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MR. W. PAUL MCCROSSAN: I'd like to start by introducing our two panel members
and then just give a brief overview of what issuesthey will be covering. Chris Daykin
is the government actuary in the United Kingdom. As the head of the Government
Actuary's Department (GAD), Chris is, in effect, an actuarial consultant to the
government. He is not the regulator himself, but the person who provides actuarial
advice to the regulatory body, which is the Department of Trade and Industry. He
also has been involved in frequent visits to North America to discuss with Canadian
regulators about how insurers should be regulated. He has met with, and I believe
given testimony before, but I'm not sure about that, the Dingell subcommittee on
insurance with respect to insurance regulation in the United States. If we think in
terms of the balance in the marketplace, Chris can be described as a vendor of
actuarial government regulatory services.

Owen Reed is the vice president and actuary with Canada's largest insurance
company, Sun Ufe. He is a consumer of government regulatory actuarial services,
and from discussions, somewhat of an unwilling consumer of these services and he
might indicate areas in which he feels that he should be buying a different package.
Sun Life operates in Europe, North America and Asia, and has extensive operations in
the U.K., Ireland, Canada, the United States, Hong Kong, the Philippines and Indone-
sia. In terms of insurer solvency around the world, Owen can give a perspective from
someone operating in the three main continents of insurance services. Finally, Owen
was just elected last week as vice president of the Canadian Institute of Actuaries
and will be commencing a two-year term in that position.

I'd just like to review some of the issuesthat might be touched on. As you know,
the Task Force on the Appointed Actuary of the American Academy of Actuaries has
produced a position paper on the development of the appointed actuary in the United
States. We have just passed the 20-year mark for the appointed actuary in the
United Kingdom. The appointed actuary in the United Kingdom not only reports on
solvency of the company and gives an opinion on solvency, but is required to be in a
position where at all times, if asked, he or she could demonstrate that the insurer was
solvent and, if that is not the case, must immediately contact the government
regulatory authorities to commence discussions. This is an interesting aspect which
Chris could give some background on.

In the European Economic Community (EEC), the reserves are set up for solvency
based on a net level premium basis, but with resiliency testing, This is, in effect,
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demonstrating what happens if there are sudden adverse shocks, and Chris will
outline what those types of shocks might be and how people would report on them.

In Canada, some 19 years after the U.K., we adopted the appointed actuary. The
appointed actuary not only has to give an opinion on the solvency of the company,
but also has to do the dynamic solvency testing which, of course, is the subject of a
Society of Actuaries task force right now. Dynamic solvency testing means running
future economic scenarios on the expected future financial condition. Obviously in
the U.S. this year, there's a movement in the National Association of Insurance
Commissioners (NAIC) to move towards the appointed actuary. Canada has adopted
and the United States is going to adopt risk-related capital. You have the contrast
between the European approach of a more static capital with much more professional
emphasis on the reserves and the North American approach with risk-related capital
and maybe less discretion on the reserves - very different approaches.

Once again, comparing North America with Europe, which are two big markets, one
sees the difference in capital, the difference between dynamic solvency testing and
resiliency testing, and the fact that solvency opinions are required in Europe. Canada
has also adopted the policy premium method (PPM). We're on, in effect, a generally
accepted accounting principles (GAAP) basis for reserves even in statutory reports,
versus more of a net level premium approach used in Europe.

Chris also has been active in developments outside the Eastern Economic Community.
As I mentioned, he is a consultant in government services. He has been quite active
in helping governments in Eastern Europe establish regulatory regimes, and next week
he'll be going to the People's Republic of China to advise them on insurance regula-
tion. He is active not only in Europe in developing the standards in the EEC, but also
in the emerging markets in the Far East and in Eastern Europe.

Owen will discuss regulation as an entry barrier or even as a barrier to staying in a
country. If a company has significantly different regulatory requirements in terms of
solvency testing in different companies, it might not enter a country and to decide to
leave a country. Owen is going to cover the issue of regulatory overhead, which is
building up for a company that is operating in many continents with the different
approaches as well as the difficulties in compliance that a large multinational company
faces. With that as a sketch, I'Ucall on Chris Daykin to outline recent developments
in Europe, because we're headed towards the single act very shortly.

MR. CHRISTOPHERD. DAYKIN: I think I'm going to talk mainly about developments
in the European Community, particularly in the U.K., although Paul did suggest I might
touch briefly on some other parts of the world. First, I'd like to give a little bit of
background on the way in which the European Community developments have been
going in recent years because they may not be entirely familiar to you. The European
Community started in 1957 and quite early on in the development of the community
it was decided that we should begin to enable insurance to be sold more easily right
across Europe and to bring down the barriers that might prevent that from happening.
The initial endeavors were to create the possibility of "freedom of establishment,"
which means the freedom to set up branches in the other countries of the communi-
ty. The concept was that each company that wanted to operate within the European
Community would be supervised in the head office member state, the member state
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where the head office was situated, and that its supervisor or regulator would be
responsible for checking on the overall solvency of the company.

Then, the company would be free to estabSshbranches in any other country and the
local regulators would only concern themselves that the branch assets exceeded the
branch liabilities - a limited solvency test without any requirement for a solvency
margin or risk-based capital (RBC). The aim was to create a slmJcture of solvency
margins that are essentially equivalent to your concept of RBCwhich would clarify
the point at which the regulator could intervene in the affairs of the company.

We set up a two-stage interventionsystem. First,you define a solvency margin and,
providedthe free assetsof the company exceedthat solvencymargin,you have a
green light situationwhere there is no intervention in the affairsof the company. If,
however, the free assetsof the company fall below the level of that solvency margin,
while remainingabove the level of something calleda "guarantee fund," then that
gives the supervisoran amber light to intervene and to seek from the company a plan
for the restoration of a sound financialposition.

If the free assets fall below the second _gger point, the level of the guarantee fund,
then there is immediate regulatory interventionto seek additionalcapital, or failing
that, to closethe companyto new businessand withdraw its license. Now, the
guarantee fund has nothing at all to do with guaranteefund as used inthe American
context. It's simply a term that is used to refer to one-third of the solvency margin
requirementand is just the lower intervention point.

In order to determine what this solvency margin should be, there was some work
done by a Dutch actuary, who was head of the Dutch Supervisory Authority in the
1950s, which was essentiallybasedon risk theory as then understood,and which
concentrated on the liabilitysiderather than the assetsside. He came up with the
proposalthat for life insurancebusiness,there shouldbe an RBC requirement of 4%
of the mathematical reserves;and this was not to depend on the type of business. It
was just a straight 4% of the mathematicalreserves.

When the EuropeanCommunity decided to introducethis formula, they decided to
put in an extra formula relatingto "capital at risk." Capital at risk is the excess of the
sum assured over the amount of reserveheld; so that's an extra amount of capital
required to take care of mortality risk. Now, the rules that were established didn't say
anything about how the assets or the liabilities were to be valued, but that the assets
must exceed the liabilities by this defined amount.

The later stage in this game has been the agreement last year of some framework
directives -- there's a life one and a nonlife one - and these take the process forward
because they are designed to enable companies to not only establish branches in
other countries, but to also operate quite freely throughout the European Community
on the basis of a single license obtained in one country. This could be a model which
could be useful, for example, in the United States if the regulators could agree that
one regulator would be the prime regulator and the others would then accept the
regulation carriedon elsewhere.
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This is now the situation in Europe. This becomes effective from 1995 in its full
form, but is already approved and agreed and is in the process of being implemented.
There is total mutual recognitionof supervision,so that each regulator recognizesthe
regulation in other countriesand is not permitted to add any further layersof regula-
tion regardingsolvency, althoughthere is stillthe possibilityof localregulationof
sellingand marketing practices. Under this process,no priorapprovalof productsor
premium wordings or premium rates is permitted. That is a major shift as far as
some of the EuropeanCountriesare concernedsince the system of supervision
operating,for example, Germany, up to now, relied very heavily on the approvalof
the product at the initialstage and agreeingthe premium rates that were to be
charged, and then the companysimply had to follow that through and implement it,
including the reservingbasis.

There will be some restrictionson the assetswhich can be held by companies,but
they're very broad in their context. They effectively amount to sayingthat you can't
invest all your assets in equitiesor realestate and certain, more speculativetypes of
assetswould be restricted. Now, the difficulty in the whole process is agreeingwhat
constitutes adequacy of technicalreserves becausethere was some concern that
some counl_ieshad a more liberalsystem than others. Some had a very structured
and formal system and others relied heavily on the role of the actuary.

Now, the European Community has had a lot of discussion about this and the
process they went through is to ask the actuarial profession through the Groupe
Consultatif (an umbrella body that represents the actuarial associations of the
European Community), how to arrive at a solution of what constitutes adequacy of
reserve, which will be acceptable to all of the various philosophies. The commission
sought the advice of the Groupe Consultatif on a set of actuarial principles for the
reserving for life insurance. The principles that were proposed by the group were
implemented into the life framework directive. So the framework directive does not
lay down any specific reserving requirement. It doesn't lay down rates of interest or
rates of mortality or anything as specific as that. It sets out a series of ten principles
that every supervisor within Europe either has to comply with or ensure that they will
be complied with under their own processes.

First, there should be a prudent valuation of all future liabilities of the company.
Second, these reserves should include an appropriate margin for adverse deviation.
This, I think, reinforces the point that Paul was making, that this is not a best
estimate, GAAP-style valuation. It's a valuation that includes a margin for adverse
deviations and that's expected. The method of valuing the liabilities must take into
account explicitly the method used for valuing the assets, so one would expect it to
differ according to whether the assets are valued on book values, on market values,
or how assets are dealt with.

The valuation methods must essentiallyderive from the calculationof individual
provisionsfor individualpolicies,althoughit is permitted to use approximatemethods
where they can be demonstrated to give an adequate result. There may be some
cases where an additionalgeneral reserveis required,for example, in relationto tax
liabilitiesor acquired immune deficiencysyndrome (AIDS).
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The reserve held in respect to the policy must exceed any guaranteed surrender value
that exists on the policy and must be calculated using a prudent rate of interest
having regard to the return on the assets. Then there must be prudent allowance for
future expenses of running the business in order to ensure that the company has
sufficient resources to be able to run off that business should it be closed to new
business.

Then the method of valuation must take into account future bonuses. This doesn't

stipulate that there must specifically be a reserve in respect to every type of future
bonus. Certain types of certain bonuses, terminal bonuses for example, are often
covered by appreciation on assets and may not be the subject of a specific reserve
other than perhaps the difference between the market value of the assets and the
book value. Last, the method of valuation must recognize profit in an appropriate
way. This doesn't seem very relevant from a U.K. perspective because the statutory
returns are not used in any way for the recognition of profit in company accounts,
but in most other countries in Europe the same set of accounts is used both for the
shareholders and for the regulator.

This whole process represents a very major shift as far as most of Europe is con-
cemed, particularly in respect of the absence of prior approval of premiums. There is
also a shift taking place towards market-value accounting or fair-value accounting.
We've had in the U.K. for many years a requirement for the regulatory returns to be
completed on a market-value basis, but it hasn't been compulsory for shareholders'
accounts. Nevertheless, most companies do report on a market-value basis.

In other parts of Europe, the tradition is to use book values. Indeed, in some coun-
tries - again, Germany is an obvious example - book value is not just the value at
which the company bought the assets, but it's the lowest value that those assets
have ever had in the market. If the market goes down, the company writes them
down. If it goes up, it doesn't. Germans have a very conservative approach to asset
valuation in principle, but now that must be changed because under a different
directive, the accounts directive, all companies in Europe are required to disclose their
market values. They still have the choice of actually doing the accounts on a book-
value basis and simply disclosing the market value in a note to the accounts, but it
must be disclosed.

Another point is that throughout Europe the tradition has been to set the reserving
basis the same as the premium basis, so that the initial product approval process not
only approves the premium basis but also defines how that businessshould be
reserved for in future years; because the same technical assumptions are used
throughout, both for the premium and for the technical reserves. Now, that's not the
case in the U.K., the Netherlands, Spain and Ireland where we separate the two
concepts and say the premium basis is a commercial decision as to how the com-
pany wants to sell the business, but the reserving basis must be prudent and
conservative.

That now isa possibilitythatopensup marketsthroughoutEuropeand thereis
undoubtedlygoingtobe a much greaterrolefortheactuaryinthisprocess,because
the company will no longer rely on the supervisor to approve the premiums. Com-
panies will have to come to a commercial decision based on actuarial advice as to the
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appropriate level for premiums. There's alsogoing to be a good deal more disclosure
of what's going on. A lot of informationthat has untilnow been hidden from the
consumer in some Europeancountries will now be in the publicarena and, undoubt-
edly, there will be a great dealmore competition throughoutEurope.

That's the Europeanscene in which we find ourselves. The U.K. probably has the
most developed life insurancemarket in Europein terms of the variety of products
availableand, as the moderator said, has had the appointedactuary system in place
now for 20 years. In the form in which we now have it, we've had sort of an
appointed actuary system for 120 years, but it's only 20 yearsago that the appointed
actuary was given this formal professionalresponsibilityfor monitoringthe positionon
a continualbasis. That's not in the law. It's inthe actuarialstandards of practice.
The actuary has that obligationto satisfy himselfor herselfthat at any moment, if he
or she were to carry out a valuation, the situation would be satisfactory.

The professionalstandard also goes on to say that if he or she is at any time con-
cemad that the situationis deterioratingand that the company is not taking the
sufficient measures to alleviatethe situation, he or she shouldgo and talk to the
regulator. In practice, that means coming to talk to the Government Actuary's
Department. The Government Actuary's Departmentacts as actuarialadvisorto the
regulator. We have about 15 actuaries on staff involved in regulatorywork; about 11
are life actuaries and the othersare property and casualtyactuaries. We have regular
contact with the appointedactuaries. We visit the companies. We review their
financial statements and we are responsiblefor recommendingto the Department of
Trade and Industry whether any regulatory action is required. Eachtime a new
appointed actuary is nominated by the company, I invite that individual in for a chat,
usuallyfor about an hour, to discusstheir responsibilities,their role within the com-
pany, their accessto the board of directors,and so on.

In the U.K., we have very strongactuarial involvement. The regulation for reserves in
the U.K. placesresponsibilityfirst and foremost on the actuary. We do have a
fall-back minimum valuationrequirement, but the main valuation regulationis about
three lines and says that the actuary shall make properprovisionon prudent assump-
tions for all the outstanding liabilities.

These are some of the issuesthat we're facing inthe solvency arena in the U.K.,
some of which may be familiar on this side of the Atlantic as well and some of which
not so. Let's just look at these items. I want to talk briefly about the question of
falling investment returns, resilience testing and how that compares with cash-flow
testing, dynamic solvency testing, accruals accounting, which is a form of fair-value
accounting in the U.K, a shortage of capital leading to problems with growth in some
areas of the industry, concerns over the measurement and disclosure of financial
strength, and finally some issues relating to modem financial instruments.

What has happened to investment returns? Over the last 10-15 years, investment
returns in the U.K. have been extraordinarily high and returns on participating policies
have been approaching 15-20% a year on average over a lO-20-year period.

Extremely high returns have produced very good value for money for the policyholder.
Of course, it has been a while since inflation has gone up to quite high levels and
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now we're in a completely different game. Inflation in the U.K. at the moment is
about 1% and obviouslyinvestment returns have declinedcorrespondingly.We are
seeing a situation where people can't expect the previous levels of bonusesto
continue.

In the U.K., we have a system of bonusdistributionthat might be unfamiliarto people
in North America. It involvesaddingto the guaranteedsum assuredan amount called
a reversionarybonus. Eachyear some bonus will be declared that will be added to
the guaranteed sum assured, but then the main partof the bonus often comes in the
form of a terminal bonusthat is not declared until the policy becomes a claim on
maturity or death. These terminalbonusesare usuallya very major element of the
total payout. A typicalsituationon a life insuranceproduct, a lO-year endowment
policy in the U.K., would be for only one-thirdof the total payout to be represented
by the guaranteed sum assured. Another third would have accruedover the period of
the policyin terms of reversionarybonuses. The final third would just be allocated at
the end as a terminal bonus.

Cleady, with the investment returnsfalling, there is a process of managingthe
reduction in the bonuses,particularlythe terminal bonus. The one that is most
difficult to manage is the reversionarybonus, because any bonus that you add in that
form becomes a liability and reduces the company's freedom of investment. In so far
as the bonus is distributed as a terminal bonus, the company's left with a lot of
freedom in its investments. Since the company doesn't have to lock into any
particular guaranteed liabilities, the result is that moat large life insurance companies in
the U.K. invest about 80% of their assets in equitiesand realestate.

Common stock and real estate make up probably 80% of the portfolioof traditional
life insurancecompanies inthe U.K., althoughthat's changing a littlebit because
more and more of thesecompanies now have particularblocksof businessthat may
requirea different investment policy. There's a strong tradition of notionallyallocating
assets to blocks of business. For example, if the company has a portfolioof annui-
ties, that will be very closelymatched with appropriatefixed-interest securitieswhich
will be dealt with as a separateissue by the actuary as compared with the main block
of with-profits business. Also inthe U.K. approximately half of new businessis
variable unit-linkedbusinesswhere the value to the policyholderis directlylinkedto
the value of the assets. That type of business requiressome differentmethodologies
since those assets are almost exclusivelyinvested in equities.

Let's talk briefly about the resiliencetest. As Paulmentioned, we have had within
Europea tradition of using the net premium method of valuation for technical re-
serves. That has changed quite a bit in the U.K. in recent years, because, for the
unit-linked type of business,it's not a very appropriatemethod of valuation. Since
the early 1970s, we've been usinga gross-premiumcash-flow method of valuation
for unit-linkedproducts. The net premium valuation has been retained, becauseof its
virtues, mainly for controllingwith-profits business. It avoids havingto make explicit
assumptions about bonusrates in the future and enablesthe bonusto emerge in a
controlled way.

That works quite well for certain types of business. For annuities,for example, the
valuation rate of interestgoes up and down in line with the market and, provided the
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assets are quite closely matched to the liabilities, the company doesn't experience
much strain and can happily ride changes in the market situation. Wrth the profits
business, however, the net premium valuation is not as sensitive to the rate of

interest as the value of the assets and there are strains as the market goes up and
down. The introduction of the resilience test was an attempt to make companies
look ahead at the possible impact that changes in the investment scene could have
on their business.

In principle, the actuary should be carrying out a cash-flow testing approach all the
time in order to satisfy himself or herself that the future adverse scenarios that come
up can be adequately met by the company. That's an underlying assumption
regarding the appointed actuary system. Because of this continual monitoring
process, scenario testing must be going on. The regulationsrequire the actuary to
check that the possible future changes in the value of the assets can be dealt with by
the company; and that's not just in terms of the cash flows, but it's really a question
of would they still be able to demonstrate solvency tomorrow if the assets suddenly
changed value.

The GAD introduced this working rule as a way of looking at companies' returns and
asking questions. We introduced it to actuaries initially in an informal way and then it
became more formalized. What would happen if the fixed-interest bond yields
changed by 300 basis points either way? What would happen if there were a
sudden 25% drop in the company's real estate or equity values? Would it still be
able to set up reserves that would be adequate and meet its solvency margin?

We introduced these tests and actuaries began to do these tests and indeed to
disclose in their returns to the regulator that they had done them. In fact, they are
quite stringent tests. It differs from dynamic solvency testing in that it's not really
concerned with the cash flows, but with ability still to meet regulatory requirements in
the event of adverse scenarios.

One of the problems that we had within Europe is that the U.K. system of regulation
involves both heavy responsibility of the actuary and these resilience tests. This
approach was completely unknown as far as the other European countries were
concerned. On the other hand, we had a reputation in Europe of having very weak
reserving standards; because we didn't have a rule in our law that precluded you from
using more than 3.5% net premium valuation. In fact, tests that were carried out by
companies operating in more than one territory demonstrated that the U.K. reserves
were often about 50% higher than in any other European country. I think the danger
is more the other way around because the U.K. has such a tight system of regulation
through the actuarial profession and the involvement of GAD. We were handling risks
that other supervisors hadn't even thought of, like the risk that inflation might push up
the expenses in the company and the margins on products would not be adequate to
cover them.

Let's turn to the issue of accruals accounting. Because the statutory accounts are on
a fairly conservative basis, there has been a general push from the accounting
profession and from the stock market for a more realistic system of accounting for
the purposes of declaring profit and demonstrating the value of a company. There
has been a lot of discussion on this in recent years. There is fear by actuaries, I
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think, that this would undermine their reporting control on the company. On the
other hand, there is a desire by companies to demonstrate that they had good
shareholder value to avoid being underpriced on the stock market, which could lead to
takeover situations.

Market value is always used for the assets these days. The question is, how can one
value the liabilities on a fair-value basis which doesn't hold back the emergence of
surplus to the same extent as a statutory basis? When a company writes a product
in the U.K., it costs money. A company doesn't make profit on it usually until five or
ten years down the road when the statutory basis allows it to get the surplus out.
Initially, it's very costly and very capital intensive to write new business.

Now, the idea of the accountants was to say, "Well, you did most of the work as far
as the company is concerned when you wrote the policy. A lot of the work goes in
selling it, the marketing process, and the writing of the business. Let's recognize that.
Let's have the profit recognized when the company has written the policy rather than
ten years down the road."

The accruals accounting process is a method of valuing the business on a gross
premium basis which doesn't hold back the emergence of surplus. Indeed, it allows a
company to recognize profit in proportion to the work done and therefore much of the
profit emerges at day one when the policy is written.

One difficulty with this is that a company may show this is as profit and may say,
therefore, the value of the businessto the shareholdersis so much; but the actual
amount that can be distributedto the shareholdersis controlledby the regulatory
process and the regulatoryreturns. Companies are, for the most part, committed to
distributing 90% to policyholdersand 10% to shareholdersout of the regulatory
surplus. They can't change that proportion unlessthey go through a process of
telling all the policyholdersand allowingthem to complainto the regulatorand so on.
The profit that is disclosedthrough the accrualsaccountingprocess may well not be
distributable and that will be one of the difficultiesof disclosingit.

Briefly on the question of shortage of capital, becausethe reservingrequirements are
strong, companies have said it makes it very difficultto write new business. In fact,
they are refusingto take on certaintypes of business. Pensionfunds and pension
planshave had difficultywhen they wanted to discontinuebecause they couldn't find
an insurancecompany willing to write deferred annuitiesof the sufficient volume for a
pensionplan to buy out its liabilities. There's alsoa strict controlwithin most
companies on how much new businessthey can write in orderto avoid getting into
difficultieswith the solvency margin requirements.

This has lad to more and more companiesfocusingon product designsthat are not
so capital intensive;these are mostly unit-linkad styles of product with very high
front-end Ioadingson the policyholderso that the first year or two of premiums
doesn't actually give rise to any units and the units only beginningto accrue in later
years. That effectively diffuses the capitalsituationfrom the company's point of
view.
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Mutual companies have particular problems in trying to grow in this environment and
there have been several demutualizations or proposals for demutualizations which
have usually involved the transfer of the whole of the business of the mutual com-
pany into a new proprietary vehicle, often in several cases owned by a bank or some
other deposit-taking institution.

Reinsurance has also been a way out of capital shortage. Financial reinsurance
products have grown over the last few years.

Financial strength is clearly the responsibility of the regulator, but there also is a
problem on the marketing side because the independent financial advisors, the
interfinancial associations and brokers, have an obligation under the financial services
legislation to give the best advice and to satisfy themselves as to the quality of the
products and the companies they're recommending. Therefore, they felt that they
have a need to look at the financial strength of companies and they do this very often
by looking at the so-called form nine ratio, which is the front page of the statutory
blank which shows the solvency margin situation, the assets and liabilities.

The unfortunate thing about this ratio is it doesn't really pertain to the strength of the
actuary's valuation which varies a good deal between companies in the U.K. because
there isn't any statutory basis. Therefore, a lot of companies have considerable
hidden strength which doesn't appear through this process. There's also a question
mark in my mind as to whether this is an appropriate way for brokers to behave,
because the companies that have the greatest strength in terms of this ratio are often
the ones who are simply not distributing the profits they're making. They're holding
profits back and keeping a big solvency margin, so there isn't any direct correlation
between good value for money to the policyholder and financial strength as measured
by this ratio. Provided a company is in a reasonable state with regard to its financial
strength, there are much more important issues like what investment performance is
like, how much is being passed onto the policyholder, what expense levels are like,
and so on.

With respect to derivative instruments, I think the life insurance industry has been
slow to really pick up on all the different financial instruments that are available in the
market. Perhaps that's just as well because some of them are fairly difficult things to
get involved in, but now there is an increasing use of options and futures and
warranties and so on within the insurance market, and some of them are being used
to back particular types of products. In the U.K., we had unit-linked products in the
1960s and early 1970s which had maturity guarantees. So apart from having the
benefit of assets moving in line with the market, a policyholder also had a guarantee
that he'd at least get his money back through a guarantee, for example, of the return
of premiums.

Actuaries did some work using stochastic modelling in the mid-1970s and demon-
strated that the reserving requirement for these guarantees was colossal and all
companies stopped writing the business. They are now coming back into the market,
but using options so that the guarantee would be matched against an option written
with a triple-A-rated deposit-taking institution, usually offshore. This practice raises all
sorts of difficulties from the perspective of regulation and disclosure partly because
one has no idea how the institutions in question are being regulated and whether they
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are setting up any reserves for these considerable risks that they're taking with the
options.

As we come into this brave new world of Europe 1992, as it's referred to, because
December 31, 1992 was the date set for the completion of the legislation for the
single market, we're now going to see a completely new market situation developing
within Europe with companies beginning to operate much more across the whole of
Europe. That will mean a lot of new types of contracts becoming available. Some
countries will see this more than others. The ones that have had a very tight system
of control will see an emergence of a whole new range of possibilities.

I believe that the way forward in terms of regulation in the U.K. may be perhaps to
relax on the resilience test approach, but to enforce dynamic solvency testing through
the profession. It's very interesting to see how this has been developing in Canada in
particular, but it also seems to be becoming part of the U.S. scene with the cash-flow
testing concepts. What we're really moving to is having the actuary responsible for a
financial condition report, which is not just on the current situation, but looks forward
and says this is the way the company is going and these are the sorts of contingen-
cies which could adversely impact on the company in the future.

There's also a question as to whether we could improve our RBC. Our formula is so
crude at the moment at 4%. Perhapswe could do something more sophisticated,
but I think our view in Europe at the moment has been to concentrate on the
technical reserves as establishing appropriate margins for risk. The main objective of
the solvency margin is simply to give a mechanism for the supervisor to intervene. It
doesn't really represent RBC.

That's just a brief overview. Further east than the European Community, we have a
whole range of new markets. There isn't time to talk about them all but in Russia,
for example, there are more than 1,000 insurance companies now and the regulatory
process began in Russia less than a year ago.

They had a whole year of total deregulation, after the end of the Gorbachev period,
during which time most of these 1,000 insurance companies ware established with
minimum capital. So, they have a very serious situation to face in terms of bringing
these companies under control, and insuring both proper capital standards and proper
management of these companies by people who, for the most part, have absolutely
no experience of insurance; because they didn't have insurance in the way that we
understand it in the former Soviet Union. They're allstretching their intellects in order
to get around this very considerable problem. Things are not quite as uncontrolled as
that in the other Eastern European countries, but there are big challenges there as
well.

MR. OWEN A. REED: The fact of the matter is that, as recently as a week ago, I
didn't expect to be here. Having made the effort to come here, I would like to _ve
a little bit of fun in the process. I was warning Chris I was going to take a couple of
digs here and there. I was asked to comment on barriers to entry and staying in a
particular territory. Obviously, all the regulatory requirements themselves are potential
barriers and the multiplicity of requirements in all the different territories all adds up to
a considerable chore.
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It's recognized that the Canadian industry is well run. I said to Chris, "Why can't the
U.K. regulators look at my company on the basis of its Canadian statutory return on
its worldwide operations?" A particular barrier to entry is sometimes the accounting
convention which is imposed by the home territory when compared with, say, the
U.K. convention. For example, in Canada, common stocks are amortized towards
market value on a set basis. In the U.K., the companies can pull in the difference
between market and book on a totally discretionary basis. For example, if companies
were competing in a marketplace, European companies could really gear up the
dividends on their policies compared with what could be done by a Canadian com-
pany in Canada operating under its rules.

I also was asked to comment on branch versus subsidiary considerations. In the first
place, the law of a particular country could well be cast without thinking of branches
at all but only thinking of domestic companies and subsidiary operations. A case in
point is the U.K. The law is not cast with branches in mind and, as a result, our
returns to the U.K. for regulatory purposes are imposed on our worldwide operations.
We have to file a return on the worldwide operations and also a return on the
European Community business; that is to say on the U.K. and Ireland business.

There are income tax considerations, of course. Another consideration is which
alternative makes capitalization of the operations easier. It's obviously easier to
capitalize under a branch operation than it is under a subsidiary operation.

I'd like to make one point which I consider to be very important, particularly with all
this discussion about accounting principles; when you determine reserves using
discounted cash-flow-scenario testing techniques, it doesn't matter what the account-
ing convention is, at least with respect to the assets backing the reserves.

The actuary tests for a set of assets that have sufficient cash-flow potential to cover
the expected liability outflow. When you get this set of assets, the reserves that you
need in Canada are the book value of those assets. In the U.K., it's the market value
of the assets. In the U.S., it's the book value of the assets. So absent any particular
scenario-testing requirements, such as Chris Daykin's plus or minus 3% tests and so
on, the actuary would have the identical assets and just change the reported value
according to the accounting convention.

Now, what this means is that if a company is solvent on a book-value basis, it's
solvent on a market-value basis. That is an axiom and vice versa. Unfortunately, this
truth is having difficulty working its way through the regulatory thinking and certainly
through the accounting thinking. Yesterday we were hearing about the Financial
Accounting Standards Board (FASB) and it's virtually going to impose market-value
based accounting on us. For Pete's sake, when was the last time anyone ever had a
good word to say about a FASB edict? Yet these people are going to impose market-
value accounting on us.

At this point, there may be some people here from smaller companies who might like
to point out that they don't go in for discounted cash-flow testing and so forth. I
guess I like the New York approach to this problem. If you don't do the testing, beef
up the reserves. That's the same approach that's used in Canada. Where there's
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more doubt about the actuarial assumption, you have to put more provision for
adverse deviation in the assumption that you use.

I'd like to say something about the different territories and how they stack up
comprising the strength of the reserves and the strength of the RBC requirements in
the overall situation.

In the U.K. and Ireland, the accent is definitely on strong reserves. In addition, they
have very rough RBC requirements. My categorization of these territories is that they
are keyed to the wind-up situation rather than the going-concern situation. They
simply don't want any insolvencies. The reserves are strong because they have to
meet conservative statutory requirements, including minimum margins on the interest
rates and satisfying these stress tests.

Let's consider single-premium annuities. The U.K. reserves are strong and, in addition,
there's a 4% capital requirement. For the U.S. actuaries, this is heavy stuff when
you consider the small C-3 component in the U.S. It seems to me a clear case of
overkill. But in defense of the U.K., I believe they had to buy into the European
Community's RBC requirements. Their assets are on the balance sheet at their
market values, but virtually all companies have an investment reserve. So when they
keep their accounts, the book values of all the lines of business add up to market
values minus this investment reserve; so they're not really on a market value basis.

Moving on to other territories, Hong Kong insurance law is based on the U.K. setup.
However, the reserves need not be as strong and there are no RBC requirements.
There's a flat-dollar hurdle that you have to meet.

The Philippines insurance law was modeled after the typical UoS. state law of some
decades ago. For individual insurance, the statutory minimum reserve is a 6%
Commissioners Reserve Valuation Method reserve. The Philippines environment is
one where the inflation rate is 8-9% and the after-tax investment yields are about
14%; so the 6% reserves actually turn out to be relatively strong. Invested assets
are valued as for U.S. statutory purposes, with the exception that real estate is valued
at fair value. The problem with the Philippines is its exchange controls. It's not too
easy to get money out and so you think twice before you put money in.

We don't operate in Australia, but I've had some exposure to it. Currently, it is set
up similar to the U.K. It is heading for dual reserves with one set of reserves for
income purposes and a stiffer set of reserves for statutory purposes and, in addition,
some RBC requirements. For example, their common stock requirement is 40% of
the market value of the stocks, and it's higher than the U.S. requirement because the
Australian market has been more volatile.

One of the problems in the U.S. is that the regulators don't seem to hold us actuaries
in too high esteem and I guess we're to blame in part. We have had the valuation
actuary concept in Canada for about 15 years and I believe there have been very few
cases of complaints of unprofessional conduct. Needless to say, the sooner we gain
the confidence of the regulators in the U.S., the sooner we can get on with a logical
valuation system.
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One of the problems in the U.S. is cleady that actuaries have done scenario testing,
but they seem to have a little difficultyin bitingthe bullet as to where to set the
reserve itself. I believethe solutionto that is for the regulatorsto specify a couple of
scenariosthat simply have to be met and then we can allget on with the job. U.S.
statutory minimum standardsare not always as strongas Canadianstandards,
contraryto popular belief. However, the U.S. premiumdeficiencystandard and, for
that matter, the similarU.K. standard, is undeniablytough on locallow-premium/
annual-pramium business.

This situationmay have actually triggeradsome solvencyproblemsbecausea lot of
brain power was expended on how to avoid these deficiencyreserves. Instead of the
regulators coming up with a compromise, they're all living with these tough rules. My
own company thinks that the U.S. standard nonforfeiture law is itself a threat to
solvency inthat it requiresguaranteedcash surrendervalueswhich, as we all know,
can lead to rapid and severe disintermediation. We're allbecomingfamiliar with the
proposed U.S. RBC requirements. The result from my own company on a U.S.
branch would seem to be reasonableoverall, but I feel myself that the C-3 require-
ments are a bit skinnyand the C-2 requirementsfor group life are on the high side.

Moving to Canada, I guess Paul saidsomething about the setup. We've moved to an
income-type reserve supplementedby surplusappropriations. Forexample, if the
reservesturn out to be less than the cash surrendervalues, you appropriatesurplusto
make up the difference instead of adding it to the reserve. We have RBCrequire-
ments and we have dynamic solvencytesting, as has been mentioned. I'm not
entirely satisfiedmyself with the new system we have. I think it could be improved
upon,

As I've said before, sincecash-flowtested reservesare cash-flow tested reserves,
they have equal strength in all the territoriesas far as I'm concerned;so which
territory has stronger reserves dependson things like statutory minimum requirements
which supplementthe cash-flow testing. In the U.S. and U.K. for annual premium
products, you have zero lapserate reserves and potentiallythey're the strongest. In
Canada though, the actuary has to set up a reserve for future expensesand it
dependson what the interestrate and the inflation assumptionsare. When the
reserve for expenses is added into the Canadianreserve, stronger reservescan be
requiredthan those in the U.S.

As you might have guessed,we tried the U.S. RBCon our worldwide operations as
well and we found that the surplusadequacy ratio was just about the same, which
was interesting. However, the Canadianregulatory authoritieswould requireus to
operate at 120% of formula, not 100%; so the Canadian requirementsare tougher
than the U.S. requirements. If we can get back to the exampleof single-premium
annuities,the Canadianrequirementsare expected, I intend, to be tougher than the
U.S. and I guessthe U.K. would probablybe the toughest of the three.

I mentioned that I thought the U.K. setup was keyed to the wind-up situation. You
probably know that the CanadianRBC requirements are keyed to the going-concem
situation, as are the U.S. requirements. My colleaguesat Sun Life thought it would
be interestingif we saidsomethingabout the attitude of the regulators. We think we
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can learn something from that. Each year on my own initiative, I visit the Govern-
ment Actuaries Department in London.

In the U.K., the published report actually contains a sort of mini valuation report. It
asks questions about how to devalue the liabilities, but probably because it's a public
report it doesn't really have that much meat. For example, I was really interested in
knowing how one company valued participating individual business. I believe their
report said something like they valued 87.5% of the dividend scale and they used a
valuation interest rate of 3.5%. As to why it was 3.5% and why it was 87.5%,
they had no idea. I presume Chris finds out why when he has the discussions with
the individual companies.

The Canadian report for us is consolidated worldwide and we go to considerable
trouble to make it as concise as possible. We've seen some companies' reports that
go on and on and are about one-and-a-quarter inches thick on just a few hundred
million dollars in liabilities. Our problem is that we must cover liabilities in different
territories and bring in the subsidiaries and so on, all converted to the Canadian
approach. I think we have about 60 pages in Canada, not counting the appendices
where you have to report the mortality assumptions and so on. I think that most of
the other companies tend to put together longer reports than that. The U.S. report is
quite a bit smaller because it doesn't have to cover the worldwide operations.

Finally, I can't recall any jurisdiction having a specific regulation on liquidity require-
ments, but such requirements would seem to be very likely in the future in at least
some form or another. On this one, I sincerely hope that we head off FASB in the
U.S.; in other words, get in some suggestions first of all. Meanwhile, aUthe higher
level examinations should spend some time digging into assetAiability management.

MR. MICHAEL J. COWELL: Owen, I was particularly interested in your comments
about the NAIC RBC from your perspective as a Canadian and I don't want to sound
overly defensive, having served on the industry advisory committee, but you com-
mented that you felt that the C-2 requirement for group life was on the high side.
That formula, which is ultimately 50 cents per $1,000 in net amount at risk, is
identical to what's in the minimum continuing capital and surplus requirements
(MCCSR) in Canada. In fact, the very modelling that we used to get there was
something that was developed by a couple of Canadian actuaries published in the
Transactions, so I'd be interested in your comment on why you feel the group life
requirement is too high. This is before the covariance adjustment with C-1
and C-3.

MR. REED: I believe I actually fed some comments to you when the U.S. formula
was being developed. I guess the question is, do you have a portfolio that is largely
fully experienced rated or not? If it's fully experienced rated, I think most big group
writers would say that the capital requirements are on the high side. We've done our
own work on this and we've got a muitiformula for group life. Basically, it seems to
equate roughly to about 30 cents per $1,000, which is what we get out of the
minimum continuing capital and surplus requirements formula because we have a
65% reduction factor that's applied to it because of the size.
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