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I ntroduction

For the last severd years, the Actuarid Standards Board (ASB) has been working to revise and update
the Financid Reporting Recommendations and Interpretations.

The following recommendations and interpretations have been replaced by actuarid standards of practice
(ASOPs) and actuaria compliance guiddines (ACGs).

» Recommendation 1 has been replaced by ASOP No. 10.
» Recommendeation 2 has been replaced by ASOP No. 21.
» Recommendeation 3 has been replaced by ASOP No. 21.
» Recommendeation 4 has been replaced by ASOP No. 11.
» Recommendeation 5 has been replaced by ASOP No. 10.
» Recommendeation 6 has been replaced by ASOP No. 10.
» Recommendation 8 has been replaced by ASOP No. 36.
» Recommendation 10 has been replaced by ASOP No. 28.

Please note that for gpplication in those states and jurisdictions that have adopted the 1990 Amendments
to the NAIC Standard Vduation Law and the accompanying Actuarial Opinion and Memorandum
Regulation, the following apply:

» Recommendation 7 has been replaced by ASOP No. 22 and ACG No. 4.
» Recommendation 11 has been replaced by ASOP No. 22 and ACG No. 4.

The following recommendations and their accompanying interpretations remain in effect at thistime:

» Recommendation 7 (where ASOP No. 22 and ACG NO. 4 do not yet apply).
» Recommendation 9.
» Recommendation 11 (where ASOP No. 22 and ACG No. 4 do not yet apply).

Statement Respecting the Structure and the Procedur es of
Financial Reporting Recommendations and I nter pretations

The following recommendations and interpretations are intended to interpret and amplify the gpplication
of the Guides and Interpretative Opinions as to Professional Conduct of the American Academy of
Actuaries in relation to the financia reporting of insurance companies, and are promulgated pursuant to
| nterpretative Opinion 4 inaccordancewith procedures prescribed by the Actuarid StandardsBoard. They
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apply to any actuary who acts for an insurance company in the preparation of a financid statement or
report, who contributes eements for incluson in any such financia statement or report, or who audits or
reviewseementsof any such financid statement or report, when such statement or report isto be presented
as having been prepared in accordance with “generaly accepted accounting principles’ or on a statutory
accounting basis, as those terms are understood in the United States, and is intended for stockholders,
policyowners, taxing authorities, regulatory authorities, or the general public, and is designed to show
operdaing results, solvency, or other aspects of financid condition.

It would be inappropriate to prescribe inflexible guides for the performance of the actuary’s work in
connectionwith thefinancia reporting of insurance companies. The selection of assumptions and methods
involves professiond judgment based on the circumstances applicableto aparticular Stuation, including the
purpose or purposesthat the actuary’ swork isintended to serve. The promulgation of uniform procedures
or prectices that fail to take into account such circumstances and variables would be unprofessond.

Ontheother hand, thereismerit in adopting astatement of principlesrdating to the gppropriate application
of actuaria sciencetothefinancia reporting of insurance companiesand to adequate disclosure of pertinent
and materid facts. It is believed that the making and the observing of such a statement of the basic
reponghilities of the actuary will tend to minimize the possibility of misunderstanding or misinterpretetion
by those relying on his or her work and the likelihood of need for disciplinary action under Article VIII of
the Academy’s Bylaws.

A requirement commonto al actuaria proceduresisthat assumptionsand methods be sel ected and applied
with integrity, informed judgment, and perspective in relation to the purpose for which the results are
intended.

Assumptions and methods may appropriately be different in caculations related to the same period or
moment in time but intended for different purposes. For example, the statutory vauation of insurance
reservesfor useinfinancid reportsto Sate regulatory authorities or the valuation of insurance reserves for
use in federal income tax returns may require different assumptions and methods from those used for
reserve vauations and related caculations in connection with financid statements that are prepared in
accordance with generally accepted accounting principles.






ACTUARIAL STANDARD OF PRACTICE

RECOMMENDATION 7:
Statement of Actuarial Opinion for
Life Insurance Company Statutory Annual Statements

(Adopted 1975; Revised 1978)

This Recommendation delineates the responsbility of the actuary in Sgning the type of statement
of actuaria opinion which is described in the Ingtructions to the NAIC Life and Accident and
Hedlth Blank as adopted at the June 1975 mesting of the NAIC Blanks Subcommittee. Such
opinionrelatesto the policy and contract reserves and other actuarid items contained in an Annua
Statement of a Life Insurance Company to a date regulatory authority, i.e, the “Statutory
Statement.”

The statement of actuarid opinion should list theitemsand amounts on which the actuary expresses
an opinion. The ligt should include but not necessarily be limited to the aggregate reserve for life
policies and contracts (Exhibit 8 of the Statement), aggregate reserve for accident and health
policies (Exhibit 9 of the Statement), net deferred and uncollected premiums, and policy and
contract damsliability at the end of the current year (Exhibit 11, Part 1 of the Statement). The
actuary need not extend his or her review to items other than those specified in the Ingtructions,
except possibly in instances where such items are computed by means of along-term discounting
of future payments which are dependent upon the occurrence of eventsin the future. Examples of
such items might include additiond reserves for optiona modes of settlement at maturity, optiona
nonforfeiture benefits, additiona reserves for excess mortality under group conversion policies,
reservesinvolving life contingenciesunder Separate Account contracts; reservesfor group pension
depost type contracts, and other such itemsif not included in Exhibits 8, 9 and 11, Part 1.

The Ingructionsrequire that such astatement expressthe opinion of the actuary asto whether such
reserves and other actuarid items:

@ are computed in accordance with commonly accepted actuaria standards consstently
goplied and are fairly stated in accordance with sound actuaria principles,

(b) are based on actuarial assumptionswhich produce reservesat least asgreat asthosecdled
for in any policy or contract provison as to reserve bass and method, and are in
accordance with al other policy or contract provisons,

(© meet the requirements of the insurance laws of (state of domicile),



(d) make a good and sufficient provisgon for dl unmatured obligations of the company
guaranteed under the terms of its policies,

(e are computed on the basis of assumptions consstent with those used in computing the
corresponding items in the annual statement of the preceding year end, and

@ include provison for al actuaria reserves and related statement items which ought to be
established.

Paragraphs 4 through 9 comment on these six respongibilities.

4.

“Commonly accepted actuarial standards’ and “sound actuaria principles’ emerge from the
utilization and adaptation of concepts described in actuarid literature. Such literature includes the
Recommendations and Interpretations of the American Academy of Actuaries; the professond
journds of the Society of Actuaries, its predecessors, the Conference of Actuaries in Public
Practice and the Casudty Actuaria Society; recognized actuaria textbooks; and regulations of the
Nationa Association of Insurance Commissionersand of State Insurance Departments. The Study
Notes for candidates for membership in the Society of Actuaries are dso vauable parts of the
literature, but it should be kept in mind that the Study Notes are intended primarily to teach basic
principles rather than to specify operating indructions. The actuary’ s judgment in developing the
gandards for the actuaria computation must take into account the specific characteridtics of the
policies with respect to which the actuary is expressng an opinion.

A dgnificant dement in the examination of actuarial assumptions and methods is a consideration
of the policy and contract provisions affecting the reserves or other actuarid items which ought to
be established. The following is a ligt of examples—not intended to be complete—of policy
provisons that should be considered: the contractud trestment of fractiona premiumspaid beyond
the date death; interest guarantees under premium or retirement deposit funds, conversion rights
under renewable and convertible term policies, rate guarantees under optiona settlement
provisons, extended benefits under group policies;, and maternity benefits.

The actuary should aso check the vauation requirements of the state of domicile of the company
on whose reserves he or she is expressing an opinion. The actuary should be aware of the
prescribed valuation procedures; the minimum reserve basis and vauation method applicable to
each policy series (or in the case of group annuity contracts, to annuities purchased under those
contractsin agiven year or years); and the gpplicability of any aggregate test of reserve adequacy
prescribed in the state’ s vauation law. Other examples of prescribed vauation procedures to be
considered are requirements that reserves may not be lessthan the corresponding cash surrender
vaues, and that appropriate reserve recognition of any premium deficiencies must be made.



It isimportant to note that the actuary is expressing an opinion on the adequacy in the aggregate
of dl the enumerated reserves and that possible deficiencies for individua components of the total
reserves may be offset by marginsin other items. In most circumstances the actuary may be able,
by examination of the interest, mortdity and morbidity assumptions and the company’s prior
experience under those assumptions, to form an opinion as to whether the conservative intent of
the statutory provision has been met in the selection of vauation assumptions. In those instances
wherein there is evidence that because of company experience or practices, inappropriate or
inadequate Statutory reserve standards, or extraordinary external events occurring prior to the
Statement date, the Satutory reserves might not make good and sufficient provison for unmatured
obligations, then the actuary should make further tests (possibly by a gross premium vauation as
described in generd terms below) before expressng an opinions as to such policy reserves and
other actuarid items.

A gross premium va uation may be madefor an entireline of businessor amgor block of business.
The results of such a gross premium valuation for aline or block of business are considered
satisfactory for this purpose if the current reserve on the reserve basis being tested provides an
goppropriate margin over the excess of:

@ the then-present value of future benefits and anticipated expenses, and

(b) the then-present vaue of future guaranteed gross premiums using interest, mortdity,
morbidity, lapse, expense and any other appropriate assumptions selected as of the
vauation date reflecting actud and anticipated experience. Provision for the expense of
adminigtrationof nonpremium paying policiesshould be made. Modd office, sampling, and
other gpproximation techniques are gppropriateif the actuary issatisfied that theresultsare
indicative for the line or block of business being tested.

Withrespect to both the clam liabilitiesin Exhibit 11, Part 1, and the net deferred and uncollected
premium amount, it is incumbent upon the actuary to pay particular attention to such factors as
payment patterns, themix of business by plan (epecidly hedlth plans) and accounting cutoff dates.

If thereisany changein the actuaria assumptionsor methodsfrom those previoudy employed, that
change should be mentioned in the actuaria statement. The adoption for new issues of an actuarid
assumption or method which differs from a corresponding assumption or method for prior issues
isnot achangein actuarid assumptions or methodswithin the meaning of this paragraph. Smilarly,
where the determination of reserves or clam liabilities is based on the periodic updating of
experience data, such periodic updating isnot achangein actuarid assumptions or methodswithin
the meaning of this paragraph; examples could include reserves or clam liabilities for recently
incurred clams (e.g., within two years or less) under disability and accident and health benefits.

A dtatement that provision has been made for al actuarid items which ought to be established is



10.

an affirmation by the actuary that he or she wasthorough in hisor her congderation of thefirst five
points enumerated in paragraph 2, and that recommendations as to these items have been carried
out to his or her satisfaction.

The statement of actuarid opinion should include (1) a paragraph giving the actuary’ s name and
relationship with the company; (2) a scope paragraph identifying the subjects on which an opinion
isto be expressed and describing the scope of the actuary’ swork; and (3) an opinion paragraph
expressing hisor her opinion with regard to such subjects. One or more additiona paragraphs may
be needed in individud casesif the actuary consders it necessary to state a quaification of hisor
her opinion or to explain some aspect of the Annua Statement which is not aready sufficiently
explaned in the Annua Statement.



Interpretation 7-A:
Responsibilities of the Actuary and Others

(Adopted 1975)

An actuary daing an actuarid opinion in a statutory Annua Statement is expressing a persond
opinion for which the actuary takes full responshility, except to the extent to which the opinion
indicates reliance on other opinions. However, the actuary will ordinarily make use of other
personnel to carry out assgnments relative to the matters which the opinion covers. The actuary
should not ordinarily indicate, in the opinion, reliance on such other persons.

The Ingtructions include wording appropriate for use in the case where the actuary relies on an
accounting firm for the accuracy of the in force inventory. That wording is appropriate for use
where the accounting firm maintains the company in forceinventory. However, the actuary should
not indicate reliance on an accounting firm that acts soldy as an auditor of the in force inventory,
gnceitistheintent of the Ingtructions that the actuary indicate reliance, if a dl, on the person or
firm directly responsble for maintaining the in force.

Mot life insurance companies have an organizationd structure in which the pertinent financia
reporting respongbility is held by a single actuary or chief actuary who has knowledge of the
actuarid items pertaining to dl lines of the company’ sbusiness. In that case the one actuary should
sgn the opinion as cdled for by the Indructions. However, in alife insurance company where no
one actuary has sufficient knowledge of the actuarid itemsto enable him or her to render asingle
opinion or the business of the entire company (as, for example, may occur in a company where
financid reporting respongbility for various product linesis divided among two or more actuaries),
the actuaries should consider how best to comply with the Ingtructions requiring the “ satement of
a qudified actuary. . . .” The question should aso be consdered where a company actuary is
responsible for some actuarid statement itemsand an outsde actuaria consultant isrespongblefor
others.

I nthose circumstances where more than one actuary isto sgn astatement of opinion, thefollowing
approaches appear to the Committee to be in accordance with the intent of the Ingtructions and
satisfactory from a professona standpoint:

@ One actuary could state an opinion asto dl the actuarid items, and indicate reliance on
another actuary’ s satement of opinion, aso included on the same page of the Statement,
asto that portion of the actuaria items for which the second actuary, rather than the firdt,
takes respongibility.

(b) Eachactuary could sign the statement of opinion with respect to the portion of the actuarid



items for which that actuary takesresponsbility. The opening paragraph, scope paragraph
and opinion paragraph should properly identify the actuaries who are rendering the
gatement of opinion. The statement should clearly identify the separate amounts of the
listed actuaria itemson which each actuary isexpressing an opinion. Below each actuary’s
sgnature there should be added such words as “with respect to (line of busness—Life,
Group, Hedlth, Annuity, €etc., as gppropriate) actuarid items.”

I nter pretation 7-B:
Adequacy of Reserves

(Adopted 1975; Revised 1978)

The actuarid opinion deals with policy and contract ligbilities and other actuarid items. Although
the valuation bases of invested assets, and their yield, are matters to be considered in adopting
reserve va uation assumptions, the statement requirement does not call upon the actuary to express
an opinion with regard to the generd assets of the company. The NAIC spdls out the vauation
bases for assets in some consderable detail, and it is expected that the actuary can rely on the
company’s vauation of assets in accordance with those procedures, and the resulting yield in
determining vauation interest assumptions.

In forming an opinion as to whether reserves “make a good and sufficient provison for al
unmatured obligations of the company. . . ,” the actuary should evduate the actuarid assumptions
used by comparison with plausible sets of adverse circumstancesand in relation to thetime periods
over which such circumstances can plausibly be expected to prevail. To hold reserves so grest that
a company could withstand any conceivable circumstances, no matter how adverse, would imply
an excessve level of pricing of the insurance product, and good actuaria practice does not
encompass such a degree of conservatism.

The comments on gross premium vauetion in the seventh paragraph of Recommendation 7 refer
to " an gppropriate margin” over thegross premium reserves. Appropriatenessof themargin should
be judged in the manner described in paragraph 2 above. That gross premium vauation is a test
for solvency under assumptions based on actud and anticipated experience. Therefore, the
following factors should be considered:

@ trends in the company’s unity expense rates, including but not limited to the impact of
inflationand of changesin productivity of company staff and equi pment upon such expense
rates;

(b) consistency between the trends in annua statement portfolio yield rates and the inflation
assumption used for expense rates, and



(© the extent to which palicy dividends may be reduced inthefuture, if solvency isinquestion.

Interpretation 7-C:
Qualification of Actuary’s Statement of Opinion

(Adopted 1975)

The Indructionsto the NAIC Life and Accident and Hedlth Blank as adopted at the June 1975
meeting of the NAIC Blanks Subcommittee require the actuary to state an opinion, if formed,
whether unquadified or not. If the opinion is qudified or adverse, the reason(s) for that opinion
should be explicitly stated.

The following is an example, for illugtrative purposes, of language that might be included in an
actuary’ s quaified statement of opinion in a Statutory Statement. The language should indicate the
actuary’s estimate of the amount of reserve inadequacy, and should follow the scope paragraph
and precede the opinion paragraph:

The company holds aggregate life insurance, annuity and accident and hedlth insurance
reserves of $ . Although this amount meets the statutory requirements of the
state of it does not appear adequate in the light of the company’s
experience. Tests indicate this amount would have to be increased to approximately
$ to make a good and sufficient provision for the unmeatured obligation under
the company’ s policies and contracts.

(When gppropriate the actuary may identify specific reserve items which are inadequate.)
The opinion paragraph should then begin:

In my opinion, except for the matter referred to in the preceding paragraph, the amounts
carried in the balance sheet on account of the actuarid items identified above

(i) ... (aliding of theitems of the Satement of opinion)
The illugtrative language should be modified as needed to meet the circumstances of a particular
case, and the actuary should, in events, use language which clearly expresses the actuary’s

professond judgmen.

If the inadequacy exceeds Statement surplus, the qudifying paragraph should so state.



ACTUARIAL STANDARD OF PRACTICE

RECOMMENDATION 9:
Materiality

(Adopted 1978; Revised 1983)

This Recommendation, sponsored by the Committee on Life Insurance Financid Reporting
Principles, discussesthe gpplication of the concept of materidity to actuaria aspectsof thefinancid
reporting of life insurance companies.

The concept of materidity isfrequently referred to in actuaria practiceand literature. For example,
Recommendation 2, paragraph 4 states that “ approximations and approximate methods may be
used, provided that the actuary has satisfied himself that the result does not differ materidly from
the result of usng more precise methods” As another example, the paper “Analyss of
Approximate Vauation Methods,” by E. Allen Arnold in Volume VI of the Transactions of the
Society of Actuaries, deds theoretically with methods for gpproximation.

An actuary is expected to pay scrupulous attention to professional standards in the selection of
actuaria assumptions and methods, and in the disclosure of Sgnificant information to thosewhose
actions may beinfluence by hisor her actuarid opinionsor findings. An actuary, however, may find
that the improvement in accuracy or in understanding which may result from the application of
theoreticdly ided formulas and methods in complete detail, without regard to considerations of
timing and expense, by comparison with the use of approximation or other shortcut procedures,
or theomission of agpecific disclosure, isso dight asnot to judtify the expenditure of the additiona
time and money needed. Under the concept of materidity, it is appropriate for the actuary to
employ such approximate methods and procedures when the effect would be immaterid—that is,
of little Sgnificance to a potential use of the actuary’s work. It is aso generaly not necessary to
utilize methods or procedures which imply a degree of precison that isin fact unattainable dueto
the leve of uncertainty which may be contained in the actuarial assumptions employed.

Determining whether an item is materid or not isadifficult professond judgment. In making that
judgment, the actuary should consider the decision-making framework of the typica user of the
actuary’ swork, and his or her probable response. The judgment involves quantitetive as well as
quditative condderation. Although Interpretations of this Recommendation attempt to provide
guidance to the actuary in making decisons as to each of these elements of the materidity
judgment, they do not condtitute a precise definition of materidity.

Accountants, in their audit review of financia statements, are governed by generally accepted
accounting principles and auditing standards, which involve gpplication of a smilar concept of
materidity. The actuary and the auditor should be expected to make their respective decisons as
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to materidity in the light of their judgment of users needs, as influenced by the concepts and
standards of their respective professons.

Interpretation 9-A:
Materiality, Typical Users

(Adopted 1978; Revised 1983)

Opinion 3: Professond Communications of Actuaries describes the generd responsibility of the
actuary totheusersof hisor her servicesto whom hisor her actuarid communicationsaredirected.
When the actuary determines materidity, he or she must further take into account whowill bethe
expected fina user of hisor her work.

In the case of a GAAP statement for a stock life insurance company, the actuary should consider
the stockholder or potentia stockholder as the primary user.

In the case of adatutory financia statement the actuary may consder the primary usersto be the
policyholder and theinsurance regulator, without implying that other partiesdo not have an interest
in the financid condition of the company.

Sincean insurance company’ sfinancid statement may be used for the purpose of borrowing funds,
the actuary should consider the creditor’ s point of view.

The actuary should also be aware of the criteriaemployed by other interested parties, such asthe
independent auditor.



I nter pretation 9-B:
Materiality, Quantitative Consider ations

(Adopted 1978)

The following paragraphs comment briefly on quantitative conceptsthat the actuary may find useful
in making his or her judgments as to materidity. In no case should the actuary regard quantitative
tests as conclusive, but he or she may use them as a corroborating supplement to his or her
judgment. Any quantitative judgment should be regarded, at most, asraising a presumption which
may be rebutted, in the actuary’ s judgment, by particular circumstances in the case.

The primary criteria for materiaity gpplied by an actuary for a GAAP gtatement of a stock
insurance company should be related to the earnings of the company, both in absolute amountsand
interms of trend. In the case of datutory statements, emphasis should be placed on the leve of
aurplus.

The magnitude of financid effect of amatter should beviewed intermsof both absoluteand relative
amounts. For instance, when earnings or surplus are of significant absolute dollar amount, the
materidity judgment should generally be related to percentage change. However, the percentage
change consideration may not be appropriate when a smal dollar amount of earnings or surplus
serves asthe criterion. When the dollar amount of changeisvery large, materidity may beimplied
for this reason aone.

The actuary must decide on the materidity of items for which he or sheisrespongble. In making
such judgments, the actuary should also consider whether the cumulative effect or the net effect of
anumber of items (indluding items that may be the respongbility of other actuaries or of account-
ants) may be materid even though each item individudly may be immaterid. Asexamplesof such
judgments, with no implication that this Interpretation should be limited to such examples,
materidity would influence the actuary’ s judgment in the following cases:

@ in consdering disclosure of the effect of any incongstency in the timing of premium
recognition as between gross and vauation premiums, the actuary need not disclose an
immaterid difference;

(b) reinsurance adjusments for Yearly Renewable Term contracts may be omitted or
approximated if such adjusments are not materid;

10



(© achangein an actuarid assumption between reporting periods need not be disclosed if the
effect of such change is not materid; and

(d) the gtatutory value of a reserve item may be used to represent its value in a satement
prepared under Generaly Accepted Accounting Principles (GAAP) if the effect of the
subdtitution is not materid.

Inter pretation 9-C:
Materiality, Qualitative Considerations

(Adopted 1978)

A dricter test for materidity should be gpplied to those items which will have a continuing and
pervasive effect on future satements of the insurance company than to unusua and nonrepetitive
items.

In making a materidity judgment, the actuary should consider the cost of developing precise
information, relative to the benefits to users of that information. Disclosure may be indicated if
gpproximations of sgnificant items are made for cost consderations.

The actuary must make his or her judgment regarding materidity on the bass of information
avalable & thetimethejudgment ismade. Itismanifestly improper to passon maeridity inthelight
of subsequent events, i.e., on a“hindsght” bass.

The actuary should consider including in the actuariad report a brief description of those

circumstances where he or she made a close decision to treat an item or an aggregate or net of a
number of items as not materid.
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ACTUARIAL STANDARD OF PRACTICE

RECOMMENDATION 11:
Statement of Actuarial Opinion for Interest-Indexed
Universal Life Insurance Contracts

(Adopted 1984)

This Recommendation delineates the responsbility of the actuary in Sgning the type of statement
of actuaria opinion which is described in the Universal Life Modd Regulation as adopted at the
December, 1983 meeting of the NAIC. Such opinionrelaesto the Interest-Indexed Universd Life
Insurance Contractsissued by an insurer.

The Modd Regulation requires that such a statement express the opinion of the actuary as to
whether or not the anticipated insurance and investment cash flows make good and sufficient
provison for the contractua obligations of the company under such contracts. While the wording
inthe Mode Regulation usesthe phrase“the antici pated insurance and investment cash flows make
good and sufficient provisonfor the contractua obligation,” amore technica description (and the
interpretationwe place on thisphrase) isthat the antici pated investment cash flows plus anticipated
consderations to be received make good and sufficient provision for theanticipated insurance cash
outflows (i.e., payment of obligations plus the associated expenses).

Paragraphs 3 through 8 comment on these responsibilities.

3.

The statement of actuaria opinion should identify the in force policies and contracts on whichthe
actuary expresses an opinion. Cash flows arising from policies to be sold after the vauation date
are not to be consdered. The actuary’ sreview need not extend to items other than those specified
in the Regulation.

The statement of actuaria opinion should be based upon “ commonly accepted actuaria standards’
and “sound actuarid principles,” which emerge from the utilization and adaptation of concepts
described in actuarid literature. Such literature includes the Recommendations and Interpretations
of the American Academy of Actuaries, the professond journals and the Society of Actuaries,
its predecessors, the Conference of Actuaries in Public Practice and the Casuaty Actuaria
Society; recognized actuarid textbooks, and regulations of the Nationa Association of Insurance
Commissionersand of State Insurance Departments. The Study Notesfor candidatesfor member-
dhip inthe Society of Actuariesare aso vauable partsof theliterature, but it should be kept in mind
that the Study Notesareintended primarily to teach basic principlesrather than to specify operating
indructions and that they do not reflect any officia interpretation or opinion of the Society of
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Actuaries. The actuary’s judgment in developing the standards for the actuarid tests and
caculations must take into account the specific characteristics of the contracts and cash flowswith
respect to which the actuary is expressing an opinion.

A dgnificant dement in the examination of actuarid assumptions and methods is a consideration
of the contract provisions affecting the cash flow needs of the company. The following isalist of
examples—not intended to be compl ete—of policy provisonswhich should beconsdered: interest
guarantees, interest indexing; surrender and loading charges, mortdity guarantees, and expense
guarantees.

The actuary should check the va uation requirements, if any, of the state of domicile of the company
onwhose contracts he or she expressing an opinion. The actuary should so beaware of, and teke
into account, any prescribed vauation procedures.

It isimportant to note that the actuary is expressng an opinion onthe adequacy of the investment
and insurance cash flows arisng from the contracts to which the statement of actuaria opinion
pertains. Thisimpliesan identification of asset cash flows relative to such contracts. Projections of
investment and insurance cash flows should be made under various assumptionsasto futureinterest
rates, recognizing those contractua provisons and characteristics of the company’ s contracts and
investmentsthat might cause future cash flowsto vary with changesintheleve of prevailing interest
rates. Any reliance on the company’s Chief Investment Officer for investment cash flows and any
reliance on the investment policy of the insurer, asfiled, should be noted in the opinion.

If thereisany changein the actuaria assumptionsor methodsfrom those previoudy employed, that
change should be described in the actuarid statement. The determination of cash flow projections
based on the periodic updating of experience data is not a change in actuaria assumptions or
methods within the meaning of this paragraph.

The statement of actuarid opinion should include (1) a paragraph giving the actuary’s name and
rel ationship with the company; (2) aparagraph identifying the subject on which an opinionisto be
expressed and describing the scope of the actuary’ swork; and (3) a paragraph expressing his or
her opinion with regard to such subject. One or more additiona paragraphs should be included if
the actuary considers it necessary to qudify the opinion or to explain some other aspect of the
opinion.

Interpretation 11-A:
Interest-lndexed Universal Life lnsurance Contracts

(Adopted 1984)

13



The Interpretations supporting Recommendation 11 provide more detailed guidance for the actuary than
isusudly the case. Thisis addiberate effort on the part of the Committee to provide guidance in the area
where methodology is likely to continue developing. Because new techniques are likely to emerge in the
near future, it should be remembered that the Interpretations are guidelines and that other approaches and
techniques are acceptable if the actuary demondtrates they are satisfactory in a specific situation. Thus,
while the Interpretations contain many guideines and suggestions, it should not be inferred that other
approaches are prohibited.

1 The actuary should review the contract provisions under the contracts being tested, identifying the
provisons (i.e., future considerations and contractua payments) that can materiadly affect future
insurance cash flows.

2. Intesting the adequiacy of future cash flows, the actuary will need to project future cash flowsfrom
the contracts under various paths of future interest rates—both insurance cash flows from the
contractua obligations under the contracts, and investment cash flows from the assets held by the
company in support of the contracts. When making such projections, the actuary should employ
assumptions which contain sufficient margins to cover reasonable fluctuations from best estimate
expected assumptions.

In projecting insurance cash flows, the actuary should consider contractua provisions and noncontractua
conditions or assumptions that can affect future cash flows. For example, the following contractua
provisions and assumptions are among those that should be considered by the actuary:

@ the amounts and incidence of guaranteed or projected death benefit payments;

(b) the likely amounts and incidence of policy loans, partid withdrawas and surrenders,
recognizing the surrender charges or other pendties, if any, contained in the contract;

(© the likey amounts and incidence of future consderations to be received and the amount
of sales and related compensation to be paid on them;

(d) the amount of future maintenance expenses, and

(e the amount of future premium and income taxes to be paid.
Each of the above should be examined to determine the extent to which future insurance cash flows may
vary dueto changesin the prevailing interest rates. For example, theincidence of future premium payments,

partia withdrawals, surrenders, policy loans, etc. may be expected to vary asinterest rates rise or fall.

3. The Universd LifeMode Regulation requires each company to submit adescription of theamount
and type of assets held by the insurer with respect to itsInterest-lndexed Universd Life Insurance
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contracts. In addition, the company is required to file its investment policy. In expressng an
opinion, the actuary may rely on the investment policy of the insurer, as filed, and on projected
invesment cash flows provided by the company’ s Chief Investment Officer. Smilarly, the actuary
should consder anticipated future management actions as they influence insurance cash flows. For
example, management’ splansfor modifying premiumson nonguaranteed premium products, estab-
lishing credited interest rates and mortality charges a level sdifferent than the minimum guaranteed
levels of the contracts, etc., should be considered.

Inprojecting investment cash flows, the actuary, or the officer on whom the actuary may berelying,
should pay particular attention to those characterigtics of the invested assets that can affect future
cash flows, such as:

@ the types of investments and whether future invesment cash flows are fixed or variable
(e.g., dueto equity features in the investment);

(b) the amounts and incidence of scheduled (or expected) investment earnings,
(© the amounts and incidence of scheduled repayments of principd;
(d) early repayment provison (e.g., cal provisons);

(e the expected marketability of theinvestments(e.g., private bondsand mortgagesvs. public
ISSUes);

@ the impact of hedging, options or smilar rategies, and
(o)) investment-related expenses and taxes, as applicable.

Each of the above should be examined to determine the extent to which future investment cash
flows may vary due to changes in the prevailing interest rates. For example, asinterest rates fall,
nonscheduled repayments of principal may be expected to rise; as interest rates rise, such
repayment may decline.

The projections of investment cash flows should include investment earnings and repayments of
principa not only from theinvested assets held by the company on the val uation date, but dso from
assetsto beacquired after the val uation date. Thisrequiresan explicit assumptionin the projections
as to how any future net postive cash flows will be invested, with particular emphasis on the
durations of such investments and the extent to which the durations of futureinvesmentsmay vary
with prevailing interest rates at the time of acquisition. Smilar assumptions are aso required for
interest rates and durations of borrowed money, which again will vary with the prevailing interest
rates a the time of borrowing, if borrowed funds are needed to cover future negative cash flows
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a any time during the projection period. It should be noted that, in generd, the cost of borrowing
money may be greeter than the prevailing interest rate that can be earned.

To the extent assats are assumed to be sold, either to cover future negative cash flows a any time
during the projection period, or for other reasons, an explicit assumption about the capital gainsor
capital losses, and federal income taxes thereon, needs to be made.

While the actuary is expected to examine the scheduled investment earnings and repayments of
principa from the assets supporting the contracts, and the extent to which these cash flows may
vary with changesin future interest rates, it is not expected that the actuary will be called upon to
express an opinion with regard to the underlying qudity of the assets and with regard to the risk
of asset default asto interest and/or principal. Inthisregard, it is expected that the actuary can rely
on the company’s vauation of assets in accordance with NAIC asset vauation bases and
procedures. The actuary may wish to include provisonfor therisk of default (interest and/or prin-
cipa) by an explicit reduction in the assumed cash flows of investment income or principa

repayment.

Among the most important assumptions in the projections of insurance and investment cash flows
arethevarious pathsof futureinterest ratesbeing tested. Testingonasingle path of future interest
rates, even if that path is deemed most likely by the actuary, is insufficient. Smilarly, a smple
extrapolation of recent rates is not enough. Severa different paths need to be tested in the
cdculations.

The paths of interest rates, and the projection period used in the tests, should extend far enough
into thefutureto providefor the mgor portion of the future runout of insurance cash flowsfromthe
contractua obligations on the vauation date as well as future investment cash flows from assets
held on the valuation date. Peths to be tested should include at least one with future interest rates
higher than that prevailing on the valuation date, and at least one with lower future interest rates.
A ussful test isto assumeapath with ratesincreasing (or decreasing) during the period immediately
following the vauation date, followed by a period of decreasing (or increasing) rates, and then to
repest this cycle into future periods. In most practical Stuationsit isexpected that more than three
paths will be tested. A leve path of future interest rates may aso be useful as areference.

Tests should cover as many adternative interest rate paths as the actuary deems necessary to
generate an understanding of the dynamics relating the insurance and investment cash flows. The
range of pathstested should be broad enough to enable the actuary to form an opinion that the cash
flowsdo make agood and sufficient provison for the contractud obligations under the policiesand
contracts.

Grouping gpproximations, modeling and other acceptable actuaria techniques may be employed.
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After completing the year-by-year projections, the actuary needsto accumulate or discount these
resultsto arrive at abasisfor expressing hisor her opinion. One such gpproachisdescribed below.

The insurance and investment cash flows could be added together (or netted) for each future year
or other unit of timein the projections and the results accumulated forward to acommon date, or
the insuranceand investment cash flow streamsmay be accumul ated separately, and then combined
on the common date.

The rates used to accumul ate the cash flow streams should be the set of interest rates, and related
durations for investment of future cash flow, assumed to be earned under that particular scenario.

One possible approach would beto project thetota cash flow, including insurance and investment
cashflows, with reinvestment of net positive cash flows during the projection period and borrowing
or salling assetsto cover net negatives, and then determine the “market vaue’ of any remaining
assets and/or borrowed funds at the end of the projection period. Such market value would be
based on the assumption that interest rates after such a date would be frozen at the prevailing rate
on that date which, though not necessarily avaid assumption, should not materidly impact onthe
overd| caculations.

If the“net market value’ of remaining assets and borrowed funds on such date exceedsthe vaue
of theliabilitieson that date, the cash flowswould be deemed to be good and sufficient to meet the
contractud obligations on that interest rate path; if not, the cash flows would be deemed not
sufficient on that path.

An actuary saing an actuarid opinion that the anticipated insurance and investment cash flows
make good and sufficient provision for the contractua obligations of the company under such
contracts is expressng a persond opinion for which the actuary takes full respongbility. The
actuary gating the opinion will ordinarily make use of other personnd to carry out assgnments
relative to the matters which the opinion covers and may have another actuary perform the
cdculations. Eveninthislatter case, however, the actuary stating the opinion isresponsible for the
opinion and cannot delegate that respongbility to the actuary who undertakes the calculations.

Informing such an opinion, the actuary should sdlect the actuarid assumptionsused by comparison
with plausible sets of adverse circumstances, including plausible paths of future interest rates, and
inrelation to the time periods over which such circumstances can plausibly be expected to prevail.
The adequacy of thefuture cash flows and the advancing of an opinion by theactuary that said cash
flows do indeed make good and sufficient provison for the unmatured obligations being reviewed
requires that the projected cash flows be sufficient under dl plausible paths of futureinterest rates,
combined with other assumptions which contain margins to cover reasonable fluctuations from
expected assumptions. Theactuary’ sopinion doesnot imply that the cash flowswoul d beadequate
under every conceivable adverse circumstance, no matter how remote. Good actuaria practice
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does not require that the actuary’ s tests include paths of future interest rates that, while possible,
can be considered unlikely or not plausible. The results of tests of such paths, if performed, may
properly be excluded from the tests upon which the actuary bases his or her opinion, but should
be described by the actuary in areport to company management.

If the amount of assets identified as currently held by the company with respect to its Interest-
Indexed Universd Life Insurance contracts needs to be greater than the amount of the statutory
reserves for such business in order for the actuary to express an opinion that the cash flows make
good and sufficient provision for the contractua obligations, theamount of such assetsand reserves
should be disclosed in the opinion. If, for companies where Interest-Indexed Universa Life
contracts compriseamateria portion of their total business, theleve of future shareholder or policy
holder dividends would likely need to be reduced in the future if the amount of such excess were
added to statutory reserves, this likelihood should be disclosed by the actuary in a report to
company managemert.
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