
1 9 8 7  V A L U A T I O N  ACTUARY 
S Y M P O S I U M  PROCEEDINGS 

SESSION 5C 

APPLICATION OF VALUATION CONCEPTS 

TO PROPERTY/CASUALTY INSURANCE 

(OPEN FORUM) 

MR. ROBERT A. MILLER, III :  Before  we beg in ,  we want to make 

sure  tha t  all of you u n d e r s t a n d  tha t  n e i t h e r  the  Casua l ty  Ac tua r y  

Society (CAS) nor  i ts  Committee on Valuation Pr inc ip les  and  

Techn iques  has  t aken  a posit ion one way or  the  o t h e r  re la t ive  to the  

use fu lness  of the  va luat ion  a c t u a r y  concept  in the  con tex t  of the  

p r o p e r t y / c a s u a l t y  i n s u r a n c e  b u s i n e s s .  

The whole p u r p o s e  of our  d i scuss ion  is to develop a b e t t e r  u n d e r -  

s t a n d i n g  of how the  concept  might apply  in the  p r o p e r t y / c a s u a l t y  

context  by  exp lo r ing ,  with y o u r  he lp ,  some ques t ions  about  the  

concept  and i ts  possible  appl icat ion to the  p r o p e r t y / c a s u a l t y  

bus iness  - -  and to have  fun at the  same time. 

In Slide 1 we have  our  Valuation A c t u a r y  T r e e .  

t r ee  b r i e f ly  from the  roots  to the  top.  

We will explore  this  

PURPOSE OF THE VALUATION ACTUARY CONCEPT 

Our assumpt ion  is tha t  t h e r e  is a need  for  an e f f ic ien t ,  e f fec t ive  and 

rel iable p r o p e r t y / c a s u a l t y  i n s u r a n c e  mechanism.  This  is the  seed and 

root sys tem for our  t r e e .  
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The fundamenta l  ques t ion  we have  to keep  in mind t h r o u g h o u t  our  

d iscuss ion is w h e t h e r  the  adoption of the  va lua t ion  a c t u a r y  concept  will 

helP the p r o p e r t y / c a s u a l t y  bus ines s  meet tha t  n e e d ,  p a r t i c u l a r l y  in the  

area of re l iab i l i ty .  We hope the d i scuss ion  will help you  to o rgan ize  

and focus y o u r  t h i n k i n g  on that  po in t ,  and  we also hope y o u r  

comments will give us some ins igh t s  which we d idn ' t  have  be fo re .  We 

by no means bel ieve we know all t h e r e  is to know about  th is  sub jec t ,  

and we don ' t  plan to give you any  answer s  at the  end  of th is  sess ion .  

VALUATION PRINCIPLES 

The t r u n k  and lowest b r a n c h e s  of the  t r e e  are  symbolic of va lua t ion  

p r inc ip les .  The CAS Committee on Valuation Pr inc ip les  and  T e c h n i q u e s  

is at work in this  a rea .  

A pr inc ip le  is a fundamenta l  propos i t ion  or  a s sumpt ion .  

t r y  to def ine  what fundamenta l  means ,  I will l ist  

c h a r a c t e r i s t i c s  of a p r inc ip le .  

R a t h e r  t han  

some of the  

I .  It has nea r ly  un ive r sa l  accep tance  among competent  members 

of a p rofess ion .  

. It is the  bes t  available guide  as to the  choice to be made 

among a set  of a l t e rna t i ve s .  

3. It is cons tan t  ove r  time. 
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. It is val id r e g a r d l e s s  of specif ic  condi t ions  and i n d e p e n d e n t  

of specif ic  p r o c e d u r e s .  

S T A N D A R D S  O F  P R A C T I C E  

As we climb up into the t r ee  we come to the s t a n d a r d s  of p rac t i ce .  

The Casua l ty  Opera t ing  Committee of the  Inter im Accoun t ing  S t a n d a r d s  

Board  (IASB) will work in this  a rea ,  but  not unt i l  an acceptab le  

s ta tement  of p r inc ip les  has been put  t o g e t h e r .  

A s t a n d a r d  of p rac t i ce  is a convent ion  e s t ab l i shed  by a u t h o r i t y ,  custom 

or gene ra l  consen t .  Some c h a r a c t e r i s t i c s  of a s t a n d a r d  of p rac t i ce  are  

as follows. 

1. It is cons i s ten t  with u n d e r l y i n g  p r inc ip l e s .  

. It is accep ted  by ag reement  by  most competent  members of a 

p ro fess ion .  

3. It is adopted  to fos te r  un i fo rmi ty ,  conven ience  and 

comparabi l i ty .  

4. It t e n d s  to re la te  to specif ic  condi t ions  and p r o c e d u r e s .  

5. It can be a l t e red  by  genera l  ag r eemen t .  
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QUALIFICATION STANDARDS 

As we go h i g h e r  in to  the  t r e e  we come to qual i f icat ion s t a n d a r d s .  

From th is  point  up ,  the  CAS is at p r e s e n t  simply wa tch ing  

deve lopments  re la t ive  to the  va luat ion  a c t u a r y  concep t  in the  con tex t  

of the  life and hea l th  i n s u r a n c e  b u s i n e s s .  Qualif icat ion s t a n d a r d s  

always re la te  to an ind iv idua l  a c t u a r y ' s  educa t ion  and  e x p e r i e n c e ,  and 

are  cons i s t en t  with u n d e r l y i n g  p r inc ip les  and s t a n d a r d s  of p r ac t i c e .  

IMPLEMENTATION 

Final ly ,  we come to the  top of the  t r e e .  T h e r e  we will c o n s i d e r  a 

b road  out l ine  of the  respons ib i l i t i e s  of the  va lua t ion  a c t u a r y ' s  posi t ion 

and  his r e l a t ionsh ips  with o t h e r s  such  as management ,  r e g u l a t o r s ,  and 

members of the  ac tua r ia l  p ro fess ion  as a whole.  

MR. CHARLES H. BERRY: I n  the  time we h a v e ,  we canno t  explore  

the  whole t r e e  shown in Slide 2. We can ' t  even  make a qu ick  pass  at 
• y . ° • 

the  whole t r e e .  Nor can we e x p l o r e  even  one b r a n c h  in complete 

deta i l .  What we will do is race  up one s ingle  pa th  from the  roots  to 

the  top leaves  to get  a feel for  where  we may be h e a d e d .  

In Slide 2 t h e r e  is a s ingle  s t r i n g  of "Chr i s tmas  l ights! '  which we have  

a d d e d  to the  f i r s t  t r e e  to r e p r e s e n t  the nine ques t i ons  which are  

d rawn  from the  following a r ea s .  
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l ,  

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

T h e  p u r p o s e  of  v a l u a t i o n  

The  scope  of  v a l u a t i o n - - t e m p o r a l  

The  scope  of  v a l u a t i o n - - i t e m s  c o n s i d e r e d  

T h e  marg in  r e q u i r e d  

P a y o u t  p a t t e r n s  

T h e  d i s c o u n t  r a t e  

The  fo rmat  of  t he  v a l u a t i o n  r e p o r t  

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

T h e  t e e t h  of  the  r e q u i r e m e n t  

To hold ourselves to a time schedule, we'll set an alarm for 8 minutes 

for each of the questions. When it rings, we'll have to stop our 

discussion immediately and move on. 

J u s t  in case  you  d o n ' t  h a v e  e n o u g h  q u e s t i o n s  and  comments  to u s e  up 

th i s  8 - m i n u t e  q u o t a ,  Mr. Miller has  a l is t  of  compl ica t ions  he  will toss  

in i f  we b e g i n  to feel  l ike we may h a v e  f i g u r e d  ou t  t h e  " r i g h t "  

answer. 

Please  wr i t e  down y o u r  a n s w e r s  so we can  s c o r e  t h e m .  Don ' t  w o r r y  - -  

we'l l  g r a d e  them on a c u r v e  and  40% will p a s s .  T r y  to r e s i s t  t h e  

t e m p t a t i o n  to look a h e a d .  We want  to k e e p  t h e  d i s c u s s i o n  f o c u s e d  on 

one q u e s t i o n  at a t ime.  

We really do want audience participation, and so let's check and make 

sure that your opinion-registering mechanisms are functioning this 

morning. 
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SLIDE 2 

TREE WITH PATH 

VALUATION OF P/C COMPANIES 

IMPLEMENTATION 

QUALIFI CATION 

STANDARDS 
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OF 

PRACTICE 
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PURPOSES 
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I .  How m a n y  h a v e  at l e a s t  one  a rm w o r k i n g ?  

2. How m a n y  CAS Member s  a r e  h e r e ?  (Fe l lows  o r  A s s o c i a t e s )  

3. How m a n y  SOA Member s  a r e  h e r e ?  (Fe l lows  o r  A s s o c i a t e s )  

4. How m a n y  now h a v e  v a l u a t i o n - r e l a t e d  r e s p o n s i b i l i t i e s ?  

PURPOSE OF VALUATION 

Question 1 

Which of the following is the most important purpose of valuation for a 

stock property/casualty company? Pick the one best answer. 

a .  To  h e l p  p o t e n t i a l  c o m p a n y  o w n e r s  e s t i m a t e  i t s  n e t  w o r t h .  

b .  To  p r o t e c t  e x i s t i n g  o w n e r s .  

c .  To  p r o t e c t  i n s u r e d s  a g a i n s t  c o m p a n y  i n s o l v e n c y .  

d .  To  h e l p  r e g u l a t o r s  d e m o n s t r a t e  t h a t  r e g u l a t i o n  is  a d e q u a t e .  

e .  To h e l p  m a n a g e m e n t  u n d e r s t a n d  t h e  r i s k  p o s i t i o n  o f  t h e  

c o m p a n y .  

MR. B E R R Y :  You c a n ' t  a n s w e r  " n o n e  of  t h e  a b o v e . "  J u s t  do  t h e  
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bes t  you can.  If you don ' t  a n s w e r  a,  b ,  c ,  d ,  or  e it  will wreak  

havoc on our  sco r ing  p r o c e d u r e s .  

Quest ion 1 Discuss ion S p a r k e r s  

MR. MILLER: It was ha rd  to pick jus t  one ,  wasn ' t  i t!  Does anyone  

he re  bel ieve one ,  or  more,  of t he se  is not a legi t imate p u r p o s e  at all? 

How many bel ieve  tha t  the  adopt ion  of some form of formal 

va luat ion  p roces s  of p r o p e r t y / c a s u a l t y  companies  is i nev i t ab le ,  

even  if  no usefu l  p u r p o s e  for  th is  formali ty  is expl ic i t ly  

ident i f ied?  

For those  who answered  "c" to this  ques t ion :  

def ine inso lvency?  

How would you 

a. Negat ive  s t a t u t o r y  su rp lu s?  

b .  Negat ive  economic net  worth? 

c. No longer  able to pay  claims? 

d.  Some o the r  defini t ion? 

For those  who answered  "e" to this  ques t ion :  Do we real ly  need  

to do something to force management  to u n d e r s t a n d  a company ' s  

r i sk  posit ion? 
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For those who answered "a" or "b" to this question: If 

protection of owners is important, should the SEC also be 

involved in the valuation process? 

SCOPE OF VALUATION--TEMPORAL 

Question 2 

Which aspects of a company should valuation consider? Check one or 

more. 

a .  Items recorded on the company's balance sheet as of the 

valuation date. 

b. 

C.  

The quality of the company's cur ren t  book of business .  

The company's prospects for future growth and profitability. 

d. "Dark clouds" on the horizon. 

MR. BERRY: The spirit of Question 2 is: How far forward in time 

should we go? "Dark Clouds" refers to pollution liability, AIDS, and 

the like. 

Question 2 Discussion Sparkers  

MR. MILLER: For those who did not pick "c" or "d": It can be 
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a r g u e d  tha t  f u t u r e  b u s i n e s s  is i r r e l e v a n t  to a va lua t ion  and  should  not  

be cons ide red  at all .  However ,  

a .  Suppose  the  company is OK now bu t  appea r s  to be h e a d e d  

for  d i s a s t e r .  Should valuat ion  ignore  this? 

b .  Suppose  company may be " techn ica l ly  inso lven t"  now,  bu t  

can v e r y  l ikely  s u r v i v e  and  p r o s p e r  (a la GEICO) if  it is 

put  on a p r o p e r  cou r se .  Is anyone  well s e r v e d  if  the  

company is c losed down? 

For those  who did pick "c" or  "d" :  Is it p rac t ica l  to g a t h e r  and  

analyze  informat ion about  f u t u r e  b u s i n e s s  a n y w a y ,  g iven  the  

impor tance  of u n d e r w r i t i n g  cycles  in the  p r o p e r t y / c a s u a l t y  

bus ines s?  

SCOPE OF VALUATION--ITEMS CONSIDERED 

Quest ion  3 

Which i tems of the  c u r r e n t  ba lance  shee t  should the  va lua t ion  cons ide r?  

Check one or  more. 

a. Unea rned  premium r e s e r v e s .  

b .  Loss r e s e r v e s .  

c.  Loss ad jus tment  expense  r e s e r v e s .  
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d.  Rese rves  for  o t h e r  e x p e n s e s .  

e. Assets backing liabilities. 

f. Surplus assets. 

g.  The relationship between the implied asset and liability cash 

flows. 

Quest ion 3 D i scuss ion  S p a r k e r s  

MR. MILLER: What accounting basis should be used in performing a 

valuation? Why? 

a. S ta tu to ry?  

b. GAAP? 

C .  Other?  For example ,  

ba lance  shee t  ( such 

cons ide red?  

should items not even on either 

as investment commitments) be 

- -  How many u n d e r s t a n d  the  concep t  of "du ra t ion"?  

a. Is this concept important to valuation? 
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b.  If it  is impor tant ,  g iven  tha t  the  de terminat ion  of "dura t ion"  

involves  the  d i scoun t ing  of cash flows, does th is  necessa r i ly  

imply that  d i scoun t ing  of asse t  and liabili ty cash flows 

should be adopted  as a s t anda rd  in S ta tu to ry  or  GAAP 

account ing? 

C .  If es tabl ishment  of a formal valuat ion process  led to the  

adoption of d i scoun t ing  of cash flows in e i t he r  S ta tu to ry  or  

GAAP account ing ,  would th is  be good or bad? Why? 

Some believe that  a formal valuat ion process  should cons ide r  only 

liabili t ies and the  c o r r e s p o n d i n g  asse ts  and should not deal with 

the  ques t ion  of adequacy  of su rp lu s .  What do you th ink?  

Is it meaningful to do a valuation on a single free-standing 

company which is part of a larger group of companies, or is the 

highest level of consolidation the only place at which doing a 

valuation makes sense? What if there are non-insurance affiliates? 

Evaluating the financial strength of reinsurers is a particularly 

complex practical problem. Do you think the establishment of a 

formal valuation process would be of any help to insurers in their 

selection of reinsurers? If so, what implication would such a 

requirement have relative to reinsurance with alien reinsurers? 

- -  If you d idn ' t  answer  "e , "  " f , "  and " g ' :  Do you th ink  tha t  
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characteristics of investments such as quality, time.to maturity, 

call provisions, and taxability have any affect on an insurer's 

underwriting capacity, or even its viability? 

a .  I f  so,  shou ld  c h a r a c t e r i s t i c s  of th i s  k ind  be  t a k e n  in to  

a c c o u n t  in va lua t ion?  

b. If so, how, and by whom? 

Would it be practical for one single valuation actuary to consider 

directly all of the necessary items? 

a. If not, how would a complete valuation be carried out? 

b. If all of these items are to be considered in' valuation, who 

is responsible for the "quality" of a valuation if more than 

one person must be involved in order to carry it out? 

-- How should federal income taxes be handled in doing a valuation? 

MARGIN REQUIRED 

Q u e s t i o n  4 

Considering loss reserves and the assets backing them, which of the 

following best describes the amount of margin which is needed? 

Select only one answer. 
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a .  No margin is n e e d e d ,  assuming  su rp lus  is suf f ic ien t .  

b.  Undiscounted  s t a tu to ry  r e s e r v e s  implicitly p rov ide  enough  

margin for possible  upward  deve lopment .  

C. Asset  cash flows should have  a 90% probabi l i ty  of 

e x t i n g u i s h i n g  loss payments .  

d.  Asset  cash flows should have  a 99.9% probabi l i ty  of 

e x t i n g u i s h i n g  loss payments .  

MR. BERRY: Don't  qu ibble  over  the  p e r c e n t a g e s  in "c" and "d" ;  just  

decide whe the r  the  margin should  be ex t remely  conse rva t ive  or  

whe ther  r e ly ing  on su rp lus  once in a while is all r i gh t .  

Despite the  rule that  you have  to pick one answer  or  ano the r ,  how 

many of you made up your  own answer  "e?" We acknowledge  tha t  it 

really is more complicated than  these  ques t ions  s u g g e s t .  

Question 4 Discussion Spa rke r s  

MR. MILLER: Should t h e r e  be a r equ i r emen t  for  a margin of 

conservat ism in r e se rves?  If so: 

a. How would the  level  of the margin be de te rmined?  
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b. Would the requirement have any affect on the working or 

application of the federal income tax law? 

c. How would outsiders measure an insurer's financial strength? 

d. Would efficiency of use of capital be increased, decreased, 

or unchanged? 

e .  How would the basis for determining insolvency or the 

capacity to continue writing new business be affected? 

Who should be responsible for determining how much exposure to 

risk a company can tolerate? 

a. A va lua t ion  a c t u a r y ?  

b .  R e g u l a t o r s ?  

c. Management? 

-- Who has the authority to set the company's prices? 

Is there any relationship between the setting of prices and 

reserves? 
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Do the  answers  to the  second,  t h i r d ,  and four th  ques t ions  have  

any  bea r ing  on the  answer  to the  ques t ion  as to who has the  

au thor i ty  to de termine  the  level  of a company's  r e s e r v e s  and 

surp lus?  

Do you th ink that  it is possible  to de te rmine  useful  "conf idence  

in te rva l s"  for the adequacy  of a p r o p e r t y / c a s u a l t y  i n s u r e r ' s  

r e s e r v e s  or surplus? 

What do you th ink  are the  most common causes  of inso lvency  of a 

p r o p e r t y / c a s u a l t y  in su re r?  

a .  Random adve r se  f luc tua t ions  in expe r i ence  the  r i sk  from 

which might be reasonably  es t imated by app ly ing  s ta t is t ical  

t e chn iques  to his tor ical  data? 

b .  Insu rance  ca tas t rophes?  

C .  Other  types  of c a t a s t rophes ,  such as ex t reme economic 

depress ion  or runaway inflat ion? 

d.  Still o the r  causes? 

It appears  that  for the  p r o p e r t y / c a s u a l t y  i n d u s t r y  in a g g r e g a t e ,  

r e s e r v e s  held 5 to 10 yea r s  ago are about 15% less  than  the  

ult imate amount of dollars  which will be paid out .  Despi te  r ecen t  
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strengthening, reserves may still be "short" by 10% or more. On 

the other hand, a 10% "shortage" amounts to an implicit discount 

rate of only about 2% to 3%. 

a .  Do t h e s e  s t a t i s t i c s  r a i s e  a n y  u s e f u l  i m p l i c a t i o n s  a b o u t  p a s t  o r  

c u r r e n t  r e s e r v i n g  p r a c t i c e s ?  

b .  Of c o u r s e ,  t h e r e  m u s t  be  r e s e r v e s  fo r  some i n d i v i d u a l  

c o m p a n i e s  a n d  l i nes  o f  b u s i n e s s  wh ich  a re  " s h o r t "  to  a m u c h  

g r e a t e r  d e g r e e  t h a n  t h e  a v e r a g e .  What i f  a n y t h i n g ,  d o e s  

t h i s  s ay  a b o u t  t h e  n e e d  fo r  t h e  e s t a b l i s h m e n t  of  a formal  

v a l u a t i o n  p r o c e s s ?  

T h e r e  h a s  b e e n  a s u g g e s t i o n  t h a t  t h e  r e q u i r e d  l eve l  of  a l i fe  

c o m p a n y ' s  r e s e r v e s  s h o u l d  r e f l e c t  t h e  d e g r e e  of  r i s k  m a n a g e m e n t  

o f  t h e  i n t e r e s t  r a t e  r i s k .  Would i t  be  a p p r o p r i a t e  to  a d o p t  s u c h  

a p o s i t i o n  r e l a t i v e  to p r o p e r t y / c a s u a l t y  c o m p a n i e s ?  

PAYOUT PATTERNS 

Q u e s t i o n  5 

How should loss payment patterns needed for loss reserve valuations 

be determined? Choose only the one best answer. 

a .  T h e  p a t t e r n s  a l r e a d y  d e v e l o p e d  fo r  e a c h  l ine  o f  b u s i n e s s  fo r  

d i s c o u n t i n g  u n d e r  t h e  new p r o p e r t y / c a s u a l t y  t ax  law s h o u l d  

be  u s e d .  
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~ b. All companies should use s t a n d a r d  p a t t e r n s  to be deve loped  

by  the  CAS us ing  i n d u s t r y  data.  

c. Each company would calculate p a t t e r n s  based  on i ts  own data 

from schedules  O and P of i ts  Annual  S ta tement .  

d.  The valuat ion ac tuary  would develop wha teve r  p a t t e r n s  were 

appropr ia te  and just if iable for the  company.  

Question 5 Discussion Sparkers 

MR. MILLER: Life company valuat ions c u r r e n t l y  re ly  in large  par t  

upon S tandard  Mortality and Morbidity Tables which are  fairly accura te  

and fair ly s table ove r  time. There  are no comparable tables  for the  

p r o p e r t y / c a s u a l t y  bus ine s s ,  and it seems l ikely that  t h e r e  n e v e r  will 

be. 

a. Even so, would it be helpful  to have "benchmark  s t anda rds "  

for payout  p a t t e r n s  accompanied by a " r ange  of reasonable  

var ia t ion" ? Why? 

b.  What is the  possibi l i ty  that  the payout  p a t t e r n s  adopted  in 

the  new Federal  Income Tax Law will become "benchmark  

s t anda rds "  for the p r o p e r t y / c a s u a l t y  i n d u s t r y ?  
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Some companies have very different payout patterns for Owners 

Landlord & Tenants, Manufacturers & Contractors, Contractual, 

Products, and a variety of other liability coverages, all of which 

are grouped under "General Liability." There are other examples 

of this kind of diversity within other "lines of business." 

Do these  facts  s u g g e s t  a need  for  g r e a t e r  re f inement  in the  

valuat ion p rocess  for such  l ines of bus iness?  Why? 

Payout patterns for a line of business may also change over time, 

for example, because of the introduction of claims-made policies. 

How can this best be allowed for? 

DISCOUNT RATE 

Quest ion 6 

What is the proper rate (ignoring any provision for conservatism) to 

use for discounting loss reserves for valuation purposes? Pick only 

the one best answer. 

a. The interest rate specified by the new property/casualty tax 

law (a rolling 5-year average of 3 to 9 year Treasury Note 

market yield rates). 

b.  The company 's  c u r r e n t  a v e r a g e  portfolio yie ld  ra te .  
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~ c. Current new money 

market. 

rates, assuming assets are va lued  at 

~uestion 6 Discussion Sparkers 

MR. MILLER: If  cash  flows were  to be d i s c o u n t e d :  

a.  Should  the  d i scount  r a te  be taxable  or  t ax -exempt?  

b .  If  t axab le ,  should  it be before  of a f t e r  tax? 

C .  Should  the  same ra te  be u sed  for  d i s c o u n t i n g  as se t s  and  

l iabil i t ies? 

d .  Should the  answer  d e p e n d  upon the  company ' s  c u r r e n t  tax  

posi t ion? 

e .  Should  the  answer  d e p e n d  upon the  tax  s t a tu s  of aff i l ia ted 

companies? 

f.  How should  the  i n t e r e s t  r a te  y ie ld  c u r v e  af fect  the  answer?  

g.  Should  t h e r e  be a whole family of i n t e r e s t  r a t e s  r e f l e c t i ng  

the  a n s w e r s  to the  above ques t ions?  If  so,  is th i s  prac t ica l?  
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T h e  m a r k e t  v a l u e  o f  i n v e s t m e n t s  p r e s u m a b l y  t a k e s  t h e i r  

i n v e s t m e n t  c h a r a c t e r i s t i c s  i n t o  a c c o u n t .  S h o u l d  t h e r e  b e  a n y  

a d j u s t m e n t  to m a r k e t  v a l u e  a n d ,  b y  i m p l i c a t i o n ,  to t h e  e f f e c t i v e  

d i s c o u n t  r a t e ,  to  g ive  a d d i t i o n a l  r e f l e c t i o n  to  r i s k s  r e l a t e d  to  

c h a r a c t e r i s t i c s  s u c h  as :  

a. Qua l i ty?  

b .  D i v e r s i f i c a t i o n ?  

c .  M a r k e t a b i l i t y ?  

d .  Call p r o v i s i o n s ?  

e .  Time s i n c e  i s s u e ?  

f .  T ime to m a t u r i t y ?  

FORMAT OF VALUATION R E P O R T  

Q u e s t i o n  7 

As a r e g u l a t o r ,  i f  y o u  c o u l d  r e q u i r e  o n l y  one  of  t h e  f o l l o w i n g ,  w h i c h  

w o u l d  i t  be?  

a .  A s t a t e m e n t  s i g n e d  b y  an  AAA m e m b e r  w h o s e  o p i n i o n  was  

t h a t  t h e r e  was a 99% p r o b a b i l i t y  t h a t  t h e  c o m p a n y ' s  h e l d  

r e s e r v e s  a r e  a d e q u a t e .  

b .  A s t a t e m e n t  s i g n e d  b y  an  AAA m e m b e r  t h a t  h e l d  r e s e r v e s  

w e r e  b a s e d  on r e a s o n a b l e  a s s u m p t i o n s  a n d  w e r e  c a l c u l a t e d  in  

a c c o r d a n c e  wi th  p r o p e r  a c t u a r i a l  t h e o r y .  
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C .  A thick package ,  p r e p a r e d  by  those  who set  the  r e s e r v e s ,  

de sc r ib ing  in detail  20 d i f fe ren t  scenar ios ,  some of which 

would r e n d e r  the  asse t s  back ing  the  r e s e r v e s  insuf f ic ien t  to 

ex t ingu i sh  these  liabilities° 

Question 7 Discussion Sparkers 

MR. MILLER: What would be the  pu rpose  of the  valuat ion repor t?  

a .  To evaluate  whe the r  a companyts i n s u r a n c e  obl igat ions are 

adequa te ly  re f lec ted  in the  level if  i ts  r e s e r v e s  and whe the r  

i ts  a sse t s  adequa te ly  p rov ide  for pay ing  off  those  obl igat ions 

as t hey  mature? 

b .  To evaluate  adequacy  of a company 's  su rp lus  re la t ive  to the  

a g g r e g a t e  of the  i n su rance  and inves tmen t  r i sks  it has  

u n d e r t a k e n ?  

- -  What should go into the repor t?  

So 

b.  

C° 

d.  

e .  

f. 

Ident i f ica t ion of the  actuary?  

Descr ip t ion  of the  ac tua ry ' s  re la t ionship  to the  company? 

Scope of valuation? 

Sources  of facts? 

Assumptions? 

Methods? 
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g .  S u m m a r y ?  

h .  O p i n i o n ?  

i .  S i g n a t u r e ?  

- -  To  whom s h o u l d  t h e  r e p o r t  b e  ava i l ab le?  

a~  

b .  

C .  

d .  

M a n a g e m e n t ?  

R e g u l a t o r s ?  

I n s u r e d s ?  

P a r t i c i p a n t s  wi th  t h e  c o m p a n y  in  i n s u r a n c e  g u a r a n t y  f u n d s ?  

S h o u l d  t h e  o p i n i o n  c o n t a i n  a s t a t e m e n t  r e l a t i v e  to " c o n f i d e n c e  

i n t e r v a l s "  f o r  r e s e r v e s  a n d / o r  s u r p l u s ?  

S h o u l d  a r e g u l a t o r  b e  e x p e c t e d  to r e l y  on  t h e  s t a t e m e n t  o f  - 

o p i n i o n  a n d  a s i g n a t u r e ,  o r  s h o u l d  h e / s h e  h a v e  a c c e s s  to  t h e  

r e p o r t  i t s e l f  so h e  can  m a k e  h i s / h e r  own  j u d g m e n t  a b o u t  t h e  

m e t h o d o l o g y  a n d  a s s u m p t i o n s ?  

I f  a r e g u l a t o r  h a s  a c c e s s  to  t h e  r e p o r t ,  wha t  i s  h i s / h e r  

r e s p o n s i b i l i t y  r e l a t i v e  to  e v a l u a t i n g ,  a n d  a c t i n g  u p o n ,  i t s  

c o n t e n t s ?  

I f  t h e  " t h i c k  r e p o r t "  is  t h e  b e s t  a n s w e r ,  s h o u l d  t h e r e  be  

r e g u l a t o r y  r e q u i r e m e n t s  as  to  w h a t  e l e m e n t s  o f  r i s k  s h o u l d  be  

c o n s i d e r e d  a n d  t h e  s p e c i f i c  m e t h o d s  ( f o r  e x a m p l e ,  a s e t  of  
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,'scenarios") to be used? 

Gett ing back to the  pu rpose  of the  valuat ion,  should r egu l a to ry  

requ i rements  be de s igned  to enforce  the  "educat ion"  of the  

management of companies so they  can keep  r equ i r emen t s  which 

would accomplish this? 

Do regula tors  have enough  time to make ef fec t ive  use  of " th ick  

repor t s "  for all of the  companies ope ra t ing  within the  scope of 

the i r  jur isdict ion? 

INDEPENDENCE OF VALUATION ACTUARY 

Question 8 

MR. MILLER: If you were a r egu la to r ,  assuming educa t ion  and 

exper ience  were the  same in all cases ,  which valuat ion ac tua ry ' s  

opinion would give you the  most comfort? 

a. The ac tuary  who set the  r e s e r v e s ?  

b.  An ac tuary  of the  company,  but  not  the  pe r son  who set  the  

r e se rves?  

c. An i n d e p e n d e n t ,  outs ide  actuary?  

5C-25 



Question 8 Discussion Sparkers 

MR. MILLER: What should be the qualifications of a valuation actuary? 

Is the  c u r r e n t  supply  of qualif ied pe r sons  adequate  for the  

purpose  of p roduc ing  valuat ion repor t s  and opinions for the 

en t i r e  p r o p e r t y / c a s u a l t y  i n d u s t r y  e v e r y  year?  

Is membership in a "recognized" actuarial organization important? 

Why? 

Would it be acceptable to have several members of a company's 

staff, such as a reserve specialist, a claim manager, and an 

investment officer, collaborate in the development of a report and 

opinion? 

Is it possible for a non-employee to learn enough about a 

company's operations to be able to develop a valid opinion about 

the adequacy of its reserves and surplus? 

Is it real is t ic  to assume that  an outs ide  ac tuary  is really 

i n d e p e n d e n t ?  

TEETH OF THE REQUIREMENT 

Question 9 

What is the proper punishment for the independent valuation actuary 
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of a company which becomes inso lven t  due to a r e s e r v e  shor tage?  

Pick the  one answer  wMch most closely desc r ibes  your  fee l ing.  

a .  There  would be no pena l ty ,  except  in the  case of wanton 

ca re l e s snes s ,  consp i racy ,  and so on.  

b.  His e r r o r  would be added  to an official "ba t t i ng  average"  for 

valuat ion ac tuar ies  which would be maintained and 

publ ic ized.  

C .  He would be b a r r e d  from g iv ing  valuat ion opinions for a 

per iod of 5 yea r s .  

d.  His AAA membership would be r evoked .  

e .  All his persona l  asse t s  would be conf iscated  and used  to help 

pay the  claims of the  company 's  po l icyholders .  

,Question 9 Discussion Spa rke r s  

MR. MILLER: What problems might develop re la t ive  to a r epo r t  and 

opinion,  even  if  t hey  were careful ly  p r e p a r e d  in s t r ic t  conformity with 

c u r r e n t  s t a n d a r d s  of pract ice? 

What pe r sons  are damaged by an inappropr ia t e  valuat ion actuaryYs 

repor t?  
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What should be the purpose of a penalty for failure to comply 

with standards of practice in preparing a report and opinion? 

a. To deter future inappropriate action? 

b. To recompense "victims" of past inappropriate actions? 

What incentives would encourage a valuation actuary to act in the 

following desirable ways? 

a .  Per forming  a t h o r o u g h  and consc ien t ious  analys is  r a t h e r  than  

doing the  minimum n e c e s s a r y  to "ea rn"  a fee? 

b. Refusing to give a favorable opinion for a company whose 

strength was questionable? 

C. Working with a company's management to help them 

understand a potentially risky situation and to encourage 

them to remedy it in future years? 

d. Renouncing his/her earlier opinion and informing the proper 

parties (management? regulators?) in the event new 

unfavorable information comes to light? 
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°° In the  l ight  of our  d i scuss ion :  

a .  What incen t ives  does a pe r son  have  for  wan t ing  to be a 

valuat ion ac tua ry?  

b .  Could addi t ional  i ncen t i ve s  be deve loped ,  o r  ex i s t i ng  

incen t ives  enhanced?  How? 

C .  What are the  d i s incen t ives  to wan t ing  to be a va lua t ion  

ac tua ry?  

When does a valuation actuary's r e spons ib i l i ty  to those  who rely 

on his/her opinion come to an end? 

a .  When a l a t e r  favorab le  opinion re la t ive  to the  same opera t ions  

is p r o v i d e d  by  ano the r  va lua t ion  ac tua ry?  

b .  Not unt i l  the  company no longe r  has  any  of the  a s se t s  or  

obl igat ions which were  embraced  by  the  opinion? 

C.  When the  valuat ion  a c t u a r y  officially r e n o u n c e s  the  or ig inal  

opinion? 

d. Never? 

e. O the r  possibi l i t ies?  
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Will a valuation actuary need to buy liability insurance? Will it be 

available? 

Suppose standards of practice change over time. Will the 

valuation actuary be held to have been negligent in developing a 

report and opinion at some time in the past due to failure to use 

current "state of the art" practices which were not standard, or 

perhaps not even thought of, at the time of the report and 

opinion? 

How should we measure the effectiveness of the adoption of the 

valuation actuary concept, say, in terms of preventing 

insolvencies? How do we quantify the tradeoff between this value 

and the cost of the process leading to the preparation of a report 

and opinion? 

How is the responsibility of a valuation actuary similar to and 

different from that of an accounting firm giving an opinion 

relative to a company's financial reports? 

We asked before whether the valuation actuary concept will inevitably 

happen for property/casualty companies within the next ten years. 

After this discussion, how many feel that, if it were to happen, it 

would produce more good than harm? 
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MR. MILLER: If the i s sue  of va lua t ion  for  p r o p e r t y / c a s u a l t y  i n s u r e r s  

seems more complicated now than  it did when you  walked in to  this  

sess ion,  we 've accomplished our  p u r p o s e .  
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