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In response to Commissioner Alfred Gross’s challenge at the NAIC Financial Summit to determine the role of the actuary in the Risk-Focused Surveillance process and your request at the NAIC’s Spring National Meeting for input, the Casualty Actuarial (C) Task Force offers the following comments and suggestions for how best to utilize property and casualty actuarial resources in the revised risk-focused surveillance process. 

In addition to relying on the input from members of our Task Force, we also solicited input from the American Academy of Actuaries (AAA). Attached to this letter is a report from the AAA’s Financial Soundness/Risk Management Committee that provided valuable input to our review. Our comments and suggestions below are an amalgamation of those two inputs.

The focus of our review was on the various materials prepared by your working group, including the revised Handbook and other implementation and training materials. Generally speaking, we believe that actuaries should be an integral part of the risk-focused surveillance process and could become more involved going forward than perhaps they have been in the past. This may raise some resource issues that will be discussed later in this letter.

Overview of Proposed P&C Actuarial Involvement

From an overall view of the risk-focused process, the perspective that actuaries bring to financial oversight and surveillance is a valuable one which can complement the skills and focus of examiners and investment specialists. There are four areas that lend themselves to the regulatory actuary’s background. They are:

1. Corporate governance, especially with regard to management’s involvement in evaluating the actuarial liabilities and the underlying risks,

2. The initial evaluation of risk assessment models and business plan mathematics,

3.  Responsibilities of the corporate or chief actuary and his or her interaction with other members of senior management as well as the board of directors,

4.  In a more forward-looking risk-focused exam, actuarial involvement in evaluating the company’s pricing, underwriting, and exposure controls.

Actuarial Involvement by Risk Classification

States currently rely on financial, actuarial, investment, claims, reinsurance, and information technology (IT) examiners or specialists to analyze the risks for each of the nine risk classifications identified in the Risk-Focused Surveillance Framework. However, due to each state’s governance and resources, it may be the case that work is performed solely by the financial examiners or by any combination of specialists, or due to limited expertise, several areas of risk may not be evaluated at all. Listed below is each type of risk, how each category is defined (in italics), and then CATF’s comments and suggestions, with references to the AAA report (in parentheses). Guidance, training, and analytical tools would be essential for all regulators to some degree in order to identify and assess each risk.

1. Credit Risk 

Amounts actually collected or collectible are less than those contractually due.

Casualty actuaries have not traditionally been involved in this area of risk. The AAA paper points out that an actuary’s expertise could be used in evaluating the magnitude of credit risk in estimating uncollectible amounts from reinsurers and/or the frequency of default and degree of severity of such incidents (AAA 12).

2. Market Risk

Movement in market rates or prices, such as interest rates, foreign exchange rates, or equity prices adversely affect the reported and/or market value of investments.

By developing economic capital models, casualty actuaries can help evaluate market risk. The Casualty Actuarial Society (CAS) has conducted research in developing basic economic engines within dynamic financial analysis and enterprise risk management models that cover the critical elements required for modeling investment performance (AAA 12).

3. Pricing/Underwriting Risk

Pricing and underwriting practices are inadequate to provide for risks assumed.

Since company actuaries are often responsible for pricing and may be involved in underwriting, a regulatory actuary could evaluate pricing levels, evaluate the quality of price monitoring and review adherence to underwriting standards on some level. As the AAA paper suggests (AAA 13), qualitative evaluations could be used to identify insurers that may need further testing of the adequacy of rates charged by the company.

4. Reserving Risk

Actual losses or other contractual payments reflected in reported reserves or other liabilities will be greater than estimated.

The quantitative evaluation of reserve adequacy by casualty actuaries is already well established.
For risk-focused examinations, it might be necessary for a qualitative evaluation of the reserving process to be performed by actuaries. The following qualitative factors could influence the final assessment of the risk present in the reserves (AAA 14):

· How often are full reserve analyses performed?
· Is there a monitoring system in place for interim reviews, and if so, what does that system entail?
· Does the company book to the actuary’s point estimate, or is there a monitored gap?
· How is the data segmented for the reserve study?
· Are separate analyses conducted for certain unique types of losses (e.g., construction defects, class actions, catastrophes, environmental)?
· What is management’s influence on the booked reserve?
· Is the opinion signed by a company actuary or a consultant?
· Have there been changes in the appointed actuary in recent years, and, if so, how often have such changes occurred and why?
5. Liquidity Risk

Inability to meet contractual obligations as they become due because of an inability to liquidate assets or obtain adequate funding without incurring unacceptable losses.

Casualty actuaries can perform work on asset-liability matching, and can assist others on the examination team in determining liquidity risk. They can also review cash flow analyses in run-off or reinsurance risk transfer situations.

6. Operational Risk

Operational problems such as inadequate information systems, breaches in internal controls, fraud, or unforeseen catastrophes will result in a disruption in business and financial loss.

This risk includes several areas such as information technology (IT), claims, and reinsurance (AAA 15-16). In regards to IT, casualty actuaries can help identify the quantity and quality of the data available for pricing, underwriting and reserving decisions. Although some states may utilize an IT specialist to perform completeness and accuracy testing, a regulatory actuary may want to suggest specific lines of business or accident years in which the testing should be concentrated.  

Claims is another function in which actuaries can help identify and measure changes in claims handling practices. Any changes in average case reserving levels over time, closure rates or disposal rates of claims, development patterns for claims reporting, paid loss, and incurred loss, and the effects of report and settlement lags on claim severity could indicate potential risk items.

Casualty actuaries have been called upon recently to evaluate reinsurance cash flows and the issue of risk transfer. They can also help by using modeling to determine whether the reinsurance program is efficient with respect to external risk/return opportunities. Although it would not be possible to look at risk transfer for every contract, an analytical schedule similar to Exhibit F of the Handbook may be useful.

7. Legal Risk
Non-conformance with laws, rules, regulations, prescribed practices or ethical standards in any jurisdiction in which the entity operates will result in a disruption in business and financial loss.
Casualty actuaries could complement the review of legal risk through pricing, underwriting, claims and reinsurance reviews (AAA 16) to ensure compliance with state statutes.

8. Strategic Risk
Inability to implement appropriate business plan, to make decisions, to allocate resources or to adapt to changes in the business environment will adversely affect competitive position and financial condition.

Since casualty actuaries are often involved in developing strategy and business plans for insurance companies, regulatory actuaries can help evaluate the reasonableness of business plans when requested as part of the examination. For example, on a quantitative level, how much surplus is needed to support a new operation, and on a qualitative level, is the company’s approach to decisions reasonable (AAA 16)?

9. Reputation Risk
Negative publicity, whether true or not, causes a decline in the customer base, costly litigation, and/or revenue reductions.

Although casualty actuaries are not often involved in evaluating reputation risk, an actuary’s experience in identifying high-risk areas can be of great value to the assessment of an insurance company’s ability to maintain sufficient ratings from independent rating agencies (AAA 16).

Much of the nine-class risk assessment involves areas where actuaries can make a real contribution to a regulatory team. Beginning with the interviews of company management, the actuary can help with prioritizing those areas the team should examine in greater depth. An important goal of the examination is to see if the company is consistent in its attitude towards risk. A degree of conservatism is desirable, but more important is that risk-taking (which is the heart of the insurance business) is done with knowledge and the appropriate internal controls. 

Interviewing: A new Skill

The type of in-depth interviews needed to elicit candid and truthful information from the company would probably require senior regulatory personnel (both examiners and actuaries) to conduct interviews of senior management. Interviews should start with a standard set of opening questions and a general description of areas to be addressed. As the interviews progress, additional areas of interest may emerge so it is important that the interview team not be restricted to a “scripted” set of questions. These follow-up questions will be key to the success of the project. Training in interview techniques will be necessary for examiners to get the most out of this exercise, and actuaries should be included in this training. This exercise is not essentially different from the interviews conducted by rating agencies. Training might take the form of “role playing” or “what if” scenarios to get a feel for satisfactory versus unsatisfactory responses.

Actuarial Resources

Actuarial staffs vary from Insurance Department to Insurance Department. Most regulatory actuaries cross over between rate regulation and solvency regulation and therefore will have little difficulty with the revised focus of a risk based exam. A few large states have those functions separated. Risk based examinations will afford the opportunity for greater interface between the rate and solvency functions. 

Those larger state solvency actuaries will continue to concentrate on Actuarial Opinion reviews, reserve reviews, risk transfer evaluations, reinsurance, etc. However in a risk based exam, the solvency actuary will now seek the expertise of the rates, rules and forms actuary to better understand the positioning of the company in the marketplace so as to make further assessment of potential solvency implications.  

In those states with two actuarial units, the ratemaking actuary can be a valuable addition to the interview team. Consistency of management responses regarding loss development patterns shown in ratemaking versus loss development patterns shown in reserving may be an important factor toward evaluating the overall management credibility. In addition pricing actuaries are likely familiar with the interplay of soft markets, cheap reinsurance, lax underwriting and inefficient claims handling that so often impact solvency. Similarly, an evaluation of operational risk, evaluation of strategic plans, degree of information given to the Board, etc. can be done effectively by many pricing actuaries with significant experience as regulators. In many states’ domestic insurers write much of their business in their home state. The pricing actuaries’ familiarity with their business practices can add value to the exam process. Another alternative is to hire consulting actuaries to join the examiner team. Many states hire consulting actuaries today to perform reserving and pricing analyses. Several of the consulting actuarial firms primarily, or solely, do regulatory work. The Handbook is clear that consultants should not take the place of experienced department staff, but that such consultants should be hired when needed. Even so the Handbook should be expanded to address the hiring of consulting actuaries.

Again, most regulatory actuaries today have the cross over discipline to work in both the rate review and solvency review, so they already have the background to do a risk based exam.

Quantification of Risks: Low/Medium/High

The risk-focused exam will identify many more risks than can be thoroughly investigated. The manual offers guidance in categorizing these risks as low, medium, or high. It is likely that as examiner teams get experience with this process, they will find it useful to have a collaborative decision-making process to help prioritize the risks uncovered. Actuaries would be particularly helpful in assessing the materiality of the risks identified. 

Training

The Task Force received a referral from the Risk Implementation Subgroup of the Risk Assessment Working Group to assist with advanced training, and will be working on that project with the AAA into 2007. Training is key to the development of risk-focused examiners and actuaries. Such training is underway, and it is important to include actuaries in this program. The Task Force, in coordination with the AAA, may be able to provide customized training from the Casualty Loss Reserve Seminar Syllabus or other educational material to assist Insurance Departments who do not have sufficient staff to review management controls with regard to specific branded risk areas. 
The Task Force welcomes the opportunity to further discuss these issues.

Cc: 
Kris DeFrain (NAIC)

Eric Dercher (NAIC)
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