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Session 1
I ntroduction And Overview

Moderator: CharlesD. Friedstat
Panelists: Stephen J. Preston
J. Peter Duran

Summary: This session provides a brief overview of a variety of financial reporting topics, most
of which will be discussed in more detail at later sessions.
e NAIC Life and Health Actuarial Task Force devel opments and directions, including
Progress towards new annuity nonforfeiture and actuarial guidelines
Actuarial guidelines. XXXII1, XXXIV, ZZZ, and ZZZZ
Proposed new disability valuation tables
Change to Actuarial Opinion and Memorandum Regulation/state variations
XXX Implementation Status
New annuity valuation tables
Satutory codification project ¥ overview, timing, and implications
American Academy of Actuaries developments, including practice notes
Unified Valuation Systems
FASB and SEC developments
Recent tax devel opments
Other recent emerging devel opments

MR. CHARLESD. FRIEDSTAT: Thissessonisapotpourri that gives people alittle smattering of
some of the developments that are going to be discussed in more detall at the later sessons. The way
that the pand will be set up is Steve Preston will be talking about statutory developments. Steveis
executive vice presdent and chief actuary with Golden American, which
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isan ING company. Steveis extremdy active in committees and Society of Actuariesand NAIC
activities. HEll be giving you a basic summary of the events that have happened in the past year and
some things that are currently ongoing. In response to some comments last year, | gave sort of an off-
the-cuff tax developments presentation. We formdized it alittle bit morein 1999. I'll be giving avery
brief summary of some of the tax implications of some of the statutory developments that Steve talks
about. Following that, our find speaker will be Peter Duran. Peter will be focusng on GAAP
developments. Peter isa partner with Ernst & Young in New Y ork City. He has been extremely active
ininternd financid reporting and GAAP converson activity for anumber of years. Most recently, he
has been traveling internationdly, helping foreign companies convert to aU.S. GAAP bass. With that,

I’ll turn it over to Steve.

MR. STEPHEN J. PRESTON: I'd liketo tak about three different topics. Fird, I'll talk about the
NAIC process and some of the committees that are of interest to life and hedth actuaries. Then I'll talk
alittle bit about the American Academy of Actuary committees that support those NAIC groups and
some other committees of interest to actuaries. Then I’ll turn to the heart of the presentation and give an
update on statutory developments, first talking about annuities, then life, and then a brief discusson of
hedth. Findly, I'll discuss some generd projects that affect al three of those lines. As Bud mentioned,
thisisafairly brief overview. I'll be reviewing quite afew topics, and most of these will be discussed in

other sessions.

Probably the most significant NAIC committee of concern to actuariesis the Life and Hedlth Actuaria
Task Force (LHATF). Thisgroup dedswith awide array of actuarid matters, including nonforfeiture,
reserving, and asset adequacy testing. It is supported by two working groups. One isthe Innovative
Products Group, which deals with issues of an actuaria nature relating to new products such as equity-
indexed annuities (EIA) and variable annuities with guaranteed living benefits (GLB). The second is
Accident and Hedth Working Group, which focuses on hedth issues. Thereis dso the Risk-Based
Capital Task Force that focuses on life and hedlth insurance issues. There is an Accounting Practices
and Procedures Task Force that focuses on codification accounting issues, such as emerging
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accounting, and separate account issues. Thereisaso aVauation of Securities Task Force that dedls

with various issues rlating
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to invested assets, such as the asset vauation reserve (AVR), interest maintenance reserve (IMR), and
securities vauation office issues. Thereis a Life Disclosure Working Group that deds with illugtrations,
actuaria supportability, and other disclosure issues. Findly, thereisajoint committee dedling with
Academy, NAIC, Actuarid Standards Board (ASB), and Actuarial Board for Counseling and
Discipline (ABCD) issues.

There are essentidly five mgor Academy committees that warrant comment here. Thefird, the Life
Practice Council, comprises four different committees. Thefirg isthe Committee of State Life
Insurance Issues. It acts primarily as aliaison between the Academy and the NAIC. The other three
groups are the Committee of Federd Life Insurance Issues, the Committee of Life Insurance Financia
Reporting, and findly, the Life Risk-Based Capitd Group. There are ten committees underneeth the
Hedlth Practice Council. They deal with areas such as risk-based capital, long-term care, and state and
federd hedth issues. There are five penson committees under the Pension Practice Council, dedling
with pension accounting, socid insurance and other issues of concern to pension actuaries. There are
five mgor committees on the Financia Reporting Council. The committee that you'll heer most about at
this meeting is the Vauation Task Force working on the unified vauation sysem. You'll o hear about
aJoint Risk-Based Capitd Task Force and an Internationa Accounting Task Force. Finaly, the
Council on Professiondism has seven subgroups dedling with professonaism, professona conduct,

qudifications and smilar professonaism issues.

Regarding the NAIC process, there are quarterly NAIC meetings and many different ad hoc meetings
and conference cdls. It'simportant to know that most NAIC meetings are open to the public. There
are also NAIC minutes and reports reedily available. Probably the two documents of most interest to
actuaries are the NAIC Life and Hedlth Actuarid Task Force monthly minutes. Also, many NAIC
reports are published on the NAIC.org website. Academy committees to support those NAIC
endeavors are typically formed by setting up work groups. Those work groups are dso open to
Academy members and participation in these groups, together with feedback on the reports that the
Academy puts forth is encouraged. If you'd like to get copies of those reports, they can be obtained by
cdling the Academy.
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Moving on to annuity developments, the firgt topic of discussion is Actuarid Guidelines 33, 34 and 35.
These three guiddines dl require an integrated Commissioners Annuity Reserve Vauation Method
(CARVM) approach for their associated products. Guiddine 33 focuses on annuities in generd,
Guiddine 34 focuses on variable annuity minimum guaranteed death benefits, and Guideline 35 focuses
on reserving for equity-indexed annuities. The guiddines were adopted in 1998 and are retroactively
effective through year-end 1998. Thereisaso a phase-in period that's possible. In genera, companies
are continuing to be chdlenged in implementing these guiddines; induding deding with run time issues
due to the complexity of the guideline, and programming chalenges due to dl the options that must be

consdered. There are four Actuaria Guiddine follow-up sessions. 2, 15, 18 and 22.

On areated topic, the state of New Y ork recently released its draft Regulation 151 covering reserving
on annuities. That regulation is a requirement smilar to Guiddines 33 and 34, and aso provides for
variable annuity reserving requirements. 1n most other respects, the requirements are smilar to the ones
that were in the old Regulation 126. Adoption is possible, but not likely by the end of 1999. However,
thereis a December 31, 1999 effective date, and my understanding is the state will require compliance,
even if it doesn't get formaly sgned by the governor. Thiswill be discussed in further detail in Sessions
2 and 15.

There were two annuity separate account models that were adopted in 1999. Thefirst isthe
guaranteed group modd regulation covering guaranteed benefits on group separate accounts. It hasa
smilar Sructure to New Y ork Regulation 128 and Cdifornia 95-8. It puts forth requirements for plans
of operdtion, reserving requirements, asset maintenance requirements (including a so-called haircut
process), and requirements for a separate actuarid opinion. Thereisasynthetic GIC mode that
provides, for essentidly the same type of requirements as the guaranteed group modd. Both moddls
were adopted by the NAIC in March, and there will be further discussion on these modelsin Session 2.

A new innovative product, variable annuities with guaranteed living benefits, has been recaiving quite a
bit of atention at the NAIC'sLHATF. The Academy was asked to work with LHATF to come up
with recommendations, and it has been providing quarterly reports. They’ve been
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addressing product development and reinsurance issues, but their primary god isto develop vauation
proposas specificaly relating to reserves. The group has been considering the so-called Kedl method,
which isasingle scenario integrated CRVM approach. The group has completed a greet ded of testing
of the Ked method, and it does work well for some products but doesn't work for others. There will

be three follow-up sessions that talk about VAGLBs further.

Products with rating downgrades is another area receiving a tremendous amount of attention at the
NAIC. Thisincludes GICs, funding agreements, corporate-owned life insurance (COLI) and business-
owned lifeinsurance (BOLI) products, and any other products that provide for book-vaue surrenders
or waiver of surrender charge upon credit rating downgrade. There are essentialy two magjor issues that
are currently being addressed by the NAIC. The fird relates to concerns that regulators have. In the
event of adowngrade, there are potentia liquidity and solvency issues, given that thisrisk may be
difficult to diversfy. Regulators are concerned that large, sophigticated buyers (who typicdly drive this
business), in the event of an insolvency would be in the front of the line and get their money out prior to
the rest of the company’s policyowners. The Life and Hedlth Actuarid Task Force sent afact sheet to
the commissioners gpprising them of LHATF s concerns relating to these products. The second mgor
area of concern, reserves for these products, is being addressed by an Academy work group. The
magor conclusion that the Academy group has reached is that thisis more of aliquidity or risk
management problem than areserving problem. Nonetheless, they have come up with a series of
reserving possibilities. Some of those possibilities relate to the valuation interest rate of plan type, and
whether or not the benefits are dective or nondlective. Thisdiscusson will continuein Sessons 2 and

37.

Thefirg lifeinsurance issue I'd like to discuss is the Adoption of Revised Regulation XXX. After an
absolutely intent effort by both industry and regulators, the NAIC adopted the revised XXX in March
1999. In generd, XXX follows the segmenta approach that was in the 1995 mode, but there were a
number of changes to the 1995 modd. The first was to improve mortality select factors; the second
was reliance on the gppointed actuary in determining the so-
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cdled “ X” factor, which is afactor applied to establish the mortality basis for deficiency reserves. At
thistime, it appearsthat there are about 25 states likely to adopt by 2000; about 12 others are under
review. It would appear that, by the end of 1999, we'll probably see somewhere around 30 states
adopting XXX, dthough the number of gatesis changing regularly. Thistopic will be discussed a five

different follow-up sessonsin more detail.

Draft Guiddine ZZZZ applies the Commissioners Reserve Vauation Method (CRVM) to equity-
indexed universd life products. The guiddine proposes two dternative reserving methods. Type 1, the
so-called implied guaranteed rate method, is a book-value-type approach; and Type 2, CRVM with
updated market values, is a market vaue type approach. This guiddine was adopted at the June 1999
NAIC meeting by LHATF but the full NAIC adoption may be delayed until 2000. The guiddineis
retroactive, it has no phase-in, and it would be effective December 31, 1999. In addition to these
requirements, there have been Academy recommendations to be discussed at the next NAIC meeting,
including whether a third methodology, the so-called type 2-A method (which is CRVM with updated
average market values), should be added to the guideline. Sessons 2 and 22 will address ZZZZ.

At the March 1999 NAIC meeting, the Academy was asked to dlarify areas of ambiguity on variable
life and variable UL guaranteed minimum desth benefit reserves. Presently there are two different
NAIC modds, resulting in different gpplications for reserving. Specificdly, there is the 1983 Variable
Life Model Regulation and the 1989 modd. Some states have adopted the 1983 mode and others
have adopted the 1989 modd. Some have adopted neither modd resulting in lack of uniformity.
Additiondly, the recent revisonsto XXX relating to secondary guarantees has spawned some interest in
thisarea. Asaresult, the Academy set up awork group, and have drafted areserve guideline that will
be released for the firgt time next week a the NAIC meeting. That guiddine interprets the Standard
Vauation Law based on the 1989 modd rather than the 1983 moddl. It was believed that the 1989
model did not anticipate some of the innovative designs that have been introduced since then. The
proposa would require the greater of a one-year term reserve (with an immediate one-third drop in
account value) and an attained-age leve reserve. The proposa guiddine darifies these two items and
clarifies the projection assumptions used in those caculations. Thiswill be discussed in more detall in
Sesson 2.
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Let’s move on to the hedth reserve guidance manual. Thisis an areathat has also received a greet ded
of atention by both the Academy and the NAIC. It will be used by companies to establish reserves,
and it will act asaregulatory audit tool. Some of the issues addressed are contract reserves, clam
reserves, deficiency reserves, and provider liability reserves. There are five different follow-up sessons

to discuss different areas of the guidance manud: 5, 30, 42, 48 and 49.

Let’smove on to the proposed revisons to the Actuaria Opinion and Memorandum Regulation
(AOMR). Thisisan areain which there has been agreat ded of controversy for the last severd years,
hopefully some of the recent developments will bresk thislog jam. The direction at this point would be
that for Section 8 companies, the commissioner could provide any of three dternatives to the Sate of
filing requirement and utilize a gate of domicile dternative. The three dternatives are a the discretion of

the commissioner, not the company.

The firg dternative is that the company could meet the commissoner’ s written requirementsin order to
utilize agtate of domicile dternative. Secondly, the commissioner could gpprove individual companies
for state of domicile treetment. Third, the commissioner could require a comparison between reserves
actualy held and codified reserves. Also the AOMR draft has a new requirement for a Regulatory
Asset Adequacy Issue Summary, better known as the executive summary. That document would be
provided with the actuarial memorandum for Section 8 companies. In addition, there are other AOMR
changes that are being proposed. Firg, it includes modifications to the Section 7 digibility tests, and
second, it requires a gross premium vauation for Section 7 companies. At this point, the draft requires
that a gross premium vauation had margins for adverse deviations, but further discussion will continuein
thisarea. Findly, there are three related Actuarid Statements of Opinion (ASOPs) that are aso being
revised. Thesetopics are discussed in more detail in Sessions 2, 18 and 37.

Moving on to risk-based capital, the most sgnificant NAIC project has been to replace the existing C-3
requirements with a more dynamic approach, and this project has been underway for three years. The
Academy RBC Task Force reached the conclusion that C-3 risk should reflect general asset/liability
risk, as opposed to only interest rate risk. The Academy group has
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proposed that the C-3 interim requirement vary for annuities and single premium life versus other
products. The C-3 factor would be based on aweighted average of a subset of stochastic interest rate
path results. Those paths would approximate a C-3 factor to reach the 95™ percentile. Under this
method, you would essentialy use a cash-flow-testing modd gpproach. So if you' re performing asset
adequacy testing, for example, you could utilize the models for the C-3 cdculations. The current
proposal for other productsis to retain the existing C-3 factors. In addition to those requirements, there
would be an additiona C-3 component required for callable assets supporting untested products and
aurplus. In addition, the C-3 component under the new approach is subject to a 50% floor and a 200%
maximum of the current C-3 factors. The proposal has an effective date of December 31, 2000
(dthough it is possible that the date could be delayed) and does not dedl with equity risks, which will be
addressed in the future. There are three follow-up sessons % 18, 24, and 31 % that address C-3in

more detail.

In addition to the C-3 project, severa other RBC initiatives were addressed thisyear. First, RBC
factors under development for long-term disability, long-term care, and stop-loss by the Academy will
be presented toward the end of the year to the NAIC. In the meantime, there were interim
requirements adopted this year, and those will be discussed at Sesson 12. In addition, there were
variable annuity guaranteed living benefit interim C-3 requirements adopted, and modified coinsurance
treatment for RBC was dso adopted thisyear. There will be abrief summary of some of those
developmentsin Session 8.

The Unified Vduation System (UV'S) project is another project that has consumed a significant amount
of resources at the Academy. The project started with a“blank sheet of paper” back in early 1997,
implying that afresh look at vauation would be considered as an dternative to formulareserves. Asa
result, the current proposas rely less on formula reserves and much more on actuaria judgment and

gochagtic modding.

The generd principle of UV Sisthe so-cdled S-curve approach meaning that stochastic cash-flow
testing results are ranked at various percentiles, and then those results to measure the three objectives of

UV S are solvency, income, and viability. Each of the three objectives would likely have different
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adequacy percentiles. The solvency objective measures adequacy of resources relative to obligations.

It is currently being proposed by the Academy that the S-curve gpproach at about the 95th percentile
be used, and that approach would replace the existing risk-based capital structure. For measurement of
income, addressing changes in resources relative to obligations, the current recommendetion isto
continue using existing formula reserves, and possibly use the S-curve gpproach at the 80th or 85th
percentile for innovative products that do not fit well into the existing formula reserve requirements. The
third objective, viability, measures the ability to execute various business dternatives. In generd, this
objective would require aviability report to be provided by the actuary, which is smilar to the exigting
dynamic financid condition analysis reports. This viahility report would have to reflect both existing and

future new budiness estimates.

There are some other UV Sissuesthat are being addressed by the Academy. Thereisanumerical
examples subgroup, which is testing specific product linesto see how the S-curve would work in
practice. The Academy is proposing areviewing actuary concept, with an additiona actuary that would
review the appointed actuary’ s work to determine compliance with certain prescribed standards and
practices. There's aso a subgroup addressing low frequency and high-impact risks that don't fit
particularly well within the S-curve gpproach. Additiondly, the NAIC has asked the Society of
Actuaries to complete a considerable amount of research, and build tools that would be needed to
support the complex nature of UVS. There have aso been drafts of the Standard Vauation Law and
the AOMR regulation, dthough a considerable amount of work remainsto be donein that area. There

will be three sessons thet will talk about UV'S in more detail.

Codification is another project receiving significant attention at the NAIC. The effective date is January
1, 2001, dthough it’s not clear how the state adoption process will go. It does appear that, at this

point, the sates are likely to implement on the effective date. That doesn’t mean each Site adopt the
same package, but it islooking good at this point. At the NAIC, there is considerable work underway
to implement codification. In fact, there are very few groups that are not dedling with codification
issues. Codification will have some impact on vauation actuaries. For contracts issued prior to January
1, 2001, the domiciliarity state rules apply, but for contracts issued after that date, there would be
disclosures that are required for domiciliarity state variations from the codified rules. That would require
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quantification of the impact both
on the income and surplus of those differences. Thiswill be talked about in more detall in Sesson 2.

Regarding nonforfeiture, there has been quite a bit of work completed over the last severd monthsin
order to try to resurrect a project that was previoudy in limbo. Thereisaproposa that is currently
being discussed. Like the previous proposd, it would require a plan, and a plan summary be provided
to the consumer. The overdl design would encourage innovative product designs and product flexibility
including some ability to combine life, hedth and annuity benefitsin one platform. There would be some
leve of minimum benefits required, dthough less than what is currently required under the existing law.
The thrugt of the method would be that any company actions would need to be actuaridly justified and
supported. There would be an annud review by a certifying actuary, and there would also be a
reviewing actuary concept smilar to what's being proposed for UV'S, where the reviewing actuary
would need to review the certifying actuary’ s work to assure compliance with the actuarid principles.
Findly, theré sagenerd god to integrate nonforfeiture with nonguaranteed eements, illustrations, and

reserves.

Other developments on nonforfeiture and disclosure include draft Guiddine NF ZZZ, which degls with
nonforfeiture for equity-indexed annuities. Ancther draft guiddine, XY Z, deds with nonforfeiture for
universd life with secondary guarantees. There was dso an annuity disclosure modd that was adopted
last year, and there is work underway on an NAIC life disclosure modd. In addition, New York has
required that any product filings be accompanied with a supportability demonstration. New Y ork will

be developing more specific requirements sometime early next yeer.

Let’s move on to new vauation tables, the Annuity 2000 and the Group Annuity Reserving (GAR)
1994 tables, adopted by the NAIC. At this point it appears that there are about 25 states likely to
adopt effective January 1, 2000 or earlier, and there are 10 or s other states dso considering it. Also,
the NAIC had requested the 1980 CSO replacement table a while back.

Progress has been moving along, abeit perhaps not as quickly as the NAIC would like. Thereis hope
that a basic table will be available sometime toward the end of 1999 or early in 2000, with afull
vauation table being generated by the end of 2000.
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There has adso been an interim short-term individual disability proposed by the Society, and the NAIC
is currently reviewing the proposa. On the group Side, there is a project underway by the Society to
replace the current group disability table, and there is hope that something will be completed by the
middle of 2000, but more work needs to be completed before a date can be committed to.

Another project that is under discussion at the Life and Health Actuarid Task Force is whether to
permit vauation using substandard mortaity on annuities other than structured settlement annuities. This
will be discussed a upcoming NAIC mestings and further sessions.

Finaly, I'll close with acomment on actuarid practice notes. It's my understanding that at session two,
Donna Clare will be handing out life practice note updates. That will include an equity-indexed
annuities note, a variable note, a couple of notes on demutudization and an updated life illugtration note.
In addition, there has been some work underway on revisons to most of the hedth practice notes.

Avallability of thoseis expected by sometime in early 2000.

MR. FRIEDSTAT: Lad year, because of dl the statutory developments and the adoption of actuarid
guidelines, | gave an off-the-cuff presentation on how these NAIC devel opments would affect tax
reserving. During the past year, we found that there have been numerous questions from atax point of
view. How do these actuarid guiddines apply for tax purposes? How do these new tables apply? We
decided to formdize thissesson. I'll be spesking about the tax implications of some of these recent
NAIC developments that Steve just talked about. The organization of my presentation will be as such.

At the beginning, I’ll talk alittle bit about certain basic tax reserve rules rdating to the prescribed
reserve methods, tables and interest rates. Following that I'll give some discussion of what isinvolved
with Section 807(f) changesin reserve method. Whileit’ s true that each company will have its own
particular circumstances, hopefully thiswill give you some background and will give you questionsto
ask in relation to your company’s particular gpproach to implementing these actuarid guiddines from a
tax point of view. I'll then talk about the tax implications of some of the recent actuaria guiddines and
Regulation XXX, some of the new tables, and certain ongoing and future developments. | will discuss
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some of the guidelines and the new tables that Steve talked about that are in the process of being
developed, and the future course and direction of the applicable federd interest rate that is very
ggnificant from atax point of view.

Section 807(d) is the section of the Interna Revenue Code that gives you the rules for the prescribed
methods, interest rates, and tables. The federally prescribed methods for tax purposes are the CRVM
approach for life insurance and the CARVM gpproach for annuities that are in effect at the date the
contract isissued. Notice that there is no 26-state requirement for the prescribed tax reserve method,
it' s the only applicable method prescribed by the NAIC. For example, in 1995 when Regulation XXX
was adopted by the NAIC, that became the prevailing method for tax purposes, even though XXX
might not have been adopted in any of the ates. If a contract isn't covered by CRVM or CARVM,
you' re supposed to use the method that’s prescribed by the NAIC. For example, the CRVM UL
model law and Actuarid Guiddine 35 dedling with equity-indexed annuities are not covered specificaly
within the Standard Vauation Law. Therefore, you must use the method that’ s prescribed by the
NAIC. If thereisno prescribed NAIC method, you must use a method that’ s consistent with the
prescribed methods and is most appropriate for the contract. For example, when the various
committees were developing the actuaria guiddine deding with equity-indexed annuities, even though it
hadn’t been adopted with the NAIC, one could have taken the position that utilizing that gpproach even
before it was adopted for tax purposes was reasonable. It was certainly consstent with CARVM

principles. That was one of the overriding factors in moving towards those approaches.

In contrast, the federally prescribed interest rates and tables have a 26-state rule. In dealing with tables,
you must have at least 26 states that have adopted a table for it to be the federally prescribed table for
tax purposes. Thereisathree-year phase-in for these new federally prescribed tables, which is
sgnificant and could give rise to certain planning opportunities. For example, let’s say that the 26th
state adopts the new annuity tablesin 1999. The tables become

optional federally prescribed tables for 1999 and for the next three years. They are mandatory for tax
purposes beginning in 2003. If you' re going to adopt the tables for satutory purposesin one year

versus another, that may be reason to adopt them for tax purposesin the same year. The new tables
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generdly yield higher reserves, so you might want to adopt them for tax purposes at the earliest
opportunity.

The other keypoint about the tax reserve area is that where there is more than one federally prescribed
table, you must use the one that generdly yiddsthe lowest reserve. For example, there are various
versons of the 1980 CSO table that have been adopted by the 26 sates. The rule isthat for tax
purposes, when looking at ordinary life contracts as awhole, on an industry-wide basis, the aggregate
table will generdly yield the lowest reserve. 'Y ou must use the aggregate table for your tax reserving for
al palicies even though for certain products (e.g., for certain term insurance products), the select-and-

ultimate verson might yield alower reserve.

The other code section that' s Significant to understand for tax reserve purposesis Section 807(f), which
dedls with change in reserve methods. The key thing | want to emphasize here is that there are certain
concepts that we' re familiar with in dedling with statutory changes in reserve methods in Exhibit 8-A.
The approach and the amount might very well differ when we re dealing with tax reserves. The amount
of changein reserves will differ if the leve of tax reserves differs from the level of Satutory reserves

The gpproach that you take for tax purposes is different and isfairly well defined.

Changesin reserves for tax purposes do not gpply to business written in the current year. If you have a
change in reserve method in 1999, 1999 issues are not part of that change in reserve method. The
current year’ s issues are assumed to be on the new basis from day one. The other thing that's
sgnificantly different and gives rise to many questions and certainly some tax planning opportunitiesis
that there is aten-year spread of the difference between the old and the new tax basis reserves
beginning the year after the year of change. Suppose that at the end of 1999, we have something that
qudifies as a change in reserve basis for tax purposes. Let’s say that the difference is one million dollars
and the difference can be either an increase or a decrease in reserves. Regardless of the direction, you
treat it the sameway. What happensis you caculate the difference between the old and the new basis
tax reserves at year-end 1999. Thereis no effect on your 1999 tax return. Y ou use your old basis
reserves for the current year in determining taxable gain from operations. At one second after midnight,

on January 1, 2000, you change the tax basis of your reserves, and you go to the new basis of tax



1999 Valuation Actuary Symposium Proceedings 16

reserves as your opening balance. The difference between the old basis reserves at December 31,
1999 and the new basis reserves at January 1, 2000 is spread over ten years beginning in the year
2000.

There are many issues concerning changes in reserve basis that have come up. | just want to identify the
questions that you should be asking and that you should consider in this subject area. Fird, as Steve
mentioned, some of these gpplications are retroactive for statutory purposes, that may or may not be the
case for tax purposes. Regardless of whether you have to apply these guiddines retroactively for
statutory purposes, the rule is that you' re supposed to use the interpretation of CRVM or CARVM that
isin place at the date the contract was issued for tax purposes. That'savery key issue. I'll be going
through thisin alittle more detail in terms of how to look at the adoption of Guideline 33.

The other key question is whether the reserve gpproach or the actuaria guideline regulation is anew
method, or isit redlly adarification of the existing method? If it's anew method, it would only gpply
progpectively for new issues. If it sadarification of an existing method, then it will fall under the Section
807(f) ten-year spread rules. The other item that comesinto play when we' re talking about changes of
reserve method is whether something is a correction of an error or achange in method. Without getting
into the tax law in agreet ded of detall, if something is deemed to be a correction of an error, you will
get that change in reserve immediady, al in oneyear. Aswe vetaked about, if it sachangein
method, there will be aten-year spread.

Very few things quaify as a correction of an error for tax purposes. In Revenue Ruling 94-74, the IRS
coordinated issue papers, and afew private letter rulings have dl indicated that to get correction of an
error treatment, you must have either amathematical or a posting error. In some cases, where you have
ignored and have not valued a certain benefit associated with the policy, you may qudify for correction
a an eror treetment. The example that has been giveniisif you

had a disahility income contract and forgot to value the cogt-of-living adjustment feature. If you found
that out and you corrected it the next year, that might be deemed a correction of an error and you
would get the entire change dl in one year.
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Onething that | want to emphasize isthat what is deemed a correction of an error is very narrow. What
you and | might consider an error, may not be consdered an error for tax purposes. If you usethe
wrong interest rate for a particular year’ s issues or you happen to use the wrong federally prescribed
table, that is not a correction of an error. You sill have to go through the same process and determine

the amount of the change in method that will be aten-year spreadable event.

Now that I've given alittle bit of background on some relevant tax rules, let me briefly discussthe
gpplication of these rules towards the new actuaria guidelines. First, each company’s particular facts
and circumgances will likely be different in relation to Actuarid Guiddine 33. Some companies
adopted the 1995 version and the 1998 version had little or no impact. Some companies did not adopt
the 1995 version, made no changes a that time and then implemented new vauation systemsin 1998.
Your particular fact pattern will influence how you ded with these guiddiines so it is hard to generdize
what isthe correct tax approach. In each of these Situations you have to ask the question, isthisanew
method? If so, it will only apply prospectively. If it is considered to be a darification of an existing
method, the 10-year spread rules will apply.

Let'slook at Actuarid Guideine 33. When thefirst verson of Actuarid Guiddine 33 cameinto play in
1995, there were differences of opinion in terms of how to look at it. Certain people said that this was
clearly anew method. There are parts of that guideline that were not part of common practice prior to
1995. The 93% floor on the reserve where preferential rates gpply certainly was not used anywherein
practice. The trestment of consecutive free partid withdrawals and some of the multiple revenue stream
approaches were not commonplace. Some people viewed this as anew method and would only have
gpplied it prospectively for tax purposes for 1995 issues going forward; existing businesswould sill be
vaued under the old

method. Other people said that this 1995 verson was only a clarification of CARVM. If that position
was taken, you would say thet al the key provisions were commonplace, and this only codified what
was redly existing practice. If that approach was taken, then you must go through the ten-year spread
methodology that we talked about. Y ou would, in essence, be changing reserves for all issue years
prior to 1995; 1995 issues would aready be on the new method.
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Actuarid Guideline 34 clarified to a greet extent the Satutory gpproaches for reserving for variable
annuity contracts, a least those with guaranteed degth benefits. There are till some issues outstanding
on it, but again, the same approach istaken. We have to ask the question, isthis anew method that’s
only going to apply prospectively, or isthis adarification of what should have been the interpretation of
CARVM for variable annuities in prior years? There are still some tax issues that have to be dedt with
under the 1959 Tax Act. Therewas aruling that these reserves for minimum guaranteed death benefits
did not meet the definition of life insurance reserves. | think the way that this new law was written will

enhance the indugtry’ s efforts to get deductibility for that benefit.

Also, | think the prior ruling was flawed. Bagcdly, it dedt with the artificidity of assuming aone-third
drop in fund vaue in developing the minimum deeth benefit guarantee reserve. | think that companies
will be successful on that position under the new guiddine. You gill have to ded with the issue of
whether the minimum death benefit reserve has to be revaued for tax purposes, and whether thereis
aggregation between the separate account reserve and the genera account reserve in determining the

find tax reserve and comparison with the net surrender value.

Equity-indexed annuities and Actuarid Guiddine 35. Where thereis no prescribed NAIC method,

you' re supposed to use a method that is consstent with, in this case, CARVM principles. This new
guideline was not passed until 1998. However, in 1997 the ate of 1llinois required compliance with the
same principles and with the fairly widespread dissemination of the Equity-Indexed Products Task
Force report and the reserving methods described therein. A number of companies might very well
have mimicked this approach (especialy if it was used for statutory purposes) and used it for tax
purposes with a change in the required interest rate.

However, in 1998, it clearly was adopted by the NAIC and became the required tax method for tax

PUrpOSES.

Regulation XXX. Once the verson that was passed in 1995 was adopted by the NAIC, even though it
might not have been adopted by any state, it became the federaly prescribed method for tax purposes.
If thisis something that you' re not doing, you should look at this. Thisis a planning opportunity; it
basicaly should produce higher tax reserves. Assuming you're on the unitary gpproach for statutory
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purposes, it should produce aleve of tax reservesthat is capped by your statutory reserve through
those intervening years. | want to emphasize that even though there were new sdect factorsin the 1995
verson and in the 1999 version, those new sdlect factors do not become afederaly prescribed table for
tax purposes. You mugt still use the 1980 CSO aggregate table for your mortdity reserves. Asa
meatter of fact, one thing that was very sgnificant in the development of the new Guiddine XXX wasto
make sure, assuming that 26 states would pass the regulation, that this table did not generally produce
lower reserves and would not have tax implications on other products. Again, the new method became

the federaly prescribed method once it was adopted by the NAIC for 1998 issues going forward.

New tables. The onesthat are probably closest to being adopted are the new annuity tables. Steve
sad that there were gpproximately 25 states that had adopted the new annuity tables, and assuming the
26th state adopts it, those tables become federally prescribed tables. Not only would you be required
to use them for statutory purposes, but you' re adso required to use them for tax purposes, even if your
gate of domicile is not one of those 26 dtates, with the three-year phase-in dection discussed earlier.
I’m sure that the ACLI and the Academy of Actuaries and various newdetters that have been
monitoring thiswill keep usinformed in terms of when the 26th State adopts these new tables. The last
thing | saw was that 25 states had passed them and a number of states were still considering them.
They are likely to be passed by the end of 1999.

In terms of the other actuarid guiddine that Steve mentioned, | think that the main thing hereisthat if
you do issue variable annuities with guaranteed living benefits or equity-indexed life insurance, you are
going to be faced with the issue of how to eva uate these contracts for

statutory purposes, as well asfor tax purposes. Until these guidelines are adopted, you haveto usea
method that’s consistent with CRVM or CARVM principles. Once they are adopted, you have to use
these gpproaches. So it'sin your interest to monitor these guidelines and adopt them at the earliest

possible opportunity. It will give you abasis for your tax reserves, aswell as your statutory reserves.

The new CSO table (whether it’ s going to be the 2002 table or the 2001 table or the 2003 table) will
become a federaly prescribed table when 26 states have adopted it, subject to the three-year phase-in
eection. The other thing to keep in mind here isthat thiswill aso have a very sgnificant effect on
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product development. The federally prescribed table for Section 807 purposesis dso the table that's
used to compute the minimum requirements under Section 7702 in order to meet the definition of life
insurance. So this new table will have not only a big effect for vauation purposes, but it will dso very
likely trigger completely new product portfolios. You'll have to change your programs to make sure
that you meet the requirements of Section 7702.

Individud disghility tables. Individua noncancellable and guaranteed renewd policies satisfy the
definition of life insurance reserves. As| mentioned, life insurance reserve tables become federaly
prescribed, when they’ ve been passed by 26 states. If 26 states do not pass a table, there has been a
regulation that’sin place for tables to be used where there are no federaly prescribed tables. So if 26
dtates adopt the new table directly or indirectly, maybe through minimum reserve sandards, it would
become federally prescribed at that point. If not, there would probably have to be some sort of
regulation that would prescribe it for tax purposes.

The group disability table is different. Group falsinto the tax reserving category of “disability other than
in credit.” 1I’m assuming that these are cancellable policies. Y ou must use atable that’s consstent with
company experience for cancellable disability income. What' s going to hagppen in most casesis that
companies will adopt the new table for statutory purposes.
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Whatever they do for statutory purposes, it's obvioudy consistent with your experience or you wouldn’t
have adopted it. Maybe a company will even modify some termination rates to be more consigtent with
their own experience. They will then use a similar approach for tax purposes but change to the federdly
prescribed interest rate.

Thereisanew credit disability table. Onething | want to bring out is that, because of the way the tax
laws are written, that kind of disability table will not be relevant for tax purposes. Right now, there are
federaly prescribed |oss payment patterns that you use for credit disability reservesfor tax purposes.

Y ou do have an option if you're in the 95th percentile to use your own experience. No company théat |
know of has found it advantageous to use their own experience. So even though this new table may be
developed and may be required a some point in time for statutory purposes, its applicability for tax
purposes is open to question.

The last thing | wanted to mention was the applicable federd interest rate (AFIR). Basically the interest
rate that you use for tax reserving purposes for life insurance reserves is the greeter of the state
prevaling rate (which isthe rate we re dl familiar with %  the dynamic vauation interest rates) and the
goplicable federd interest rate, which isarate that' s published. The latter rate is based on arolling 60-
month average of the federa gpplicable mid-term rates on mid-term securities. The rate has been
hovering around 6.3% for the last few years, and it was 6.3% for 1999 issues. Projecting that rate
forward to the end of thisyear and guessing what it will be for the year 2000, which is based on data
through 1999, showsthe rate will drop. It will probably be in the neighborhood of 6.08- 6.10%. For
those of you who are pricing on an after-tax basis and are developing a new ratebook, you may want to
consder the gpplicable federd interest rate in your pricing and profitability andyses. I'll turn the podium
over to Peter, and he'll be discussng GAAP-related issues.

MR. J. PETER DURAN: | want to conclude this genera session by speaking about some important
developmentsin the areaof U.S. GAAP. Ther€ salot going on both in the insurance rellm and
elsawhere within GAAP, and there are alot of bodiesinvolved as you know. | want to talk about four
developments that fal under the purview of the FASB directly. | have some news
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about FAS 133 and two related topics ¥ the present values concept statement, which isin the process
of being findized, and the FASB’ sfair vaue project, which is sort of a natura next step after the present
vaue' s concept statement isfindized. In addition, the business combinations or purchase accounting

type project has had some very important recent developments. I’ll speak about them briefly.

Within the AICPA, there are dso a number of important developments aswell. Thereé sanew
proposed audit and accounting guide that replaces what we used to cdl the audit guide that was issued
in1972. It'sobvioudy out of date. There are a couple of committees that are active on insurance
issues. Oneisthe nontraditiona products committee. Tom Campbell of the Hartford Life Insurance
Company is the actuaria observer there so we do have actuarid input on that committee. The AICPA
has atask force on demutuaization accounting, and that work is pretty far dong. There has been
subgtantia actuaria involvement there. There's dso a growing concern among some members of the
insurance companies committee at the AICPA about interna replacements, deferred acquisition cost
(DAC) issues, and DAC carryover issues on interna replacements that 1’1l talk about.

I’m going to end with adiscussion of the SEC' s project on earnings management or earnings
manipulation. It'satopic that the SEC isvery concerned about. There are anumber of GAAP
sessons. Thereésagenerd GAAP session, Session 11, and Session 4, which al deal with GAAP
earnings emergence. There's Sesson 29 on accounting for derivatives, GAAP accounting for
derivativesin light of FAS 133 for those who redly want to get into it. Session 16 isa panel discusson
on fair vaue, and we' ll have one of the FASB project managers on that pandl. Findly, Sesson 22 dedls
with GAAP issues for mutua companies, and | expect they would at least touch alittle bit on the
demutudlization accounting topics.

Before | get into the actud issues, | want to say something about the AICPA process because it’sin the
process of changing, and I'm not sure it’s al well understood within the actuarid committee. The way
things have worked until now isthat there is a body within the AICPA cdled the insurance companies

committee that deals with insuranceissues; life insurance, hedth
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insurance, and property/casuaty insurance. They identify issues, like demutudization, and they draft a
prospectus as to what the topic is. What issues are to be addressed and approved by the Accounting
Standards Executive Committee (AcSEC), which is the highest accounting body within the AICPA. At

that point, atask force isformed, and it reports to the insurance companies committee.

The task force is responsible for developing a draft Standard of Practice (SOP), and when it does so, it
sends it to the insurance companies committee. After that, the draft SOP is reviewed and possibly
amended. There may be some back and forth between the ICC and the task force, but then it goes up
to the Accounting Standards Executive Committee (AcSEC), which drafts the find exposure draft
(which usudly looks very smilar to the version it receives, dthough there might be some significant
changes). So then the AcSEC issues the proposed standard of practice, and after the common period,
it issuesafina standard of practice that might be modified from the exposure draft as appropriate.

There'sdso asmilar process for auditing standards as well for auditors. I’ m thinking of the new audit
guide that followed this same process. Mogt audit standards are not redlly industry specific. Very
recently, there have been some significant changes, within the AICPA process. It'snot clear how dl of
thiswill play out. Thelast time | checked with people, it wasn't clear how the new process would
work, but it was driven by cost consciousness within the AICPA. I’'m not sure exactly when thisis
effective, but they’ ve diminated dl the industry committees, including the insurance companies
committee within the AICPA. Obvioudy, there were anumber of insurance specific committeesin
addition to the insurance companies committee. They'll be forming something caled the group of 100.
Exactly who's going to be on this group of 100 isnot clear to me. The group of 100 would then identify
issues and task forces would be formed as now, but basicdly the step of the industry committee review
would be diminated. A number of people have their misgivings as to how well thiswill work, but it
hasn't been tried.

Now there are a couple of FASB issues. Firstis FAS 133. Asyou probably know, the effective date
of FAS 133 has been deferred until June 15, 2000. Thefiscd year is beginning after
June 15, 2000, and that was done by FAS 137. The reason isimplementation issues surrounding



1999 Valuation Actuary Symposium Proceedings 24

FAS 133, both in terms of implementation, in terms of what we are supposed to do and how we are
going to do it inthetime dlotted. Thereisagroup that isworking under the FASB cdled the derivative
amplementation group. It hasidentified many, many issueson FAS 133. It'san incredibly complicated

gandard, and, as | say, there will be awhole session on derivative accounting.

Anather place you can go for alot of good information isthe FASB’swebste: FASB.org. A couple of
the DIG issues are insurance specific, and I'll just mention them now. They’ ve considered traditiona
varigble annuities with a guaranteed minimum death benefit and condluded that the guaranteed minimum
degth benefit is not an embedded derivative. In nontraditiond variable annuity (asthey cdl it), with what
we would cal guaranteed accumulation benefits here specificaly, any accumulation phase does have an
embedded derivative. Equity-indexed life and annuity products have embedded derivatives. Market-
vaue adjusted annuities do have embedded derivatives, but they have concluded that there s no need to
buy from the contractor because the embedded derivative is clearly and closdly related to the host
contract.

The present values concept statement came out earlier this year. The second exposure draft came out
elier thisyear. | believe the common deadline expired August 31. Fird, | just want to say that thisis
aconcept statement. There aren’t very many of them. | believe there are less than ten. Concept
statements are not accounting standards; rather they establish a framework for subsequent standards,
and this present value concept statement is going to be laying the ground for fair vaue.

There was an exposure draft as| said. 1t was actualy the second exposure draft that was issued on
March 31. Theofficid name of the document is, “Using Cash-Fow Information and Present Vaue and
Accounting Measurements” What it’sredly talking about is using present vaue techniques to defer
vaue. That'sredly what it'stalking about. They tak alot about far vaue. Asl say, they adopt what
they believe is a marketplace view. In other words, when you're talking about fair vaue, what you're
trying to get at isamarket transaction for cash. For example, for liability fair value, which has most but
not al of the thorniest issues, they’ re thinking, how much cash is necessary to settle the liability, or |

guess we would say in actuaria
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termsif we' re thinking of ablock of ligbilities, how much cash does the ceding company need to trandfer
to the company that’ s doing the assumption reinsurance. That putsit in sort of insurance actuarid terms.

That' s the concept, athough they certainly don't say it that way.

A couple of the conclusonsin the concept statement are that they believe that expected cash flows are
more gppropriate than asingle best estimate for doing present values, which | think virtualy every
actuary would agree with. Second, they say that using expected cash flows combined with arisk-free
discount rate gppropriately captures the risk in the financia instrument whose fair vaue we're trying to
determine. | was actudly involved with the Academy’ s comment letter on the concept statement, and
so was Ed Robbins. We sort of disagreed with the concept that somehow there had to be some
provison for adverse deviation, possibly in the discount rate or the cash flows themsalves, beyond just
using expected cash flows.

Another concluson with which | think avast mgority of actuaries disagreesis that when doing liability
fair vaue, one should dways reflect the credit qudity of theissuing company. So if we'retrying to do
the fair value of ablock of insurance contracts viewed as ligbilities, the credit worthiness of the issuing
company would affect that caculation regardless of the fact that it’'s an aosolute obligation of the
company. Of course the lower the credit rating of the company, the lower itsfar value of liabilities,
which does't seem like agood result from a public policy point of view. Moreover, | don't think
there salot of evidence to support the fact that when you do assumption reinsurance for thinly traded

ligbilities, the credit vadue of the origina issuing company comesinto play. We sad that in the | etter.

Fair vdue. There was afundamental decision by the FASB back in 1992 that fair vaue was more
appropriate than book value as an accounting basis and that guided FAS 133. The FASB hassad in
FAS 133 that it believes that fair vdue is the best measurement gpproach for financia instruments, and
financid ingruments broadly defined would certainly include insurance liahility, so they’ re moving in that
direction.
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Some of the issues they’ re wrestling with are: how do you appropriately adjust the cash flows for risk
and uncertainty; should they be adjusted for the credit rating of the issuing company whether it'sissuing
aliability or an asset; and what' s the appropriate discount rate? They believe that therisk-free rate is
the gppropriate discount rate. They believe that for long duration insurance contracts, future premiums
should be consdered in determining the ligbility as essentidly an offset to the liability, which certainly
makes sense. For short duration contracts, no premiums beyond the current year should be taken into

account.

The fair-vaue gpproach for liabilitiesis afully progpective approach, so there will be no more DACina
fair vdue environment. One of the other things that they’ ve talked about is the possibility thet at the date
of issue, which is different than current GAAP theory, a profit or lossis possible. That’s another very
controversa area. The FASB and the internationd accounting standards bodies are wrestling with fair

vaue and, essentialy, these same questions.

There was a draft of a statement published on September 7, 1999 that would be a new standard for
business combinationsin insurance. We cal this Purchase GAAP (P-GAAP), but it gpplies generdly.
It's not insurance specific, and it amends the existing guidance, which isfound mostly in Actuarid
Practice Bulletin (APB) 16 and 17 on purchase accounting. Currently, there are redlly two accounting
methods that are used in connection with a business combination: oneis pooling, and the other is
purchase accounting. There have been a number of abusesin terms of the use of pooling. The bottom
lineisthey’ re diminating pooling as a possble accounting method after the effective date of the new
datement. That may drive M&A activity just before the effective date of the new statement. There are
aso some changes and thiswill have an effect on insurance companies. Ther€' s some changesin
goodwill and the rules for goodwill. The amortization is limited to 20 years under the new proposed
gtandard, and it’ s reviewed for impairment after two years. Currently, 30 years or even 40 yearsis
often used for goodwill amortization. If you have negative goodwill thet’s in excess of the vaue of
business acquired (VOBA), you would recognize an immediate gain to the extent that it exceeded the
VOBA.
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AICPA developments give audit and accounting guidance for life and hedth actuaries. There was an
exposure draft that was released in September of 1998, and the draft was approved by AcSEC in
March of 1999. It is scheduled for issue in the third quarter of 1999. We don’'t have much time left in
the third quarter of 1999, and | don't believe it has been issued yet. As| mentioned in the introduction,
it's going to replace the current audit guide, which is officidly called Audits of Stock Life Insurance
Companies and goes back to 1972. What this does, at least in theory, isit nearly codifies and brings
together existing guidance. It's not supposed to create any new GAAP guidance.

Thereisn't much new, but what is new is of interest to actuaries. Onething it doesis it incorporates the
SEC' s position on shadow DAC, which had never been laid out by either the AICPA or the FASB.
When you have shadow DAC, the adjustments are made to equity, to the DAC baance in equity, and
these come about because of unredlized gainsin the available-for-sde portfolio of the assets so it
codifiesthat. It defines something caled the qualified actuary, which isrequired for benefit and claims
liability and for DAC determinations, both in the development of those balances by the company as well
asfor theauditor. In other words, when you have an audit of an insurance company, the audit opinion
issgned by the audit firm. There'sa CPA partner that’sin charge, but he must use aquaified actuary

to review the actuaria balances.

| think thisis quite postive for the actuaria professon because | believeit’sthefirg timein the United
States that we ve officidly been recognized by an accounting standard of some type. However, it's not
al good news because they didn't quite get the definition of quaified actuary right, and this has been
pointed out too, but | think the profession may bear alittle bit of the respongbility. Whet they did is
they took the accountants, went to the ingtructions for doing the annud statement, and they found the
definition of the qualified actuary. 1t'snot the onewe d like, but it' sthere. A qudlified actuary isa
member, in good standing, of the Academy of Actuaries or a person who has demonsirated actuaria
competence to the supervisor (meaning the insurance commissioner). He or she has to demongtrate

competence and experience
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commensurate with the entity’ s complexity products and liahilities. Thisisnot bad, but | know the
definition that the Academy would have preferred is that the qudified actuary be a member of the
Academy. That'sarequirement set forth by the Academy. That's the type of definition thet’sin the
SVL.

I’m running out of time, so I'll just hit the high points on the remaining topics. Asfor the nontraditiona
long-duration contracts, a task force has been working for some time on an SOP. Some of the issues
that they have identified are market-vaue adjusted annuities, minimum guaranteed death benefits for
variable annuities, products with minimum guaranteed account vaues, equity-indexed products, and
gynthetic GICs. Asan examplein the areaof VA minimum guaranteed death benefits, one of the
questionsis, isthere aliability required? The practice has been varied on that.

In GAAP, | don't believe most companies have one at the current time, and how would the presence of

aliability affect DAC amortization? We're dso looking at separate account reporting.

Asfor salesinducements, they’re looking a both back-end and front-end. Bonus interest on deferred
annuities, which alot of companies currently defer as an acquisition cogt, is clearly headed in the
direction of not being permitted. We Il see what happens there. That would be a change and would
have aggnificant impact on a number of companies. Asfor persstency bonuses, they want to be

consgtent with the current practice in most companies and accrue the bonus over a vesting period.

Internal replacements. The practice is now varied because for most interna replacements, thereredlly
ISVt any specific guidance. The only guidance that’ s found with respect to DAC on internd
replacementsisin Practice Bulletin 8. It requires a DAC write-off when a universa-life-type contract
replaces a“traditiond” contract. In any other Situation, you can probably find any other type of
practice. They want to try or they’re thinking about setting out some rules. The
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issue iswhat to do with the existing DAC. There are three posshilities. writeit off, continue it subject
to recoverability, and continue it only when anew contract is*“ substantialy” similar to the old contract.

| don't think they’ ve reached any conclusions yet.

Demutudization is pretty far dong. Thiswas put on afast track by the AICPA because there' s so
much going on in demutudization. 1’m not going to have time to talk about this now, but hopefully it will
be discussed at the mutual company GAAP issues sesson. Y ou might use the SOP 95-1 or FAS 120
gpproach. It's combined with what many colloquidly call aglide path, which says that when you do
your projection at the date of demutudization, essentialy that’s going to be the pattern and that will
come out in future financia reporting periods. If it doesn’t, you make it come out that way by means of
deferred ligbility. The basic point of earnings management is that some companies tended to make
deliberate migtakes in their GAAP financid statements and judtify them on the bass that they were
immaterid, or a least that's what the SEC thinks,



