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ATTACHMENT 3

Section 4(11) PBR Reporting
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AMERICAN ACADEMY of ACTUARIES

Reporting and Documentation Requirements for Principles-Based Reserves
from the American Academy of Actuaries’ Subgroup 1 of the Valuation Law and Manual Team

Presented to the National Association of Insurance Commissioners’
Life and Health Actuarial Task Force
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San Francisco, CA - June 2007

The American Academy of Actuaries is a national organization formed in 1965 to bring together, in a single entity, actuaries
of all specializations within the United States. A major purpose of the Academy is to act as a public information organization
for the profession. Academy committees, task forces and work groups regularly prepare testimony and provide information to
Congress and senior federal policy-makers, comment on proposed federal and state regulations, and work closely with the
National Association of Insurance Commissioners and state officials on issues related to insurance, pensions and other forms
of risk financing. The Academy establishes qualification standards for the actuarial profession in the United States and
supports two independent boards. The Actuarial Standards Board promulgates standards of practice for the profession, and
the Actuarial Board for Counseling and Discipline helps to ensure high standards of professional conduct are met. The
Academy also supports the Joint Committee for the Code of Professional Conduct, which develops standards of conduct for
the U.S. actuarial profession.

Subgroup 1 of the Valuation Law and Manual Team

Dave Neve, F.S.A., M.A A A., Chair

Anthony-Amodeo - F.S:Ax-M-AAA Section Break (Continuous)

Mark Birdsall, F.S.A., M.A.AA.
Mike Boerner, F.S.A.,, M.A. A A.
Alice Fontaine, F.S.A., M.AA A A.
Corinne Jacobson, F.S.A.,, M.A.AA.
Kerry Krantz, F.S.A.,, M.A.AA.
Dwayne McGraw, F.S.A.,, M.A.AA.

Russell Menze, F.S.A., M.A.AA.
Tom Nace, F.S.A.,, M. A AA.

Kristin Schaefer, F.S.A., M.A. A A.
Albert Sekac, F.S.A., M. A.AA.
Mike Villa, F.S.A., M.A.AA.

David Whittemore, F.S.A., M. A.AA.
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SECTION [TBD]:
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PBA RESERVES
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and disclosure
Page 1: [3] Deleted Author
valuations performed under
Page 1: [3] Deleted Author
approach (PBA) under
Page 1: [3] Deleted Author
Documentation
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disclosure
Page 1: [3] Deleted Author
scope
Page 1: [4] Deleted Author

Drafting Note: The majority of the material in this section was originally contained within the section of
the Valuation Manual that defines the PBA reserve calculation requirements for life products. It has been
carved out and put in its own section of the Valuation Manual to clarify/distinguish requirements for
calculating reserves from documentation requirements that are not a direct component of the reserve
calculation. However, further work is needed to link these documentation requirements to the appropriate
reserve calculation requirement that gave rise to these documentation requirements.
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, other than those specified below,
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“PBR Valuation Actuary” is defined as the qualified actuary responsible for the content of the
PBR Actuarial Report documenting methods and assumptions supporting a principles-based
approach reserves.

Page 1: [6] Deleted Author
and Disclosure
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and disclosure
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product types valued using
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approach
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and disclosure
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product types
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PBR Valuation
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Certification and a PBR
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approach for reserves
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, to support the PBR Certification. The company
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one PBR Valuation
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who prepares one PBR Certification and
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Valuation Actuaries
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company
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Valuation Actuaries, each shall sign a PBR Certification and prepare a PBR

Page 1: [9] Deleted Author
Report for their respective product area, and the company
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Certifications and all PBR

Page 1: [10] Formatted Author

Indent: Left: 36 pt, Hanging: 18 pt
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Drafting Note: The certification section may be moved to a different section of the Valuation Manual that
includes the AOMR requirements that address both AOMR opinions and PBR certifications.
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Certification
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the following items, with recommended language:

Page 1: [13] Deleted Author

Drafting Note: the recommended language may be modified as needed to meet the circumstances of a
particular company.
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Subtitle, Left, Indent: Left: 36 pt, Hanging: 18 pt
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PBR Valuation

Page 1: [15] Deleted Author
and his or her qualifications. This opening paragraph should generally indicate the
PBR Valuation
Page 1: [15] Deleted Author

to the company and his or her qualifications to sign the PBR Certification. The opening
paragraph of the PBR Certification should include a statement such as:

Page 1: [16] Deleted Author

“l [name], am [position] of [insurance company name] am a member of the American
Academy of Actuaries. | believe | meet the qualification standards of the American
Academy of Actuaries to render this Certification regarding the principles-based
approach reserves, and am familiar with the valuation requirements applicable to such
reserves.”

For a consulting actuary, the opening paragraph of the PBR Certification should include a
statement such as:

“l [name], am a member of the American Academy of Actuaries, am associated with the
firm of [name of consulting firm]. | have been engaged by the [name of company] to
render this PBR Certification. | believe | meet the qualification standards of the
American Academy of Actuaries to render this Certification regarding the principles-
based approach reserves, and am familiar with the valuation requirements applicable to
such reserves.”

Drafting note: we could specify that if the PBR Valuation Actuary is not the appointed actuary, then
the PBR Valuation Actuary is appointed or engaged by the appointed actuary.

Page 1: [17] Formatted Author

Subtitle, Left, Numbered + Level: 1 + Numbering Style: a, b, c, ... + Startat: 1 +
Alignment: Left + Aligned at: 56.25 pt + Tab after: 74.25 pt + Indent at: 74.25 pt
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these
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approach
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requirements. This description should include a statement such as:

“I have examined the actuarial methods and actuarial assumptions used in determining

the principles-based approach reserves listed below
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in the annual statement of the company, as prepared for filing with state regulatory

officials as of December 31, 20[ ]. Summarized below are those

Page 1: [20] Deleted Author
approach reserving methods and assumptions.”
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Exhibit 5
A
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A reliance paragraph describing those areas, if any, where the PBR Valuation Actuary is
relying on other experts in developing data, procedures, or assumptions, supported by a
reliance statement of each such expert. If the PBA Valuation Actuary has relied on other
experts to develop certain portions of the work supporting principles-based approach
reserves, the reliance paragraph should include a statement such as:

“l have relied on [name], [title] for [e.g., Stochastic Reserve calculations for the
product line] as certified in the attached statement. | have reviewed the information
relied upon for reasonableness.”

A statement of reliance on other experts should be accompanied by a statement by each
of the experts in the form prescribed by section [insert applicable section].

A paragraph expressing the PBR Valuation Actuary’s certification that the methods and
prudent estimate assumptions supporting principles based-approach reserves are
reasonable and appropriate and that resulting reserve amounts are calculated in a manner
this is consistent with the principle-based approach requirements. The PBR Certification
should include a statement such as:

“l certify that the reserves and related actuarial values concerning the principles-based
approach reserves identified above:

Are computed in accordance with presently accepted actuarial standards as
promulgated by the Actuarial Standards Board;

When actuarial judgment is involved, are based on actuarial assumptions which
are reasonable and appropriate;

Meet the requirements of a PBA valuation specified in [insert applicable
section] of the Valuation Manual.”

Signature of PBA Valuation Actuary

2. The PBR Actuarial Report shall include:

A description of the policies subject to the principles-based valuation requirements;

Page 3: [23] Deleted Author
Drafting Note: The timing of when the report is provided will be determined by the NAIC.

4. The PBR Actuarial Report and any other material provided by the PBR Valuation Actuary to
the PBA Review Actuary or the commissioner in connection therewith shall be kept
confidential by the PBA Review Actuary and the commissioner and shall not be made public.
The PBR Actuarial Report or other material may otherwise be released by the commissioner
(a) with the written consent of the company, or (b) to the Actuarial Board for Counseling and
Discipline upon request stating that the report of other material is required for the purpose of
professional disciplinary proceeding and setting forth procedures satisfactory to the
commissioner for preserving the confidentiality of the PBR Actuarial Report or other
material.
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at least once every three years;

Page 3: [25] Deleted Author
study was done on a block of business that was similar to the block of business being valued,
identify the differences between the block of business on which the data was gathered
and the block of business being valued. Describe how these differences were reflected in
the mortality used in modeling.

i.  If experience mortality rates

Page 3: [26] Deleted Author
a business segment are being determined using data consistent with the business segment, but
is not based on the actual experience directly applicable to the business segment (whether
or not the business segment is from the company), the company shall document

Page 3: [27] Deleted Author
similarities or differences between the two business segments (e.g., type of underwriting,
marketing channel, average policy size, etc.). Additionally, the company shall document
the following:

i.  Source of data including a detailed explanation of the appropriateness of the data, the
underlying source of data, including how the mortality rates were developed,
graduated and smoothed.

ii. The number of deaths and death claim amounts by major grouping no broader than
those allowed for direct company data and including: age, gender, risk class, policy
duration and other relevant information.

j- Actual experience data may be determined by individual risk class or aggregated for
multiple risk classes. Once a method is chosen the company may

Page 3: [28] Deleted Author
, but must disclose the rationale

Page 3: [29] Deleted Author
3. Additional Adjustments to Mortality Curves:
a. Explain the rationale for any adjustment;
b. Document, describe and summarize any studies used to support the adjustment;
c. Document the mathematics used to adjust the mortality;

d. Provide any other relevant important information concerning any adjustments to the
experience mortality for changes in the mortality assumption.
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following items with respect to
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A description of the framework
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. This description should indicate how the company concluded that the framework provides an
appropriate level of granularity.
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6 Description of approach used to determine appropriate assumption Margins,
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at least once every three years.
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Font: Not Bold
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Subtitle, Left, Indent: Left: 36 pt, Don't keep lines together
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Normal, Justified, Indent: Left: 36 pt, Hanging: 36 pt, Keep lines together
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The company shall document
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PBA
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Indent: Left: 36 pt
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and disclosure

Page 5: [54] Deleted Author
product types valued using
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approach reserves.

Page 5: [65] Deleted Author
A summary of the impact of Assumption Margins:

a. Impact of each Margin.

The company shall determine and disclose in the PBR Actuarial Report an

Page 5: [56] Formatted Author

Subtitle, Left, Indent: Left: 36 pt, Numbered + Level: 1 + Numbering Style: 1,2, 3, ... +
Start at: 1 + Alignment: Left + Aligned at: 54 pt + Tab after: 72 pt + Indent at: 72 pt,
Tabs: 54 pt, List tab + Not at 72 pt
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Font: Not Bold
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the following risk factors: mortality, policyholder behavior, expense and asset return
assumptions. This shall be determined for
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Font: Not Bold
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Font: Not Bold
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Font: Not Bold
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Font: Not Bold
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i. The sum of the Seriatim Reserves for all policies, but with the Seriatim Reserves
calculated based on the Anticipated Experience Assumption for the risk factor and
Prudent Estimate Assumptions for all other risk factors.

ii. The sum the Seriatim Reserves as reported.

b. Impact of Aggregate Margin.

The company shall determine and disclose in the Actuarial Report an

Page 5: [63] Formatted Author

Subtitle, Left, Indent: Left: 36 pt, Numbered + Level: 1 + Numbering Style: 1, 2, 3, ... +
Start at: 1 + Alignment: Left + Aligned at: 54 pt + Tab after: 72 pt + Indent at: 72 pt,
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. This shall be determined for each Asset Segment
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Font: Not Bold
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i. The sum of the Seriatim Reserves for all policies, but with the Seriatim Reserves
calculated based on Anticipated Experience Assumptions for all risk factors prior to
the addition of any Margins.

ii. The sum of the Seriatim Reserves for all policies as reported.

c. Since the company does not determine an Anticipated Experience Assumption or a
Prudent Estimate Assumption for assumptions that are prescribed (e.g., interest rates
movements, equity performance, and net spreads on reinvestment assets), the prescribed
assumption shall be deemed to be the Prudent Estimate Assumption, and the equivalent
of an Anticipated Experience Assumption for these risk factors will be prescribed for the
purpose of determining the impact of assumption Margins, and found in [insert applicable
section] of the Valuation Manual.

4. Demonstration

Page 5: [70] Formatted Author

Body Text Indent, Indent: Left: 36 pt
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a. A complete demonstration supporting the exclusion must be provided in the PBR
Actuarial Report in the initial exclusion year and at least once every three (3) calendar
years subsequent to the initial exclusion;

b. Documentation

Page 5: [71] Deleted Author
to whether changing conditions over the current and two (2) subsequent calendar years would be
likely to change the conclusion to exclude the group of policies from the stochastic modeling
requirement
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Body Text Indent
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. Such disclosure should include at least the following:
Page 5: [74] Formatted Author
Formatted
Page 5: [75] Formatted Author

Indent: Left: 36 pt

Page 5: [76] Formatted Author
Formatted
Page 5: [77] Deleted Author

each element of the Cash Flow Model for which this provision has been made in the
Stochastic Reserve (e.g., Risk Factors, policy benefits, asset classes, investment
strategies, risk mitigation strategies, etc.);

A description of the approach used by the company to provide for these risks in the
Stochastic Reserve outside the Cash Flow Model, and a summary of the rationale for
selecting this approach, and the key assumptions underlying the approach;

If there is more than one model element included in this provision, the documentation
shall clarify whether a separate provision was determined for each element, or
collectively for groups of two or more elements. The documentation shall explain the
methodology, supporting rationale and key assumptions for how separate provisions were
combined.

6. The company shall disclose

Page 5: [78] Formatted Author
Formatted
Page 5: [79] Deleted Author

, that is, the degree of risk offsets reflected in the Reported Reserve due to aggregating groups of
policies when performing the Stochastic Reserve calculation.

a. The impact of aggregation

Page 5: [80] Formatted Author
Formatted
Page 5: [81] Formatted Author
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Formatted

Page 5: [82] Deleted Author
shall be determined by:

i. Subdividing the total block of policies subject to these requirements into subgroups
that reflect similar risk characteristics that will likely create risk offsets when
aggregated together;

ii. Determining the Reported Reserve for each subgroup of policies; and

iii. Summing the Reported Reserves for each subgroup of polices, and subtracting the
actual Reported Reserve for all policies.

b. Examples of risk characteristic that the company may consider when selecting the
number of subgroups include:

i. Separate account vs. general account policies;
ii. Flexible premium vs. fixed premium policies;
iii. Policies with cash values vs. polices with little or no cash values.
c. The company shall disclose in the PBR Actuarial Report the impact of aggregation at least

once every three (3) years, and in the current year regardless of the three (3) year requirement
if the company has made a material change in its risk profile, such

Page 5: [83] Formatted Author
Formatted
Page 5: [84] Deleted Author

buying or selling a block of business, or entering into (or canceling) a reinsurance arrangement
covering the policies subject to these requirements

Page 6: [85] Deleted Author

d. The company can use reasonable approximations when performing this demonstration,
but must fully disclose the nature of the approximations used and the rationale for why
the approximations are appropriate.

e. The company can use a date that precedes the valuation date to perform this
demonstration, but shall certify that the use of such date will not produce a material
change in the results if the results were based on the valuation date.

Page 6: [86] Formatted Author

Subtitle, Left, Indent: Left: 36 pt, Hanging: 18 pt

Page 6: [87] Deleted Author
Credibility Analysis:

a. ldentify the credibility methodology used;

b. Discuss the appropriateness of the credibility procedure used;
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c. Describe how partial credibility was applied to subcategories;

d. Discuss the result of the credibility analysis used to adjust

Page 6: [87] Deleted Author
curves,

e. The company may separate the credibility adjusted

Page 6: [87] Deleted Author
rates by risk class by developing separate

Page 6: [87] Deleted Author
rates for each risk class. In doing so, the company must disclose the underwriting differentials
used by class and must conserve the total number of deaths in the aggregate.

e. To the extent the company has changed the credibility methodology (

Page 6: [88] Deleted Author
procedures and values for determining partial credibility)

Page 6: [89] Deleted Author
prior valuation date, the company must disclose the rationale for the change and quantify
the impact on the Reported Reserve of the change

Page 6: [90] Deleted Author

If the company reflects the effects of risk selection and underwriting practices not
reflected in the underlying experience, but supported by relevant published medical and
clinical studies, the company may only reflect the effectiveness of such risk selection and
the anticipated incremental benefits over prior risk selection techniques. The company
shall disclose the rationale and support for the adjustment.

The company may not use a study unless the company has reviewed the underlying
techniques used to develop the study and concluded that the study is appropriate for
use. The company shall disclose the rationale used to reach this conclusion

Page 6: [91] Formatted Author

Indent: Left: 36 pt, Hanging: 18 pt, Tabs: Not at 54 pt
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a.
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Subtitle, Left, Indent: Left: 36 pt, Hanging: 18 pt

Page 6: [94] Deleted Author
mortality table(s);

b. Provide a comparison of the mortality rates of the Prudent Estimate mortality
assumption with the selected
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Is this one or two tables
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The PBR Actuarial Report shall disclose/document the following items with respect to
policyholder behavior assumptions:
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Indent: Left: 36 pt, Hanging: 18 pt, Tabs: Not at 54 pt
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A description and rationale of the assumptions used, and
Page 6: [100] Deleted Author

of
Page 6: [100] Deleted Author

Prudent Estimate

Page 6: [100] Deleted Author
. Sensitivity tests must
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, but are not limited to, the following premium payment assumptions

Page 6: [101] Formatted Author

Numbered + Level: 1 + Numbering Style: a, b, ¢, ... + Start at: 1 + Alignment: Left +
Aligned at: 54 pt + Tab after: 72 pt + Indent at: 72 pt
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. At any point in the Policy’s lifetime, the policy provisions define a future stream of future

minimum premium payments that will keep the Policy in force until Policy expiry. This
pattern of premium payments may depend on the policy design, and could be level or
annually increasing or a combination of the two. When the minimum premium is greater
than zero, it is reasonable to assume that some policyholders fail to pay the minimum
premium, especially when the minimum premium for the current year is greater than the
premium actually paid in the prior year. If the minimum premium is increasing
substantially compared to the prior year premium, it is reasonable to assume a “shock
lapse,” for example, where the minimum premium has been zero for a period of years and
the next minimum premium is substantial. These non-payment lapse assumptions should
be consistent with lapse experience on policies where no nonforfeiture option is
available. The company shall estimate the impact on the Reported Reserve of assuming
that all policyholders pay the minimum premium required by the policy terms to keep the
Policy in force each year.

Page 6: [103] Deleted Author
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. The company shall estimate the impact on the Reported Reserve of assuming that no
policyholders will pay premiums after the projection start date. In this scenario it is
reasonable to assume that some policyholders will withdraw their funds at the projection
start date while other policies will lapse or terminate without value according to the terms
of their contracts.

Page 6: [104] Deleted Author

. The company shall estimate the impact on the Reported Reserve of assuming that all
policyholders will pay all future premiums on the projection start date, to the extent that
such pre-payments are permitted under the terms of the policies or by the company’s
current practices. In this scenario no non-payment lapses would be assumed. However, if
the value of the cash surrender value is roughly equivalent to the value of the future death
benefits (assuming no further premiums), then it would be reasonable to assume some
policyholders will elect to surrender their policies. If the cash surrender value is
substantially less than the value of the death benefits, as may be the case with policies
with secondary guarantees, it would be reasonable to assume that few or none would
surrender their policies.

Page 6: [105] Deleted Author

Some flexible premium policies may permit the policyholder to pay a level premium that is
guaranteed to keep the Policy in force until the policyholder’s death. This premium could
be stipulated in the contract or derived from the terms of the contract. The company shall
estimate the impact on the Reported Reserve of assuming that all policyholders pay level
premiums from the projection start date forward in an amount sufficient to keep the
contract in force from the projection start date until the insured’s death (or as long as
possible under the terms of the contract). In this scenario no non-payment lapses would
be assumed. However, surrenders and withdrawals might occur as described in scenario

(©).
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5. An explanation of
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set beyond the point where
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was available
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Date;

b. The statutory value of such investments on the Valuation Date;

c. The gross level “option-adjusted” spread (in basis points) over the Treasury yield curve at
the Valuation Date implied in the approximate market values of such investments on that
date. Further guidance on acceptable methods to compute this spread shall be published
by the NAIC;

d. The projected average estimated annual default costs (including how they were derived)
expressed as a percent of the approximate average annual market value of such
investments. Further guidance on acceptable methods to compute this spread shall be
published by the NAIC;
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e. The net level “option-adjusted” spread over the Treasury yield curve at the Valuation
Date (Subparagraph (c) minus Subparagraph (d); and

f. The aggregate weighted average life and the method used to determine such aggregate
weighted average life of such investments at the Valuation Date.

Drafting Note: This disclosure is intended to provide regulators and the PBA Review Actuary a
tool to assess from a capital market perspective the level of asset risk embedded in a
company’s principles-based valuation compared to that of other companies or compared to
the current market risk associated with typical asset classes found in insurance company
portfolios. It is anticipated that market spread benchmarks for various asset classes and
quality rating levels will be developed or recommended to provide context to regulators and
the PBA Review Actuary when assessing an individual company’s disclosures. It is important
to recognize that asset spreads reflect all sources of risk, not just defaults. Further, the
existence of these disclosure metrics does not indicate an intent that long-term estimates of
default costs should fluctuate significantly from period to period based on movements in
market values
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, the company shall perform the following calculation:
a. Foraselected Scenario

Page 7: [110] Deleted Author

Asset Segment, set the starting asset amount exactly equal to the Scenario Reserve for that
Asset Segment (which is likely to be different than the starting asset amount used to
determine the Scenario Reserve);

b. Project the accumulated assets to the end of the projection year that gave rise to the
greatest present value of accumulated deficiencies using the same model and assumptions
used to calculate the Scenario Reserve;

c. Discount the value in Paragraph (3)(b) to the valuation date using the path of discount
rates used to calculate the Scenario Reserve; and

d. Provide
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if the amount in Paragraph (3)(c) is materially different than zero.

Drafting Note: The NAIC will determine the frequency of the
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a. The company shall provide documentation for the company’s Derivative Programs that
affect Asset Segments subject to these requirements, starting with a list that identifies and
summarizes the purpose of each Derivative Program, that clarifies whether it involves the
future purchase or sale of Derivative Instruments, and if so whether it is a Clearly
Defined Hedging Strategy, and whether it is a static or dynamic strategy.

b. For each dynamic Clearly Defined Hedging Strategy, the company shall document the
extent to which the Derivative Program and its associated Risk Factors are fully
incorporated into the Cash Flow Model and the extent to which the Cash Flow Model is
supplemented by the adjustment to stochastic reserves calculations.

c. In addition, the company shall provide a certification and maintain documentation
supporting such certification that each Derivative Program modeled as a Clearly Defined
Hedging Strategy meets the requirements of a Clearly Defined Hedging Strategy. The
certification shall include a statement to the effect that the implementation of the
Derivative Program in the stochastic Cash Flow Model does not include knowledge of
events that occur after any action dictated by the Derivative Program (i.e., the model
cannot use information about the future that would not be known in actual practice).
While clearly defined hedging strategies may change over time, any change in a Clearly
Defined Hedging Strategy shall be documented and include an effective date of the
change in strategy.

d. A financial officer of the company (e.g., Chief Financial Officer, Treasurer or Chief
Investment Officer) or a person designated by such financial officer who has direct or indirect
supervisory authority over the actual trading of Derivative Instruments shall certify that each
Derivative Program that involves anticipated future Derivative Instrument transactions is
being used by the company in a manner consistent with the company’s documentation of the
program, and that each Derivative Program that is modeled
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