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Chapter  ~YlI 

AN ANALYSIS OF THE IJ~.GAL IMPLICATIONS OF THE VALUATION ACTUARY CONCEPT 

Section 1: The Curren t  Regulatory System 

Before  commencing  with a deta i led  evaluat ion of the concept  of the 

valuation ac tuary ,  it is f i rs t  necessary  to a t t e m p t  to fashion a definit ion. In 

brief ,  a valuation ac tua ry  would be an individual employed by a life insurance 

company who would be responsible for the se lec t ion of assumptions and the 

es tabl i shment  of reserves  for f inancial  repor t ing purposes. Said assumptions and 

reserves  would be ut i l ized to ensure the f inancial  solvency of the ,company. In 

se t t ing assumptions and reserves ,  the valuat ion ac tua ry  would be guided initially 

by s t a tu to ry  solvency requi rements ;  eventual ly,  it is an t ic ipa ted  that  principles 

and s tandards of p r ac t i c e  would be a r t i cu la ted  by the profession and would, in 

t ime,  rep lace  the s t a tu to ry  rese rve  r equ i remen t s  of the Standard Valuation Law. 

It is c lear  that  one focus for the implementa t ion  of the valuation ac tua ry  

concept  lies with the National  Associat ion of Insurance Commissioners (NAIC), 

inasmuch as that  body is where the regulat ion of the life insurance industry in 

the United States  has its center .  Although it is t rue  tha t  the model regulat ions 

and s t a tu tes  proposed by the NAIC m e e t  with var ied levels of accep t ance  

(through adoption by the s t a t e  legis latures  or s t a t e  insurance depar tments) ,  it is 

also c lear  that  any major sea change in regula t ion  of the industry must begin 

with the NAIC. Hence,  some discussion about the NAIC and the legal 

p a r a m e t e r s  of its p ronouncements  is re levant  here .  
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As was indicated, the interrelation between the NAIC and the state 

departments of insurance is ad hoc, which is natural given the fact that the 

NAIC is purely an advisory body, without any inherent ability to enact regulatory 

or statutory requirements, modifications, or regulatory pronouncements. In 

order for NAIC models to be given legal effect, they must be adopted by the 

individual states, either through legislative action or, when appropriate, through 

formal or informal rule making by the various departments of insurance. 

Historical ly,  the  regula tory  p rac t i ce s  in e f f e c t  today grew out of a 1906 

meet ing  of the then-named  Nat ional  Convent ion of Insurance Commissioners ,  the 

p redecessor  of the  NAIC. This meet ing  fol lowed closely on the heels of the 

widely publ ic ized Armstrong Invest igat ion into insurance p rac t i ces  in New York. 

Seventeen  major  requ i rements  for insurance company financial report ing were  

adopted at that time and eventually served as a basis for the Standard Valuation 

Law, adopted by the NAIC in 1942 (and repeatedly amended since that time). 

That law provides each commissioner of insurance with authority to require an 

annual report from life insurance companies doing business in that state, to 

certify to the reserves of those companies and to specify mortality tables, rates 

of interest, and methods used to calculate reserves. The act itself is silent with 

regard to any certification of the reserves by an actuary. 

Virtually all s t a t e s  use the  NAIC model life blank for report ing purposes (in 

no small  par t  due to the f ac t  tha t  the Standard Valuation Law provides that  

s t a t e s  can accep t  the repor t  of a company tha t  is f i led in another  s tate) .  Hence,  

with the support  of the l ife insurance industry,  a degree  of uni formi ty  in 

repor t ing has resu l ted  through the use of the annual s t a t e m e n t  blank. 
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Never the less ,  s t a t e s  rare ly  off ic ia l ly  adopt the blank i tself .  This lack of a 

c lear ly  es tabl ished regula tory  basis for  the use of the blank leaves  the blank (and 

its cr i t ica l  instructions) in something of a legal twilight zone, where the 

p a r a m e t e r s  of what can be accompl ished or requi red  through the blank and its 

a t t endan t  ins t ruct ions  are unclear ,  at  bes t ,  from a legal perspec t ive .  

The annual s t a t e m e n t  blank is, on i ts  face ,  a r e l a t ive ly  simple document .  

The instruct ions,  which are a t t ached  to the blank, are of cr i t ica l  impor tance  in 

and of themselves ,  because  they  serve  to define how, when, and where various 

complex requ i rements  are to be repor ted .  Of par t icu la r  concern here  is the 

requ i rement  for an ac tuar ia l  s t a t e m e n t  of opinion to be par t  o f  the blank 

submission. It is the changes to the s t a t e m e n t  of opinion, its uses, and its 

au thor i ty  tha t  lie at the  legal hear t  of  the valuat ion ac tua ry  concept .  

The current  language for the ac tuar ia l  s t a t e m e n t  of opinion includes an 

in t roduc tory  paragraph ident i fying the individual, his relat ionship to the  

company,  and his qual i f icat ions.  A second paragraph follows, which deals with 

the scope of the ac tuar ia l  review.  A third paragraph,  as applicable,  covers  the 

ac tuary ' s  review. The final paragraph cons t i tu te s  the hear t  of the opinion and 

includes the following sugges ted  language: 

In my opinion the amounts  car r ied  in the ba lance  shee t  on account  of the 

ac tuar ia l  i t ems  ident i f ied  above 

(1) are  computed  in accordance  with commonly  a c c e p t e d  ac tuar ia l  

s tandards cons is ten t ly  applied and are fair ly  s t a t e d  in accordance  with 

sound actuar ia l  principles,  
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(Z) a re  b a s e d  on a c t u a r i a l  a s sumpt ions  which  a re  in a c c o r d a n c e  or s t r onge r  

than  t hose  ca l l ed  for  in po l i cy  provis ions ,  

(3) m e e t  the  r e q u i r e m e n t s  of  the  in su rance  laws  of  ( s t a t e  of  domici le ) ,  

(4) m a k e  a good and s u f f i c i e n t  p rov i s ion  for  all u n m a t u r e d  obl iga t ions  of  

t he  c o m p a n y  g u a r a n t e e d  under  the  t e r m s  of  i ts  po l ic ies ,  

(5) a re  c o m p u t e d  on the  bas i s  of  a s sumpt ions  c o n s i s t e n t  wi th  those  used  in 

c o m p u t i n g  the  co r r e spond ing  i t e m s  in the  annual  s t a t e m e n t  of  the  

preceding year end, and 

(6) inc lude  provis ion  for  all  a c t u a r i a l  r e s e r v e s  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 t ab l i shed .  

The  annual  s t a t e m e n t  b lank  is thus used  p r imar i ly  for  s t a t e  insurance  

r e g u l a t o r s  to  a ssess  the  s o l v e n c y  of  the  c o m p a n i e s  wi th in  the i r  ju r i sd ic t ions .  In 

so doing, i t  is c l ea r  tha t  the  a c t u a r i a l  opinion is an i m p o r t a n t  p a r t  of  this 

ove r s igh t  and e n f o r c e m e n t  p roces s .  O t h e r s  use  the  i n f o r m a t i o n  c o n t a i n e d  in the  

annual  s t a t e m e n t  b l ank  f rom t i m e  to  t ime ,  inc luding po l i cyho lders ,  inves to rs ,  or 

o t h e r s  c o n c e r n e d  wi th  the  f inanc ia l  cond i t ion  of  a l i fe  company .  H o w e v e r ,  t hose  

use r s  are ,  for  now,  ou t s ide  the  s c o p e  of  this  c h a p t e r .  

C u r r e n t  q u a l i f i c a t i o n  r e q u i r e m e n t s  for  signing the  a c t u a r i a l  opinion 

appea r ing  in the  annual  s t a t e m e n t  b lank  a r e  r e l a t i v e l y  s imple .  An individual  

s igning the  opinion mus t  i n d i c a t e  t ha t  he  or  she  is a qua l i f i ed  a c t u a r y ,  which  is 
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de f i ned  as "a m e m b e r  in good s tanding  of the  A m e r i c a n  A c a d e m y  of A c t u a r i e s ,  

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 her  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  insurance  r e g u l a t o r y  o f f i c i a l  of  the  domic i l i a ry  s t a t e . "  

In s u m m a t i o n ,  the  p ro fe s s ion  has  e m b a r k e d  upon a b r o a d - s c a l e  

r e c o n s i d e r a t i o n  of the  a c t u a r y ' s  role  in f inanc ia l  r e p o r t i n g  and r e g u l a t i o n  of l i fe  

in su rance  compan ies .  The goal  of  the  va lua t ion  a c t u a r y  is to enhance  the  ro le  of  

the  a c t u a r y  in this p roces s ,  as wel l  as to c r e a t e  a s y s t e m  tha t  u l t i m a t e l y  will 

r e p l a c e  the  spec i f i c  r e q u i r e m e n t s  of  the  S t anda rd  Va lua t ion  Law and s u b s t i t u t e  

t h a t  law's  r e q u i r e m e n t s  wi th  a c a r e fu l  e x e r c i s e  of p ro fe s s iona l  a c t u a r i a l  

j u d g m e n t .  P r o p o n e n t s  of  the  va lua t ion  a c t u a r y  c o n c e p t  f ee l  t ha t  d i sc re t ion  is 

n e c e s s a r y  in t imes  of  c o m p l e x  po l i cy  f o r m s  and f inanc ia l  swings and changes .  

They  also b e l i e v e  t h a t  the  S t anda rd  Va lua t ion  Law is too  in f lex ib le  and l imi t ed  to  

dea l  wi th  a rap id ly  changing env i ronmen t .  The c u r r e n t  NAIC r e p o r t i n g  

m e c h a n i s m ,  th rough  the  annual  s t a t e m e n t  blank,  has  b e e n  r e v i e w e d  he re  to  

highl ight  the  c u r r e n t  r e q u i r e m e n t s  of  law and to p inpoin t  whence  s ign i f ican t  

change  will t a k e  p l ace  as the  c o n c e p t  is e f f e c t e d .  

S e c t i o n  Z: The Valuation Actuary Concept 

Z.1 Procedural and Substantive Comlmnents 

Throughou t  the  fo rego ing  s ec t i on ,  it has  b e e n  a s s u m e d  tha t  the  r e a d e r  is f ami l i a r  

w i th  the  va lua t i on  a c t u a r y  c o n c e p t .  It should be  n o t e d  t ha t  to  da te ,  due in p a r t  

to t he  " seamless  web"  of  a c t i v i t i e s  involved ,  no one c l ea r  s t a t e m e n t  of  the  du t i e s  

of  the  va lua t ion  a c t u a r y  has e m e r g e d  in a s ingle d o c u m e n t .  The purpose  of  this 
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sect ion is to highlight the various components  of the valuation ac tua ry  concept  

proposal as it exists today. 

The first  a rea  of concern  lies in what can be t e rmed  procedura l /mechanica l  

aspects  of the valuation ac tua ry  position. It has been suggested that  the 

valuation ac tua ry  will be an individual appointed to tha t  position by the directors  

of a l ife insurance company~ and tha t  the s t a t e  regula tory  body will be not i f ied 

of this appointment  (as well as of any subsequent changes in the position). At 

the  present  time~ the ac tua ry  who prepares  the opinion for the annual s t a t e m e n t  

is considered to be par t  of the management  s t ruc ture ;  the change contempla ted  

s 

would cer ta in ly  e leva te  the valuation ac tua ry  and make him di rec t ly  accountable  

to the d i rec tors  of the company.  It should be noted,  however,  that  many within 

the  insurance industry bel ieve tha t  the  valuation ac tua ry  must repor t  d i rec t ly  to 

managemen t  and continue to be a part  of the managemen t  of the company, as 

opposed to repor t ing d i rec t ly  to the board of di rectors .  This issue remains 

unresolved at the present  t ime.  

Re la t ed  ac t iv i ty  con templa t ed  within this procedural  contex t  would be the 

adoption of model laws and/or  regulat ions by the  NAIC, with their  subsequent 

adoption by the various states9 to c r e a t e  the new role and position of the 

valuat ion ac tuary .  

In what might be cal led the substant ive area,  two major projects  are now 

under way within the  Academy  tha t  will have a d i rec t  impact  on the valuation 

ac tua ry  concept :  de te rmining  the qual if icat ions of an individual to serve as a 

valuation ac tua ry  and se t t ing s tandards of p rac t i ce  under which the valuation 
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a c t u a r y  will  o p e r a t e .  (See the  Discuss ion  D r a f t  i s sued  in Ju ly  1985.) The 

a r t i c u l a t i o n  of  p r inc ip le s  is a th i rd  ma jo r  s u b j e c t  of  i m p o r t a n c e  in the  

s u b s t a n t i v e  a rea .  

The  d i f f e r e n c e s  in opinion as to  whe re  the  v a l u a t i o n  a c t u a r y  will  wind up 

depend~ in part~ on the  p e r s p e c t i v e  of  t he  individual  making  the  p rognos t i c a t i o n .  

Some  actuar ies~ who b e l i e v e  t ha t  a c t u a r i e s  have  t a k e n  a b a c k s e a t  to " m a r k e t  

t ypes"  or i n v e s t m e n t  dec i s ion  m a k e r s  s ee  the  v a l u a t i o n  a c t u a r y  c o n c e p t  as a 

m e a n s  to r e s t o r e  the  t r ad i t i ona l  i m p o r t a n c e  and s i gn i f i c ance  of the  a c t u a r i a l  

ro le  in in su rance  c o m p a n y  m a n a g e m e n t .  R e g u l a t o r s  s ee  in the  va lua t ion  a c t u a r y  
I 

a p o t e n t i a l  so lu t ion  to long-s tand ing  r e g u l a t o r y  p r o b l e m s  of  i n a d e q u a t e  r e s o u r c e s  

wi th in  the  s t a t e  d e p a r t m e n t ;  t he  va lua t ion  a c t u a r y  can  be  t u r n e d  into an ea r ly  

warn ing  s y s t e m  of  c o m p a n y  fa i lu re - -a  whis t l e -b lower~  if you  will. O t h e r s  ma y  

p e r c e i v e  the  va lua t ion  a c t u a r y  c o n c e p t  as a t h r e a t  to the  m a n a g e m e n t  p r e r o g a -  

t i r e s  of  in su rance  compan ies - -a  p o w e r  g rab  by  the  p r o f e s s i o n  to  con t ro l  an 

indus t ry .  These  d i f f e r e n t  v iews  a re  con f l i c t i ng  and can  cause  con f l i c t  b e t w e e n  

the  actuar ies~ the  companies~ and the  r e g u l a t o r s .  

T i m e t a b l e s  for  the  i m p l e m e n t a t i o ~  of  the  va lua t i on  a c t u a r y  p roposa l  a re  

pu re  g u e s s w o r k  a t  this stage9 g iven the  f a c t  tha t  t he  ou t l ines  of  the  c o n c e p t  a re  

no t  s e c u r e l y  in p l a c e  a t  t he  p r e s e n t  time~ as the  fo rego ing  d iscuss ion  a m p l y  

i l l u s t r a t e s .  Never the less~  t h e r e  has  b e e n  s u f f i c i e n t  d i scuss ion  to  begin  to  address  

s o m e  of  t he  legal  d i f f i c u l t i e s  t ha t  m a y  ar i se  wi th  r e g a r d  to  the  c o n c e p t  of  a 

va lua t i on  a c t u a r y  in the  U n i t e d  S t a t e s .  
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Z.;~ P roposed  S t a t e m e n t  of  Act,,a~ial Opinion 

The hear t  of the valuat ion ac tua ry  concep t  is the new revised s t a t e m e n t  of  

ac tuar ia l  opinion. Ul t imate ly ,  the valuat ion ac tua ry  is to be responsible for the 

se t t ing of assumptions and the es tab l i shment  of rese rves  that ,  in his professional  

judgment ,  are  appropr ia te .  Guidelines for the se lec t ion  of assumptions would be 

provided through the ac tuar ia l  l i t e ra tu re  (principles and standards).  Qual i f ica-  

tion s tandards  would provide regula tors  with necessa ry  confidence.  

However ,  it is c lear ly  recognized  that  exist ing legal solvency s tandards 

must  cont inue to be observed,  pursuant  to the Standard Valuation Lay/ and one 

appropr ia te  rules and regulat ions  issued by re levant  insurance regulators .  The 

proposed s t a t e m e n t  of ac tuar ia l  opinion would, on the other  hand, continue to 

include a legal solvency requ i rement  and, on the o ther  hand, would also include 

the newer  s t a t e m e n t  of opinion on cash flows. 

The revised opinion would be  as follows: 

In my opinion as of D e c e m b e r  31, 19XX: 

. The pol icy r e se rves  and other  ac tuar ia l  i t ems  l is ted in the schedule 

a t t a ched  here to :  

i) are computed in accordance with commonly accepted actuarial 

standards consistently applied and are fairly stated in accordance 

with sound actuarial principles. 
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ii) are  based  on a c t u a r i a l  a s sumpt ions  which produce  rese rves  a t  

l eas t  as g r e a t  as those  ca l led  for  in any pol icy  or c o n t r a c t  provis ion 

as to  r e se rves  basis  and m e t h o d  and are  in a c c o r d a n c e  wi th  all o t h e r  

pol icy  or c o n t r a c t  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 

(domicile) .  

iv) are  c o m p u t e d  on the  basis  of a s sumpt ions  cons i s t en t  wi th  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  _ _  L i fe  Insurance  C o m p a n y  for  the  yea r  ending D e c e m b e r  

31~ 19XX. 

v) inc lude  provisions for  all a c t u a r i a l  r e se rves  and r e l a t e d  

a c t u a r i a l  s t a t e m e n t  i t e m s  which ought  to be es tab l i shed .  

Z. The a n t i c i p a t e d  i n v e s t m e n t  cash  f lows ar is ing f rom an a l l oca t ion  of 

asse ts  equal  to  r e se rves  and o t h e r  l iabili t ies9 plus a n t i c i p a t e d  con-  

s ide ra t ions  to be r e c e i v e d  f rom the  i n - f o r c e  pol ic ies  make  appropr i -  

a t e  provis ion,  accord ing  to  p r e s e n t l y  a c c e p t e d  a c t u a r i a l  s t anda rds  of  

p rac t i ce r  for  the  a n t i c i p a t e d  cash f low r e g a r d e d  by c o n t r a c t u a l  

obl iga t ions  and the  r e l a t e d  expenses  of  the  Company .  

The exposure  d r a f t  s t i m u l a t e d  a g r e a t  number  of  comments9  m a n y  of which 

were  de ta i l ed ,  lengthy~ and t hough t fu l .  Major a reas  of  c o n c e r n  r a i s ed  in the  

c o m m e n t s  include the  deg ree  of a u t o n o m y  of the  va lua t i on  a c t u a r y  f rom 
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company  m a n a g e m e n t ,  the  cos t  involved wi th  the  proposals  (par t icular ly  for 

smal l  companies) ,  the  t e r m i n a t i o n  of the  cu r r en t  "good and suff ic ient"  language,  

d i s t inc t ions  b e t w e e n  "reasonable"  and "plausible" devia t ions  f rom e x p e c t e d  

resul ts ,  and qua l i f i ca t ion  s tandards  for the  va lua t ion  ac tuary .  These quest ions  

are  r ev i ewed  in the  ba lance  of this chap te r  and are h ighl ighted  here  for one 

essent ia l  reason:  Despi te  ques t ions  about  pa r t i cu l a r  f ea tu re s  of the  proposal ,  i t  

does appear  fair ly c lear  tha t  the  profess ion  does not  d ispute  the  genera l  

d i r ec t ion  in which the  va lua t ion  ac tua ry  concep t  is moving.  

In rev iewing f rom a legal  pe r spec t i ve  the  language of this p roposed  revised 

s t a t e m e n t  of opinion, it  is useful  to  unde r sco re  the  pa r t i cu la r s  tha t  would be 

changed  if the  proposal  were  adopted .  By so doing, the  impac t  on the  po ten t ia l  

l iabi l i ty  of the  va luat ion  ac tua ry  can be focused.  

The cu r ren t  opinion begins  with r e f e r e n c e  to the  "amounts  ca r r ied  on the  

ba lance  shee t , "  whereas  the  p roposed  opinion begins  with "policy rese rves  and 

o the r  ac tua r ia l  i tems."  This change,  which s t resses  inc reased  review of the  

rese rves ,  underscores  the  ac tuary ' s  h e i g h t e n e d  sens i t iv i ty  to reserv ing  and 

responsib i l i t ies  for es tabl i sh ing  assumpt ions  for rese rves .  

The f i rs t  subparagraph,  s t a t ing  t ha t  ac tua r i a l  i t e m s  "are c o m p u t e d  in 

a c c o r d a n c e  wi th  c o m m o n l y  a c c e p t e d  ac tua r i a l  s t andards  cons i s ten t ly  appl ied and 

fair ly s ta ted ,"  is unchanged  in the  proposed  opinion. "Commonly  a c c e p t e d  

ac tua r i a l  

Academy ,  

ac tuar ies .  

s tandards"  is a r e f e r e n c e  to s tandards  issued by the  IASB of the  

o ther  ac tua r ia l  l i t e r a tu r e ,  and genera l  p r a c t i c e  among r ecogn ized  
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The second subparagraph is expanded somewhat  in the proposed s t a t e m e n t  

of opinion. The current  opinion subparagraph s t a t e s  tha t  the ba lance  shee t  

amounts  are based  on ac tuar ia l  assumptions "in accordance  or s t ronger  than 

those cal led for in pol icy provisions." The revised  opinion would require  the  

calculat ions  to produce "reserves  at leas t  as g rea t  as those cal led for in any 

policy," as well as being "in accordance  with all o ther  pol icy or con t rac t  

provisions." Again, s t ress  is to be p laced on the involvement  of the ac tua ry  in 

establishing assumptions for appropr ia te  levels  of reserves .  

The third subparagraph of both the current  and proposed opinions, that  the 

amounts  l is ted mee t  the requ i rements  of  the domici l iary s t a te ,  ' is essent ia l ly  

unchanged. Significantly,  it should be unders tood that  the valuat ion ac tua ry  

(and, indeed, the current  ac tua ry  who signs a s t a t e m e n t  of opinion) holds himself  

out as an exper t  in the domici l iary s t a te ' s  insurance law and regulat ions.  

(Although this is not a s t a t e m e n t  of  legal opinion, it does t r ead  close to tha t  

s ta tus  and should be closely moni tored  to avoid claims of unauthor ized p rac t i ce  

of  law. For example,  considerat ion could be given to a d isc la imer  indicating that  

any quest ions of legal in te rpre ta t ion  should be r e f e r r ed  to qual if ied legal 

counsel.) 

The four th  subparagraph of the proposed opinion, with minor word changes, 

is essent ia l ly  the same as the  f i f th  subparagraph of the cur ren t  opinion. Both 

provide not ice  of whether  any changes have been  made in assumptions from year  

to year .  
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The final subparagraph is also essent ia l ly  unchanged, excep t  for the 

addit ion of the  modif ier  "actuarial"  be fo re  the te rm " s t a t emen t  i tems" to c lar i fy  

that  the opinion is l imited to ac tuar ia l  s t a t e m e n t  i tems.  

Of course,  the most  s ignif icant  change in the proposed s t a t e m e n t  of 

ac tuar ia l  opinion lies with the delet ion of the current  fourth subparagraph 

(including r e f e r ence  to "good and suf f ic ien t  provision") and the addition in its 

s t ead  of a new full paragraph in the opinion sec t ion  that  lies at  the core of the 

valuat ion ac tua ry  concept .  

Phrases  in the new paragraph,  such as "an t ic ipa ted  inves tment  cash flows," 

"appropr ia te  provision," and "present ly  a c c e p t e d  s tandards  of prac t ice"  introduce 

new te rms  into the l i t e ra tu re  and should be  carefu l ly  considered.  The phrase 

"an t ic ipa ted  inves tment  cash flows" underscores  the  f ac t  that  the valuat ion 

ac tua ry  will be  looking at the asset  side of the ba lance  sheet ,  with all it implies. 

More discussion on the assumption by the valuat ion ac tua ry  of this major new 

duty  and responsibi l i ty  follows. 

"Good and sufficient" language, which has appeared for some time in the 

NAIC standard opinion, implies, at least to many actuaries, a degree of 

conservatism beyond minimum legal requirements. Others do not share this 

point of view. From a legal perspective, the phrase "good and sufficient" has not 

been defined specifically in connection with the insurance financial reporting 

context. In other legal contexts, the words have not been defined standing alone, 

but only in connection with other phrases; for example, "good and sufficient 

brakes" were defined as "brakes which adequately and promptly check and 
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s l a c k e n  the  s p e e d  of  a m o t o r  veh ic l e  and br ing  i t  to  a c o m p l e t e  s top."  1 "Good" 

in the  c o n t e x t  of  the  va lua t i on  opinion p r o b a b l y  is b e s t  de f i ned  as "serving the  

de s i r ed  end,  or  su i tab le . "  In t e re s t ing ly ,  s o m e  def in i t ions  of  the  word  "good" 

inc lude  l anguage  tha t  mos t  a c t u a r i e s  would  not  a s sume  to  be  a p p r o p r i a t e  

s y n o n y m s  -- for  example ,  "sound," " b e t t e r  than  ave rage , "  or "safe ."  The word  

" su f f i c i en t "  means  at  law " a d e q u a t e ,  enough,  as  much  as may  be  n e c e s s a r y ,  equal  

or f i t  for  the  end proposed ,  or of  such  qua l i ty ,  number ,  f o rce ,  or  va lue  to s e rve  a 

n e e d  or purpose .  ''Z Taken  t o g e t h e r ,  t he  words  "good and su f f i c i en t "  lega l ly  m e a n  

"su i tab le  and su f f i c i en t . "  There  is at  l ea s t  an i n t i m a t i o n  t ha t  the  phrase  "good 

and su f f i c i en t "  makes  a c la im v i s - a - v i s  the  qua l i ty  ("good") and q u a n t i t y  

("suf f ic ient" )  of  the  m a t t e r s  under review. 

With tha t  as background ,  we  can  look a t  the  ph rase  under  c o n s i d e r a t i o n  as 

a r e p l a c e m e n t  for  the  ph rase  "good and s u f f i c i e n t "  here :  " app rop r i a t e  provis ion."  

"Appropr i a t e "  g e n e r a l l y  means  "su i tab le"  or  "wel l  f i t t ing ."  H o w e v e r ,  in a legal  

c o n t e x t  (and in i ts  ve rb  form) ,  t he  word  also means  "to se t  a p a r t  for  a s p e c i f i c  

use,"  as when g o v e r n m e n t  a p p r o p r i a t e s  p r i v a t e  p r o p e r t y .  When used  in the  

c o n t e x t  of  f inancia l  r e p o r t i n g  (and, mos t  s p e c i f i c a l l y ,  wi th  r e s p e c t  to r e se rves ) ,  

if the  meaning  of  "su i tab le"  is wha t  has b e e n  i n t e n d e d  (as I b e l i e v e  is the  i n t en t  

of  the  d r a f t e r s ) ,  t hen  t h e r e  is a r isk in using the  word  "appropr i a t e"  in this 

c o n t e x t .  H o w e v e r ,  this m a y  be  l i t t l e  m o r e  than  lega l  n i t -p i ck ing  t h a t  can be  

r e s o l v e d  th rough  a c l ea r  de f in i t ion  of  " a p p r o p r i a t e  provis ion"  in the  r e c o m -  

menda t ion .  

IB l acks  Law Dic t i ona ry .  

ZBlacks Law Dictionary. 
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The switch of phrases from "good and suff ic ient"  to "appropriate provision" 

is to the  casual r eader  a major  shift  in emphasis and may be recognized  as such 

by even the most sophis t ica ted  reviewer .  It can be argued that  the shift  is a 

reduct ion  in the level of conf idence  being expressed by the ac tuary ,  inasmuch as 

"good and suff icient"  is more absolute and t imeless  than "appropriate." This is 

because  "appropriate" is a more compara t ive  word; it implies appropria te-  

compared-wi th-someth ing .  In this context ,  the something is present ly  accep ted  

s tandards  of p rac t i ce .  And because  present ly  accep t ed  s tandards of p rac t i ce  are  

indeed only present ly  accep t ed  (and might not be accep ted  next  year),  the 

overall  tenor  of the proposed r ep l acemen t  language may somehow appear to be 

less ce r ta in  than the phrase cur ren t ly  in use. 

This change also has some legal impact ,  because  it heightens the fac t  that  

in providing a qual i ta t ive  valuation opinion, the key phrase of "appropriate 

provision" is to be more  d i rec t ly  linked to s tandards of p rac t ice .  This infers that  

the s t a t e m e n t  of opinion is more f i rmly  roo ted  in s tandards of p rac t i ce  than the 

less c lear ly  grounded expression of "good and suff ic ient ."  Hence, it means that  

adhe rence  to s tandards would provide a c learer  basis for the exercise  of 

professional  judgment  by the ac tuary .  

On the bot tom line, the legal dist inct ions be tween  the two phrases are not 

s ignif icant .  What is more impor tan t  in this con tex t  is the  percept ion  of what the 

word change implies to regulators ,  the insurance industry 9 and the actuar ia l  

communi ty .  
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Some addit ional considerat ion of the phrase "present ly  accep ted  s tandards 

of p rac t i ce"  is next  appropriate ,  t oge the r  with r e l a t ed  mat te r s .  "Present ly  

a c c e p t e d  s tandards of p rac t ice"  is def ined within the ac tuar ia l  profession quite  

narrowly,  and it is used as a t e rm of art  to mean  the Recommenda t ions  and 

In te rpre ta t ions  issued by the Amer ican  Academy  of Actuar ies .  In the wider 

world, "present ly  accep t ed  s tandards  of p rac t i ce"  (or "general ly accep ted  

standards") has a broader  meaning. 

At law, genera l ly  accep ted  s tandards imply not only the formal  

p ronouncements  of the profession, but also those p rac t i ces  that~ although not 

a r t i cu la ted ,  never the less  are ut i l ized by reasonable  pract i t ioners .  To avoid 

ambigui ty ,  it is suggested that  the r e c o m m e n d a t i o n  c lear ly  s t a t e  the defini t ion 

in tended here.  

It is in te res t ing  to note  that  the te rm "general ly accep ted  auditing 

standards,"  or GAAS, as used in auditors '  repor ts  may soon be changed, according 

to in format ion  r ece ived  f rom an AICPA Task Force  considering changes in the 

s tandard report .  The te rm under considerat ion as a r e p l a c e m e n t  is "standards 

establ ished by our profession." The t e rm change has been suggested in large par t  

to indica te  the more  l imi ted  meaning of GAAS tha t  the profession bel ieves 

appropriate .  Considerat ion might be given to using this language in lieu of the 

phrase  "present ly  accep t ed  s tandards  of p rac t ice . "  

VII-15 



Z.3 The Issue o f  R e l i a n c e  

The proposed s t a t e m e n t  of  opinion for the valuat ion ac tua ry  would contain 

a s epa ra t e  sec t ion  dealing with the valuat ion ac tuary ' s  re l iance on other  

individuals for informat ion  that  is used as a basis for the s t a t e m e n t  of opinion. 

Re l iance  obviously needs to be spec i f ica l ly  dec la red  and noted,  and thereby  

adver t i se  re l iance to all r eaders  of the repor t .  This is par t icu lar ly  impor tan t  in 

dealing with management  responsibi l i ty  for the informat ion  included in the  

f inancial  s t a t emen t s .  This subjec t  has also been  under discussion within the 

AICPA Task Force ,  which has no ted  the absence  of any explici t  acknowledge-  

ment  by management  of its responsibi l i ty  in the financial  repor t ing process.  One 

idea under considera t ion (but not ye t  agreed  upon) is a requi rement  for a 

management  repor t  to accompany  the financial  s t a t emen t s ,  so that  readers  of 

the audit repor t  will c lear ly  be on no t ice  that  the auditor does not have pr imary  

responsibi l i ty  for the f inancial  s t a t emen t s .  This, according to proponents  of the 

r ecommenda t ion ,  would help reduce  the "expec ta t ion  gap" through which readers  

may improper ly  assume that  the audi tor  had pr imary  responsibi l i ty  for the 

inform ation. 

Should such a repor t  be required  from management ,  several  key questions 

would need  to be addressed,  including whether  it would be mandatory  for all 

en t i t ies ,  whether  it must  be in t e r r e l a t ed  with the auditor 's  repor t ,  and what the 

r equ i remen t s  for  inclusion in the repor t  might be.  Considerat ion might be given 

to a r equ i remen t  for  such a l e t t e r  from management  for the valuat ion actuary.  
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Z.4 R e v i e w  for  R e a s o n a b l e n e s s  

The s t a t e m e n t  of opinion would i n d i c a t e  t ha t  the  va lua t ion  a c t u a r y  has 

" r ev i ewed  these  resu l t s  for  r easonab leness . "  This phrase  is p r egnan t  wi th  

p o t e n t i a l  adverse  consequences  for  the  va lua t ion  a c t u a r y .  

Audi to rs  who are  sued are  mos t  o f t e n  sued because ,  in r e t r o s p e c t ,  t h e y  

missed  some th ing  t h a t  a " reasonable"  aud i to r  should have  seen.  In f a c t ,  cour t s  

f r e q u e n t l y  will impose  l i ab i l i ty  on an aud i to r  not  m e r e l y  because  he fa i led  to 

d e t e c t  f r aud  or abuse,  bu t  because  a " reasonab le"  r ev iew should have  put  the 

i 

aud i to r  on "inquiry no t i ce"  t h a t  s o m e t h i n g  was wrong and t h a t  add i t iona l  r ev iew 

was requi red .  The fa i lu re  to pursue  such an " inquiry no t i ce"  can be the  basis  for  

l iab i l i ty .  

For  the  a c t u a r y ,  p a r t i c u l a r l y  the  va lua t ion  a c t u a r y ,  the  r e l i ance ,  for  

examp le ,  on the  ch ie f  i n v e s t m e n t  o f f i c e r  for  i n v e s t m e n t  pol icy,  is essen t ia l .  A 

va lua t i on  a c t u a r y  is s imply  not  in a pos i t ion  to u n d e r t a k e  these  tasks persona l ly .  

What ,  then ,  should the  va lua t ion  a c t u a r y  do who mus t  re ly  on these  individuals?  

F i r s t ,  such  r e l i a n c e  mus t  be c l ea r ly  and unambiguous ly  a r t i c u l a t e d .  

Second,  the  " review for  r easonab leness"  mus t  be l im i t ed  exp l ic i t ly  and d i r ec t l y .  

The proposed  l anguage  cal l ing for  a " rev iew for  r easonab leness"  can  t h e r e f o r e  be 

a source  of  added  l i ab i l i ty  for  the  va lua t i on  a c t u a r y  because  of  the  imp l i ca t i on  

t h a t  by  r ev iew for  r ea sonab lenes s  of the  i n f o r m a t i o n  prov ided  by o thers ,  the  

va lua t i on  a c t u a r y  is a de f a c t o  insurer  of the  da ta .  The re fo re ,  expl ic i t  

d i s c l a imer s  wi th in  the  opinion are  in o rder  t h a t  expla in  the  n a t u r e  of a " rev iew 
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for reasonableness."  Such disclaimers might list the specif ic  steps under taken  in 

the review. 

Alternatively~ considerat ion can be given to the development  of an 

in t e rp re ta t ion  tha t  c lear ly  sets  for th  appropria te  guidance for the review for 

reasonableness.  If tha t  were  to take place,  the s t a t e m e n t  of opinion could make 

explicit  r e f e r e n c e  to tha t  interpretat ion~ or it might more general ly  indica te  

tha t  a review for reasonableness has been under taken  pursuant to present ly  

accep ted  ac tuar ia l  s tandards.  

Z.S V . - h ~ c e d  Po ten t i a l  Liabi l i ty  

The foregoing discussion highlights the proposed changes in the s t a t e m e n t  

of ac tuar ia l  opinion and in so doing highlights the major changes tha t  would be 

brought  about by the in t roduct ion of the valuat ion ac tua ry  concept  i tself.  

It must  be unders tood tha t  as a resul t  of these  changes, the potent ia l  

l iabil i ty for individuals act ing as valuat ion ac tuar ies  would expand. Whereas 

discussion of the na ture  of liability will be discussed more in the next  section, 

the changes a l ready discussed would increase  such liability in the following 

a r e a s :  

1. The valuation ac tua ry  would have increased responsibil i ty for the 

es tabl i shment  of reserve  assumptions. Four adverse cont ingencies  have been 

ident i f ied  by the ac tuar ia l  profession (by the Society  of Actuar ies  C o m m i t t e e  on 

Valuation and Re la ted  Matters)  that  provide the conceptual  f r amework  for the  
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valuation of liabilities. They have been designated as C-l, C-Z, C-3, and C-4. 

The C-I risk concerns the loss of assets from defaults, destruction, or other 

decline (excluding changes in market value resulting from interest rate fluctua- 

tions). The C-Z risk relates to loss resulting from inadequate pricing. The C-3 

risk relates solely to losses that result from changes in interest rates. C-4 is 

general business risk not encompassed by the others. 

These risks, especially the C-3 risk, are already under consideration by 

actuaries, especially with regard to opinions for various interest-sensitive 

products. Clearly, all these risks would need to be carefully considered by an 

actuary serving as valuation actuary for an insurance company. 

In this context, the question is whether it is within the actuary's 

professional ambit to undertake estimates with regard to each of these risks. 

This is particularly troublesome because, as yet, there has emerged no clear 

concensus from the profession on the question, and the methodology is 

incomplete, particularly in regard to the quality of assets for the determination 

of reserve adequacy. 

In terms of reliance, i t  should be stressed that for the valuation actuary's 

statement of opinion, the valuation actuary will have to rely extensively on 

others for information regarding the C-l, C-Z, and C-4 risks; the C-3 risk, 

dealing with changes in interest rates, is probably more within the ambit of the 

actuary's direct estimation. Therefore, the reliance made by the valuation 

actuary for each of the risks considered must be explicitly stated. 
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This r e l i a n c e  is i t s e l f  a sou rce  for  e x p a n d e d  p o t e n t i a l  l iabi l i ty .  As was 

no ted ,  t h e r e  is a p o t e n t i a l  danger  t h a t  r e a d e r s  of  the  va lua t ion  a c t u a r y ' s  

s t a t e m e n t  of opinion will a s s u m e  tha t  the  va lua t i on  a c t u a r y  is to s o m e  e x t e n t  an 

insure r  of  d a t a  r e l i ed  upon,  th rough  t he  " rev iew for  r e a sonab l enes s . "  

Z. Mos t  s ign i f i can t ly ,  the  v e r y  f a c t  t ha t  the  s cope  of  du t i e s  will e x t e n d  

to the  a s se t  s ide  of  the  b a l a n c e  s h e e t  will e n h a n c e  p o t e n t i a l  l i ab i l i ty  for  the  

v a l u a t i o n  a c t u a r y .  When an individual  u n d e r t a k e s  new  du t i es  in an a r e a  tha t  has 

p r e v i o u s l y  not  b e e n  wi th in  the  sphe re  of  a c t u a r i a l  a c t i v i t y ,  p o t e n t i a l  l i ab i l i ty  

mus t  i nc rease .  

t 

S e c t i o n  3: P e r s o n a l  L i a b i l i t y  and t h e  Va lua t i on  A c t u a r y  

3.1 Professio~1 Liability Defined 

The a c c e p t e d  de f in i t ion  of  "p ro fess iona l  l iabi l i ty ,"  more  spec i f i c a l l y  

r e f e r r e d  to  as  " m a l p r a c t i c e "  (the t e r m s  a re  u s e d  i n t e r c h a n g e a b l y ) ,  is 

p r o f e s s i o n a l  m i s c o n d u c t  or u n r e a s o n a b l e  l ack  of  skill. The t e r m  is 

usua l ly  app l i ed  to  such  c o n d u c t  by  doc to r s ,  l a w y e r s  and a c c o u n t a n t s .  

F a i l u r e  of  one  r ende r ing  p r o f e s s i o n a l  s e r v i c e s  to  e x e r c i s e  tha t  d e g r e e  

of  skill  and learn ing  c o m m o n l y  app l ied  under  all  t he  c i r c u m s t a n c e s  in 

the  c o m m u n i t y  by  the  a v e r a g e  p ruden t  r e p u t a b l e  m e m b e r  of the  

p r o f e s s i o n  wi th  the  r e su l t  of  in jury,  loss or  d a m a g e  to the  r e c i p i e n t  of  

t hose  s e r v i c e s  to those  e n t i t l e d  to re ly  upon them.  It  is any 
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p r o f e s s i o n a l  m i sconduc t ,  u n r e a s o n a b l e  l a ck  of  skill  or f i de l i t y  in 

p r o f e s s i o n a l  or f i duc i a ry  dut ies ,  evi l  p r a c t i c e ,  or i l legal  or i m m o r a l  

conduc t .  3 

When a p ro f e s s iona l  adv i ses  his e m p l o y e r ,  c l i en t ,  or o t h e r s  wi th  whom he is 

i n p r i v i t y  of  c o n t r a c t ,  a c o n t r a c t u a l  du ty  to e x e r c i s e  due c a r e  ar ises .  Al though  

p ro f e s s ions  d i f f e r ,  p r o f e s s i o n a l s  a re  g e n e r a l l y  he ld  to  the  s a m e  s t a n d a r d  of  skill. 

Tha t  s t a n d a r d  r equ i r e s  t h a t  when a p r o f e s s i o n a l  is r ende r ing  s e r v i c e  for  

c o m p e n s a t i o n ,  he  mus t  use  r e a s o n a b l e  c a r e  and c o m p e t e n c e .  A fa i lu re  to 

d i scha rge  t ha t  du ty  will s u b j e c t  the  p ro f e s s i ona l  to  l i ab i l i ty  for  neg l igence .  4 

In p e r f o r m i n g  his dut ies ,  a p r o f e s s i o n a l  does  not  g u a r a n t e e  c o r r e c t  

j u d g m e n t ;  bu t  only t h a t  in f o r m u l a t i n g  his j u d g m e n t  and work  p r o d u c t ,  he  

e x e r c i s e s  r e a s o n a b l e  skill  and c o m p e t e n c e  in good f a i t h  w i t hou t  f raud.  This is 

t r ue  for  phys ic ians ,  a c c o u n t a n t s ,  a t t o r n e y s ,  a c t u a r i e s ,  and o t h e r  p ro fess iona l s .  

A l though  no t  an insurer  aga ins t  d a m a g e  to  his c l ien t ,  a p r o f e s s i o n a l  m a y  be  he ld  

l iable  on grounds  of  "neg l igences  to one wi th  whom he is in p r iv i t y  or wi th  whom 

he has  a d i r e c t  c o n t r a c t u a l  r e l a t ion"  for  d a m a g e s  tha t  n a t u r a l l y  a n d p r o x i m a t e l y  

f low f rom his fa i lu re  to  use  the  n e c e s s a r y  a m o u n t  of  skill  and care .  5 

M a t h e w s  v. Walker ,  396 N.E. Zd 569, #571 

W. P r o s s e r ,  Law of  T o r t  143 (1973). 

D e l m a r  V. T immons ,  485 S.W. 2d, 9Z0 (197Z). 
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3.2 Legal  Theor ies  of  Liabi l i ty  

Profess ional  l iabil i ty act ions are general ly  based  on one of two (or 

somet imes  both) legal theories:  {1) b reach  of the employment  con t rac t  be tween  

the professional  and his cl ient  and (Z) damages  as a resul t  of negl igence creat ing 

an act ion in tor t .  6 

Most ma lp rac t i ce  act ions are brought  under an expressed or implied 

con t rac t  theory.  This is the usual case where a profess ional  is hired to per form a 

skilled service.  If the serv ice  is not pe r fo rmed  compe ten t ly ,  consis tent  with the 

r e l a t ed  employment  agreement ,  con t rac t  law general ly  allows recovery  for all 

damages  p rox imate ly  caused by the breach.  

Tort  law holds that  one is responsible for the consequences  of his action,  

and where his act  causes damages  to another ,  he is liable. A tor t  act ion could be 

brought  by both  a cl ient  and by a third pa r ty  who had no con t rac tua l  relationship 

with the profess ional  but was nonetheless  harmed by relying on the professionalWs 

work (see the la te r  discussion concerning "Liabil i ty to Third Part ies") .  

The d i f f e rence  b e t w e e n  appl icable  legal theories  is important ,  because ,  in 

addit ion to procedura l  ma t t e r s  (such as the appl icabi l i ty  of s t a tu t e s  of l imita-  

tions), the theory  pursued is of  consequence  with r e spec t  to proof~ measure  of 

damages ,  and o ther  impor tan t  subs tan t ive  issues. 

6 9Z ALR 3rd 396 ,403 .  
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3.3 Primary and Secondary Liability 

In most  ins t ances ,  l i ab i l i ty  can be  p r i m a r y  or s e c o n d a r y  in na tu re .  As i ts  

n a m e  in fe rs ,  p r i m a r y  l i ab i l i ty  is legal  l i ab i l i ty  tha t  a t t a c h e s  in the  f i rs t  i n s t ance .  

Thus, an a c t u a r y  who r e c k l e s s l y  e s t a b l i s h e d  an i n t e r e s t  r a t e  a s sumpt ion  of  24 

p e r c e n t  for  a n t i c i p a t e d  i n v e s t m e n t  earn ings  (when all a s se t s  a re  m a i n t a i n e d  in 

u n d i s c o u n t e d  bonds paying  11 pe rcen t )  is directly~ or p r imar i ly ,  l iable  to his 

c l i en t  or e m p l o y e r  for  d a m a g e s  tha t  a r i se  f rom the  a c t u a r y ' s  neg l igence .  And if  

he r e l i ed  on ano the r  for  this f igure ,  he r e m a i n e d  p r imar i ly  l iable ,  b e c a u s e  he 

should  have  known t h a t  Z4 p e r c e n t  was  un rea sonab l e .  

The d i s t inc t ion  b e t w e e n  p r i m a r y  and s e c o n d a r y  l iab i l i ty  is s ign i f ican t ;  only 

if  the  individual  wi th  p r i m a r y  l iab i l i ty  canno t  s a t i s f y  the  j u d g m e n t  will the  cou r t  

tu rn  to the  s econda r i l y  l iable  d e f e n d a n t  for  w h a t e v e r  addi t iona l  r e l i e f  has b e e n  

m a n d a t e d .  This divis ion of  l i ab i l i ty  is, i t  should  be  no t ed ,  o f t e n  a m a t t e r  

c o n t r o l l e d  by s t a t e  law,  and a d i f f e r e n t  divis ion of l iab i l i ty  (espec ia l ly  when the 

a c t i o n  is in tor t )  is poss ib le  under  the  laws of  the  individual  s t a t e s .  This 

d i s t i nc t ion  is also i m p o r t a n t  in the  p r e t r i a l  s e t t l e m e n t  s t a g e  of  legal  

p roceed ings ,  b e c a u s e  the  wil l ingness  of  a p a r t y  to  s e t t l e  a c la im out  of  c o u r t  

b e f o r e  t r ia l  may  wel l  r e s t  on the  p e r c e p t i o n  of  p r i m a r y  versus  s e c o n d a r y  l i ab i l i ty  

to  the  p la in t i f f .  

3.4 Liability to Third Part ies  

here ,  

An e x a m i n a t i o n  of  th i rd  p a r t y  a c t i o n  is a lso c r i t i c a l  to  the  i ssues  e x a m i n e d  

b e c a u s e  th i rd  p a r t i e s  (for e x a m p l e ,  r e g u l a t o r s ,  p o t e n t i a l  i nves to r s ,  
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pol icyholders~ or  bene f i c i a r i e s )  r e ly  on the  work  p r o d u c t  of the  a c t u a r y .  The 

g e n e r a l  rule  of  th i rd  p a r t y  p r o f e s s i o n a l  l i ab i l i ty  is t ha t  whe re  the  p ro f e s s i ona l  

knew or should have  known of impending  th i rd  p a r t y  rel iance~ the  p o t e n t i a l  for  

th i rd  p a r t y  l i ab i l i ty  ar ises .  General ly~ only gross  neg l igence  or f r aud  by  the  

p r o f e s s i o n a l  is a s u f f i c i e n t  founda t ion  for  a th i rd  p a r t y  to  br ing a s u c c e s s f u l  t o r t  

ac t ion .  

Due  to  s o m e  similar i t ies~ c o m p a r i s o n  can  b e  m a d e  b e t w e e n  the  va lua t ion  

a c t u a r y  and aud i to r s  for  pu rposes  of  pe r sona l  l iab i l i ty .  This is not  only b e c a u s e  

b o t h  p ro fe s s ions  dea l  wi th  f inanc ia l  mat te rs~  b u t  a lso b e c a u s e  t h e r e  has b e e n  a 

s u b s t a n t i a l  a m o u n t  of  l i t i ga t ion  conce rn ing  aud i to r s  t ha t  p rov ides  a ~asis  for  

compar i son .  

The re  a re  many  d i f f e r e n t  a s p e c t s  to  the  issue of  audi to rs '  l iabi l i ty .  The 

ma jo r  issue t o d a y  of  i m p o r t  (and of  s p e c i f i c  c o n c e r n  to va lua t ion  ac tuar ies )  is 

t he  issue of  s t and ing  to  sue.  S tanding is the  legal  r ight  to  i n i t i a t e  a lawsui t .  In 

this  context~ the  issue of  s tanding  c e n t e r s  on w h e t h e r  a th i rd  p a r t y  who re l ies  to 

his d e t r i m e n t  on the  audi to r ' s  r e p o r t  can i n i t i a t e  a l awsu i t  c la iming  neg l igence  

aga ins t  the  audi tor .  In o t h e r  words~ does  the  aud i to r  owe  a du ty  of  c a r e  to 

p e o p l e  o t h e r  than  the  client~ who he knows  or should know will r e ly  upon his 

r e p o r t ?  

Unt i l  r e l a t i v e l y  recent ly~  p a r t i e s  no t  in p r i v i t y  of  c o n t r a c t  (a direct~ 

c o n t r a c t u a l  re la t ionship)  and who w e r e  no t  a c t u a l l y  a n t i c i p a t e d  by  the  aud i to r  to  

b e  u se r s  of  his r e p o r t  could  no t  sue  for  "mere"  neg l igence .  (Fraud~ in contrast~ 

VII-Z4 



was actionable by these "remote" parties.) The fact that the auditor should have 

foreseen that the third party would rely on his report was considered insufficient 

to provide a basis for standing. This  rule had its most fully articulated 

expression in Ultramares Corp. v. Touche, ZZ5 N.Y. 170, 174 N.E. 441 (1931). 

For the auditor (or the valuation actuary), this so-called Ultramares 

Doctrine is very significant, by limiting the class of potential plaintiffs to those 

who (I) rely detrimentally on the auditor's opinion and (Z) were actually 

anticipated to be users of the report. Hence, for example, a potential buyer of 

the entity would not enjoy standing to sue the auditors due to their negligence 

where the report was prepared for strictly in-house use. 

This limitation, however, has been eliminated in some jurisdictions. For 

example, a recent California case held that the auditor's duty extends to all 

reasonable foreseeable plaintiffs, and not just those he knows will rely on his 

report. 7 Other jurisdictions that have adopted this broader scope of potential 

plaintiffs include New Jersey, Wisconsin, New Hampshire, and Ohio. 

In contrast, some state courts have in recent years reaffirmed the 

Ultramares Doctrine. For example, a recent New York decision indicated that 

auditors were not liable in negligence to third parties unless (1) they were aware 

that their report was to be used for a particular purpose, (Z) they intended that 

International Mortgage Co. v. John P. Butler Accounting Corp. (Cal. Ct. App., 

February Z0, 1980) No. 600109q. 
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the  p l a i n t i f f  r e ly  on the  r e p o r t  for  tha t  purpose ,  and (3) the  aud i to r s  engaged  in 

c o n d u c t  wi th  r e s p e c t  to the  p l a in t i f f  t ha t  e v i d e n c e d  the i r  a w a r e n e s s  of  the  

p la in t i f f ' s  i n t ended  r e l i ance .  8 

What  then,  should the  va lua t ion  a c t u a r y  do to l imi t  p o t e n t i a l  l iab i l i ty  to  

th i rd  pa r t i e s ,  a ssuming  tha t  this  ana lys is  would  be  appl ied  to  the  va lua t ion  

a c t u a r y  by  the  cou r t s  as it has  b e e n  appl ied  to aud i to r s?  F i r s t ,  t he  va lua t ion  

a c t u a r y  should s e e k  to  l imi t  the  use  of  his r epo r t .  Such r e s t r i c t i o n s  on r e l i a n c e  

should  p r o b a b l y  appea r  in l a rge  t ype  in a consp icuous  p l a c e  in the  w r i t t e n  r epor t .  

Indeed,  i t  m a y  be  a p p r o p r i a t e  for  the  va lua t i on  a c t u a r y  to  exp l i c i t ly  s t a t e  tha t  

r e l i a n c e  is r e s t r i c t e d  to the  c l ien t  or e n t i t y  for  which the  r e p o r t  has b e e n  

p r e p a r e d .  Second,  the  va lua t i on  a c t u a r y  should s t a t e  a f f i r m a t i v e l y  tha t  the  

c l i en t  or e n t i t y  is to re ly  on the  p roduc t  for  spec i f i c  a r t i c u l a t e d  purposes .  

F inal ly ,  in any c o m m u n i c a t i o n  wi th  th i rd  pa r t i e s ,  the  va lua t i on  a c t u a r y  should 

m a k e  sure  tha t  the  th i rd  pa r t i e s  a re  a w a r e  t ha t  r e l i ance  on the i r  pa r t  is 

i n a p p r o p r i a t e .  

3.5 Comparative Negligence 

For  audi to rs ,  the  t h e o r y  of  c o m p a r a t i v e  neg l igence  has a f f o r d e d  a g r e a t  

dea l  of  p r o t e c t i o n  a t  t imes .  The t h e o r y  holds t ha t  a p a r t y  is r e spons ib le  for  only 

t ha t  p ropo r t i on  of  d a m a g e s  tha t  is a t t r i b u t a b l e  to his fau l t ,  and tha t  on a 

c o m p a r a t i v e  bas is ,  o the r  p a r t i e s  mus t  b e a r  a sha re  of  the  u l t i m a t e  damages .  For  

8 C r e d i t  Al l i ance  v. Ar thur  Ande r sen  & Co. ,  493 N.Y.S. Zd 435, 65 N.Y. Zd 536 

(198S). 
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audi tors ,  much  of the i r  success  in the use of this line of de fense  cen t e r s  on the  

f a c t  t h a t  m a n a g e m e n t  bea r s  p r i m a r y  respons ib i l i ty  for  the  r epor t ,  i nasmuch  as 

the  numbers  supplied to the aud i to rs  are  " m a n a g e m e n t ' s "  numbers .  Fu r th e r ,  in 

cases  of  f raud ,  the  aud i to r s  can point  out t h a t  m a n a g e m e n t  was at  l eas t  as 

respons ib le  for  fa i l ing  to uncover  the f r aud  wi thin  i ts  house.  

In c o n t r a s t ,  the  g rowth  in the  use of  j o in t  and severa l  l iab i l i ty  can be a 

ma jo r  problem for audi tors .  This may  be p a r t i c u l a r l y  t rue  in the  case  of  

insurance  company  inso lvenc ies ,  where  any  ex is t ing  company  asse t s  mus t  f i r s t  be 

used  to pay  pol icy  c la ims.  This is an a r ea  of rapid ly  changing  law, where  many  

s t a t e s  have  p laced  new r e s t r i c t i o n s  on the  o p e r a t i o n  of  the  pr inciple .  These 

changes  include the  e l imina t ion  of jo in t  and seve ra l  l iabi l i ty ,  or major  

m o d i f i c a t i o n  t h a t  o the rwi se  l imi t s  the  ab i l i ty  of a p l a i n t i f f  to  pin an en t i r e  

j u d g m e n t  on an individual  who m a y  have  had a r e l a t i v e l y  minor  share  in the  f au l t  

t h a t  led to damages .  

3.6 Appropriate Professional Techniclues 

O f t e n  profess iona ls  will d i sagree  on the  proper  t echn ique  to apply in a 

given in s t ance .  In such cases ,  the  law g e n e r a l l y  r equ i res  t h a t  the  p ro fess iona l  

use the  t echn ique  he deems  fa i r ly  appl icable  to the  s i t ua t i on  p re sen ted .  

A cour t  judges  a p rofess iona l ' s  a c t s  based  on the  deg ree  of knowledge ,  skill, 

and j u d g m e n t  usua l ly  possessed  by m e m b e r s  of t h a t  p ro fess ion  in the  c o m m u n i t y  

where  the  ac t ion  arose.  R e c e n t l y ,  as p ro fes s iona l  l i t e r a t u r e  has b e c o m e  much 

more  r ead i ly  ava i lab le  to all p r a c t i t i o n e r s ,  cour t s  have  looked  less to local  

s t anda rds  of  ca re  and geog raph i ca l  l i m i t a t i o n .  Those who hold t h e m s e l v e s  out  to  
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the public as exper t s  in a speci f ic  area  of a field are usually held to even higher 

s tandards  than profess ionals  who have only a general  knowledge of the subject .  

The higher s tandard to which such exper t s  are held is equally applicable to the 

ac tuar ia l  profession.  For example,  Opinion A-7 of the Academy requires that  an 

ac tua ry  working in a specia l ized field take  into considerat ion the 

Recommenda t ions  and In te rp re ta t ions  of  the re levan t  p rac t i ce  c o m m i t t e e s  of 

the Academy.  

3.7 Professional Liability and the A c t , , ~ /  

z 

Having discussed "generic" profess ional  l iabili ty principles, the discussion 

now focuses  on how the law has been  applied to the ac tuary .  

Ac tuar ies  Are Professionals :  Any discussion of ac tuar ia l  malprac t i ce  

assumes tha t  the law considers an ac tua ry  to be profess ional  and hence subject  

to s tandards required of all professionals .  The case law clear ly  supports  this 

conclusion. 

Histor ical ly,  the recognized  professions (and hence,  those that  have been 

subjec t  to ma lp rac t i ce  litigation) have been  law, medicine (including its various 

branches  and dentistry) ,  and the ministry. More recen t ly ,  principles of 

malprac t i ce  have been  applied to, among others ,  the professions of accounting,  

a rch i t ec tu re ,  and engineering. 
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It is c e r t a i n  as wel l  tha t  a c tua r i a l  s c i e n c e  qua l i f i e s  as a p ro fess ion .  Indeed,  

s t a t e  c o u r t s  have  so held  in def in ing a c t u a r i a l  work.  One case  de f ined  an 

a c t u a r y  as "a pe r son  ski l led  in m a t h e m a t i c a l  c a l c u l a t i o n s  whose  p ro fe s s ion  is the  

ca l cu l a t i on  of  in su rance  r isks and p r e m i u m s .  ''9 In ano the r  case ,  an a c t u a r y  is 

d e f i n e d  as "one whose  p ro fe s s ion  it is to c a l c u l a t e  insu rance  risks and 

• , , 1 0  p r e m m m s .  

F u r t h e r m o r e ,  a c t u a r i a l  work  m e e t s  the  t r ad i t i ona l  p r o f e s s i o n a l  c r i t e r i o n  of 

a cal l ing involving a "spec ia l  k n o w l e d g e  of  a b r a n c h  of  s c i e n c e  or learning."  And 

as will be  no ted ,  the  cou r t s  have  no t  only d e c l a r e d  the  p r a c t i c e  of a c t u a r i a l  

s c i e n c e  to be  a p ro fe s s ion ,  bu t  have  app l i ed  m a l p r a c t i c e  p r inc ip les  d i r e c t l y  to 

the  a c t u a r y ,  l eav ing  the  m a t t e r  unambiguous .  

G e n e r a l l y  A c c e p t e d  A c t u a r i a l  P r inc ip les :  Al lega t ions  of  a c t u a r i a l  

m a l p r a c t i c e  are  e v a l u a t e d  by  the  c o u r t s  wi th  r e f e r e n c e  to the  "gener ic"  ru les  of  

m a l p r a c t i c e  p r o c e d u r e .  Thus, cou r t s  will m e a s u r e  a d e f e n d a n t ' s  ac t ions  aga ins t  

"gene ra l ly  a c c e p t e d "  a c t u a r i a l  p r inc ip les .  These  a re  s t a n d a r d s  and p r a c t i c e s  t ha t  

have  b e e n  r e c o g n i z e d  by  e i t he r  the  law or by  the  p r o f e s s i o n  as a p p r o p r i a t e  for  

app l i ca t i on  in spec i f i c  a c t u a r i a l  c o n t e s t s .  

Indeed,  the  c o n c e p t  of  g e n e r a l l y  a c c e p t e d  a c t u a r i a l  p r inc ip les  has b e e n  

r e c o g n i z e d  by  the  cour t s .  In U n i t e d  S t a t e s  v. C o n s u m e r  L i f e  Insurance  Company ,  

9 King C o u n t y  E m p l o y e e  Assn. v. S t a t e  R e t i r e m e n t  Bd.,  54 Wash. Zd 1 (1959). 

10 
C h a m p a g n e  v. Un i ty  Indus. L i fe ,  161 So. 5Z (La. App. 1935). 
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430 U.S. 7Z5 (1977), the  U.S. Su p reme  Cour t ,  in a c a se  involving the  d e t e r m i n a -  

t ion  of  an insu rance  company ' s  r e s e r v e s  for  f e d e r a l  t ax  purposes ,  conc luded  t ha t  

t he  p rope r  c a l c u l a t i o n  of  r e s e r v e s  should be  c a r r i e d  out  "under  a c c e p t e d  . . . 

a c t u a r i a l  s tandards"  (p.739). 

In U n i t e d  S t a t e s  v. Z a z o v e ,  334 U.S. 60Z (1948), a case  involving insurance  

r e s e r v e s  and b e n e f i t s ,  t he  Supreme  Cour t  d e t e r m i n e d  t ha t  the  app rop r i a t e  leve l  

of  r e s e r v e s  should be  d e t e r m i n e d  "under  a c c e p t e d  a c t u a r i a l  pr inciples"  (p. 6Z0). 

S t a t e  c o u r t s  have  s imi la r ly  r e c o g n i z e d  the  e x i s t e n c e  of  gene ra l ly  a c c e p t e d  

a c t u a r i a l  p r inc ip les .  
t 

Liab i l i t y  Con t ro l s :  A ma jo r  r e a s o n  why aud i to r s  (and va lua t ion  ac tuar ies )  

would  f a c e  i nc rea s ing ly  high r isks of  pe r sona l  l i ab i l i ty  m a y  b e  found in the  f a c t  

t h a t  many  publ ics  e x p e c t  aud i to r s  or a c t u a r i e s  to  de l iver  m o r e  than  the  

s t a n d a r d s  of  p r a c t i c e  m a y  a c t u a l l y  p romise .  Tha t  is, the  publ ics  m a y  no t  b o t h e r  

to  r e a d  the f ine l im i t a t i ons  or d i s c l a i mer s  c o n t a i n e d  in G A A P  or GAAS (or IASB 

p r o n o u n c e m e n t s ) ,  bu t  n e v e r t h e l e s s  e x p e c t  t ha t  t he  aud i to r  or a c t u a r y  will t e l l  

t h e m  w h a t e v e r  t h e y  n e e d  to  know to avoid  e c o n o m i c  d is t ress .  

Some in te rna l  p r o c e d u r e s  c u r r e n t l y  be ing  d i scussed  wi th in  the  a c c o u n t i n g  

c o m m u n i t y  m a y  have  app l i ca t i on  to  the  va lua t ion  a c t u a r y  to  l imi t  p o t e n t i a l  

l iab i l i ty .  These  m a y  inc lude  the  fo l lowing:  

. A r e q u i r e m e n t  t ha t  t he  aud i t o r  a c t i v e l y  s e a r c h  for  m a n a g e m e n t  f r aud  t h a t  

m a y  be  m a t e r i a l  to t he  f inanc ia l  s t a t e m e n t  th rough the  app l i ca t ion  of  

p ro f e s s iona l  audi t ing  s t a n d a r d s  des igned  to r e d u c e  the  risk t ha t  such f r aud  



will go u n d e t e c t e d .  This would include a rev iew and eva lua t i on  of 

m a n a g e m e n t  cont ro l s ,  as well  as an i d e n t i f i c a t i o n  of  p o t e n t i a l  s y s t e m s  t h a t  

migh t  i nd i ca t e  a h igher  degree  of r isk t han  the  f inanc ia l  s t a t e m e n t ,  

s t and ing  alone,  migh t  i nd ica t e .  

Z. L e n g t h y  cons ide ra t i on  of a v a r i e t y  of proposa ls  for  in-house  t r a in ing  of all  

personnel ,  t e chn i ca l  suppor t ,  work paper  d o c u m e n t a t i o n ,  and peer  rev iew 

of  work produc ts .  

. Incorpora t ion .  Al though  the  s t a t e  laws  va ry  cons iderab ly  on whe the r  

a c t u a r i e s  m a y  form pro fess iona l  co rpora t ions ,  and the  e x t e n t  of  personal  

p r o t e c t i o n  f rom l iab i l i ty  such s t a t e s  o f f e r  va r ies  widely,  i t ' i s  a measu re  

t h a t  should be i n v e s t i g a t e d  by p o t e n t i a l  va lua t ion  ac tua r i e s .  

. L i m i t a t i o n s  in the  s t a t e m e n t  of  a c t u a r i a l  opinion.  As has been  no ted ,  the  

p roposed  R e c o m m e n d a t i o n s  and I n t e r p r e t a t i o n  7-B make  ample  r e f e r e n c e  

to the need  for  l i m i t a t i o n s  when the  a c t u a r y  does not  f ee l  able to express  

an unqua l i f i ed  opinion. In this  r ega rd ,  the  e x p e r i e n c e  of  aud i to rs  m a y  also 

be of  usefu l  cons ide ra t ion .  

Audi tors  o f t e n  s t r ive  to issue "c lean ,"  or unqual i f ied ,  r epor t s .  Such a 

r epo r t  is an i nd i ca t ion  t h a t  wi th in  the  scope  of  the  e x a m i n a t i o n ,  " the  f inanc ia l  

s t a t e m e n t s  t aken  as a whole f a i r ly  p r e sen t  the  company ' s  posi t ion"  as of the  da t e  

of  the  r epo r t ,  in a c c o r d a n c e  wi th  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  s t andards .  Such 

a s t a t e m e n t  does not ,  of course ,  n e c e s s a r i l y  m e a n  t h a t  the  shareholder ' s  inves t -  

m e n t  is sa fe  or t h a t  the  company ' s  f i nanc i a l  pos i t ion  is sound or secure .  
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There  a re  four  ba s i c  t y p e s  of  qua l i f i c a t i ons  tha t  aud i to r s  c u s t o m a r i l y  use  in 

the i r  r epo r t s .  B e c a u s e  t h e y  have  b e e n  u t i l i z ed  for  s o m e  t i m e  wi th in  the  

a c c o u n t i n g  p ro fe s s ion ,  t h e y  have  a t t a i n e d  a d e g r e e  of a c c e p t a n c e  and 

unde r s t and ing  wi th in  f inanc ia l  c o m m u n i t i e s  as words  of  a r t  wi th  ve ry  spec i f i c  

meanings .  

The f i r s t  l i m i t a t i o n  is ca l l ed  the  " e x c e p t  for" l imi ta t ion .  An example  of  

such  a l i m i t a t i o n  could  be  as fo l lows:  

G A P P  r e q u i r e s  tha t  v a c a t i o n  pay  be  r e c o r d e d  on an acc rua l  basis .  As 

r e p o r t e d  in N o t e  7, no a c c r u a l  has  b e e n  m a d e ,  wi th  an e f f e c t  be ing  t ha t  

i n c o m e  for  the  y e a r  is o v e r s t a t e d  by  $350,000,  ne t  of r e l a t e d  tax.  ' In  our 

opinion,  e x c e p t  fo r  the  m a t t e r  r e f e r r e d  to  in the  p r eced ing  s e n t e n c e ,  the  

f inanc ia l  s t a t e m e n t s  p r e s e n t  f a i r l y . . .  

Such an " e x c e p t  for" l im i t a t i on  i nd i ca t e s  tha t  the  s cope  of  the  e x a m i n a t i o n  

has b e e n  r e s t r i c t e d  by  m a n a g e m e n t  or  by  c i r c u m s t a n c e s ,  t ha t  the  f inanc ia l  

s t a t e m e n t s  have  no t  b e e n  t o t a l l y  p r e s e n t e d  in a c c o r d  wi th  GAAP,  t ha t  

d i sc losu res  a re  i n a d e q u a t e ,  or t ha t  a c c o u n t i n g  p r inc ip les  have  b e e n  a l t e r ed .  

A s e c o n d  l i m i t a t i o n  used  by  aud i to r s  is the  " sub jec t  to" l imi ta t ion .  Such a 

q u a l i f i c a t i o n  is o f t e n  u sed  w h e r e  a s ign i f i can t  u n c e r t a i n t y  ex is t s  t ha t  m a y  have  a 

m a t e r i a l  i m p a c t  on the  s t a t e m e n t  i t s e l f  (for e x a m p l e ,  pending l i t i ga t ion  w h e r e  

the  o u t c o m e  c a n n o t  be  p r ed i c t ed ) .  In such  an i n s t ance ,  a r e p o r t  might  s t a t e ,  

As d i scussed  in N o t e  8, the  c o m p a n y  is d e f e n d a n t  in a l awsui t  t ha t ,  if  

s u c c e s s f u l ,  will r equ i r e  p a y m e n t  of  $1,000,000.  It  is no t  poss ib le  to  p r e d i c t  
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the  o u t c o m e  of the l i t iga t ion .  Subject  to the  e f f e c t  of such an a d j u s t m e n t ,  

if any,  the  f inanc ia l  s t a t e m e n t s  fa i r ly  p r e s e n t . . .  

A th i rd ,  a lbe i t  more  r a r e l y  u t i l i zed ,  l i m i t a t i o n  is the  "adverse"  

qua l i f i ca t i on ,  used  when dev ia t ions  f rom GAAP are  so m a t e r i a l  and pervas ive  

t h a t  the  "excep t  for" opinion is i n su f f i c i en t .  Such an opinion migh t  s t a t e  the  

fol lowing:  

GAAP requ i res  t h a t  v a c a t i o n  pay  be r e c o r d e d  on an acc rua l  basis.  As 

r e p o r t e d  in Note  7, no acc rua l  has been  made ,  wi th  an e f f e c t  being 

t h a t  i ncome  for the yea r  is o v e r s t a t e d  by $350,000, ne t  of r e l a t e d  

taxes .  In our opinion, because  of  the  e f f e c t  of  not  acc ru ing  v a c a t i o n  

pay as discussed above,  the  f inanc ia l  s t a t e m e n t s  do not  p r e s e n t  

f a i r l y . . .  

The fou r th  l i m i t a t i o n  is the  d i sc la imer ,  which is used when the  p o t e n t i a l  

s ign i f i cance  of  the  scope of  l i m i t a t i o n  is so m a t e r i a l  and pervas ive  t h a t  a 

qua l i f i ed  opinion is no t  appropr i a t e .  Such an opinion would s t a t e  the  fol lowing:  

Because  of the  s ign i f i cance  of  pending  l i t i ga t i on  d iscussed  above,  we 

are  unable  to express  an opinion on the  f inanc ia l  s t a t e m e n t s  r e f e r r e d  

to above.  

Use of Notes  as Disc la imers :  F r e q u e n t l y ,  aud i to r s  use no tes  to f inanc ia l  

s t a t e m e n t s  in order  to expla in  in de ta i l  t r a n s a c t i o n s  r e p o r t e d  in the  f inanc ia l  

s t a t e m e n t s .  Similar ly ,  one might  expec t  t h a t  va lua t i on  a c t u a r i e s  could u t i l i ze  a 

no te  process  to mod i fy  or expla in  s t a t e m e n t s  m a d e  in the  va lua t ion  r epo r t  i t se l f .  
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Severa l  rules  r e l a t e d  to aud i to r  s t a t e m e n t s  should be cons idered  in this  

c o n t e x t .  F i r s t ,  a f i nanc ia l  s t a t e m e n t  mus t  be a c c u r a t e  in and of i t se l f ;  i t  may  

no t  be mod i f i ed  by ou ts ide  m a t e r i a l  to a t t a i n  n e c e s s a r y  a c c u r a c y .  However ,  i t  is 

c l ea r  t h a t  a n o t e  to a f inanc ia l  s t a t e m e n t  m a y  modi fy ,  but  not  change,  the  

f inanc ia l  s t a t e m e n t  i t se l f ;  the  s t a t e m e n t  must ,  however ,  r e m a i n  a c c u r a t e  in and 

of  i t se l f .  Cour t s  have  he ld  t h a t  no a m o u n t  of  no t e  d isc losure  can p reven t  an 

o the rwi se  e r roneous  se t  of  f inanc ia l  s t a t e m e n t s  f rom being m a t e r i a l l y  

mis leading--( for  example ,  H e r z f e l d  v. Laventhol~ Krekstein~ Horwa th  & Horwa th ,  

540 F. Zd Z7 (Znd Cir . ,  1976). 

I t  is a l r e ady  possible for  the  a c t u a r y  to min imize  l iab i l i ty  f lowing f rom the  

blank r e q u i r e m e n t  by qua l i fy ing  his opinions.  The NAIC blank has provisions t h a t  

p e r m i t  the  a c t u a r y  to qua l i fy  the  opinion. If the  a c t u a r y  re l ies  on under ly ing  

i n f o r m a t i o n  t h a t  canno t  be r ead i l y  ve r i f i ed ,  he m a y  c r e a t e  a success fu l  de fense  

by exp l i c i t ly  s t a t i n g  such r e l i ance ,  which serves  as a legal  d i sc la imer .  R e s e a r c h  

has fa i l ed  to l o c a t e  any  r e p o r t e d  cases  of  an a c t u a r y ' s  being sued for an 

i n a c c u r a t e  opinion because  the  under ly ing  m a t e r i a l  he used  was inaccurate~ 

where  his de f ense  was t h a t  he had  d i s c l a imed  knowledge  of the  under ly ing  

m a t e r i a l ' s  a c c u r a c y .  

Iu a c lose ly  para l l e l  s i t ua t ion  in the  accoun t ing  profess ion ,  C.LT.  F inanc ia l  

Co rpo ra t i on  v. Glover ,  ZZ4 EZd 44 (Znd Cir . ,  1955), a c c o u n t a n t s  were  sued over  

an audi t  t h e y  had p e r f o r m e d  tha t  l i s t ed  the  value of a company ' s  co l l a t e r a l  

s u b s t a n t i a l l y  h igher  t han  i t  was a c t u a l l y  wor th .  O the r  pa r t i e s  re l ied  on the  

o v e r v a l u a t i o n  and s u f f e r e d  d a m a g e s  as a resu l t .  The a c c o u n t a n t s ,  however ,  had  

a s s e r t e d  in the i r  audi t  r epo r t  app rop r i a t e  d i sc l a imers  qua l i fy ing  the i r  gene ra l  
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asse r t ions  about  the company ' s  co l l a t e r a l  and i ts  f inanc ia l  s t ab i l i ty .  The U.S. 

Cour t  of  Appeals  for  the  Second C i r cu i t  he ld  t h a t  d i sc l a imers  were  s u f f i c i e n t  

warnings  to excu lpa t e  the  a c c o u n t a n t s  of any l i ab i l i ty  (p. 46). This discussion,  of  

course ,  presupposes  no f r aud  on the  pa r t  of  the  a c t u a r y  and an absence  of  

suspicious c i r c u m s t a n c e s  t h a t  would put him on " inquiry  no t i ce , "  mean ing  t h a t  

the  c i r c u m s t a n c e s  would lead  a r ea sonab le  p ruden t  p ro fess iona l  to f u r t h e r  

11 i n v e s t i g a t e  the  m a t t e r s  be ing re l ied  upon. 

L iab i l i t y  and E m p l o y m e n t  Sta tus :  It is a n t i c i p a t e d  t h a t  the  va lua t ion  

a c t u a r y  will work e i t he r  as an e m p l o y e e  of  a l i fe  i n su rance  company  or as a 

c o n s u l t a n t  to the company .  The na tu r e  of p o t e n t i a l  l i ab i l i ty  exposure  for  the 

a c t u a r y  is not  s i gn i f i c an t l y  d i s t inc t  in these  two s i tua t ions .  

As an employee ,  the  va lua t ion  a c t u a r y  will e i t he r  be responsible  to 

m a n a g e m e n t  or d i r e c t l y  to the  boa rd  of d i r e c t o r s  of  the  company .  If he is pa r t  

of m a n a g e m e n t ,  p o t e n t i a l  l i ab i l i ty  exposure  m a y  be s o m e w h a t  less, i na smuch  as 

the  v is ib i l i ty  of  the  va lua t ion  a c t u a r y  will be less than  i t  would be if  the  

va lua t ion  a c t u a r y  were  spec i f i ca l l y  appo in ted  by the  board  of d i r ec to r s .  In 

c o n t r a s t ,  a d i r ec t  boa rd  a p p o i n t m e n t  could be a c c o m p a n i e d  by a p ledge  to 

i n d e m n i f y  the  va lua t ion  a c t u a r y  for  losses i ncu r r ed  (other  than  for  f raud  or 

i n t e n t i o n a l  m a l f e a s a n c e ,  of  course) .  The in-house  va lua t ion  a c t u a r y  m a y  be held  

more  responsible  for  e r rors  t h a t  ar ise  th rough  r e l i ance  on fe l low employees ,  as 

he will be e x p e c t e d  to be more  f ami l i a r  wi th  individuals  and work p roduc t  r e l i ed  

upon than  a consul t ing  va lua t ion  ac tua ry .  

11 
In re  Equi ty  Funding,  416 F. Supp. 161 (C.D.CA, 1976). 
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An e m p l o y e e  va lua t ion  a c t u a r y  (whe the r  pa r t  of m a n a g e m e n t  or appo in ted  

by  the  b o a r d  of  d i rec to rs )  could  be  sued  by  a b road  a r r a y  of  th i rd  pa r t i e s  who 

re ly  on his work  p roduc t .  In addi t ion,  the  e m p l o y e e  va lua t ion  a c t u a r y  could be  

sued  by  his e m p l o y e r ,  e i t h e r  on an impl ied  c o n t r a c t  t h e o r y  or on a v a r i e t y  of  t o r t  

t heo r i e s .  

On the  one hand, the  consu l t an t  va lua t ion  a c t u a r y ' s  exposure  may  be  

g r e a t e r  in s o m e  r e s p e c t s ,  due to  the  p e r c e p t i o n  of  i n d e p e n d e n c e  inheren t  in a 

consu l t an t ' s  ro le .  On the  o the r  hand, r e l i a n c e  e x p r e s s e d  by the  consu l t an t  m a y  

be  d e e m e d  m o r e  r e a s o n a b l e  by  ou t s ide  o b s e r v e r s ,  t h e r e b y  reduc ing  once  s o u r c e  

of  p o t e n t i a l  exposure .  H o w e v e r ,  t he  consu l t an t ' s  image  of  independence ,  

t o g e t h e r  wi th  a p e r c e p t i o n  t ha t  a consu l t ing  f i rm has spec ia l  e x p e r t i s e  in the  

a rea ,  m a y  combine  to  hold the  consu l t an t  to  a s o m e w h a t  higher  s t anda rd  of c a r e  

than  the  in -house  va lua t i on  a c t u a r y .  

The d i s t inc t ions  b e t w e e n  p o t e n t i a l  l i ab i l i ty  for  the  in-house  va lua t ion  

a c t u a r y  and the  consu l t ing  va lua t ion  a c t u a r y  a re  e s sen t i a l l y  minor.  Both  can b e  

sued  by  the  company ,  by  the  s t o c k h o l d e r s  or po l i cyho lde r s ,  or  by  ou t s ide  p a r t i e s  

who re ly  on the i r  opinions.  Both  can  be  sued  in c o n t r a c t  or in t o r t .  The in-house  

va lua t i on  a c t u a r y  can  a t t e m p t  to  l imi t  p o t e n t i a l  l i ab i l i ty  by  r ece iv ing  a p romise  

of  i n d e m n i f i c a t i o n  f rom the  b o a r d  of  d i r e c t o r s ;  the  consu l t ing  va lua t ion  a c t u a r y  

can  a t t e m p t  to l imi t  p o t e n t i a l  l i ab i l i ty  th rough  a c a r e f u l l y  p r e p a r e d  and 

e x e c u t e d  e n g a g e m e n t  l e t t e r .  

On the  b o t t o m  line, the  d i s t inc t ions  are  p robab ly  ins ign i f ican t  in mos t  

cases .  What  is of  much  g r e a t e r  s i gn i f i c ance  is t h a t  bo th  the  in-house  a c t u a r y  

and the  consu l t ing  v a l u a t i o n  a c t u a r y  f a c e  g r e a t e r  p o t e n t i a l  l i ab i l i ty  exposu re  
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under the valuat ion ac tua ry  concept  than that  f aced  by ac tua r i e s  now engaged in 

life insurance financial  report ing.  

S e c t i o n  4: Conclus ions  

This chapter  has r ev i ewed  the background of the valuat ion ac tua ry  concept ,  the 

major components  of the concept  and how the changes would be e f f e c t e d ,  the 

na ture  of profess ional  liability, and how the valuat ion ac tua ry  would be a f f e c t e d  

by new duties  and responsibi l i t ies  in te rms  of po ten t ia l  l iability. 

There is much here  for considera t ion and digestion. Perhaps most  

s ignif icant  is the f ac t  tha t  by increasing the scope  of the valuat ion ac tuary ' s  

duties,  the nature  and scope of po ten t ia l  profess ional  l iabil i ty also increase.  

Many s teps  can be taken to limit the ex ten t  of this increase  in potent ia l  l iabili ty.  

Never the less ,  this po ten t ia l  profess ional  l iabi l i ty will increase.  

Some would argue that  this inevi table  increase  in po ten t ia l  profess ional  

l iabi l i ty  needs to be quant i f ied  prior to proceeding.  Unfor tuna te ly ,  as an 

a t to rney ,  I am no more able to define p rec i se ly  the ex ten t  of this l iabi l i ty 

increase  potent ia l  than the ac tuar ia l  profess ion can exac t ly  define the words 

"reasonable"  or "plausible." 

The increased  potent ia l  for professional  l iabi l i ty  may be considered to be 

the pr ice to pay for an expanded profess ional  ac tuar ia l  role in the f inancial  

repor t ing  of insurance companies.  Whether tha t  pr ice  is excess ive  or reasonable  

is a judgment  to be made in the f irs t  ins tance  by the profess ion and, u l t imate ly ,  

by the industry and its regulators .  
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