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results and models to:

» Influence investment decisions

* Analyzerisks

* Expand CFT models to meet management requirements

* Providerelevant information to regulators and rating agencies

Panelists discuss the enhancements required to meet these needs and provide guidance on

communication of results to a nontechnical audience.

MR.WILLARD C. RINEHIMER, JR.: I'mwith Tillinghast—Towers Perrin, and I'll be the

moderator for this session. The panelists are Rob Welander from Americo Life and Bob Buckner

with ERC Life Reinsurance.

Companies have spent a significant amount of time and expense to develop and maintain cash-
flow testing models used for just an annual report to regulators. The existing cash-flow testing
models can be leveraged to provide relevant and useful information to awider audience. The
panel will discuss how they expanded use of their cash-flow testing models from a necessary evil
into a useful management tool. At the end of the presentation, we will alow time for questions

to our panelists.
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Our first speaker is Rob Welander. Raob isin the modeling and projection area of Americo Life.
He has many years of practical experience with projection models and cash-flow testing. Rob

will discuss some other uses for your cash-flow testing model and how to realize these uses.

MR. ROBERT W. WELANDER: We're going to go through what | think are pretty much the
top uses for the corporate model once you have it in place. Obvioudly, given thetitle of our
session, the first oneis cash-flow testing. Once you have one model in place, everything else just
fallsinto place. You ve done all the hard work. You got all the hard work done so it goes

beyond that.

Another thing you can use the model for is economic value analysis. Other usesinclude
asset/liability matching, corporate planning and strategy (which kind of fits the category of
“what-if") testing, pricing considerations and product development, GAAP work, dividend
determination and capital management. A subset of cash-flow testing is the whole risk-based
capital (RBC) C-3risk that everyone has been talking about, and the uniform valuation system
(UVYS) that is coming down the pike. That, in my opinion, ends up just being a subset of your
cash-flow testing model. It'snot avariation of it. It’sjust a piece of it, but that’s something
that’s relevant.

| think before we get into those eight uses, | want to give you an idea of who | am and what | do
and where | come from so that you can understand my biases. Y ou can understand the types of
models | use, and some of the pitfalls| personally face when I’ m doing this so you can relate
some of these activitiesto what you do. | work for Americo Life. It'saprivately owned holding

company in Kansas City.

It has six downstream companies. | am at the corporate office where all the actuarial work is
done. Thereislittle, if any, actuarial work in any of the six companies. We have in excess of
850,000 policies, and we have about $3.5 billion in assets. We model universal life (UL),
traditional insurance, and annuities, and that includes both general account and equity-indexed

business.
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We make use of some financia reinsurance, and our financial reinsurers like to see our models to
make their job easier. Of course, we provide it to them because, invariably, as everyone knows,
when you start doing nice things for your reinsurers, they start getting you luxury box seats at the

Royals' games, so it works pretty well.

In terms of the structure of our model, liabilities are broken down into pieces. We start by
breaking apart liabilities by company. Once we've done that, we break them out by pre- and
post-acquisitions. The vast majority of the 850,000 plus policies we have came from other
places, and when you get those policies, you get those models, which is an issue we'll talk about
later.

We break it down pre- and post-acquisition, mostly for the GAAP work that we do with the
model. There’'sno real statutory value to knowing it before versus after acquisition. We break it
out by line of business. In this case, line of businessimplies UL, interest-sensitive and traditional
business, and annuities. We'll ook at it by product type. In this case, product type means term
versus permanent and base policies versusriders. Within that specific product name within
universal life, we'll look at universal life's product one versus product two versus product three.
Individual products fit that category. Then, thereisin-force versus new business. We break

those pieces out for obvious reasons.

Cash-flow testing. You don’'t get to look at new business. For alot of the other uses, we want to
incorporate new business. We might use the exact same models with some modification for

expenses in that type of business.

Let’stalk for a minute about what actually gets into the model. We basically start with Exhibit
A, Part A and throw everything into it except the substandard and the group business. Those are
things we don’t model explicitly. Exhibit A, Part B goesin there as does Exhibit A, Part G, the
cash value, and excess of reserve. Typically, we try and pick these based on their gravy factor. If
it'sjust gravy in your model, it’s nothing but good news. We'll do our best to getitin, if it's

relevant.
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The other side of thisiswhat doesn’'t get modeled. In this case, the obvious one for usisal the
supplemental benefits. We, to be honest, haven't found a reasonable way to get waiver and
accidental death and all of those pieces into our model to make them relevant and consistent with
alot of what we do. We have a smidgen of health insurance that is inconsequential, so it does

not get into our model.

Let metalk alittle about how we model our liabilities because this dictates how easy it isfor us
to apply those liabilities to the different uses. We start with an extract out of our valuation
system. One of the driving principlesis we do not want to reinvent the wheel. There’ sno need
for it. We have alegitimate extract off of our valuation system. We can use that information. It
has 90% of what we need to create alegitimate in-force block, and then we just beg and plead
with them to throw the other 10% into some user-defined field and eventually it works. We have

legitimate information that we can use to build our in-force business.

Like most places, we've custom built amodel builder. We're of the assumption that you take a
policy and you put it in abucket. You don’t split that policy out into four or five, or ten or
twenty different buckets where you have 8% of a policy in one and 2.5% in another one. Y ou get
the same kind of mix and the same kind of distribution. We just put a policy in a bucket and

move on. We don’'t worry about splitting it.

Validation is one of those issues about which everyone wonders how good you really need to be.
Part of the reason we concentrate on validation so much is, like everyone else in the world, we
have to deal with accountants, and accountants want thingsto line up. The other issue we have
is, as soon as we produce numbers, the accountants start looking at them. Who can tell me what
the first thing accountants do when they look at numbers? They compare them to last year’'s
numbers. Y ou might aswell go ahead and compare the numbersto last year’ s numbers.
Establish what the differences are, so you can explain it to the accountants so they don’t come

back aweek later and say, “Why are these different?’ Y ou aready know the answer.

In terms of tolerances, we kind of set some internal standards. The mgjority of what I'’m going to

end up talking about today is the Ivory Tower view. | pretty much livein an Ivory Tower. |
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don’t have to deal with actually doing alot of the end work. | produce alot of the numbers, but
I’m not the one that hasto sign it, so | get to livein an Ivory Tower. We aim for getting results
that are, in terms of initial validation, within about 2% of where we want them to be. If we can
validate a given product or line within 2.5%, with no individual piece, and it is not more than
10% out of whack, we'rereally pleased. That’s pretty much where our ultimate threshold is. If
we recognize that it’s an inconsequential block, or we know that it’s stable, but there’ s just
something weird going on in reserves, we'll allow that to spread alittle wider. That'stypically

what we shoot for.

Once you have your liabilitiesin place, we must incorporate the assets. The problem is, when
you have $3.5 billion assets, you must figure out how to get them into the moddl as legitimate
information. | think most companies face two choices. You model them individually or you get
your investment people to use a software package. 1I’m not plugging anything. We use Bond
Edge, and Bond Edge provides us with an asset extract that fitsinto our system really well. It'sa
guestion of whether you want the inflexibility of having one fixed asset stream that the asset guys
will say is going to happen. Or, do you want the flexibility of being able to model assets

individually and then do whatever you want to them?

Some of the concerns that the great asset debate produces are orders of asset sales. You have
your obvious available-for-sale, held-to-maturity issue. If you're just using an extract out of their
system, you’ re stuck with their choices. You don’t have the ability to change it on awhim or
perform sensitivity tests. Y ou're stuck with it unless they run another set of asset runs for you,
which usually doesn’t happen. In our case, it became a choice of whether we use 30 files or
1,300 individual entries. We ended up using the 30-file route because we understood what our

l[imitations were. This gives you an idea of the magnitude of what we were faced with.

The upside of using 30 filesinstead of 1,300 entriesis you have much faster calculations. Speed
isanissue. Asyour models get larger, and as they become more involved, speed becomes much
more of an issue, and thisfallsinto play. The obvious other way of looking at it isif you use 30

files, someone else does the work. It’snot you, it’'s not your student, it’s not who reports to you,
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and it’s not your boss. It's those investment guys and they have nothing better to do anyway.
Make them do the work.

So let’s start comparing. | gave alist of eight earlier. Let’stry to isolate some of the specifics
about each of those possibilities for your cash-flow testing model and look at what some of the
differencesare. I'll start with cash-flow testing as a base, and we'll just move from there. An
example of cash-flow testing, unfortunately, is cash-flow testing. The UV S might come into
play. The RBC C-3risk might come into play, but, for the sake of the discussion, let’s stick with
cash-flow testing. Who needsit? In this case, the appointed actuary needsit. He's putting his
name on the line, and he wants to know that he has good information and he can get comfortable
with it.

Thereisalevel of detal that they want to see. They just want to get comfortable that their assets
are making good and sufficient provisions for their liabilities. | think that’s not a direct quote,
but it’s pretty close. They don’'t need to see information down to the product level. They need to
seeit by company. They don’t need to seeit by line of business. They just want to make sure

that, on a company-by-company basis, the numbers are legitimate.

This happens in January and February. We use a September 30 cut-off for alot of our year-end
information for the models, but we have other issues going on so we typically don’'t get the cash-
flow testing until January and February. How many scenarios are needed? In this case, we need

the New Y ork Seven plus afew others.

Why do we do this? The only reason anyone does cash-flow testing by itself is because of the
regulatory compliance issue. Most people don’t do it for fun and sport. There are some specifics
about the cash-flow testing model itself. Y ou don’'t have the granularity. Y ou don’'t have the
little tiny pieces that you're looking at. All your earnings stay within the model to be used later
on to help support the assets as you go forward.

Economic value analysisis an annual event. Wetry to establish what the current economic value

of our businessis. Who wantsthis? Our director of planning. If you knew our director of
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planning, you’d know why he wants it annually. If he could get away with it, he'd take it
quarterly. What level of detail is needed? We need as much detail as possible. Again, if you
knew him, you’ d understand why he wants it to be seriatim. Well, that just doesn’t work. Thisis
what goes on in October and November prior to cash-flow testing. They really spend alot of
time concentrating on this by looking at actual-to-plan figures. That’'s what goes on in October

and November.

Thisis aone-best-guess scenario. We tend not to run alot of sensitivities off of this. Not only
are they trying to get an idea of what the current value is under their best-estimate scenario, but
they also want to know what the numbers are going to look like over the next four quarters (in
this case, the next five quarters), to get an idea of how they need to plan, and how some of the
numbers are going to fall out. Why? The owners want to know. We're privately owned, and
that’ s their driving force. They want to know what the economic value of their asset isand, in

this case, the six companies make up their asset. They want to know what that valueis.

Some specifics of the model. In this case, they want more granularity. Because it’s going into
some plan type assumption, they want to see it broken down into smaller and smaller pieces. In
this case, the distributable earnings are distributed because they assume that those numbers go to
support new business, new marketing strategies, new product lines, or whatever the case might

be. Those earnings do not stay within the product itself going forward.

Asset/liability matching might be the one most obvious offshoot of cash-flow testing. I'll give
you arather bizarre example here that might not be as obvious asit seems. We had avery
conditional specific asset for which we had some options on it. We weren't sure what we wanted
to do with it. We looked at the liabilities against that specific asset and ran some scenariosto see
what our best options really were. We weren’t necessarily trying to match up assets and
liabilities, which is more typical of this process. We were trying to understand what we wanted

to do with a specific asset and what our best course of action was.

In this case, the chief investment officer was the one pounding on the door wondering what we

should be doing. He didn’t care what level of detail we gave him. He wanted to know the
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number and what looked best. Detail didn’t matter to him. It was an end result issue. Thisis
one of those timely issues. There'safire, and we haveto put it out. Whenever it shows up, you
do your best to get it out in areasonable amount of time. In this case, how many scenarios are
there? Y ou start with one and then you start building scenarios around it. Y ou move your yield
curve up ten basis points; you move it up and down 50 basis points and 100 basis points, and you
start seeing if you are getting unreasonable numbers coming out of those scenarios. You try to

understand what the effects are the farther out you get from where you are today.

The reason he really wanted this was because it added value from hisarea. He could have just
taken the asset and went out and bought ten-year corporate bonds, but that might not have been
the best alternative. By going through this process and running a few different reinvestment
strategies or no investment strategy, you just leave it whereit is. He got an idea of what the best

course of action for him was, and it gave him some comfort in his decision-making process.

Thistypically gets done on amuch smaller basis. You do it on a company-by-company basis if
you have those types of assets within a company. Earnings do not stay because they’re not really

all that relevant to what he’ strying to establish. Y ou just move them out as time goes on.

Corporate planning and strategy is one of those processes where once your chief financial officer
(CFO) recognizes that you have this ability, you become his new best friend. Suddenly, there are
alot of questions that can be answered beyond all the directors sitting around in a conference
room wondering what the answer might be. Y ou can actually show him what the model says.
We all know that the model is correct; actual isjunk. An example might be unmet profitability
objectives. The directors have certain preset assumptions about what they think ablock or a
product or acompany is going to do, and when that doesn’t happen, they want to know why. The
CFO isaways driving that.

Thisis one of those as-much-detail-as-possible type of projects. They really want to understand
exactly what is going on and causing the discrepancy between what they thought was going to
happen and what really did happen. Thisistypically a one-best-estimate scenario, but then you

run afew sensitivities off of it to seeif you have other issues that might be lurking. You're
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wondering what the best crediting strategy might be, or isit what's driving your profitability
problem? Are you trying to keep up with the market where it was originally priced to have an
expanding spread? Eventually, you just earn a 3% spread forever, or because of marketing
considerations, you're able to sit at only 180% basis points. Whatever the caseiis, thisisagood
way of establishing whether that’swhat’ s driving it or not. Again, thisisavery detailed type of
process, and it’s going to be scrutinized because you’ re coming up with some rather large

decisions out of thismodel. They're going to spend alot of time looking at it.

Pricing considerations and product development. Y ou don’t think of pricing actuaries as being
the people working with large models. They typically look at one product at atime and just play
with assumptions. But if you look at it on abigger scale, you might want to consider what the
effect of changing your commission will be across the board. 1f you have three distribution
systems and you want to see what the company-wide effect is over the next five years of
changing that commission structure, the model is the perfect place to doit. You don’'t haveto sit
down, throw together a bunch of spreadsheets, and try to estimate it given a certain sales process.
Y ou aready have something in place that can do that for you. You just start playing with
assumptions to produce your output. The senior vice president of marketing is usually the guy
driving this because he' s the one that’ s usually trying to get as much commission as possible out
the door. The linear assumptionislogical. The more commission you pay, the more agents are

going to sell that product, and it tends to make sense.

Thelevel of detail you’'re looking for here is whatever the pricing people understand. It doesn’t
matter what’sright. It doesn’t matter what’swrong. It’s whatever they understand; it's whatever
they're used to. We all tend to look at numbers differently. My background isall on the
financial side. | haven't spent any time on the pricing side, so | have a particular view of the
world. | understand that the pricing actuaries have atotally different view of the world. They
look at information differently than | do. Y ou have to understand what their view of the world is
and be able to present information at that level of detail and in that format so that they can

understand the ramifications of their choices.
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Thisis another one of those ongoing processes. It happens whenever the vice president of
marketing gets the call from the one agent who sells 20% of your business and is just begging for
more money because he knows he can sell 30% percent of your businessif he had a better
commission structure. It happens and you have to be prepared for it. Again, thisis one of those
one-run-plus-sensitivity things. He wants to know what this does in the current environment.
We need to know how it hurts usin a down environment, so you tend to run afew sensitivities
off of it.

Let’ s discuss one of the reasons for doing this. The pricing guys have their own little world.
They have an idea of what the number should be. We can calculate what the number really is by
using alegitimate model. So peer review comesinto play. It'sapolite way of correcting the
problem before it starts instead of after it happened. Something specific about this model is that
it's basically going to be the same as the pricing model, whatever your assumptions are. We
know that pricing expenses are nowhere close to actual expenses; however, we need to use their
assumptions for the time being to make sure that we have legitimate parallel detail that’s

comparable.

GAAP work is one of those areas where it isintuitively obvious why you would use your model
to do this. | think most companies have GAAP models or GAAP systems that are separate from
their cash-flow testing system. In this case, you might use it to do some FAS 97 analysis. You
might have a more flexible model than your GAAP system. It might be quicker or easier to use.
Y our corporate model has the ability to give you an idea of what the GAAP effect of some

changes might be.

The director of GAAP isusually driving this process. All he wantsis good final numbers. He
doesn’t care how you get there. He doesn’t care about the process. He doesn’'t care about the
detail. He wantsto know what the end result is. Thistypically is going into an unlocking type of
process. For us, that’s October and November. He's concerned that when he finally does
unlocking, is he going to get hit by something he didn’t expect. Y ou can use your corporate

model to run some of those scenarios for him and give him an idea of what the ultimate changeis
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going to be. GAAP isaone best-guess calculation process. The model should be a one best-

guess process to keep that consistent.

Y ou're doing this basically to validate the system either before or after. Y ou have a second
number to prove out whether your GAAP system really is doing what you want it to. Whether
we'd like to believe it or not, the people setting up the GAAP system aren’t super human. It
would be niceif they were, but we know they’ re not and mistakes get made. Usingthisasa
backup to prove whether or not your numbers are truly legitimate is a nice way of keeping
everyone happy. Y ou can avoid having something flow through your GAAP statements at year-
end that you'll have to go back and try to explain in March and April when it doesn’t really come
true. Thisisanother case where you need to make sure that your data are at the same level of
detail as another system and, in this case, it'sthe GAAP system. Whatever the level of detail by
which they break their information down, you need to be at the same point because you want to
have comparability. Thisis, for me, purely theoretical. We do not have any dividend structures

that we ever change.

The Board of Directors, presumably, is always trying to make sure that it has a dividend structure
that’ s competitive, reasonable, and profitable. One of the ways you can establish rather quickly
whether the dividends that they’ re proposing meet the expectations that they have and don’t drive
youtoruinisto just plugitinand run it and see what happens. Instead of using atheoretical
backward-looking approach showing what our mortality was, what expenses were, and how it all

works out, plug it in and see what happens.

Y ou pretty much want to mimic, however, how your dividends are structured. If you have one
dividend structure for your entire corporation, you want to ook at one entire model. You're
going to lump it all together and run it all as one big model. If you have different dividend
structures for every product you own, you want to break your model down as fine as you can and
run it that way to see what the effect is. This, presumably, isan annual process. | honestly can’t

tell you how often dividend schedules change. I'm guessing it’s an annual process. It might be
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an every-other-year process, depending upon how much your businessistruly participating. This
is a one best-guess scenario, but you also want to look at afloor. You want to make surethat in a
down scenario, where a bunch of things go wrong, you're not killed. Y ou really want to protect

yourself.

Thereal reason for doing this type of processin the model isto make sure that, in aggregate, your
dividends are at about the appropriate level. Y ou might have some minor problems within
products, but, in aggregate, your numbers are reasonable, and you' re providing your policy-
holders with an appropriate return based on how the company is doing. As soon as you get your
Board of Directorsinvolved, it’s going to be scrutinized. 1t might not be scrutinized by them, but
by someone who the Board of Directors asks to scrutinize that information. Y ou need to make
sure you have impeccable documentation for this type of process because it involves alot more

than just running amodel and kicking out results.

Capital management is another issue where the model can be used. It becomes rather valuable.
Y ou might have discovered over the past three years that marketing says your sales are going to
be 30% in one area, 20% in another, and 50% in yet another. It might actually be 60%, 20% and
20%. Thereal questionis, if that mix continues over the next five years, what does that do to
capital? What you thought was 30% or 20% is now 50%, and it might be extremely capital
intensive. What you thought was 50%, and is now 20%, might not have much of a capital

intensive nature at all.

Now that that mix has switched, what does that really do to you? The CFO, ultimately, is
responsible for the financial viability of the company, so he's going to be the one driving this.
The key to this model is having an accurate new business forecast rather than what marketing
says. What really mattersis what has been happening recently and what you expect to keep
going on. Thisisanother one of those on demand sort of things because it really boils down to
when the CFO recognizes what marketing says, and what marketing does are two different

things.
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The number of scenarios varies. Y ou might need only one best estimate. It comes back and says,
“No. You'refine” You might have issues and you want to look at what happens under different
scenarios to seeif it gets any worse, or if it gets any better. The real reason you're doing thisisto
figure out how much strain you’ re capable of taking and, if you stay on the same course, what
doesit do to you financially. One of the specifics of this model that’ s different from some of the
othersisthat, arguably, you're really concerned about the next five years or so. You're not
overly concerned about what the numbers look like in the 25th year of the projection because
they don’t matter. You're really concerned about the short-term financial risk that you're facing

because of that mix.

WeEe' ve been through the eight. How do we keep our sanity? We have different requirements for
all eight of these processes, of which we do probably six. We have different people beating on
the exact same door wanting different information, different levels of detail, and different time
frames. Interms of the level of in-force detail, we' ve basically made some concessions and said,

“We will produce in-force detail at two levels.”

One of them isrelatively detailed. We model it by age, by sex, by underwriting class, and by
death benefit option. We also break it out by fund level. We mode it by issue year, and we
create four issue quarters. That type of businessiswhat gets used when people want to see
intermediate detail. If they want to know numbers quarter by quarter, we need to have our in-
force at that level of detail. For everything else, we use the same type of breakdown, but we'll
only show one issue quarter per month. We'll issue everything in July, and we'll have one
premium mode, that is typically collected monthly, although sometimesit’s collected annually.
The problem with that type of assumption is that you get premium spikes once ayear if you have
annual business. If you're looking at information quarterly, it doesn’t do you awhole lot of good
because, in the first and second quarter, all you' re seeing is negative premiums from policies
disappearing. Then, in the third quarter, you get a huge spike, and it’ s not very predictive. If all
you’ re concerned about is annual information or end-of-the model information, that type of

compressed-down, in-force business works well.
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We start getting into questions when this type of modeling becomes more art than science. You
pretty much just need a black cape, a hat, and a wand, and you start pulling numbers out. You
have to use your best judgment to figure out whether a product needs to be modeled individually
or lumped in with something else. Sometimesit’s obvious, sometimesitisn’t, and it really

depends on the process you' re going through.

Customization is one of those issues where you want to spend the time to make sure that your
modeling software does exactly what you want it to. Y ou might have some funky retroactive
interest bonus that’ s guaranteed for five years, but not the other five. It affects your valuation
system thisway, and it has a whole bunch of other problems. Depending on the process you’'re
going through, unfortunately, professional judgment comes into play. Y ou have to figure out
whether it's worth your time, your effort and your money to put those changes into your system.
It might not be worth it, if all you're looking for is the end result and you know the end result
will eventually reflect all of those bells and whistles. If you're looking at the short term and you

need that information accounted for, then maybe it is worth it.

| tend to look at managing the business rather generically. | livein ablack and white world.
Likel said, I'minan Ivory Tower. We're not a stock company and we're not amutual. I’'m of
the assumption that most stock companies manage everything by GAAP earnings. Most mutuals
manage everything by statutory earnings. Asa privately owned company, we manage practically
everything by economic value. So from our point of view, economic value is more important
than statutory or GAAP earnings, athough GAAP is a close second for us. Typically, you need
to establish what’s most important to your management and look at how it gets managed.

These next two issues, | think, are pretty interesting. Y ou might be asked to run amodel with
assumptions that are just flat out stupid, and you don’t have achoice. Theredlity of it is, when it
comes right down to it, we are not responsible for the predictability of assumptions that we're
told to use. That's not theissue. What we're responsible for is the integrity of the results given
the assumptions that we were told to use, and there’ skind of afineline here. There arealot of
assumptions that we have to produce on our own. There is mortality, expenses, termination

rates, and premium continuation. We have responsibility for many of those, but marketing might
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comein and say, “The expense per policy isn't 40; it's 15.” We all recognize that that just isn’'t
the case, but they want to seeit. We're not responsible for the predictability of a $15 per policy
maintenance expense. We're responsible for the integrity of the numbers given the $15 per

policy maintenance expense.

Having been through all of that, who are the people in my neighborhood? Let’s start with the
oneswe all like, and those would be the actuaries. Given al of these processes, you need to
work with the appointed actuary. You' [l work with the statutory and tax people. You'll work
with the GAAP people, and you'll work with pricing and product development people. Astime
goes on, you want to keep your model as robust as possible, and the way to do that is to convince
your pricing people that the model they produce for pricing needs to be structured in such a way
that you can drop it into your program as they go from new businessto in-force business. That

way, you have the ability to project it.

We all have our crosses to bear and people we must deal with. Typicaly, the people are the CFO
(but maybe not directly) or the director of planning. In our case, we have adirector of planning.
Y ou can insert whatever title your company uses, but you have to deal with that person. All the
work really gets done by the accounting clerk. Those are the people who you have to deal with

more often than not.

The investment people at least kind of understand what you're talking about. That’s awaysa
plus. | dea with the chief investment officer. | deal with the accountant sometimes, but you
often deal with the analyst. Analysts are the ones that are providing you with information.

They' re the ones providing you with your assets. They’ re the people you have to get comfortable
knowing and talking to.

If you’ ve ever run amodel over the weekend, and the network went down for five minutes on
Saturday night because it had maintenance to do, and you were not told in advance. Y ou found
out why it’simportant to know some of the computer people. When the one gigahertz machines

come out, you found out that just a nice smile and a hello will get you an extra 256 meg of ram.
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We make use of financial reinsurance. You get to know your reinsurers pretty well because they
have their own due diligence issues when you send them your model. They're going to call you
back and say, “Why did you have a 1.9 multiplier in your cost of insurance (COI) table?”’
Hopefully, you will have a good answer, but you ultimately end up having to deal with your

reinsurers.

Let me talk about some rules. | don’'t want to be the person who gets burnt by not following this
rule. If your model consists of 1,000 or so different products, then there’ s probably some value
in wasting some network space by dumping your model out every once in awhile. Or let them
backup three gig of information every night just so you have it. Storage space is cheap. Make

use of it.

Asthe model gets bigger, structure has value. It becomes easier to find information. It becomes
easier to tell other people where to find information. It becomes easier to produce information.
Y ou get consistency, and that makesit alot easier to move from one model to the next and

remember what you’ re actually doing.

Experience has shown me the value of multiple PCs. One machine that’s aworkhorseis great
until you have amodel that runs for three days and you' re asked for something to be done before
itisdoneworking. You're basically clueless for the next three days. If you have two machines,
you can just start cranking things out. Y ou still have e-mail to play with on your other machine.
There’ svaluein having that second machine. Beready to justify it, but don’t be afraid to ask for
it.

Documentation of process. | really haven’t heard too many people harping on it at these
sessions, but the reality of it is documentation saves you more time than it costs you. How many
times have your auditors asked you why a change was made? | can’'t even count it. If you have it

documented, you just pull out a sheaf of letters, you give it to them, and they come back two days
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later because it took them that long to go through them all. They’ re happy because they know
every single thing that happened. It ends up in their documentation. They’ve covered their
behinds. Y ou’ve covered yours because you know why everything has changed. Document

everything.

Documentation of changes. Thisfallsinto the same category. Y our accountants will like you if
you document the processes. Every time you guestion a process, you wonder why it’s being
done. When you find out the answer to your satisfaction, write it down. I’'m kind of flip-
flopping here. Six months from now, someone else is going to ask the same question. Why is
this process being done in this manner? Why isthisfile stored over here and not over here? If

you' ve aready figured out the answer, don’'t reinvent the wheel.

Because I ve used these models for these processes, there are afew little tidbits I’ ve learned.
I’ve already hit on the first one. Build on other people’ s accomplishments. Don’t reinvent the
whedl. | keep coming back to that becauseit’s so true. You can’'t blindly take other people's
information as Gospel just because they say so, but build on what they’ ve learned, provethat it’s

still true, and move on.

There are certain files that get used in more than one place. If you update them for one process,
recognize that they were updated for every process that uses them. It is one of those things you

don't really think about until it comes back to haunt you.

Don’t count on management believing you. This has been true since time began. It doesn’t
matter how hard you’ ve worked to prove out a number to yourself if your boss or management
isn’'t going to believe you. You've got to proveit to them, also. Be prepared for it because it will

come.

Become friends with everyone, and talk with them. This applies mostly to the computer people.
They know everything about what’ s going to happen to the network over the weekend while
you’ re gone, assuming that your model is running. Y ou might come in Monday morning and

assume everything's great when, in reality, it'snot. Talk to your statutory people. They'rethe
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ones that know when business is getting moved, such as when co-insurance treaties are being
applied that take 100,000 policies out of your system (and you might think they’re still there).
The more you just randomly talk to people, the more you tend to learn little things here and there

that end up being extremely valuable.

Know your client. Now | sound like a business speaker. The reality of thisisyou have six to
eight processes that you' re going to end up using this model for, al with different requirements.
When someone asks for something, understand what they’ re asking for because you can provide
a better product. They might mean asking for something in a manner that ends up being foolish.
If you know what they’ re looking for, you can help them, guide them, and direct them in the

direction that they need to be going.

MR. RINEHIMER: Thanks, Rob. Our next speaker is Bob Buckner. Bob isavice president
and appointed actuary to the life companies of ERC Life Reinsurance. Bob isresponsible for
monitoring and maintaining profitability of all in-force business. Bob will discuss how ERC
made incremental improvements to their cash-flow testing modelsto get to their current

projection model. He will aso discuss how management utilizes the results of this model.

MR. ROBERT BUCKNER: I'd liketo start off with an observation. First, if | knew that
getting business from Americo just took seatsto the Royals games rather than the Chiefs
games, I’d be doing more business with them. Rob Welander isin my backyard, so he talks

about who his neighbors are, of which | am one.

Before we get going too far here, I'd like to ask a couple of questions of the audience, and that is,
who in the audience currently does the cash-flow testing at your company? A good number of
you. How many of you do the cash-flow testing for regulatory purposes and that’sit? That's
where we were two years ago. We did the New York Seven. Wetossed in a couple of extra
scenarios. We tossed in some sensitivity tests, and that wasit. We considered it aroyal pain and

aroyal waste of time. We were right because that’ s all we used it for.
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But about a year-and-a-half ago, we had some changes at our corporation in the form of a new
CEO and aCFO. We're owned by General Electric, ultimately, and our CEO knew more about
light bulbs than he did about insurance. I'm not saying that figuratively. It wastrue. He was
head of the lighting of G.E., and he really didn’t understand the business. We had a very steep
learning curve to overcome. We wanted to get him up that curve just as quickly as we could.
Two months ago, we received anew CEO. He knows more about power systems and about real

estate than he knows about insurance. Thisis part of the G.E. culture.

| was made appointed actuary about a year ago, and my immediate supervisor, the president of
the life companies, wanted to increase the exposure of the life companies within our property and
casualty (P& C) organization. We had a meeting with our CEO and CFO at thetime. They
seemed to be wondering what an appointed actuary was and what the cash-flow testing was all
about.

Fortunately, | was prepared. | got their attention very rapidly. | said, “I’m the appointed actuary.
That meansthat | keep you out of regulatory trouble. But, you know, right now, | don’t feel very
good about what | do because | feel likeI’'m adrag. I'm overhead. | don't contribute anything
tangible to the bottom line of this corporation.” If you know anything about the G.E. culture, you
know that’s important, asis GAAP earnings and consistent, nonvolatile growth. | said, “Do you
know what | really want to do in this new role?” It's, of course, new for them because I’'m
defining it as| goaong. “I want to turn my area,” (which at this point does cash-flow testing and
statutory and GAAP stuff), “into a profit center.”

| have never seen the CFO’ s ears perk up that much that quickly. He said, “What? Profit center?
You'reoverhead. You'rean expense. You'reanuisance.” | said, “Now, let metell you what
we're going to do. We're going to go beyond cash-flow testing of the New Y ork Seven to say
that we have athumbs up or a thumbs down, or we need to set up some additional statutory
reserves. We're going to go way beyond that, and we' re going to actually improve the

profitability of our company.” He asked, “How on earth are you going to do that?’
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| said, “Well, we' ve got some interest-sensitive portfolios here. Right now, we just do the cash-
flow testing and say that we're sufficient. However, without awhole lot of additional work, we
can convert that from cash-flow testing to asset/liability management.” That is exactly what Rob
was talking about. Take incremental steps, get management’ s buy-in, and see how far you can
go. Wesaid, “All right. Here' sour current set of things. Instead of using the assets that we

currently have, let’ sfigure out what the efficient frontier actually is.”

Let’s do risk and return for the sake of argument. We said, “We're going to throw out the assets
that we currently have. We know that they’ re sufficient to mature the liabilities, but we don’t
know if they are efficient to mature those liabilities.” | said, “Let’s take a whole range of
investment strategies.” One of them was very simple. It was 100% cash, which is not the best

answer, but you have to start somewhere. We then broke it down into a series of percentages.

We said, “Okay. We're going to assume everything is single A, noncallable corporate bonds.

Y ou have to start somewhere. We're going to break it up into chunks. You're going to have
some two-year, five-year, ten-year, 15-year, 20-year, and 30-year cash. We broke into specific
percentages of various classes. For example, we used 20% of two-year paper and 60% of 30-year
paper. We used 40% of this two-year paper, 20% of the five-year paper, and 40% of the 30-year
paper. We went through 60, 70, or 80 different strategies, varying the percentages in 20%

chunks.

Just for ssimplicity sake, we used the model that we already had. We used the scenarios that we
already had, which were the New Y ork Seven. What does this ook like? What do we want to
use for measures of risk and rewards? What if we just use reward as the average result?” Again,
it doesn’t give you aterribly sophisticated result, but you have to start somewhere. Risk isa
standard deviation of the results. Y ou can argue that with seven scenarios you' re not getting a
particularly valid standard deviation, but again, it isjust for illustration purposes. We started
plotting these results out, and we came up with many that kind of bunched together. It didn’t

make awhole lot of difference, and you saw some that were clear outliers.
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When we finished with al of this, we were not sure it was the efficient frontier, but we would
draw something like that. They said, “Where are we now? We know what these particul ar
investment strategies are, but where are we now?” We weren’t on the curve. Do you think
there’ sroom for improvement there? You bet. The question that we then were able to pose to
management was, do you want to take the same amount of risk and push for greater rewards? Or

do you want to maintain the same level of reward?

The question was, where do we want to go? Do we want to have the same level of risk or a
greater reward? Do we want to reduce the level of risk? Or, if you really want extra earnings, do
you want to zip it out and say, “Okay? We'll take additional risk, but we' re expecting to get that
much additional reward asaresult of it.” At least management was able to make an informed
decision rather than just say, “We think eight-year corporates are a good thing for this.” Thiswas
something on which you could work with the investment area. If they work with you, it makes
them look good. It meansthey’re starting to add value. It makes uslook good. We're starting to
add value. At the end of all of this, you say, “Y ou know, we' ve added bucks to the bottom line.”

It is not something they’re used to hearing from a valuation actuary.

We have a situation that might or might not be comparable to your company. We have a number
of portfolios that we basically share. We don't have al of the liabilities on our books. We share
some interest-sensitive business with our clients. Asaresult, we have these portfolios where we
can optimize thosein isolation. Wewill call thisA, B and C. We'll say, “Okay. What isthe
ideal investment strategy, liability strategy, crediting strategy, reinvestment, disinvestment, and

the whole bit? How can we optimize what’s going on with A?’

Once we get through that, we have two selling jobs to do. Oneisinternal, which isto convince
all of management, the investment area, the actuaries and so forth that thisworks. The other is,
we have to turn right away and convince our clients that it's a good thing to do, too, because we
don’'t control the crediting strategy. We might or might not control the assets. We've optimized
this. Weleavethat inisolation. The same thing exists with Company B and with Company C.

Thisiswhere we are right now. WEe' re optimizing these things.
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We need to say, “Now that we' ve optimized those three, we have everything else that’ s sitting in
our general account, including noninterest-sensitive liabilities and all of the other things. How
do we optimize our entire company given that we have these three that are already set? We can't
play with those anymore. We have those exactly where we want them. How do we optimize
everything else? It is not everything else excluding those three, but given those three, it is
everything in total.” It's not a simple problem and, frankly, we've got alot of work to go on that.
But it'san areathat | find particularly exciting and rewarding because we are able to show that

we are adding value.

We were talking about ways that we use things, and I’ d like to emphasize some of the rules Rob
discussed. They’re not commandments, but they might aswell be. They definitely back up what
you're doing. We get some of these models from our clients and we create some of them
ourselves. We provide peer review for our clients as aresult because we are using them. We use
them in our planning process. Up until last year, our accounting area did the planning, and
they'rereal good at planning. They look at what happened last year and in the two previous
years. They draw that straight line and say, “That’s what’ s going to happen next year.” They
extend the line alittle farther and say, “That’s what happens the year after, too.”

We thought this was aludicrous process, frankly. Who knows the business better at your
company than the actuaries that are projecting the business, or the accountants that are putting in
the quarterly results? They know what’s going to happen two, three, or five years from now. It's
arhetorical question, of course, but | think we'll all agree that the actuaries, particularly in your
corporate planning area or your valuation area, generally have a much better view of what’s

going to be going on, at least with the business that’ s currently on the books.

As acorporate move, we pulled all of that planning away from the accountants. We said, you
know, “We don’t like what you’ re doing, and we don’t like the results that we' re getting. We

can't validate what’ s going on. Instead, tieit in to the cash-flow projections that you' re currently
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producing anyway.” So, as Rob pointed out, use it for GAAP or some FAS 97 results. Y ou can
use that as away of, say, feeding a spreadsheet somewhere. We ve gone through it to useit for
both an operational plan, which isbasically a six-quarter plan, and along-range forecast, which is
afour-year plan. That islong range for G.E., incidentally, but it might or might not be long range

for an insurance entity.

We look at that and we plan things out. When using these models, we then layer on the existing
business and from there add projections as to new business. That’'s a much cleaner way of
showing what’ s going to happen and answering questions, than what our accountants were doing,
which was, namely, saying, “We' ve had this kind of growth and thiskind of bottom line.” They
couldn’t tell you what profitability was being anticipated on the new business. They couldn’t

split out first year and renewal premiums. It was avery crude process.

We can show very explicitly what we have for existing business, what we have for new business,
and what kind of growth we have. Come down to the bottom line because we' re looking at this,
again, on primarily a GAAP basis. If we go down to the bottom line, we know how much we
have to stretch. G.E. or the CEO or the CFO have made a commitment to making X amount of
profit. From there, we can say, “ Given our best view of what’s going to happen, thisiswhere
we're going to be on the existing stuff. Thisisthe amount of new business that we think is a

reasonable projection. If we'restill X million dollars short, then we know what our target is.”

They say, “How are we going to make that up? Isit an acquisition? Isit being more aggressive?
Do you make it up in avolume kind of thing? Isit away of squeezing alittle extra out of the
investment side? Doesit make sense at this point to revisit the optimization and say, ‘We want
to push out alittle farther on the risk area so that we pick up additional return.”” We can address

these issues because we have the models in place where we can do that.

Additionally, in the planning, we look at things on alonger term than just the four-year or five-
year horizon that our masterslook at. Because of XXX, we're looking at what our capital

commitments are. For areinsurer, capital is very important and we do not look at only where our
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capital istoday, and whereit’s going to be next year. Because of those humpback reserves and
XXX, we want to make sure that we have either enough capital to support that or that we can get
some financial reinsurance ourselves and do the proverbial “dumping the reservesin the ocean.”
| don’t know of anybody here who does that, but we at least ook at it to seeif that’s the most
capital efficient method of dealing with the reserves.

Asl said, we use it for asset/liability modeling (ALM) to optimize the business. We use it,
frankly, to look at new asset classes. We have afairly vanilla portfolio that is virtually al
investment grade and al publicly traded. Because of the cash-flow testing models that we have
in place, we start looking at issues such as liquidity. Rather than saying we need more liquidity,
we look at whether there are areas where we actually can afford less liquidity and more illiquidity

to pick up aliquidity premium. So there is more interest from private placement.

In addition to illiquidity, does it make sense to push into lower investment grades? Using the
models for testing risk-based capital, we can see whether the extrayield is worth the extra
capital. We can go through with the models and get an idea as to what the impact is going to be
on our RBC and on our returns. There isrisk/reward and cost of capital. Isthisthe best move
for us?

We have an areain our corporation that’s called risk management. You may have asimilar
department. Oursis probably unigue though. We don't have any actuariesinit. It'skind of a
G.E. initiative. They look at things and they want to know, how you are doing things? How
much risk isthere? How much volatility is there to our earnings? So we are able to work with
some of the models and talk about things such as standards of deviation for mortality experience
and tell them, “Here' sthe range of earnings within an X% confidence interval.” They get real
excited about that.

| was talking with one of our sister companies. | asked, “How do you use cash-flow testing?’
The reaction there was, “ There' s only one use for cash-flow testing other than regul atory

purposes.” That'snewsto me. Weuseit for five or six different things here.” “No. It'sonly



25 M anagement Uses of Cash-Flow Testing

onething. That'sto validate an appraisal.” Think about companies that are acquiring other
companies. You' ve got an appraisal there on the block of business. You look at the cash-flow
testing that has been done on it to determine how sensitive the results are of this block that you're

getting.

There are many interesting uses there. 1’ ve gone through ones that we have. | would encourage
each of you to do alittle extrathis year. Find some new way of using the models that you have.
You don’'t have to go the entire distance thisyear. In fact, | would argue that you probably can't.
If you can go through and say, “We're going to take just one portfolio and do something extrato
it,” or, “We're going to take one portfolio and do the 50 scenarios for the RBC and use that to try
to optimize things,” or, “We're going to try to develop a new standard for what it meansto be
optimized as a portfolio instead of an average of what you might want to look at, say, the one-
sided standard deviation or something,” then you can make areal contribution to your company

and not just check aregulatory box.

| would agree with Rob about al of this. Talk with your other people. Along those lines,
particularly your investment people, | encourage you to take the Chartered Financial Analyst
(CFA) exams. | don’'t careif you get the three initials after your name. That’s not the point. The
point is your investment people are not going to learn to speak in actuarial terms. If you want to
communicate, you have to speak their language. Y ou have to speak the language of your CEO.

Y ou have to speak the language of your CFO, which istypically dollars of profit on the bottom
line. Don't get caught up in risk theory and standard deviation and confidence intervals and then

just watch their eyes glaze.

Instead, work with them to get them information that hel ps them make better decisions. We
turned this area that everybody thinks of as overhead into a profit center. We get measured on
that, and our salaries and bonuses and so forth are tied to finding new ways to increase the value
of everything we do for the company. | encourage you to take that same mind set or mind frame
back to your company. Don’t say, “I haveto do this.” Say, “How does this help my company?
How can | drive thisto the bottom line?’ | think that you will find that there are alot of people

who will be very interested and very willing to help.
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MR. RINEHIMER: Bob did alittleinformal survey asto how many people used their cash-
flow testing models for cash-flow testing purposes. Contrary to that, how many people use their
cash-flow testing for one other purpose? Very few (approximately 20%). How about two or
more purposes? (Approximately 20%.) Soit’sstill just asmall percentage. It looks like the
majority of the people here are just using cash-flow testing models for cash-flow testing

pUrpOSES.
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