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From the Editor
by G. Thomas Mitchell

e take a mostly forward look

in this issue. Mike Lombardi

reviews, with humor and in-

sight, the year-2000 problem
from an insurance company perspective.
Mike McLaughlin reports on FASB’s
considerations on extending fair-value
accounting to the liability side of the bal-
ance sheet. He concisely summarizes a
recent presentation by COLIFR to FASB,
and | present the favorable results of a
test of a new method for selecting Monte
Carlo scenarios using low-discrepancy
sequences.

On the U.S. regulatory front, Jim
Backus develops a visual way of thinking
about implementing Actuarial Guideline
33 for deferred annuity statutory reserves.
The long review process on this article
was a tribute to the power of his method-
ology, as hidden issues became clearer
under his analysis.

David Rogers penetrates the not ob-
vious, but very important subtleties in
SOP 95-1 for U.S. mutual life company
GAAP accounting.

We also welcome ongoing updates by
Ted Schlude on the NAIC Life Health
Actuarial Task Force developments, and
Harold Forbes on COLIFR meetings,
both with very broad and active agendas.

Your Section Council continues to be
quite active. The next issue will cover
successful Asian seminars and an interest-
ing lineup of sessions for the Spring
meeting in Hawaii. Other projects in the
planning stages are Latin American semi-
nars and input into the financial reporting
content of the new Society examination
system.

Correction—In Issue 35 (December
1997), Jim Lamson’s firm, Actuarial Re-
sources Corporation, was incorrectly
shown as Actuarial Research Corpora-
tion. | regret the error.

G. Thomas Mitchell, FSA, is president of
Aurora Consulting Inc., in St. Louis,
Missouri and Editor of The Financial Re-
porter.

Year 2000 Clock Is Ticking

by Mike Lombardi

Editor’s Note: This article originally ap-
peared in the December 1997 issue of
Marketing Options and is reprinted with
permission.

X o

he general year-2000 problem
facing governments and the
private sector has already
been described. Jokes
may be made about planes
grounded because they are 99
years overdue for maintenance,
long distance phone calls that get
charged for millions of minutes,
and credit card bills with a cen-
tury of overdue interest charges.
However, it is indeed a serious
problem. This article looks at the
year-2000 issue (often called the “Y2K”
issue in the computer literature) from the
perspective of the insurance industry and
some special issues faced by insurance
companies.

The Problem Is Real

The two biggest obstacles faced by many
insurers are awareness and denial.
According to a recent study by the Olsten
Corp., nearly one in six North

American senior executives surveyed was
unaware of the year-2000 problem. Gar-
ner Group, Inc. has estimated that ap-
proximately 50% of companies with this
software problem may not become year-
2000 compliant in time and will have all
or part of their computer systems shut
down (or start

producing
incorrect

data) on or after
January 1, 2000.

For major companies with heavily
customized software systems, however,
much of the corrective work will have to
be done by the companies themselves.
For example, the Prudential Insurance
Company of America reportedly expects
to correct approximately

continued on page 6, column 2
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COLIFR Corner

by Harold Forbes

his is the second installment of
“COLIFR Corner’; the first
installment appeared in the Sep-
tember 1997 issue of The Finan-
cial Reporter. This issue addresses activ-
ities from June through December 1997.

The Committee on Life Insurance
Financial Reporting (COLIFR), chaired
by James E. Hohmann, is one of a num-
ber of committees that exists within the
American Academy of Actuaries. The
committee monitors financial reporting
activities related to life and health insur-
ance, reviews proposals made by various
public and private sector organizations
affecting accounting and auditing issues
related to life and health insurance, and is
generally responsible for analysis and
recommendations on life and health insur-
ance accounting issues.

“COLIFR Corner” will provide a
brief update on financial reporting activi-
ties that the committee is involved in and
give some limited information on where
current issues stand.

NAIC Valuation Task Force

Work continued through the end of 1997.
A report to the NAIC Life and Health
Actuarial Task Force on a Unified Valua-
tion System was released on December 5,
1997. The report contains sections on:

»  The advantages and disadvantages
of the current valuation system.
Advantages centered on standardiza-
tion and simplicity. Disadvantages
included inconsistent requirements
that do not adequately address current
products, lack of reflection of current
experience, and significant risks not
being appropriately addressed.

» An international report on the valu-
ation practices of other countries .
Fourteen countries were selected for
study. The work from this section
outlines valuation practices and also
provides snapshots of the financial
markets and insurance industry envi-
ronments, as well as summaries of
the market size, products available,

Issue Number 36

R. Thomas Herget, Chairperson
Shirley Hwei-Chung Shao,
Vice-Chairperson/Secretary
Edward L. Robbins, Treasurer
Larry M. Gorski, Council Member

G. Thomas Mitchell, Editor

Aurora Consulting Inc.

8630 Delmar Blvd., Suite 200

St. Louis, MO 63124-2208

Phone: (314) 872-8966; Fax: (314) 872-9975
e-mail: mitchell.aurora@pobox.com

/ THE FINANCIAL REPORTER

March 1998

Published by the Life Insurance Company Financial Reporting Section
of the Society of Actuaries
475 N. Martingale Road, Suite 800
Schaumburg, IL 60173
Phone: 847-706-3500
Fax: 847-706-3599
Web Site: http://www.soa.org

This newsletter is free to Section members. A subscription is $15.00 for nonmembers.
Current-year issues are available from the Communications Department. Back issues
of Section newsletters have been placed in the Society library. Photocopies of
back issues may be requested for a nominal fee.

Mike Lombardi, Council Member

Karen Olsen MacDonald, Council Member
S. Michael McLaughlin, Council Member
Douglas Menkes, Council Member
Howard L. Rosen, Council Member

NEWSLETTER BOARD

John W. Harding

James Hawke

Kenneth A. Klinger
David Y. Rogers

Allan W. Ryan

Shirley Hwei-Chung Shao
Daniel E. Winslow

Expressions of opinion stated herein are, unless expressly stated to the contrary, not the
opinion or position of the Society of Actuaries, its Sections, its Committees, or
the employers of the authors. The Society assumes no responsibility for
statements made or opinions expressed in the articles, or criticisms, and
discussions contained in this publication.

Copyright 1998 Society of Actuaries. All rights reserved.
\ Printed in the United States of America.

~

investments, taxation, regulation, and
the role of the actuary.

»  Development of objectives and
framework. The objectives for a
valuation system have been articu-
lated and finalized. Each of the ob-
jectives has been related to a subset
of potential audiences and each audi-
ences’ needs from a Unified Valua-
tion System.

»  The methodology for the Unified
Valuation System. This section cata-
logues what “tools™ are available to
the actuary. The Task Force has
concluded that additional valuation
mechanisms will be needed to de-
velop a Unified Valuation System.

AAA Nonforfeiture Working
Group

This project has been delayed until the
current valuation and disclosure issues
have been resolved. The project is on
hold for at least six months.

NAIC Codification of Statutory
Accounting Principles

The work of this committee has entered
the final stages. The work product, con-
sisting of nearly 100 issue papers, was
released to the task force at the fall meet-
ing. The process now passes to the EX4
subcommittee for approval. Some com-
ments received on the issue papers were
incorporated into the final drafts. Many
comments were ignored. Some modifica-
tions were to remove references to model
laws or existing statutory regulations.
Specific language was substituted. Con-
cerns that have been expressed, from
companies’ perspectives, are that the pro-
cess is moving on without taking time to
look at finalized SSAPs. Final SSAPs
should be available on the NAIC’s web
site, www.naic.org.

continued on page 3, column 1
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COLIFR Discusses Fair Value with FASB

by S. Michael McLaughlin

or the last several years, the

American Academy of Actuaries

has participated in a series of

meetings in an ongoing dialogue
with the Financial Accounting Standards
Board (FASB or the Board) on matters of
actuarial interest. In October 1997, rep-
resentatives of the Academy’s Committee
on Property/Liability Financial Reporting
(COPLFR) met with the Board to discuss
fair-value reporting of property/ casualty
insurance liabilities. On November 24,
representatives of the Committee on Life
Insurance Financial Reporting (COLIFR)
met with the Board for a similar purpose.

The FASB is a nonprofit governing

body formed in 1973 for the purpose of
establishing accounting standards. It pro-
mulgates Statements of Financial Ac-
counting Standards (SFAS) and other doc-
uments that, together with pronounce-
ments of other accounting

bodies, define generally accepted account-
ing principles (GAAP) in the U.S. Board
members are appointed from industry,
academia, and the accounting profession,
and are supported by a full-time staff.

The FASB has been interested in in-
surance, actuarial, and present value-re-
lated issues for many years. This interest
can be traced back to SFAS 60, issued in
1982, which addressed accounting and
reserving for traditional life insurance
contracts. In 1988 the board began a ma-
jor project dealing with broad uses of
present value in accounting measure-
ments. In 1990 it issued a discussion
memorandum, “Present Value-Based
Measurements in Accounting.” In 1994 it
issued SFAS 115, which specified carry-
ing values for most debt and equity secu-
rities. Many insurance company assets
are required to be carried at fair value,
depending on

their classification (that is, “trading” or
“available for sale” categories; assets
categorized as “held-to-maturity” are car-
ried at book value). Insurance liabilities,
specifically policy reserves, were also
considered, but the board concluded that
there was no consensus on appropriate
methods for fair value of these liabilities.
Hence insurance liabilities must be car-
ried at values specified in other statements
(for example, SFAS 60, 97, and 120).

Current U.S. GAAP reserve methods
for policy liabilities are often labeled book
value methods. Although many insurance
contracts are interest-sensitive, their val-
ues as liabilities do not change much, if at
all, with changing interest rates. Of
course, market values of the supporting
assets do vary

continued on page 4, column 1

COLIFR Corner
continued from page 2

AAA’s State Variations
in Valuation Laws Task Force

There has been little activity over the past
six months. One remaining issue con-
cerns the responsibility of maintaining
and updating the system once it is in
place. However, the recommended
changes to the Actuarial Opinion and
Memorandum Regulation that would al-
low states to accept an actuarial opinion
based on the valuation requirements of an
insurer’s state of domicile, combined with
the NAIC’s codification project and Valu-
ation Task Force objective to create new
valuation system, may eliminate the need
to maintain a central depository system.

Demutualizations

Work has begun on updating the 1987
Garber Report on demutualizations.
Much of the original report was theoreti-
cal, because there were no actual
demutualizations from which to draw.
The COLIFR committee intends to pro-
duce two items for publication. The first
item would be a practice note that dis-
cusses in some detail the

demutualizations that have occurred to
date. The second would be an extension
of the original report which provides clar-
ification based on the demutualizations
that have occurred to date, as well as ex-
tending the theoretical discussion into new
areas, such as mutual holding companies
that have developed since the original
publication.

GAAP Issues

A survey of management practices that is
currently being developed has received 85
responses to a recently issued survey. A
practice note will be developed over the
next two months.

Some of the current issues of interest
include:

« Harmonization. This is an issue that
would move U.S. accounting stan-
dards to be more in line with the rest
of the world. The goal is to accom-
plish this by the year 2000. The
SEC would accept registrations on
this basis. The premise is based on
market value accounting. Many open
issues exist.

» Derivatives. A standard for the ac-
counting derivatives and hedging is
being developed. Derivatives would
be accounted for on the balance sheet
at fair-market value. Changes in
value would go through income.
Special rules would apply to hedging
situations. Hedges are specified to
include existing asset/liability
matches, firm future commitments,
and foreign currency.

»  FAS 130 on comprehensive income
was adopted. There will be no
earnings-per-share impact.

»  FAS 131 on segments accounting was
adopted. Income streams will follow
management’s approach when report-
ing by segment.

Activities in these areas and others
will be reported as they develop in future
installments.

Harold E. Forbes, FSA, is an actuary at
Milliman & Robertson Inc., in
Bloomfield, Connecticut.
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with changing interest rates. This incon-
sistency in the balance sheet produces
quirky changes in equity when interest
rates change rapidly.

The board has continued to pursue
improved methods of measuring liabili-
ties. In 1996 the FASB issued a Special
Report on present value measurements
and in June 1997 issued an Exposure
Draft of a proposed concepts statement,
“Using Cash-Flow Information in Ac-
counting Measurements.” These are not
part of the GAAP’s authoritative literature
but are important discussion documents.
By issuing documents at this level, the
board signals its thinking in advance and
solicits thoughtful commentary.

Clearly, the board is moving toward
full-market-value, or fair-value account-
ing. This includes considering the possi-
bility of determining fair value of insur-
ance contract liabilities. This is consis-
tent with related developments on the in-
ternational scene. The International Ac-

“In 1996 the FASB issued a Special Report on pres-
ent value measurements and in June 1997 issued an
exposure draft of a proposed concepts statement,
‘Using Cash-Flow Information in Accounting Mea-

surements.

counting Standards Committee comprises
members from several countries, includ-
ing Canada, the U.K., Australia, and the
U.S. The IASC has discussed many of
the same concepts and is preparing a pa-
per for exposure. The IASC currently
excludes insurance contract liabilities
from fair-value measurement.

The Academy offered to participate
in discussions with the FASB on the cur-
rent status of thinking on the fair value of
insurance liabilities, and the board wel-
comed the input from the profession.
Arnold Dicke led a delegation of current
and former members of COLIFER to the
FASB offices in Norwalk, Connecticut.
The group included Robert R. Reitano,
James P. Greaton, Robert Wilcox, and
me.

Wayne Upton, FASB project man-
ager of the fair-value project, introduced
the delegation to board members and
staff. Arnold Dicke led off the discus-
sions with a description of various types
of life insurance and annuity products.
He also described key characteristics of

these liabilities, including their contingent
behavior compared with typical partici-
pants in efficient financial markets. He
introduced the discussion on fair value, or
market value, by noting that there is a
very limited secondary market for most
insurance liabilities; thus concepts of fair
value could not easily be pegged to mar-
ket values. This situation contrasts with
many assets for which formula-driven
values can be pegged to market values.

| discussed my paper, “The Indexed
Discount Rate Method for Fair Value of
Insurance Liabilities,” originally pre-
sented at a seminar held in New York at
the New York University Sloan School of
Business. The seminar, produced by the
NYU Salomon Center and the SOA, at-
tracted several papers and international
attention. Proceedings of the seminar will
be published by NYU.

The indexed-discount-rate (IDR)
method is a multiple-scenario method of
projecting liability cash flows using realis-
tic assumptions in-
cluding mortality,
morbidity, persis-
tency, expenses, and
interest credited. The
number of scenarios
used must be suffi-
cient to cover the be-
havior and the range
of options that might
be exercised by the
contract holder and by the company.

Both conservative and liberal assumptions
are considered. The range of assump-
tions should reflect the actuary’s judg-
ment as to the sensitivity and riskiness of
each assumption. For example, multiple-
interest-rate scenarios may not be neces-
sary in valuing term-life insurance; in-
stead, a wide range of mortality scenarios
should be considered.

In determining credited rates, models
of typical asset portfolios and industry
representative experience may be used.
The company’s actual asset portfolio may
be used if it is representative, but unusual
or idiosyncratic characteristics are not
reflected. This approach ensures that
liability fair value is independent of
company-specific assets. Investment-
earned rates may be converted to credited
rates by modeling a crediting strategy
appropriate to the characteristics of the
liabilities. Thus credited rates are not
based solely or primarily on the company-
specific portfolio of assets and company-
specific crediting strategies. Rather the

intent is to reflect market considerations
and the inherent characteristics of the lia-
bilities (for example, dynamic lapse
sensitivity).

Projected liability cash flows are dis-
counted at a risk-free interest rate, deter-
mined objectively from Treasury spot
rates appropriate to the duration of the
cash flows. No spread adjustment, either
positive or negative, is added to the risk-
free rate because it is unnecessary. In-
stead, the range of scenarios reflects the
range of risks considered significant to
the cash flows. The fair value is the un-
weighted mean of the present value of the
projected scenarios.

My method meets several desirable
criteria. It is independent of the com-
pany’s specific asset portfolio and many
other company-specific characteristics.
This is appropriate because a market
value reflects a consensus of many market
participants and is not dependent solely on
a single entity’s view of value. The
method is relatively objective—actuarial
judgment is required in setting the various
assumptions but not in setting the discount
rate. The method is consistent with asset
values and existing methods, uses cur-
rently available modeling tools, and will
be capable of consistent application at all
companies. Finally, the method is suffi-
ciently general that it is applicable to a
wide variety of types of contractual liabil-
ities, including property and casualty in-
surance contracts.

Four main characteristics of the
method were discussed. First, the fair
value is interest sensitive; thus liability
values will be volatile. This is appropri-
ate volatility—it is fully consistent with
volatility in the market values of assets.
Equity volatility will exist only to the ex-
tent that the assets and liabilities are not
well-matched. Second, there may be gain
or loss at issue. Fair value may not cor-
respond to exact break-even at inception
of the contract. Third, profit emergence
will not be as “tidy” as present book
value methods—instead, profits will de-
pend on

continued on page 5, column 1
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initial price, asset and liability duration
mismatch, the spread between actual in-
vestment income and the risk-free rate,
and release from risk. The liability fair
value reflects uncertainties in future cash
flows. As time passes and experience
emerges, future uncertainty is reduced,
thus tending to decrease margins in the
liability and release in profits each year.

A fourth characteristic of this method
is that fair value may fall below contract
surrender value. No adjustment is made
for this situation. This fair value appro-
priately reflects the probability of surren-
der given a large group of contracts under
varying economic conditions. Of course,
this situation is not different from current
GAAP reporting—for many contracts, the
net liability (reserves less deferred-acqui-
sition costs) falls below the contract sur-
render value, causing no conceptual prob-
lem.

Board members appeared very inter-
ested in the discussion and asked several
questions. One question focused on the
possibility of manipulation of results due
to the subjectivity of the assumption-set-
ting process. In response, | commented
that the actuarial profession is well accus-
tomed to using judgment in assumption
setting (for example, cash-flow testing
and actuarial appraisals) through long
practice and the application of existing
professional standards. Further, one of
the most subjective assumptions, the dis-
count rate, is established with complete
objectivity under this method.

Bob Reitano discussed his paper,
“Two Paradigms for the Market Value of
Liabilities.” The paper provides a theo-
retical background for discussion of the
concepts. For example, the law of one
price explains how the value of a complex
asset with embedded options may be mea-
sured by valuing its constituent compo-
nents. On the other hand, this widely
accepted law has theoretical limitations,
for example, when applied to securities
with default risk. The paper explains the
incomplete secondary market for insur-
ance liabilities using the concepts of
“long” and “short” markets. The “short”
position in an insurance liability is the
perspective of the company, the “long”
position is that of the insurance contract
holder.

In this regard, one of Reitano’s key
discussion points was that fair value in a
secondary market would potentially differ
from the initial sale price of an insurance
or annuity contract. In other words, a

gain or loss may occur at the inception of
the contract. 1, also, referred to this is-
sue. Reitano also commented that credit
risk could be modeled explicitly, and if it
was, there would be no need for a spread
in the discount rate. Again, this was
consistent with earlier comments relating
to my method.

The two paradigms referred to in
Reitano’s paper are the direct- and
indirect-measurement paradigms. These
concepts were initially mentioned in
COLIFR’s presentation to FASB in 1993.
At that time, a COLIFR task force com-
piled a listing of several actuarial methods
that were considered applicable to mea-
suring fair value of insurance liabilities.
The direct measurement paradigm views
the liability as a payment or series of pay-
ments to be made subject to certain con-
tingencies. The fair value is defined as
the present value of
these payments.

The indirect para-
digm views liabilities
as a lien on assets.
The residual assets, or
equity, represent a
stream of corporate
earnings which may
be valued using actu-
arial appraisal tech-
niques. The fair
value of liabilities is then the difference
between the fair value of the assets and
the value of equity. A conceptual diffi-
culty with the indirect paradigm is that
liability fair value is dependent on asset
fair value. This dependency is unpalat-
able to the accounting profession in part
because it implies that the derived value
does not relate solely to the liabilities.
For example, the fair value of a specific
asset is determinable without reference to
other assets or liabilities. It would appear
that fair value of a liability should like-
wise be determinable without reference to
other liabilities or assets.

While these two measurement para-
digms are theoretically reconcilable,
many adjustments or refinements are nec-
essary. For example, the value of equity
may include “franchise” or going-concern
value, debt, and the so-called “put op-
tion.” The owners of the insurance com-
pany have the ability to “put” the com-
pany to the state guarantee fund if it
should become insolvent. This value is
offset to the extent that the company is
required to make payments into the fund
while solvent.

FASB members questioned Reitano
on various concepts. Perhaps the most
revealing question related to the general
acceptability of Reitano’s and my con-
cepts in the actuarial profession. While it
would be premature to conclude that there
i a consensus among actuaries on a sin-
gle method, the COLIFR group answered
affirmatively. The question implied that
the accounting profession, and the insur-
ance industry generally, were perhaps not
quite ready to embrace present value-
based methods. Other interesting con-
cepts covered included the sensitivity of
the liability value to company strength and
the relationship of cash-surrender value to
fair value.

Next, Jim Greaton provided practical
examples of application of fair-value
methods to equity-indexed products. The
account value of an equity-indexed prod-

“The indirect paradigm views liabilities as a lien on
assets. The residual assets, or equity, represent a
stream of corporate earnings which may be valued
using actuarial appraisal techniques. The fair value
of liabilities is then the difference between the fair
value of the assets and the value of equity.”

uct grows at a rate dependent on an exter-
nal equity index, typically the S&P 5008.
Many versions of the product exist, with
varying participation terms and different
minimum guarantees. These relatively
new products exist, with varying partici-
pation terms and different minimum guar-
antees, and have considerable market ap-
peal but are complex to value. The ex-
amples illustrated emergence of profit at
issue and thereafter under various as-
sumptions of the growth rate in the index
and under various interest rates. The ex-
amples used a valuation approach similar
to that in the current FASB exposure draft
on derivatives.

continued on page 6, column 1
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Year 2000 Clock Is Ticking
continued from page 1

Bob Wilcox gave a brief presentation
on the activities of the AAA’s Valuation
Task Force. This Task Force was
formed in response to a request from the
Life and Health Actuarial Task Force of
the National Association of Insurance
Commissioners that a new approach to
statutory valuation be developed. The
Task Force is not to be hindered by the
need to reconcile its approaches to current
methods and has been referred to as the
“clean-sheet-of-paper” committee. The
Task Force hopes to develop a unified
method of valuation that would be appli-
cable for a wide range of purposes, in-
cluding statutory and GAAP financial re-
porting. It will make a presentation to the
FASB early in 1998.

Dicke wrapped up by presenting a
taxonomy of valuation methods developed
by David Babbell and Craig Merrill. The
taxonomy classifies current methods ac-
cording to their use of deterministic or
stochastic cash flows and interest rates.
Dicke also showed several graphical ex-
amples of profit patterns that would arise
from different implementations of fair-
value methods, based on a presentation to
the New York University seminar men-
tioned previously.

Following the presentation, several
board members chatted informally with
the presenters. The board appeared to
appreciate the dialogue with the actuarial
profession and will consider our input in
future deliberations. It remains clear that
additional deliberations will be necessary.
For example, COPLFR’s view of fair
valuing P/C liabilities is that more re-
search is needed before agreement in con-
cept or on a specific method can be
reached. As mentioned above, the ac-
counting profession and insurance indus-
try executives have not reached a consen-
sus on appropriate methodology.

On the other hand, the pace of dis-
cussions is accelerating. The issue of fair
value of insurance liabilities could come
to a critical juncture within several
months. The actuarial profession has a
unique opportunity, perhaps a duty, to
contribute to resolution of this important
financial issue.

S. Michael McLaughlin, FSA, is a partner
at Ernst & Young LLP in Chicago, Illi-
nois, and a member of the Financial Re-
porting Section Council.

125 million lines of code at a cost of ap-
proximately $200 million. Manulife pro-
jects it will need a team of 200 people, a
third of them on contract. Most major
corporations, including larger insurance
companies, are expecting to spend around
$50-$100 million each. Although the
costs of corrective action vary from com-
pany to company, a common rule of
thumb is $1.50-$2.00 per line of source
code to correct the date field problem.
That’s a great deal of investment, with
zero additional profit, just to stay in busi-
ness! And these costs exclude consider-
able additional amounts for project man-
agement, communication, routine super-
vision, analytic support, and training.

A major factor in the complexity of
the issue is that we’re dealing with many,
many systems that have effectively been
on autopilot for perhaps decades. How
these systems work is largely unknown to
the current users because these systems
were created many years ago in COBOL,
FORTRAN,

street is in the same predicament and of-
fers huge “incentives” to staff to jump
ship and help them? Computer consul-
tants’ fees will skyrocket as the deadline
approaches.

Suppose the accounting or policy is-
sue systems aren’t functioning? What are
the consequences? The most simple con-
sequence is a company can’t accept poli-
cies or pay any invoices. No one will
come into or leave the insurance com-
pany. Management and staff now have
an unthinkable dilemma (of course, the
company faces an even greater and more
immediate one if the payroll system isn’t
working).

It’s not just the core systems. The
problem could be something as mundane
as input screens for policy issue or re-
newal need to be looked at, since many
are still legacy systems that accept only
two-digit years. Even if dates are entered
as four-digit years, there is no certainty
that the core system will use all four;

many systems

or ASSEM- accept four
BLER lan- _____________________________________________________________|] dIgItS but Stl’ip
guages, which “A major factor in the complexity of the out all but the
few modern issue is that we’re dealing with many, many  last two digits
programmers  systems that have effectively been on auto- ~ before pro-
understand pilot for perhaps decades.” cessing. Out-
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what inputs are required and what reports
of information are generated but they do
not understand the detailed code behind
these systems. Also, users may not un-
derstand how different systems (adminis-
tration, commission, financial reporting,
reinsurance) interact with each other.
Such information may soon be required
but will be very difficult to obtain.

Denial isn’t limited to retiring chief
information officers. Another form of
denial is expecting that a third-party con-
tractor or consultant can be hired to fix
everything. The reality is that no
outsourcing firm can be expected to do it
all. Internal staff is needed to understand
all the customized approaches used by a
sophisticated insurer and to validate all
changes during the testing phase. As the
year 2000 approaches, the cost of correc-
tions will increase because of the shortage
of “experts.”

How stable will the project team be
when the insurance company down the

“00" issues as very old 1900 data and
place these at the bottom of the pile.
Back-up systems can be dangerous be-
cause they may purge new “00" files or
records. If the “last payment received” is
January 1, 1900, will policyholders lose
coverage because their policies are auto-
matically lapsed? Generations of actuar-
ies or actuarial students have set up what
were meant to be “quick and dirty” APL
programs for valuation, illustration, quo-
tation, and sometimes even policy admin-
istration or accounting purposes. These
systems have gone on to become routine
production systems, but documentation
does not exist and the actuary or pro-
grammer may have long left the com-
pany.

It is not just software, either. Hard-
ware controls critical environment sys-
tems such as elevators, lighting, heating,
telephones, voice-mail systems, air condi-
tioning, electricity, and

continued on page 7, column 1
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security. These need to function as well.
Insurance companies will also need to
make sure their PCs, operating systems,
and peripheral equipment do not have
hardware-date overrides that invalidate
the software changes.

Even if later generation PCs and lo-
cal area networks (LANS) are “year-2000
compliant,” if these interact with the
mainframe system via uploads or down-
loads, they too are part of the problem
and need to be tested.

Even if every system in the company
is “‘year-2000 compliant,” this may not be
enough. The company still gets vital in-
formation and direct input from reinsur-
ers, ceding companies, policyholders,
brokers, agents, banks, investment firms,
suppliers, contractors, and so on. There
is no guarantee these sources will have
their own houses in shape. Can the in-
surer survive if a large number of these
sources are going under?

If a company cannot get its system
running properly, there is the real risk of
a traditional liquidity crisis or “run on the
bank,” as policyholders get wind of a
troubled company and decide to pull
money out fast before the regulator steps
in.

Solutions

Many companies are now setting up com-
mittees or task forces to deal with the
issue. The problem cannot be left up to
the “techies” to solve; the problem affects
everyone in the company. Buy-in from
senior management is critical. Manage-
ment may get too ambitious and demand
that other upgrades occur at the same
time. Often this is a mistake because
many of these are significant projects in
their own right. However, unlike these
others, the year-2000 problem has a “no
excuses,” fixed deadline that cannot be
moved.

Exactly how to use outside consul-
tants is hotly debated. Much of program
analysis is boring grunt work involving
combing through archaic code. Some
companies feel the expertise needed is too
specialized and may never be used again.
Why not let staff experts concentrate on
issues of greater strategic importance?
Retirees would make great consultants on
the project because of the nature of the
languages. Others very strongly believe
that it is a mistake to move the fate of the
company into outside hands. In any case,
testing and verification must be done in-

house by employees. It cannot be
outsourced.

Once the problem areas have been
identified and a plan of action put in
place, solutions follow three broad ap-
proaches: upgrade, repair, or replace.

» Upgrade. Vendors should be con-
tacted to determine their policy on
upgrades. They may have new tools
or special features that minimize the
problem. However, converting spe-
cialized changes or modifications
unique to the company generally goes
beyond the scope of vendor assis-
tance.

» Repair. This is, by far, the most
likely choice for most legacy sys-
tems. Fixing these systems will re-
quire the utilization of people and
resources that would otherwise be
available for other projects. Ques-
tions that need to be answered early
on are who developed the program,
what language was it written in, and
who is around who understands it.

» Replace. It may be better to scrap
the whole system and re-engineer the
process or redesign the application.
However, it normally takes at least
two years to bring in any large new
system. Some systems are scheduled
for obsolescence before the year
2000, but there is no certainty they
will be replaced. In such cases, re-
pairing existing systems is not wasted
effort, it may instead be the prudent
choice.

A large part of the challenge is effec-
tive communication. It is very useful to
have a documented conversion plan and to
understand how it interacts with other
business priorities. Impact analysis
should identify the most critical issues.
PC-based systems, such as sales or illus-
tration spreadsheets with many macros,
may give rise to big headaches. An inno-
vative communication approach being
used by at least one insurance company is
to hire a communication manager or other
staff members with specialized skills to
periodically communicate progress
through the corporate intranet system.

Special Considerations

There are several areas where insurers

need to pay particular attention:

»  Acquired Companies. Ongoing con-
solidation within the insurance indus-
try is creating conglomerate opera-

tions that formerly represented two,
three, or more insurance companies
or administration systems. Large
segments of these former systems
survive and run in parallel to the
original company systems. Any so-
lution will have to address not only
the company’s own systems but those
inherited through acquisitions.

Future Acquisition Targets. As to
due diligence investigations of target
companies, the acquiring company
should investigate the target com-
pany’s year-2000 compliance status.
Some companies may decide to sell
divisions or subsidiaries before the
year 2000 because it would cost more
to make the division or subsidiary
year-2000 compliant than its net rev-
enues could justify. The acquiring
company should make this same
analysis and either reserve the right
to adjust the purchase price to reflect
this year-2000 compliance or reserve
the right to “walk” in the event the
acquiring company’s estimate of the
year-2000 compliance cost exceeds a
pre-agreed minimum.

Reinsurance. Much business is ei-
ther ceded or acquired from other
insurers. Solutions to the year-2000
problems need to include examination
of reinsurance operations, including
how policy data are transmitted, re-
ceived, and processed.

Strategic Alliances. Many types of
strategic alliances are in place with
insurance companies or other entities
for a variety of reasons such as own-
ership restrictions, market entry, dis-
tribution, product development ex-
pertise, third-party policy administra-
tion, claims adjudication, or invest-
ment operations. These strategic
alliances may be key elements of the
operation and should not be ignored.

Group Life and Health. Group
health-claim systems often include
annual maximum limitations and will
reject payment dates deemed

continued on page 8, column 1
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more than one year old. Often,
health claim information is supplied
in electronic form directly from the
participating hospital or dentist.
Given government cuts in health
care, it is unlikely that hospitals have
an abundance of funds for any pur-
pose, let alone for the purpose of
helping an insurer maintain accurate
records. Weekly indemnity or long-
term-disability payments have date-
sensitive fields, including start dates
and expiry dates.

“Obsolete™ Sy