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Principles Based Valuation—Should Small
Companies Be Steamed by This Steamroller?

By Norman E. Hill

ecently, the Principles Based Valuation

approach (PBV) has enjoyed consider-

able support and momentum within the
life and health insurance industry. Instead of pre-
scribed methods, assumptions, and tables for
statutory reserves, they would be computed based
on actuarial judgment in accordance with stan-
dards of practice. A key requirement would be peer
review of such reserves by another professional ac-
tuary, before reserves were officially released.

Many actuaries have already spent considerable
hours of professional time in developing the
framework for a viable valuation structure. Our
primary trade association, the American Council
of Life Insurers, endorsed the approach in late
2005. However, one regulator referred to the
Principles Based Valuation support as a “steam-
roller.” This should be the time for small insurers
and others to voice their reservations about the en-
tire Principles Based Valuation proposal. Strict op-
position may notbeappropriate, butkey questions

should be asked.

Reservations
These reservations include:

1. Is there a burning need for Principles
Based Valuation? Supposedly, it would re-
duce redundancies inherent in current
statutory reserve requirements. The three
or four industry groups who seem most
concerned with alleged redundant
statutory reserve levels are: High amount

competitive term writers (through re-
quirements for deficiency reserves); uni-
versal life writers whose minimum
guarantees result in policies that are defac-
to term (and who may not hold reserves at
all, or possibly not even half the cost of in-
surance after account values have run out);
term insurers who have designed policies
creatively to lessen reserve requirements of
Regulation XXX; and variable life and an-
nuity writers who apparently believe the
New York Insurance Department’s stan-
dard scenario to cover minimum general
account guarantees is too high a reserve
basis. There may be insurers of other prod-
ucts also. Mostly, there are large compa-
nies, but small insurers may also be part of
this constituency. However, do these in-
dustry groups represent a majority of in-
surance companies?

Would adoption of Principles Based
Valuation lead to still lower statutory re-
serves, even without the above portions,
and bring their prevailing levels closer to
reserves under generally accepted ac-
counting principles? Would this be desir-
able from a solvency viewpoint?

Some small companies are concerned about
a “level playing field.” Large companies,
willingand able to pay foran actuarial peer
review, could hold smaller statutory
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Editorial

By James R. Thompson

James R. Thompson
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Actuarial Associates.
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815.459.2083 or at
jimthompson@
ameritech.net.

here is a lot happening on the regulatory

front. Ted Schlude attended the March

meeting of the Life and Health Actuarial
Task Force (LHATTF) of the National Association
of Insurance Commissioners (NAIC) this past
March and has kindly summarized the develop-
ments. This is quite a longarticle because so much
is going on. They discussed the C-3 Phase II and
the Actuarial Guideline VACARVM, the Interim
Valuation Proposal form the American Council of
Life insurance (ACLI), the SOA Preferred
Mortality Table, various issues related to the SVLII
(principles-based approach to reserves), A&H is-
sues related to LTC, Major Medical Claim Spiral
and Premium Deficiency Reserves. And this is not
acomplete list!

Much of the LHATF agenda dealt with Principles
Based Reserving. Because this issue is being pushed
so quickly, we believe the smaller companies should
focus on this. Thus the lead article is by Norm Hill,
“Should Small Companies Be Steamed by This
Steamroller?” This provides an in-depth critique
and is thoughtful reading foranyone wishing to un-
derstand the implications of this proposal.

One reason some companies are supporting PBR
is that they feel their current statutory reserves are
too high on certain products. One possible relief
for such companies would be the passage of a pre-
ferred underwriting valuation tables. This is cur-
rently being studied by the SOA. Roger Annin
reports on this and the way it might relate to PBR.
He also reports on the “mirror image” of this, the
PreNeed Valuation Mortality Table. This is for
products that have very substandard mortality.

In “A Quick Start to the Revision of the Valuation
Law?”, James Thompson discussed the ACLI pro-
posal. This is a proposal to allow lapsation as an as-
sumption for statutory valuation under certain
circumstances. They also developed their own
table of preferred underwriting valuation.

There are two other articles on themes not related
to PBR. One is by Howell Pugh, “Avian
Influenza—A Note on Reinsurance for Small
Companies.” Reinsurance is a classic tool to limit
your risk to unlucky events. Chris Davis’s article,
“A Better Random Number Generator,” discusses
a practical method of handling this concept.
Random numbers will become increasingly neces-
sary as we move toward stochastic testing for re-
serves for such products as variable annuities.

Our nextissueisdue outin November. This means
articles and letters are due to the editor by early
September. I suspect discussion of Principles
Based Reserves will be ongoing at that time. Your
opinions about that as well as other subjects are
welcome! @



PO continued from page 1

reserves under Principles Based Valuation. Would
this provide them an unfair competitive advantage?

Statutory reserves under Principles Based
Valuation need continued qualification for federal
income tax purposes. Proposals so far have called
foracash value floor asa minimum reserve, in hope
that this would protect tax qualified status.
However, this floor would not apply to term life or
health insurance reserves. Also, the Treasury has
sometimes implied that they will not allow reserves
that do not correspond to a table specifically men-
tioned in National Association of Insurance
Commissioners regulations.

TheNew YorkInsurance Department recently pro-
posed a model law and regulation to implement
Principles Based Valuation. Some aspects of it may
have merit. For example, it seems to require suffi-
cientmarginsin reserves thatwould keep Principles
Based Valuation liabilities more conservative than
under generally accepted accounting principles (if
not very close to current statutory levels). Also, the
model law describes Principles Based Valuation as
an option, while expressing no preference for for-
mulaic versus stochastic calculations.

On the other hand, at least one objection could be
raised to New YorKk’s proposal. For testing reserves
with minimum reserve scenarios (gross premium
reserves), they seem to propose that minimum test
reserves use a Treasury rate of interest, regardless of
the company’s investing rate of return. New York
had previously demanded that these minimum or
best estimate reserves be increased by 7.5 percentas
official tests. This latter seems sufficiently conser-
vative. An additional requirement for a treasury
rate of interest when a company is earning more
than this (even in the current low interest environ-

ment) seems unrealistic.

Some regulators have expressed concern that,
under Principles Based Valuation, small compa-
nies, left to their own devices, would hold unac-
ceptably low reserves. If peer reviewing actuaries,
for these purposes, are deemed agents of regulators,
and their responsibilities are sufficiently defined,
this could answer their concern.

Some proponents of Principles Based Valuation have
referred to the recent bankruptcy of Equitable Life in
the United Kingdom. They seem to claim that this
demonstrates the need for Principles Based Valuation
in the United States, so that actuaries can use all their

10.

professional judgment in setting sound reserves.
This argument seems weak. For many years, in
Britain and other countries, actuaries have been set-
ting reserves under an equivalent of Principles
Based Valuation. Peer reviews or adequate peer re-
view standards may have been lacking. However,
Britain seems to be backing away from Principles
Based Valuation, so as to hold actuaries to very strict
oversight from a government board. In effect, the
entire actuarial profession in that country received
a black eye (deserved or not) from existence of de-
facto Principles Based Valuation.

One implied argument for Principles Based
Valuation, not so far explicitly stated, is that its
adoption will raise the status of actuaries. This
would come at a time when the profession is very
concerned about its image, its status in the general
field of risk management, and concern over inroads

to actuarial prerogatives from other professions.

First, reserve calculations have always been tied to
unique actuarial expertise. Also, actuaries design
current formulaic reserves and reserve standards.
Society of Actuaries members, both from industry
and Insurance Departments, have prepared new re-
serve tables as experience has evolved. Actuaries
have designed guidelines and reserve standards for
even more complex products.

In other words, even before actuarial judgment and
peer review have been emphasized in the new propos-
al, actuaries have always been intimately involved

with statutory reserve developments of all sorts.

One primary concern over Principles Based
Valuation is the belief of some actuaries that sto-
chastic processing techniques should be used in all
reserve calculations. They claim that stochastic is
inherently superior to formulaic approaches, such
that actuaries should be forced to justify why they
don’t choose the stochastic approach.

The dictionary defines stochastic as “a process in-
volvingarandomly determined sequence of observa-
tions, each of which is considered as a sample of one
element from a probability distribution.” The key
words here are “probability distribution.” The distri-
bution is chosen in advance and is itself an assump-
tion. It may be based on statistical experience and
professionally compiled, butitisstill an assumption.

continued on page 4 pp)
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Proponents have stated that stochastic calculations
can capture the outlying risks inherent in many
coverage’s i.e., very low probabilities, but extreme-
ly damaging if actualized. Again, these low proba-
bilities themselves are assumptions within an

overall distribution.

All or almost all formulaic reserve scenarios call for al-
ternative calculations. The greater the tail risk, the
more likely that large numbers of alternative reserves
are needed to capture the range of outcomes. This
could well resultin higher reserves. The more numer-
ous the benefit options, and the more extensive the
variety of policyholder behaviors that could affect re-
sults, the greater the number of alternative scenarios
that should be tested. This involves sound actuarial
judgment. In short, this does not seem to demon-
strate the superiority of the stochastic approach.

A key element of the current stochastic approach is
the Conditional Tail Expectation (CTE). It in-
volves use of reserves based on the arithmetic aver-
age of the desired number of worst-case scenarios.
In otherwords, “65CTE” uses the average of the 35
percent worst-case scenarios. An “80CTE” uses the
average of the 20 percent worst-case scenarios. This
means that “80CTE” would have worse results and
higher reserves than “65CTE.”

However, these worst-case scenarios are themselves
assumptions within the probability distribution.
Many adverse scenarios, unless weighted by a prob-
ability, would mean insolvency of the company. It
would only make sense to use them if so weighted.

Actually, true worst-case scenarios involve:

1. All policyholders dying.

2. Allpolicyholdersunder health insurance enter-
ing nursing homes for 20+ year stays.

3. For variable coverage, the stock market tum-
bling to zero and all policyholders transferring
to the general account and then dying,

No one uses these scenarios, because they mean the
breakdown of our society.

Some proponents of Principles Based Valuation
have stated that small companies could request
exemptions from stochastic processing require-
ments. However, as stated above, sufficient justi-
fication for the inherent superiority of this
approach has notbeen provided. Only then could

stochastic be touted as a required replacement for
the traditional formulaic option.

13. It is a legitimate concern that these proponents
could insert requirements for use of stochastic pro-
cessing into Actuarial Standards of Practice.

14. In regard to the stochastic processing approach,
some actuaries have stated, “If we don’t do it, some-
body elsewill.” In otherwords, ifactuaries don’tuni-
formly adopt the stochastic approach, other
statisticians or non-actuaries will replace the profes-
sion as those qualified to calculate reserves. One an-
swer to this argument is that there are activities that
no one should be doing. In other words, even today,
stochastic processing will undoubtedly be used ex-
tensively in calculating or testing reserves for certain
products. For it to become a uniform standard,
though, it must be subjected to much more rigorous
tests and critiques than employed so far.

Summary of Issues
Small companies should be aware of possible pluses, butalso,

significant pitfalls, from the Principles Based Valuation pro-

posals. Pluses include:

1.

Possibly lower statutory reserves, especially for a com-
pany writing certain types of products that generate
large deficiency reserves or other types of reserves men-
tioned above.

Potential to enter into certain product lines where pre-
vious reserve requirements would have kept them out.

Minuses include:

1.
2.

Onerous expenses from peer review.
Onerous expenses from software and computer ma-
chine time involved in stochastic processing.

Possible Approaches for Small Companies

1.
2.

3.

4.

Oppose Principles Based Valuation across the board.
Lobby for Principles Based Valuation laws and regula-
tions to be general and not require or in any way favor
either the formulaic or stochastic approach.

Insist that either formulaic or stochastic approaches re-
main optional.

Actuaries for small insurers should remain watchful
and oppose any attempt to mandate use of stochastic
approaches in Actuarial Standards of Practice.

Lobby for Principles Based Valuation requirements for
peer review and for margins thatare “appropriate to the
risk profile of the particular insurer.” In other words,
small companies with relatively simple portfolios of
products and investments should be able to employ
Principles Based Valuation with the leastamount of ad-
ditional expenses. @



Comments
from the Chair—
On a Maddening
March Day

By Philip A. Velazquez

t's a bleak March afternoon. The wind is

blowing outside and the weatherman is pre-

dicting snow showers. However, for me it’s
still a good day because spring is right around the
corner. I think that I've planned well for this
month. Another exciting college basketball sea-
son is coming to a close, and many of my tourna-
ment pool picks are doing well (I'm presently
watching a tournament game on the TV right
next to my desk). I also planned early for the start
ofbaseball season and was able to secure desirable
game dates for my beloved Yankees. Finally, the
reservations for our family vacation at the beach
house have been completed. 'm starting to feel a
real sense of accomplishment, until I realize that
I promised to have this article completed by to-
morrow and have yet to complete typing a single
sentence. I thought 12 months would have been
enough time to prepare my initial comments for
“Small Talk” as section chairperson. I guess I
should be grateful that April 15 isa Saturday this

year.

I may be a procrastinator but I don't hesitate to
state that I'm happy and proud to serve as the
2005-2006 Chairperson for the Smaller
Insurance Company Section Council. Thanks to
my eight fellow council members who have
agreed to join me in serving the section member-
ship during the remainder of this year. Itisa very
exciting period for the Society of Actuaries. A
strategic plan has been developed around the vi-
sion that actuaries become recognized as the
leading professionals in the modeling and man-
agement of financial risk and contingent events.
The SOA has challenged each of the sections to
provide thought leadership, grass roots environ-
mental scanning, and a ready roster of volun-
teers. The members of the 2005-2006 section

council are prepared for this challenge. During

Issue 26

the past couple of months we've been busy plan-
ning for the year’s upcoming meetings and
events. Hopefully we've planned well and have
come up with programs that you find to be rele-

vantand interesting.

Planning is only the first phase as there is much
work ahead of us. We need your help. We need
panelists and program facilitators. We need you
to author articles for future issues of “Small
Talk.” We need feedback from you about issues
that impact you as an actuary/employee of a
smaller insurance company, and also about con-
cerns that you may have about the organization

and the future of the actuarial profession.

Your 2005-2006 section council is prepared to
build on the good work that was accomplished
by our predecessors. I welcome the new section
council members—Bill Sayre (Secretary/
Treasurer), Rick Lassow and Wade Harrison. I
also wish to thank the outgoing section council
members—TJulie Hunsinger, Arthur Verneyand
Susie Keisler-Munro—for your energy and
hard work during your council terms. Susie has
graciously agreed to serve as the section repre-
sentative on the 2006 Annual Meeting Program
Committee. The returning council members
are Howell Pugh (Vice Chairperson), Terry
Long (outgoing 2004-2005 Chairperson),
Paul Carmody, Jeff Morris and Todd Sagmoe. I
am especially blessed to have last year’s outgoing
section chairperson serving on the council for
one moreyear. Terry hasleftbig shoes to fill, and
it’s assuring knowing that he’s there to step in

when needed.

Lastyear in his initial “ News from the Chair” ar-
ticle, Terry introduced the Friends of the Council
concept that this section adopted. The Friends
are section members who are invited to partici-
pate in the monthly council conference calls, re-
ceive the section minutes and volunteer to assist
with section projects. Please consider joining our
roster of Friends. You may contact any council

member for more information.

Although we are a small section (pun intended) I
am sure we are up to the challenges of the rest of
the year. We may not have the numbers (in terms
of members and budget) that some of the larger
sections have, but we’ll make up for it by our en-
ergy, teamwork and preparation—just like
George Mason University thatjust destroyed one

of my tournament brackets. @

Philip A. Velazquez, FSA,
MAAA, is vice president

and actuary with General
Re Life Health Corp. in
Stamford, Conn. He can
be reached at philip_
velazquez@genre.com.
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Highlights of the
March 2006 NAIC
Life and Health
Actuarial Task Force
Meeting and Other
NAIC Topics

By Ted Schiude

|

attended the NAIC Spring Meeting held
March 2-6, 2006 in Orlando, including
meetings of the Life and Health Actuarial
Task Force (LHATF) and selected meetings of
the NAIC. Summarized below are the activities
that took place at these meetings.

LIFE AND HEALTH ACTUARIAL
TASK FORCE
The LHATF met on Thursday and Friday and

discussed the following topics.

1.

C-3 Phase IT and AG VACARVM: The dis-
cussion focused first on reports from the

American Academy of Actuaries related to its

response to issues and recommendations on
AG VACARVM. The following documents

were discussed:

NAIC Draft AG VACARVM Jan. 25,
2006

Academy Response to Jan. 25, 2006
Draft

Major issues discussed by the Academy are
highlighted below.

O]

CTE 65 vs. CTE 75 vs. CTE 80: The
most recent NAIC draft moved from
CTE 65 to CTE 75 (although New
York had at one point proposed CTE
80). The Academy’s comments with
respect to this change included identi-
fication of several issues related to use

of CTE 75:

a. Reserve Levels vs. Capital Levels:
Allocation between reserves and
capital may be a problem because
CTE75 (pre-tax) couldexceed CTE

90, which is an after-tax amount.

6 ¢ Small Talk e June 2006

(iii)

b. Academy vs. Canadian Approach:
Further understanding of the rela-
tive risk level is required because
the Academy approach discounts
accumulated deficiencies (more
conservative approach than the
Canadian basis) whereas the
Canadian valuation approach s to
discount cash flows.

c. Relative Level of Reserves vs.
Other Products: There is percep-
tion that CTE 75 creates a higher
base reserve standard for VA prod-
ucts than what is used for other
products, yielding a mismatch by
product category for relative capi-
tal and reserve levels.

d. CTE 65: It was also pointed out
that the decision to use CTE 65
had already been made by LHATF

inavoteata prior meeting.

Principle 2 of AG VACARVM—Use
of Additional Language “substantially
cover risk associated with the tail:”
The Academy is concerned that the
wording change may push the reserve
level significantly beyond CTE 75.

Margin for Adverse Deviation with
Respect to Prudent Best Estimate: The

Academy finds certain phrases such as
“over the span of economic cycles” and

)

“over a plausible range of expected ex-

perience” are possibly confusing.

Illustration of Modeling without

Dynamic Hedging: This request for
supplemental information requires a

substantial amount of additional work.

Revenue Sharing: The Academy still
feels its revenue sharing language is ap-
propriate. Itdoes notfeel itisappropri-
ate to possibly eliminate revenue
sharing, butstill require recognition of
the associated expenses in the model-
ing. New York feels its language will re-
sult in forcing companies to secure
revenue sharing contracts with fund
managers and is also consistent with
the Accounting Practices and
Procedures Task Force reaction to the
revenue recognition issues and what
constitutes a valid admitted asset.

Standard Scenario: The Academy feels
that AG VACARVM should be rewrit-
ten with a focus on the intent of the
Standard Scenario as a regulatory
benchmark and minimum floor. It
should not be complicated by an alter-
native Option Value calculation that
will take several more years to develop.
New York stated that there must be
some safeguard against aggressive as-

44



sumptions with respect to policyholder behavior,
asset risk, etc.

(vii) Contractholder Behavior: The Academy feels
there is enough guidance already in the AG with
respect to contractholder behavior. The New
York draft would require grading to the most effi-
cient use of benefits on the policyholder’s part in
areas where actual experience is not available to
establish assumptions.

Finally, regulators received comments from the ACLI
that focused on practical aspects such as reporting capi-
tal once per year but reserves on a quarterly basis, level
of reserves required and its desire to have the standard
scenario beasimple floor on reserves that is tax friendly.

While there is still a significant amount of industry ob-
jection to AG VACARVM, a conference call will be
scheduled in April to discuss the draft AG VACARVM
further. New York intends to incorporate some of the
Academy’s comments, which it considers valid into a
new draft. The goal of New York is to expose a new AG
VACARVM in May 2006 with the possibility that it
could be adopted at the June 2006 NAIC meeting and
be in place as a reserving standard for Dec. 31, 2006.

. Interim Proposals Relative to New Valuation
Standards from ACLI: Paul Graham of the ACLI out-

lined the interim reserve proposal and supplemental in-
formation submitted to LHATE This project would
introduce preferred mortality tables to be used in valu-
ation as an interim measure. It also includes a recom-
mendation with respect to valuation of UL policies
with secondary guarantees. Specific concerns of regula-
tors were addressed including;

(i)  Lapses: Are thelapses, which are contemplated in
the UL secondary guarantee methodology al-
lowed by the Standard Valuation Law? The ACLI
report contains an opinion by Debevoise and
Plimpton that regulators have discretion to allow
use of lapse rates in valuation. The NAIC legal
counsel is reviewing this opinion.

(i) Mortality Table: Regulators were concerned that
the preferred version of the 2001 CSO might not
have received as much due diligence as one pre-
pared directly by the Society of Actuaries. The
ACLI responded that Michael Taht of Tillinghast
who wasasked to develop the preferred tables was
also the one primarily responsible for the 2001
CSO Table developed by the SOA which was the
main reason for using him to perform the split.
Regulators were still concerned with issues relat-
ed to selection wearoff and asked for the SOA to
perform a peer review of the preferred tables.

Finally, the ACLI highlighted some testing performed
by Milliman related to the impact of the preferred tables
onoverall reserve levels. Forall risk classes combined, the
reserves under the preferred table split were running
15-20 percent lower than the current 2001 CSO would
generate, which was characterized as a nominal reduc-
tion. The ACLI is still in the process of completing the
reserve studies, which are focused on issue ages 45 and
75 for Term and UL secondary guarantee products.

Regulatory discussion focused on the mortality table
andlapseson UL productsasexpected. There wasa gen-
eral consensus on the part of regulators that lapse rates
should not be allowed in valuation. The NAIC’s legal
counsel isalso reviewing the lapse issue. Most regulators
desired a peer review by the SOA of the preferred tables.
Finally, there was some question on the part of LHATF
as to why they were rushing such an interim solution
when a new SOA mortality table update was underway
with a somewhat similar timeline.

Life (A) Committee Update: Mike Batte, chair of
LHATF, gave LHATF’s report to the Life (A)
Committee. Jim Poolman, chair of the Life (A)
Committee, directed LHATF to come up with a solu-
tion to the UL secondary guarantee lapse issueif, in fact,
LHATF could notsupportuse of lapsesin reserving. He
also emphasized the urgency of receiving the SOA peer
review of the preferred tables as soon as possible to keep
progress on the interim solution moving forward.

. SOA Preferred Mortality Table Development: Larry

Gorski provided an update with respect to the SOA’s
preferred mortality table project. Key aspects related to
the table development are described below.

—  Darticipants: Forty-nine participating companies.

—  Underwriting Algorithm: A history of compa-
nies’ underwriting procedures is being used to de-

velop an algorithm to sort the data into the
various underwriting classes.

— Experience Analysis Team: This team, among
other things, is working on preferred underwrit-

ing selection and wear off issues. Because pre-
ferred risk categories have only been around for
6-8 years, it is unclear whether or not or to what
extent the selection effect will wear off over time.

Finally, LHATTF gave the SOA aformal charge to review
the preferred mortality tables, which were created as
part of the ACLI’s interim solution discussed previous-
ly. The goal of LHATTF is to have a similar comfort level
with the preferred tables as they have had with other
SOA developed tables. LHATF will draft a formal
charge for the SOA shortly.

continued on page 8 ppp
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The real test of the process is whether
all material risks in a product have
been considered...

PO continued from page 7
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4. SVLII Subgroup of LHATF: This subgroup is consid-

5.

ering regulatory issues related to a principles-based
approach (PBA) to reserves. LHATF received an up-
date from Shirley Shao, chair of the Academy’s
Regulatory Issues, Governance and PBA Review Work
Group. Thesstructure of the PBA Review could be refer-
enced in statutes, defined in regulations and actuarial
guidelines, fleshed out in ASOPs and finally supple-
mented by state examination. The audit would include
review of actuarial judgment, methods to develop as-
sumptions and methods for model construction. The
real test of the process is whether all material risks in a
product have been considered appropriately in the re-
serving methodology. The review is notan opinion that
the reserves are correct, rather that material risks have
been considered, methods, modelsand assumptionsare
appropriate, margins have been appropriately reflected
and laws and regulations have been complied with. The
form would be a pre-release review, but sign-off would
be after the work is completed.

Items to be discussed include who can perform the re-
view, who is the client (company or regulators), what
qualifications are necessary for the reviewer, form of the
reviewer’s report, requirements for PBA reviewer, etc.
The subgroup plans to schedule two conference calls to
receive feedback from regulators with respect to the
PBA reviewer. A white paper on the PBA review and
governance will be prepared by the work group and will
be available for review at the June 2006 NAIC meeting.

AAA SVL II Work Group (Risk Management and
Financial Soundness Committee): LHATF next
heard a presentation from the Academy SVL II Work
Group on various initiatives related to SVL II. Donna
Claire discussed the various committees and work
groups involved in the SVL II/PBA project, as well as
the frequent Webcasts, which have been sponsored by
the Academy on PBA. Materials related to the current
PBA project can be found at www.actuary.org/risk.asp.

Functions of various work groups were also discussed
including the Reinsurance Work Group (Sheldon
Summers, Chair), Consistency Work Group (Bob
DiRico, Chair), Annuity Reserve Work Group (Jim
Lamson, Chair) and Life Reserve Work Group (David
Neve and Tom Kalmbach, Co-chairs).

The groups are still discussing application to new busi-
ness only or retroactive application to all business. It
was also pointed out that the ASB was planning a meet-
ing to discuss implications of a principles-based
approach to valuation on the various Actuarial
Standards of Practice.

. Life Reserves Work Group (“LRWG”): Presentations

were given by co-chairs David Neve and Tom
Kalmbach on principles-based valuation for life prod-
ucts. Also discussed was an Academy Comment Letter,
which responds to certain New York concerns, and
comments related to such a valuation framework. Most
of the discussion focused on margin setting and the
quantification process contemplated by the LRWG.
Several points were made by the Academy relative to
margin setting:

—  Regulators need to determine the balance between
prescribed standards and actuarial judgment.

—  LRWAG believes margins will vary by company to
reflect:

i. Risk characteristics of each company (no
longer an industry-based margin such as a
valuation mortality table designed to cover
risk for all companies using the table).

ii. Because assumptions are not locked in at
issue, there is less need for provision for ad-
verse deviation since assumptions can be re-
vised as needed.

iii. Implicit margins need to be considered such
as blending an industry table with actual ex-
perience, ignoring mortality improvement,
and the cash value floor.

iv. Risk related to policyholder behavior is re-
flected directly in dynamic assumptions
and/or sensitivity testing.

—  The LRWG constructed an approach to measure
the relative level of margin in all assumptions

combined as defined below

_ Reserve Held — Best Estimate Liability

" Present Value of Capital Requirement
Where Z represents the amount that the pre-tax
return on capital is expected to exceed the return

on invested assets (7). Therefore,

ROC =Z + i(pre-tax)
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Tom Kalmbach presented results of modeling for a 20-
year level premium term product. Z values underaPBA
approach are about 5 percent (ROC = 10 percent = 5
percent (Z) + 5 percent (i pre-tax). Conclusions from
the initial results of the Z-factor analysis indicate that
margins in the 2001 CSO Table may be too high (with
Z in the 20 percent range). The work group is also
studying UL secondary guarantee products and will
have preliminary results for consideration shortly.

Next, New York’s comments related to PBA were dis-
cussed by Bill Carmello who highlighted major items
contained in several letters submitted by New York in
January and February. New York’s comments at the
meeting included:

- Federal Income Taxes: This is a major area of ex-

pense. Should FIT be ignored in reserving? New
York asked the Academy to develop rationale for
ignoring taxes in reserves.

- Use of Optimistic Assumptions: How will con-
trols be set on the use of assumptions, which are

characterized as best estimate, but fall on the op-
timistic end of the range?

—  Projection Period: New York is concerned when
profits in the tail are considered by the reserving
mechanism. What controls will be placed on ex-
cessive profits in the tail?

- Use of Treasuries or Risk Free Rates for
Discounting Rather than NIER: To discourage
companies from using riskier investments to ratch-
etup thediscountrateforreserves, New York would
prefer Treasuries or Risk Free Rates be used.

—  Modeling: Approach cannot simply be an aggre-
gate approach for an entire block of business, but
must also look at products and product lines to
some extent.

- Experience Reporting Requirements:

Requirements for submission of experience data
and analysis need to be defined and are important
in a principles-based approach.

—  Credibility: New York would require use of an in-
dustry standard (with margins) when experience

is not credible.

—  DPolicyholder Behavior: New York would require

use of a conservative assumption for policyhold-
er behavior in situations where experience data is
not fully credible.

- Seriatim vs. Aggregation: New York has concerns
ifa high level of aggregation is used in determin-
ing reserves.

7.

8.

Finally, Bill Carmello discussed the concept of penalty
reserves in cases where reserves are understated due to
overly optimistic assumptions similar to Basel require-
ments. [t was suggested that three times the reserve un-
derstatement be established and required to be held for
three years to keep companies from using overly opti-
mistic assumptions in reserving under a principles-
based approach.

The Academy discussed major issues of disagreement
with New York’s comments, which included the dis-
count rate methodology, aggregation, federal income
taxes and use of a VACARVM (worst point) or present
value approach.

The ACLI expressed some concerns with respect to the
Academy’s approach preferring that focus be placed on
the interim solution. Also, tax implications require that
the principles-based approach be done carefully and
correctly.

Other issues identified included: 1) small company is-
sues under PBR, 2) application to new business only or
inforce as well, and 3) dovetailing the reserve approach
with capital requirements to ensure consistency in the
regulatory framework.

A&H Working Group: LHATF received an update
from Julia Philips, Chair, on activities of the A&H
Working Group that included the following projects:

—  Finalized LTC Experience Reporting Forms

—  Individual Major Medical Market Claim Spiral
Issues (ongoing)

—  Premium Deficiency Reserve Subgroup (contin-
ues to consider PDR calculation issues)

LHATF adopted the reportand forwarded the LTC ex-
perience reporting forms to the Blanks Task Force forits
consideration.

LHATF General Matters Meeting: LHATF discussed
and received updates related to various other projects

described below.

- LHATF/CADTF Subgroup Report: LHATF
discussed various conference calls of the sub-

group related to principles-based reserves and
capital, governance issues and focus of the new
Examiner’s Handbook on risk focused examina-
tions. The subgroup is now trying to get other
groups involved in the process, other than actuar-
ies, such as lawyers, accountants, etc., and is
looking not only at what LHATF/CADTTF has
developed with respect to principles-based, but

continued on page 10 ppp
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also developments with respect to the Model
Audit Rule and SOX as well as the Examiner’s
Handbook on risk focused examinations.

Reinsurance Accounting and Reserving for Term
Products: Sheldon Summers reviewed what he

perceives as inconsistencies in credit for reinsur-
ance with respect to term life products that are
coinsured where the net premium exceeds the
gross premium. This appears to be an issue of re-
flectinga full year’s statutory reserve credit for an-
nual mode reinsurance agreements. He believes
reserve credit is overstated in cases where premi-
umsare paid to the reinsurer annually, but the ac-
tual policy mode is other than annual. He
believes this creates too high a reserve credit and
the net retained reserve is too low.

In the case of mean reserves, the ceding company
takes a mean reserve credit for reinsurance, but
because the reinsurance mode is annual, there is
no reduction to the direct net deferred premium
asset. In the case of mid-terminal plus NUEP re-
serves, he believes that a net unearned premium
credit should not be allowed; rather, the credit
should be capped at the gross unearned premi-
um. He cites deprivation of surplus language in
the reinsurance model regulation for his position.

His proposed solution would be to require use
of the lower of the gross premium or the net pre-
mium in the deferred premium or unearned
premium calculations for both direct and rein-
surance reserves in any cases Where pOliCCS are
reinsured.

The ACLI will be responding to California’s pro-
posal, which was exposed for comment prior to
the next NAIC meeting (45-day comment peri-
od). The proposal received support from several
states during the discussion. A conference call
will be held to discuss the comments and possibly
forward the proposal to the SAPWG.

Adoption of AG ABC: This actuarial guideline
was adopted which defines projection of guaran-
teed non-forfeiture benefits under CARVM for
deferred annuities subject to the new annuity
non-forfeiture law which permits minimum
guaranteed interest rates tied to an indexed rate
that could be reset at a future point in time.

Adopted Revisions to Model Variable Annuity
Regulation: This model was refined to be consis-
tentwith other regulations coming from the Speed

to Market and interstate compact initiative.

Electronic Actuarial Opinions: LHATF contin-
ues to work on which actuarial opinions should

automatically be part of the year-end annual
statement filing requirements such as: basic re-
serve opinion, non guaranteed elements, divi-
dends, etc. Certain opinions such as X-factor or
RAAIS submissions need to be kept confidential,
which will be the focus of the work going for-
ward. A summary prepared by NAIC staff related
to the various actuarial opinions that might be
rendered under the laws, regulations and actuari-
al guidelines currently in place will be reviewed.
The goal is to have all the publicly available opin-
ions electronically filed directly with the NAIC.

New Cancer Table: Work is continuing on a new
Cancer Table for valuation. The SOA is contact-
ing companies for participation and is in the
process of sending out a data call.

CAPITAL ADEQUACY TASK
FORCE (CADTEF)
I attended two meetings of the CADTE

Life RBC Working Group: The Life RBC Working
Group discussed the following topics.

Expand C-3 Phase I: This proposal by Blaine
Sheppard (Minnesota) would expand the re-

quirements for C-3 Phase I interest rate scenario
testing to all companies with $100 million of as-
sets or more who perform cash flow testing. The
proposal was exposed for a 45-day comment pe-
riod in an attempt to be able to adopt in June for
a 2006 year-end effective date. Bill Carmello
(New York) asked if any consideration was being
given to moving to a CTE based C-3 Phase I
measure as opposed to a weighting approach that
approximates the 95th percentile. The ACLI
asked whether this proposal is trying to fixa prob-
lem in the existing framework that does not ap-
pear to have any problems.

Update on C-3 Phase III: Nancy Bennett, Chair
of the AAA Life Capital Adequacy

Subcommittee, provided an update on the work
of the AAA Life Capital Work Group. Itschargeis
to consider C-3 capital for life products calculat-
ed on a principles-based methodology with a
focus on the interest rate and market risk compo-
nent. Work will take place in conjunction with
the AAA Life Reserve Work Group, which is
working on principles-based reserves. An interim
report by the AAA will be provided at the June
2006 NAIC meeting.
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Modco Dividend Liability RBC Credit: CADTF
received the Academy Modco Dividend Liability

Recommendation, which would apply to all rein-
surance, butdoes notaddress closed blockissues. A
reinsurer must be able to demonstrate control over
and benefit from dividend changes to be accorded
one-half credit in the Total Adjusted Capital
(TAC) calculation, which would rarely occur.
Ceding companies would lose credit for the por-
tion of the dividend liability ceded to the extent
that the ceding company cannot realize financial
benefit associated with a dividend reduction on
the portion of policies reinsured. The NAIC staff
will develop RBC instructions to implement this
recommendation by the end of March.

C-3 Phase II Issues/Next Steps: The Life RBC
Working Group briefly discussed the Q&A,

which had been prepared on C-3 Phase II imple-
mentation issues. This Q&A will be incorporat-
ed into the 2006 RBC Instructions. This
document can be found on the NAIC Web site
with various other materials on C-3 Phase II (in-
structions, Academy reports, smoothing and
transition rules, alternative methodology, pre-
packaged scenarios, etc.).
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A reinsurer must be able to demonstrate
control over and benefit from dividend

changes to be accorded one-half credit
in the Total Adjusted Capital (TAC)

calculation...

Chicago prior to the ERM Symposium in April
2006. The Academy will send the results of its
survey to both the CADTF Results Subgroup as
well as the Life RBC Working Group for their

consideration.

LHATEF/CADTEF Joint Subgroup: This sub-
group continues to have several conference calls

per quarter related to governance requirements,
peer review and PBA review processes.

International Solvency Initiative: CADTF plans
to have a conference call to discuss how it will re-

spond to various solvency initiatives taking place
at the international level.

EXECUTIVE/PLENARY SESSION
— 2005 Year-end Testing Results: NAIC staff pre-  The Executive/Plenary (EX) Committee adopted various

pared preliminary statistics related to RBCfilings  jtems of interest as described below.

for 2005 year-end. Life companies continue to
have very few problems with eight companies out
of 908 having action levels triggered. A supple-
mental schedule on C-3 Phase I and C-3 Phase I1
was prepared that indicates that 90 companies
did C 3 Phase I testing and 81 companies did C-
3 Phase II testing and 36 companies did both C-
3 Phase I and II testing. The industry-wide C-3
Phase I and C-3 Phase II capital requirements
were $3.7 billion and $2.8 billion, respectively,
before taxes and covariance effects.

2. Capital Adequacy Task Force: The following topics
were discussed by the CADTE

C-3 Phase II Results Subgroup: Larry Bruning
(Kansas) heads up this subgroup, which will be

analyzing the results of C-3 Phase II testing, its ef-
fectiveness, and whether any refinements to the
approach are needed. CADTF discussed a sum-
mary of company responses to the C-3 Phase II
survey of the NAIC which identifies the number
of companies with GMDBs and VAGLBs,
methodology to be used, hedging, projection sys-

tem used, peer review planned, etc.

The Academy is also in the process of requesting
responses to its survey related to C 3 Phase I1, the
results of which were presented at a session in

MGA Model Regulation Revisions:
Modifications were made to achieve consistency

with the newannuity non-forfeiture lawand inter-
state compact states in Speed to Market initiatives.

RBC Model Act Revision: Revisions were made
to incorporate a trend test trigger based on the
Combined Ratio and relative capital levels for
P&C companies.

AG 39 VAGLB Extension: Sunset date was ex-
tended from Jan. 1, 2006 to Jan. 1, 2008.

U.S. Reinsurance Collateral White Paper: The
EX Committee adopted the white paperand gave

the Reinsurance Task Force a new charge to re-
view collateral issues and develop standards for
rating reinsurers’ financial strength in the United
States and abroad with a proposal to be provided
for consideration by the December 2006 NAIC

meeting.

Life (A) Committee Charge: The EX Committee

added a new charge for the Life (A) Committee to
consider suitability related to consumer protec-
tion under all annuity transactions (not just an-
nuity sales to seniors).

continued on page 12 ppp
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LIFE INSURANCE (A) COMMITTEE
AND MARKET REGULATIONS &
CONSUMER AFFAIRS (D) COMMITTEE
I attended a portion of a special joint Life (A) Committee
and (D) Committee meeting intended to cover general
matters and specific aspects of annuity suitability, indexed
annuities and any other issues related to annuity sales.

- Life (A) Committee: Mike Batte, chair of
LHATE gave a report to the Life (A) Committee
related to LHATF’s work on the ACLI interim
solution and problems LHATF was finding with
use of lapse rates on UL secondary guarantees, as
well as the need for a preferred valuation table
that was “approved” by the SOA similar to other
tables used by the NAIC for valuation. Jim
Poolman, chair of the Life (A) Committee, indi-
cated that it was LHATF’s responsibility to come
up with solutions to the problems they have iden-
tified with the proposal and keep to their com-
mitment to have an interim solution by the
September 2006 meeting for the Life (A)
Committee to consider.

The Life (A) Committee will also hold an interim
meeting to consider Life Settlements and Insurable
Interest Laws, Financing of Insurance Policies, and
issues related to Investor Owned Life Insurance
hosted by the New York Insurance Department.

Finally, a subgroup of the Life (A) Committee
will investigate use of travel criteria in the under-
writing of life insurance policies.

- (A) and (D) Joint Meeting: The joint committee

received a presentation by Jack Marrion,
Advantage Compendium on the Indexed
Annuity marketplace, followed by a presenta-
tion by the Iowa Insurance Department on
Indexed Products and Market Regulation
Issues. This issue was addressed in two phases:
Phase I was a two-hour educational seminar by
Noel Abkemeier (Milliman) and Jack Marrion
held a day earlier. Regulators discussed the need
for suitability criteria, producer training, pa-
rameters for product design and discussed vari-

ous recommendations. Iowa and Minnesota
sponsored the seminar because a significant
portion of indexed annuities are sold by compa-
nies domiciled in their states. lowa and
Minnesota plan to develop various training ma-
terials, advertising and buyers’ guides with a
focus on indexed annuities by the June 2006
NAIC meeting.

Itis not clear thata problem exists in this market;
however, regulators want to remain proactive and
many new companies are entering the market-
place, as well as interests on the part of the federal
governmentand NASD insales practices of EIAs,
which are also driving this project.

REINSURANCE TASK FORCE

The Reinsurance Task Force discussed various issues high-

lighted below.

Reinsurance Intermediary Act: This act was
amended to make it clear that reinsurance inter-

mediaries must cooperate and provide relevant
information requested in arbitration proceed-
ings. There had been some issues raised relative to
cooperation by reinsurance intermediaries in dis-
covery proceedings when the client relationship
had terminated or was strained.

New York Department Life Company Attestation
Proposal: New York proposed thatlife companies

make attestations similar to those now required
for P&C companies as a result of finite reinsur-
ance problems in the P&C industry. Industry
representatives indicated that disclosures for life
companies already appear to be adequate in the
form of Schedule S and the Notes to Financials.
The Reinsurance Task Force asked New York to
go back and determine whether there have been
specific problems in the life industry that need to
be corrected.

Collateral Issue: It was noted that the regulators
might be at the point where an alternative to the
United States 100 percent collateralization re-
quirement for foreign reinsurers might be con-
sidered given the regulatory framework that now
exists at the [AIS. The Executive Committee will
add a new charge for the Reinsurance Task Force
to consider alternatives to the current frame-
work, which might include a rating agency ap-
proach for international reinsurers to determine
reasonable collateral requirements.

Bermuda Insurance and Regulation
Presentation: Brad Kading of the Association of
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Bermuda Insurers and Reinsurers gave a presen-
tation on the Bermuda reinsurance marketplace.
Bermuda makes up about 28 percent of the
worldwide reinsurance capital and surplus ($44
billion out of $160 billion total) and raised $18
billion out of total capital raised of $21 billion.

TAX POLICY TASK FORCE

T attended a portion of this meeting which discussed: 1) tax
deductibility of CAT reserves, 2) encouraging purchase of
health insurance by individuals by according their premi-
ums and medical expenses the same tax preferences as em-
ployer sponsored health plans, and 3) operation of State
Workers Compensation Plans in the private workers com-
pensation marketplace where preferred tax status s creating
an unlevel playing field according to the industry.

RISK ASSESSMENT WORKING

GROUP (RAWG)

The RAWG met in Chicago on March 20, 2006 to discuss
comments on the revisions to the Examiner’s Handbook to
incorporate aspects of a risk focused examination.
Regulators primary concern isstill in the area of training re-
lated to a risk-focused exam. It was noted that states would
have to supplement NAIC sponsored training with their
own training to a certain extent.

The intent is to receive comments on the Examiner’s
Handbook on March 20th, make revisionsas necessary, and
re-expose for 30 days. The intent is to adopt the revised
Examiner’s Handbook in June 2006.

It was noted that the AICPA has released eight papers on
risk assessment, which the RAWG intends to review.

Mike Moriarty (New York) indicated that there will be
bumps in the road, but the key is to get this risk focused ex-
amination process started, then refinements can be made as
needed. Issues with the industry continue to be confiden-
tiality, small/medium company issues, coordination with
NAIC/AICPA SOX 404 agenda, training, deploymentand
coordination among the states during the transition from
the existing examination framework to a risk focused exam-
ination. Itappears that the risk focused examination will be-
come an accreditation standard on Jan. 1, 2010.

ACCOUNTING PRACTICES AND
PROCEDURES TASK FORCE

Tattended several meetings of the working groups reporting
to the Accounting Practices and Procedures Task Force and
related accounting issues as discussed below.

1. Statutory Accounting Principles Working Group:
SAPWG discussed the following items of interest.

- Prescribed or Permitted Practices for Captives:
The Risk Retention Group (E) Task Force has

asked SAPWG to review the requirements for
captive insurers where prescribed or permitted

practices such as GAAP accounting mightbe per-
mitted by the state of domicile. Questions in-
clude: 1) is GAAP allowed by the AP&P Manual?
2) is GAAP a permitted practice? and 3) is notice
of a prescribed or permitted practice required to
other states when the company is a captive oper-
ating only in its state of domicile? Virginia indi-
cated that it would like to see a reconciliation
from GAAP (permitted practices) to SAP for all
captives. NAIC staff will review this issue, which
will be considered in June 2006.

— International Statutory Accounting Principles

Subgroup Report (ISAP): ISAP isan interface be-
tween the JASWG and SAPWG. It was noted

that an NAIC comment letter on “Measurement
on Initial Recognition” will be drafted. IASB in-
surance contracts developments were highlight-
ed and included the following: 1) focus on life
insurance is current exit value and 2) future life
premiumsare nota contractual right of the insur-
er, but rather a customer relationship and intan-
gible asset. Focus is not on current entry value
because it was felt that indirect acquisition costs
could be manipulated and earnings managed be-
cause of the following fundamental formula:

Premium
— Acquisition Costs

— Liability Best Estimate
Risk Margin

Regulators stated that the AP&P Manual
(Codification) and RBC have been the main rea-
son that insolvencies have decreased in the
United States and regulators must be ready to
react to any IASB/FASB developments that
might arise or conflict with Codification or
NAIC RBC. A conference call will be scheduled
to discuss fair value issues.

2. NAIC/AICPA Working Group: Topics discussed at
the NAIC/AICPA Working Group meeting are high-
lighted below.

—  AICPA Update: It was noted that the AICPA has
released eight new auditing standards (SAS
104—111) for a risk-focused audit. These are ef-
fective for fiscal years beginning after December
15,2006.

— Model Audit Rule Revisions: Doug Stolte
(Virginia) highlighted the changes made to in-
corporate provisions of SOX including changes
to Title II—Auditor Independence (rotation,
prohibited services, etc.), Title II—Governance
(Audit Committee Membership, independent

continued on page 14 PP
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members) and Title [IV—Internal Controls over
Financial Reporting (including the insurer self-
assessment and CPA attestation). The document
was exposed for a 45-day exposure period to be
followed by a Financial (E) Committee hearing
on the revisions.

Separately, the industry-interested parties will
begin to assist in the development of an imple-
mentation guide and development of a compre-
hensive work plan to develop such a guide.

There are still objections to the audit rule’s appli-
cation by some mutual insurers, non-publiccom-
panies, etc. as well as NCOIL (National
Conference of Insurance Legislators) which be-
lieves that the Audit Rule Revisions should be au-
thorized by the state legislatures, not through
state administrative or regulatory procedures.

. International Solvency Initiatives Working Group:

This newly formed working group is responsible for re-
sponding to actuarial issues related to IAIS initiatives.
The working group received a presentation by Rob
Esson of the NAIC who is the chair of the IAIS
Insurance Contracts Subcommittee. Also discussed
were the following insurer solvency papers:

- IAIS Cornerstones for Formulation of
Regulatory Financial Requirements: October
2005 (Cornerstones Paper).

- IAIS Roadmap for a Common Structure and
Common Standards for Assessment of Insurer
Solvency: Feb. 16,2006 (Roadmap Paper).

—  TheIAIS Common Structure for the Assessment
of Insurer Solvency—Feb. 14, 2006 (Structure
Paper—First Draft).

Notes on Rob Esson’s presentation are provided below.

- International Accounting Standards (IASB) and
International Solvency Standards (IAIS/EU

Solvency II) will be monitored.

- Esson is Chair of the TAIS Insurance Contracts
Subcommittee.

- IASB Phase I—did not consider insurance con-

tracts, U.S. GAAP allowed.

—  IASB Phase II—Principles Based Valuation of
Liabilities is underway. Two work groups:

i.  Financial Instruments Work Group.

ii. Insurance Work Group—tentative conclu-
sions include unbiased cash flow estimates, dis-
counting (for life and P&C), margin for risk,
life would write off expenses and not recognize
future premium as an asset (intangible).

—  Solvency Framework for IAIS
Total assets equal to:

1) Best Estimate Liabilities

2) Provision for Risk Margins
3) Required Capital

4) Excess Capital

1) and 2) are referred to as technical provisions.

—  Theideal long-term result would be to use gener-
al accounting purpose liabilities as the driver for
international solvency capital calculations and
solvency assessment.

. International Accounting Standards Working

Group: The IASWG meeting discussion focused on ac-
tivities of the IASB and convergence with FASB. Rob
Esson of the NAIC summarized recent IASB Insurance
Contracts Phase IT developments.

- Cost Based Models were rejected.

—  IASB prefersan exit value model to an entry value
model.

—  DPolicyholder Premiums (not a contractual right
of insurer, but rather option of the policyholder
to pay). Tentative decision is that premiums are a
form of customer relationship, therefore an in-
tangible asset of sorts.

It was also noted that the IASB and FASB renewed the
objective of convergence in a Memorandum of
Understanding (MOU) dated Feb. 27,2006 with agoal
for convergence by 2008. The NAIC is also in the
process of commenting on several IASB discussion pa-
pers including Guidelines for MD&A as well as
Measurement Basis for Initial Recognition. They are
also commenting on the FASB Fair Value Option.

* * * * *

The next NAIC meeting will be in June 2006 in
Washington, DC. @



Update on Preferred
and PreNeed Valuation
Mortality Tables

By Roger K. Annin

wo committees continue work on expe-
rience studies that will provide a basis
for new valuation mortality tables. The
first committee is the Preferred Mortality Project
Oversight Group and the second is the PreNeed
Valuation Project Oversight Group. This article

summarizes activity to date for these committees.

Preferred Mortality Project

Oversight Group

This is a joint committee of the Society of
Actuaries (SOA) and the American Academy of
Actuaries. The committee was formed to re-
spond to requests from the NAIC for the devel-
opment of preferred mortality valuation tables.
The need for such tables is actively supported by
industry groups such as the ACLI and will form a
foundation for Principle-Based Reserves (PBR).

A number of “teams” have been formed to address

specific aspects of the project. The list includes:

e Data Validation Team—validates
company contributions and resolves
questions related to data quality.

e Underwriting Criteria Team—evalu-
ate underwriting guidelines used by
companies in determining preferred
risk classifications.

e Experience Analysis Team—develop
initial experience tables.

*  Valuation Basic Tables Team—devel-
op basic tables from experience analy-

sis results.

Data Contribution. To date, approximately 50
companies have contributed data for this experi-
ence study. This compares to 21 contributing com-
panies for the 2001 VBT. However, this project

calls for more than just experience contributions.

In order to evaluate experience by underwriting

class, each contributing company is also asked to
submit their underwriting criteria. The under-
writing criteria team has developed an algorithm
that will enable the POG to combine data for
similarly classified policies. This effort requires a
combination of data analysis and actuarial judg-
ment. The algorithm will be tested initially
againsta subset of data, hopefully during April.

Funding and Timing. A project of this scope
requires a dedicated effort on the part of many
volunteers. It also requires funding to support
hard costs for data tabulation and various levels

of analysis.

The costs for this special study fall outside the
SOA’s normal life experience study budget.
Therefore, a special assessment is needed to raise
funds to complete the project. The POG has
been actively involved with the SOA in address-
ing approaches to fund the cost. The objective is
to spread the cost across the industry in a fashion
that reflects the benefits companies will realize
from the new tables. For example, this implies a
higher expectation for writers of term insurance
and universal life where preferred classes are

more common.

The project timeline will undoubtedly undergo
revisionsas the project moves forward. However,
the goal is to present results and recommenda-
tions to LHATT in the last quarter of 2006, with
expected adoption of the tables in 2007.
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ACLI Interim Proposal. Because of the time
needed to formulate, presentand adopt new pre-
ferred risk valuation tables, the ACLI has offered
an interim proposal. Although not directly
linked to the POG’s efforts, it is interesting to ex-
amine the ACLI proposal. This proposal was ini-
tially presented to LHATF in December and
LHATF has referred the proposed factors recom-
mended by the ACLI to the SOA for review.

Under the ACLI proposal, there would be three
Nonsmoker valuation classes—Super Preferred,
Preferred and Standard. There would be two
classes for Smokers, Preferred and Standard. The
table below provides a brief overview of the mor-
tality ratios proposed by the ACLI.

Preferred Mortality Ratios
ACLI Proposed to 2001 VBT, ANB,

Select/Ultimate

Super Preferred Male Nonsmoker

Age Durl Dur5 Durl0 Durl5 Dur20
25 51% 51% 50% 50% 50%
35 52%  51% 50% 50% 53%
45 50%  50% 50% 50% 50%
55 50%  50% 50% 50% 55%
Preferred Male Nonsmoker

Age Durl Dur5 Durl0 Durl5 Dur20
25 71%  70% 70% 70% 70%
35 71%  70% 70% 70% 72%
45 70%  70% 70% 70% 70%
55 70%  70% 70% 70% 73%

continued on page 16 ppp
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It might be noted that one goal of the
ACLI proposal is to apply factors to the
2001 Table so that effectively, the
preferred tables will not represent a
new valuation table...

PO continued from page 15
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Residual Standard Male Nonsmoker

Age Durl Dur5 Durl0 Durl5 Dur20
25 117% 117% 117% 117% 117%
35 116% 118% 117% 117% 116%
45 117% 117% 117% 117% 117%
55 117% 117% 117% 117% 116%

Ratios for female lives are very similar to males for
Nonsmokers. Smoker ratiosare about 70 percent forall dura-

tionsfor preferred risksand 113 percentfor residual standard.

It might be noted that one goal of the ACLI proposal is to
apply factors to the 2001 Table so that effectively, the pre-
ferred tables will not represent a new valuation table, but
rather a breakdown of the existing table. Under the ACLI
proposal, super preferred risks are assumed to account for
15 percent of business, preferred risks account for 15 per-
centand standard account for 70 percent. Mathematically,
these ratios applied to the table ratios above add back to 100
percent of the 2001 Table.

PreNeed Valuation Table

A PreNeed Valuation Table Project Oversight Group also
exists to examine mortality experience of companies in this
market. PreNeed plans are sold as funding vehicles for pre-
paid funeral arrangements. Policies in this market are sold
directly through funeral homes and have very limited un-
derwriting. Most business is single premium, but some

multi-pay plans exist as well.

Concern exists that the 2001 Table does not adequately rep-
resent experience for this market. In fact, most company
studies show the 2001 Table mortality falling well below lev-
els seen in the PreNeed market. In addition, the slope of the
mortality curve for PreNeed business may be quite different
from underwritten business. A reverse select period has been

identified in preliminary data analyzed by the POG.

Data Contributions. In this study, 10 companies have con-

tributed data with adequate deaths to provide credibility.

Credibility is more easily obtained for this market due to the

high average issue age and higher frequency rates experienced.

The POG is currently tabulating and reviewing data and ex-
pectsto makea formal reportto LHATF at their June meeting,
Itisanticipated thata proposed valuation table may be offered
as early as the September LHATF meeting for this market.

Coordination with Principle-Based Reserves

As stated earlier, these new valuation tables will provide a
foundation for PBR. As such, the co-chair of the American
Academy of Actuaries Life Reserves Working Group has
discussed with the Preferred Mortality POG expectations

of that group in regard to new valuation tables.

The general philosophy is that under PBR, companies will
look to their own mortality experience, but then blend such
experience with industry (NAIC approved) tables to gain
credibility. Under this approach, industry tables will need
to reflect the mortality expectations for the risk class. As
such, industry tables will need to span a range of mortality
experience based on underwriting and market guidelines.
Tables that are both more aggressive and more conservative

than current tables will be needed.

Companies would not be limited to a specific valuation
table. Multiple tables might be used depending on the
spread of risk and markets addressed by the company’s
products. Indications from the LRWG are that as many as
10 tables may be needed to properly address the spread of
risks envisioned. This implies multiple levels of preferred
underwriting and more conservative tables for simplified

issue and PreNeed markets.

Summary

Work is moving forward at a fairly rapid pace in the valua-
tion area. Substantial time at LHATF meetings is devoted
to PBR and the mortality tables needed to form a founda-

tion for more dynamic reserves.

Over the remainder of this year, we expect to see experience
data from both the Preferred Mortality study and the
PreNeed Mortality study. Undoubtedly, the ACLI propos-
alwill continue to garnerattention as an interim solution to
conservative valuation mortality for the preferred risk clas-

sifications.

Much of the activity of these groups can be easily tracked

through www.soa.organd www.actuary.org. @



ACLI Valuation
Proposal: A Quick
Start to the Revision
of the Valuation
Law?

By James R. Thompson

Introduction:

he regulatory community is consider-

ing revising the Standard Valuation

Law (SVL) significantly to create a less
formulaic approach that will be tied to compa-
ny or industry experience assumptions. The
name adopted for this approach is Principles
Based Reserving (PBR). The law incorporating
this will be the SVL II. Even though this is
going on, at the December meeting of the Life
and Health Actuarial Task Force (LHATF)
prior to the NAIC meeting, the ACLI proposed
some quick changes to the current SVL. Many
issues are involved, so they continued their dis-
cussion in a conference call on Feb. 3. This arti-
cle will discuss this and what its implications

are.

Current Valuation Principles

To summarize the current state of valuation, we
havea formulaic SVL that specifies the morrtality,
interest and method (CRVM). The interest rate
isupdated annually by a formulaic approach that
qualitatively sets longer term guarantees at lower
rates. The mortality table was recently updated
from the 1980 CSO to the 2001 CSO with a
mandatory applicability of Jan.1, 2009.

The only way experience assumptions get into
valuation is through the asset adequacy analysis
in the Actuarial Opinion and Memorandum
Regulation (AOMR). There are two versions of
this. The older one allows some companies,
based on size in net admitted assets and passing
certain other tests, to be exempt from the asset
adequacy analysis. Others must perform such
analysis. A newer version, which has passed in

only a handful of states, mandates the analysis

Issue 26
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annually for all. On Jan.1, 2009, when all com-
panies must issue policies on the 2001 CSO,
asset adequacy analysis will be required in con-
nection with that. Knowledge of this may be
slowing passage of the newer AOMR.

Although the margins in the 2001 CSO mortali-
ty are less than in the 1980 CSO, this table only
has distinctions by sexand smoking status. Many
companies in the better underwritten markets
use one or more grades of preferred mortalityand
find both the 1980 and 2001 CSO tables to be
too conservative. This is especially so for prod-
ucts which must be reserved under XXX. These
include the popular reentry term (with and with-
out the Return of Premiums Rider). These have
level periods which are usually fully guaranteed

from 10-30 years.

Another type of policy is the universal life with a
secondary guarantee. This means that, so long as
a minimum premium is paid, the policy will not
lapse. This is written by some large stock compa-
nies, and they feel that the Actuarial Guideline
38, which regulates this, creates too high re-

serves. That the reserves are too high can

be considered by cash flow testing or GAAD.
There appears to be no way to lower reserves

under current statutory methodology.

ACLI Mortality Study

Mike Taht, an actuary from Tillinghast, was
largely responsible for the creation of the 2001
Valuation Basic Table(VBT), which is the mor-
tality table underlying the 2001 CSO. The ACLI
hired him to come up with a table that could be
used to value preferred mortality. He presented
this at the December NAIC meeting.
Significantly, if adopted, this table would be the
first to be created by a source outside the Society
of Actuaries official committee structure. This
can be found as Appendix A (133 pages) for the

Feb. 3 conference call.

In essence he estimated the ratio of preferred to
aggregate mortality, the prevalence of preferred
products underlying the 1990-95 experience
and then using the principle of conservation of
deaths to estimate the residual standard mortali-
ty. There were two preferred categories for non-

smokers and one for smokers.

June 2006 » Small Talk ¢ 17



Smaller Insurance Company Section Newsletter

In essence, the ACLI proposal is to
allow lapse to be considered in calcu-
lating a net single premium in one step
of the reserving method in AG 38. This
issue presented to the law firm was
whether such a revision was permitted
under the Standard Valuation Law.

PO continued from page 17
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Since the definition of preferred mortality has varied, one
challenge was to develop a valuation assumption for the
level of preferred mortality. The level of early duration pre-
ferred risk mortality and the persistence of differentials were
importantissues. To obtain thelevel, he used the Tillinghast
Old Age Mortality Study (TOAMS) (for years 2000-2002)
and the SOA Preferred Underwriting Survey.

Although thereis no published late duration experience forin-
sured preferred risk lives, the TOAMS provided credible pre-
ferred nonsmoker mortality up to duration 15. To
demonstrate the possibility of persistence beyond duration
15, several analogous situations for such persistence were cited
(studies of alcoholism, cholesterol and blood pressure, urine
anomalies and diabetes). He went on to discuss the changing

prevalence of preferred risk in the insurance industry.

Lapse, the Standard Valuation Law and AG 38

The secondary guarantee UL policies have statutory re-
serves which are considered overly conservative. There ap-
pears to be no way around this. The ACLI obtained from a
law firm a position paper entitled “Proposed Revision to the
Actuarial Guideline XXXVIIL.” In essence, the ACLI pro-
posal is to allow lapse to be considered in calculating a net
single premium in one step of the reserving method in AG
38. The issue presented to the law firm was whether such a

revision was permitted under the Standard Valuation Law.

They qualify the situation as one where a state has passed the
Regulation XXX and the NAIC UL Model Regulation and
that the NAIC Accounting Practices and Procedures
Manual has been adopted as the state’s codification of statu-
tory accounting and that amendments to it become opera-
tive without further action by the commission as long as
they are not inconsistent with state law or regulations.
Further, they assumed that AG 38 is operative in that state
upon itsadoption by the NAIC without the need for the in-

surance commissioner to adopt it as a regulation and that

there is no prescribed statutory accounting practice incon-
sistent with the ACLI’s proposed revision to AG 38.

The firm concludes that “Notwithstanding the absence of
clear legal guidance... using lapse assumptions for reserves
for secondary guarantees does not violate the express terms
of” or principles underlying the SVL or Regulation XXX
and the UL model regulation and that, although the SVL
does not expressly permit the use of lapse for UL with sec-
ondary guarantees, the SVL does provide state regulators
the discretion to allow lapse so long as that practice can be
“demonstrated to be appropriate, as an actuarial matter, in

light of the benefits and the pattern of premiums.”

They quote Section 9 of the SVL dealing with indetermi-
nate premium plans where reserves held must be “appropri-
ate in relation to the benefit and the pattern of premiums”
and be “computed by a method that is consistent with the
principles of the Standard Valuation Law, as determined by

regulations promulgated by the Commissioner.”

Theyalso quote the AOMR in dealing with reserves in light

of the asset held and consideration to be received.

Discussion on Feb. 7

The ACLI proposal was to introduce the preferred mortality
rates, the use of lapse rates for calculating reserves for UL with
Secondary guarantees and allowing non-premium paying
UL contracts with secondary guarantees to use the surrender
charge offset to the additional reserve calculation. They
briefly discussed the mortality table and the legal opinion.

In the conference call, the regulators discussed the propos-
al. William Carmello of N.Y. produced a memo eatlier with
some comments on it. In essence, he supported giving relief
to preferred business as a general concept but did notaccept
the proposed tables. One pointhe did not supportis the use
of preferred underwriting to age 95 regardless of issue age
and would want a grading to ultimate. He also wanted the
new nonsmoker table to tie in the aggregate to 100 percent
ofthe2001 CSO nonsmoker. The ACLI proposal would tie
to about 77 percent. Mike Taht said this 77 percent reflect-

ed more modern proportions of preferred.

Carmello also opposed the changes to AG 38. He believed
thata change in the SVL is needed to permit the use of lapse.
He also did not want to change the surrender charge offset
for the non-premium paying UL. It was noted that the pro-
posed mortality table had not come from an SOA commit-

tee and that the SOA was considering producing one.
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One issue discussed was timeliness. How long would it take
to revise the SVL to explicitly allow lapse? How long would
it take for the SOA to publish a table? Finally, a vote was
taken on whether to expose the ALCI proposal. There was
some discussion whether exposing it would be considered
an endorsement. In the end, some who voted for exposing it
said they did not support it but would let it be discussed
anyway. Further discussion of this will occur at the March
NAIC meeting.

Update From Spring LHATF Meeting March 2

Ted Schlude’s article discusses what happened at the
LHATF meeting. The NAIC legal counsel is reviewing the
legal opinion regarding allowing lapsation for the UL sec-
ondary guarantee. Regulators want the SOA to do a peer re-
view on the ACLI preferred mortality tables. There was
some question as to why the ALCI was rushing into such an
interim solution when the SOA mortality table update was

underway with completion expected soon.

My Comments

Thisisaseriousissue with some strong support. Now thatit
is exposed, it can be voted up or down. Since we have all
been taught that valuation is based on mortality, interest
and reserve method, introducing lapse seems wrong. The
way the ACLIs law firm approached it has subtleties. It sets
ahighly qualified precedent to allow lapse and it does this by
allowing the commissioner of a state the discretion to use it

in alimited sense.

Aswith much other law in our society, notjustin insurance,

sometimes a little precedent is expanded into something

much larger. I think many regulators understand this and
will be reluctant to allow this. Because many insurers (and
their reinsurers) feel that the reserves required under AG38
are excessive, there will be pressure to lower them somehow.

Thus, this is a tempting area for setting a precedent.

Concerning the mortality, [ agree with Carmello that, from
the valuation pointof view, we should not have the effects of
preferred underwriting lasting to age 95 regardless of issue
age. Mike Taht used a reasonable approach in citing indus-
try studies of various diseases for ongoing mortality differ-
entials but applying it to preferred underwriting is a

projection. Valuation should be conservative.

This is an interesting proposal, and I commend it to the
members of the Smaller Insurance Company Section to fol-
low and comment on. The Principles Based Reserving
(PBR) is being pushed. Whether this succeeds is another
matter. Is the ACLI proposal really necessary? What if it
passes but PBR does notand gets bogged down? Then it will

be used for years.

As a smaller company, are you in any way more affected by
the ACLI proposal? Do you write UL with secondary guar-
antees? Do you need the preferred mortality table? Do you
use reinsurance heavily for such products? Will this help
your reinsurer? If reserves were less, would you retain more?
Give this serious consideration. We welcome your
thoughts. @
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A Better Random
Number Generator

By Chris Davis

Random numbers are too important to be left to

chance. —R.R. Coveyou

Random numbers should not be generated with a
method chosen at random. —Donald Knuth

ith theadoption of the C-3 Phase 2

Project of the American Academy

of Actuaries, itis now required that
stochastic scenarios be developed for establishing
reserves for variable annuities. This project has
led to the idea of Principle-Based Reserving
(PBR) where many of the same techniques will be
used to set life insurance reserves. A critical item
in stochastic testing is the choice of a Random
Number Generator (RNG) to develop the ran-

dom scenarios.

There are two kinds of RNGs—the hardware
kind, which are truly random, and the software
kind, which are pseudo-random. A hardware
random number generator is an electronic device
that plugs into acomputer and produces genuine
random numbers. They are used for generating
keys for encryption, winning numbers for lotter-
ies, selecting experimental designs and occasion-
ally for statistical simulations.’ Hardware
generators look to physical processes with ran-
dom qualities. Examples of these physical
processes include decay times of a radioactive
material and thermal noise resulting from ran-
dom electron behavior within a resistor. An ex-
ample of a hardware generator is a digital noise
generator, which can take digital music files and
randomly generate a stream of numbers based on
the music being played. However, for use in gen-
erating random numbers for interest scenarios
for cash flow testing or other similar projects,
hardware generators can be difficult to use, inef-
ficient for the tasks at hand, too expensive and
too slow for routine use in statistical simulations.
The remainder of this article is devoted to soft-
ware generators and the development of a reli-

able, efficient random number generator.
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Most RNGs used in financial applications are of
the software kind and produce pseudo-random
numbers. “The aim of pseudo random number
generators is to implement an imitation of the
abstract mathematical concept of mutually inde-
pendent random variables uniformly distributed
over the interval [0,1].” They are called pseudo-
random because their output can be predicted
since they are based on deterministic computa-
tions. The use of pseudo-random numbers in se-
curity applications can compromise the
application, so hardware RNGs should be used
for these types of applications. Similarly, a pseu-
do-random number generator would not be ap-

propriate for the selection of lottery numbers.

The appointed actuary’s results and conclusions
must be based on reliable, accurate stochastic
testing. The results are only as good as the pseu-
do-random number generator used in the mod-
els. At the same time, an RNG must be easy to
use, efficient and cost effective. There have been
many articles written about some of the easily
available RNGs that do not provide points that
are sufficiently random. “The built-in random
number generators of proprietary spreadsheets
are often not suitable for a large number of simu-
lations or for complex problems.”3 “Do not trust
the random number generators provided in pop-
ular commercial software such as Excel, Visual
Basic, etc., forserious applications. Some of these

. 4
RNGs give totally wrong answers.”

The properties ofa good RNG are thatit should:’

* Provide a very good approximation to the
uniform distribution

* Be compurtationally fast

* Beasclose to independent in outputin more
than just one dimension

* Haveavery long period

* Be repeatable, given the starting point

There are some basic mathematical properties to
consider when choosingan RNG. The period (p)
of an RNG is the number of values generated be-
fore the sequence repeats. The period should be
as large as reasonably possible. Leading authori-
ties differ on the maximum number (n) of values
to be generated. Donald E. Knuth of Stanford
University states that n should be at most
p/1000. Brian D. Ripley of the University of
Oxford has a much more stringent requirement
that n is much less than (p/200)0'5 .

Using Ripley’s criteria, an RNG with a period of
16,777,216 (the period of the Rnd function in
Visual Basic) should be used only when substan-
tially less than 290 random numbers are re-
quired! This is because the discrepancy from true
randomness increases as 7 approaches p.
Substantially less, of course, can be interpreted to
be differentamounts to different people, butitis

obvious that for stochastic modeling purposes,
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the period will need to be very large. Many commercially

available RNGs do not have a sufficiently large period.

Mostofthe RNGsin use todayare linear congruential. That

is they use a form of the function:

x(2) = (a*x(i—1) +c) Mod m

where 0 < = x(7) < m, 2and care constantsand 7 isa
positive integer.

The final step is to divide x(7) by 72 to get a number
in (0,1).

Linear congruential RN Gs are inadequate when more than
one stochastic variable is being tested. Example stochastic
variables include interest rates, various portfolio perform-
ances, lapse rates, mortality rates and policyholder behav-
iors. The numbers generated by linear congruential RNGs
are not randomly spread throughout multi-dimensional
space, but instead reside on parallel hyperplanes. Thus
many pointsare notavailable and randomness is greatly im-

paired when more than one stochastic variable is present.

One RNG that overcomes these shortcomings is the
Mersenne Twister. Marin Mersenne was a French monk
and mathematician of the early 17th century who focused
on numbers of the form 2" — 1, especially prime numbers of
this form. Two Japanese mathematicians and computer sci-
entists, Makoto Matsumoto and Takuji Nishimura, devel-
oped the Mersenne Twister in 1997. The period for this
algorithm is 2"_1, which is the prime number 4.315 *
10" Tusesan algorithm thatisa twisted generalized feed-
back shifter. The “twist” is a transformation, which assures
equidistribution of the generated numbers in 623 dimen-
sions.’ There is much less correlation between successive
values. Itisafastand efficientalgorithm. Aswith all pseudo-
random number generators, the Mersenne Twister should
notbe used in areas of cryptology. Butitisa reliable genera-

tor for use in stochastic modeling,.

To be considered a generator of worth, it is generally sub-
jected toaseries of statistical tests. One of the most stringent
sets of tests is the Diehard Battery of Randomness Tests, de-
veloped by George Masaglia at Florida State University and
first published in 1995". This is a battery of 15 statistical
tests (some with very colorful, descriptive names) used to
measure the quality of a set of random numbers. The values
generated from the Mersenne Twister pass the Dichard

tests.

The Mersenne Twister is quickly becoming the RNG of
choice for many applications. The prepackaged scenarios
developed for the Academy’s C-3 Phase 2 work used a
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There is substantial discussion in the
statistical literature that emphasizes
the use of a quality random number

generator.

robust RNG which was a variant of the Mersenne Twister.
There is substantial discussion in the statistical literature
that emphasizes the use of a quality random number gener-
ator. A thorough audit of stochastic testing should address
the underlying RNG. “An expensive house built on shaky
foundations is a shaky house. This applies to expensive sim-
ulations as well.”® At Lewis & Ellis, we have implemented
the Mersenne Twister as an Excel add-in and asa DLL.

* * * * * *
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Avian Influenza—
A Note on
Reinsurance for
Small Companies

By Howell Pugh

Why is there concern?

There is one fact that keeps me concerned about
the spread of avian influenza and the possibility
of conversion into human influenza. Itappears to
have the same mortality pattern thatis associated

with pandemic influenza.

Normal seasonal flu is deadly to infants and
elderly. Pandemic influenza is deadly to young
adults in the prime of life. Ironically, it is those
with the strongest immune systems who have
the higher relative death rates. Doctors believe

that the new strain of flu causes the immune
system to kick into overdrive in an attempt to
expel the virus. This is called a “cytokine
storm,” which can lead to immune cells attack-
ing body systems and flooding the lungs with
blood.

The two graphs on below pointto thisasa possi-

ble concern.

What are the options for small
companies?

Larger insurance enterprises that are looking at
their risk management can take some credit
against their overall capital needs by relying on a
diversification of the risk elements. Smaller com-
panies do not have as much leeway because they

are generally relying on fewer lines of business.

Instead they are reliant on reinsurers who take on
the role of aggregating risks to achieve the law of
large numbers. I think thatsmall companies need

to begin a dialogue with their reinsurers about

% OF ALL CASES

Data from Today

An analysis of demographic data published by WHO shows the
following age distribution of human H5N1 influenza cases (n=126).
Fifty percent of cases were 17 years or younger; 75 percent of cases were
29 years or younger; 90 percent of cases were 39 years or younger. Most

patients were born after 1968.
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the level of safety versus risk that the reinsurers are providing in the case of

avian influenza pandemic.

I suggest that the small company actuary begin with a letter to each of their

reinsurers:
Dear Reinsurer,

I'would like to open a dialogue with you regarding your company’s abil-
ity to providean assured paymentof death and health claims in the event
of an avian influenza pandemic. The World Health Organization re-
ports that avian influenza H5N1 has now been found on three conti-
nents, over 35 countries, and has caused over 100 human deaths since
1996. There is concern that the flu virus will acquire the ability to trans-
mit from human to human, which will lead to an influenza epidemic,

and some believe a worldwide pandemic.

There were two major flu epidemics in the twentieth century—1918
and 1957—along with a milder episode in 1968. Excess mortality per

1000 has been estimated as follows:

1918 1957
Below age 65 5.46 0.15
Age65and up 1.66 2.73

Source: Simenson, L, Clarke, M, et al, “Pandemic versus Epidemic
Influenza Mortality: a Pattern of Changing Age Distribution” Jour. of
Infectious Diseases, 1998; 178:53-60.

The CDC reports in the Federal Government Pandemic Plan that esti-
mated deaths will be 1,903,000 Americans based on 1918 mortality.

My concern is whether your company will be able to meet its obligations
ifweseean outbreakatalevel equal to the 1918-19 pandemic. Thisisdue
to the heavy concentration of term insurance that the reinsurance indus-

try has taken on in the recent past.

I know that your corporate risk people have already taken a look at this
possibility. Whatare their conclusions? How much of 1918 excess mortal-

ity can your company withstand?
As I am assessing my company’s ability to withstand shock mortality, I
would like to know how much reliance I can put on the expected payoff

from reinsurance that I should putinto my model.

Your Reinsurance Client Actuary. @
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Articles needed for Small Talk

Your help and participation is needed and
welcomed. All articles will include a byline to
give you full credit for your effort. Small Talk is
pleased to publish articles in a second
language if a translation is provided by the au-
thor. For those of you interested in working on
Small Talk, several associate editors are also
needed to handle various specialty areas such
as meetings, seminars, symposia and
continuing education meetings.

If you would like to submit an article orbe anas-
sociate editor, please call James R. Thompson
at815.459.2083

Small Talk is published quarterly as follows:

Publication Date = Submission Deadline
September 2006 July 15,2006

In order to efficiently handle articles, please use
the following format when submitting articles:

Please e-malil your articles as attachments in
either MS Word (.doc) or Simple Text (.txt)
files. We are able to convert most PC-
compatible software packages. Headlines
are typed upper and lower case. Please use a
10- point Times New Roman font for the body
text. Carriage returns are putinonly atthe end
of paragraphs. The right-hand margin is not
justified.

If you must submit articles in another manner,
please call Joe Adduci, 847.706.3548, at the
Society of Actuaries for assistance.

Please send a hard copy of the article to:

James R. Thompson

Central Actuarial Associates
866 North Hampton Drive
P.O.Box 1361

CrystalLake, IL60039-1361
Phone: 815.459.2083

Fax: 815.459.2092
Jjimthompson@ameritech.net

Thank youforyour help.
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