrive at a basis for expressing an opinion, the 
insurance and investment cash flows could be added together (or netted) 
for each future year (or other unit of time) and the results accumulated 
forward to a common date, or the insurance and investment cash flow 
streams may by accumulated separately, and then combined on the common 
date. Thus, the interest rate applicable to each particular year for 
accumulating or discounting Is the generated IYM rate for that year 
inherent in the asset accumulation process. 

The method of accumulating or discounting cash flows should be consistent 
with the techniques used in the projections themselves. The rates used to 
accumulate the cash flow streams should be the aggregate set of interest 
rates, and related durations for investing of future cash flows, assumed 
under the particular interest rate scenario. 

Another possible approach would be to project the total cash flow, 
including insurance and investment cash flows, with reinvestment of net 
positive cash flows during the projection period and borrowing or selling 
of assets to cover net negatives, and then determination of the "market 
value" of any remaining assets and/or borrowed funds at the end of the 
projection period. Such market value would be based on the assumption 
that interest rates after such date would be frozen at the prevailing rate 
on that date which, though not necessarily a valid assumption, should not 
materially impact on the overall calculations. 

I f  the "net market value" of remaining assets and borrowed funds on such 
date exceeds the value of l i ab i l i t i es  at the date, the cash flows would be 
deemed to be appropriate to meet the contractual obligations on that 
interest rate path; i f  not, the cash flows would be deemed not appropriate 
on that path. 
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. 

For the actuary to express an unqualified opinion, the tests must be met 
based on assumptlons selected by the actuary which contain sufflclent 
margins to cover future reasonable deviations from expected assumptions. 
The amount of addltlonal internally deslgnated surplus, if any, Is 
determined uslng assumptlons which contaln sufflclent margins to cover 
future plausible devlatlons from expected assumptlons. The actuary's 
oplnlon, with respect to the approprlateness of projected cash flows or 
surplus, does not Imply that the cash flows would be adequate under every 
concelvable adverse clrcumstance, no matter how remote. Good actuarlal 
practlce does not require that the actuary's tests Include paths of future 
interest rates that, whlle possible, can be consldered remote. 

Normally the actuary will begin these tests using cash flows arlslng from 
assets which have an NAIC value equal to the statutory reserve and other 
llabilitles. If the testlng Indlcates that the Investment cash flows plus 
antlclpated conslderatlons do "make approprlate provlslon for the 
contractual obllgatlons of the company...', then the actuary can express 
an unquallfled opinion. 

If th is  test ts not met, then the company would need to increase reserves 
and al locate su f f i c ien t  addit ional assets so that the actuary can express 
an unqualif ied opinion. I f  under these circumstances the company does not 
increase reserves to the needed leve l ,  the actuary must qua l i fy  the 
opinion. The qual i f ied opinion should describe the addit ional amount of 
reserves and related assets that would be needed tn order to express an 
unqual i f ied opinion. 

In addit ional to expressing an optnlon, the actuary is expected to submit 
an Actuarial  Report, as defined tn Opinion A-3, to company management. 
Such report should dtsclose the actuar ia l  assumptions and methods employed 
by the actuary, the scope of the actuary's work and the results of the 
actuary's tests.  In par t i cu la r ,  the actuary should lndtcate the various 
amounts of surplus, i f  any, requtred (tn addit ion to current reserve 
amounts) under each of the in terest  paths tested. I f  the required amount 
of surplus on the most unfavorable path exceeds the remaining assets, th is  
def ic iency should be noted in the report .  

I f  the results of the tests lead to actuary to questton the company's 
a b i l i t y  to conttnue as a going concern into the longer term future (e .g . ,  
5 to 10 years), or to conttnue paying the current or ant ic ipated levels of 
d iscret ionary beneftts and/or shareholder dividends over th ts  period, thts 
should be disclosed tn the Actuarial Report, 

NOTE: INTERPRETATIONS 7-A ~ 7-C MOULD REMAIN 
UNCHANGED FROM THEIR CURRENT FORN. 
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