A PUBLIC POLICY PRACTICE NOTE

Statements of Actuarial Opinion
on Property and Casualty
Loss Reserves

2011

American Academy of Actuaries
Committee on Property and Liability Financial Reporting

Aa

AMERICAN ACADEMY o0f ACTUARIES




A PUBLIC POLICY PRACTICE NOTE

Statements of Actuarial Opinion on
Property and Casualty Loss Reserves

2011

Developed by the
Committee on Property and Liability Financial Reporting
of the American Academy of Actuaries

A
AA

AMERICAN ACADEMY of ACTUARIES

The American Academy of Actuaries is a 17,000-member professional association whose
mission is to serve the public and the U.S. actuarial profession. The Academy assists public
policymakers on all levels by providing leadership, objective expertise, and actuarial advice on
risk and financial security issues. The Academy also sets qualification, practice, and
professionalism standards for actuaries in the United States.



Property and Casualty Practice Note
December 2011

Committee on Property and Liability Financial Reporting
(2011)

Joseph Herbers, Chairperson
Dale F. Ogden, Vice Chairperson

Mike Angelina Mary D. Miller
Justin Brenden Jay Morrow
Kristi Carpine—Taber Alejandra Nolibos
Nicole Elliott Kathleen Quinn
Thomas Ghezzi Neal Schmidt
Dave Heppen Lisa Slotznick
Andrew Kudera Paul Struzzieri
Bobb Lackey Ron Swanstrom
James McCreesh Rae Taylor

v\

AMERICAN ACADEMY of ACTUARIES

1850 M Street N.W., Suite 300
Washington, D.C. 20036-5805

© 2011 American Academy of Actuaries. All rights reserved.



Property and Casualty Practice Note
December 2011

TABLE OF CONTENTS

Introduction

#1
#1A
#1B
#1C
#2
#3
#4
#5
#6
#7
#8
#9
#10

Appointment of Appointed Actuary

Definitions

Exemptions

Special Requirements for Pooled Companies
Content

Identification Paragraph

Scope Paragraph, Exhibits A and B, and Reliances
Opinion Paragraph

Relevant Comment Paragraphs

Actuarial Report and Underlying Work Papers
Signature of Actuary

Errors in Statement of Opinion

Data in Exhibits A & B in Both Print and Data Capture Format

Exhibit A: Scope
Exhibit B: Disclosures

Actuarial Opinion Summary

Appendices

~NOoO Ok WN -

Evaluation and Reconciliation of Data

Frequently Asked Questions

NAIC Guidance for Actuarial Opinions for Pools and Associations

2011 Title Insurance Company Annual Statement Instructions

Miscellaneous Illustrative Wordings in Common Use

Intercompany Pooling

CAS VIC Note on Materiality and ASOP No. 36: Considerations for the Practicing
Actuary

8 Unearned Premium for Long Duration Contracts

9a Regulatory Guidance — P/C Statutory Statements of Actuarial Opinion for the Year
2011

9b  Regulatory Guidance — P/C Actuarial Opinion Summary for the Year 2011

10a 2011 Statement of Actuarial Opinion Instructions (P/C)

10b Actuarial Opinion Summary Supplement

11 Data Testing Requirements

12 An Overview for Audit Committee Members of P/C Insurers: Effective Use of
Actuarial Expertise

Index

© 2011 American Academy of Actuaries

11
11
12
13
14
14
16
19
31
34
34
35

36
37

40

46
50
55
59
70
73

76
86

89
94
96
106
107

117

128

www.actuary.org


http://www.actuarialstandardsboard.org/pdf/asops/asop036_153.pdf

Property and Casualty Practice Note
December 2011

© 2011 American Academy of Actuaries www.actuary.org



Property and Casualty Practice Note
December 2011

Practice Note on Statements of Actuarial Opinion on
P&C Loss Reserves as of Dec. 31, 2011

Developed by the
Committee on Property and Liability Financial Reporting of
the American Academy of Actuaries

Introduction

This practice note® was prepared by the Committee on Property and Liability Financial
Reporting (COPLFR) of the American Academy of Actuaries (Academy). The purpose of this
practice note is to provide information to actuaries on current or emerging practices in which
their peers are engaged. It is intended to supplement the available actuarial literature, especially
where the practices addressed are subject to evolving technology, recently adopted external
requirements, or advances in actuarial science or other applicable disciplines (e.g., economics,
statistics, or enterprise risk management). It is not an interpretation of actuarial standards of
practice, nor is it meant to be a codification of generally accepted actuarial practice. Actuaries
are not in any way bound to comply with this practice note or to conform their work to the
practices described herein.

This practice note is intended to assist actuaries by describing practices that COPLFR believes
will be commonly employed in issuing statements of actuarial opinion on loss and loss expense
reserves in compliance with the Property and Casualty Annual Statement Instructions (the
Instructions) for 2011 issued by the National Association of Insurance Commissioners (NAIC).
Actuaries may also find this information useful in preparing statements of actuarial opinion for
other audiences or regulators. However, approaches other than the ones described within this
practice note may also be in common use. The information contained herein is not binding on
any actuary and is not a definitive statement of what constitutes generally accepted practice in
this area. All boldface materials preceding each discussion section are NAIC materials and are
reproduced with its permission. Further replication or distribution of NAIC materials without the
written consent of the NAIC is strictly prohibited.

Actuaries are reminded that Actuarial Standard of Practice (ASOP) No. 36, Statements of
Actuarial Opinion Regarding Property/Casualty Loss and Loss Adjustment Expense Reserves,
applies to the material covered by this practice note. That standard is binding on all actuaries
opining on P&C loss reserves. A revision of ASOP No. 36 has been adopted by the Actuarial
Standards Board (ASB) and applies to all Statements of Actuarial Opinions issued on or after
May 1, 2011. COPLFR encourages the actuary to be familiar with the disclosure requirements
of Sections 4.1 and 4.2 of ASOP No. 36, which include, but are not limited to, disclosing the
following:

! Substantive changes from the 2010 note are indicated by highlighting of the changed text.
5
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The intended users of the Statement of Actuarial Opinion

The intended purpose of the Statement of Actuarial Opinion

The stated basis of reserve presentation

Whether any material assumption or method was prescribed by law

Whether the actuary disclaims responsibility for any material assumption or method that
originated from another source

COPLFR encourages the actuary to carefully read the revised ASOP No. 36.

We note that Appendix 7 of this Practice Note (CAS VFIC Note on Materiality and ASOP No. 36:
Considerations for the Practicing Actuary) was prepared by the CAS Valuation, Finance and
Investments Committee in 2000 and, therefore, does not reflect the May 1, 2011, revisions to the
ASOP. The reader should focus on the intent of Appendix 7 — materiality in the context of
statements of actuarial opinion — and be guided by the current version of ASOP No. 36.

In addition, ASOP No. 43, Property/Casualty Unpaid Claim Estimates, became effective in June
2007. This standard contains binding guidance on many important aspects of the loss reserve
estimation process. Defining the intended measure of the actuary’s estimate, actuarial
considerations when relying on management representations, and how correlation among lines is
considered when aggregating reserve estimates are just a few items for which ASOP No. 43
provides binding guidance. Actuaries are encouraged to carefully review and understand the
requirements of ASOP No. 43 and document their work product to a degree that supports
compliance with this ASOP.

Actuaries will also find guidance in ASOP No. 23, Data Quality and ASOP No. 41, Actuarial
Communications. A revision of ASOP No. 41 has been adopted by the ASB effective May 1,
2011. Additionally, ASOP No. 9, Documentation and Disclosure in Property and Casualty
Insurance Ratemaking, Loss Reserving, and Valuations) was repealed effective May 1, 2011.
Readers should look to ASOP No. 41 for guidance concerning documentation and disclosures in
actuarial communications.

Actuaries are also reminded that the Academy’s Committee on Qualifications promulgated
amended U.S. Qualification Standards (including Continuing Education Requirements) for
Actuaries Issuing Statements of Actuarial Opinion in the United States, which became effective
Jan. 1, 2008. That document supersedes in its entirety the Qualification Standards for Prescribed
Statements of Actuarial Opinion Including Continuing Education Requirements, which became
effective April 15, 2001. This practice note refers to a Statement of Actuarial Opinion as
contemplated by the amended Qualification Standards, and the actuary must meet the
qualifications, continuing education, and other requirements contained therein.

Individual states may have requirements that modify or supplement the NAIC Annual Statement
Instructions. NAIC codification became effective in 2001. Individual states may not have
implemented all aspects of codification. The actuary may wish to refer to the Academy’s most
recent Property/Casualty Loss Reserve Law Manual for guidance on these points.

© 2011 American Academy of Actuaries www.actuary.org
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In the Annual Statement Instructions and in this practice note, the term “loss reserves” includes
loss adjustment expense reserves unless specified otherwise. This follows NAIC instruction
terminology.

COPLFR appreciates the comments it has received since the issuance of the 2010 practice note
and has incorporated a number of suggestions in this update. COPLFR also welcomes any
suggested improvements for future updates of this practice note. Suggestions may be sent to Dale
Ogden, chairperson of COPLFR for 2012, through Lauren Pachman, the Academy’s casualty
policy analyst.

Organization

In the following pages, the NAIC Annual Statement Instructions related to the Statement of
Actuarial Opinion (SAQ) are presented first in bold print, section by section. Next, where
COPLFR thought it appropriate, a description of possible practice related to the particular section
of the Instructions follows. Finally, illustrative wording is presented in italics if applicable. The
illustrative wording is meant to cover a variety of common situations but does not cover all
possible circumstances and may be altered as the actuary deems necessary or appropriate. The
actuary is not expected to make unaltered use of the illustrative language. On the contrary, the
individual actuary is responsible for assuring that the language used in the SAO accurately
represents the actuary’s opinion of the given situation. The actuary should not use the illustrative
wording provided herein as a substitute for language that is more appropriate in a given situation.

Changes from the 2010 Practice Note

As noted above, substantive changes from the 2010 note are indicated by highlighting of the
changed text.

1. Actuarial Standards of Practice (ASOP) numbers 36 and 41 were revised effective May 1,
2011. Several changes have been made to make the Practice Note consistent with the revised
ASOPs including, but not limited to: (a) the explicit disclosure of the Review Date in the SAO,
(b) disclosure of the accounting standard and (c) the items that the Appointed Actuary should
consider before making use of the work of another actuary. With respect to this last item, the
changes to ASOP No. 36 make it clear that actuaries can not simply rely on the opinion of
another actuary without doing more (i.e., “make use of”’). COPLFR believes this last item may
result in a significant change to practice and has modified the Frequently Asked Questions
(Appendix 2) to include some discussion of this situation. COPLFR recognizes that, since these
changes have only recently been made, there are no current or emerging practices in which
actuaries’ peers are engaged that can be used to provide additional guidance in this Practice
Note.

2. The NAIC Statement of Actuarial Opinion Instructions and the Actuarial Opinion Summary
Supplement have been revised for 2011. The key changes include: (a) the definition of a
“Qualified Actuary” (b) the definition of an “Actuarial Report” and (c) a clarification of which
items should be included in the Actuarial Opinion Summary.

7
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3. In addition, the 2011 NAIC Title Insurance Company Annual Statement Instructions
(Appendix 4) have been modified in a significant way. In Exhibit A, the Scope of the SAO has
been expanded to include an opinion on gross (i.e., direct plus assumed) loss and loss adjustment
expense reserves. Previously, title insurance company opinions were prepared strictly on a net of
reinsurance basis.

4. The Casualty Actuarial and Statistical Task Force (CASTF) has provided updated regulatory
guidance for 2011 Statements of Actuarial Opinion (Appendix 9a). The changes from the 2010
guidance focus on new recommendations for additional disclosures in the Actuarial Report.
These new recommendations for 2011 Statements of Actuarial Opinions are the same as the
disclosures that have been proposed as changes to the NAIC Statement of Actuarial Opinion
Instructions for 2012,

Advance Notification of Future Changes

The format of the 2012 SAO will remain substantially unchanged from the 2011 format.
However, the proposed NAIC Statement of Actuarial Opinion Instructions for 2012 contain
potential changes that would require additional disclosures in the Actuarial Report.

Electronic Filing

The NAIC central office requires that an electronic version of the SAO be filed with the
electronic version of the Annual Statement that is filed with the central office. Most annual
statement electronic preparation software packages produce the required files. Scanned
signatures, conforming signatures (e.g., /s/ Pat Actuary), and unsigned opinions are all
commonly used alternatives for the electronic version of the SAO.

The version of the SAO to be filed with the NAIC electronically must be submitted in
“unsecure” format to allow the NAIC to search the document and then establish a consistent
level of security prior to public release. When sending an SAQ directly to a state insurance
regulator, secure files are allowed.

© 2011 American Academy of Actuaries www.actuary.org
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Statements of Actuarial Opinion on
P&C Loss Reserves as of Dec. 31, 2011

1. Thereis to be included or attached to Page 1 of the Annual Statement, the statement of a
Qualified Actuary, entitled “Statement of Actuarial Opinion,” setting forth his or her opinion
relating to reserves specified in the SCOPE paragraph. The Actuarial Opinion, both the
narrative and required Exhibits, shall be in the format of and contain the information required
by this Section of the Annual Statement Instructions Property and Casualty.

The Qualified Actuary must be appointed by the Board of Directors, or its equivalent, or by a
committee of the Board, by December 31 of the calendar year for which the opinion is rendered.
Upon initial appointment (or “retention”), the Company shall notify the domiciliary
commissioner within five business days of the appointment with the following information:

a. Name and title (and, in the case of a consulting actuary, the name of the firm).

b. Manner of appointment of the Appointed Actuary (e.g., who made the appointment
and when).

c. A statement that the person meets the requirements of a qualified actuary.

Once this notification is furnished, no further notice is required with respect to this person
unless the actuary ceases to be appointed or retained or ceases to meet the requirements of a
qualified actuary.

If an actuary who was the Appointed Actuary for the immediately preceding filed Actuarial
Opinion is replaced by an action of the Board of Directors, the insurer shall within five (5)
business days notify the Insurance Department of the state of domicile of this event. The insurer
shall also furnish the domiciliary Commissioner with a separate letter within ten (10) business
days of the above notification stating whether in the twenty four (24) months preceding such
event there were any disagreements with the former Appointed Actuary regarding the content
of the opinion on matters of the risk of material adverse deviation, required disclosures, scopes,
procedure, or data quality. The disagreements required to be reported in response to this
paragraph include both those resolved to the former actuary’s satisfaction and those not
resolved to the former actuary’s satisfaction. The insurer shall also in writing request such
former actuary to furnish a letter addressed to the insurer stating whether the actuary agrees
with the statements contained in the insurer’s letter and, if not, stating the reasons for which he
does not agree; and the insurer shall furnish such responsive letter from the former actuary to
the domiciliary Commissioner together with its own.

The Appointed Actuary must report to the Board of Directors or the Audit Committee each
year on the items within the scope of the Actuarial Opinion. The Actuarial Opinion and the
Actuarial Report must be made available to the Board of Directors. The minutes of the Board
of Directors should indicate that the Appointed Actuary has presented such information to the
Board of Directors or the Audit Committee and that the Actuarial Opinion and Actuarial
Report were made available. A separate Actuarial Opinion is required for each company filing
an Annual Statement. When there is an affiliated company pooling arrangement, one Actuarial
Report for the aggregate pool is sufficient, but there must be addendums to the Actuarial
Report to cover non-pooled reserves for individual companies.

9
© 2011 American Academy of Actuaries www.actuary.org



Property and Casualty Practice Note
December 2011

The Statement of Actuarial Opinion and the supporting Actuarial Report and workpapers,
should be consistent with the appropriate Actuarial Standards of Practice (ASOPs), including
but not limited to ASOPs 23, 36, 41, and 43, as promulgated by the Actuarial Standards Board,
and Statements of Principles adopted by the Casualty Actuarial Society.

DISCUSSION — THE APPOINTED ACTUARY:

The Instructions require the appointed actuary to be a Qualified Actuary as defined in Section 1.A. of the
Instructions. Therefore, the appointed actuary must be an individual, not a firm. The actuary may be
appointed for one or more subsequent year-ends at the same time. If one actuary is appointed in
November 2010 for the December 2010 opinion, without mention of subsequent year-ends, and a
different actuary is appointed in November 2011 for the December 2011 opinion, notification to the
commissioner is required by the Instructions.

The report to the board of directors may be an oral report, the full actuarial report defined in Section 1.A.
of the Instructions, or a summary of the actuarial report (e.g., an executive summary). According to the
Instructions, in the event that an oral report or executive summary report is presented to the Board, the
full actuarial report must still be made available to the Board upon request. It is generally appropriate for
the report to include discussion of each item in the SCOPE, OPINION, and RELEVANT COMMENT
sections of the SAO (Sections 4 through 6, and Exhibits A and B of the Instructions) and to convey
clearly the findings given in the SAO. The report usually provides more discussion than the SAO itself.
An oral report may be desirable (although it is not required) to give the board an opportunity to ask
questions of the appointed actuary and to help improve the board’s understanding of the reserves and
their importance. Appendix 9a of this Practice Note includes the regulators’ discussion of this
presentation.

Since a SAQ is required for each company in a group, a report is presented to the board of each company.
However, the reports for two or more companies may be combined into a single report.

ILLUSTRATIVE WORDING:

No wording is needed except to show the date of appointment by the board (or equivalent authority) as
noted in Section 1 of the Instructions.

10
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1A. Definitions

“Qualified Actuary” is a person who meets the basic education, experience and continuing
education requirements of the Specific Qualifications Standard for Statements of Actuarial
Opinion, NAIC Property and Casualty Annual Statement, as set forth in the Qualification
Standards for Actuaries Issuing Statements of Actuarial Opinion in the United States, promulgated
by the American Academy of Actuaries, and is either:

i. A member in good standing of the Casualty Actuarial Society, or

ii. A member in good standing of the American Academy of Actuaries who has been
approved as qualified for signing casualty loss reserve opinions by the Casualty
Practice Council of the American Academy of Actuaries.

“Insurer” means an insurer authorized to write property and/or casualty insurance under
the laws of any state and who files on the Property and Casualty Blank.

“Actuarial Report” means a document or other presentation, prepared as a formal means of
conveying to the state regulatory authority and the Board of Directors, or its equivalent, the
actuary’s professional conclusions and recommendations, of recording and communicating
the methods and procedures, of assuring that the parties addressed are aware of the
significance of the actuary’s opinion or findings and that documents the analysis underlying
the opinion. The expected content of the report is further described in paragraph 7.

“Long Duration Contracts” refers to contracts, excluding financial guaranty contracts,
mortgage guaranty contracts and surety contracts, that fulfill both of the following
conditions: (1) the contract term is greater than or equal to thirteen months and (2) the
insurer can neither cancel nor increase the premium during the contract term.

DISCUSSION — ACTUARIAL REPORT:

The above definition of “actuarial report” is more detailed than the definition contained in ASOP No. 41,
Actuarial Communications. The NAIC requirements for the actuarial report are further described in
Section 7 of the Instructions.

1B. Exemptions

An insurer who intends to file for one of the exemptions under this Section must submit a
letter of intent to its domiciliary commissioner no later than December 1 of the calendar
year for which the exemption is to be claimed. The commissioner may deny the exemption
prior to December 31 of the same year if he or she deems the exemption inappropriate.

A copy of the approved exemption must be filed with the Annual Statement in all
jurisdictions in which the company is authorized.

11
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Exemption for Small Companies

An insurer that has less than $1,000,000 total direct plus assumed written premiums during
a calendar year, and less than $1,000,000 total direct plus assumed loss and loss adjustment
expense reserves at year-end, in lieu of the Actuarial Opinion required for the calendar
year, may submit an affidavit under oath of an officer of the insurer that specifies the
amounts of direct plus assumed written premiums and direct plus assumed loss and loss
adjustment reserves.

Exemption for Insurers under Supervision or Conservatorship

Unless ordered by the domiciliary commissioner, an insurer that is under supervision or
conservatorship pursuant to statutory provision is exempt from the filing requirements
contained herein.

Exemption for Nature of Business

An insurer otherwise subject to the requirement and not eligible for an exemption as
enumerated above may apply to its domiciliary commissioner for an exemption based on the
nature of business written.

Financial Hardship Exemption

An insurer otherwise subject to this requirement and not eligible for an exemption as
enumerated above may apply to the commissioner for a financial hardship exemption.
Financial hardship is presumed to exist if the projected reasonable cost of the Actuarial
Opinion would exceed the lesser of:

(i) One percent of the insurer’s capital and surplus reflected in the insurer’s
latest quarterly statement for the calendar year for that the exemption is
sought; or

(i)  Three percent of the insurer’s direct plus assumed premiums written during
the calendar year for which the exemption is sought as projected from the
insurer’s latest quarterly statements filed with its domiciliary commissioner.

1C. Special Requirements for Pooled Companies

The following paragraphs apply to companies that are members of an intercompany pooling
arrangement whereby there is one lead company that has 100% of the pooled business and
all other companies have a 0% share of the pool (no reported Schedule P data).

All companies in the pool shall submit a ‘pooled opinion’ that includes a description of the
pool, identification of the lead company, and a listing of all companies in the pool. The IRIS
ratios, risk of material adverse deviation discussion, and other relevant comments shall
relate to the pooled risks and to the surplus of the lead company.

Exhibits A and B for each company in the pool should represent the company’s share of the

12
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pool and should reconcile to the financial statement for each company. For non-lead
companies, the responses in Exhibit B to question 5 should be $0 and to question 6 should be
“not applicable”. Also for the non-lead companies, Exhibits A and B of the lead company
should be attached as an addendum to the PDF file and/or hard copy being filed (but would
not be reported by the non-lead company in their data capture).

DISCUSSION — INTERCOMPANY POOLING ARRANGEMENTS

Section 1C applies only to situations in which, under an intercompany pooling agreement, the lead
company retains 100 percent of the pooled reserves, and the other pool participants each retain O percent.
In these situations, the actuary is directed to prepare an SAO on the pool. That SAQ is to be filed with the
Annual Statements of each of the pooled companies. Exhibits A and B for each company reflect values
specific to the individual company, and Exhibits A and B of the pool are to be filed as an addendum to
the SAOs of the 0 percent companies. This special requirement does not appear to apply to any other
intercompany pooling arrangements. Note the distinction between pooling to a 100 percent lead company
with no retrocession and ceding 100 percent via a quota share reinsurance agreement. Any reinsurance
agreement with affiliates must be approved by the regulator as either an intercompany pooling
arrangement or a quota share reinsurance agreement. The financial reporting depends on the approved
filing, regardless of how a company views the contract.

One of the following situations may present itself to the opining actuary:

1. An intercompany pooling agreement applies, the lead company retains 100 percent of the pooled
business, and the other pool participants each retain 0 percent. Schedule P for the lead company
will contain the total gross and net reserves for the pool. The gross and net reserves in Schedule P
for the other companies will be zero. Paragraph 1C of the Statement of Actuarial Opinion
Instructions and paragraph 6 of the Actuarial Opinion Summary (AOS) Instructions apply.

2. An intercompany pooling agreement applies, more than one pool participant retains a share of
the pooled business, and other pool participants each retain O percent. Schedule P for the each
company that retains a non-zero share of the pooled business will show its share of the gross and
net reserves. The gross and net reserves in Schedule P for the other companies will be zero.
However, since more than one company retains a share of the business, paragraph 1C of the
Statement of Actuarial Opinion Instructions and paragraph 6 of the AOS Instructions do not
apply.

3. Areinsurance agreement applies, and the company (or companies) cedes 100 percent of its
reserves under a quota share reinsurance agreement. Schedule P for the company (or companies)
ceding 100 percent of its reserves shows gross reserves but zero net reserves. Paragraph 1C of the
SAO Instructions and paragraph 6 of the AOS Instructions do not apply.

If questions exist as to whether Section 1C applies, refer to the Financial Statement Note entitled,
“Intercompany Pooling Arrangements,” read the contract itself, and/or contact your state regulator. Refer
to Appendix 6 of this Practice Note for more information.

2. The Statement of Actuarial Opinion must consist of an IDENTIFICATION paragraph
identifying the Appointed Actuary; a SCOPE paragraph identifying the subjects on which
an opinion is to be expressed and describing the scope of the actuary’s work; an OPINION

13
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paragraph expressing his or her opinion with respect to such subjects; and one or more
additional RELEVANT COMMENTS paragraphs. These four Sections must be clearly
designated.

3. The IDENTIFICATION paragraph should specifically indicate the Appointed Actuary’s
relationship to the company, qualifications for acting as appointed actuary, date of
appointment, and specify that the appointment was made by the Board of Directors, or its
equivalent, or by a committee of the Board.

A member of the American Academy of Actuaries qualifying under paragraph 1. A. (ii)
must attach, each year, a copy of the approval letter from the Academy.

These Instructions require that a “qualified actuary” prepare the Opinion. Nevertheless, if a
person who does not meet the definition of a “qualified actuary” has been approved by the
insurance regulatory official of the domiciliary state, the company must attach, each year, a
letter from that official stating that the individual meets the state’s requirements for
rendering the Opinion.

DISCUSSION — QUALIFIED ACTUARY:

In addition to the qualifications outlined in the Instructions, the Appointed Actuary is expected to have
satisfied the Qualification Standards promulgated by the Committee on Qualifications of the American
Academy of Actuaries (regardless of whether the actuary is a member of the Academy). Specifically, for
an NAIC Statement of Actuarial Opinion, the actuary must have completed basic education, experience
and continuing education requirements outlined in Section 3, the Specific Qualification Standards for
Statements of Actuarial Opinion, of the Qualification Standards. The new language in paragraph 1A of
the Instructions was added to address this requirement.

4. The SCOPE paragraph should contain a sentence such as the following:

“I have examined the actuarial assumptions and methods used in determining
reserves listed in Exhibit A, as shown in the Annual Statement of the Company as
prepared for filing with state regulatory officials, as of December 31, 20, and
reviewed information provided to me through XXX date.”

Exhibit A should list those items and amounts with respect to which the Appointed Actuary
IS expressing an opinion.

The Appointed Actuary should state that the items in the SCOPE, on which he or she is
expressing an opinion, reflect the Loss Reserve Disclosure items (8 thru 13) in Exhibit B.

The SCOPE paragraph should include a paragraph such as the following regarding the data
used by the Appointed Actuary in forming the opinion:

“In forming my opinion on the loss and loss adjustment expense reserves, | relied upon data
prepared by (name, affiliation and relation to Company). | evaluated that data
for reasonableness and consistency. | also reconciled that data to Schedule P — Part 1 of the
company’s current Annual Statement. In other respects, my examination included such

14
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review of the actuarial assumptions and methods used and such tests of the calculations as |
considered necessary.”

DISCUSSION — DATA:

The actuary is required to disclose the name and affiliation of the person(s) responsible for the data used
by the actuary in his/her analysis. It is expected that one or two senior officials of the regulated entity will
usually be named in the opinion. It is possible for the appointed actuary to also be the person responsible
for the data.

Detailed descriptions of possible practice concerning the evaluation and reconciliation of data are
provided in Appendix 1. Further information regarding data-testing requirements and the interaction
between the actuary and the company’s external auditor is provided in Appendix 11.

ASOP No. 36 was revised effective May 1, 2011, and one of the new requirements for Statements of
Actuarial Opinion is to explicitly identify the review date, if it differs from the date the opinion is signed.
The review date is defined in ASOP No. 36 as the date, subsequent to the valuation date, through which
material information known to the actuary is included in forming the reserve opinion. COPLFR believes
that the revision to paragraph 4 of the Instructions, above (Scope paragraph 4) was made to be consistent
with the review date disclosure requirement in ASOP No. 36.

DISCUSSION — METHODOLOGY:

If the opining actuary reviewed the assumptions and methods used in setting the reserves, the above
wording is generally appropriate, absent any extenuating circumstances that may warrant the use of
alternative language.

Certain states may interpret these Instructions literally and expect the actuary to have examined the
company’s methodology for determining its reserves. The actuary needs to be familiar with the
interpretation of the company’s domiciliary state and may need to perform additional work to comply
with that state’s interpretation.

ILLUSTRATIVE WORDING — METHODOLOGY:

If the opining actuary instead performs an independent analysis of the reserves, then wording similar to
the illustrative language below may be appropriate in place of the first sentence shown in the SCOPE
paragraph of the Instructions (above), absent any extenuating circumstances that may warrant the use of
alternative language:

I have examined the reserves listed in Exhibit A, as shown in the Annual Statement of the
company as prepared for filing with state regulatory officials, as of December 31, 20 .

If the opining actuary did not review the methods and assumptions used in determining the reserves but
performed independent tests to evaluate the reserves, wording similar to the following may be
appropriate in place of the last sentence shown in the SCOPE Paragraph of the Instructions (above):

In other respects, my examination included the use of such actuarial assumptions and methods
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and such tests of the calculations as | considered necessary.

If there is some segment of the associated reserve amounts for which the actuary is not giving an opinion,
such qualification may be stated here. This would be a qualified opinion in accordance with ASOP No.
36, which requires the actuary to indicate the segment of business and the associated reserve amounts.
The actuary is referred to Appendix 2 for a detailed discussion of what constitutes a qualified opinion.

5. The OPINION paragraph should include a sentence that at least covers the points listed in
the following illustration:

“In my opinion, the amounts carried in Exhibit A on account of the items identified:

A. Meet the requirements of the insurance laws of (state of domicile).
B. Are computed in accordance with accepted actuarial standards and principles.
C. Make a reasonable provision for all unpaid loss and loss expense obligations of the

Company under the terms of its contracts and agreements.”

If the Scope includes material Unearned Premium Reserves for Long Duration Contracts,
the Opinion should cover the following illustration:

D. “Make a reasonable provision for the unearned premium reserves for long duration
contracts of the Company under the terms of its contracts and agreements.”

If there is any aggregation or combination of items in Exhibit A, the opinion language
should clearly identify the combined items.

Insurance laws and regulations shall at all times take precedence over the actuarial
standards and principles.

If the actuary has made use of the work of another actuary (such as for pools and
associations, for a subsidiary, or for special lines of business), the other actuary must be
identified by name and affiliation within the OPINION paragraph.

A statement of actuarial opinion should be made in accordance with one of the following
sections (a-e). The actuary must explicitly identify in Exhibit B which category applies.

a. Determination of Reasonable Provision. When the stated reserve amount is
within the actuary’s range of reasonable reserve estimates, the actuary should
issue a statement of actuarial opinion that the stated reserve amount makes a
reasonable provision for the liabilities associated with the specified reserves.

b. Determination of Deficient or Inadequate Provision. When the stated reserve
amount is less than the minimum amount that the actuary believes is
reasonable, the actuary should issue a statement of actuarial opinion that the
stated reserve amount does not make a reasonable provision for the liabilities
associated with the specified reserves.

C. Determination of Redundant or Excessive Provision. When the stated reserve
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amount is greater than the maximum amount that the actuary believes is
reasonable, the actuary should issue a statement of actuarial opinion that the
stated reserve amount does not make a reasonable provision for the liabilities
associated with the specified reserves.

d. Qualified Opinion. When, in the actuary’s opinion, the reserves for a certain
item or items are in question because they cannot be reasonably estimated or
the actuary is unable to render an opinion on those items, the actuary should
issue a qualified statement of actuarial opinion. Such a qualified opinion
should state whether the stated reserve amount makes a reasonable provision
for the liabilities associated with the specified reserves, except for the item, or
items, to which the qualification relates. The actuary is not required to issue a
qualified opinion if the actuary reasonably believes that the item or items in
question are not likely to be material.

e. No Opinion. The actuary’s ability to give an opinion is dependent upon data,
analyses, assumptions, and related information that are sufficient to support a
conclusion. If the actuary cannot reach a conclusion due to deficiencies or
limitations in the data, analyses, assumptions, or related information, then the
actuary may issue a statement of no opinion. A statement of no opinion
should include a description of the reasons why no opinion could be given.

DISCUSSION — THE OPINION:

In accordance with ASOP No. 36, the actuary will state whether the opinion is for losses and loss-
adjustment expenses combined or separately.

ASOP No. 36 states that a reserve makes a reasonable provision if it is within the actuary’s range of
reasonable reserve estimates. This standard defines the range of reasonable estimates as a range of
estimates that could be produced by appropriate actuarial methods or alternative sets of assumptions that
the actuary judges to be reasonable. Note that the range of reasonable estimates is narrower, perhaps
considerably, than the range of possible outcomes of the ultimate settlement value of the reserve.

ASOP No. 36 contains specific disclosure requirements for deficient or inadequate opinions, redundant or
excessive opinions, qualified opinions, and situations in which no opinion can be formed. Appendix 2
contains further relevant information.

If the actuary reaches different conclusions regarding the SCOPE items, e.g., the determination of a
reasonable provision for net reserves versus a determination of a redundant provision for gross reserves
(direct plus assumed reserves), then the opinion would usually include language that explicitly conveys
the intended category of opinion for each of the SCOPE items.

When the reserve estimate is subject to an exceptionally high degree of variability, or when a reasonable
fluctuation in reserve can have a material effect on surplus, the actuary may choose to discuss this in the
opinion. This situation may arise from the relationship of reserves to surplus, the relationship of the range
of reasonable estimates to surplus, or others. The actuary may choose to state the reason for the potential
variability. ASOP No. 36 requires this disclosure when the actuary reasonably believes that there are
significant risks or uncertainties that could result in material adverse deviation.

In determining whether the reserves make a reasonable provision for all unpaid loss and loss expense
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obligations, the actuary can refer to ASOP No. 36 and find further information in the principles contained
in the CAS Statement of Principles Regarding Property and Casualty Loss and Loss Adjustment Expense
Reserves.

In situations in which the actuary does an independent analysis of the reserves, the opinion statement in
5(B) may read “are consistent with reserves computed....”

If the SCOPE includes material unearned premium reserves for extended losses and expenses, as a write-
in item in the Exhibit A SCOPE, line 9, the actuary may wish to add an additional statement in the
OPINION paragraph, item “D” (or “E,” if appropriate), such as:

“In my opinion, the amounts carried in Exhibit A on account of the items identified:

D.(or E.) “Make a reasonable provision for the unearned premium reserves for extended losses
and expenses of the company under the terms of its contracts and agreements.”

The opinion statement in 5(D), as noted in the Instructions or as suggested above, is usually appropriate
when the actuary is opining on unearned premium reserves for extended losses and expenses, as
separately identified in Exhibit A: SCOPE.

Section 5(A) requires an opinion that the reserves meet the requirements of the insurance laws of the state
of domicile. In most jurisdictions, these laws may be interpreted to include statutory accounting
requirements. Thus, to comply with insurance law, reserves ordinarily represent management’s best
estimate.

Management is required to record its best estimate of reserves by line of business and in total in the
statutory accounts. The actuary may wish to consider that management’s obligations in this regard may
be different than the actuary’s. The actuary is required in Sections 5(B) and 5(C) to opine on the
reasonableness of the reserves in the aggregate. The actuary may wish to ascertain from management that
the recorded reserves are its best estimate by line of business and in total.

Section 5 of the Instructions also requires that, if an actuary has made use of the work of another actuary,
he or she must provide that other actuary’s name and affiliation in the opinion. ASOP No. 36 takes this
disclosure requirement several steps further. As a result of the May 1, 2011 revision, a significant change
has been made with respect to the use of the opinion of another actuary for portions of the reserves within
the scope of the opinion. The revised ASOP No. 36 makes it clear that the appointed actuary can not
simply rely on the other actuary’s opinion without doing more. ASOP No. 36 states that the actuary
should only make use of another actuary’s supporting analyses or opinions only when it is reasonable to
do so. According to section 3.7.2, in determining whether it is reasonable to make use of the work of
another actuary, the appointed actuary should consider the following:

a. The amount of the reserves covered by another’s analyses or opinions in comparison to the total
reserves subject to the actuary’s opinion;

b. The nature of the exposures and coverage;

c. The way in which reasonably likely variations in estimates covered by another’s analyses or
opinions may affect the actuary’s opinion on the total reserves subject to the actuary’s opinion;
and

d. The credentials of the individual(s) that prepared the analyses or opinions.

18
© 2011 American Academy of Actuaries www.actuary.org


http://www.actuarialstandardsboard.org/pdf/asops/asop036_153.pdf
http://www.actuarialstandardsboard.org/pdf/asops/asop036_153.pdf
http://www.actuarialstandardsboard.org/pdf/asops/asop036_153.pdf
http://www.actuarialstandardsboard.org/pdf/asops/asop036_153.pdf

Property and Casualty Practice Note
December 2011

In situations where, after these considerations, the actuary determines that it is reasonable to make use of
the work of the other actuary without performing any independent analysis, the actuary should disclose
(a) whether he/she reviewed the other actuary’s analysis and (b) if a review was performed, the extent of
the review (see paragraph 4.2.f). Where, in the opinion of the actuary, the analyses or opinions of
another need to be modified or expanded, the actuary should perform such analyses as necessary to issue
the opinion on the total reserves. Please refer to ASOP No. 36 for additional requirements in this area.

DISCUSSION — DEFICIENT OR REDUNDANT PROVISION:

Note that ASOP No. 36, section 4.2.c requires disclosure of the amount by which the inadequate reserve
differs from the minimum amount the actuary believes is reasonable, or that redundant reserves exceed
the maximum amount the actuary believes is reasonable.

ILLUSTRATIVE WORDING — DEFICIENT OR REDUNDANT PROVISION:
The actuary may choose to use wording similar to the following:

The provision for unpaid losses and loss expenses is $X less than (greater than) the minimum
(maximum) amount | consider necessary to be within the range of reasonable estimates.

6. The Appointed Actuary must provide RELEVANT COMMENT paragraphs to address the
following topics of regulatory importance.

a. Risk of Material Adverse Deviation.

The Appointed Actuary must provide specific RELEVANT COMMENT paragraphs
to address the risk of material adverse deviation. The actuary must identify the
materiality standard and the basis for establishing this standard. The materiality
standard must be disclosed in $US in Exhibit B: Disclosures. The actuary should
explicitly state whether or not he or she reasonably believes that there are significant
risks and uncertainties that could result in material adverse deviation. If such risk
exists, the actuary should include an explanatory paragraph to describe the major
factors, combination of factors, or particular conditions underlying the risks and
uncertainties that the actuary reasonably believes could result in material adverse
deviation. The explanatory paragraph should not include general, broad statements
about risks and uncertainties due to economic changes, judicial decisions, regulatory
actions, political or social forces, etc., nor is the actuary required to include an
exhaustive list of all potential sources of risks and uncertainties.

b. Other Disclosures in Exhibit B

RELEVANT COMMENT paragraphs should describe the significance of each of the
remaining Disclosure items in Exhibit B. The actuary should address the items
individually and in combination when commenting on a material impact.

C. Reinsurance
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RELEVANT COMMENT paragraphs should address retroactive reinsurance,
financial reinsurance and reinsurance collectibility. Before commenting on
reinsurance collectibility, the actuary should solicit information from management
on any actual collectibility problems, review ratings given to reinsurers by a
recognized rating service, and examine Schedule F for the current year for
indications of regulatory action or reinsurance recoverable on paid losses over 90
days past due. The comment should also reflect any other information the actuary
has received from management or that is publicly available about the capability or
willingness of reinsurers to pay claims. The actuary’s comments do not imply an
opinion on the financial condition of any reinsurer.

Retroactive reinsurance refers to agreements referenced in SSAP No. 62R, Property
and Casualty Reinsurance, of the NAIC Accounting Practices and Procedures Manual
(SSAP No. 62R).

Financial reinsurance refers to contracts referenced in SSAP No. 62R, of the NAIC
Accounting Practices and Procedures Manual in which credit is not allowed for the
ceding insurer because the arrangements do not include a transfer of both timing
and underwriting risk that the reinsurer undertakes in fact to indemnify the ceding
insurer against loss or liability by reason of the original insurance.

d. IRIS Ratios

If the company reserves will create exceptional values using the NAIC IRIS Tests for
One-Year Reserve Development to Surplus, Two-Year Reserve Development to
Surplus and Estimated Current Reserve Deficiency to Surplus, the actuary must
include RELEVANT COMMENT on the factors that led to the unusual value(s).

e. Methods and Assumptions

If there has been any significant change in the actuarial assumptions and/or methods
from those previously employed, that change should be described in a RELEVANT
COMMENT paragraph.

DISCUSSION — RISK OF MATERIAL ADVERSE DEVIATION:

ASOP No. 36 requires an additional explanatory paragraph when the actuary reasonably believes that
there are significant risks or uncertainties that could result in material adverse deviation. This paragraph
would contain the following:

a) The amount of adverse deviation that the actuary judges to be material with respect to the
SAQ;

b) A description of the major factors or particular conditions underlying the risks or
uncertainties that the actuary believes could result in material adverse deviation.

The NAIC Instructions go further than ASOP No. 36, requiring the actuary to explicitly state whether he
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or she reasonably believes that there are significant risks or uncertainties that could result in material
adverse deviation. Further, the actuary is required to disclose the materiality standard in Exhibit B and
discuss the basis for establishing this materiality standard in a RELEVANT COMMENT paragraph.

The actuary may wish to consider the interplay between this NAIC requirement and the ASOP No. 36
disclosure. In addition, the actuary may wish to review the regulatory guidance on this subject, which is

included in Appendix 9a.
The Materiality Standard

The actuary is required by the Instructions to comment on the basis of the materiality standard. Examples
of considerations in the choice of a materiality standard are:

Percentage of surplus

Percentage of reserves

The amount of adverse deviation that would cause a drop in financial strength ratings

The amount of adverse deviation that would cause surplus to fall below minimum capital

requirements

The amount of deviation that would cause RBC to fall to the next action level

Multiples of net retained risk

o Reinsurance considerations, such as levels of ceded reserves compared to surplus or concerns
about solvency or collectibility of reinsurance

o The upper limit of a company’s reinsurance protection on reserve development, if any

000D

0D

Other standards may be acceptable as well. No matter how the materiality standard is determined, the
actuary ordinarily will want to consider why that standard is appropriate for the company under review.

Risk of Material Adverse Deviation

The Instructions require the actuary to explicitly state whether he or she reasonably believes that there are
significant risks or uncertainties that could result in material adverse deviation. Because of the nature of
the NAIC’s request regarding discussion of the risk of material adverse deviation, each individual
situation will call for its own wording. Possible wording for this section may be structured in the
following way:

I have identified the major risk factors for this company as ,

, and . The existence of these risk factors leads me to conclude
that there is a risk of material adverse deviation for this company. These risk factors are described in
more detail in the following paragraph and in the report supporting this opinion. The absence of other
risk factors from this listing does not imply that additional factors will not be identified in the future as
having had a significant influence on the company’s reserves.

When considering the inclusion of risk disclosures in a RELEVANT COMMENTS paragraph, the
actuary usually considers the likelihood of the event occurring. COPLFR has prepared a list of possible
risk factors; these are not meant to be all-inclusive and certainly are not meant to apply to every
company. For example, one would not expect to see discussion of the risk of asbestos and environmental
losses from a personal-lines company. The list below is meant to provide some suggestions for the types
of risk factors and underlying loss exposures for which comment may be appropriate:
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Asbestos and environmental losses

Construction d