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JERRY A. MICCOLIS: Good morning. Welcome to Crystal City and welcome to
the Sixth Annual Casualty Loss Reserve Seminar. My name 1is Jerry Miccelis
and I am Chairman of this year’s Program Committee. As most of you know,
the Casualty Loss Reserve Seminar 1is jointly sponsored by the Casualty
Actuarial Society and the American Academy of Actuaries. The objective of
this seminar from its beginning has been to provide & forum for the
discussion of significant issues affecting property-casualty loss
reserving,; and to meet the continuing education regquirements of actuaries
and loss reserve specialists.

It has been a tradition each year to have the Presidents of each of the two
sponsoring organizations address the seminar and this year we are pleased
to continue with that tradition.

To my extreme right 1is Bart Munson, President of the American Academy of
Actuaries. Bart will be speaking to us later teday at our luncheon. This
morning we are also honored to have with us Phil Ben-2vi. Phil is Senior
Vice President of Continental Insurance and current President of the
Casualty Actuarial Society. Phil will be sharing with us his perspective
on loss reserving and the Casualty Loss Reserve Seminar and also will be
introducing our distinguished guest speaker this morning.

PHILIP N. BEN-2VI: Good morning and welcome to our Sixth Annual Casualty
Loss Reserve Seminar. As you can see from looking around you, we have a
record-breaking attendance at this meeting. We hope to have approximately
600 people, which is far and away our largest attendance. The very fact
that we have so many of you here at 8 o’clock in the morning is testimony
to the importance of the subject of loss reserves. I think vyou will find
the day and a half that you spend here a very, very worthwhile expenditure
of your time. We have an outstanding faculty and we will be covering a
wide variety of subjects. Both basic and advanced techniques of different
areas of loss reserving will be covered as well as discussing many of the
current issues that you are all very interested in.

Each vyear for the six vyears we have had hundreds of actuaries attend,
hundreds of accountants, risk managers, legislators, regulators, brokers
and all sorts of loss reserve groupies of every description. As you can
see we have a standing room attendance today. The number of peaople has
been so great at this meeting that we quickly overran the capacity of the
hotel, or at least the block of rooms that we had set aside. 1 know some
of you are commuting from surrounding hotels, and 1 think some people are
even staying at the White House; 1it’s gotten so hard to get rooms in
Washington. (laughter)}

The subject of loss reserves is an extremely important one to the casualty
insurance industry. Laoss reserves nat only affect the statement of surplus
and the statement of income, but they affect the tax liabilities, the
pricing of insurance products, the decisions to insure or self-insure, and
just about every single aspect of the business. To estimate or analyze
loss reserves is a very, very complex art as well as a science. We will be
discussing both the art and the science over the next day and a half. The
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difficulty of estimating loss reserves accurately is probably second only
to the difficulty of predicting the number of people who were going to
attend the Casualty Loss Reserve Seminar and we have not done the greatest

job in doing that. I do, however, want to assure any regulators who are
present that the 40% underestimate of the number of attendees 1is not
indicative of the industry’s loss reserve position. {(laughter)

I am really here today not to speak to you too much about loss reserves
because we have a large number of people over the next day and a half who
are more expert on the subject and who will do a far better job than I can
begin to do. I am here, and I’m really honored to be here, to introduce
our opening speakery Congressman Norman Lent.

Congressman Lent 1is currently serving his eighth term in the U.S8. House of
Representatives and represents the Fourth District of New York, which is
situated in Nassau County. After serving five terms as a New York Senator,
Representative Lent was elected to his first term in Congress in 1970, A
life-long resident of Nassau County, New York, he received his B.A. degree
from Hofstra University in 1952 and attended Cornell University Law School,
receiving his J.D. in 1957.

During his 16 vyears in Congress,; Representative Lent has earned a
reputation as a distinguished and hard-working legislator. Congressman
Lent serves as the ranking Republican on the important House Energy and
Commerce Committee and the Subcommittee on Oversight and Investigation. In
this capacity, he has been a key player in crafting landmark environmental
protection legislation such as "Superfund,” the Resource Conservation and
Recovery Act, and the Toxic Substances Control Act. Representative Lent
also offered the first 1legislation in the House to establish a national
drinking age of 21 in an effort to reduce the tragic highway accidents
resulting from yocuthful drunken driving. Please join me in welcoming
Congressman Norman Lent. {(applause)

CONGRESSMAN NORMAN LENT: Thank you very much CHairman Jerry, President
Phil and President Bart, ladies and gentlemen. I want to first of all
thank the American Academy of Actuaries and the Casualty Actuarial Society
for the opportunity to join you this morning and for bringing out this big
crowd. I’m not used to this. Not too long ago the closest I came to this
was when I was on a panel with Senator Kennedy. We had a big crowd, but I
didn’t think it was for me; of course, I thought it was for him. I was
really excited because I was going to be a lowly Congressman on this panel
with Ted Kennedy, and he showed up. In the back of the room he had about
six fellows with walkie-talkies and little microphones in their ears, two
beautiful blondes with clipboards, passing them notes and whispering things
in his ear. Everybody in the place knew that he was a very important guy.
He had a big limo ocutside. He kept looking at his watch and all his people
kept looking at their watches. He had to catch a plane to a much bigger
and more important meeting than the one we were at. Finally, they put him
on after all the preliminaries were out of the way. He looked at his watch
and was kind of exasperated and testy, and he said, "And ladies and
gentlemen, there are four ways that we can absolutely balance the Federal
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budget. Unfortunately, I have to catch a plane nows, and I’m going to let
Congressman Lent explain them to you." And with that he gets out and jumps
in the limo with the two blondes and the entourage and they take off.
{laughter)

I’m delighted to be here with a gang of people; many of whom are from
cutside the Beltway, which 1is a treat here in Washington. Welcome te
Washington. 1 find that people from out-of-town sometimes like to hear a
political joke or story. 1 like to tell this true story. 1 come from the
south shore of tLong Island, Nassau County, from a town called East
Rockaway. I’ve been running for office in East Rockaway now for 26 years
in the State Senate; now in the Congress, and I get -- actuarily speaking-
-~ about 72.5% of the vote. Everybody knows me. Like a lot of peliticians,
on the Monday before Tuesday Election Day, I make a habit of going back to
my roois. I go back there with my old campaign entourage. 1 have a big
truck and the campaign band plays the campaign song. I have pretty girls
with short skirts and pompoms passing out Lent literature. I have big
signs all around the shopping mall and downtown East Rockaway that say,
"Lent, Lent, Lent.” In the middle of all of this last time around, a
little old lady walked up to me and looked me up and down and said, "So
which one are you?" [ was =0 shocked because 1 didn't know that there was
anyone left in this town who didn’t know me. So I jumped off the back of
the flat bed truck, 1 grabbed her by the arm, I pumped her arm, and I said,
“Hi theres I’m Norm Lent, and I’m running for Congress, and I’m from East
Rockaway too." She stepped back, loaked me up and down and said "Well,
you’ve got my vote. The guy we got down there now is a bum.” It actually
happened. Sc much for the advantages of being the incumbent. (laughter)

The subject of your seminar is certainly an important one. Most members of
Congress are very concerned about the whole issue of liability insurance.
Almost every day, like other members of the House and Senate, 1 suppose, I
receive letters and read news articles about the difficulties our
constituents face in getting liability insurance. Countless hearings have
been held each year on this issue. Next to the budget and tax reform, and
the exploits of Michael Deaver, 1 guess insurance 1is one of the hottest
topics in this town.

During Congressional hearings we heard from many witnesses representing
different points of view. We heard from the insureds of those who would
like to, but can’t, be insured. We heard from the insurers, from
regulators, the trial bar and the so-called consumer groups. The one thing
that all of these witnesses agree on is the nature of the problem; that is,
there has been a sudden and drastic change in the availability and the
affordability of liability insurance. Of course, then the agreement ends
because we find these groups daon’t agree on the causes of the problem. The
issue has becaome a priority even for President Reagan and Attorney General
Meese. As you know, a policy group headed by Attorney General Meese looked
at this issue and made a report that identified +two principal causes:
First, underpricing for insurance in the late 1970’s and early 1980°’s, and
seconds the explosion of the tort liability and jury awards. Various other
causes have also been suggested about this problem, including Ralph Nader’s
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"evil conspiracy theory" with everyone pointing the finger at everyone
else.

When it comes to solutions, an incredible number and variety of bills have
been designed to address the liability insurance problem and have been
introduced in this Congress. In my view, we can look at all of these bills
and perhaps 73-100 of them fall into one of three categories. First, there
are those that are designed to address the insurance industry directly.
Second, there are those that are designed to address liability lawsuits.
Third, there are those that are designed tc make it more attractive for
individuals to pursue means other than traditional insurance markets to
spread their risks.

Now, first addressing the insurance industry directly, we have already seen
legislation in the House to appeal the McCarren-Ferguson law that
traditionally keeps the Federal Government out of this whole issue of
insurance, and leaves it to the several states -~ the fifty states —-- to
regulate. Congressman Jim Florio, the Chairman of the Subcommittee that
has jurisdiction over insurance, has indicated an interest in letting the
Federal Government take over, preempt the states and do the whole job of
regulating the insurance industry. Others have suggested that the Federal
Government ought to attack the problem by letting the Federal Government be
the insurer of last resort.

Before I give you my prediction on the fate of these bills, in the interest
of truth in packaging, let me just summarize my record of accomplishment in
predictions. I was the person to suggest that President Barry Goldwater
would not seek a second term in office. (laughter) My chief investment
counsel to all of my friends a few years ago,s was to get heavily into the
Del.orean car; advice that was apparently only take by the FBI. (laughter)
So with that warning, a little truth in labeling goes with the following
predictions.

With respect to repealing McCarran-Ferguson and imposing Government
regulations, in my opinion, it isn’t going to happen. I have heard no one
tell Congress how things would be any different today in the liability
insurance business if these two changes had been made, let’s say, 10 years
ago. Frankly, 1 don’t know what magical properties the proponents of
Federal regulation, for example, be any better than state regulation?
Especially when vyou consider the long history of state experience in this
area and the fact that state legislatures across the nation are responding
to this problem.

Along with Federal regulations, some Congressmen urge that the Federal
Government itself get into the insurance industry as the reinsurer of last
resort. They even contend that the Federal Government can make maoney at
being in the insurance business. This just doesn’t make sense to most of
us in the Congress. If private industry, motivated by the present scrutiny
of the stockholders, cannot provide this insurance profitability, how does
anyone expect the Government to get into the business and provide it
profitably? Also, we can look at the situations where the Federal
Government did get into the insurance business. Over the years we got into



swine flu, crop and flood insurance. The record indicates we lost money
very badly on each of those occasions. When you 1look at the fact that
there are only a few legislative days left to this session,; 1 would say
that this kind of legislation has no chance to pass this year. Of course
there’s always next year, and I would again predict that these will all be
hot topics in the 100th Congress.

There is one piece of legislation that 1 hope will become law this
Congress. That is the bill that I am co-sponsoring with Congressman Ron
Wyden of Oregonj the Wyden-Lent Bill which is a risk retention or pooling
bill. The bill passed the House just last week without any objection and
the Senate passed very similar legislation by a vote of 96-1 last summer.
Even as we speak, negotiations are going on between the House and Senate,
on the staff level, to try to iron out the differences between those two
bills. 1 suspect we will get a joint bill that can be passed by both the
House and the Senate in the «closing hours of this session and put before
the President.

There is a provision in this bill that directly affects you, but first let
me just back up a bit. My risk retention bill falls into what I consider
the third category of legislation; that is, legislation designed to make it
easier or more attractive for people to pursue different means of spreading
risks. The Risk Retention Act does this by expanding on a 1981 existing
product liability risk retention law to include all commercial liability
insurance. The Act allows groups to issue insurance policies to similarly
situated members in all states if the group 1i1s licensed in at least ocne
state. In other words, once a group 1is licensed as an insurer in one
state, it can then go out and issue policies nationwide without getting
licenses in other states. For example, racing car drivers, or nurse-
midwives, or termite exterminators are groups which have a little trouble
these days getting liability coverage. These groups could form separate
risk retention gqroupss; but they could not comingle. You couldn’t mix
racing car drivers with the termite exterminators, but all racing car
drivers, all termite exterminators, all nurse-midwivess, for example, could
pool together and form a risk retention group.

In exchange for this freedom from licensing requirements, the groups must,
under the terms of this legislation, file feasibility studies showing rates
and coverage with the state insurance commissioner or each state where they
want to operate. They must also submit annual financial statements. Now
here’s where you come in. This statement must contain "a statement of
opinion on loss and loss adjustment expense reserves made by (a) a member
of the American Academy of Actuaries or (b) a qualified loss reserve
specialist.” 50 you see the Congress is very concerned about insolvency
and the amount of government necessary to guard against 1it. 1 was
therefore pleased to include a provision that taxes the private sector to
help with this whole question of insolvency oversight. There were others
who worked on this legislation that would rather have set up some sort of a
government agency to administer this facet of the legislatian.

Before 1 close let me leave you with a few observations about the Congress
and this whole issue of insurance. Congress is influenced by perceptions



and emotions. I am afraid that many members of Congress perceive the
insurance industry as one which is a sophisticated manipulator of numbers.
Members also react based on their own experience with insurers. Think,
just for a moment about vyour own personal experience with insurance
companies, say with a homeowners or an automobile insurance policy. Put
yourself then, if you cans; in the shoes of a member of Congress. On the
one hand you might believe that loss reserves are just made up of numbers
for the purpose of manipulating income taxes and the like. On the other
hand, you would expect insurance companies to be able to use their loss
experience to accurately and adequately price insurance policies thereby
avoiding these liability capacity crunches. Because many people believe
that the insurance industry 1is very sophisticated in the use of numbers,
it’s difficult to accept the fact that the industry cannot tell us what
impact the various types of legislation would have on insurance
availability and affordability.

1 also do not believe that members of Congress truly understand the

difficulty of pricing liability insurance. I don’t think more than a
handful of members of the Congress could tell or would even know the
difference between rates and prices, I realize that when you are faced

with pricing a liability insurance policy vyou must do so without really
knowing what that policy will actually cost, in terms of settlements, or
judgments, or defense costs, out there in the future. Many pecple believe
that you have the statistics available to predict, with absolute accuracy,
what the claim experience will be in the future for policies that are
issued today.

I understand that it may be difficult to rely on past loss experience as a
predictor of future loss experience in view of the onslaught during the
past decade of long latency diseases and the willingness of courts to
liberally, very liberally 1in most cases, interpret policies, to find
coverage. Unfor tunately, many other members of Congress do not understand
this, and I am afraid, truly afraid, that the insurance industry has not
always done an effective job of educating members of Congress on these
issues. For example, despite repeated requests, I have yet to see any
numbers of even single case examples to demonstrate the effect of judicial
interpretation in long latency disease cases, such as asbestos claims, on
policy costs. The Congress hasn’t really been told these costs or seen
these numbers.

Many members of Congress believe that insurance data collection, at the
Federal level, 1is therefore necessary. I am agsinst this. Frankly, 1
believe such data collection 1legislation is dangerous on several counts.
First, I understand that the data contemplated would require major changes
in the methods of data collection used today 1in the insurance industry.
Unfortunately, no one has told us what that might cost. Secondly, this
sort of legislation means setting up another big monstrous, Federal
bureaucracy to receive and analyze this data. Again, this has a cost and,
while the proponents of data collection at the Federal level always try to
play down what this cost might be, it seems to me that it could become very
significant. Of course, what we need is industry input on these numbers as
well.



Let me conclude by leaving you with this thought. The work you did is
very, very important. But, communicating to Congress the nature of your
work and the difficulties that you face 1is equally important. It is
therefore most important for vyour industry to continue its efforts on
Capitol Hill and in the fifty state capitols, to educate, and even cajole
and pressure legislators to come to decisions which make sense and benefit,
not just vyour industry, but the nation as a whole. Ladies and gentlemen,
thank you very much for the privilege of being with you. (applause)

JERRY MICCOLIS: Thank you very much Congressman Lent.

I have two short announcements to make. First, I would like to correct an inadvertent
omission from our program book. Patrick W. Kenny is a panelist on the Loss Reserve
Standards Panel; panel numbers 2D and 3D. Pat Kenny is a partner with Peat, Marwick &
Mitchell. He is also Chairman of the Insurance Companies Committee of the AICPA and
a member of the NAIC Emerging Issues Task Force. Pat, we are very pleased to have
you on our program and we sincerely apologize for the omission.

Second, please note that several of the sessions of this seminar are on a
limited attendance, pre-registered basis. These sessions are identified as
such in your program booklet, and admittance to these sessions have already
been assigned on a first come, first served basis. Those of you admitted
to these sessions have been notified by mail and should have received
admittance tickets attached to vyour name tag with vyour registration
package.

On page 11 of vyour program booklet you will find a schedule of the entire
day-an-a-half’s events at a glance.

We have added two sessions to this schedule to accommodate excess demand.

First, a repeat of session 16 "Managing A Loss Reserve Function" has been
scheduled as Session 2H, beginning at 10:30 a.m. today. This happens to be
a limited attendance workshop, so that attendees should have already been
notified by mail and should have received an admittance ticket at
registration.

This session will be held in the Jefferson room on the third floor.

Second, we have also added Session 3H which is a duplicate of Session 4D
"Claims-Made Reserving".

Session 3H will begin at 1:30 this afternoon and will be held in room
Regency C. Both 4D and 3H are cpen admittance and you are free, of course,
to attend the one of your choice. However, I would encourage those of you
who can conveniently switch to 3H to do sc because 4D 1is currently
oversubscribed.

One final item. Included in your registration package is an evaluation
questionnaire. Please take a moment after each session you attend to fill



out this questionnaire at the seminar registration desk or mail it in to
the address indicated.

These evaluations are of critical importance to the 1987 Program Committee
which will be convening in a few short weeks to plan next year’s seminar.

On behalf of this vyear’s program committee I thank you very much for
coming, and hope you all have a very enjoyable seminar.



1986 CASUALTY LOSS RESERVE SEMINAR

1C/5D - INTERMEDIATE TECHNIQUES I
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Panel: Jeraome A. Degerness, Actuarial Officer
St. Paul Insurance Companies

Phillip O. Presley, Consulting Actuary
Presley & Associates, Inc.

Recorder: Debra Werland, Sr. Loss Reserve Analyst
UsaAa
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Good morning and welcome to Intermediate Loss Reserve Techniques Session I.
I am Gus Krause, and the other panelists and I are here to discuss with you
three types of intermediate loss reserve techniques. This is the initial
presentation of intermediate techniques at a Casualty Loss Reserve Seminar.
We hope to provide you with some useful information, as well as relying on
your discussion and questions to help provide the basis for establishing a
good foundation for making intermediate loss reserve techniques part of the
permanent agenda for these loss reserve seminars.

My co-panelists today include Phil Presley, a consulting actuary with Presley &
Associates, who will be discussing expected loss techniques, most specifically the
Bornhuetter-Ferguson  technique for reserving. My other co-panelist is Jerry
Degerness, actuarial officer with St. Paul, who will be discussing hindsight reserving
techniques. I will then be discussing the use of report year statistics, focusing on the
Fisher-Lange technique, and we will conclude with some time for questions and answers
and audience discussion. I would like to have Jerry Degerness begin today's session.
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JERRY DEGERNESS: A reserve analysts may be asked two questions: What should
the reserve be? and what should it have been? Hindsight analyst focuses on the
latter. I will cover various techniques which may be used, give an illustrative
example, summarize the hindsight concept, touch on factors that influence hindsight
tests and identify areas of application.

Unless otherwise specified, all my comments pertain to total reserves
established using an accident year paid loss development technique.

Hindsight analysis can draw on the same reservoir of data, assumptions and
methods available for prospective reserve analysis. The task is to put
together pieces of a puzzle. In hindsight analysis, part of the puzzle
already is in place. Depending on the reserving puzzle, the work which
remains may be as difficult or less difficult than that which has been
done.

Exhibit I, Pages 1-3

As background for illustration, I have put together an automobile liability
reserve analysis using both the paid and incurred loss development methods.
All loss development assumptions are trivial so as to place emphasis on the
hindsight concept. The squared paid and incurred triangles are shown on
pages | and 2, respectively, of Exhibit 1I.

A runoff test is the most basic hindsight reserving method. It compares
reserves carried as of the accounting date with subsequent payments and
remaining reserves as of the valuation date. Schedule 0, parts 1 and 2 and
Schedule P, part 2, are examples of runoff tests. A runoff test assumes
that current estimates are correct. If the current estimates are not
accurate for losses incurred on or before the date of the tested reserve,
the runoff test will be distorted by the amount of inaccuracy. When all
payments have been made on losses incurred prior to the accounting date,
the runoff test is 100% accurate.

Required total reserves shown above the 1985 diagonal on Exhibit I, page 3,
are runoff tests. For example, the %34.7 carried total reserve on accident
vear 1983 as of 1984 consisted of $8.7 in case reserves and $25.9 in IBNR.
During 1983, $%17.5 (Exhibit I, page 1) was paid on the 1984 accident year,
case reserves were set at $3.7 and the reserve analysis shown on Exhibit I,
page 3, indicated that $15.7 IBNR remains. Based on this hindsight, it
appears the 1983 component of the 1984 reserve was deficient by $4.1. Note
that the accident year format does not provide sufficient resolution to
divide the deficiency between case and IBNR. Alternatively, a runoff test
could have been constructed prior to doing the reserve analysis by using
carried IBNR as the estimate.

It is desirable that published financial results reflect accurate reserves
in total, by accident year, etc. However, an exhaustive evaluation of a
difficult line may take more time than 1is available before financial
statements must be published. Consequently, runoff tests based on
published financial statements can be no more than reasonable rules of
thumb which probably need fine tuning. Shartcomings of the runaoff test may
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be overcome by re-evaluating assumptions and developing estimates of what
the reserve should have been as of the accounting date.

Reserve evaluations should include projections of how claims will be
reported and paid. As development takes place, 1t is then possible to
compare actual results with projections. The analyst then can enjoy
instant "hindsight" evaluation of assumptions underlying previous analysis
with no more than a review of current data.

Exhibit II, Page 1

Boocked losses by calendar/accident year are shown in Exhibit 11, page 1.
Each subsequent booking is a hindsight on reportings in prior financial
statements. Schedule P, Part 2, is a less detailed analogue to this
format.

Exhibit 11, Page 2

Hindsight and prospective estimates based on the 1983 analysis are
summarized on page 2. Schedule P, Part 3 is similar, but does not provide
prospective estimates even though it has been referred to as a prospective
test?, '

Exhibit 111, Page 1 and Page 2

Hindsight and prospective estimates expressed as percentages of estimated
ultimates and earned premium are shown on Exhibit III, pages 1 and 2,
respectively. Historical ratios provide insight as to the quality of past
estimates and future projections. Reserve estimates, expressed as loss
ratio components should be reconciled with rate adequacy, frequency and
severity trends. Considering estimates in terms of ultimate incurred loss
provides a perspective independent of loss ratios.

While these comments are general in nature, they are applicable to both
loss and allocated loss adjustment expense reserves.

Projected development 1is shown below the diagonal on Exhibit III, page 3.
If the reserves are perfect, there will be ne development beyond the first
valuation of each accident vyear. Payments will match reserve takedowns
dollar for dollar and there will be no reserve left after the last payment
1s made. Actual experience should be tracked against the projections and
variations analyzed and explained.

Unallocated loss expense reserves are determined by management philosophy
and special studies to make assignment of future payments to loss periods.
Statutory reporting requirements specify how actual payments are assigned

1GSalzmann, R. "Schedule P on a Calendar/Accident Year Basis." PCAS
LII1, 1966, p.l.
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to loss years®. Hindsight loses its meaning when payments can not be
directly associated with specific claims and should not be considered a
viable option in evaluating unallocated loss expense reserve needs.

HINDSIGHT CONCEPT: ATTACHMENT 2

Loss reserves are reported as "Unpaid Losses” on the liability side (page 3
and Part 3A) of the statutory balance sheet. The account provides for
unpaid contractual obligations that exist as of the statement or
"accounting” date. Since very little information beyond the accounting
date 1is available when the statement is prepared, reserve estimates
reported in financial statements are prospective in nature. Simply stated,
a reserve provides for future payments on past losses.

Hindsight analysis preserves the "future payments on past losses"” concept.
However, data wused is tabulated at a "valuation date" which is later than
the "accounting date”. In short, the hindsight concept requires than an
analyst:

Estimate reserves as of a given date (accounting date) with
information gathered at a later date (valuation date).

ADVANTAGES OF HINDSIGHT: ATTACHMENT 3

More facts and fewer estimates give hindsight wmore credibility than
prospective estimates. While hindsight opinions suffer from a timeliness
disadvantage, current estimates often can be supported by analogy to
hindsights on past reserves.

Calendar year incurred losses are equal to accident year ultimate incurred
losses plus the change in reserve margin®. Hindsight analysis facilitates
better understanding of reserve margin changes which leads to more accurate
interpretations of underwriting experience.

Reserve considerations are different from one line of business to another
and change with time. A reserve analyst should follow more than one method
to insure all relevant considerations have been taken into account.
Hindsight analysis helps insure that all underlying assumptions are fully
understood.

ZNote (G) on 198BS Schedule P, Part 1

@Balcarek, R.J. "Effect of Reserve Margins in Calendar Year Results.”
PCAS L1I, 1965, p.l.
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Changing conditions may regquire a change in the method used to establish
reserves®, but before changing, hindsight evaluations should be reviewed
carefully. New circumstances may not yet be evident in the data used for
analysis. Transitions to claims-made or no-fault coverage are typical of
situations where assumptions and conclusions must be structured differently
for the exposure periods before and after the change. Hindsight analysis,
like any other reserve method, is not a substitute for informed judgment.

Measures of Tfinancial stirength are incomplete without reserve tests.
Hindsight evaluations provide a strong indication of how inaccurate
reserves may be. Past performance is a good indicator of how much
uncertainty is embedded in the reserves. If past variations do not
threaten surplus, the company probably is in good shape. If these
variations threaten surplus, the company may be impaired.

Hindsight estimates can be used to indicate whether current reserves are
reasonable. The classic 1illustration of this concept is displayed in
Schedule P, part 3, which uses current estimates of 1incurred 1loss and
payment history +to compute hindsight reserve estimates. Both payments and
reserves are shown as percentages of earned premium for the last five
accident years at similar stages of development. The analyst can review
trends and speculate as to current reserve conditions.

DISADVANTAGES OF HINDSIGHT: ATTACHMENT 4

Hindsights should be prepared and evaluated during non-critical reserving
periods. Management 1is nat 1likely to be very interested in what the
reserves should have been when current results are about to be reported.

Hindsights probably will not be feasible unless they are made part of
current reserve evaluations. Workpapers should be prepared with hindsights
as part of the analysis. Otherwise; hindsights will be cost prohibitive
and, even if they get done, may be unnecessarily difficult to relate to
prospective reserving methods. Computerization can reduce the marginal
effort to zero.

DATA REQUIREMENTS/FORMATS: ATTACHMENT 3
Exhibit 1V

Hindsight methods generally depend on the same statistical, accounting and
systems support mechanisms as other reserve methods. Formats depend on the
type of hindsight. Consider the three runoff test formats shown on Exhibit
IV. Total reserve runoff shown on page 1| displays subsequent payments,
current case and current IBNR; it 1is a function of the accident date and
accounting date. Case reserve runoff shown on page 2 displays subsequent
payments and current case reserves; it is a function of the report date and
accounting date. IBNR runoff shown on page 3 displays subsequent payments,

“Fisher, W. H. and Lester, E. P. "Loss Reserve Testing in a Changing
Environment.” PCAS LXII, 1975, p. 154.
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current case and current IBNR; it is a function of the accident date,
report date and accounting date.

Inflation assumptions must be reflected in hindsight estimates as they are
in prospective evaluations, but here again we have the luxury of more facts
and less need for speculation. The same is true for trending
considerations.

The numerical data should be accompanied by a well developed text
describing exposure history, coverage history, history of claim practices
and other operating considerations which rely upon loss reserve
development. The text should be reviewed and updated during each analysis.
Verbalizing the analysis improves chances for intelligent communication and
understanding of results.

AREAS OF APPLICATION: ATTACHMENT &

The most obvious area of application is in improving prospective methods.
Retrospective scrutiny of assumptions as described above will inevitably

weed out inconsistent and erroneous assumptions. Prospective tests will
become more reliable and easier to explain with the benefit of hindsight
analysis. In a sense, hindsight evaluations are to the reserve analyst

what game films are to a football coach.

Hindsight analysis removes some of the mystery from the reserving process.
It is easy to wunderstand actual payments and it is rational to accept
reserve methods which fold actual payments into metheds used to pravide
prospective estimates.

Reserve standards should be realistic and there 1is no better way to
establish what should be expected from the reserving process than to track
how well various techniques perform. The analyst can also be evaluated in
terms of whether his or her reserve decisions were reasonable given the
information available when they were made.

Underwriting results can be more accurately stated if hindsight analysis is
used to measure changes in calendar year reserve margins.

Hindsight evaluations are available, or can be derived, from published
reserve information. Schedules 0 & P, SEC disclosure reports and A.M.
Best’s publications are sources that provide a good deal of insight into a
company’s reserve condition.

Hindsights are a reasonable way to critically review reserving practices,
particularly if the review is conducted a year or twa after the accounting
date. Independent auditors, insurance department auditors and IRS agents
should consider hindsight evaluations including, but not limited to, runoff
tests of company reserves.
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PITFALLS: ATTACHMENT 7

Hindsight analysis 1is a supplement to, not a replacement for, prospective
reserve methods. It is tempting to assume that past adequacy implies
current adequacy, but hindsight can be misleading. If current reserves are
sufficiently deficient, a runoff test could indicate redundancy when the
reserve being tested was actually deficient.

Hindsight analysis can confirm assumptions that are no longer correct. The
analyst can hedge against such a mistake by carefully explaining all
assumptions in writing and sharing them with wunderwriting, claim and
accounting staff who may recognize operating facts which are incorrectly
built into the assumptions, The analyst should not count on
bimself/herself to catch all mistakes in assumptions; the business is too
complex for any one person to know and see everything pertinent.
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NOTE: Due to recording difficulties a transcript of Mr. Presley's
presentation is not available.
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GUS KRAUSE: Thank's Phil,

The critical assumption in all reserving methods is that you either assume
case reserves are adequate or vyou make an adjustment for the potential
distortion if they are not. I will be focusing on a method that can be
used to test the adequacy of case reserves. The genesis of this kind of
testing goes back at least to a written article by Jeff Lang and Wayne
Fisher in 1973 titled "Loss Reserve Testing: A Report Year Approach." The
direction of the article was to develop the ability of the actuary or the
loss reserve gpecialist to test the adequacy of the case reserves. In any
analysis the case reserves and the payments represent the known data. The
IBNR development on case reserves and all the other components of future
development are unknown. The case values are the basis on which most
projections are made. There are some methods like Bornhuetter-Ferguson
which ignore to varying degrees the losses that have been reported and
attempt to make independent estimates of IBNR. However, most conventional
methods rely heavily on case reserves. At the end of Jerry’s comments ane
of his last exhibits showed a runoff test we’re data was organized by
report year or recorded year which enables you to test with hindsight case
reserves that existed at sometime in the past. Fisher and Lang presented a
method using primarily paid loss data to provide a test of either current
or prior case reserves. There is nothing particularly sacred about the use
of paid loss data only. However, they did point out that by using that
approach you do avoid the possible distortion of attempting to evaluate
case reserves with data that includes case reserves. Theirs 1is a useful
type of approachs but it is not mandatory that you rely solely on paid loss
data. I am going to describe very briefly what they tried to do with the
method and then talk about some of the gqualitative aspects of the results
of that method. First of all, Fisher and Lange ignored accident year.
This fact distinguishes their methods from most other reserving methads.
They ignored accident year and arranged their data by reported year or
recorded year, that is, the year in which the value of a claim first goes
on the company books. Some people refer to this point in time as report
date; others call it recorded date. It is most important to arrange the
data so that you have a closed group of claims. In other words, all claims
that hit the books in 1983 are valuated over the future as one group.
There are rio new claims coming in. There are no claims disappearing from
the database. With this approach you do not have the problems inherent in
analyzing accident vyear data, with 1its associated IBNR claims. The
objectives of this type of analysis are multipurpose. First of all, it
measures case reserve adequacy from year to year. If you have a current
evaluation and some hindsight evaluations vyou have an idea of how case
reserve adequacy has changed in each year during the calendar vyear. On a
more detailed basis the method allows vyou to observe the contribution to
that adequacy and the changes in that adegquacy for each report year. The
method uses each report year separately as well as in total. And finally,
the method allows you to test the sensitivity of your case reserve adeguacy
to the changes in assumptions that are made regarding certain variable such
as the disposal or settlement pattern of claims and inflation or severity
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trend. The data 1is arranged by report vyear and in a triangular format,
identical to the accident year format. Basically, you keep track of claims
reported in a given vyear, the subsequent payments and the subseguent case
reserves carried on those claims until they are all settled. An important
element in the Fisher-Lange approach is that they concentrate an both the
incremental changes and cumulative values in payments and case reserves.
You need to visualize triangles which are both paid to date as well as
payments made incrementally during each year. The same configuration is
used for paid or closed claim counts, depending on your own company
terminolegy. Their method then projects or estimates the disposal pattern
for claim counts; in other words, how fast will the claims be liquidated
for a given report year. The authors chose a method of estimation which
compares claims closed in each period to the beginning pending inventory
count for each report year. Ify, for a given time interval the claim
department typically closes 304 of the cases they start, then they will use
that number. Like any fundamental reserve analysis vyou can’t attempt to
discern trends in these disposal ratios. The authors also examined the
average paid claim or average closed claim by interval as the report years
were closed out. They observed that the averages of the claims that were
oclder, that 1is claims reported S vyears ago that were now being closed,
tended to increase at a faster rate than the younger and newer claims.
This phenomenon was debated rigorously by Dave Skernick in his review of
their article. This kind of a trend or movement in a reserve statistic can
be measured in a variety of ways. The incremental number of closed claims
and the incremental average values to be paid were combined and loss
projections were made. These losses were then accumulated and compared to
the case reserves currently held for each report vyear as their test of
current adequacy. They used a method which was more or less not influenced
by the case reserve data itself in testing those case reserves. Hindsight
analysis along the way described by Jerry may then be conducted on the
adequacy level of past case reserves.

What you have is a matrix of what has been going on by report year and in
total for the body of data in guestion. You can take that set of data and
also test the sensitivity of those adequacy estimates to changes in your
assumptions about claim disposal or rates of trend 1in the average cost
statistics, say if you visualize a certain disposal pattern and severity
trends of 8% per vyear for example. You simply change vyour disposal
patterns, the severity trend or the inflationary rates, or both, and
develop a new estimate of the adequacy. This exercise is very useful, for
internally it tells you how sensitive your assumptions about case adequacy
are going to be to either small or large changes in the underlying patterns
and inflation rates. Some of the more qualitative aspects of the results
of this process become very apparent. First of all, it provides you with a
basis for feeding other reserving processes. As I menticned at the outset,
most reserve methods have either implicit or require explicit assumptions
about case reserve adeguacy. If you do not test the case reserve adequacy

all you have are arbitrary assumptions. If you want ta refine your
reserving process, it is important that vyou try and develop some methods
that start giving you some clues about case reserve adequacy. Analyzing

report year or recorded year data is a big step in the right direction.
The analysis gives you some insight intoc the financial effects due to
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changes in case reserve adequacy. If your total estimates including IBNR
and everything else have been drifting up or drifting down, this analysis
enables you to see how much of that was attributable to changes in case
reserve levels versus changes coming from estimates of the unknown portion
of the reserve, the development portion. The indications and the results
from testing report year data are extremely useful in dealing with the
claim department. Every claim department in the industry has strengthened
its reserves for each of the last 22 vyears. Claim departments are often
not guantitatively oriented and there is a lot of pressure from outside the
claim department on the claim department just like there 1is on the

actuarial department. What ends up being recorded as case reserves and
what ends up going into file evaluations may not have much to do with
improved procedures. It 1is important that vyou deal with the claim

department, they provide the primary data upon which vyou rely. The issue
is to get a mutual effort between departments underway. This kind of data,
report year data, the way claim departments manage their business; for the
most part, they are not concerned with accident dates. They are concerned
about new arising claims, and once they are on the books, a management
process begins. The management process is usually insensitive to accident
dates. Moreover, do not manage your companies by accident year, at least
not as long as vyou file calendar year financial results. The methods 1
have described can be applied almost wuniversally by 1line of busiress or
subline and by geographical location. Claim departments are certainly
interested if case reserve adequacy is changing, and the first question is
going to be where is it changing, by line, by office, etc.

One of the pitfalls in the dats, if you arrange it the way Fisher-Lange did
with payment data and average closed claim amounts, you have to be careful
on lines with significant partial payments. You must also decide how to
handle reopened claims if there are a major number of them. You have to
make sure that you are dealing with report date, the date that the first
reserve or the first valuation of the claim hits the books. You want to
try and avoid the so called pipeline flow of claims that were reported in
December but not put on the books until January. It is not a major issue,
but it is a lot cleaner if you start out with 1,000 claims, you always end
up with 1,000 rather than 1,050 claims. Changes in the business are always
going to affect this method like they affect any method. If for some
reason the actual reporting pattern of the claims are changing or if your
exposure 1s going haywire, you are going to have to account for those
changes. The Fisher-Lange approach is not going to solve everybody’s
problems all at once.

We will now open the floor for questions.

QUESTION: I’d like to ask you about the partial payment part of Fisher-
Lange. 1 don’t recollect that there was any explanation of what to do
about it. I have one suggestion I would like you to comment on 1t or
someane else. Say you get a case in the first year and it has a partial
payment of 45,000, and a reserve at the end of the year of $15,000. I
would use that as a $20,000 reserve at the end of the year and forget about
that partial payment. Then subsequently if there was another $3,000

21



partial payment in the second report year, I’°d do the same thing. I would
now consider that as a $23,000 reserve at the end of the second report
year, thus keeping the discrete number the same.

MODERATOR RESPONSE: The observation was [ didn’t tell vyou how to do
anything about partial payments. And the example was if you have a claim
with partial payments, what about considering the partial payments just as
part of what’s called case reserve in the Fisher-Lang technique. That’s a
very acceptable way to handle it. Because short of getting rid of partial
payment claims and treating them some other way, that’s may [be one of the
only ways you can leave them in the database. For the benefit of everyone
Mr. Fowler was saying if you have a $5,000 partial payment and you’re
currently carrying a $15,000 reserve, you treat the whole $20,000 as what
you were calling case reserves —— what we’re testing. In other words, you
don’t really test that claim until its been paid in full. It just sits as
open claim and it doesn’t effect the payment part of the data in the
analysis. That’s a perfectly good way to do that.

QUESTION: INAUDIBLE.

PANEL RESPONSE: The question is; in a line where vyou move from adjuster
reserving to factor reserving, 1is Fisher-Lange valuable? 1 think the
answer is vyes both 1in terms of the transition period as well as on an
ongoing basis. It’s clearly valuable on an ongoing basis. In other words,
if you’ve got a whole triangle of development data after you’ve been on the
factor system you can test those factor reserves the same way you’d test
adjuster reserves. I think that you don’t really confuse things too much
even in the transition period. In fact, it may be very useful in the
transition because depending on the magnitude of change in the reserve
level initially when you move from adjuster estimates to factor reserves
and how that change is distributed back by age of <claim, Fisher-Lange
allows you to analyze the case reserve levels, however they’re set by age
as well as in total. You can see if you have relatively inaccurate factor
reserve assumptions by different ages. They might be great in total but
terrible on the old claims and redundant on the yogunger claims or something
like that. I think it does work and certainly the way they use it with
staying with paid loss data. If you start trying to modify it too much you
may run into some problems.

QUESTION: The Fisher-Lange technigue where they’re trying to establish the
severity by the aging ... how do they treat partial payments?

PANEL RESPONSE: That was a problem area. I don’t have the article with
me. I’m not sure they really treated it because their example used a line
where there weren’t any. They identified it as a problem. And what you
have to do is you either make the implicit assumption that historic partial
payments throughout the triangle have the same effect everywhere or if
that’s not a safe assumption, then vyou need to get that partial payment
data out somehow. Either treat it separately or at least ignore it in
terms of the Fisher-Lange analysis per se. A suggestion was made yesterday
that if you had a $15,000 claim reserve, and during the year you pay $5,000
and then at the end of the year you have $10,000 left in the reserve
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portion, then treat the whole $15,000 as a case reserve for the purpose of
the Fisher-Lange analysis. In other words, you don’t let that payment
enter the analysis at all, because you don’t have a closed claim count to
go along with it. This is also true if you extend the method into things
like allocated expenses where fairly frequently vyou have lots of partial
payments. The method doesn’t work very well in those cases. Any other
guestions?

QUESTION: Are you reserving to just case reserves now? The Fisher-Lang
would do some of that but 1[I think not only look at the analysis but also
lock at the average size of reserves. 1’d take your new reserves and get a
measure of what the average new reserve has done. Has it gone up 5% a
year, has it gone down, has 1t gone up and then gone down? Does that
correspond to change in claim management or some type of management
directive to the claim department. There are a lot of things that could
effect it. Another thing that I would suggest would be looking at the
average size of reserve by age of case. What 1is vyour distribution of
reserves? The older they become the larger they tend to be or need to be
if you have a distribution that looks like it makes sense at the various
points in time, or doesn’t make sense. I think just intuitively along with
the Fisher-Lange or the report year approach, incurred development or paid
development techniques can be applied. You can make some intuitive
judgments with that. Alsoc, it’s very important to know the history of what
has happened with the claim department. What have they been doing? What
were the charged with? Were they coverstaffed? Were they understaffed?
Were they using attorneys? Were they being aggressive with their
settiements or were they being liberal in the payments? What has happened
historically?

QUESTION: The question is if vyou’re trying to use exposures in these
methods, how accurate are they for commercial lines such as GL and
automobile? Exposures are always a problem. In automobile it’s normally a
little easier to pick them up because you are dealing with the physical,
vehicle, or unit counts of some kind. 1In general liability we almost never
end up with exposure counts wunless vyou’re dealing with a very, narrow
specific class of business where all the exposure units are of a common
base. 0Once you get into general liability things fall apart pretty guickly
and you end up using policy count, or premium type surrogates for the
exposure base.

I think that’s a pretty good summary of what’s there. I think you can look
for everything that you can find that can measure exposure that is feasible
and practical to bring to bear and do what you can with it. And hopefully
whatever vyou’re using has been estimated, recorded and interpreted
accurately.

On changes in exposure we find several companies have fairly good records
of what they’ve done to their prices. If you couple that up with your
premium volume you can estimate it pretty well, and measure the exposure
changed. At some point you’ve got to pick a base to start with. But
that’s one way to get around at least part of the issue in terms of how the
exposures are moving and changing.
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Where you have an auditable exposure I think one must look at the payment
premium audit. Are they getting a lot of additional audits? Are they
getting additional premiums and return premiums? [ think that could also
lend some insight.

In case of general liability I would tend to recommend using real caution
on either a premium or exposure base. We all know what’s happening to the
market these days. Many of these changes are made to the individual risk
level as opposed to a general pricing guideline for the line as a whole. I
would say a real pitfall of any of the things that we’ve talked about here
would be changes in pricing strategy which could have a very gigantic
effect. 1 would caution against using those bases if at all possible.
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Attachment 1

Methods/Variations

Runoff

Retrospective estimates

Projection vs. actual

IBNR

e Case reserves

Allocated loss expense reserves

Unallocated loss expense reserves
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EXHIBIT 1
AUTO LIABILITY Page i

Paid Loss Develpaent History
bdbdBDDODDDDDDDDLODDEDDODDDDDDDDDEDEDDDDDDDDDDDRDODEDDDDDDODDEDD
PREMIUM AY AY+! AY$2 AY+3 AYt4 AT+5

1980 $191.7 $71.7 $101.0 $126.4 $132.9 $140.6 $144.1
1981 $135.3 $69.3 $97.6 $116.3 $128.5 $136.0

1982 $170.1 $63.6 $89.6 $106.8 $117.9

1933 $173.0 $64.7 $91.2 $108.6

1984 $170.4 $63.8 $89.8

1935 $120.90 $67.4

1980 1.408 1.192 1.104 1.059 1.024
1981 1.408 1.192 1.104 1.059
1982 1.408 1.192 1.104
1933 1.408 1.192
1984 1.408
1985
Average: 1.408 1.192 1.104 1.059 1.024 1.000

Paid Loss Develpsent Projection {Cuaulative)
DDDDDBBDDDDDDDBDDDDDODEEDDBDDDIDDDDDDDBDDDDDDDDEDDDDDDDDDDDDDDDDDDEDEDDDDDBDD
PREMIUN AY AY+] AY+2 AY+3 AY+d AY+S Ultimate

1780 $191.7 $71.7 $101.0 $120.4 $132.9 $140.8 $144.1 $144.1
1981 $185.3 $69.3 $97.6 $116.3 $128.5 $136.0 $139.2 $139.2
1982 $170.1 $63.6 $83.6 $106.8 $117.9 $124.9 $127.3 $127.3
1983 $173.0 $64.7 $91.2 $108.6 $119.9 $127.0 $130.0 $130.0
1984 $170.4 $63.8 $89.3 $107.0 $118.2 $125.1 $123.1 $128.1
1985 $180.0 $67.4 $94.9 $113.1 $124.9 $132.2 $138.3 $135.3

Paid Loss Develpaent Projection (Incresmental)
bpDDDRDDDDDDDDDDEDDDDDDDDDDDDDDBDDDDDDDDBDDDDDDDEDDDDDDDDDDDDDIDDRDDDDB)DBDDD

PREMIUN AY A4 AY#2 AYH3 ATH AV#S Ultisate
1980 $I9L.7  §717  $29.3 8193 8126 $7.% $3.3 $0.0
1981 $185.3  $69.3  $28.3 187 $12. 87.4 $3.2 $0.0
1982 $170.1  $63.6  $26.0 _§7.2 81l $6.9 82.9 $0.0
1983 $173.0 8647 $26.3 $11.3 $7.0 $3.0 $0.0
198 $170.4  $63.3  $26.1 sz $lL.2 $7.0 $2.9 $0.0
1985 $180.0  $67.4  $27.5  $18.2  $1L.3 $7.3 $3.1 $0.0

$71.7 $98.6 $111.3 $122.0 $127.3 $132.9 $66.2 $42.6

1983 1939 1990 1991

$21.7 $10.3 $3.1 $0.0
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PREMIUM
1980 $191.7
1981 $185.3
1982 $170.1
1983 $173.0
1984 $170.4
1985 $180.0
1980
1931
1982
1983
1984
1935
Average:
PREMIUM
1980 $191.7
1981 $185.3
1982 $170.1
1983 $173.0
1984 $170.4
1985 $180.0
PREMIUM
1980 $191.7
1981 $185.3
1982 $170.1
1983 $173.0
1934 $170.4
1985 $180.0
1980
$86.4
1983
$16.0

AY

$86.4
$33.5
$76.6
$77.9
$76.8
$31.1

1.282
1.232
1.282
1.282
1.282

1.282

AY

AY

1981

$107.8

1989

AUTO LIABILITY

Incurred Loss Develpment History
DDDBDDDDDDDDDDDODDDDEEODODDDDDDDDODDODODDDDDDDEDDODRDDEDDDDDOODLDD

AY+]

1.144

AY$2

$126.7
$122.4
$112.4
$114.3

1.080
1.030
1.080

1.080

AY43

$136.9
$132.2
$121.4

1.041
1.041

1.041

EXHIBIT
Page

AY+4

$142.4
$157.6

1.012

1.012

I
2

AY$5

$144.1

1.000

Incurred Loss Develpment Projection (Cusulative)
DDDOBBDDDDDDDDRDRDDDDDDDDDDRDODDDDDDDDDDRDDDDDDDDDDDDDDDDDBDBDDDDDDDDDDDIDDDD

AYt]

AY$2

AY43

AYHY

AY+S Ultimate
$144.1 $144.1
$139.2 $139.2
$127.8 $127.8
$130.0 $130.0
$123.1 $128.1

$135.3 $135.3

Incurred Loss Develpsent Projection {Incremental)
DDBDDDDDDDDDDDDDDDDDDDDODDDDEDDDDBDDDDDODDDDDDEDDDDDDDDDDDIDEDBDDDDDDDDDDDDDD

AYl

1982

$116.1

1990

AY$2

1383

$125.1

1991
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AYH3

Calendar Year Case Incurred

1984

AY+H4

AY+S Ultisate
$1.7 $0.0
$1.6 $0.0
$1.5 $0.0
$1.5 $0.0
$1.5 $0.0
$l.¢ $0.0
1986 1987
$52.8 $32.2



EXHIBIT 1
AUTO LTABILITY Page 3

Carried Case Reserves (Incurred - Paid)
DDDDDDDODDDDDODODDRODDDDDODDDDODDDDDDODDLDDDRODDDDDDDDODDRDDDDDDDD

PREMIUM AY AY+l AY$2 AY+3 AYH4 AY45
1980 $191.7 $14.7 $9.7 $6.3 $3.9 31.7 $0.0
1981 $185.3 $14.2 $2.3 $6.1 $3.8 $1.6
1982 $170.1 $13.0 $3.6 $5.6 $3.3
1983 $173.0 $13.2 $8.7 $5.7

1984 $170.4 $13.0 $8.6
193§ $130.0 $13.2

Isplied Case Reserves {Incurred - Paid)
DBDDDDBDOODDDDDDDODDDDDDDDDDDDODDDPDDDDDDDDDDDDODDDEDDDDEDDDDDDDDDDD
PREMIUM AY AY+] AY+2 AY+3 AY+4 AY4S

1980 $191.7 $14.7 $9.7 $6.3

1931 $185.3 $14.2 $9.3 $6.1

1982 $170.1 $13.0 8.6 $5.6 . . .
1983 $173.0 $13.2 ‘ 8.7 ) Lss.7] $3.5 $1.5 $0.0
1984 $170.4 $13.0 $8.6 $5.6 $3.5 $1.5 ($0.0)
1985 $130.0 $13.8 $.1 $5.9 $3.7 $1.5 (0.0)

Carried IBNR
bbbDBDDDDODRDDDDDDDBDDDDDDDDDODDDDDDBDDDDD)DDDDDDDDDDDDDDODDEDDDDD
PREMIUM AY AY+] AY+2 AY+3 AY+4 AY+S

1980 $191.7 8§55 $28.3  $15.3 $7.7 $1.9 $0.0
1981 $185.3 5.6 $27.8  $14.8 $7.4 $1.9

1982 $170.1  $51.0 8255 $13.6 $.8

1983 81730 $5L.9 HETRE

1984 $170.4  $SL1 $25.6

1985 $120.0 $54.0 IBNR as a
30.0% 15.01 3.01 4.01 1.02 0.0 (===:= Y of
Required IBNR Earned Premium
DDODDOOBDDDOBDDORDDBDDDDDODBDDDDDDDDDDDDDODDDDDBDDDDBODDEDDDDDODD

PREMIUM AY AY+} AY+2 AY+3 AY+4 AY45

TzzzozIz zzzzzzs zzzzzzz zzzzzz: zzzzzzs zzzzzz: zzzzzes AY = 1933
1980 $191.7 $57.7 $33.4 $17.4 $7.2 $1.7 $0.0 Accounting
1981 $185.3 $55.7 $32.2 $16.8 $7.0 $l.a 30.0 Date = 1984
1982 $170.1 $51.2 $29.6 15.4 $6.4 $1.5 $0.0 zzzzzzzzzzz zzzzzzzazss
1983 $173.0 $52.0 $30.1 $6.5 $1.5 $0.0 Carried Case $3.7
1984 $176.4 $51.3 $29.6 $15.5 $6.4 $1.5 $0.0 Carried IBNR $25.9
1985 $180.0 $54.2 $31.3 $16.3 $6.3 $1.¢6 $6.0 Tzzzzszizas zzzzzIzziz:s

Carried $34.7
Required Total Reserve (Paid Ultimate - Paid to Date) Total Reserve
DDDDDDDDDDDDDDDDDDODDDDDDDDDADBDDDDDBDREDDDDDDDDEDDDDDBODDDDDDDID

PREMIUN AY AY+] AY+2 AY+3 AYH4 AYtS

Izt pefinaieguged ===223:2 ot -==ZZzZz2Z:z <==zZ:=:2 jupenaaiiugied Runoff Of;
1930 $191.7 $72.3 $43.0 $23.7 $11.1 $3.3 30.0 $38.2 :
1981 $185.3 $69.9 $41.6 $22.9 $10.7 $3.2 $06.0 Subsequent Paid $17.5
1982 $170.1 $64.2 $38.2 $21.0 $9.9 $2.9 $0.0 + Case € 1985 $5.7
1983 $173.0 $65.3 $38.8 $21.4 $10.0 $3.0 $0.0 + Est. IBNR € 1985 $15.7
1934 $176.4 $64.3 $38.3 $21.1 $3.9 $2.9 $0.0 PEESEEE
1985 $160.0 $67.9 $40.4 $22.2 $10.5 33.1 $0.0 $38.8

28 Indicated Redundancy
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EXHIBIT I
AUTO LIABILITY Page i

Reported Losses by Calendar/Accident Year
DDDDBDDDODORDDDBODDDDDDDODDDDDDDODDODDDDODODODDDEDDDDS0DODDDDBDRDDD

PREMIUM AY AYH] AY+2 AY43 AY+4 AY+S
1980 $191.7
Paid $71.7 $101.0 $120.4 $132.9 $140.8 $144.1
ase $14.7 $9.7 $6.3 $3.9 $1.7 $0.0
IBNR $57.5 $28.8 $15.3 $7.7 $1.9 $0.0
------------------------------------------ TRRRERS

Booked Incurred $143.9 $139.5 $142.0 $144.5 $144.3 $144.1

1981 $185.3
Paid $69.3 $97.6 $116.3 $128.5 $136.0

Case $14.2 $3.3 $6.1 $3.8 $i.6
I8NR $33.6 $27.8 $14.8 $7.4 $1.9
----------------------------------- KXEERRE

Booked Incurred $139.1 $134.8 $137.2 $139.7 $139.5

1932 $170.1
Paid $63.6 $89.6 $106.8 $117.9
Case $13.0 $3.6 $5.6 $3.5
IBNR $51.0 $25.5 $13.6 $6.8
- e EkkkE
Booked Incurred $127.6 $123.7 $126.0 $128.2

1983 $173.0
Paid $64.7 $91.2 $108.6
Case $13.2 $3.7 $5.7
IBNR $91.9 $25.9 $13.8

--------------------- 321207
Booked Incurred $129.2 $125.8 $128.1

1934 $170.4
Paid $63.8 $69.8

Case $13.0 $3.6
IBNR $51.1 $25.6
-------------- 3333

Booked Incurred $127.9 $124.0

1985 $180.0
Paid $67.4
Case $13.3
IBNR $54.0

------- 333237
Booked Incurred $135.1
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PREMIUN

1920 $191.7
Paid
Case
IBNR

Estimate @ 12/85

1981 $185.3
Paid
Case
IBNR

Estimate & 12/85

1932 $170.1
Paid
Case
IBNR

Estimate @ 12/85

1933 $173.0
Paid
Case
IBNR

Estimate @ 12/85

1984 $170.4
Paid
Case
IBNR

Estimate @ 12/85

1985 $180.0
Paid
Case
IBNR

Estimate & 12/85

AY

$67.4
$13.8
$54.2
EEEREEE
$135.3

AUTO LIABILITY

EXHIBIT
Page

1

"
&

Current Valuation of Losses by Calendar/Accident Year
bbpbDDDDEDDDEODODODODDDODDIDDDDDIDDDDDODDDDDDDDDEDDDGDDDDDODOIDDD

AY+l

$130.0

$89.8
$3.6
$29.¢
1323031
$128.1

394.9
$9.1
$31.3

$135.3

AY+2

$127.8

$108.6

$5.7

$18.7
2221

$130.0

$107.0
$5.6
$15.5

30

AY43

$132.9
$3.9

$144.1

$128.5
$3.3
$7.0

$117.9
$3.9
$6.4
ER2E28)
$127.2

$119.9
$3.35
$6.5

AYH4

$140.¢
$1.7
$1.7

$144.1

$156.0
$l.6
$1.6
KXEkKER
$139.2

$124.9
$1.5
$1.5

AY+5

$0.0
KREEks
$144.1

$139.2
$0.0

$125.1
(30.0)
$0.0



PREMIUN

133.1%
Paid
Case
IBNR

Incurred

1980

1931 133.12
Paid
fase
IBNR

Incurred

1982 133.12
Paid
Case
IBNR

Incurred
19383 133.1%
Paid
Case
IBNR

Incurred
1934 133.11
Paid
Case
IBNR

Incurred
1935 133.12
Paid
Case
IBNR

Incurred

AY

49.8%
fo.22
40.01

49.82
16.22
40.02

106.02

49.8%

10.22

40.02
FERRRRE

160.0%

AUTO LIABILITY

As a I of Ultimate
DDDDDBDBDDDDDDDDDDODDLOODODDDDDDOSDDDDDDDEBDDDDDDDDODDALDDODDDDDDD

AY+]

100.0%

70.1%

6.71

23.1%
EERERRE

100.02

70.1%
6.7%
23.13

AY+2

100.02

83.61
4.42
12.13

100.0%

83.61
4.47
12.1%

100.0%

83.61
4.42

12.12
Thkkkix

100.0%

a3.6%
4.4%

31

AYH3

100.0%

92.3%
2.7%
5.0%

100.02

92.31

2.7

5.0%
KRkkkkk

160.02

92.3%
2.7%
5.0%

EXHIBIT
Page

AYHe

97.74
112

L1
Kkkkkkk
100.02

L4

II
!

AY$5

0.02
Fhbokkk
100.0%

100.01
0.01



PREMIUM

100.0%
Paid
Case

1980

Incurred
1981 100.0X
Paid
Case
IBNR

Incurred
1932 100.02
Paid
Case
IBNR

Incurred
1983 100.0%
Paid
Case
IBNR

Incurred
1984 100.01
Paid
Case
IBNR

Incurred
1935 160.0%
Paid
Case
IBNR

Incurred

AUTO LIABILITY

As a ¥ of Earned Presium

EXHIBIT
Page

I

2

DDDODDRODDDDDDDDDDDODDDDEODDDDBDDDDDBDODDDDRDDDDODDDODDDDDDBOODDEDD

AY

37.41

7.62

30.12
XKk

75.12

AY+]

92.7%

5.02

17.42
Kkkkiok

75.11

92.7%
5.0
17.4%

AY+2

62.81

3.3%

9.1%
KEEKRLE

75.12

62.81
3.3%

32

AY+3

69.3%
2.02

3.81
222231

75.12

AY+d

KEEEREE
75.1%

73.4%
0.92

AY+5

0.0%
FRRREKE

75.1%

75.11
0.02



EXHIBIT  III
AUTO LIABILITY Page 3

Projected Development
DDDDDDDEBDDDDODODDDDODDADDDDDODDDDDODODDDDDDODDDDDDDDLDDDDDDRIDDDD

PREMIUN AY AY+l AY+2 AY43 AY+4 AY+5
1980 $192
Paid $72 $29 $19 313 30 33
Case 315 (35) (43} (32) (32) ($2)
IBNR $58 ($24) ($16) {$10) ($6) ($2)
------------------------------------------ KRRREkE
Incurred $14a 30 30 $0 30 $0
1981 $185
Paid $69 $23 319 $12 38 33
ase $14 (85) ($3) ($2) ($2) {$2)
IBNR $56 ($24) ($15) ($10) (35) ($2)
----------------------------------- 37222 ¢ SN
Incurred $139 $0 $0 $0 30 $0
1932 $170
Paid $6d $26 $17 311 $7 $3
Case $13 ($4) (33) (32) ($2) (31)
IBNR $51 ($22) ($14) ($9) {$5) (31)
---------------------------- 32 2 2 2 T
Incurred $128 $0 $0 $0 30 $0
1933 $173
Paid $65 $26 $17 31l $7 $3
Case $13 ($4) (33) (32) ($2) ($2)
IENR $52 ($22) ($14) ($9) ($5) (s1)
--------------------- 21 12 ¢ S
Incurred $130 $0 $0 30 $0 $0
1934 $170
Paid $64 $26 $17 $11 i $3
Case $13 (34) (43) (32) (32) ($1)
IBNR $51 ($22) {$14) (39) ($5) ($1)
-------------- 37202+ S e e
Incurred $128 $0 $0 $0 30 10
1935 $180
Paid $67 $28 318 $12 $7 $3
Case 314 ($5) (33) ($2) (32) ($2)
IBNR $54 ($23) ($15) ($10) (35) ($2)
------- BAKKKRK —mmmmom mmmmmen mmeeeee emmeeee emees
Incurred $135 $0 30 $0 $0 $0
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Attachment 2

Hindsight Concept

Estimate reserves as of a given date (accounting date)

with information through a later date (valuation date).

34



Attachment 3

Advantages Of Hindsight

More facts, fewer estimates

Accurate interpretation of underwriting results

 Increase understanding of assumptions

Improve prospective estimation methods

Measure of financial strength

Confirm estimates are/were reasonable

35



Attachment 4

Disadvantages Of Hindsight

» Too late to go on the books

e Too much work
(takes time from prospective evaluations)

36



Attachment 5

Data Requirements And Formats

» Generally the same as for prospective tests
o Total reserve

« Calendar year

« Accident year

e Loss

» J.oss espense

» Salvage & subrogation

e Exposure

e Premium

« Test all assumptions

e Written explanation of results

37



EXHIBIT IV

AUTO LIABILITY Page 1

Total Reserve as of:
Developaent RRRRRRRRRRRRRRRRARRRRRRRRRRRARRRRRRRRRRRRRARRRRRRRRRRRRRRRRRRRRRAR
Through {months): 1980 1981 1982 1983 1984 1385

$1,000.0 $1,100.0 $1,210.0 $1,331.0 $1.464.1 $1,610.5

12 Paid $500.0 $550.0 $605.0 $663.5 $732.1 $305.3

Case $400.0 $440.0 $484.0 $332.4 $585.6 $644.2

IBNR $150.0 $165.0 $181.5 $199.7 $21%.0 $241.6

------------------------------------------ FERREE

Booked $1,050.0 $1,155.0 $1,270.5 $1,397.6 41.537.3 31.691.0
Developaent

24 Paid $750.0 $825.0 $907.5 $998.3  $1,096.1

Case $200.0 $220.0 $242.0 $266.2 $292.4
IBNR $100.0 $110.0 $121.0 $133.1 $146.4

--------------------- 133223 7]
Booked $1,050.0 $1,155.0 $1,270.5 $1,397.6 $1,537.3
Developament

36 Paid $850.0 $935.0 $1,028.5 $1,131.4
Case $100.0 $110.0 $121.0 $133.1

IBNR $50.0 $55.0 $60.5 $66.6
---------------------------- FhkkkEE
Booked $1,000.0 $i,100.0 $1,210.0 $1,331.0
Developaent
48 Paid $900.0 $990.0  $1,089.0
Case $50.0 $55.0 $60.5
IBNR $25.0 $27.5 $30.3
--------------------- FRERRAE
Booked $975.0 $1,072.5 $1,179.8
Developaent
60 Paid $925.0  $1,017.5
Case $50.0 $33.0
IBNR $0.0 $0.0
-------------- 3211
Booked $975.0  $1,072.5
Developaent
72 Paid $975.0
Case $0.0
IBNR $0.0
------- 321223
Booked $975.0
Developaent
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Developaent
Through (months):

12

24

36

43

60

AUTO LIABILITY

EXHIBIT IV
Page 2

Case Reserve as of:
RRRRRRRRRRRRRRRRARRARRRRARRRRRRRRRRRRRRRRRARRRRRRRRRRRRARRRRRRARRRRRR

1980 1981 1982 1983 1984 1985
$700.0 $770.0 $847.0 $931.7 $1,024.9  $1,127.4
Paid $350.0 $385.0 $423.5 $465.9 $512.4 $563.7
Case $280.0 $308.0 $338.8 $372.7 $409.9 $450.9
------------------------------------------ ERERERk
Booked $630.0 $693.0 $762.3 $838.5 $922.4  $1.014.6
Developaent
Paid $525.0 $577.5 $635.3 $698.8 $768.7
Case $140.0 $154.0 $169.4 $186.3 $205.0
- emmmee- J2e3813;
Boaked $665.0 $731.5 $504.7 $385.1 $973.56
Developrent
Paid $595.0 $654.5 $720.0 $791.9
Case $70.0 $77.0 $34.7 $93.2
------- 3835211
Booked $665.0 $731.5 $304.7 $335.1
Developaent
Paid $536.0 $693.0 $762.3
Case $35.0 $38.5 $42.4
--------------------- 3231022
Booked $665.0 $731.5 $804.7
Developaent
Paid $647.5 $712.3
Case $35.0 $38.5
-------------- KKERkEE
Booked $632.5 $750.3
Development
Paid $632.5
Case 30.0
------- RRERRRE
Booked $682.5
Developaent
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EXHIBIT 1V

AUTO LIABILITY Page 3

IBNR Reserve as of:

Developaent RRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRARRRRRRRRRRRRRRRRRRRRRRRR
Through (sonths): 1980 1981 1982 1983 1984 1985
$300.0 $330.0 $363.0 $399.3 $439.2 $463.2
12 Paid $156.0 $165.0 $181.5 $199.7 $219.0 $241.6
(ase $120.0 $132.0 $145.2 $159.7 $175.7 $193.3
IBNR $150.0 $165.0 $181.5 $199.7 $219.6 $241.5
--------------------- - - RRRER
Booked $420.0 $462.0 $508.2 $559.0 $614.9 $676.4
Developaent
24 Paid $225.0 $247.5 $272.3 $299.5 $329.4
Case $60.0 $46.0 $72.4 $79.9 $37.4
IBNR $100.0 $110.0 $121.0 $133.1 $146.4
----------------------------------- 332213
Booked $385.0 $423.5 $465.9 $512.4 $563.7
Developaent
36 Paid $255.0 $280.5 $308.6 $339.4
Case $30.0 $33.0 $36.3 $39.9
IBNR $50.0 $55.0 $60.5 $66.6
------- - el 223331
Baoked $335.0 $368.5 $405.4 $445.9
Developaent
48 Paid $270.0 $297.0 $326.7
fase $15.0 $l6.5 $13.2
IBNR $25.0 $27.5 $30.3
--------------------- REERREE
Booked $310.0 $341.0 $375.1
Development
60 Paid $277.5 $305.3
Case $15.0 $16.5
IBNR 0.0 $0.0
-------------- RRERREE
Booked $292.5 $321.8
Developaent
72 Paid $292.5
Case $0.0
IBNR - $0.0
------- 3P2T2e
Booked $292.5
Developaent
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Attachment 6

Useful Areas Of Application

Improve current methods

Demonstrate reserve needs

Develop reserve standards

Management information

Public information

State regulation

e IRS

41



Attachment 7

Pitfalls

* Supplements prospective methods
(does not replace)

» Confirms assumptions that no longer work

o Justifies inappropriate methods

42



1986 CASUALTY LOSS RESERVE SEMINAR

1D/2G - FEDERAL INCOME TAX DEVELOPMENTS

Moderator: Stephen C. Eldrige, Partner
Ernst & Whinney

Panel: Stephen W. Broadie, Senior Counsel, Taxation and Finance
Alliance of American Insurers

Natwar Gandhi, Group Director-Tax Policy
U.S. General Accounting Office

Martin M. Rosenbaum, Vice President
The Chubb Corp.
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NATWAR GHANDI

It is to my amusement when somebody calls me a doctor. And since 1 used to
be a professor I’m also amused when somebody calls me a professor and I’m
reminded of a story. There was this particularly bitter New York
senatorial election fight between Senator Daniel Patrick Moynihan and James
Buckley, then known as the “other Buckley.” At this conference James
Buckley kept referring to Moynihan as doctor and professor; saying that
Professor Maynihan did this, Professor Moynhian did that. And when Senator

Moynhihan heard about that he said ha, has; now the mudslinging has started.

Good morning, I’m indeed pleased to be here this morning and I bring
greetings to you from the General Accounting 0Office, one part of the
federal government which is still alive and working, even in these days of
Gramm—-Rudman. Alive, well, and kicking as some insurance lobbyists would
say. My involvement in taxation of insurance companies began several years
ago. Back when I used to have a lot of hair on my head. Only now I know
why no one else at GAO wanted to touch insurance taxation. In my work as
an accountant I have seen many complex and rewarding things, this takes the

cake.

In 1981 we submitted a report on taxation of life insurance companies.
Soon after that, Senator Dole, now the Majority Leader, then Chairman of
Senate Finance Committee, asked GAO to study taxation of property and
casualty companies and last year we issued a report. The industry’s

response was universally negative. We were told that our analysis was
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elegant, facts correct, conclusions consistent,; but recommendations all
wrong. They told this not only to us but to everybody else in town. And
they told it in no uncertain terms. When the insurance industry wants to
tell someone off, it certainly knows how to do it. You people out there in
Northbrock, Illincis should not worry. You are in good hands with your
insurance lobbyist in this town. 1 have never seen more aggressive
lobbyist nor well paid lobbyist as I have seen in the insurance business in
this town. For my part, all I can say is that 1[I changed my gears and

bought some more life insurance.

We were not very long into our study of the industry when we became aware
of the cyclical pattern of industry’s profitabiilty and such exotic terms
as cashflow underwriting, investment gains, and combined ratios. We also
discovered that within a PC company, the underwriting and investment people
were not talking with each othery and that nobody was talking with
actuaries. Something very funny happened except that 1t was not funny at
all. Companies rolled up huge underwriting losses, however, in spite of
these losses the industry has been operating quite successfully over the
last 10 vyears, depending upon whose estimates are used. The industry has
made within $52-79 billion in net gains over the 10 vyear period ending in
1985. We further found that over the same period the amount of the federal
income tax paid by the industry was neglible. Over the same 10 year period
the industry had negative federal income taxes of about $1,600 million. As

I said, I never want to underestimate the ingenuity of an insurance tax
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planner. 1 believe that the revelation of the neglible tax paid by
industry, in the light of its substantial earnings, had probably more to do

with what the Congress did than any recommendations.

In our report we identified two provisions of the code which we felt were
inappropriate even though they conformed to the NAIC accounting. Of
coursey, I’m referring to the lack of consideration given the time value of
money in establishing deductions and mismatching of aqguisition expenses
with the premium income. Consequently, we recommended that loss reserves
be discounted in calculation of the reserve deduction and that acquisition
costs be allocated over the life of the policy. We also drew attention to
the special PAL account for mutual companies. We questioned the propriety

of continuing that account and later recommended its repeal.

Our discounting recommendation was based entirely on a company by company
basis. Undoubtedly we were influenced by the previously expressed
opposition to the use of any type of industry wide averages in the taxation
of life insurance industry. It remains to be seen which of the two
methods, company-by-companys or industry wide, will be the most practical
and equitable. Our recommendations relating to the allocation of
acquisition expenses did not engender as much opposition as the reserve
discounting recommendation. While 1initially opposed it was gradually
accepted by the industry, both the House and Senate tax reform proposals

include an industry approved revenue offset provision which would correct
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the mismatch in a somewhat different manner than what we had anticipated.
The recommendation on PAL accounts have generally been accepted by the

industry and Congress which repeated it.

In conclusion, the GAO has addressed a number of aspects of the financial
operations of the P/C industry and made recommendations to the Congress for
changing the Tax Code. All of our recommendations have been accepted and
are included in the House Senate Conference Agreement. Based on our past
experience 1 believe we will continue study the taxation of the P/C
industry. We’re not going to throw away our Best’s Aggregate and Averages
just yet. A final note Mr. Chairman. May I take this opportunity te thank
the members of the profession, many of whom are attending this conference,
who have been most cooperative in educating a bureaucrat and a professor
like me, which is not an easy thing to dao. When professors become
bureaucrats, watch out, it’s a dangerous combination. There 1is no
revolving door. Whatever 1 know about the mysteries of the P/C industry,
and believe me, I found it quite mysterious. I learned it all from my
actuary friends for whom I have very high regard. Thank you Mr. Chairman,

thank you ladies and gentlemen.

STEVE BROADIE: Thank vyou all. I want to say that since I’ve been in
Washington for the past 2 years, 1it’s certainly been a great pleasure to
work with Nat Gandhi and his people at GAO. We found Nat always willing to

listen to the industry’s viewpoint. Even at times when he felt that we
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were completely wrong, and also at times when we felt that he was likewise
incorrect. But if Nat had hair back when he started to talk with the
industry, I just want to mention that mine was brown when I began to deal

with Nat.

I’m with the Alliance of American Insurers. We’re a trade association of
about 175 mostly mutual property and casualty insurance companies, of which
you may be aware. About two years ago I was in the Alliance’s home office
as a tax attorney 1in Chicago. And one day our president suggested that I
might want to go to our Washington office, it seemed there was a small tax
bill in the offing and property/casualty tax revisions were proposed, and I
might want to come to Washington and help take care of that. As you’ll
hear in my remarks and in Marty Rosenbaum’s also, you’ll find out exactly
how well I succeeded. Which 1is not particularly well. I might add,
however, that the industry did nat fare as badly as it could have. There
were a couple of very onerous provisions floating around which were not
included in the bill, one of them was a special alternative minimum tax on
property and casualty companies that the House passed, but fortunately was
rejected by the Senate and the conferees. The other was the Treasury’s
proposal of BRA loss reserve discounting, which would essentially put the
industry on the cash method of accounting for loss reserves. I want to say
that Nat and the GAO were quite influential in helping to defeat this
proposal. Also influential was the paper prepared by the American Academy

of Actuaries which showed that in some situations, when a company has zero
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or negative economic income, the GRA method still produces tax payments.
And to any of you out there who may have helped in the preparation of that

paper,; it certainly was appreciated.

For the rest of my time here, I’d like to get into the nuts and bolts of
the tax reform bill’s discounting provisions. I do this with a little
trepidation since I°m a tax attorney talking to a group of actuaries. With

that apology let’s begin.

What will happen under the new bill is that a company’s loss reserves are
going to be reduced to present value for tax purposes. This is to make up
for the investment income that accrues on the reserve until the time 1t is
paid. The annual additions to the reserve as it builds up will be
deductible in the years in which these additions occur. The new law
changes the deduction for loss reserves from the current deduction, which
is essentially unpaid losses at the end of the taxable year minus unpaid
losses at the end of the prior taxable years to discounted unpaid losses at
the end of the taxable year minus discounted unpaid losses at the end of
the prior taxable year. A couple of other points should be included here.
First of all, loss adjustment expense reserves will be considered to be
unpaid losses for this purpose. Loss adjustment expense reserves will be
discounted in exactly the same fashion as loss reserves will be. Secondly,
the new law will not directly affect annual statement accounting, except to

the extent that it requires companies to pay more taxes. Certainly there
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may be attempts in the future to include tax discounting in annual
statement accounting. The NAIC has indicated that it will strongly oppose
any such efforts, and we in the Alliance certainly support the NAIC in this

regard.

The scope of discounting requires all lines, as defined in Schedules P and
0, to be discounted for all accident years. The multiple peril lines that
are aggregated in Schedule P will be aggregated for discounting purposes.
But other than that, all lines will be discounted for all accident years
beginning in 1987. This raises a problea. On the current annual
statement, the current Schedule P reserves for accident years that are more
than 10 years old are aggregated in what will be, for the 1985 annual
statement, a line labeled "prior to 1976." We’re told that there are same
companies that do not have records of what accident years those reserves
may pertain to. I don’t know if any of your companies may have that
problem. Nevertheless 1 do believe that the Treasury is going to insist
that all reserves be allocated to a particular accident year, because the
Schedule P discounting proposal assumes that you can go back at least 15

years and identify those reserves.

The methodology for discounting 1is going to follow the GAO’s methodology
very closely. The bill requires a company to use the following factors.
It has to determine 1its undiscounted unpaid lossesy then it has to

determine the applicable interest rate by which to discount those losses.
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Finally it has to determine the applicable loss payment pattern over which

it will apply the interest rate to discount those losses.

The easiest one of these to determine is obviously going to be undiscounted
unpaid losses. What a company state in its annual statement will be its
undiscounted, unpaid losses. 0One question is, what happens if a company is
already discounting its annual statement reserves? It occurs in some lines
occasionally, and some states require it for some lines. If it is possible
to tell by looking at the annual statement how the company did its
discounting, if for each accident year for each 1line discount the annual
statement discloses what the discount rate was, what the payout pattern
was, etc., then the company will be allowed to gross up those reserves back
to their full undiscounted value and rediscount them for tax purposes.
However,; if there isn’t sufficient data in the annual statement to explain
how the statement reserves were discounted, then the company is not going
to be allowed to gross them back up and it will have to discount the
discounted reserves for tax purposes. There’s also a caveat that applies
to the grossed up reserves. Under no circumstances can the amount used for
tax discounting be greater than the amount used for annual statement
discounting. That is, if for some reason the annual statement reserve is
discounted at a greater discount rate than the reserve, the tax reserve

will apply for tax purposes, rather than the annual statement reserve.
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Now we get to the question of determining the applicable interest rate by
which a company discounts these reserves. First of all, this discount rate
must be calculated for each accident vyear. This means that as vyou get
farther into discounting, as you get several years into discounting,; you’re
going to have a number of different discount rates pertaining to each
accident year’s reserves. By the time you get 15 years into discounting
you’re going to be using 15 different discount rates. The discount rate
itself 1is going to be 1004 of a number that is called the mid-term
applicable federal rate. This rate is determined under Section 1274 of the
Internal Revenue Code. It is a market rate of return on trades of
government chligations that have between three and nine years remaining to
maturity. This rate 1is promulgated by the Treasury for every month.
There’s a different mid-~term AFR for every month. The average rate will be
based on annual compounding. The rate will be calculated as a 60-month
moving average of prior applicable federal rates. What this means is, for
example, for 1989 the Treasury is going to go back and look at rates in
1986, 1987, and 1988 and compute the average of those applicable federal

rates. And that will be applied to 1989 accident year reserves.

RUESTION: Will a company know 1in advance then? Or is this going to be
something like the mutual company add-on tax where vyou find out after the

fact what rates are, or will you know before time?
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ANSWER: Hopefully a company will know, either in advance or right at the
beginning of that particular accident year, what the discount rate will be
for that vyear, For example, let’s take 1988. The so-called base period
over which the 60 month average is determined will begin in August of 1986.
By the beginning of 1988 you will have the last five months of ’86 and all
12 months of ’87. And companiesy; I’m sure, will be keeping a close watch
on what the AFR is doing and may be able to compute their own averages.
But certainly I would think the Treasury will promulgate the rate early in
1988. We’re not assured of that but I would certainly think that that’s
what they’re going to do. At least through most of 1988 you should know

what the discount rate for the 1988 reserves is going to be.

As I just mentioned, the base period begins with August of 1986, with the
applicable federal rate that is in effect for August of 1986. As I recall
that’s somewhere around 7-1/2%. For 1988 you will have had a 17 month
historical period over which to determine the AFR. For 1989 you’ll have a
279 month period, etc., until a full 60 months have elapsed from the
beginning of the applicable accident year. For reserves for accident years
1987 and earlier, the period for computation in the AFR will be 5 months
long. It will begin with August of 1986 and end at the end of 1986. By
the beginning of next year you should know what the discount rate for the
’87 reserve and all prior accident years will be. And it’s looking like
it’s going to be somewhere in that 7-7-1/2% range. One point that I did

not mention, earlier that I meant to mention, and you may wonder about it
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when I talk about accident years prior te 1987, is the way in which
discounting is going to be initiated. Both the beginning and the ending
reserves applicable to all accident vyears will be discounted in 1987.
12/31/86 reserves will be discounted as of 1/1/87, and 12/31/87 reserves
will be discounted. There’s a concept called "fresh start" which applies
to the opening discount which I will deal with a little bit later. One of
the things that is inherent in this method of determining a discount rate
is that it may not really bear any relationship to the type of earnings
that a company is getting on its investments at a particular time. The
moving average is always going to trail somewhat what interest rates are
doing. As a matter of fact, if you went back three or four years, you’d
find out that a &40-month moving average of the mid-term AFR was somewhere
around 11-12%. The moving average is going to hurt companies as the
interest rate moves down., It will probably help companies as the interest
rate moves back up. But again, this is an artificial concept, and it’s not
necessarily going to bear any relationship to what a company is actually
earning. 1 may add that also that it is different from what the GAD
propaosed. The GAD essentially wanted to take a look at each company’s own
rate of return on investment earnings. But this rate was chosen by the
Senate Finance Committee, and in particular the conference committee,
because they felt 'that it was some reasonable eapproximation of what
companies are actually going to earn. That’s enough on discount rates and
now we’re going to move to the difficult stuff, which is how loss payment

patterns are determined.
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As we go into this you may want to follow the exhibit that’s labeled
"Exhibit 1, Schedule P Discounting.” I’m not going to get into that
immediately,; but you may want to have that bhandy. Loss payment patterns
are going to be determined by line. The basic pattern essentially is a 3
year development, in other words the accident year and the 3 prior accident
years which I labeled "ay + 1", "ay + 2", and "ay + 3" for Schedule 0, and
the accident year and the 10 prior accident vyears for Schedule P. There
are exceptions to this which can stretch out Schedule P discounting at
least as far as 13 years, which I’11 get to in a minute. Payout patterns
will be computed either by the Treasury using aggregate industry data or by
a company using its own most recently available annual statement. The
Treasury will compute payment patterns during what are called
"determination years". The first determination year will be in 1987. The
second determination year will be 5 years later, in 1992. The third
determination year will be in 1997, etc., they’ll follow each other on a 5
year basis. The 1loss payment patterns that are promulgated in a
determination year will apply to all reserves of all accident years in that
determination period,; in other words, for accident year 1987 and the 4
following accident years. For example, the payment patterns the Treasury
promulgates next vyear will apply to accident years 1987 through 1991.
Through a special rule they’ll also apply to pre-1987 accident year
reserves. Then, when the second determination year comes up in 1992, the

Treasury will be promulgating a new series of payment patterns for each
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line, and these will apply to accident years 1992-1996. This process will

be repeated as each determination year comes up.

QUESTION: And therefore the 5 year period will not be changed. In ather
wards, you don’t go to a different payment pattern for 5 years hence, you

continue with the same thing?

ANSWER: That’s correct. The payment pattern for your 1989 accident year
reserve is going to remain constant all the way until you finish running
off that reserve. Payment patterns will change in the next determination
year, 1992, but that just changes the pattern for the 1992 through 1996
accident years, it doesn’t affect the ones for ’87 through ’%1 and earlier
than that. The result here is that while following all sorts of different
interest rates, you’re also going to be following at one time several

different sets of payment patterns at one time.

QUESTION: We have a new word known as vintage.

ANSWER: That’s correct.

The data that Treasury is going to use to promulgate the aggregate industry

payment patterns will be Best’s Aggregates and Averages for the final year

that’s available before the determination year. For 1987 that will be

Best’s Aggregates and Averages for 1985; for 1992 that will be aggregates
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and averages for 90, and so on. Essentially Treasury is going to look at
the Aggregates and Averages as though it is an annual statement for the
entire industry for one year in computing this data. The Conference Repart
also leaves room for the Treasury to expand the period of Schedule P and
Schedule 0 discounting, if Schedules P and O are expanded in the future by

the NAIC.

As I mentioned earlier, companies will also have an election to use their
own data in computing their own payment patterns. This election can only
be made during a determination year, and applies for that year and the next
four accident vyears. A company will use in that case its most recent
annual statement. Companies will essentially go through the same process
as the Treasury does in computing their payout patterns. The statute
appears to require, however, that such a company must compute different
payment patterns for each accident vyear, using the most recent annual
statement available at the beginning of that year. And if a company elects
to use its own experience, it must use its own experience for all lines,
for all accident years that are within that determination period. In other
words, if it makes the election in 87, it’s going to have to use its own
data for accident years 1987-1991 and the earlier accident years. And it’s
going to have to do that for all lines. The election is irrevocable unless
for some reason the Secretary of the Treasury grants an exemption. If in
1992, the next determination year, a company that has used its own data in

1987 decides that it wants to use the industry aggregates, then presumably
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it will be allowed to do so. The language isn’t quite clear aon that but 1
think that that’s what is intended. There is one exception to a company’s
ability to use its own data. This is an exception that climbed into the
conference report at the very last minute, and one that 1 don’t feel is
particularly justified. There is what I call a "90% rule" that will affect
small companies. If a company finds that 1its reserves for a particular
line during a determination year are smaller than the reserves for that
line for 904 of the companies in the rest of the industry, its data will be
determined by the Treasury not to be credible and it will have to use the
industry average payout pattern with respect to that line. We’re assuming,
without clear language in the conference report, that the company would

still be allowed to use its own data with respect to all other lines.

Now we can get into the chart for a minute and look at the way in which
Schedule P will be discounted. The method the bill provides is a so called
"differencing” method. I believe that is the term that GAO gave to it.
Essentially what you need to look at first is the chart at the top of the
page which takes data right from the annual statement. I would add that
this is data that I picked from a 1983 annual statement for a particular
company for the line workers’ compensation, which means alse that I had to
create the last two years of the pattern because Schedule P didn’t go back
that far in 1983. As we’ll see in comparing the two exhibits, the way in
which the last two vyears of the payout pattern are computed can have a

drastic effect on how large the discount is. First 1look at 1985 —- here
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there was $121,000 paid during the year aggregate incurred losses and lass
ad justment expenses of $382,000. Thirty-two percent of the ultimate losses
were paid in that year. Let’s assume that the Treasury is looking at this
as aggregate industry data. The Treasury will then conclude that the
applicable claim payout pattern for this particular line will assume that
32% of the claim dallars ultimately paid are paid in the accident year.
Then Treasury will go back and look at 1984. UWe see that a total of 56% of
the accident year ’84 reservers had been paid by the end of 1985. Treasury
creates this new year called "accident vyear + one", ("AY + 1") the first
year after the accident year, and concludes that at the end of the current
year 36.11% of the losses attributable to accident year ’84 have been paid.
In doing that it also concludes then that S&% - 32%, or 24% of the losses,

will be paid in AY + 1.

QUESTION: Is this supposed to represent our company’s experience or is

this suppose to be some industry?

ANSWER: Actually it’s an artificial construct where basically it’s being
assumed that all lines are paid out at the same rate all the time. And, if
that were true, and 1if each company had a payout pattern that followed
this, then this would be accurate. But there’s no attempt being made to
match this to actual experience. And even when a company computes its own
payout pattern on its own Schedule P, it’s not necessarily going to reflect

the way that the losses for accident year, say, 1981 will actually occur.
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It’s essentially sort of a sacrifice of accuracy for ease in computation.
The Treasury didn’t want to go through and have to audit all the companies
on their own loss payment patterns and most companies didn’t want to have
to do that either. But I think essentially you’re correct. This is not
necessarily accurate, but it’s probably a reasonable assumption. The
Treasury is going to go through all of Schedule P. For AY + 2, for
example, you’ve got 694 of the losses for accident year 1983 paid at the
end of the current year, and Treasury will conclude that 13% of the losses
will be paid in AY + 2. That runs all the way through this development
until, for example, we get down to AY + @, in which 3.28%4 of the losses
have been paid. Here’s where the first computational rule for Schedule P
comes in. Because there is no data in Schedule P for 1individual accident
years going back farther than accident year plus nine, the bill tells the
Treasury to compare the amount that is left to be paid at the end of {(which
is treated as being paid in AY + 10). Compare that amount with the amount
paid in accident year plus nine. Here, the amount actually paid in AY + @
is calculated to be 3.28%. The amount left unpaid is 7.604. If, under the
computational rule, the amount left to be paid after AY + 9 is smaller than
the amount treated as paid in AY + 9, then all of the unpaid amount is
aggregated into AY + 10 and the payout pattern ends. However, if, as in
this case, the amount left to be paid in AY + 10, which is 7.4%, is greater
than the amount payable in AY + 9, which is 3.28%, the amount paid in AY +
? is attributed to each fcllowiné year, until the reserve is completely

developed. For example, here in the assumed runoff column, 1it’s computed
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that 3.28% is paid in AY + 10, 3.28% is paid in AY + 10, and since 1.04% is
all that is left to be paid in AY + 12 that’s treated as paid in that
accident year and the pattern ends. Now we get into calculation of the

actual discount factors.

QUESTION: What happens if the amount treated as paid in accident year plus

9 is negative?

ANSWER: There is another special computational rule that applies to that.
What happens then is that you’re supposed to go back to AY + 7 and AY + 8
and take an average of amount treated as paid for the three years. And if
the average is positive, then you apply that average to the years following
AY + 9. If that average is still negative, then you go back to AY + 6. If
the average of those four is still negative, you go back one year further

until you come up with a positive average.

QUESTION: One of my clients asked me an even harder question. What
happens if you have a negative in year 2, 3, or 4 and in going through the
bill and the managers’ report, I don’t seem to see an answer to that. Do

you have one?

ANSWER: The best answer I know of right now is -- that problem is simply
not provided for in the bill and it 1is certainly a real one because a

number of companies have complained about that. 1 think that is something
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that’s just going to have to dealt with in regulations. We don’t know how

that’s going to be dealt with.

Now if you’ll go down to the formula for the calculation of discount
factors. First of all, I’ve made a mistake there. The column should say
"for AY + 9", and I’ve got "for AY + 10". This gets into the calculation
of the actual factor that is applied to the undiscounted reserve in order
to produce the discount reserve for a particular accident year. And let’s
also assume that we’re 1in determination year 1987, AY + 9 is going to be
1978. Let me also add that losses are assumed to be paid in the middle of
the year under the bill. The payment pattern shows you that you’re going
to pay 3.28% of the total in six months; 3.28% 1in a vyear and a half, and
1.04% in 2-1/2 vyears. In calculating the discount factor you’re going to
multiply the 3.28% by the &6-month discount factor. #And I’ve used here a 7%
interest rate, which I figured would be & relatively accurate
approximation. Then you multiply the 3.28%4 you’re going to pay in a year-
and-a~-half by the discount factor for 74 for 18 months. And then the 1.04%
you’re going to pay in 2-1/2 years for the discount factor for 7% for 2-1/2
years. Divide the sum of those three numbers by the total left unpaid and
you come up with your discount factor which 1in this case is .9227. This
means that vyou’d multiply vyour undiscounted reserve for 1978 by .9227 in
order to arrive at your discounted reserve. Don’t ask me to explain how

that works, but I believe it does.
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Due to another sentence that was slipped into the conference report at the
tail end of the conference, another one that the industry had no input
into, if you actually have reserves for AY + 13 or earlier years, you must
use the half year discount factor at that particular interest rate to
continue to discount as long as you still have reserves. 1 believe,
although I’m not sure, that the effect of that is to produce an extra half
year of discounting on the reserve you have unpaid at the end of the
computed payout pattern. It was something that we were very displeased to

find in the Conference Report.

If you’d turn now to the second page and Case 2. I did this for a couple
of reasons. One is that it shows, because I had to create two different
sets of data for the last two years of the Schedule P pattern,; the dramatic
effect that relatively small differences in the payout pattern can produce
under this type of a rule. For example, under the first case on page one,
I’ve got 92.4% paid out at the end of the accident year plus nine. Here
for Case 2 I’ve got 88% paid out at the end of accident year plus 9. Even
more importantly than that, for page one we’ve got 3% plus being paid in
accident year plus nine. And for Case 2 we’ve got about .32% being paid
for accident year plus nine. The reason this produces a dramatic effect is
because of the first computational rule under the bill. First of all,
applying the first rule, we compare 11.69%; which 1is the amount that the
bill would treat as being paid in AY + 10, with .32% for AY + 9, and that’s

obviously smaller. Then, we apply the AY + 9 payment to all future
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accident yearss; going out to AY + 13. When we get to AY + 13, we’ve got
almost 10% of the total reserve left over. The second computational rule
tells us that if we have reserves left unpaid after AY + 15 we treat them
as though they are paid in AY + 13 for purposes of the payment pattern
computation. Ten percent of the total reserve under this development gets
lumped into AY + 15. If you’ll compare the discount factors for the second
case with the discount factors for the first case, you’ll see that there’s
a much deeper discount produced by the second case than by the first case,

sometimes as much as 20%4 for some accident years.

Now to Schedule O which is probably even more difficult. 1’11 try to make
it as short as I can. There is a problem with using Schedule 0 on a line-
by-line basis and just using one annual statement’s worth of data, which
the Treasury still intends teo do. First of all, the industry aggregate
data is not going to pick up Part Il of Schedule 0, which deals with loss
adjustment expenses, because that 1s not available in Aggregates and
Averages. The industry average that the Treasury uses for everybody is
going to use just Part I of Schedule 0. However, if you make an individual
company election to use vyour own data, since you have Part Il on your own
annual statement, you’re going to be required to use both Parts I and Part
Il in computing your payout pattern. Schedule 0y Parts I and 1l also does
not tell you how much you paid in 1985 for an accident year 1984 reserve.
And it doesn’t tell you what the aggregate incurred loss for accident year

’B4 was at the end of 1985. You only know how much you paid in 1985, and
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you only know how much is left in the reserve at the end of 1985. Thus it
becomes more difficult to compute this type of payment pattern, but it can
still be done. For example, looking at the first table here, and I’m using
both Part I and Part II, total losses are $467,000; for accident vyear ’B3
minus salvage and subrogation, you come up with a net paid loss figure of
$62,000. You have a total reserve left at the end of the year of $11,739.
And in the middle set of columns here, by adding the two, you end up with
the total incurred loss for accident year ’85 of approximately $74,000.
The ratio of the paid to the incurred there is B84%, and so the Treasury
will treat, for this particular line, 84% of the claims as paid in the
accident year. Going back one year to accident year ’84, you know that you
paid out about $9,500 in 1985. And you have about $4,000 worth of salvage
and subrogation recovered in 1985. You paid a net in ’83 of $5,300. You
unpald losses at the beginning of 1985 for accident year °’B4 were $5,935.
The result 1is that in 1985 you’ve paid out 90% of the incurred losses at
the beginning of 1983 for accident vyear ’84. The Treasury will consider
that you paid out 84% of your total losses in the first accident year, and
you paid out 90%4 of what was left over from accident year 1984 plus in
1985. Under this type of development you have 15.8%4 or so of your total
reserves left over at the beginning of AY + 1 (1983) and vyou paid 0% of
them in that vyear. The Treasury 1is going to treat 0% of 15.8&%, or
14.31%, the incremental paid, as what was actually paid in AY + 1. That
gives you a development of 84% paid in the first year and 14% paid in the

first year after the accident year. That’s all you need to know, because
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there is a special Schedule 0 computational rule which tells you to take
the amount of the reserve left over after the end of accident year plus one
and split it equally between AY + 2 and AY + 3. In this case you have
1.34% left over, and you treat .77%4 as paid in AY + 2 and .77% as paid in
Ay + 3. Then you compute the discount factor in exactly the same fashion

as you did for Schedule P.

MARTIN ROSENBAUM:

Good morning. This is a hard act to follow. I originally thought this
Seminar was a tax seminar but every speaker before me talked about hair.
It's a sensitive subject for me. I guess I'll have to tell you that I
lost mine because of these continuing changes in the tax law; abuse by
the Treasury, the Internal Revenue agents that audit my employer, by my

wife and my bosses, not necessarily in this order. But not because of
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Professor Gandhi, and not because of actuaries as I don't understand
what they're doing anyhow.

Steven had the difficult part. My assignment is to run through the
other provisons that affect the P&C industy.

Let us start with provisions applicable to all corporations. Through

June 30, 1987 the top corporate tax rate will remain at 46% as under ex-
isting law. Thereafter the top rate will drop to 34%, creating a melded
annual 1987 calendar year top rate of 40%. For 1988 and subsequent years
the top rate is scheduled to be 34%. The 1988 rate for $50,000 or less is
15%; between $50,000-$75,000 it is 25%; it's 34% on taxable income over
$75,000. But an additional 5% tax, or $11,750 if less, is imposed on in-
come between $100,000-$335,000, so that corporations having taxable income
of $335,000 or more will pay a flat tax of 34%. (We hope that each company
in this industry will be able to show that kind of income.) The capital
gains tax will be at 34%, not the present 28%, and this will also be true
for the year 1987.

It is likely that the top rate will stay at 40%. You may never see the
34%. Representative Rostenkowski predicted that to reduce the national debt
tax rates will have to be increased. It just isn't possible to increase in-
dividual tax rates soon, but corporations, as you know, don't vote. Besides,
retaining the 40% corporate rate does not qualify as an increase in the
tax rate; it is only a postponement of the effective date of the 34% top
corporate rate. So, the President will be able to keep his promise not to
increase taxes. This is just one scenario; there are others.

Turning now to specific provisions applicable to the P&C industry, we have

to say thank you to Dr. Gandhi who made such an eloquent case in his GAO
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report for correcting what was felt to be a mismatching of income and
expenses. Under present law acquisition expenses are deductible when paid
or when the liability for them arises, while premium income is spread

over the life of the policy. To correct this situation, we are going to
be subject to an adjustment to taxable income whereby a portion of the de-
duction for acquisition expenses is deferred. The deferral is accomplished

by a simple method, also known as "revenue offset," borrowed from Canada.

Under this methoqwgnly 80% of the unearned premium becomes deductible. To
be more specific, starting with taxable years beginning after December 31,
1986, 20% of the fluctuation in the unearned premium reserves at the beginning
and end of the taxable year is brought into income, provided the year—end
unearned premium reserve exceeds the beginning of the year unearned premium
reserve, as is the case for a growing company. If there is a decline in the
year—end unearned premium reserve, there will be a deduction from income.

In addition, there is still another adjustment, namely, 20% of the unearned
premium reserve at December 31, 1986 (which is also the beginning of the
year reserve for 1987) will be brought into income over a six-year period.
To actuaries, I am told it means 3-1/3% annually through 1992.

What is the definition of "unearned premiums?" It is the unearned pre-
mium reserve that appears in the P&C blank, with certain exceptions. Life
insurance reserves as defined in Section 816 (b) of the Internal Revenue
Code are excluded. This makes sense because they are already discounted.
The special statutory unearned premium reserve mandated under state law

for title insurers, often spread over a seven year period, and which in
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prior Revenue Ruling 84-107 was held to be a contingent liability rather
than an unearned premium reserve and therefore nondeductible for tax pur-
poses, will remain nondeductible as an unearned premium reserve. It follows
that this unearned premium reserve will be excluded from the provisions
requiring an adjustment to the deduction for unearned premiums. Instead,
for tax purposes, this statutory unearned premium reserve will be reclassi-
fied as an IBNR loss reserve and thus will be deductible over the prescribed
statutory period pursuant to the rules for the discounting of P&C loss re-
serves.

Unearned premiums in the case of insurance against default in the payment
of principal or interest relating to securities with a maturity of five years
or more get more favorable treatment. Instead of 20% of the increase in
unearned premium reserves becaming nondeductible, only 10% becomes nonde-
ductible. The 10% of the beginning unearned premium reserve will also
have to be spread over six years. This means 1-2/3% per annum through
1992. There are no other exceptions.

Question: Several of my clients have raised questions with respect to retropective
rate credits. Are they included in unearned premiums, or how are we supposed
to treat them?

They are going to be included. The staff of the tax writing committees
were made aware of this problem,but were unwilling to make any adjustment.
Retropsective return premiums will be included, even though from a conceptual
point of view acquisition expenses have really nothing to do with them.
Perhaps, some company or someone will come forward with a brilliant idea

for separating these retros from the unearned premium reserve in the Annual

Convention Statement.
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Finally, the Act provides for what is called anti-tax avoidance rules.
Any company that ceases to be a P& insurance company prior to the expi-
ration of the six-year period over which the nondeductible portion of the
beginning unearned premium reserve has to be spread, must bring the re-
maining balance into income in the taxable year prior to the year in which
it terminates its P&C status. Presumably, this provision would be effec-
tive for a P&C company that suddenly qualified as a life insurer. On the
other hand, these anti-tax avoidance rules do not apply in the case of
a successor campany subject to Section 381 (c) (22) bf the Code. This could
involve a corporate reorganization that resulted in the carryover of the
old company's tax characteristics to the new, such as in a merger. Since
the requirement for spreading 20% of the unearned premium reserve at the
beginning of the year 1987 is also carried over to the successor company,
there is no need for an anti-tax avoidance provision.

Even in good years, P&C insurance companies paid very little tax be-
cause of their investments in tax-exempts, meaning state and municipal
bonds, and their holdings in U.S. corporate stocks which are eligible for
the 85% dividends received deduction. This has been annoying to the U.S.
Treasury. Besides, Treasury staff were very much aware of "proration"
under the life company tax provisions. So now we have Section 1022 of the
1986 Act. It should make the people in the Treasury very, very happy.

In determining a P&C company's income subject to tax, the deduction for

losses incurred, effective for taxable years commencing after December 31,

1986, will be reduced by 15% of tax—exempt incame. As indicated, tax-

exempt income includes interest earned on state and municipal obligations,
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described in Section 103 of the Code, and the 80% dividends received de-
duction. It used to be the 85% dividends received deduction, but starting
in 1987 the deduction will be reduced to 80%. Tax-exempt income from in-
vestments purchased prior to August 8, 1986 will not be subject to this
adjustment.

Disallowing a portion of the deduction for "losses incurred" is equiva-
lent to including tax—exempt incame in taxable income. It is a device for
sidestepping a constitutional challenge. The same approach was taken when
life companies were made subject to "proration."

The law and the Cammittee Reports are silent on what happens in a given
taxable year when 15% of tax-exempt income is greater than "losses incurred.”

As with proration applicable to life companies, there are detailed "see-
through" rules for dividends received from affiliates ordinarily eligible
for the 100% dividends received deduction. To the extent such dividends
are attributable to tax-exempt income that has not previously been prorated,
the dividends, or a portion thereof, became subject to 15% proration. Thus,
it makes it impossible for an insurer to avoid proration by placing all of
its portfolio investments in a wholly-owned subsidiary with which it files
a consolidated return, followed by a distribution of all of the subsidiary's
income, tax-free, to the insurance company.

A transfer among affiliated campanies of tax-exempt bonds after August
7, 1986 is treated as an acquistion after August 7.

Mutuals are going to be taxed the same as stock companies. In fact,

the sections of the Code now dealing with mutuals (the 820 series) are
going to be eliminated and mituals are going to be taxed under Section 831.

To accomplish this result, the mutuals' so-called PAL Account is eliminated.
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As you know, under current law mutual property and casuvalty insurance com-
panies are permitted a deduction for contributions to "a protection
against loss account”" (PAL). The deduction which is made solely to deter-
mine a P&C mutual's taxable income, in general, equals 1% of the under-
writing losses incurred in the year plus 25% of the statutory underwriting
gain for the year. Contributions to the PAL account are reversed and
taken into income after five years, although a smidgen may be deferred
permanently. To the extent that the company has net operating losses,

they will reduce or may even eliminate the PAL account. This seems to be
the case with most mutuals. The theory behind the PAL account was that
mutuals could not augment their "surplus available to policyholders" by
selling shares of stock like stock companies, even when additional surplus
was required in the event of a catastrophic loss. However, our législators
now think that the PAL account really has not served its purpose. Most
mutuals, as I understand it, are not too upset about loosing the PAL deduc-
tion.

PAL account contributions will no longer be made, effective with taxable
years beginning afte;' Decerber 31, 1986. The Conferees, unlike the House
and Senate Committees, let the provisions of the present law stand that
prescribe how the balance of the‘ account is restored to incame.

Further, the preseﬂt law providing for special exemptions, rates and
deductions for small mﬁtual campanies is repealed. The reason given is
that they are too camplex.

Under the 1986 Tax Reform Act both stock and mutual P&C companies (not

only mutuals as heretofore) with net written premiums, or direct written

premiums if greater, of less than $350,000 will be completely exempt
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from tax. Campanies with premiums greater than $350,000, but less than
$1.2 million, can elect to be taxed only on taxable investment income.
Campanies under cammon ownership will be treated as one. The ownership
test will be 50% of stock to determine eligibility for the tax benefits.
This, of course, is to make it impossible for a group that has 10 sister
campanies, and each company has incame of $350,000, not to pay any tax
whatsoever. The effective date is any taxable year beginning after
December 31, 1986.

There has also been same talk about limiting the deduction for policy-

holders®' dividends of mutuals. No such provision was enacted for P&C

mutuals, even though limitations exist for life insurance mutuals. Mutuals
and stock campanies are good friends in the P&C industry. They're not at

each other's throat as they seem to be in the life area. Nonetheless, the
Treasury is instructed to make a study of the subject of policyholders' di-

vidends. This Treasury study would also encampass the effect of the "al-

ternative minimum tax" on P&C companies, and further examine revenue tar-

@ts of both stock and nmtué.l P&C campanies. The Secretary of the Treasury

is instructed to conduct the study and report back no later than January 1,
1989. This is much too early. Only the 1987 return will have been filed
by that date. It is common knowledge that most campanies have very large
net operating loss carryovers and, hence, there is not going to be much
tax collected, even though the net operating losses are expected to be ab-
sorbed by 1989. Thereafter, I would think the industry will be paying
substantial income taxes and not only in the form of the alternative mini-
mm tax. It would look better for the industry if this study could be com-

pleted at a later date. (This is a commercial for the benefit of Dr.
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Gandhi, who I am sure will be consulted.)

Let me just mention briefly that certain organizations which pre-

viously were not taxed will now be subject to tax.r The mos£ important

group are the Blue Cross and Blue Shield organizations. Although they

have become subject to tax, they are given certain special deductions and
transitional relief. New oi‘ganizations, provided they meet certain con-
ditions, such as open enrollment and coverage of preexisting medical con-
ditions in the case of health insurance, are also eligible for certain
beneficial tax provisions.

The foreign provisions are extensive and very complex. This is the only

way to describe them. I shall just deal with the taxation of controlled
foreign corporations that are insurance companies; but it is impossible to
cover all details because of time constraints. There are two types: cap—
tives and foreign insurance campanies ordinarily owned by U.S. insurance com-
panies.

"Captives" are foreign insurance companies whose stock is owned by manu-
factu'rihg and commercial entities. They are usually located in tax-haven
countries, such as Bermuda, and are not taxed by the country in which they
are incorporated. The captives insure their stockholders or affiliated
companies. If a captive is classified as an "éssociation" or "industry"
captive, it means that not a single U.S. shareholder owns 10% or more of
its stock. Under the 1954 Code, the so-called Subpart F rules do not apply
to a less than 10% U.S. shareholder and, therefore, tainted income, called
Subpart F income, of the captive is not taxed to such U.S. shareholder. In—
stead, the general rules regarding the taxation of foreign corporations

apply, namely, that the income of a foreign corporation is not taxable by
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the I.R.S. until such incame is received by a U.S. shareholder in the form
of dividends or when shares of | stock of the foreign corporation are sold.
This was the way an "association captive" could avoid the 1954 Code rules
that taxed to a 10% shareholder his proportionate share of all insurance
income from related persons' risks other than risks fram the country of
incorporation.

The 1986 Tax Reform Act, effective with taxable years after Decenber
31, 1986, will tax all "related person insurance income” from whatever
source other than fram the country of incorporation (say, nil, if Bermuda)

to any U.S. shareholder regardless of the percentage of stock he owns.

Related person insurance income refers to underwriting as well as invest—
ment incame arising from policies covering a primary insured who is a
shareholder or related or affiliated with such shareholder. There are
exceptions. They refer to less than 20% ownership by or incame from per—
sons who are primary insureds and stockholders or related to stockholders

of the captive. Also, an election to be taxed as a U.S. branch of a foreign
corporation will avoid the special "related person insurance income" rule.
Good night, tax-haven captives, no more tax advantage!

There is an interesting development concerning the U.S. excise tax.

As you know, all U.S. source premiums placed with non-admitted foreign in-
surers are subject to the 4% premium tax if direct premiums. The rate is

1% for reinsurance. The income tax treaty with Barbados eliminates the
excise tax. The treaty with Bermuda would do the same. However, the Bermuda
treaty still has to belratified. U.S. reinsurers, as well as Representative
Rostenkowski, are opposed to ratification of the Bermuda treaty. Moreover,
the Tax Reform Act provides for a study by the Treasury to determine whether

U.S. reinsurers are at a coampetitive disadvantage vis—-a-vis foreign reinsurers
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by reason of incame tax treaties that eliminate the U.S. excise tax.

Turning to U.S. controlled foreign corporations engaged in therconduct

of an insurance business covering unrelated risks and hence not "captives,"

prior to the 1986 Tax Act U.S. shareholders owning 10% or more of the
stock were taxed on underwriting and investment income arising from U.S.
source risks only, except if U.S. source premiums were 5% or less of
total premiums. This de minimis rule is repealed by TRA of 1986. More-
over, a proportionate share of all investment incame without exception, as
well as all income from insurance underwriting, except that fram the coun-
try of incorporation, will become subject to U.S. income tax in the hands
of a 10% or more U.S. stockholder of the controlled foreign corporation.
Mind you, these are foreign corporations, say, incorporated in a menmber
country of the European Ecamomic Community, far away from Bermuda, doing
a legitimate business and taxed at a higher rate by the foreign countries
than is the U.S. rate.

U.S.—owned foreign insurance companies have been singled out for puni-
tive legislation. The only other industry which has experienced a similar

kind of punitive legislation are the banks, but to a lesser degree.

STEPHEN ELDRIDGE:

Thank you Martin, you are right on time there. Since the session started about 15

minutes late, I just made the assumption that we're going over into the coffee break for

15 minutes. We'll continue with Steve talking a little bit about the Alternative Minimum

Tax. If regular taxes were not enough for you, there was a specific provision to get

General Electric and General Dynamics. And it may have picked up a few other

companies along the way.

76



STEVE BROADIE: Before we get started on the minimum tax, there are a couple
of other things I would like to talk about. You may have thought you were
done with discounting and heaved a sigh of relief. But not quite. There
are a couple of other provisions I want +to mention to you very briefly.
The first 1is that there’s a special rule in the bill for international
insurance and reinsurance shown separately in Schedule 0, on a separate
line. If international insurance or reinsurance 1is aggregated in the
particular lines to which they apply, then there’s no problem. You use the
payout patterns as we’ve mentioned. For example, if you’re reinsuring
workers’ compensation, you use the workers’ compensation line in Schedule
P. However, if you have stated reinsurance separately in Schedule 0, the
Treasury will compute a special composite industry payout pattern for
Schedule P. That will be applied to all separately stated reinsurance, and
will also be applied to all separately stated international business. And
the reason for this is basically to provide a little bit of a break for
reinsurers. It was felt, and the industry certainly felt this way, that
the burden of discounting would hit reinsurers disprotionately. Using this
gross Schedule P approach will provide a little bit shorter payout pattern
than they would have if they were using their own experience. The second
thing is the concept of "a fresh start". I mentioned a little bit earlier
that the way discounting will begin in 1987 is that the beginning and
ending reserves for 1987 will be discounted. That causes a problem with
respect to the beginning discount. Because if that discount, for example,

were to be taken back into income, and then given back to you as a
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deduction over the years before the reserves were paid out. Then obviously
there’s going to be a large revenue hit right at the beginning in 1987.
Since the life industry had fought for and won a so-called "fresh start
approach” successfully in 1984, the property/casualty industry decided to
do the same thing, and we were successful,. What the fresh start means
essentially 1is that that the beginning discount on the 1987 reserve is
forgiven. What this produces, in essence, a double deduction. For
example, if your reserve was $100 at 12/31/86, it might be discounted down
to $80 at 1/1/87. After the beginning of 1987, that $20 discount is going
to come back to you as a deduction over the years during which that tax
reserve builds back up to $100. There are obviously some possibilities for
abuse here that the committee saw. And so they decided that "reserve
strengthening”" in 1986, beth for prior accident years and to some extent
for the 1986 accident year, should not be taken into account for fresh
start purposes. It will probably still be deductible in 19846, but will be
excluded from fresh start treatment. Nows you may ask, what is reserve
strengthening? Well, here is the bad news. Reserve strengthening for
accident years before 1986 is essentially any increase in the reserve for
that accident year, net of the payments that vyou’ve made 1in 1986. For
example, if you had a $100 reserve for accident year ’85 at the end of ’85,
and you pay $20 in 1984, dropping it to $80, and then you strengthen that
reserve by $20, bringing it back up to $100, that $20 reserve strengthening
will not be allowed to you for purposes of computing the fresh start. For

accident year 1986, there’s a statement in the conference report, which is
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the only place reserve strengthening is defined. Any change in "non-
interest rate assumptions” will be considered to be reserve strengthening.
Now we don’t really know what that means. But it does indicate that there
is something that you can do to your 1986 accident year reserves in 1984
that the Treasury will consider to be reserve strengthening and disallow
for purposes of the fresh s«tart. Also, all unspecified or unallocated

additions to loss reserves will be considered to be reserve strengthening.

To leave some time for gquestions, I’m going toc go extremely briefly through
the minimum tax. If you’d turn to the last page of the handout, 1 alsc
want to correct an error. There is a line called "book income” stretching
across to Case 2 where I neglected to include a calculation. Basically the
only preference in the new minimum tax that is really going to hit P&C
companies is something that’s called the '"business unreported profits"
preference. Essentially what that is 1is 50% of the excess of your book
income, which for stock companies will generally be, although not always,
GAPP income, and for mutual companies will almost always be your statutory
net income after policyholder dividends, over alternative minimum taxable
income, calculated before this preference. And in Case 2 herey I’ve made a
mistake. I have $300,000 of book income and $100,000 of taxable income.
The actual amount of the "BURP" preference is $100,000, not $1350,000. And
the sum of alternative minimum taxable income and the BURP preference is
$200,000. That should be carried down through the varicus subtractions in

that column. These two cases illustrate a situation wherein the first
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case, for example, a company has a $100,000 underwriting loss and $300,000
worth of investment income. It has decided 1t can "zeroc out" for tax
purposes by having $100,000 of that investment income be taxable and
$200,000 be tax exempt. That company would, in this circumstances, be hit
by the minimum tax. It would have a minimum tax liability of $12,000 and a
regular tax liability of zero. And therefore it would pay the aminimum tax.
The minimum tax is a tax of 20% on your minimum taxable income. The result
is compared to the regular tax, which in this case is zero. To the extent

the minimum tax is greater than the regular tax you pay the minimum tax.

In the second casey; 1’ve assumed that this company with the same mix of
investment income broke even on underwriting. In this cast 1it’s $300,000
of investment income, It’s got $100,000 of taxable income and it paid a
tax of $34,000. And if the calculations were done correctly here you would
see that the minimum tax calculation would be $34,300; the regular tax is

$34,000. You end up paying $34,000 as regular tax and $300 as minimum tax.

STEVE ELDRIDGE: We’ll take some gquestions now from the panel. I’m sure

you have hundreds. And if you don’t ask them the panel will feel hurt.

QUESTION: What will the discount rate be for 19877

STEVE BROADIE: We don’t know that yet because the AFR for ’87 and all

prior accident years is going to be the average mid-term AFR for the last S5
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months of this year. We don’t know vyet what the number is going to be.

It’s probably going to be somewhere between 7-7-1/2%.

{Question, Inaudiblel.

It’s added to AMT income. Yes, the alternative minimum taxable income, not
the taxable income. And you take AMT, the alternative minimum taxable
income times the special rate, 20%. Then you take vyour AMT credits which
are ... 1in effect, this is kind of contemplated. The combination of your
AMT NOL is a different net operating loss for AMT purposes than there is
for regular purposes. I say you’re AMT-NOL which differs from your regular
NOL, plus your AMT foreign tax credit, which differs from vyour regular tax
credits plus vyour AMT investment credit. The sum of those 3 times cannot
reduce the alternative minimum taxable income down to a low 904%4. They

cannot reduce more than 904 of that figure.

[Question, Inaudiblel.

For example,; in taking taxable income vyou have already adjusted for such
items. For example, certain types of special purpose state and local
bonds, that income is a preference. You would have already added that to
taxable income. Now you take the difference between book income and that

adjusted figure and that gets added.
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[Question, Inaudiblel.

I would think at whatever point you discontinue to be an insurance company,
even just go out of business. That you will have to bring in any income.
But of course, in bankruptcy or insolvency there may not be any money to

pay. I don’t know what the preferences are.

Would the reserve turn around at that point?

The unearned premium reserve would runoff, so the small amount ... it’s

really only a timing difference so it should net itself out.

You did have a beginning reserve and you may pick up the rest but you’re
only bringing into income B804 of the reserve. But vyou only pickup into
income then the 80% that ... vyou’re only then left with 80% deduction of
the 80% reserve as of 1/1/87. You’d pickup into income at that moment a

lower amount. 1 think they net each other out.

[Question, Inaudiblel.

There isn’t any language that I know of that pertains to it. My guess is
that it will probably be no. I would imagine that the whole group would
have to make the election. But I don’t know. 1 don’t really have anything

to back me up except just a gut feeling.
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If companies continue not to discount their reserves ... what happens is

they have to pay taxes on income before that income is recognized.

What kind of adjustment will get the NAIC or the accountants to allow for

"prepaid taxes" as an asset account.
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Exhibit I - Schedule P Discounting, Case 1

Schedule P Data

Statement Year:

(Column 11)
Loss & L.A.E.
Incurred

Line: workers compensation
(Column 6)
Acec. Loss & L.A.E.
Year Payments
Prior 2,511,831
1976 226,500
1977 228,341
1978 229,281
1979 222,218
1980 196,796
1981 225,755
1982 230,827
1983 234,992
1984 181,246
1985 121,626
Total 4,609,413

7,648,580

245,117
256,192
262,114
255,835
233,738
280,228
305,539
339,808
323,019
382,175

5,532,345

Discount Factors at 7.007 Interest

Ace.
Year
AY
AY+1
AY+2
AY+3
AY+4
AY+5
AY+6
AY+7
AY+8
AY+9
AY+10
AY+11
AY+12

Total

Cglculation of Discount Factors

Cumul,
Paid

56.117%
69.15%
75.55%
80.567%
84.20%
86.86%
87.47%
89.137%
92.40%

Increm,

Paid

.29%
.04%
6.39%
5.01%
3.63%
2.66%
0.61%
1.66%
3.28%

92.40%

Assumed

Runoff

7.00%
Disc.
Factor

3.28%
3.28%
1.04%

7.60%

for AY+9 = (3.28 x

.96674
.90349
.84439
.78914
.73752
.68927
.64418
.60203
.56265
.52584
49144
.45929

(ejolojofoRololololoXo o]

.96674) + (3.28 x

Undisc.

Unpaid
43.89%
30.85%
24,457,
19.447
.80%
147
.53%
.87%
7.60%
4.327%
1.047%
0.007%

1D Hpedost

1985
Cumul,
Paid
Ratio
92.40%
89.13%
87.47%
86.867%
84.20%
80.567%
75.55%
69.15%
56.11%
31.82%
7.00%
Disc. Factor.
UnEald to Age
4.99% 1. 07000
23.951 1.14490
19.017 1.22504
15.12%Z 1.31080
12.467 1.40255
10.58%2 1.50073
10.68%2 1.60578
9.727 1.71819
7.01%Z 1.83846
4.11% 1.96715
1.01%2 2.10485
0.00% 2.25219
.84439)

.90349) + (1.04 x

3.28 + 3.28 + 1.04

= 7.01252
7.6
= ,9227

(A1l calculations performed using Coopers & Lybrand loss reserve
discounting software.
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Discount
Factor

0.79729
0.77643
0.77754
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O
N
N
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Exhibit I - Schedule P Discounting, Case 2

Schedule P Data

Statement Year:

(Column 11)

Loss & L.A.E.

Line: workers compensation
(Column 6)
Acc. Loss & L.A.E.
Year Payments
Prior 2,511,831
1976 222,560
1977 230,811
1978 229,281
1979 222,218
1980 196,796
1981 225,755
1982 230,827
1983 234,992
1984 181,246
1985 121,626
Total 4,607,943

Incurred

’252.009

262,300
262,114
255,835
233,738
280,228
305,539
339,808
323,019
382,175

5,545,345

Discount Factors at 7.00% Interest

Acc.
Year
AY
AY+1
AY+2
AY+3
AY+Hs
AY+5
AY+6
AY+7
AY+8
AY+9
AY+10
AY+11
AY+12
AY+13
AY+14
AY+15

Total

Cumul.
Paid

56.117%
69.15%
75.55%
80.56%
84,207
86.86%
87.47%
88.00%
88.31%

7.00%
Increm. Assumed Disc.
Paid Runoff Factor
24.297 0.96674
13.04% 0.90349
6.39% 0.84439
5.01% 0.78914
3.63% 0.73752
2.66% 0.68927
0.617% 0.64418
0.52% 0.60203
0.32% 0.56265
0.32% 0.52584
0.32% 0.49144
0.327% 0.45929
0.32% 0.42924
0.32% 0.40116
10.09% 0.37492
88.317 11.697%

85

Undisc.

Unpaid Ungaid to Age

43.89%

30.
24,
19,
.80%
13.
12.
12.
.69%
.37%
11.

15

11
11

10

85%
457
447

147

53%
00%

05%

.73%
10.
10.

0.

41%
09%
00%

1985

Cumul,
Paid
Ratio
88.31%
88.00%
87.477%
86.86%
.207%
80.56%
75.55%
69.15%
56.11%
31.827%

Disec.

<247
.08%
.00%
.01%
.16%
.12%
.05%
07%
.31%
.56%
.83%
.12%
.43%
9.75%
0.00%

O O 00 00 00 00 00 0o

7.00%
Factor

1.07000
1.14490
1.22504
1.31080
1.40255
1.50073
1.60578
1.71819
1.83846
1.96715
2.10485
2.25219
2.40985
2.57853
2.75903

Discount
Factor

0.75734
0.71561
0.69545
0.66926
0.64292
0.61766
0.64259
0.67251
0.71099
0.75307
0.79918
0.84979
0.90543
0.96674
0.96674



Exhibit II - Schedule O Discounting

Line: auto physical damage Statement Year: 1985

Schedule 0 Data (000 Omitted):
Paid During 1985 Salvage and Subrogation Unpaid 12/31/85

A.Y. 1985 A.Y. 1984 A.Y. 1985 A.Y. 1984 A.Y. 1985 A.Y. 1984
(Column 2) (Column 3) (Column 5) (Column 6 (Column 10) (Column 11)

Loss 60,110 8,206 5,513 4,138 10,479 386
L.A.E. 7,685 1,289 0 0 1,260 192
Total 67,795 9,495 5,513 4,138 11,739 578

A.Y. 1985 A.Y. 1984

Paid during 1985 67,795 9,495

Salvage & Subrogation 5,513 4,138

Net Paid 62,282 5,357

Unpaid at 12-31-85 11,739 578

Statement Discount 0 0

Total 74,021 5,935

Ratio Net Paid to Total 84.147% 90.267%

Acc. Beginning Disposal Incremental  Cumulative Ending

Year Unpaid Rate Paid Paid Unpaid
AY 100.00% 84,147 84.147 84.147 15.86%

AY+1 15.86% 90.26% 14.31% 98.467 1.54%

AY+2 1.54% 50.00% 0.77% 99.237% 0.77%

AY+3 0.77% 100.00% 0.77% 100.00% 0.00%

7.00% 7.00%

Acc. Increm. Discount Undisc. Disc. Factor Discount
Year Paid Factor Unpaid Unpaid to. Age Factor
AY 84.14% 15.86% 15.19% 1.00000 0.95770
AY+1 14.317% 0.96674 1.547 1.447 1.07000 0.93511
AY+2 0.77% 0.90349 0.77% 0.74% 1.14490 0.96674
AY+3 0.77% 0.84439 0.00% 0.00% 1.22504 0.96674
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Exhibit IIIX

Business untaxed reported profits - alternative minimum tax

Underwriting income (after dividends)
Taxable investment income

Tax-exempt investment income

Taxable income

Regular tax (at 34%)

Book income
minus alternative minimum taxable
income (assume no other preferences)

Business untaxed reported profits
preference (BURP)
Plus alternative minimum taxable
income before BURP preference
Alternative minimum taxable income
after BURP

Exemption amount

Alternative minimum taxable income
(after exemption)

AMT rate (207%

Temporary alternative minimum tax

Regular tax

Net alternative minimum tax

Total tax liability

Case I

(100,000)
100,000
200,000

0
0

200,000

Case II

0
100,000
200,000
100,000

34,000

300,000
-100,000

"5

100,000

b

- 27,500%

177,500

*Exemption amount is reduced by $0.25 for each $1.00 by which

alternative minimum taxable income exceeds $150,000.
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A Summary of the Tax Reform Process
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That Just Hit Us?'")
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Counsel
Alliance of American Insurers
Washington, D.C.
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I.

Beginnings

A.

B.

Property/casualty ('"P/C") industry a target of tax
reform since 1982. Reasons include:

1. Perception of low effective tax rate.

2. Specific questions concerning:

a.

Treatment of loss reserves - Treasury has
argued for years that full current deduction
of reserves established to pay claims in
future taxable years is improper. Industry
strongly argued need to protect statutory
accounting to preserve company solvency.

Treatment of acquisition expenses - under
current law, expenses immediately deductible
while income (earned premium) recognized pro
rata over period of policy. Argument made
that income and expenses are not properly
matched.

Use of tax-exempt income

i. Companies with underwriting losses and
investment income could theoretically
earn economic income while paying
little or no tax by offsetting
underwriting losses with taxable
investment income and receiving rest of
investment income from tax-exempt
sources (interest from state and local
government bonds and deductible portion
of stock dividends received).

ii. Companies consolidating with
non-insurers could pass on tax losses
to the non-insurance parent while
earning economic income.

Other issues - mutual companies' protection
against loss (''PAL') account and
deductibility of mutual P/C policyholder
dividends.

Early attacks
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Senate Finance Committee under chairman Dole
(R-KS) holds hearings in 1982.

Dole fails in 1983 TEFRA markup in attempt to
require discounting of loss and loss adjustment
expenses for Schedule P lines.

Dole asks General Accounting Office (''GAO'") to
study property/casualty taxation.

In House Ways and Means Committee, Representative
Pete Stark (D-CA) finishes life insurance tax
rewrite in 1984, ready to begin on P/C industry.

II. Preliminaries to tax reform

A. Treasury I proposal - November, 1984

1.

Recommends ''qualified reserve account' ('QRA")
loss reserve discounting.

a. Intended to treat insurers as self-insurers
for tax purposes -- economically equivalent
to allowing insurers to deduct claim
liabilities only when they are paid.

b. Pre~-tax discounting method -- insurer

discounts reserve to its present value using
pre-tax discount rate. No deductions
allowed for additions to reserves as they
build over time. (Insurer could set initial
reserve higher, but would eventually have to
pay tax it deferred with interest. Plus
reserves were limited to excess of premiums
over acquisition expenses on a per-policy

basis.)

c. Method could tax insurers when they have no
or negative economic income.

d. Would have raised nearly $15 billion over
first five years, according to Treasury
estimates.

Recommends disallowance of part of mutual
property/casualty company policyholder dividends
(similar to method applied to mutual life
insurers by Internal Revenue Code Section 809),
as well as repeal of PAL account. Also advocates

repeal of small mutual company exclusions anq
deductions and taxation of workers compensation
benefits.
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B. GAO report -~ March, 1985

1.

GAO discounting - recommends use of after-tax
discount rate, allows companies to deduct
additions to reserves as they build up in later
taxable years.

a. Result is full deduction for amount of
claim, but deduction is spread over the time
during which the reserve is held.

Recommends that deduction for acquisition
expenses be amortized over lifetime of policy to
which they relate. Also recommends abolition of
PAL account.

C. "Reagan I'" (or Treasury II) - May, 1985

1.

2.

Amends QRA discounting, but retains

fundamentals. Allows insurers to discount full
reserves initially, but requires payment of
deferred taxes with interest. Revenue estimate
revised downward to approximately $6 billion over
1986-1990, but with upwards of $2.4 billion per
year raised by 1990.

Reaffirms other Treasury I proposals.

I1I. The tax reform process

A. As House Ways and Means Committee begins to draft tax
reform bill, two things are apparent:

1. P/C industry has discredited QRA, and
2. Industry will be required to pay substantially
more in taxes. $4.8 billion over 1986-1990
becomes the House revenue target.
B. Initial industry offer -- ''revenue offset"
1. Includes 20% of annual increase in unearned

premium reserve in taxable income. Also includes
207 of existing unearned premium reserve (as of
12-31-85) in taxable income at 4%/year over
following five years.
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2. Industry chose this because:
a. Felt it would raise the revenue required;

b. 207 figure chosen because acquisition
expenses generally equal about 207 of
unearned premiums. Thus, it dealt with the
perceived acquisition expense problem;

c. Leaves loss reserves and tax-exempt income
alone.

Ways and Means response (included in final House
bill), raising $5.6 billion when adjusted for
1987-1991:

1. Revenue offset;

2, Inclusion of 10% of tax-exempt income (referred
to as ''proration') in taxable income (increasing
to 15% in 1988). Amendment in committee debate
excludes income from bonds and stocks bought
before November 15, 1985;

3. Special alternative minimum tax on
property/casualty companies, to take effect in
1988.

a. Taxable income could be no less than 20/36
of statutory net income after policyholder
dividends (line 18B). At House bill's 367
corporate rate, effect would generally be a
minimum tax of 20% of line 18B. Pre-1988
net operating losses (''NOLs'") could not be
used against minimum tax liability.

b. Provision intended by Representative Stark
as "hammer'" to force P/C industry to
negotiate about discounting before 1988 (at
which time the industry could replace this
minimum tax with discounting).

4. Flimination of PAL account, Treasury studies of
discounting and mutual policyholder dividends,
expanded small company provisions.

5. Industry strongly opposed House property/casualty

provisions, especially disallowance of NOLs and
taxation of tax-exempt income.
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Industry discounting proposal to Senate Finance
Committee, estimated to raise $6 billion over
1987-1991:

1.

Essentially modified GAO (pre-tax) discounting,
with:

a. 5% discount rate;

b. Claim payout period determined by Treasury
using industry aggregate data, with election
for companies to use their own data.
Schedule P reserves would not be discounted
after 10 years, Schedule O reserves after 3
years;

c. Both beginning and ending reserves would be
discounted in first year of discounting
(1987). Beginning discount would not be
taken into income (so-called 'fresh start');

d. Reinsurers would use a claim payout period
that would be an aggregate of the industry's
Schedule P experience, rather than being
forced to use their own experience.

Intended to ease burden of discounting on
reinsurers.

Discounting proposal used to replace proration,
special minimum tax and Treasury studies in House
bill. Included revenue offset (with 10-year
phase-in on 12-31-86 unearned premium reserve),
elimination of PAL account and House small
company provisions.

Final Senate provision - total revenue raised $5.8
billion over 1987-1991:

1.
2.

Revenue offset with 7-1/2-year phase-in;

Discounting with:

a. Discount rate of 5% for 1987, followed by
75% of the mid-term '"applicable federal

rate' ("AFR'") prescribed in Internal Revenue
Code Section 1274. The rate used would be
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an average of the prior 60 months' mid-term
AFR .

b. Claim payout patterns for Schedule P would
be capped at 15 years, rather than 10, for
some extremely long-tailed lines (such as
workers compensation and medical
malpractice).

Repeal of PAL account and smaller small company
deductions than House bill.

Senate's 207 corporate minimum tax, applying to
all industries, included 50% of excess of ''book"
Income (probably GAAP income for stock P/C
companies and line 18B for mutuals) over minimum
taxable income. Included tax-exempt income for
purposes of minimum tax.

Industry unhappy about increased discount rate -
historic rate of investment return on total
assets averages 60-65% of 5-year moving average
of mid-term AFR. But industry supports package,
on whole, in attempt to encourage Senate
conferees to resist House P/C provisions in
conference.

F. Conference committee negotiations

1.

Central issue becomes conferees' need to raise
$120 billion in corporate revenues to provide
extra relief for middle income individuals, keep
individual and corporate rates low and keep bill
revenue-neutral.

Political atmosphere also unfavorable for P/C
industry, as liability crisis and availability
and affordability problems affect feelings on
Capitol Hill.

House conferees make ''compromise' offer raising
$8.4 billion from industry over 1987-1991 --
adding to Senate bill proration at 15%, discount
rate of 1007 of AFR, disallowance of ''fresh
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start' to extent companies have existing NOLs,
and other onerous provisions.

Senate offer in response, raising $6.4 billion
over 1987-1991 and supported by most of industry,
adds 157 proration to Senate bill.

Final provisions roughly split the revenue
difference between House and Senate offers --
raising approximately $7-7.5 billion over
1987-1991. They are:

a. Revenue offset with 6-year phase-in;

b. 157 proration effective 1-1-87, excluding
tax-exempt income from bonds and stocks
bought on or before August 7, 1986;

c. Senate discounting, with 1007 of AFR as
discount rate. (At time of printing,
unclear whether 57 rate will apply for 1987,
or whether 60-month rolling average will be
used to calculate AFR.);

d. Repeal of PAL account;

e. Treasury study of mutual policyholder
dividends, with report date of 1-1-88;

f. Senate small company provisions; and

g. "Book" income replaced with "earnings and

profits'" in 1990 and later years for purpose
of Senate minimum tax.

IV. Conclusion - not good, but not as bad as it could have been.

A.

Cons

1.

Revenue produced is much larger than either House
or Senate bills alone would have produced.

Industry must learn to live with discounting.
Uncertain impact on investment policy --
proration and book-tax preference in corporate

minimum tax may affect industry investment in
tax-exempts.
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Pros

1. QRA has been defeated and discredited (for now,

at least).

2. Permanent solution has been attained (for now, at
least).

3. Use of current NOLs and consolidation have been
preserved.

Outlook for future -- look out for Gramm-Rudman and
need for further revenue. Treasury study makes mutual
P/C policyholder dividends an obvious target, and
Treasury is still convinced that QRA is proper. But
thorough rewriting of P/C taxation in 1986 should
provide protection in the future.
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1986 Casualty Loss Reserve Seminar
September 29, 1986

Qutline of Tax Changes - H.R. 3838

- Corporate tax rates

1. Ordinary
2. Capital Gains
3. Effective Dates

IT - Acquisition Expenses

1. Annual adjustment - 20% of fluctuation of
Unearned Premium Reserves at beginning and
end of taxable year

2. 20% of beginning reserve (at 12-31-86)
spread over six years

3. Definition of Unearned Premium Reserve
4. Special Provisions
a. Life reserves
b. Title insurance
c. Insurance against default in the
payment of principal or interest
on securities with a maturity of
five years or more

5. Anti-tax avoidance rule

6. Effective date

III - Treatment of Tax-Exempt Income

1. Description of Provision
2. Effective Dates

IV - Repeal of PAL Account

1. Explanation of PAL Account
2. Provisions of Bill
3. Effective Dates

V - Special Treatment of Small Companies

1. Reason for change
2. Provisions of Bill
3. Inclusion of both stock and mutuals
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VI - Current Law Tax-Exempt Organization Engaged in
P&C Insurance Activities

Very general mention

VII -~ Foreign Provisions (tentative)

1. Foreign Tax Credit Limitation

a. Asset allocation required for pur-
poses of interest and G&A expense
allocation on affiliated company
basis - special problem for P&C
companies

2. Taxation of U.S. Shareholders of
Foreign Corporations

a. Captives - short history and pre-
sent taxation - change in defini-
tion CFC and U.S. shareholder

b. (i) Taxation of income of CFC from risks
other than from country of incorpora-
tion

{ii) Prior years' losses ignored
(iii) Taxation of investment income

c. Excise tax - Barbados and Bermuda
treaties

d. Effect of b on CFC insurer owned by
U.S. insurance company

e. Substitution of subjective test exempting
CFC from Subpart F if "not availed of to
reduce taxes" by objective test and its
effect on P&C foreign insurers

Martin M. Rosenbaum
September 19, 1986
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1986 CASUALTY LOSS RESERVE SEMINAR

1F - REINSURANCE RESERVING: ASSUMING COMPANY PERSPECTIVES

Moderator: Patricia A. Furst, Vice President & Actuary
American Re-Insurance Co.

Emaruel Pinto, Actuary
Metropolitan Reinsurance Co.

Mary E. Hennessey, Consulting Actuary
Tillinghast/ TPF&C
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PATRICIA FURST:

I am Pat Furst, Vice President and Corporate Actuary for American
Reinsurance Company, and I am going to be the moderator for this panel.

This morning our panel 1is going to be discussing some of the particular
reserving problems that are faced by reinsurance companies. These problems
are due both to the lack of credible and homogeneous data and also just to
the very nature of the reinsurance business itself.

We will also be discussing some techniques that are used by reinsurers and
consultants in dealing with some of these problems.

Before I introduce the first panelist, I want to set the tone for what is
to come by reviewing with you the results of the 1985 edition of the Loss
Development Study that’s produced by the Reinsurance Association of
America. This study is conducted every other year.

The intent of this study 1is to reinforce awareness of loss development
patterns for reinsurance companies that write casualty excess reinsurance
business, as well as for primary companies that are writing high deductible
business or umbrella business.

This latest edition contains tables showing unadjusted loss development
statistics for 21 member companies of the Reinsurance Association as well
as two other contributing companies. The data is limited to incurred loss
and allocated loss adjustment expense excluding IBNR. It’s for casualty
excess business only and it is for the following lines of business: auto
liability, general liability, medical malpractice and workers?
compensation.

(Slide 1) This first slide that I am showing represents the ratio of
cumulative incurred losses to ultimate incurred losses at the end of
various report years. {in the back of the room there was a package of
handouts, which includes all of these graphs.)

The horizontal or the X axis represents report years one through nine. And
in this case report year one is defined as being at the end of the
particular accident year. So if you are discussing accident year 1976, for
example, report year one represents an evaluation of incurred losses as of
December 31, 1976. While for the same accident year report year nine would
represent an evaluation of incurred losses as of December 31, 1984.

The vertical or Y axis represents the cumulative percentage of incurred
losses that are known as of various report year periods.

As you can see from this graph auto liability is the fastest reporting line
of the three lines that are displayed here. As of report year one (the end
of the accident year), roughly 33 percent of the losses are known. By
report year three 735 percent of the losses are known. And by report year
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six 90 percent of the losses are known. And it develops rather quickly
afterwards.

In contrast, workers’ compensation and general liability are very slow
developing lines. You can see that by the end of the report year nine less
than 65 percent of the losses are known.

The general liability data that is displayed here excludes asbestos losses,
at least those asbestos losses that could be identified. There were some
companies that were not able to segregate that data.

(Slide 2) The next slide, however, illustrates the affect that asbestos
losses are having on the development patterns for some reinsurers.
Fourteen of the twenty-three companies that participated in the study were
able to segregate their asbestos losses from other general liability
losses.

As a result, you can see that the loss emergence pattern is significantly
different for GL including asbestos versus GL excluding asbestos.

The general liability data that was shown in the first slide and that is in
the first handout also excluded medical malpractice losses, at least thaose
that could be identified. There were some companies that were not able to
segregate medical malpractice losses prior to 1°975. And so, those were in
the data on the first slide.

(Slide 3) Again, a sample of 14 of the 23 companies were able toc segregate
their medical malpractice losses for all years. And this is the resulting
loss development pattern for medical malpractice.

{(Slide 4) The next slide shows comparable data for Schedule P, not
otherwise classified lines.

Every time that this Reinsurance Association study is done, which is every
two years, comparisons are made with prior years to see how the data has
changed and whether there are any trends.

In recent years it has been observed that there is a general deterioration
in loss development patterns. In other words, the loss development factors
that measure the change in incurred losses from aone report year to the next
are getting larger.

It shows that any previous estimates were overly optimistic. The next
three slides and the next three handouts in vyour package just illustrate
this. (Slide 5) This slide shows a comparison for auto liability from the
1976, 1980, and 1984 reports of the Reinsurance Association. As you can
see 1980 showed a deterioration in loss development patterns over 1976.
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And in the same way the 1984 study showed a further deterioration from the
1980 study.

{Slide 46) For general liability, the effect is much more dramatic. (Slide
7) Workers compensation on the other hand, 1s starting to show some
stability in the last few years.

The next section of the Reinsurance Association Report illustrates the
significant differences between the experience of primary companies and
reinsurers, This is mainly due to the retention feature of excess of loss
reinsurance. The retention results or causes a time delay in reporting of
information to reinsurers. It also causes different loss development for
reinsurers as you’ll be hearing later. (Slide 8) For autoc liability you
can see that for primary companies at the end of the first year 80% of the
losses are known, whereas for reinsurers only about 35%. By the end of 8
years they’re pretty much even. (Slide 9) For general liability at the
end of the first year primary companies know roughly 45-47% of their losses
whereas reinsurers know less than 5%. Even at the end of B years
reinsurers still know only about 2534 of their losses whereas primary
companies know about 93%.

{Slide 10) Medical malpractice shows similar trends, as well as workers’
compensation. (Slide 11) The last few slides illustrate some of the
reasons why the Reinsurance Association includes a whole list of caveats in
their reports. The biggest caveat is that the data in the study represents
pooled experience for a group of 23 companies. And this group of 23
companies is very diverse, the types of business that they write are very
diverse. They write different classes of business, some write over high

retentions, some over low. They make use of different types of
retrocessional coverages. They write 1in different geographical areas.
Some of them are brokered companies, some direct; they have different
proportions of treaty and facultative business. And they have different

claims handling practices. Remember that all the data here represents case
losses so it includes additional case reserves to the extent that companies

do book additional case reserves. Therefore you have to use extreme
caution before you wuse any of this data or apply it to a particular
company’s situation. In order to provide an indication of what the

deviations and variations among the companies might be, an analysis was
done of a few of the larger reinsurers data. Confidence intervals were
calculated as compared to the average and you can see that these slides
show the average or the mean experience of all the companies in the group

as well as the 50 and 73% confidence intervals. {Slide 12) There’s a
chart for auto liability as well as workers’ compensation, where vyou see a
great wvariation. (Slide 13} (Some companies discount, some companies

don’t.) (Slide 14) And general liability excluding asbestos.
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Before I introduce the first speaker, I'd like to remind you that the views and opinions
you hear this morning are our own. They don't necessarily represent the views of the
Casualty Actuarial Society or the American Academy of Actuaries, or of our own
employers. Also, I'd like to ask all of you to hold your questions until the end. I
understand that even though we've gotten a late start we'll be allowed to extend the
session until about 10:15. We've tried to allow plenty of time for questions. I think

it might be easier if you'll hold them to the very end.

EMANUEL PINTO:

Thank you Pat. Goed marning all. My comments are pretty much going to
follow the outline that was included in my handout. The first areas I want
to talk about have +to do with grouping the experience that you have for
reserving purposes. In general, the various items I’m going to touch on
are practical considerations, areas where reinsurance reserving is somehow
distinct from what one would expect from their experiences with primary
reserving. Experience needs to be grouped somewhat differently in
reinsurance reserving then in primary reserving, 1’11 give a couple of
examples. The first thing is the experience basis. It’s very important to
be aware of what the experience basis is that you’re dealing with, whether
it’s accident year experience, calendar year experience or pelicy year
experience. These may go under different names. You may see something
called "pool year" or ‘"syndicate year" when in fact it is palicy year
experience. You often have to just investigate what it 1is and find out
what the experience basis is. If you assume it’s accident year experience
when it’s indeed policy year experience, the methods that you apply to vour
data will 1lead to erroneocus conclusions and estimates. Another area
relating to how one should group their experience has to do with the annual

statement 1line of business. In reinsurance it often times is less
practical and less meaningful to group experience according to annual
statement 1line of business. Many types of reinsurance coverage span
several annual statement lines of business. One example would be a
catastrophe cover. In that case vyou’re looking at an accumulation of

losses from a particular occurrence and it may span an entire book of
business of a primary company, or an entire property book of business, so
you could have losses arising from homeowners, commercial fire and
multiperil policies. To try and segregate the experience on your catcovers
by annual statement line of business would not be very meaningful. There
are many other examples of reinsurance coverages that span several annual
statement lines of business. As an alternative for reserving purposes, the
experience can be grouped in ways that are somewhat more meaningful in the
context of the reinsurance business. A basic goal is to create homogenous
subgroups or groups of experience that are somewhat similar to each other.
That’s much harder to do in reinsurance than it is with primary business.
Catcovers would be one example of these reinsurance categories or
alternative groupings. Property pro rata business would be another
example, casualty working excess would be another example. What I mean by
what is meant by casualty working excess is as follows: Excess refers to
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business being written on an excess of loss basis, casualty means you’'re
dealing with casualty coverages, and the word working refers to business
written at a level where there’s an expectation that there will be some
frequency of loss as opposed to a very high layer of coverage or a casualty
clash cover, where the expectation of a loss is quite remcte. From a
company perspective, you could look at the different types of coverages
that are written and attempt to combine them in such groupings as I have
mentioned. You should end up with more similar types of coverages than if
you were to try and group the experience by annual statement line of
business.

The next point i1s the broad versus narrow definition of IBNR. Again, this
is just a point that one should be aware of what they’re dealing with. For
anybody who might not be familiar with this, the narrow definition of IBNR
refers to claims that had not been reported as of a particular statement
date but had occurred by that statement date. The broad definition of IBNR
would include those unreported claims as well as the development on known
claims. It may not be possible in reinsurance to set up separate
provisions for the narrow IBNR or the pure IBNR and the additional portion
arising from the development on known claims, because you may not have the
individual <claim detail for certain of your reinsurance coverage. For
example, on times of property pro rata business, if what’s reported to you
by experience period 1is just successive evaluations of your incurred
losses, you don’t know how much of those changes arose from new reportings,
and how much arose from development on known claims.

There is a substantial delay in the reporting of accounts to a reinsurer
from a ceding company. For example, let’s say reports are meant to be
reported on a quarterly basis. When you come to year end in all likelihood
you won’t have received the fourth gquarter account. And in many cases you
may not have even received the 3rd quarter account. This has to do with
the fact that it takes the ceding company time to close their quarter, to
settie out their books and come up with their final numbers and see how
their experience affects the reinsurance coversy and then report that

experience to the reinsurer. It’s often times going through a broker, if
you’re dealing in the broker market, so that’s another step that results in
additional delay. Foreign business 1is even worst in this regard; the

delays can be very substantial beyond one or two quarters. When you have a
situation like this, a method of treating it is to essentially set up
predicted amounts, estimated accounts reserves which are estimates for
those accounts that haven’t yet come in. Let’s say you’re at year end and
the fourth quarter account hasn’t caome in. It’s not just the losses that
haven’t come in, the premium report hasn’t come in as well so you want to
predict your premiums for the quarter, and also predict the accident
gquarter losses that you would expect to arise from that premium. This is
rather important because if you don’t do this, in the subsequent periods
when the reports do come in, let’s say first or second quarter of the next
year when you do get those reports for the prior year, and you find out
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about that experience that relates back to the earlier quarter, if you
haven’t set up any sort of reserve for it, it’s going to appear as adverse
development in your statements. The losses would come in and would get
assigned back to the earlier period and simply increase the loss amount for
that periad. If you have an estimated accounts reserve set up, when they
come in the reserve can come down and vyou don’t get that sort of adverse
development.

One area that’s always somewhat sticky is reserving for catastrophies.
Let’s say you have a large windstorm in the 3rd quarter and your 3rd
quarter closing comes along. A hurricane in Florida or Texas -- how much
do you put up for that event. Since you haven’t gotten any losses reported
yet, you would need some sort of a reserve. You know about the event so
it’s not truly IBNR but you would want to reserve for that event. 1It’s
very tough to do and I don’t have any great answers on this one. From my
own experience I’ve undershot some and I’ve overshot some others. & couple
ideas -- the AIA puts out very shortly after a catastrophic event, an
estimate of industry wide insured losses. Now if you’ve had over the years
some experience with these catastrophies,; with the benefit of hindsight,
comparing the developed ultimate losses that occurred from a particular
catastrophe from what this initial estimate of industry wide insured losses
was may give you some feeling for what share of those total industry wide
losses you have. For example, for Hurricane Alisha in 1983, the AIA figure
was $700 million. Let’s say a particular company a couple of vyears later
saw that they had %7 million of losses from that hurricane. In that case
they had 1% of the AIA’s estimate of the industry wide insured losses. The
AIA comes out with this very quickly. It’s usually a matter of a week or
two after it happens. 1t will show up usually in the Journal of Commerce
or if you miss it you can always call them. Their estimates of industry

wide insured loss aren’t to be taken as gospel. But at 1least it’s a
process that they attempt to do consistently and given the lack of
alternatives it’s one thing to look at. A company’s particular book of

business may be such that it would have 1% within a hurricane in Florida
but if the hurricane were in Texas,; you’d only have .30%. You can also
work with vyour claims department and your underwriting departments. The
underwriters would have written a number of these covers and would know
windstorm exposures, If it’s another type of event they may have an idea
of which coverage or particular treaties or what certificates might be
exposed to 1loss from a particular catastrophic event. Your claims person
may have had experience with different types of catastrophies in the past
and he or she may recall where losses showed up in the book for prior
events. In general they may have ideas to assist in coming up with a
preliminary estimate. From theres you just have to track it guarter by
guarter and make reasonable adjustments.

In reinsurance there’s a very limited amount of data available to work with

in the reserving process. Reinsurers are heavily dependent on the
information that’s supplied by the ceding company. Where 1 work at
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Metropolitan, we participate in the broker market. The information comes
in many different forms, both due to the fact that it 1is coming from
different ceding companies as well as flowing through different brokers.
The experience that comes in itself requires some interpretation and also
does not always give vyou everything you’d like to see. There’s also very
limited industry wide data. Pat discussed the RAA data, that’s one source.
The Best Casualty Loss Reserve Development 1is a volume put out by Bests.
It gives some information on reserve levels held by certain professional
reinsurers who repart experience in Schedule P. That’s an additional
source. But, by and large, compared to the primary industry where Iceland
may be putting out trend factors and development factors by state, by line
and all sorts of other industry information 1is available, there’s an
incredibly limited amount of information in reinsurance. As I mentioned,
you’re dependent on the information that’s supplied to you on individual
covers., And you often times don’t have a whole lot of leverage to demand
the information that you would like to see to properly reserve the cover.
If you have 2% of some particular treaty in the broker market and you go to
your broker and say we’d like to see claim counts by line of business by
accident year, by year of report, they’re more likely to replace your 2%
than get you that information.

Dften times you may want to look at individual treaties separately. Break
out a large or unusual treaty, or a number of treaties. It’s important to
keep aware of what the nature of the coverage is that the treaty covers.
For example there may be certain contract peculiarities such as an
aggregate deductible or a loss corridor. What I wmean by an aggregate
deductible is that of the losses that would otherwise flow to the treaty
that would be covered under the treaty, maybe the first $13 million of
those losses would not affect the treaty. There would effectively be an
aggregate deductible of 413 million. After that 15 million is exhausted
then losses would start to flow to the treaty. And obviously that would
have a big impact on how vyou viewed experience for that cover. Another
example is a loss corridor. For example, it may be agreed that if the loss
ratio goes above 100% that the ceding company would then take back the
losses until the loss ratio goes to 115 at which point the reinsurer would
again participate in the losses. That alsoc obviocusly would affect the
reserving. You’re dealing in a situation where you may have manuscripted
policies that may each have their unique characteristics.

Loss development i1s fundamental to the reserving process. Pat reviewed a
lot of the features of the RAA Study so I won’t dwell on it. It’s pretty
striking how long the development pattern is. When I first saw it I found
it pretty incredible that after one year you have S% of your losses and
after 2 years 15% of your losses. It creates a lot of variability in the
reserving process. Particularly if you have to try and apply those
development patterns in your early years of development. One aspect of the
RAA Study is that it combines business written at various retentions. It’s
excess casualty business but it would include business excess of $23,000 as
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well as business excess of $! million. Those would all be grouped together
in the various patterns that Pat showed you. Dan Gogel and I wrote a paper
that tried to explore how the loss development varied as a function of
retention. We found that it varied very substantially. The paper can be
found in the call paper book from the San Diego program. Included in that
paper we developed paid and reported loss development factors by retention
for losses in excess of $25,000-%1 wmillion for various casualty lines of
business. We also dealt with lavyers. If you have $100,000 excess of
$100,000, you can derive a loss development facter for that type of
coverage also.

In summary, bringing some of these thoughts together, in reinsurance you’re
dealing with very heterogenous underlying experience when compared with
primary business. For example, in private passenger automobile, you have a
large number of very similar exposures. In reinsurance you’re dealing with
different types of coverage, different types of ceding companies and
different experience bases. It’s more difficult to come up with solid
homogenous subgroups for reserving. You also have very rapidly changing
conditions. The rate levels in the reinsurance market changed tremendously
over the last couple of years, say from 1984 to 1986. At the same time
you’ve got changes in areas of social inflation, the propensity to sue.
And now you’ve got moving in the other direction various tort reform
actions in different states. A number of states are putting a cap on non-
compensatory damages and making a number of other changes that affect the
exposure of the coverage being written. You’ve got all of your economic
changes. And then as Pat mentioned even your loss development patterns as
long as they are themselves changing over time. From year to year the loss
development patterns have been changing in the RAA information. The loss
development patterns are extremely long tailed as Pat pointed ocut. All of
these things together make for a highly variable situation, and a highly
variable reserving process. There’s a great deal of uncertainty and it’s
not the type of situation when after the fact with the benefit of hindsight
you’re extremely disappointed if you find that you were 3%, 104 or even 20%
off.

One last point I wanted to close with was that this greater level of
uncertainty and a higher variability can tend to create stronger pressures
within a company for more optimistic assumptions, optimistic estimates in
an attempt to show more favorable results. Given all the inherent
technical difficulties of the reserving process itself it’s really all the
more important that the 1loss reserving be approached objectively. Thank
you.

PAT FURST:

The second speaker this morning is going to be Mary Hennessy. Mary i inci i

he ) r s . y is a principal with
Tn.lllnghast/TPF&C in Philadelphia. She's been there since 1979. Prior to that, Mpary was
with Crum & Foster Insurance Company.

MARY HENNESSEY:

Due to transcription problems, Ms. Hennessy's remarks are not available. However, a
copy of the slides forming the basis of her presentation are included in this section.
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Exhibit A-1

1984 DEVELOPMENT PATTERNS

00 PERCENTAGE OF ULTIMATE

70+

50

40

30+

20

10 4

AUTOMOBILE LIABILITY

WORKERS' COMPENSATION

GENERAL LIABILITY EXCLUDING ASBESTOS

© 1985 RAA

2 3 4 5 6
REPORT PERIOD (YEARS)

109




Exhibit A-2

1984 DEVELOPMENT PATTERNS
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00 PERCENTAGE OF ULTIMATE

Exhibit A-3
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Exhibit D

1984 DEVELOPMENT PATTERN
CASUALTY NOC
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Exhibit B-1

1976, 1980 AND 1984 DEVELOPMENT PATTERNS
AUTOMOBILE LIABILITY
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Exhibit B-2

1976, 1980 AND 1984 DEVELOPMENT PATTERNS
GENERAL LIABILITY EXCLUDING ASBESTOS
00 PERCENTAGE OF ULTIMATE

© 1985 RAA

1 2 3 4 5 6 7 8 9
REPORT PERIOD (YEARS)
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Exhibit B-3

1976, 1980 AND 1984 DEVELOPMENT PATTERNS
WORKERS’ COMPENSATION
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Exhibit C-1

REINSURER VS. PRIMARY DEVELOPMENT PATTERNS
AUTOMOBILE LIABILITY
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Exhibit C-2

RE{NSURER VS. PRIMARY DEVELOPMENT PATTERNS
GENERAL LIABILITY INCLUDING ASBESTOS
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Exhibit C.3

REINSURER VS. PRIMARY DEVELOPMENT PATTERNS
MEDICAL MALPRACTICE
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Exhibit C-4

REINSURER VS. PRIMARY DEVELOPMENT PATTERNS
WORKERS' COMPENSATION
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Exhibit E-1
COMPANY VARIATION
IN DEVELOPMENT PATTERNS

AUTOMOBILE LIABILITY
PERCENTAGE OF ULTIMATE

110
100 +
90 4
80+ Composite Pattern
75% Confidence Interval
70 + ;
50% Confidence interval
60

40

30

10

1985 RAA

+

1 3 5 7 9 1 13 15
REPORT PERIOD (YEARS)

120



Exhibit E-2
COMPANY VARIATION
IN DEVELOPMENT PATTERNS
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Exhibit E-2
COMPANY VARIATION
IN DEVELOPMENT PATTERNS
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Exhibit E-3
COMPANY VARIATION
IN DEVELOPMENT PATTERNS

GENERAL LIABILITY—EXCLUDING ASBESTOS
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Exhibit E-3

COMPANY VARIATION
IN DEVELOPMENT PATTERNS
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I)

I1)

Reinsurance Reserving: Assuming Company Perspectives

REINSURANCE RESERVING - PRACTICAL CONSIDERATIONS

A)

B)

C)
D)
E)
F)

G)

H)

EXPERIENCE BASIS
1) ACCIDENT YEAR
2) CALENDAR YEAR
3) POLICY YEAR

ANNUAL STATEMENT LINE OF BUSINESS VS. REINSURANCE
CATEGORIES

E.G. Catastrophe Covers
Property Pro-Rata
Casualty Working Excess
BROAD VS. NARROW DEFINITION OF IBNR
REPORTING DELAY - ESTIMATED ACCOUNTS
CATASTROPHES
DATA AVAILABILITY

CONTRACT PECULIARITIES - E.G. AGGREGATE DEDUCTIBLE
LOSS CORRIDOR

EXCESS LOSS DEVELOPMENT

1) RAA LOSS DEVELOPMENT STUDY
2) PINTO/GOGOL

SUMMARY —- REINSURANCE RESERVING

A)
B)
C)
D)

E)

HETEROGENEOUS UNDERLYING EXPERIENCE
RAPIDLY CHANGING CONDITIONS

LONGER TAILED LIABILITIES

HIGHLY VARIABLE

POLITICAL PRESSURES
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PRESENTATION BY MARY R. HENNESSY, FCAS

Due to transcription problems, Ms. Hennessy's remarks are not available.
However, a copy of the slides forming the basis for her presentation are
included on the following pages.
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TWO CARDINAL PRINCIPLES

1. Know a few good techniques

2. Use common sense
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FIRST PRINCIPLE:
KNOW A FEW GOOD TECHNIQUES

Be Cognizant of:

e Data limitations, e.g.
- Non-homogeneous
- Non-credible
- Non-existent

e Limitations in methods
® “Long tail” and volatility

e External data available
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SECOND PRINCIPLE:
USE COMMON SENSE

Must Integrate:

® Macro and micro assessments

e “Qualitative” information with
quantitative data
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MACRO

® Position in market

® Experience in market

VS.

MICRO

e QOur own experience to date

® Prior experience of business
we are writing



Qualitative Quantitative

Information Analysis
Supports
5 ® Type of business ® Expected premiums
® Sources of business ® Anticipated expenses

® |nherent profitability potential ® Projected loss ratio



GET

GATHERING QUALITATIVE INFORMATION

1. Analyze type of business
2. Assess sources of business

3. Evaluate inherent profitability of business



9¢1

1. ANALYZE TYPE OF BUSINESS
Layer

Ceding company characteristics

Expected loss characteristics of products/lines

— (Geographic variations

— Product variations (E&S vs. specialty vs.
“pure vanilla”)

Impact of loss limiting items like
- “Reunderwriting”

- Aggregate deductibles
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2. ASSESS SOURCES OF BUSINESS

® (Ceding company track record
o MGA’s

® Brokers
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3. EVALUATE INHERENT
PROFITABILITY OF BUSINESS

e External rate adequacy
® Special treaty/risk characteristics

® Expense considerations

e QOther



QUANTITATIVE ANALYSIS

® Data
® Methodologies

® (Caveats
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DATA

e Simplest categorization - 6 categories
- Property
- Casualty Pro Rata vs. Excess
- Combined

‘@ Additional complexity
- Specialty coverages
- Layers
- And so forth

e Knowing your data is a requirement for
choosing the best methods
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METHODOLOGIES

® Premium development
- When necessary
- How accomplished

® Loss development: a number of methods should
be tested. Some are:

Method Commonly Tested For
Incurred development Longer-tailed lines
Paid loss development Shorter-tailed lines
Bornhuetter-Ferguson Immature data

Loss ratio estimation New line
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CAVEATS

® Don't treat the data lightly

® Don't use projection techniques
blindly
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“DON'T TREAT THE DATA LIGHTLY”

® Look for large treaties

® Separate unusual treaties

® Test the category definitions

® Test the treaty assignment process

® Test the triangle generation program



DON'T USE PROJECTION
TECHNIQUES BLINDLY

® Check ultimate premium projections
vs. plan

® Test implied ultimate loss ratios
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EXAMPLE: “BLIND” USE OF PROJECTION TECHNIQUES
Underwriting  LDF Used to Implied Current “Hindsight”

Year Project Losses Loss Ratio  Loss Ratio Estimates
1979 3.32 107% 115%
1980 4.32 324% 300%
1981 5.84 226% 310%

1982 19.86 16% 400% +



Edited transcript of the question-and-answer session

QUESTION  "You all discussed the need for adjusting the RAA data before using it with
our own companies. Can you be specific? What adjustments should we make? Can the
RAA auto liability data be split into personal and commercial? Which would have larger
development? What is the average retention in the RAA data? How much does loss
development increase as the retention increases? Does the RAA data recognize
differences between facultative and treaty? How can claims made experience be

adjusted for use with claims paid liability?"

RESPONSES "I wish I could answer your questions. The RAA study is put out every 2
years, and it contains little detail on the aggregated losses it provides. The study does
list the companies that participate. There is no way to separate the data for private
passenger from that for commercial auto. The 1987 RAA study, to be based on 1986
data, will attempt to separate, for the first time, facultative from treaty. I believe they
also hope to separate claims-made experience from occurrence experience. I have

used the RAA data to estimate relativities, but I would not use the factors unadjusted.
The RAA study will provide somewhat more information in the future, but we must
remember that the data is the aggregate from books of business quite different from

each other.
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When we compared the RAA's General Liability data with our own experience excess
of $250,000, we found the development factors matched up pretty well out through 99
months, they diverged beyond that point, with the RAA data showing greater

development than our own.

QUESTION: "Have you any words of wisdom for those trying to reserve pro rata
business if there is often no data by accident year, and one must rely on calendar year

losses 7"

RESPONSES: "We have found that we usually can get accident year data, it should be
only in exceptional cases that you receive only the opening reserve your payments during
the year, and your closing reserve, with no information about accident year. In such
situations, I think you might look into the cancellation provisions for that piece of
business. You would want to know about the kind of runoff that would follow
cancellation, and about the return of the loss portfolio or of the unearned premium. In
any case, getting accident year loss ratios from calendar year data requires a number of

rather shaky assumptions.
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Another reason to look at the original contract provisions is that today's market may
allow you to demand better data. We have sometimes found that the ceding company can
and will provide data not called for in the original contract. A lot depends on the
leverage you have with the ceding company. The problem of inadequate data or non-

existent data is half the reason why this presentation was developed.
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The following is a summary of the remarks presented by the panelists at the
Basic Techniques I and II sessions.

Our objective this morning is to acquaint you with some very basic
techniques for projecting the indicated reserve level required for the book
of business that you've already earned. We're going to deal with a very
nice set of data, so it is quite well behaved compared to data you would
encounter as an actual practitioner in the day-to-day world of estimating
loss reserves. However, you will get an overview of the very basic
considerations of loss reserving. It will provide a springboard to then
consider the more difficult and involved questions you get in the
day-to-day practice of estimating loss reserves. We also hope that those
who are not in a position of estimating loss reserves will develop an
understanding of what your actuary or your loss reserve specialist should
be considering as they estimate the reserves that should be carried by your
company.

With that in mind, I'd like to begin by taking a look at the outline of the
subjects that we intend to cover during this session and the next,
Techniques II. In Techniques I, Part A, we have structured it to cover
three basic approaches to estimating loss reserves. There are two of them
that will deal with loss amounts. Those are the paid development method,
and the incurred development method. Then we will cover a third method
that deals with average values, which is separating the losses into the
frequency and severity considerations. Part B covers loss adjustment
expense. If you make separate estimates of the reserves that should be
carried for loss adjustment expense, we have a couple of different
techniques for determining the appropriate reserve levels for the loss
adjustment expense. In Techniques Il we intend to deal with some of the
instances where the data is not as well behaved as what we'll start out
with. We certainly can't treat all of the adjustments that might be
appropriate, but we're going to look at a few common ones. The first
adjustment has to do with the closing ratio on your paid claims, and the
adjustments that you might make to recognize a changing close ratio before
you arrive at your conclusions. Secondly, we'll look at a change in the
case reserving process which alters the historical pattern. In Part B,
we'll look at reported claims versus closed claims, and some of the
inferences we might be able to draw from this data. We'll move on to a
modification of the average value projection where we discuss frequency,
severity, and pure premium. The third item will be tail factors,
estimating that portion of the 1oss distribution where you might not have
sufficient, or even any, information or where a greater element of judgment
must be applied. Finally, we'll conclude with what should be part of any
reserve estimate, and that is to establish some benchmarks which you can
use to monitor the development on a period-to-period basis as you go
forward, and what to learn from those deviations from the estimates
developed in your analysis.

Before beginning the first part of this session, I would like to remind the
audience that the views that are expressed here are those of the
presenters. They're not necessarily consistent with those of the Casualty
Actuarial Society, or the American Academy of Actuaries -- our standard
disclaimer.
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I would 1ike to offer a few preliminary comments on how you should approach
a loss reserve problem,

Before you start into analysis of numbers, there are some basic steps that
you should go through in preparation for looking at actual numerical data.
The first and most important is that you reconcile or balance your data to
some external source. If you start out blindly applying numeric techniques
and the data is not really what you think it is, you've headed down a blind
alley and you've wasted valuable time. It's a very important step in the
loss reserving process. Balance and reconcile the data so that you feel
comfortable with it, and know that it represents what you intended.
Secondly, there are some things you ought to know about the data that you
are analyzing. What is the mix of business? Has it changed over the
period that you're going to be analyzing? If it has changed, what are some
of the probable impacts? Consider things such as coverage within auto
liability. Have there been some changes in coverage such as enacting no
fault legislation? What about the policy limits? Have policy limits been
changing over the period that you're going to be analyzing? If so, what
sort of impact will it have? You should also consider changes in
marketing, underwriting, and claims processing. If they have changed, what
kind of impact is it 1ikely to have? Any unusual events, such as coded
catastrophes or unusually large claims? A very important part of any
reserve analysis is to be aware of anything atypical in the data that you
are analyzing. These are upfront questions that you need to consider
before you start your reserve analysis, because the answers may require
adjusting your data before you begin. Finally, be sure the statistics that
you're going to be 1ooking at -- claim count, loss amounts -- are exactly
what you think they are. For example, do claim counts include claims
closed without payment? Or do they exclude claims of that particular type?
If you think you're looking at direct results, are you really looking at
the result after the recovery from reinsurance? You should run through a
basic checklist of these things to be sure that, before you begin any sort
of numeric analysis, you have exactly the data you intended to have.

You also should have some knowledge of the trends that existed over the
period that your data covers. Those would be such things as inflationary
trends, regulatory trends, social trends. You need to recognize if the
trends would have had any impact on your data patterns. And finally, you
must also recognize that no numeric method will work in every situation.
That's why you need to know a variety of methods. You should be able to
dissect your data in a variety of different ways and, hopefully, through
the questioning process, bring those methods together so you can make your
final judgment as to the indicated reserve.

With that in mind, let's look at Exhibit 1.

The first method that we're going to look at is cumulative paid losses.

Let me just spend a minute to orient you to the exhibit., We are displaying
the information by accident year. That's the date of occurrence for the
loss that's being recorded here. The numbers across the top -- 12, 24, 36,
48, etc. relate to evaluation points. In this case they are months. we're
looking at the value of the paid losses at each of those ending months. In
the case of 1980, for example, there were $3,361,000 worth of claims paid
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during 1980 on claims that occurred in 1980. Twelve months later at 24
months, that body of claims had grown, either through additional payments
or payments on additional claims, to $5,991,000. In similar fashion, you
can walk across the accident year 1980 until we get to 84 months of
evaluation where we have $9,759,000 worth of paid losses. For the 7 year
period that we're reviewing, this establishes a historical development
pattern for paid losses under the auto 1iability coverage. Based on this
pattern, we will estimate the ultimate loss 1iability for each of the
accident years.

The second part of the exhibit, "Development Factors", relates to 6 of
those years. What's happening in each of those columns is an aging
process. The column headed by 1.7825 represents the aging process as you
go from 24 months to 12 months. The 1.7825 is simply the ratio of 5991
from above and 3361. In other words, the paid losses for the accident year
1980 grew by 78.25% in an ensuing 12 month period. In similar fashion, we
step through a year, evaluation by evaluation, to calculate loss
development factors. Moving across with the same accident year, the 1.2253
is the ratio of 7341 to the 5991 at 24 months for the 1980 accident year,
and it represents the percentage change from the prior evaluation.

Having done that for each of the 6 accident years that would be applicable
here, you're in a position to look at the historical pattern for each of
these ages. What has happened as a body of claims has moved from 12 months
to 24 months in claim settlement and in additional claim reporting? One
can scan the set of loss development factors and gather an impression as to
whether you've got a stable situation, and if there seems to be any sort of
trend that exists in the loss development pattern.

Before considering that, however, let me talk a little bit about what
actuaries might traditionally do to a set of loss development factors.
That's the next exhibit, Exhibit 2.

There were several averages that were displayed on Exhibit 1. Three of
them might require a little extra explanation. The first is what we call a
truncated average. Typically it would be applied when you've got a large
enough set of aging factors where you can afford to throw out outlyers --
high values and low values--before you average. The truncated average is
nothing more than eliminating the lowest value in the set, and the highest
value in the set, then calculating an arithmetic average. The inverse
average is one where you take the reciprocal of each loss development
factor. Calculate the arithmetic average and then take the reciprocal of
that average to bring it back to the form of the factors that you began

with., .The reason for using the inverse average is that it tends to dampen
outlyers. It's another way to deal with the outlyer problem, since the
reciprocal of an outlyer doesn't have as much leverage effect as it would
if you just averaged the factors directly. It might be an alternative to
consider if you can't afford to throw information away. The third is what
we call a weighted average. In calculating a weighted average, the
practitioner has to exercise a bit of judgment in deciding how he wishes to
weight the individual factors that are going to go into the average. The
decision is function of the reason for wanting to weight the factors and
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the preferences of the individual as to how he or she wishes to accomplish
it. In our example, the weights are 1, 4, 9, 16, and so forth. They are
the squares of the integers counting from the oldest years going forward.
This approach was selected to give greater weight to the more recent years,
since there seemed to be an inherent trend in the data on the prior
exhibit.

Going back to the first exhibit on the cumulative paid losses, there are 3
other averages on here that I haven't discussed. The "Average", the third
one down, is nothing more than the straight arithmetic average where we add
up the factors and divide by 6, in the case of the first column. The "4
Average" is to take the four most recent observations, add those up and
divide by 4. The final one, the "Weighted 4 Average" uses those same 4
points, but applies the judgmental weights to each factor based on the year
it comes from to calculate the average.

The next step in the process is to look at the individual averages and
determine whether or not there is much variation. If there is substantial
variation in the averages, then you should ask yourself what is causing it.
Can I explain the variation? Your answer should play a role in the
selection of the loss development factor that you're going to use.

I will skip over that reasoning at this point and move on to the “selected
factor". This is nothing more than taking each of the age categories
individually and selecting one of the averages for that category that is
representative of what you expect future development in the category to be.
In the first column, our selected factor is 1.8118, which means that we
expect paid losses to increase approximately 81% as they age from 12 to 24
months. Why was the weighted average selected? Notice that in the 12 to
24 month column of development factors, the more recent ones tend to be
larger than the older ones. The weighting process takes this into
consideration, and 1.8118 is probably closer to future 12 to 24 development
factors than say, 1.7951. However, you might have selected 1.8184. The
selection process involves a lot of judgment, and no two people will
necessarily select the same set of factors. For each age category, you
select the factor that matches your expectations of future development.

Now we come to an even harder selection: What do we expect to happen after
84 months? A common solution, and the one used here, is to use the ratio
of known case incurred losses to paid losses as the factor to apply to the
paid losses out in the tail of the triangle. We are assuming that the
claims person has estimated perfectly what is still out there in the form
of an unpaid loss. Later on we'll introduce some considerations that might
allow you to refine that factor.

In the final line on this exhibit, we have cumulative selected factors.
This is a shortcut method to bring you to the result rather than completely
filling in the loss triangle cell by cell.. The 3.1665 is the product of
each of those selected factors. It takes you from a 12 month evaluation to
the ultimate loss payout. Just multiply each of those selected factors
successively and you should get 3.1665. As you progress across, you simply
throw away the most recent value. The next cumulative factor is 1.7477 '
which is the product of 1.2347 all the way out to 1.0546. It is intended
to apply to the 1985 accident year which must go from a 24 month evaluation
to an ultimate loss payout.
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Turn to Exhibit 4 so we can see the results of the paid development method.
Column (1), labeled Paid-To-Date, is nothing more than the diagonal on that
paid loss development triangle. It is the cumulative amount that has been
paid as of 12/31/86, for each of those accident years. The selected
factors are the cumulative factors that were at the bottom of Exhibit 1 and
they bring that accident year to its ultimate settlement value. The
product of those two columns gives us the estimated ultimate loss l1iability
for each of the accident years, creating a total of $110 million for the
ultimate estimated loss payout for all claims that occurred in these years
for the auto liability line. If you were to sum the paid- to-date amounts,
they total about $75 million. Based on the paid loss development, the
indicated reserve is $110 minus $75 or approximately $35 million.

The second technique is shown on Exhibit 3. Take just a few minutes to
review the exhibit. The layout is the same as the paid loss triangle we
started with, where you have aging in terms of months across the top, and
accident years down the column. The basic difference here is in the data.
- It is known case incurred losses which adds the case reserves to the paid
dollars. You're looking at the total known claim file inventory at this
point at various ages of evaluation. From here on, the procedure is the
same. We contruct a set of historical loss development factors, which
again are the ratios of the data at various sequential points in the aging
process. The 1.1669 is the aging from 24 months to 12 months. It's the
ratio of 9781 to 8382. In like fashion, you'll do this for all of the
other pairs that exist in the triangle.

Once you've completed the calculation of the loss development factors
you're ready to calculate the averages for the various ages. The columns
of factors and the averages again should be examined for any inherent
trend. Can you explain the differences between the weighted average and
the unweighted average? If one is higher or lower, what is it saying about
your data? If it is something new, something that you did not expect when
you began your reserve analysis, it might suggest that you need to stop and
reevaluate. Ask yourself, "Is there something else going on in this book
that I'm not aware of?"

Finally you make a selection of the age-to-age factors. This set ranges
from 16% for the 12 to 24 month aging process, all the way across to a
factor of 1 for 72 to 84 months. Note here that the 1.0546 that we had in
the prior exhibit is not applicable because the case reserves are in our
data at 84 months. Since we've assumed that the case reserves are
adequate, there isn't any necessity for a loss development factor beyond 84
months, at least in this hypothetical example we're examining.

Going back to the summary exhibit, Exhibit 4, we calculate the estimated
ultimate loss liability using the incurred losses and the incurred loss
development factors. Column (4), Incurred to Date, is nothing more than
the last diagonal of Exhibit 3 your incurred loss triangle. This is the
status of each year as of 12/31/86. The cumulative selected factor for
data at that age will allow you to project the ultimate loss payout. .
Summing Column (6) gives us an estimated ultimate loss liability for all
years of approximately $103 million. We have a difference of about $8
million in the two different reserving estimates, or two different
techniques, which suggests that there is something going on in the data
that we have not yet identified. This is an indication that you may need
to do some research to find.out what might be influencing the spread in the
estimates. We'll discuss this later in Techniques II.
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A necessary part of using any technique is to have its implicit assumptions
well in mind before you apply it, and, at least mentally, to determine
whether or not you have a reasonable application. If you don't have a
reasonable application, it doesn't necessarily mean that you won't use the
technique but it might suggest that you have to adjust the data before you
apply the technique.

Exhibit 5 is a review of the various assumptions inherent in development
analysis. Some of these apply only to the paid development and some apply
to the incurred. I'11 try to give you some indication which they apply to
as we walk through them. The first assumption is that claim settlement
patterns are unchanging. This is essentially an assumption applicable to
the paid loss development technqiue. One particular problem might be an
increasing delay in the payment of claims, but you can also encounter a
speed up in payment. Trends in the development factors down the columns
might be an indication that this is occurring. But you are assuming that
that payment pattern is relatively static over the inventory period that
you're analyzing. If not, you'd better be thinking about some kind of
adjustment. :

The second assumption is that the case reserving practices and philosophy
are unchanging. This is more applicable to the incurred development
technique, since it includes the case reserve. For example, you could have
a conscious effort to improve case reserving adequacy, or you could go the
opposite way on that, too. Introduction of new reserving procedures may
influence the timing for a case reserve being established on the books.
This would affect the final answer if not recognized and adjusted for,

Thirdly, no changes in claim processing. These changes could either happen
in handling the claim itself or in automated data processing, such as
something that the computer has allowed you to do differently than what
you've done in the past. It might not necessarily change the data but it
could well change your evaluation of the claim inventory at a particular
point in time.

The fourth assumption here is that the policy limits should have no impact
on the loss development. Of course, if you arrive at the conclusion that
they do, an adjustment might be needed.

The next assumption is that loss development is un affected by changing
loss cost trends. At the beginning of my comments, I mentioned being aware
of the trends. Those trends do tend to affect the settlement of the loss
at the time of settlement. You need to be aware of any changes in those
loss cost trends.

The assumption that there is no change in the mix of business is an
important one in case your data is net and .your reinsurance coverage
changes. You need to know the kind of reinsurance protection you had on
the book in the past. What's happening to the long tail exposure? There's
a lot of historic information that suggests that the length of tail is ever
increasing and you'd best be up on what's happening to that aspect of your
loss development triangle. Finally you have the introduction of new or
revised coverages. For example, there is a lot going on in the industry
today with respect to the general 1iability coverage, with tort reforms,
and the social enviromment that affects the level of awards or judgments.
These things will probably have an impact on that loss development
triangle.
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“No cyclicity in loss development" means that the traditional underwriting
cycles have not had any impact on the evaluation of the losses at different
points in time. This could very well be the case, but you need to remember
that the method assumes no cyclicity when you apply the technique.

Finally, no data anomalies. These would be of the nature of an unusually
large loss, a catastrophe. Depending on whether the line is a 1iability or
a property coverage, data anomalies assume different forms, but what we are
talking about is anything unusual. One other aspect of the unusual that
you should keep in mind is that it might be the absence of the unusual
that's causing a distortion, such as fewer large losses than normal. A
data anomaly can go either way, and you should look at it in that sense.

That's a summarization of the two methods of projection of estimated loss
liability using total loss dollars. We will now cover a more refined
technique that breaks the loss components up into its two pieces of
frequency and severity.

(Exhibit 6.)

We have looked at development projections of total loss dollars. In the
first case, paid losses were projected to what we think ultimately the
final paid value will be. In the second, we looked at the incurred value
which would include the paid plus the reserve, and we calculated a total
ultimate loss liability from both of those projections. The method that we
are going to cover now determines the total ultimate loss liability, but
it's going to get there in two pieces.

It is called the average value projection. It is often referred to as the
frequency versus severity estimate. It requires two separate estimates.
The first is an estimate of the ultimate claim count or frequency, and the
second is a projection of the average cost per claim which we call the

severity. The product of the ultimate number of claims times the ultimate
average cost will then get you the ultimate total dollars. We're getting
to the same endpoint, just in two separate pieces. The one thing to keep
in mind in doing the average value projection is that you need to have
claim count data available by accident year, and you've got to have a
history of it. If the systems that you're working with don't have it,
you're not going to be able to do a frequency-severity analysis. You might
want to consider getting some claim count information if you're in a
startup mode, or changing some systems.

Exhibit 7 shows a familiar looking development triangle, but here we're
looking at claim counts. We have chosen to use reported claims to estimate
the ultimate number of ¢laims. When you are projecting claim counts you
are looking -for a measure of exposure-that will track with losses over
time. Reported claims might not be the best choice for certain lines of
business. In the case of auto liability, typically a reported claim will
eventually close with a payment, and you usually don't have problems with
delays or lags in reporting, which you might have in medical malpractice.
In medical malpractice there is a significant potential for delayed
reporting of claims, and a significant potential for claims closing without
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any payment. Often a claim will be reported, but it never goes to court,
it never gets settled, it just closes without payment. So for medical
malpractice, reported claims might not be the best exposure basis but
claims closed with payment might be better. Our examples here are for the
auto 1iability line, and we think the reported claims should be alright.

This development procedure is basically the same approach previously
described for the paid losses and the incurred losses. We're looking at
the number of reported claims by accident year and tracking how it ages
over time. Similarly, we calculate age-to-age development factors for each
of the accident years and look at the truncated average, the inverse
average, the weighted average, the 4 year average. We should mention that
there are many other averages that you can use, such as a 3 year average.
You could do a few other things, but in our example, these are the only
averages that we are using.

Here again, for each of the age-to-age intervals we select a development
factor, and then cumulate the development factors. Notice in our example
we are including a tail factor, meaning the 84 to ultimate factor, of 1.
We're saying that at 84 months after the accident year, you should have all
of ygur claims reported to you, and there is no development beyond 84
months.

Again, we cumulate our selected factors. To get the ultimate number of
reported claims, you take your last diagonal of the upper triangle, and
multiply it by the appropriate cumulative factor to yield the estimated
ultimate number of claims by accident year. It is not shown on Exhibit 7
but that's the first exercise.

Now we are going to attack the other half of the exercise, which is to come
up with an estimate of the average cost of each of these claims, the
average severity. We start off by building a development triangle which is
actually an average paid loss per ultimate claim, as on Exhibit 8. What
does that mean? You go to Exhibit 1, which was your paid loss amounts at
each of the age intervals, and you divide your paid losses by the ultimate
number of claims that we just came up with from the prior exhibit. You now
have a progression of the average claim size changing through time for each
of the accident years. Those are shown above the 1ine on Exhibit 8.

The procedure that we are going to be using is completing the Tower half of
the triangle. You see a lot of numbers below the line. That's the goal
that we're seeking.  We're seeking to complete the bottom half of the
triangle and get the estimated ultimate average claim cost.

Let me explain how the triangle on Exhibit 8 is calculated. If you were to
take from Exhibit 7 the 1980 number of claims at 84 months, which is 2,858,
multiplied by -the cumulative selected development:factor, which is 1, then
we're saying there will ultimately be 2,858 claims for 1980. Then you take
$3,361,000 from Exhibit 1 and divide it by that 2,858. That gives you
$1,176. Similarly, you move over in Exhibit 1 and take paid losses as of
24 months for 1980, which is $5,991,000 and divide that by 2,858 to give
you $2,096. Move across the page in that fashion.
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Looking at 1986 on Exhibit 7 there are 1,604 claims reported as of 12
months, and down the bottom of the page, the cumulative selected
development factor is 2.0272 for 12 to ultimate. Multiply 1,604 by the
development factor of 2.0272 and that results in 3,252 claims. We're
predicting that for 1986 there will ultimately be 3,252 claims. Take the
paid losses from Exhibit 1 of $6,962,000, divide by your estimate for the
ultimate number of claims for 1986, which I said was 3,252, and that comes
out to be $2,141 which is the average cost for each claim in 1986 as of 12
months on Exhibit 8. The trick is to first estimate your ultimate number
of claims for each year. Then, go back to your paid development triangle,
and at each valuation point for each accident year, divide each total
amount of paid losses at each valuation point by the ultimate number of
claims for the accident year in question.

- As I mentioned, the goal now is to get the ultimate average cost for each
claim. The procedure that we're going to use here is a little bit
different, compared to the development procedure that we used for the paid
and the incurred total dollars, in which we moved across the page and got
age-to-age development factors. Here we're going to look down each column
of this triangle at our known data, and try to determine what kind of
trends exist in each of these average paid loss amounts. Down at the
bottom of the page, below where it says "exponential trend", we have a
broad trend, a base trend, a selected, and an "R" squared. We will talk
about each of those and I'11 try to explain to you what they are, starting
with the raw trend.

The first column is the average paid loss as of 12 months of age for the
particular accident year. If we look down the column, we try to see if
there is any trend from 1980 up to 1986 in that average cost. What we're
going to do is fit a curve through those points. We're not going to go
into curve fitting in detail here. In any statistics book there are
formulas for fitting curves. We use the least squares technique, and we
fit an exponential curve. In other words, using the curve fitting formula,
we have tracked the changes in the average claim value from 1980 through
1986 and come up with an average trend amount for that particular point of
development.

Flip over to Exhibit 9 for a moment. It shows how this was done.

On the top half of the page, we have taken from the triangle on Exhibit 8
that column that has the average losses at 36 months. MWe fit a curve
through those points: the 2,568, the 2,824, the 2,991, the 3,629, and the
4,710. We fit a curve and we come up with a formula that comes closest to
reproducing those points. The forumula that you see is 2,104 times "e" to
the .146X. Once again, you can go to a statistics book for this. We're
not going to discuss procedures for coming up with this formula. If you
apply the formula it yields the fitted points shown in the second column,
For example, the 2,436 was derived by using the formula with x=1. And the
whole column under the fitted development up there was projected from the
formula. It looks like-a fairly reasonable fit. It's coming up with a
trend in average severity of 15.8%. In other words, the average paid loss
is changing by 15.8% a year from 1980 through 1984, for claims that are 36
months old.
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I'm going to jump ahead for a qu1ck moment to Exhibit 10. There's another
way of looking at raw trends. It's sometimes helpful in your analysis to
look at the trends in what we call incremental loss payments within each
development period. An incremental loss payment is the difference in the

cumulative amounts at successive developments. From Exhibit 8, what was
the average va]ue as of 12 months? What was the average value as of 24
months? What we're looking at here on Exhibit 10 is the average value for
claims between 0 and 12 months of development, and then the average paid
loss for the period between 12 and 24 months. Not cumulative as of 24
months, but the change from 12 months to 24. Sometimes this will point out
changes occurring in your paid losses. It may show when changes in the
cumulative averages have occurred.

Looking down to the trend factors under the 24 to 36 column, you notice the
trend factor of 1.174. Once again, this is the raw trend that we come up
with by fitting an exponential curve. Notice that 1.174 for the average
incremental paid loss from 24 to 36 months is larger than what we came up
with for the cumulative average paid loss on Exhibit 9, which was 15.8%.
There's a 1ittle bit of a disparity there. We have to make a decision.
What do we really think is the trend for the average paid loss at that
period of time? Is it 15.8%, or are claims changing by 17.4%? It's a
judgment pick in this case. One thing to keep in mind is that the
cumulative trends tend to be more stable, and the incremental trends a bit
more variable because they are more responsive to change. For the purposes
of this example, I've chosen the 15.8% cumulative raw trend as of 36
months. I've chosen to stick with the stability aspect, but I wanted to
point out another way of looking at this trend.

Back on Exhibit 8, you see the raw trend that we just came up with for the
36 month evaluation of 1.158. We do the same thing for all the other ages.
[ want to point out one other statistic that's shown here before we go on
to the base trend and the selected trend. That's the “R" squared. In
statistics books this is called the coefficient of determination. It tells
us that approximately 92% of the variation from year-to-year can be
explained by the trend that we calculated in our exponential formula. 1In
other words, the formula that we came up with explains about 92% of the
trend. That's a high number. If you came up with 10%, you'd question
whether or not your formula was really a good formula for fitting the data
you're working with,

Now you have raw trends for each of the ages 12, 24, 36, 48, and 60.

You'll notice you have no raw trend for 72 and 84 months of age. This is
very easily explained. For the 84 months of age, you've got 1 point and
you can't project a line from 1 point. We can't come up with the raw
trend. For 72 months, we've got 2 points.. The fewer points that you have,
the more d1ff1cu1t jt is to come up with a formula that accurately predicts
the 1ine. We can't come up with raw trends for either of those two
valuations.

We have another means of looking at trend and this is known as the base

trend. It is a trend developed from all of the raw trends. It's a
weighted average of the raw trends from the 12, 24, 36, 48, and 60 columns.

159



What we're doing here is coming up with a weighting procedure which gives
more weight to the data that we're more confident in. As I mentioned
before, the fewer points that you have to fit a curve, the less confident
you should be in that curve. The more points that you have to fit the
curve, the more confident you can be. For age 12, we had 7 years of data,
or 7 datapoints with which to come up with the raw trend. We're going to
give a heavier weight to that trend than we are to the one at 60 months
where there are only 3 points. How you weight it is a judgment call. The
procedure we're using here is to weight it by the number of data points.
The 1.125 was the raw trend factor at 12 months, based on 7 points of data,
so we're going to give it a weight of 7 squared, which is 49. The next
point over there is 1.153. That was the trend as of 24 months, which had 6
datapoints so we're going to give that a weight of 6 squared which is 36,
and so forth. Notice our 36 month valuation, the 15.8%, had 5 datapoints,
so we're going to give it a weight of 25. You add up all the weights times
the respective raw trend factors, divide by the sum of all the weights, and
you come up with an overall base trend of 13.5%.

In other words, we're saying overall, across all ages for all accident
years, the average paid losses are changing by 13.5% a year. That's a
broader based trend factor than the raw trend factor. Now we've got to
come up with what we are going to actually use. We've got two indications
and what do we want to select? On Exhibit 9, we see that our selected
factor is merely a weight of the raw and the base trends, which means, to
the extent that I don't believe the raw trend, I will believe the broad
based trend.

We're weighting the raw trend and the base trend by deciding how credible
the raw trend is. For example, with our 36 month valuation 15.8% was our
raw trend. It had 5 datapoints so we will give it a weight of 5 squared,
or 25. We will give full credibility to 7 data points. We're saying that
to be fully credible you had to have 7 datapoints. If there are 7
datapoints, we will believe the raw trend. Any fewer points we will
weight. Full weight is 7 points, which gives us 7 squared, or 49, in our
denominator. Our raw trend is getting 5 squared or a weight of 25. The
complement of 25 is a weight of 24, which is 49 minus 25. The weights add
up to the total which is 49, The 24 is the weight given to the 13.5% base
trend. Our selected trend amount for the 36 months of development is 14.7%
a year.

Refer back to Exhibit 8. You can see the 14.7% under the Column 36.
That's what we're selecting for the trend in average paid loss amounts at
36 months of development. Across the page our selection procedure is the
weighted average between raw and base trends.

‘Now the task is to use these trend indications to fill out the bottom of
this triangle. Refer to-Exhibit 11. We're going to make our projections
now. We'll follow through the example with the 36 month age of '
development, since we're getting familiar with those .numbers. On Exhibit
11, the first column is the incremental payments between 24 and 36 months
from Exhibit 10. In other words, it is the change in the average paid loss
from 24 to 36 months for each of the accident years that we know this
value. The numbers here are 472 for 1980 through 902 for 1984, The first
year that we don't have an average paid claim cost between 24 and 36 months
js the 1984 accident year, since it is only 24 months old.
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We want to predict what is going to happen in the average paid claim cost
from 24 months to 36 months as a first step. We're going to predict this
by using our selected trend value for 24 to 36 months. Basically, we take
the historical incremental payments that we know about, the 1980 through
1984 months, and adjust them using the trend factor to what we estimate
these costs would have been in 1985 dollars -- 1980 dollars are different
than 1985 dollars. I'm going to use the trend to calculate the incremental
payment for 1980 from 24 to 36 months in terms of 1985 dollars. To get
from 1980 up to 1985 dollars, we have to have 5 years of trend, 5 years of
having claims increased by 14.7% a year. You take that 1.147 to the fifth
power times that $472, and it translates to $937 in 1985 dollars.
Similarly, for 1984, between 24 and 36 months the average claim cost was
$902. What would it be in terms of 1985 dollars? With only one year of
trend, that $902 would be $1,035 in 1985 dollars. You do this respectively
for each of the years that you know about, then average these 5 estimates
of the 12 to 24 incremental paid claim cost in 1985 dollars.

What we are saying is that, based on history adjusted to 1985 dollars, we
estimate that the 1985 average incremental cost between 24 and 36 months
should be $932. 1It's just an average of the adjusted costs. At the bottom
of the page, look at the 1985 accident year. We know that the average paid
loss as of 24 months was $4,048 from Exhibit 8. Now we just figured out
that the change from 24 to 36 months should be $932, so our estimate of the
average claim as of 36 months will be $4,048 plus $932, or $4,980.

Let me try to step you through the calculation for 1986. First of all,
1986 is only 12 months old. We first need to go through this same
procedure for incremental payments from 12 months to 24 months, using the
appropriate trend from Exhibit 8 for 12 to 24 months, in this case 14.8% a
year, to come up with the 12 to 24 month incremental payment in terms of
1986 dollars. It's not shown here and maybe it should be for clarity. We
get the 12 to 24 month increment, add that to the the 1986 12 month actual

number, and now we'‘ve got a 1986 cumulative average paid as of 24 months of
$4,187. Now we go from 24 to 36 months -- we've just done that for 1985.
The only problem is, we did it in terms of 1985 dollars instead of 1986
dollars. We just take our $932 and trend it one more year. The $932 is
really going to be $1,069 in 1986. The change in the average paid claim
between 24 and 36 months is estimated to be $1,069 in 1986. Therefore, the
total 1986 average claim as of 36 months will be $5,256 which is merely
adding the increment from 24 to 36 months of $1,069 to $4,187. Going back
to Exhibit 8, you step your way across the triangle in this fashion.
Eventually doing this will fill out the remainder of your triangle. You
can see the numbers that we just came up with -- the $4,980 and the $5,256
under the Column 36. Continuing to step your way across the page, you then
fill out the rest of the triangle.

One more thing that we have to do is get from 84 months out to ultimate as.
we did when we were 1ooking at Exhibit 1, cumulative paid losses. We have
selected for this procedire the same tail factor of 1.0546. We take our
average claim cost from 84 months to ultimate by multiplying it by 1.0546
and that will get us our ultimate average paid loss.
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Looking at Exhibit 12, we see the results of this. Column (1) is the
estimated ultimate cost per claim for each accident year from Exhibit 8.
Column (2) is our estimated ultimate claim count, which we calculated from
Exhibit 7. The product of the two, the number of claims times the average
cost per claim, gives you the estimated ultimate total dollars of loss by
accident year. Totaling the years gives $111,183,000 total dollars. To
get the indicated reserve that you should carry, subtract the dollars of
losses that you have paid-to-date. In other words, this $111,183,000 is
ultimately the amount we expect to pay, but we have already paid
$75,094,000 so you have to set a reserve for about $36 million of future
payments, using this estimate.

Exhibit 13 is a comparison of the results of the three methods that we have
just completed. The paid projection was the first projection. There's our
$110,000 total for all years. The incurred projection totals to $102,000.
Then Column (3) is the average value projection that we just did, which
totals $111,000. The incurred projection in this case came up with the
lowest result. The average value projection came up with the highest
result, but it is not a rule that this is the ranking that these methods
will always produce. However, in this case, that's how it turned out.
There's about a $9 million difference between procedures. It is now a
matter of trying to find out where the differences are or what the reasons
are for the differences.

What I'd 1ike to do is discuss a few of the assumptions inherent in this
average cost per claim analysis. These are on Exhibit 14, Some of the
assumptions are similar to the assumptions for the paid and the incurred
methods, but we'll briefly mention them.

The first assumption is that claim costs are changing at a constant rate.
It is important, whenever you're doing any trend analysis, that this be the
case. You might have some problems with surges in inflation, and you'd
want to be aware of that, in predicting your future trend., In the case of
workers' compensation, if there's been a one shot benefit level change, you
might see a surge in the average size of losses when that benefit change
comes into play. What you might want to do in that case is adjust your
data to a common benefit level. If benefits for 1980 are different than
benefits in 1986, you would put all of your historical average claim cost
data on the same benefit level by indexing the benefit level changes. As
previously mentioned, the data in our example is nice, clean, well behaved
data, but typically you don't have such nice clean data in the real world.
And you typically have to make adjustments so that your projections make
sense.

The second assumption is that past claim cost changes are an indicator of
future changes. This is.a.fairly major assumption and you make it anytime
you're using the past to predict the future. The sample problems listed
here -- the changes in economic conditions, coverage changes, diminished
policy defenses -- would make your past not necessarily representative of
your future and you'd want to adjust for these changes to the extent
possible.
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The third assumption is that claim settlement patterns are unchanging. We
have a simple way of testing to see if you've got changes in settlement
patterns. .Looking at Exhibit 15, we check the relationship of closed
claims to reported claims to see if you're having changes in settlements.
In this case we've chosen to look at claims as of 12 months but you would
probably examine this at various ages. It shows closed claims ratioed to
reported claims. The average for the 6 years is 56.5% but 1986 is coming
up with 69%, which is evidence of a shift taking place. You are closing
claims sooner than in the past. We will cover how to adjust for changing
settlement patterns in Techniques II.

Going back to Exhibit 14, another assumption is that claim count reporting
patterns are constant. If you don't have constant reporting patterns you
may want to use an alternate exposure base other than reported claims. We
previously mentioned using claims that are closed with payment. In the
case of auto physical damage, if your reporting pattern is not stable, you
might want to use the number of insured carriers, or the number of earned
car years as your exposure base.

The fifth assumption is that policy limits have no impact on trends. This
was also an assumption under the paid and the incurred procedures. The
sample problems would be increasing frequency of full policy limit claims,
or changing policy limits. If you're writing higher policy limits, for
example, you probably will have a higher average loss per claim. So
increasing average costs per claim might not be indicative of a change in
trend, but of writing higher limits. You need to be aware of the cause for
the increase in the average size of claims. You probably want to talk to
the underwriters to see if they are writing things a 1ittle differently
than in the past. Here again, the idea is to be able to make your past
most representative of the future.

The next key assumption is that there are no changes in the mix of
business. This is similar to the impact of changes in policy limits. Some
problems you might encounter would be the introduction of no-fault, changes
in reinsurance, shift in risk severity, change in deductibles or
self-insured retention. Once again, you want to be close to the
underwriters to see if they're targeting a different mix of business. You
would also want to segregate your data by kind of business so you will be
able to adjust the data more easily when you have a change in mix.

Last of all is the assumption that there are no data anomalies such as
catastrophic or unusual claims. The easiest method to adjust for this is
to remove these claims from your history.

That basically explains the paid development procedure, the incurred
development procedure, and the average severity development procedure.
Does anyone have any questions?

[Question, Inaudible].
You want to concentrate on the 1986 result on Exhibit 12, right? We will
need to go back to Exhibits 7 and 8. Let's start with Exhibit 8 and do the

estimated ultimate cost per claim first. The first number on Exhibit 12
that you're questioning_is the $7,406 estimated ultimate cost per claim.
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On Exhibit 8 we step our way incrementally from the $2,141 at 12 months to
$4,187 at 24 months, then 36, then 36 to 48 and onward using the trend
analysis, to get to the $7,023 average paid loss per claim for 1986 at 84
months, Again that's as of 84 months, and we are assuming that there will
be still be some development beyond 84 months. The development beyond 84
months is included by using a tail factor to ultimate, In this example it
is the same tail factor that we used in the paid loss development procedure
which was the 1.0546. I believe the $7,023 times the 1.0546 gives you
$7,046, which is our estimated ultimate average cost per claim for 1986.

From Exhibit 7, we now need to come up with the estimated ultimate number
of claims. Right now, as of 12 months, for 1986 we know there are 1,604
claims reported. From our age to age development selection, the cumulative
selected factor is 2.0272. That is the development in the number of claims
from 12 months to ultimate. If you take the 1,604 times the 2.0272 you
should come up with an ultimate number of claims of 3,252. That's shown in
Column (2) on Exhibit 12. The product of those two gives us an estimate of
the ultimate incurred losses for accident year 1986.

[Question] Can you use different indicated ultimate losses for the
different accident years, or do you have to pick a method and use it for
everything?

No, you do not, and probably should not, use the results of a single method
to determine all of your accident year ultimates. The way to approach it
is to do these three methods, and several others also which will depend on
the line of business, the amount of data available and your time
constraints, look at the results of each technique, and select the accident
year estimates year by year using the entire set of results. For a
particular year, the estimate that you select does not even have to come
from the set of results produced by the formula methods. You can select a
compromise of several methods, or even a value outside the range of the
estimates if you have some additional information that your data did not
include or that the various techniques do not incorporate. This
information could be that there has been some huge loss reported since your
data was compiled, or that one of your branches did not process all their
claims for the period, or that a judicial decision has provided unforeseen
coverage so addijtional or larger claims will be filed.

We will now discuss several methods for determining reserves for allocated
loss adjustment expenses (ALAE). Refer to Exhibits 34-39.

On Exhibit 34 we have the familiar triangle format, but instead of loss
dollars, we are looking at a triangle made up of cumulative paid allocated
loss adjustment expenses by accident year at year end valuations. The same
procedure used for the paid loss development is used here. You project
age-to-age factors, calculate various average factors, select a set of
factors, and then cumulate your selected factors. The tail factor is
treated differently here. Since most companies do not set case ALAE
reserves, we can't use the ratio of incurred to paid. This tail factor is
just a repeat of the 72 to 84 factor of 1.1080. On Exhibit 35, we
calculate the ultimate values and the ALAE reserves. Column (1) is our
most recent diagonal of data -- ALAE paid to date. Apply the selected
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cumulative factors to the appropriate accident year at the appropriate age
to get our estimated ultimate ALAE projections for each year, totaling $7.3
million. When you subtract the allocated loss adjustment expenses paid to
date from this total, you have the amount that you should carry as your
reserve for the allocated loss adjustment expenses. It is fairly
straightforward and very similar to the paid development procedure.

Another approach to calculating the reserve for allocated loss adjustment
expenses is to assume that ALAE is related to losses. Rather than project
the actual allocated loss adjustment expense, we use ratios of paid
allocated loss adjustment expenses ratioed to paid losses, as on Exhibit
36. Using the same development procedure, project these ratios to an
ultimate value. Exhibit 37 shows- how to use the ratios to calculate a
reserve. Column (1) is our current diagonal of ratios of paid allocated
loss adjustment expenses divided by paid losses. Column (2) is our
selected cumulative development factors to develop the ratio to the
ultimate ratio in Column (3) which is the ratio of paid allocated loss
adjustment expense to paid losses at ultimate payouts for both pieces.
When you apply the ultimate ratio to your estimate of ultimate losses,
which you derived from some other means, you get an estimate of ultimate
allocated loss adjustment expenses. And here again, by subtracting the
allocated loss adjustment expense paid-to-date, you obtain the unpaid
allocated loss adjustment expense, which is displayed in Column (7).

Both of these ALAE methods are similar to the loss methods that we did
earlier. The first one projected the loss expenses directly and it assumes
that loss expenses are incurred independently of losses. This is useful if
there has been a change in claim settlement practices that affects
expenses, such as a management decision to use staff attorneys instead of
outside counsel. Since the second method projects ALAE as a function of
losses, it is useful where expense data is more sparse than loss data or if
there has been change in loss volume or frequency of claims. One word of
caution, since this method ties ALAE to losses, any errors in loss
projections will affect the accuracy of the ALAE reserves.
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(Techniques II.)

Refer to Exhibit 13. Earlier we discussed these 3 projection techniques.
They produced estimates of ultimate 1iability of $110 million, $103
million, and $111 million. Obviously there is a little disparity among the
results, with a range of approximately $9 million. This is a preliminary
Indication that something is happening in the data that you have not yet
recognized, You need to do some additional analysis to determine what
might be affecting or distorting the estimates. We all know that,
theoretically, there is only one answer and if everything were perfect, all
of the techniques should develop the same answer. Of course, we also
recognize that we are dealing with statistical phenomena and some variance
will be pure statistical variation,

This session will review some of the more common shifts in loss data and
provide some techniques for adjusting the data to smooth out the variances
in the results. The first one that we will discuss is a change in the
closing pattern. Refer to Exhibit 15. For the past 6 years we have closed
56 .5% of the claims reported in the first 12 months, but in 1986 we have
closed 69%. This indicates a changing settlement pattern that may affect
the payment pattern and it violates one of our inherent assumptions.
Exhibit 16 is a development triangle of cumulative closed claims. It is
the same historical triangle development that we have been using for losses
and ALAE. The bottom triangle is a set of ratios to test if that change in
pattern has affected all evaluation points. It is the ratio of the closed
claim counts to the estimated ultimate number of claims. An earlier
exhibit, Exhibit 7, estimated the number of ultimate reported claim counts
in the section on the technique using frequency and severity. Using those
ultimates from Exhibit 7 as a denominator for each of the accident years,
we ratio the number closed at each of the points of evaluation. The values
in that bottom triangle are the percent of total claims that have been
closed at each of those evaluation points. Refer to 1980 at the 12 months
evaluation, This says that as of 12 months, 23% of all claims that will be
reported were closed. At the 84 month evaluation, essentially 99% of the
claims are closed. Looking at each of these values for a fixed age, you
see an apparent change in pattern. For example, in the 12 month column,
1980 through 1983 essentially shows only minor statistical variation,

There is no apparent pattern, no apparent trend, and they average about
25%. But as you look at 1984, 1985, and 1986, it becomes rather apparent
that the ratios have increased and you can infer that there must have been
some change in the underlying claim settlement process. The question is,
does it have an impact in the historical loss development factors that we
calculated in our earlier technique? Since ratios at subsequent
evaluations are not significantly different from the average, it probably
has not affected later development.

The next step is to adjust the data to see what, if any, impact it has on
your estimate.- At the bottom of the page, the average closed claim ratio
for 1980-1985 has been calculated for you. It shows the magnitude of the
difference between the current value and the average value. How do you
adjust for it? Exhibit 17 describes the adjustment for one evaluation
point, data as of 12 months. It may be appropriate to consider a similar
adjustment for all the valuation points, if it looks like the change in
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pattern has affected them, and this technique would apply to any of the
other valuation points as well., What we're going to do is adjust the claim
settlement pattern to the 1986 value of 34%. Using 1983 as an example, at
12 months it had a closed ratio of 25.76%. We want to adjust it to the
1986 level of 34% closed at 12 months. In the 1983 accident year, the
percent of claims that were closed at 24 months is 78.7%, and the percent
of claims that were closed at 12 months is 25.76%. The subtracted
difference says that approximately 45% of those claims that will ultimately
be reported in 1983, were closed in the interval from 12 months to 24
months. In Step 2, we can see what the speed up has been. Approximately,
8.25% more of the claims were closed in the 1986 year than were closed in
1983. In Step 3, 8.25% divided by the percent closed in the interval from
12-24 is 18.3%. In other words, about 18% more claims moved into that
first evaluation from the second.

We need to relate this shift in claims to loss dollars. The assumption we
make is that claim settlement takes place in a uniform fashion throughout
that 12-24 month period. If 18% more claims are closed, the comparable
amount of dollars would move over to the 12 month evaluation point. Steps
4 and 5 calculate the dollar shift. Referring back to Exhibit 1, there was
$4.9 million paid as of 12 months for accident year 1983, and $8.86 million
paid as of 24 months. In the year from 12 to 24, approximately $4 million
was paid. In order to restate 1983 in terms of the 1986 settlement
patterns, we need to move 18.3% of the $4 million to the 12 month
evaluation. That's what you see in Step 5.

On a restated basis, $4,626,000 is the 12 month evaluation of paid losses
for the 1983 accident year. Do the same thing for each of the other
accident years. Exhibit 18 has the adjusted paid losses at the 12 month
evaluation for all the accident years. The next step is to recalculate
the 12 to 24 development factors which are shown in the second column,

Now we redo the averaging process from Exhibit 1 for the new 12 to 24
factors. We recalculate the average factor, the weighted average, etc.,
and then we reselect the appropriate 12 to 24 development factor. In this
case, we select 1.79, as opposed to the factor based on unadjusted data
that we previously used of 1.,8118. In effect, the adjustment has reduced
the paid loss development factor about 6%, simply due to a change in the
closure rate. Since the lower factor is cumulated, this 6% difference is
rolled forward into the cumulative factor. The revised cumulative factor
becomes 3.0742, compared to the previous number of 3.1665. What does this
mean in terms of your ultimate and estimated 1iability? The only year that
hasn't aged from 12 months to 24 months is 1986 so it is the only one to be
adjusted. On Exhibit 19, the 12 month paid losses for 1986 of $6,962,000
are multiplied by that adjusted selected development factor of 3.0742, to
produce a revised estimate of the 1986 ultimate loss liability of
$21,430,000. This is a reduction of $642,000 from the estimate developed
previously.

This is an example of how a closure pattern can distort your analysis, and
it illustrates how knowing the inherent assumptions in your analysis and
what's happening to your data is very critical to the loss analysis. Don't
be misled, all adjustments don't necessarily bring things down.

Adjustments may raise your estimates.
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In the next set of exhibits, we're going to adjust the results from the
average value technique for the closure rate change. It should be a simple
extension to take the implication of that adjustment, and adjust the
average value, or the frequency-severity, results. On Exhibit 20, we start
with the adjusted 12 month paid losses. Using those adjusted losses, we
recalculate the average loss per ultimate claim as of 12 months, and then
recalculate the trends.

You see the trend has changed a little. It is now 9.7% compared to the
unadjusted trend of 12.5% for the 12 month evaluations. The R squared
value is still .91.

To complete the average value technique, we take the 1986 value as of 12
months, which was $2,141, and go through the adjustment discussed earlier
to bring it to an ultimate severity. The ultimate value that should be
produced using those procedures should be $7,304, shown on Exhibit 21.
Multiply it by the estimated number of claims that were developed earlier,
and that produces a revised estimate of the ultimate loss liability of
$23.7 million, which is a modest decrease over the ultimate projected
liability that this technique previously produced.

This has shown the impact of one common problem, a change in closing
pattern, on two of the basic reserving techniques, and how to adjust for
it.

In the second part of this session, we will look at a different phenomenon,
Again, it is fairly common in insurance data. For various reasons,
sometimes because of a change in management personnel, sometimes because of
introducing new capabilities in a claims function or sometimes because of a
change in company operations, there may be a change in the claim settlement
process. If the claim settlement process is not constant over the
historical development period, it can have a significant impact on your
projected ultimate losses.

Consider here a scenario of a management change in 1985, The first thing
the new manager of the claims function did is look at all of the claims
that were reported in a particular time frame and then look the case
reserve on them over at a period of time. The manager of the claims
function decided that the losses as initially estimated were grossly
redundant. The manager knew enough not to tell the claims handlers to hold
down case reserves, so he decided to come up with a different rule which
could possibly dampen the impact, while still reducing the initial
estimates. The rule was not to set up a case reserve until the claim
handler had enough information to set a reserve that would be within 10% of
the ultimate value. This is something that you as a reserve specialist
have to be aware of, and then you need to test to see whether or not it did
have an impact.

Exhibit 22 shows the case outstanding as of 12 months. This is simply the
difference between the data on Exhibit 1 and Exhibit 2. The difference
between the paid losses and the known case incurred losses is the case
outstanding. For this particular analysis, we're just going to use the
case outstanding as of 12 months. We also need to pick up the estimated to

168



ultimate claim count as developed in the averaging techniques. Taking the
ratio between those two, we calculate the average case reserve as of the 12
month evaluation point for each of those 7 accident years. Looking at the
resulting values of average case reserves as of 12 months, you see a rather
nice and well-behaved increasing trend through 1985. 1In 1986, for some
reason, the average case value has dropped. This certainly suggests that
maybe the rule of not establishing a reserve until you can be within 10%
has had some temporary impact. We're going to assume that this is due to
that particular rule and we're going to look at an adjustment to deal with
this change in the claim processing environment. In order to determine the
adjustment, we need to fit an exponential curve and find the trend in
average values from 1980 to 1985. We can see from the coefficient of the
determination that we have explained all but 4% of the variation. From the
formula we can calculate the fitted value for 1986, and see that it should
have been $3,388.00. This is an estimate of the average case reserve value
that we should have had, if that nice pattern had continued through 1986.

On Exhibit 23, we start with this value of $3,388.00 and develop a
re-estimate of ultimate liability due to this change in claims processing.
Taking the product of the $3,388 and the estimate of ultimate claims from
previous exhibits, we see that the case outstanding should have been $11
million as of 12 months. Adding in paid as of 12 months from Exhibit 1 of
$6 million, we get an adjusted estimate for the 1986 accident year known
case incurred losses as 12 months of $17,980,000. What we're interested
in, however, is what the ultimate 1iability is. To calculate that, we must
apply the loss development factor from Exhibit 2 to bring it to its
gltimate value which is $21,855,000. This increases the estimate by
1,725,000,

Exhibit 24 summarizes the results of the three adjustments. The
straighforward mechanical application of the techniques produced the first
row of estimates for 1986, which had a range of approximately $4 million.
The adjustments have squeezed that range now down to about 50% of what it
was, slightly in excess of $2 million. Have we totally explained all of
the changes in the data and the vilation of assumptions? Should we be
looking at it further or are you now in a position to make your estimate of
what the ultimate 1iability should be for the company? At this point in
the program, we want to discuss some other techniques to refine the
estimates further, and to discuss techniques for estimating tail factors.

Earlier we 1ooked at the development of reported claims in doing the
average value method. We said that sometimes reported claims might not be
the best measure of exposure to loss. We suggested that possibly looking
at cumulative closed claims =-- closed with payment--might be another means
of looking at the total number of ultimate claims. On Exhibit 25 is
another development triangle, but in this case, we are developing closed
claims. The development procedure is the same. We come up with our
selected development factors for the closed claims, project ultimate closed
claims. Exhibit 26 compares the projections to ultimate of reported claims
and closed claims. Notice that in most cases the closed claim development
procedure is coming up with generally higher estimates of the total
ultimate number of claims. This would indicate some change in either the
reporting pattern or the settlement pattern over time.

169



On Exhibit 27 we have reported and closed claim frequency, which is the
number of claims per 1,000 insured car years by accident year. The first
column is the reported ultimate claims divided by the car years and the
second column is the closed claims divided by the number of car years.
This is a little different picture. Fitting exponential trend curves, we
show very minimal raw trend -- actually a slight .4% decrease -- in the
frequency for the reported claim frequency and .6% increase for the closed
claim frequency. However, for 1985 to 1986 the one year rate of change in
frequency is an increase of 18% and 33%, respectively.

On Exhibit 28 is a comparison of the incremental average paid losses per
ultimate claim using reported and closed claims, for the period from zero
to 12 months. We're taking the paid loses from 0 to 12 months by accident
year divided by the reported ultimate number of claims and the ultimate
closed claims. Note that the first column is the same as the first column
on Exhibit 10. Here again, we calculate the exponential trends. Recall
that the trend for 0-12 months on Exhibit 10 was 12.5%. The closed claim
average paid losses produce a raw trend of 11.3%. The trends from 1980
through 1986 are not too different from the overall trend. However, if you
look at the actual change in average paid loss from 1985 to 1986 between
the reported and the closed claim methods, you see quite a bit of
inconsistency. The one year change from '85 to '86 is a decrease of 3% and
14%, respectively, for the two calculations of the average paid losses.
This again is an indication that current development patterns are different
from historical patterns.

Before determining which of the estimated ultimate claim projections is
more reasonable, the reported or the closed claims, I would suggest talking
to the claims department and see if there has been an effort to speed up
claim settlements or if anything else may have change in the settlement
process. At this point you need to determine what is going on and how it
is impacting the reserves and how to adjust for it.

At this point you may have very little confidence in your claim count
information. You may not be comfortable with either set of estimated
ultimate claims, but you still want to use your average value method. The
solution is to use a pure premium trend analysis instead of a severity
trend analysis. In a pure premium trend analysis, you use as your exposure
base the exposure base that you would use in pricing. In this case, for
auto liability we use insured car years for pricing. When you take losses
divided by exposures, in this case the number of car years, you are
calculating a pure premium. Exhibit 29 shows paid pure premium as of 12
months per insured car year, which is paid losses as of 12 months divided
by insured car years per 1,000, Fitting our exponential curve to these
values produces a raw trend indication of about 12%, with a fairly high
confidence level of 97%. The 1985 to 1986 change in this pure premium is
14%. This is somewhat more consistent than what we were seeing in the
frequency and severity analyses. The next step is to use the average value
methodology but applying it to the pure premium values. You calculate the
average ultimate pure premium and multiply it by the insured car years,
which produces the estimated ultimat- iability. The pure premium approach
is another method of getting around a change in settlement pattern.
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The next adjustment that we want to discuss is the calculation of the tail
factor. The tail factor, as you recall from Exhibit 1, was the means of
geeting us from our last valuation point of 84 months to what will
ultimately be developed. In the paid development procedures we've used a
tail factor of 1.0546. To calculate it, we converted paid losses to
incurred by taking the known case incurred losses at the 84 month valuation
and dividing them by the 84 month valuation of the paid losses. The known
case incurred losses include both the paid and the remaining case reserve
amount., We have said, for the sake of the examples thus far, that we were
going to rely on the estimate of the incurred losses at 84 months to be the
value at ultimate. Exhibit 30 shows the ratio of the incurred losses
divided by the paid losses at each point in time and it indicats a 5.46%
increase needs to be applied to the paid losses as of ‘84 to get them up to
the incurred level.

There are a couple of weaknesses in using this kind of an analysis. The
first weakness is that it is based on only one accident year or one
observation. You're relying solely on 1980 experience to detemine what the
future paid development will be from 84 months to ultimate for all future
years. The second weakness in this method is that the case reserves aren't
always a reliable measure of the future paid loss development especially
when you're dealing with long tail lines such as auto liability, and auto
1iability has a shorter tail, in general, than medical malpractice or
general liability. In the really long tail lines, you have significant
development beyond 84 months even on the case reserves, so relying on the
reserves at that point in time may understate your results.

The adjustment in Exhibit 30 converts paid losses to incurred losses at age
48 months, instead of at age 84 months, to get our ultimate value. You
start with the little mini-triangle that we have formed with accident years
80-83 from ages 48-84 of development with the ratios of incurred losses to
paid losses. Notice that for accident year 1980 at 84 months our

value is 1.0546, which was the ratio of incurred losses to paid losses for
that one year that we used before. We next average the ratios of incurred
Tosses to paid losses in each column, and also calculate a weighted
average, and then select a ratio of incurred to paid losses in each column.
Line (2) contains the cumulative incurred development factors from Exhibit
3 for the points 48 to 84 months. To get a cumulative adjusted paid
factor, we multiply our selected ratio on Line (1) times the cumulative
incurred factor on Line (2), resulting in a new series of cumulative paid
factors to apply to our paid losses.

What have we done here? Instead of just relying on 1.0546 as our
development from '84 to ultimate, we've used data on earlier ages to get a
better estimate of what the paid losses will ultimately be on an incurred
basis. We are circumventing the weaknesses of that 1.0546 by using more
accident years than just the 1980. However, we're still faced with the
problem of relying on incurred losses. We're still relying on the case
reserves being correct at 84 months.

Exhibit 31 is an approach that gets around that weakness of relying on
incurred losses. The top of the exhibit is the set of selected paid
development factors from Exhibit 1. We subtract 1 from each factor, 1.8118
becomes just .8118, then fit a curve through the selected factors minus 1,
and come up with the formula that patterns the way those development
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factors are behaving, That least squares fitted exponential formula is
shown in the middle of the page. Now, instead of using the ratio of
incurred to paid losses at 84 months, we can project the paid factors at
development points beyond 84 by applying the formula. The bottom of the
Page displays the fitted factors. We cumulate those fitted factors, and
get cumulative fitted factors. Now, instead of the 1.0546 tail factor, the
cumulative fitted factor is 1.0383. This method will not always give you a
Tower tail factor. In this example, it worked out that way. What we've
done here is circumvent using incurred losses. We've just taken our actual
paid loss development pattern and we have used a formula to determine the
ultimate tail factor without looking at any incurred losses.

Exhibit 32 compares the 3 tail factors, and the resulting cumulative
factors for a few accident years. Option #1 was convering to incurred
losses at 84 months, which was the procedure that we used in Exhibit 1.
Option #2 was the first adjustment in which we converted to incurred loss
at 48 months. You can se the cumulative development factors for each of
those accident years under that adjustment. Option #3 was our formula
method in which we modeled the paid development factors and calculated
indicated tail factors. Option #1 and Option #2 resulted in significantly
lower development factors than Option #1. Once again, it's just the way
this example works out. These adjustments do not always result in lower
development factors.

The final topic is completing the triangle. Just to set the stage for the
next exhibit, refer to Exhibit 1. We're looking here at the cumulative
paid loss triangle. Using the selected development factors that are down
at the bottom, not the cumulative ones but the selected ones, we will
complete the rest of the triangle. In the case of the 1986 accident year,
we'll be using 1.8118 to apply to the $6,962,000 to get a projected 1986 24
month entry. This is your estimate of 1986 year. In like fashion, we will
use the 1,2347 to calculate the next entry for the 1986 as well as the 1985
accident year. Similarly, we move across the exhibit to complete the
triangle. Exhibit 33 shows that, having done it, you have completed the
triangle to form a square,

The purpose for completing the triangle is to provide a means of checking
your projection as the data comes in, instead of waiting until 84 months,
which is 6 years away for 1986. This is the very practical way of
evaluating the accuracy of your estimates from the various techniques.
Using 1987 diagonal, we see that we expect the 1986 accident year to have
$12.6 million in cumulative paid losses at the end of 1987, and 1985 to
have $13 million, and 1984 to have $14.4 million, and so on. What this
says is that if the paid development factors are perfectly accurate in
projecting your reserve estimates, those will be the values that you see at
12/31/87. Another way of using this data is to sum the diagonals above the
1ine, the 1986 diagonal, and sum the diagonal below the line, the 1987
diagonal. The difference between the sums is the amount of paid losses
that you expect in calendar year 1987, for these 7 accident years. In this
case, your calendar year projection for paid losses in 1987 for these 7
accident years is $12,003,000.

172



Looking at the values that you've projected, you're now in a position to
evaluate your estimates of ultimate relative to what actually comes in by
evaluating the differences between actual and projected in the diagonals.
The pattern of the differences may suggest a particular bias in your

methodology. For example, you may find that you have underestimated the
more recent years and overestimated the prior years.

The bottom part of the exhibit completes the triangle for incurred losses.
This includes the case reserve in the tracking process. You may find that
paid loss projections are relatively accurate, but incurred losses aren't.
This would imply a change in case reserving practices. If incurred losses
track fairly well, but paid doesn't, perhaps there is a change in the
payment patterns, or the settlement procedures. Completing the triangle
and evaluating the differences is a good way to see if you are violating
any assumptions.

[Question] If you believe that more than one thing is affecting the
reserves simultaneously, is there some technique for isolating one problem
and treating it, while analyzing the other factors?

Often what happens when you fragment your data in more than one way at a
time is you end up with data so small that the statistical variation will
outweigh the adjustment you're trying to do, but it is a function on the
size of your database.

[Question, Inaudible].

The upfront payments, if I understand the question, would be part of the
allocated loss adjustment expense. Allocated loss adjustment expense
are those expenses that are specifically related to unique claims.

If your company sets case reserves for expenses then you should also apply
the incurred development technique to your incurred ALAE. You should also
evaluate the ALAE for changes in claims handling. You may need to
separately evaluate the different kinds of expenses.

[Question, Inaudible].

You've got to keep a close watch on things. If you use outside adjusters,
and they were billing you every six months, but now they are billing you
monthly, you will see a speed up in ALAE payments. You may need to apply
one of the adjustments to your historical ALAE data, like those presented
for losses, in order to reflect the changing payment pattern.

An extension of this question is using data that is the sum of loss
payments and allocated loss adjustment expense. Particularly in a
reinsurance environment, you can't always separate your data into the two
components. This means that if there is a change in the pattern of expense
payments, it may throw your estimate off.

173



[Question, Inaudible].

If you are seeing a pattern of increasing development factors down the
column, you may want to opt for the weighted average, if you know what's
taking place and you know that the weighted values make sense. You would
use a weighting procedure, similar to the one presented here, which gives
heavier weight to the more recent factor. But again, the selection of
weights is strictly judgment call.

Are there any other questions? We thank you, and we'll adjourn for your
next session.
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1986 CASUALTY LOSS RESERVE SEMINAR

2A/2B/3C LOSS RESERVE TECHNIQUES I
3A/3B/4C LOSS RESERVE TECHNIQUES II
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1986 LOSS RESERVE SEMINAR
BASIC TECHNIQUES I & II
OUTLINE

1. TECHNIQUES I

A.

BASIC METHODS FOR LOSSES
1. PAID DEVELOPMENT FAC
2. INCURRED DEVELOPMENT
3. AVERAGE VALUE PROJEC

TOR
TION

BASIC METHODS FOR LAE

1. PAID DEVELOPMENT
2. RATIOS TO LOSSES

II. TECHNIQUES II

A.

ADJUSTMENTS FOR COMMON PROBLEMS

1. CHANGE IN CLOSE RATIO

2. CHANGE IN CASE RESERVING ADEQUACY
OTHER ANALYSES

1. REPORTED CLAIMS VERSUS CLOSED CLAIMS
2. FREQUENCY, SEVERITY, & PURE PREMIUM
3. TAIL FACTORS

4. MONITORING RESULTS



EZ INSuRANCE CoMPANY ExHiBIT 1
CUMULATIVE PAID LOSSES

AuToMOBILE LIABILITY

AcCIDENT
YEAR 12 24 36 48 60 72 84

1980 $3,361 $5,991 $7,3u1 $8,259 $8,916 $9,408 $9,759
1981 3,780 6,671 8,156 9,205 9,990 10,508

1982 4,212 7,541 9,351 10,639 11,536

1983 4,901 8,864 10,987 12,458

1984 5,708 10,268 12,699

1985 6,093 11,172

1986 6,962

DeveLopMeNT FACTORS

1980 1.7825  1.225%  1.1251  1.0795  1.0552  1.0373
1981 1.7648  1.2226  1.1286  1.0853  1.0519

1982 1.7904  1.2400 1.1377  1.0843

1983 1.8086  1.2395  1.1339

1984 1.7989  1.2368

1985 1.8336

1986

TrR Ave 1.7951  1.2339  1.1313  1.0843
IN Ave 1.7962  1.2328  1.1313 1.0830  1.0535  1.0373

Ave 1.7965  1.2328  1.1313  1.0830  1.0536  1.0373
Wt Ave 1.8118  1.2369  1.1340  1.0842  1.0526  1.0373
4 Ave 1.8079  1.2347  1.1313
Wr 4 Ave 1.8184  1.2376  1.1340

SELECTED
FacTor 1.8118 1.2347 1.1340 1.0830 1.0536 1.0373 1.0546

CUMULATIVE
SELECTED
FAcTOR 3.1665 1.7477 1.4155 1.2482 1.1525 1.0939 1.0546

NoTE: Loss AMOUNTS IN THOUSANDS OF DOLLARS-
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ExHIBIT 2

AVERAGING TECHNIQUES

TRUNCATED (Tr) AVERAGE: ELIMINATING THE HIGHEST AND
LOWEST VALUES

INVERSE (In) AVERAGE: STRAIGHT AVERAGE OF THE RECIPROCALS
OF THE DEVELOPMENT FACTORS

WEIGHTED (Wt) AVERAGE: AVERAGE CALCULATED GIVING
PROGRESSIVELY GREATER WEIGHT
TO THE MOST RECENT YEARS
EXPERIENCE
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EZ Insurance CompaNy ExHIBIT 3
INCURRED LOSSES

AuToMOBILE LIABILITY

MoNTHS oF DEVELOPMENT

ACCIDENT
YEAR 12 24 36 48 60 72 84

1980 $8,382 $9,781 $10,110 $10,219 $10,268 $10,280 $10,292
1981 9,337 10,847 11,092 11,192 11,235 11,250

1982 10,540 12,205 12,551 12,690 12,725

1983 11,8/5 13,832 14,238 14,413

1984 13,343 15,542 16,066

1985 14,469 16,776

1986 16,561

DEVELOPMENT FACTORS

1380 1.1669  1.0336  1.0108  1.0048  1.0012  1.0012
1981 1.1617  1.0226  1.0090  1.0038  1.0013

1982 1.1580  1.028%  1.0111  1.0028

1983 1.1648  1.0294  1.0123

1984 1.1648  1.0337

1985 1.1594

1986

TR Ave 1.1627  1.0304  1.0110  1.0038
In Ave 1.1626  1.0295  1.0108  1.0038  1.0012  1.0012

Ave 1.1626 1.0295 1.0108 1.0038 1.0013 1.0012

Wr Ave 1.1619 1.0308 1.0115 1.0032 1.0013 1.0012

4 Ave 1.1618 1.0285 1.0108

Wr 4 Ave 1.1617 1.0313 1.0115

SELECTED

FacTtor 1.1618 1.0285 1.0108 1.0038 1.0013 1.0012 1.0000
CUMULATIVE

SELECTED

FacTor 1.2155  1.0462  1.0172  1.0063 1.0025 1.0012  1.0000
NoTE: Loss AMOUNTS IN THOUSANDS OF DOLLARS-

179



EZ INSURANCE COMPANY
DEVELOPMENT FACTOR METHOD ESTIMATES
AUTOMOBILE LIABILITY

PAID Loss DEVELOPMENT

ExHIBIT 4

INCURRED LoSS DEVELOPMENT

(1) (2) 3 4) (5) (6)
ACCIDENT PAID SELECTED ESTIMATED INCURRED SELECTED ESTIMATED
YEAR 70 DATE  FACTOR ULTIMATE To0 DATE  FACTOR ULTIMATE
1980 $ 9,759 1.0546 $10,292  $10,292 1.0000 $10,292
1981 10,508 1.0939 11,495 11,250 1.0012 11,264
1982 11,536 1.1525 13,295 12,725 1.0025 12,757
1983 12,458  1.2482 15,550 14,413 1.0063 14,504
1984 12,699 1.4155 17,975 16,066 1.0172 16,342
1985 11,172 1.7477 19,525 16,776 1.0462 17,551
1986 6,962  3.1665 22 045 16,561 1.2155 20,130
ToTAL $75,094 $110,177 $102,840
NoTES: 1. AMOUNTS IN THOUSANDS OF DOLLAR
=== 2. CoL. (3) = CoL. (1) X CoL. (2)
3. CoL. (6) = CoL- (4) X CoL. (5).
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EXHIBIT 5

KEY ASSUMPTIONS AND POTENTIAL PROBLEMS
INHERENT IN DEVELOPMENT FACTOR ANALYSES

ASSUMPTIONS SAMPLE PROBLEMS
CLAIM SETTLEMENT PATTERNS . INCREASING DELAYS IN CLAIM
UNCHANG ING CLOSING RATES
CASE RESERVING PRACTICES & . CONSCIOUS EFFORT TO IMPROVE
PHILOSOPHIES UNCHANGING CASE RESERVING ADEQUACY

INTRODUCTION OF NEW CASE
RESERVING PROCEDURES

CHANGE IN DATA PROCESSING
REVISED CLAIM PAYMENT
RECORDING PROCEDURES

NO CLAIM PROCESSING CHANGES

PoLICY LIMITS HAVE NO IMPACT INCREASING FREQUENCY OF FULL
ON LOSS DEVELOPMENT POLICY LIMIT CLAIMS
CHANGING POLICY LIMITS

SURGES IN INFLATION
INCREASED LITIGATION
DIMINISHED POLICY DEFENSES

Loss DEVELOPMENT UNAFFECTED
BY CHANGING LOSS COST TRENDS

CHANGES IN REINSURANCE COVERAGES
INCREASED "LONG-TAIL" EXPOSURE
INTRODUCTION OF NEW OR REVISED
COVERAGES

No CHANGES IN MIX OF BUSINESS

No cYcLICITY IN LOSS CLAIM SETTLEMENT OR RESERVING
DEVELOPMENT IMPACTED BY BUSINESS OR
UNDERWRITING CYCLES

CATASTROPHIC OR UNUSUAL LOSSES
REFLECTED IN LOSS EXPERIENCE
UNUSUAL CLAIM SETTLEMENT/
REPORTING DELAYS

No DATA ANOMALIES
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EXHIBIT 6

AVERAGE VALUE PROJECTIONS
VS.
DEVELOPMENT ESTIMATES

DEVELOPMENT PROJECTIONS - Focus ONLY ON TOTAL DOLLARS OF
- LOSSES, EITHER PAID OR INCURRED

AVERAGE VALUE PROJECTIONS = OFTEN REFERRED TO AS FREQUENCY/
SEVERITY ESTIMATES

AVERAGE VALUE PROJECTIONS REQUIRE SEPARATE ESTIMATES OF:

(A) ULTiMATE CLAIM Counts (CLAIM FREQUENCY) AND

(B) ULTIMATE AveraGe CosT PErR CLAIM (CLAIM SEVERITY)

THE Probuct ofF (A) x (B) YieLps ULTIMATE LOSSES
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ACCIDENT
YEAR

1980
1981
1982
1983
1984

1985
1986

1380
1981
1982
1983
1984
1985
1386

TR Ave
IN Ave

Ave

Wt Ave

4 Ave
Wr 4 Ave

SELECTED
FACTOR

CUMULATIVE
SELECTED
FACTOR

12

1,432
1,428
1,710
1,358
1,210
1,488
1,604

1.9022
1.9412
1.7731
2.0471
2.0810
1.7500

1.9159
1.9076
1.9158
1.9055

1.9128
1.8897

1.9128

2.0272

EZ INSURANCE CoMPANY

CUMULATIVE REPORTED CLAIMS

AUTOMOBILE LIABILITY

24

2,724
2,772
3,032
2,780
2,518
2,604

MONTHS OF DEVELOPMENT

36

2,800
2,850
3,086
2,990
2,656

48

2,832

DEVELOPMENT FACTORS

1.0279
1.0281
1.0178
1.0755
1.0548

1.0369
1.0404

1.0408
1.0523

1.044]
1.0552

1.0441

1.0598

1.0114
1.0056
1.0026
1.0033

1.0045
1.0057

1.0057
1.0037

1.0057
1.003/

1.0057

1.0150
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1.0042
1.0014
1.0052

1.0042
1.0036

1.0026
1.0040

1.0036

1.0092

60

2,844
2,870
3,110

1.0049
1.0063

1.0056

1.0056
1.0060

1.0056

1.0056

ExHIBIT 7

72 84

2,858 2,858
2,888

1.0000

1.0000

1-0000
1.0000

1.0000 1.0000

1.0000  1.0000



EZ INsSurRANCE COMPANY

CUMULATIVE AVERAGE PAID LOSS
PER ULTIMATE CLAIM

AutoMOBILE LIABILITY

MoNTHS OF DEVELOPMENT

“aw oW %W
1980 $1,176 $2,096 $2,568 $2,839
1981 1,309 2,310 2,824 3,187
1982 1,347 2,412 2,991 3,403

1983 1,619 2,928 3,629

1984 2,117 3,808 5,241

1985 2,208 5,579

1986 2,141 5,933
EXPONENTIAL TREND

Base 1.1%5 1.1%5 1.135 1.135
SELECTED 1.125 1.148 1.147 1.130
R-Sauare 0.91 0.95 0.92 0.95

NoTES:

1. THE TRENDS SHOWN ARE APPROXIMATE ONLY.

2. AVERAGES BELOW THE LINE ARE PROJECTED AMOUNTS.
3. DEVELOPMENT BEYOND 84 MONTHS PROJECTED AT 5.46%.
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ExHIBIT 8

60 72 8l
$3,119 $3,291  $3,414
3,459 8] 3,778
3.690 ] 3,902 4,061
| 4,447 4,688 4,868
5,615 5,888 6,093
6,000 6,310 6,542
6,407 6,759 7,023

1 * 087 - -
1.135  1.135  1.135
1.126  1.13%5  1.135

0.98 - --



EZ INsurance CoMPANY ExHiBIT 9
CUMULATIVE AVERAGE PAID LOSS

AutoMOBILE LIABILITY

ACCIDENT 36 MonTHs oF DEVELOPMENT

YEAR ActuaL Frrrep
1980 $2,568 $2,436
1981 2,824 2,820
1982 2,991 3,265
1983 3,629 3,779
1984 4,710 4,375

RAW:
- 146x
LeasT Seuares Fi1T ExponNenTIAL CURVE EqQuATION: 2104 €

FITTED ANNUAL TREND FACTOR: e’ = 1.158
1.€. +15.8% PER YEAR

BASE :

WE1GHTED AVERAGE OF THE RAW TREND FAcTors FOR EacH CoLuMN:
49x1.125 + 36x1.153 + 25x1.158 + 16x1.119 + 9x1.087 = 1.135
135

- - -

WeiGHTED AVERAGE OF THE RAwW TREND FOR EAcH COLUMN AND
THE BAse TReND:

25x1.158 + 2ux1.135 = 1.147

49 1.E. +14.77 PER YEAR
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EZ INsurance CoMPANY ExuisiT 10

INCREMENTAL AVERAGE PAID LOSS
PER ULTIMATE CLAIM

AUTOMOBILE LIABILITY

MoNTHS OF DEVELOPMENT

ACCIDENT
YEAR 0-12 12-24 24-36  36-48 u48-60  60-72 72-84

1980 $1,176 ¢ 920 $ 472 ¢ 321 $ 230 $ 172 $ 125
1981 1,509 1,001 514 363 272 179

1982 1,347 1,065 579 412 287

1983 1,619 1,309 701 1486

1984 2,117 1,691 902

1985 2,208 1,840

1986 2,141

ExPoNENTIAL TREND

Raw 1.125  1.162  1.174  1.147  1.117 - --
R-SquARE 0.91 0.95 0.96 0.99 0.92 - -

NoTe: THE TRENDS SHOWN ARE APPROXIMATE ONLY.
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ExHIBI

EZ INSURANCE COMPANY

AutoMOBILE LIABILITY

ACCIDENT AVERAGE PAYMENT
YEAR BeTween 24836 Mos.
1980 $472
1981 514
1982 579
1983 701
1984 902

Cum. Ave.

AccIDENT PAID As oOF
YEAR 24 MoNTHS
1985 $4,048
1986 4,187

ADJUSTMENT TO AbuusT

T1l

ED

1985 LeveLs CosTs
5
1.147 $ 937
4y
1.147 890
3
1.147 874
2
1.147 922
1.147 1,035
AVERAGE : $ 932
Est. PaID Est. Cum. Ave.
BETWEEN PAID AS OF
24 & 36 Mos. 36 MonTHSs
$932 X 1.000 = $ 932 $4,980
932 X 1.147 = 1,069 5,256
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EZ INsurance CoMPANY
AVERAGE LOSS PER CLAIM METHOD ESTIMATES

AUTOMOBILE LIABILITY

(1) (2)
ESTIMATED ESTIMATED
Acc IDENT ULTIMATE ULTIMATE
YEAR CosT Per CLAIM CLAatM Count
1980 $3,600 2,858
1981 3,984 2,888
1982 4,283 3,127
1983 5,134 3,028
1984 6,426 2,696
1985 6,899 2,760
1986 7,406 3,252

ToTAL

Notes: 1. CoLuMN (3) IS IN THOUSANDS.

ULTIMATE CLAIM COUNTS ESTIMATED USING THE
DEVELOPMENT FACTOR METHOD APPLIED TO REPORTED
COUNTS .

N
L

188

ExHiBiT 12

(3)
AVERAGE
VALUE
PROJECTION

$10,289
11,506
13,393
15,546
17,324
19,041
24,084

$111,183



ExHiBIT 13

EZ INsuranNce COMPANY
PROJECTED ULTIMATE LOSSES

AuToMOBILE LIABILITY

ACCIDENT Paip INCURRED AV?EGEE

e PRoJecTion PROJeCTION PRoJection
1980 $10,292 $10,292 $10,289
1981 11,495 11,264 11,506
1982 13,295 12,757 13,393
1983 15,550 14,504 15,546
1984 17,975 16,342 17,324
1985 19,525 17,551 19,041
133 2,08 2,19 28

ToTAL $110,177 $102,840 $111,183

NoTE: AMOUNTS IN THOUSANDS OF DOLLARS.
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ExHiBIT 14

KEY ASSUMPTIONS AND POTENTIAL PROBLEMS
INHERENT IN AVERAGE COST PER CLAIM ANALYSES

ASSUMPTIONS

CLAIM COSTS ARE CHANGING AT
A CONSTANT RATE

PAST CLAIM COST CHANGES ARE
AN INDICATOR OF FUTURE
CHANGES

CLAIM SETTLEMENT PATTERNS
UNCHANGING

CLAIM COUNT REPORTING PATTERNS
ARE CONSTANT
PoLICY LIMITS HAVE NO IMPACT

ON TRENDS

NO CHANGES IN MIX OF BUSINESS

NO DATA ANOMALIES

190

SAMPLE PROBLEMS

SURGES IN INFLATION
ONE SHOT BENEFIT CHANGES

CHANGES IN ECONOMIC CONDITIONS
COVERAGE CHANGES
DIMINISHED POLICY DEFENSES

INCREASED USE OF PARTIAL
INTERIM PAYMENTS
MORE AGGRESSIVE DEFENSE

CHANGES IN CLAIM COUNT
DEFINITIONS

INCREASING FREQUENCY OF FULL
POLICY LIMITS CLAIMS
CHANGING POLICY LIMITS

.

INTRODUCTION OF NO-FAULT

COVERAGES

. CHANGES IN REINSURANCE
COVERAGES

« SHIFTS IN RISK SEVERITY

. CHANGE IN DEDUCTIBLES OR
SIRs

« CATASTROPHIC OR UNUSUAL CLAIMS



ExHiBIT 15

EZ INsurance CoMPANY

AuToMOBILE LIABILITY

T PR e P
1930 1,432 658 45.9%
1981 1,428 826 57.8
1982 1,710 782 45.7
1983 1,358 780 57.4
1984 1,210 917 75.8
L o e

1980-85 8,626 4,874 56.52
1986 1,604 1,106 69.0%
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ACCIDENT
YEAR

1980
1981
1982
1983
1984
1985
1986

1980
1981
1982
1983
1984
1985
1986
AVERAGE
CLOSED

CLAIMS
Ratio

658
826
782
780
917
911
1,106

EZ INSuraNce COMPANY

CUMULATIVE CLOSED CLAIMS
AutoMOBILE LIABILITY

MoNTHS OF DEVELOPMENT

2

2,250
2,131
2,308
2,146
1,980
1,978

36

2,585
2,559
2,738
2,665
2,368

48

2,687
2,706
2,957
2,832

ExHiBIT 16

60 72

2,745 2,802
2,795 2,845
3,049

RAaT10 OF CLAIMS CLOSED TO PROJECTED
ULtimaTE CLAIMS

2302 .7873
.2860 .7379
.2501  .7381
2576 .7087
3401 7344
3301  .7146
- 3401

-2906] .7368

-9045
-8361
-8756
-8301
.8783

-8849

192

-9402
9570
- 9456
9353

9395

.9605  .9804
.9678  .9851
9751

.9678  .9828

2,824

-9381

-9381



ExHiBIT 17
EZ INsurance CoMPANY

ADJUSTING HISTORICAL 12 MONTH
CUMULATIVE PAYMENTS DATA
T0 1986 CLOSED CLAIMS RATIO

Step 1: CALCULATE CHANGE IN CLOSED CLAIMS RATIOS BETWEEN
12 AND 24 MONTHS.

Ex: 1983 .7087 - .2576 = .4511
Step 2: CALCULATE DIFFERENCE IN 12 MONTH CLOSED CLAIMS
RATIOS FROM THE 1986 LEVEL.
Ex: 1983 .3401 - .2576 = .0825

Step 3: CALCULATE INDICATED ADJUSTMENT.
Ex: 1983 .0825 = .1829
4511
STEP 4; CALCULATE LOSS PAYMENTS BETWEEN 12 AND 244 MONTHS.

Ex: 1983 $8,864 - $4,901 = $3,963

Step 5: ADJUST" HISTORICAL 12 MONTH LOSS PAYMENTS TO
1986 CLOSED CLAIMS RATIO LEVEL.

Ex: 1983 ($3,963 x .1829) + $4,901 = $5,626

*ASSUMES A LINEAR RELATIONSHIP BETWEEN LOSS
PAYMENTS AND CLOSED CLAIMS RATIOS.
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ExHiBIT 18

EZ INSuRANCE CoMPANY

ADJUSTED HISTORICAL 12 MONTH
LOSS PAYMENT EXPERIENCE

ADJUSTED ADJUSTED
12 MonTH 12 1o 24 MonTH
ACCIDENT PAYMENTS DEVELOPMENT

YEAR (000) FACTORS
1980 $3,880 1.544]1
1981 4,126 1.6168
1982 4,826 1.5626
1983 5,626 1.5755
1984 5,708 1.7989
1985 6,225 1.7947
1986 6,962

Ave 1.6488

WT Ave 1.72%37

4 Ave 1.6829

WT 4 Ave 1.7590

SELECTED

FacTor 1.7590

CUMULATIVE

SELECTED

FacTor 3.0742
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ExHiBIT 19

EZ INSURANCE COMPANY

1986 _PAID PROJECTIONS ADJUSTED
FOR CHANGES IN 12 MONTH
CLOSED CLAIMS RATIOS

1986 ACCIDENT YEAR CUMULATIVE PAYMENTS

AS OF 12 MONTHS $6,962
ADJUSTED SELECTED DEVELOPMENT FACTOR 3.0742
REVISED ULTIMATE LoSS ESTIMATE (000) $21,403
UNADJUSTED ULTIMATE L0SS ESTIMATE (000) $22,045
CHANGE IN ESTIMATE (000) $-642
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ExHIBIT 20

EZ INSurRANCE CoMPANY

ADJUSTED HISTORICAL 12 MONTH
LOSS PAYMENT EXPERIENCE

ADJUSTED ADJUSTED

AcCIDENT %fvﬂgg;g PERAUE$?S§TEOEEAIM
__Year _-Sgggz-__ AsS oF 12 MonTHs

1980 $3,880 $1,358

1981 4,126 1,429

1982 4,826 1,543

1983 5,626 1,858

1984 5,708 2,117

1985 6,225 2,250

1986 6,962 2,141

ExXPONENTIAL TREND

Raw 1.097
Base 1.125

R-SauArE 0.91
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ExHiBIT 21

EZ INsurance CoMPANY

1986 _AVERAGE VALUE PROJECTIONS
ADJUSTED FOR CHANGES IN 12 MONTH
CLOSED CLAIMS RATIOS

1986 ACCIDENT YEAR ADJUSTED ULTIMATE

COST PER CLAIM $7,304
ESTIMATED ULTIMATE CLAIM COUNT 3,252
REVISED ULTIMATE Loss ESTIMATE (000) $23,753
UNADJUSTED ULTIMATE LOSS ESTIMATE (000) $24,084
CHANGE IN ESTIMATE (000) $-331
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EZ Insurance ComPANY ExHiBIT 22
CASE QUTSTANDING LOSSES

AuTOMOBILE LIABILITY

Case ESTIMATED
OUuTSTANDING ULTIMATE CAse QUTSTANDING
ACCIDENT As OF 12 MoNTHS CLAIM Per ULTIMATE CLAIM

YEAR (000) Count AS OF 12 MonTHS
1980 $5,021 2,858 $1,757
1981 5,557 2,888 1,924
1982 6,328 3,127 2,024
1983 6,974 3,028 2,303
1984 7,635 2,696 2,832
1985 8,376 2,760 3,035
1986 9,599 3,252 2,952

ExpoNENTIAL TREND 1980-1985

Raw 1.122
R-SaquarE 0.96
FiTTep VALUE

1986 $3,388
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ExHiBIiT 23

EZ INsurRANCE CoMPANY

1986 INCURRED PROJECTIONS
ADJUSTED FOR CHANGES
IN CASE RESERVING DURING 1986

1986 ACCIDENT YEAR FITTED CASE OUTSTANDING
PER ULTIMATE CLAIM AS OF 12 MONTHS $3,388

ESTIMATED ULTIMATE CLAIM COUNT 3,252

1986 FITTED CASE OUTSTANDING LOSSES AS OF
12 monTHs (000) $11,018

CUMULATIVE PAYMENTS AS oF 12 MonTHs (000) $6,962

1986 FITTED REPORTED INCURRED AS OF

12 months (000) $17,980
SELECTED DEVELOPMENT FACTOR 1.2155
REVISED ULTIMATE Loss ESTIMATE (000) $21,855
UNADJUSTED ULTIMATE Loss ESTIMATE (000) $20,130
CHANGE IN ESTIMATE (000) +$1,725

199



ExHiBIT 24

EZ INsurance CoMPANY
PROJECTED ULTIMATE LOSSES

AuToMOBILE LIABILITY

1986 AccIDeENT YEAR

AVERAGE
PaIp INCURRED VALUE
PROJECTION PROJECTION PROJECTION
UNADJUSTED $22,0u5 $20,130 $24,084
ADJUSTED 21,403 21,855 23,753

NOTE: AMOUNTS IN THOUSANDS OF DOLLARS.
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EZ INsurance CoMPANY ExHiBIT 25
CUMULATIVE CLOSED CLAIMS

AutoMOBILE LIABILITY

MoNTHS OF DEVELOPMENT

ACCIDENT
YEAR 12 24 36 48 60 72 84
1980 658 2,250 2,585 2,687 2,745 2,802 2,824
1981 826 2,131 2,559 2,706 2,795 2,85
1982 782 2,308 2,738 2,957 3,049
1983 780 2,146 2,665 2,832
1984 917 1,980 2,368
1985 911 1,978
1986 1,106

DEVELOPMENT FACTORS

1380 3.4195  1.1489  1.0395  1.0216  1.0208  1.0079
1981 2.5799  1.2008  1.0574  1.0329 1.01/9

1982 2.9514  1.1863  1.0800  1.0311

1983 2.7513  1.2418  1.0627

1984 2.1592  1.1960

1385 2.1712

1986

TR Ave 2.6135  1.1944  1.0601  1.0311
IN Ave 2.6019  1.1940  1.0597 1.0285  1.0193  1.0079

Ave 2.6/21  1.1948  1.0599  1.0285  1.0194  1.0079
Wr Ave 2.3/8/  1.2072  1.0664  1.0309  1.0185  1.0079
b4 Ave 2.5083  1.2062  1.0599
Wr 4 Ave 2.2710 1.2086  1.0664

SELECTED
FacTtor 2.3787 1.2072 1.0664 1.0309 1.0194 1.0079 1.0120

CUMULATIVE

SELECTED
FACTOR 3.2826 1.3800 1.1431 1.0719 1.0398 1.0200 1.0120
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ExniBIT 26

EZ INsSurRANCE CoMPANY
ESTIMATED ULTIMATE EXPOSURE

AUTOMOBILE LIABILITY

ACCIDENT Rgtg?;ED thifﬂ ciﬁs$§§35
--Ifff-- DeveLoPMENT DEVELOPMENT __Egggz__
1980 2,858 2,858 100
1981 2,888 2,902 102
1982 3,127 3,170 98
1983 3,028 3,036 103
1984 2,696 2,707 105
1985 2,760 2,730 105
1986 3,252 3,631 105

NoTe: CAR YEARS ARE IN THOUSANDS.
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ExHiBIT 27

EZ INSURANCE CoOMPANY

ESTIMATED CLAIM FREQUENCY
PER 1,000 INSURED CAR YEARS

AUTOMOBILE LIABILITY

REPORTED CLoSED
CLAIM CLAIM
ACC IDENT ULTIMATE ULTIMATE
YEAR FreEQuUENCY FREQUENCY
1980 2.858 2.858
1981 2.831 2.845
1982 3.191 3.235
1983 2.940 2.948
1984 2.568 2.578
1985 2.629 2.600
181 { 33 {
1986 3.097 3.458
EXPONENTIAL TREND
Raw 0.996 1.006
R-Sauare 0.01 0.01
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ExHiBIT 28

EZ Insurance COMPANY

INCREMENTAL AVERAGE PAID LOSS
PER ULTIMATE CLAIM

AUTOMOBILE LIABILITY

REPORTED CLosED
CLAIM CLAIM
ACCIDENT Ave PaID Loss Ave PaIp Loss
YEAR 8 12 MoNTHS 3 12 MoNTHS
1980 1,176 1,176
1981 1,309 1,303
1982 1,347 1,350
1983 1,619 1,615
1984 2,117 2,108
1985 2,208 2,232
-31 { -141 {
1986 2,141 1,918
ExpoNeENTIAL TREND
Raw 1.125 1.113
R-SQuARE 0.91 0.83
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ExHiBIT 29

EZ INsurance CoMPANY
INCREMENTAL PURE PREMIUM TREND ANALYSIS

AuToMOBILE LIABILITY

PaiD Pure PREM

ACCIDENT geﬁzlngﬂlﬁg

..!Eff-- Car YEAR®
1980 $34
1981 37
1982 43
1983 43
1984 54
1985 58
1986 " { 66

*(Pa1p Loss @ 12 MonTHs)/(Insurep CAR YEARS)

EXPONENTIAL TREND

Raw 1.119
R-SquARE 0.97
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ExHiBIT 30

EZ INSURANCE CoMPANY
RATIO OF INCURRED LOSSES TO PAID LOSSES

AUTOMOBILE LIABILITY

MoNTHS oF DEVELOPMENT

ACCIDENT
YEAR 48 60 72 84
1980 1.2373 1.1516 1.0927 1.0546
1981 1.2159 1.1246 1.0706
1982 1.1928 1.1031
1983 1.1569
AVERAGE 1.2007 1.1264 1.0817 1.0546
Wr. AVERAGE 1.1782 1.1127 1.0750 1.0546
(1) SELECTED
RaTIO 1.1782 1.1127 1.0750 1.0546
-(2) CuMULATIVE
INCURRED
FacTor 1.0063 1.0025 1.0012 1.0000

(3) CUMULATIVE
Paip FacToRr
(1) x (2) 1.1856 1.1155 1.0763 1.0546

206



SELECTED
FacToR

ExHiBiT 31

EZ INsuRANCE COMPANY
MODELED PAID LOSS DEVELOPMENT TAIL FACTOR

DeveLoPMENT PERIOD

12 24 36 u8 60 72
T0 T0 T0 T0 10 T0
24 36 48 60 72 84

1.8118  1.2347  1.1340  1.0830 1.0536  1.0373

LEAST SauARES FIT EXPONENTIAL DEVELOPMENT FUNCTION:

FirTep
Factor

CUMULATIVE
FITTED
FacTor

=.048x
1+ .9/0e
X = START OF DEVELOPMENT PERIOD
84 96 108 120 132 144
TO TO TO TO TO TO
96 108 120 132 144 ULt

1.0167 1.0095  1.0052 1.0029 1.0016  1.0021

1.0385  1.0213 1.0118  1.0066 1.0037  1.0021
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EZ INSURANCE COMPANY

COMPARISON OF CUMULATIVE
PAID LOSS DEVELOPMENT FACTORS
USING THREE TAIL FACTOR ALTERNATIVES

OpTion #1
CONVERT TO
ACCIDENT INCURRED
YEAR AT 84 MoNTHS
1980 1.0546
1981 1.0939
1982 1.1525
1983 1.2482

NoTeE: OPTION #1 CORRESPONDS TO EXHIBIT 1 SELECTIONS.
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OpTION #2
CONVERT TO
INCURRED
AT U8 MoNTHS

1.0546

1.0763

1.1155

1.1856

ExHiBIT 32

OpTiON #3
MoDELED
LaTe Payout
PATTERN

1.0383

1.0770

1.1348

1.2289



AY 12
1980 $3,361
1981 3,780
1982 4,212
1983 4,901
1984 5,708
1985 6,093
1986 6,962
SELECTED
Factor 1.8118
1980 $ 8,382
1981 9,33/
1982 10,540
1983 11,875
1984 13,343
1985 14,469
1986 16,561
SELECTED
Factor 1.1618

EZ Insurance CoMpANY
SQUARING THE TRIANGLE

AuToMOBILE LIABILITY

CumuLATIVE PAID LosSES

$ 7,341

1.1340

CuMULATIVE INCURRED LOSSES

$ 8,259

60

$ 8,916
9,990

13,492
15,59
16,941
19,127

1.0536

$10,110
11,092
12,551
14,238

17,254
19,789

1.0108

$10,219
11,192
12,630

16,240
17,440
20,003

1.0038
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$10,268
11,235

14,468
16,301
17,507
20,079

1.0013

72

12,154
14,215
16,432
17,849
20,152

1.0373

ExHiBIT 33
84 ULT
| $10,292
10,900 11,495
12,607 13 295
14,745 15,550
17,045 17 975
18,515 19,525
20,904 22 045
1.0546 -
$10,292
11,264 11,264
12,757 12,757
14 504 14,504
16,342 16,342
17 551 17 551
20,130 20,130
1.0000 -



ACCIDENT
EAR

1980
1981
1982
1983
1984
1985
1986

TR Ave
IN Ave

Ave

WT Ave

4 Ave
Wt 4 Ave

SELECTED
FAcTOR

CUMULATIVE
SELECTED
FAcToR

EZ INsurRANCE CoMPANY
CUMULATIVE PAID ALAE

AUTOMOBILE LIABILITY

MoNTHS OF DEVELOPMENT

12 24 36 48
/1 166 286 416
83 189 313 458
93 213 361 523

103 226 394 581
108 245 437

128 280

132

DEVELOPMENT FACTORS

2.3380  1.7229  1.4545  1.2668
2.2771  1.6561  1.4633  1.2/51
2.2903  1.6948  1.4488  1.2562
2.1942  1.7434  1.4746

2.2685  1.7837

2.1875

2.2575  1.7204  1.4589  1.2668
2.2580  1.7191  1.4602  1.2660

2.2593  1.7202  1.4603  1.2661
2.2267  1.7470  1.4647  1.2624
2.2351  1.7195  1.4603
2.2161  1.7555  1.u4647

2.2267  1.7470  1.4647  1.2661

10.2290  4.5938  2.6295  1.7953

NoTe: ALAE AMOUNTS IN THOUSANDS OF DOLLARS.
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ExHIBIT 34
60 72 84
527 611 677
584 672

657

1.1594  1.1080
1.1507

1.1550  1.1080
1.1550  1.1080

1.1550  1.1080
1.1524  1.1080

1.1550  1.1080  1.1080

1.4180 1.2277  1.1080



EZ INSURANCE COMPANY
ESTIMATED ALAE RESERVES
DEVELOPMENT FACTOR METHOD

(1) (2) (3)

ACCIDENT ALAE PaID SELECTED ESTIMATED

_YEAR DT _FACTOR_ ULinaTe
1980 $ 677 1.1080 $ 750
1981 672 1.2277 825
1982 657 1.4180 932
1983 581 1.7953 1,043
1984 437 2.6295 1,149
1985 280 14.5938 1,286
1986 132 10.2290 1,350
TOTAL $3,436 $7,335

NoTES: 1. AMOUNTS IN THOUSANDS OF DOLLARS .
2. CoL. (3) = CoL. (1) x CoL. (2).
5. Cot. (4) = CoL. (3) - CoL. (1)-
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EZ INsurance CoMpANY ExHiBIT 36
RATIO OF CUMULATIVE PAID ALAE TO PAID LOSSES

AUTOMOBILE LIABILITY

MoNTHS oF DEVELOPMENT

ACCIDENT
YEAR 12 24 36 48 60 /2 84
1980 2.11 2.77 3.90 5.04 5.91 6.49 6.94
1981 2.20 2.83 3.84 4.98 5.85 6.40
1982 2.21 2.82 3.86 4.92 5.70
1983 2.10 2.55 3.59 4.66
1984 1.89 2.39 3.44
1985 2.10 2.51
1986 1.90

DeVELOPMENT FACTORS

1980 1.3117  1.4061 1.2929  1.1735 1.0988  1.0682
1981 1.2903  1.3546  1.2965  1.1749  1.0940

1982 1.2795  1.3668  1.2734  1.1585

1983 1.2132  1.4065  1.3005

1984 1.2611  1.4422

1985 1.1930

1986

TrR Ave 1.2609  1.3931  1.2947  1.1735  1.0964  1.0682
IN Ave 1.2567  1.3945  1.2907  1.1689  1.0964  1.0682

Ave 1.2581  1.3952  1.2908  1.1690  1.0964  1.0682
Wr Ave  1.2294  1.4124  1.2916  1.1643  1.0949  1.0682
4 Ave 1.2366  1.3925  1.2908
Wr 4 Ave 1.2190 1.4185  1.2916

SELECTED
FACTOR 1.2366 1.4185 1.2916 1.1690 1.0964 1.0682  1.0682

CUMULATIVE
SELECTED -
FAcTOR 3.3134 2.6795 1.8889 1.4625 1.2510 1.1411 1.0682
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EZ INSURANCE COMPANY ExuiBiT 37
ESTIMATED ALAE RESERVES
PROJECTED ULTIMATE METHOD

(1) (2) (3) (4) (5) (6) (7)
AcciDeNt CuRRENT  SELECTED  ULTIMATE ULTIMATE ULTIMATE  ALAE PAID UnPAID
YEAR RaTio FACTOR RATIO LossEs ALAE TO DATE

1980 6.94% 1-0682 7-41%2  $10,291 ¢ 763 $ 677 $ 86

1981 6-40 1.1411 7-30 11,421 833 672 161

1982 5.70 1.2510 7-12 13,148 937 657 280

1983 L.66 1.4625 6.82 15,200 1,037 581 456

1984 3.44 1.8889 6.50 17,214 1,119 437 682

1985 2.51 26795 6.72 18,706 1,256 280 976

1986 1.90 3.3134 6.28 22,086 1,387 132 1,255
TOTAL $7,332 $3,436 $3,896
NoTEes - Loss AND ALAE AMOUNTS IN THOUSANDS OF DOLLARS.

1
2. CoL. (3) = CoL. (1) x CoL. (2).
3. CoL. (4) 1S FROM RESULTS OF LOSS PROJECTIONS.
4. CoL. (5) = CoL. (3) x CoL. (U).
5. Cot. (7) = CoL. (5) - CoL. (6)-
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ACCIDENT
YEAR

1980
1981
1982
1983
1984
1985
1386

1980
1981
1982
1983
1984
1985
1986

1980
1981
1982
1983
1984
1985
1986

SELECTED

12

/1
83

103
108
128
132

=N =R NN N
e o o o o &

(O b=t OO =t NI N\ bt
OO

N

EZ INSurANCE CoMPANY

INCREMENTAL PAID LOSSES AND ALAE

AuTOMOBILE LIABILITY

24 36 48

INCREMENTAL PAID Losses

2,630 1,350 918
2,891 1,485 1,049
3,329 1,810 1,288
3,963 2,123 1,471
4,560 2,431

5,079

INCREMENTAL PAID ALAE

95 120 130
106 124 145
120 148 162
123 168 187
157 192
152

Rat1o oF ALAE To Losses

3.61 8.89 14.16
3.6/ 8.35 13.82
3.60 8.18 12.58
3.10 /.91 12.71
3.00 7.90
2.99

3 8 13

60

657
785
897

111
126
134

16.89
16.05
14.94

16

ExHiBiT 38

492
518

34
88

17.07
16.99

17

351

66

18.80

19



ACCIDENT YEAR INCREMENTAL PAID TO PAID METHOD

EZ INSURANCE COMPANY
ESTIMATED ALAE RESERVES

PercenT RaT10 OF
AcCIDENT OF ULTIMATE INCREMENTAL Paip ALAE 1o
YEAR @ Losses PaID Payout Paip Losses
12 MonTHS 32% 32% 27
24 MoNTHS 57 25 3
36 MoONTHS /1 14 8
48 MoNTHS 80 9 13
60 MoNTHS 87 / 16
72 MONTHS 9] 4 17
84 MONTHS 95 4 19
ULTIMATE 100 5 22
ACCIDENT UNPAID UnPAID
YEAR LossEs Ratio ALAE
1980 $ 532 22% $ 117
1981 914 21 189
1982 1,612 20 315
1983 2,742 18 502
1984 4,515 17 752
1985 /7,534 14 1,042
1986 15,124 10 1,490
TOTAL $4,407
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WEIGHTED

Paip ALAE
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SHELDON ROSENBERG: This session is designed to pick up from Intermediate
Techniques I without much overlap and we think we’ll accomplish that. We
hope to cover a lot of ground today. 1’11 review with you briefly some of
the issues we intend to address, and 1’11 try to set the stage as gquickly
as possible given the amount of material we intend to cover.

My name is Sheldon Rosenberg and 1 serve as Vice President and Actuary at
Continental Insurance Co. Joining me on my left is Nolan Asch and to my
far left 1is Aaron Halpert. Nolan is currently Vice President and Actuary
at SCOR Reinsurance Co. with responsibility for both loss reserving and
pricing. From 1973 through 1979 Nolan held a variety of actuarial
positions with €. G. Aetna now part of Cigna. From 1979 through 1982 he
was Pricing Officer for Security Insurance Group and from 1982 through 1984
he served as Vice President of Worldwide Casualty Underwriting for AFIA
Worldwide Insurance. That was prior to joining SCOR in 1984. Nolan is a
Fellow of the Casualty Actuarial Society and a member of the American
Academy of Actuaries. He holds a B.S. Degree from Columbia University and
a M.B.A. from Tulane.

Aaron Halpert, on my far left, is a Manager of the Casualty Actuarial
Consulting Group of Peat Marwick Mitchell & Co. In this capacity Aaron has
had extensive experience in evaluating 1loss reserves in support of
financial audits and in pre-acquisition evaluations. Prior to joining Peat
Marwick & Mitchell, Aaron was an Assistant Manager with the Insurance
Services Office. Aaron holds a B.S. Degree in Mathematics from Brooklyn
College and received his A.C.A.S5. designation from the Casualty Actuarial
Society in 1983, and is a member of the American Academy of Actuaries.

As I mentioned earlier we hope to cover a lot of ground. We have outlined
six issues with respect to loss reserving that we hope to address. Time
may not allow us to cover all of these issues, but we’ll hope by pacing the
session we will get through them all. The six issues in the order that we
intend to address them are as follows: 1) The need to segment and realign
data in setting loss reserves, 2) Testing loss reserve models against
actual results; 3) Fitting and interpolation techniques; 4) Tail factor
estimation techniques; 35) Earned but not reported premium estimation and;
6) Expected 1loss ratioc techniques. At your places you will find a copy of
the overheads that we plan to put up during the talks. They are labeled 1-
1, 1-2, etc. for the first issue, and then the second issue will begin with
2-1, etc. That should correspond to the six issues in the order that we
hope to address them. If 1 may I'm going to ask Nolan Asch to begin our
discussion with his thoughts on segmenting data.

NOLAN ASCH: Thank you Shelly. Good morning. I would 1like to begin the
section on segmenting and realigning data with a very simple loss reserving
situation. The situation relates to a firm that has always written the
same portfolio of business. It has always set its IBNR reserves using
traditional actuarial triangular loss development techniques. Slide 1-1
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shows the history for this firm. If only the real world were like this.
It is a very stable pattern with very stable resultant IBNR. Its total
premium volume is also stable throughout the exercise; I wanted to get a
little bit of a reaction. This is a perfect situation of a firm that never
has any variation in its loss development. The IBNR using triangular
techniques is almost transparent. That’s shown right down here in the IBNR
formula. You have a first to ultimate development factor of 3.0. Every
year starts out at 1. It doesn’t matter in this whether its thousands,
millions or billions of dollars that you’re talking about -- the scale is
going to be the same. The factors are perfect and we’re in a perfectly
stable world. We have required IBNR of 3.5 million, billion, thousand,
what ever you’d like. MWe’re also at calendar period December 1984.

On Slide 1-2 one more calendar year has passed. A year of the world has
gone on and we add more diagonal of entries into our database. We’re still
in a perfect world. Everything is perfect. After viewing this slide I°d
like you to think about it in a real world situation and what your opinion
is as to the proper IBNR at 12/31/85.

We then go to the next year of development on Slide 1-3. We have now gone
all the way through to the end of 1986. Now we’re up to today and I want
to draw your attention to a slight typographical error that was made here.
That 1.4 was really meant to be 1.3. We may go back to that later; it’s
not as trivial as it looks. Whether it’s 1.5 or 1.6, 1I’d like to see a
show of hands from all of our brave reserving actuaries or reserving
analysts as to how many people think the reserve should stay at 3.5 units
through 1985 and 1986.

Lo and behold I’ve fooled you. Now we’re going to look at Slide 1-4, which
shows that we do not really have one homogenous portfolio. We have a
portfolio made up of two different subsets. These two subsets might be
called short tailed business and long tailed business. I’m calling them
Subset A and Subset B. What I didn’t tell you up until this point is that
up until 1984 the company constantly wrote 50% Subset A business and 50%4
Subset B business. In 1985 and 1986 it changed its portfolioc to 100%
Subset A business; but the loss development hasn’t had time to reflect any
of that.  The portfolio has changed but the loss development hasn’t. That
little typographical error was the subject of a debate we were having when
putting together this presentation about whether we should say that that
development was really 1.5 or 1.6, If the development followed the new
portfolio pattern perfectly it would go to 1.6. That would be the only
hint that anyone doing the traditional retrospective —— 1’11 emphasize the
word retrospective again -- IBNR technique would have that anything was
changing at all. But on a prospective basis you see that vyou really have
Subset A business and Subset B business. We call it automobile and general
liability. This one is really a primary example and the loss development
factor of 3 and 2 you had before really was a result of a 50/50 averaging
of two different loss development factors. As is often said the whole is
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no more than the sum of its parts. Again, simple IBNR techniques. Now
that you know that you really have two portfolios and you know the changing
distribution of business.among them, the traditional method would give you
exactly the same IBNR result. The segregating data method which would
break up vyour portfolio into twe subsets, look at it, weight it by the
amount of either losses or exposures -~ 1 don’t want to say premiums that
are in these two subsets - results in a situation where in 12/85 you have a
28.5% higher IBNR reserve appropriately. And at the end of 1986 you have a
304 higher IBNR reserve, appropriately. I’ve mislead you intentionally.
Let’s look at another example on Slide 1-5 that shows a slightly different
version of the same story. We again have two subsets of data. Suppose one
of the subsets was extremely long-tail business. We can call this business
medical malpractice or products liability; we could call it reinsurance
just to keep it simple. The other subset we can call primary or basic
primary auto liability. Here’s a situation of a company with the same data
-- mathematically it would work out, and it has the same combined loss
development factors. In this cast the company has historically written 90%
of Subset D business and 10% of Subset C. Then they change in 1985 and
1986 to writing just 80% of Subset D business and 204 of Subset € - not a
major shift 1in the distribution of business. But given the variability in
the loss development factors (I’ve tricked this to work out nicely and
smooth); you get exactly the same indicated increases in the IBNR reserve.

The point I’m trying to clearly and strongly dramatize here is that i1t is
fine to do triangulations. In the basic techniques session you learned how
to set up loss development triangles and how to go through the exercise.
That’s all very good. But another thing I’m trying to make a point of very
strongly is that you need to go beyond that. In going beygnd that I’'m
talking about segmenting your database alang certain dimensions. By the
way, just to give you more of a shock, let’s look at this same example and
assume that the company didn’t go from 90% Subset D business to BO%4 or from
104 Subset C business to 20%. Let’s say it went suddenly from 10% Subset C
business to 100% Subset C business in 198S. Any brave souls care to
venture a guess as to what the IBNR reserves should be at year end 19837
Any voters for going from 4.5 to at least &7 77 87 97 107 117 If you’re
into calculations vyou’ll find that the IBNR reserve should be 12.35 millian
or billion. And if you run the calculations through 1986 the appropriate
IBNR should be $19.25 million or billion. The point I’m trying to get at
is that as a practical matter, we have some pretty interesting and extreme
cases. We have people suddenly shifting distributions of business,
suddenly writing something very different.

I will just give you ane real example of the recent past. Any lost reserve
analyst for one of the primary firms who rushed headlong into reinsurance
and E&S business in the late 1970’s and early 1980°’s would, I think as a
certainty, have uncovered some very disturbing trends had he or she taken
this approach of segmenting the data. I don’t want to name any particular
examples but there were some examples of people not realizing just how
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extreme their loss development had changed when they went into the
reinsurance or excess and surplus lines from a nice simple stable property
primary area. But to me it is a basic and simple dimension to loss reserve
analysis for firms of any size and operation. What I’m dramatizing here is
the importance to loss reserve specialists to look forward as well as
backward when establishing IBNR reserves. From a retrospective analysis
there is absolutely nothing wrong with the $3.5 million outcome of the
first example. My point was to show you how, even under ideal theoretical
conditions, you absolutely need to understand any changes in the nature of
your portfolio. Naturally the more sudden and massive the shift in your
portfolio, the more important such dichotomies become. Slide 1-5
illustrates that the greater the development pattern variance between the
subsets, the more important and sensitive your results are to even a minor
shift in the distribution of your portfolio. Up to now I have tried to
demonstrate to you to the value of segmenting your data instead of loocking
at your 1loss triangles for a whole portfolio or a whole line of business.
You might take something you thought was homogenous and break it down into
a finer detail to see if something is going on.

Let’s go from the theoretical to the practical. Slide 1-6 has what I would
call an axiom. "Always, always", in my opinion, search for subdivisions
related to possible causes for variable loss development. I’d also
underline the word causes. What we’re really after are causes. When
vou’re looking at loss development vyou’re looking at effects; you are
looking at the outcomes or the symptoms of the disease. You’re not really
identifying the cause of the disease. Let me make it clear right now that
I’m not advocating subdividing your data along all of the dimensions shown
on Slide 1-7 simultaneously. You can’t subdivide data in all sorts of
detail. The only constraints you have of course are your data processing
capabilities, your imagination and credibility constraints. Without those
3 things to worry about you could get data by policy if you had good enough
data processing capabilities and credibility constraints were done away
with. There are many, many different dimensions that you could analy:ze.
This is just a very, very, sketchy outline of some of the subdivisions that
one could deal with. What I’m trying to get you to do is to go back to
your company and think a little creatively. If you’re a personal auto
writer, and I think some of you do this, there may be one or two states
which represent maybe 10 or 15% of your country-wide volume. Instead of
looking at triangles of auto liability country-wide, the company writing a
great deal of auto would probably want to look at, if it’s a west coast
company, maybe California personal auto. If it’s an east coast company,
maybe New York experience. The point isy you have to go back and look in
dimensions that are appropriate for you, for your company.

Another possible dimension one could go along 1is production sources.
There’s a real differentiation 11 think, between loss development pattern
for the same business, whether it’s produced by MGA’s, agents, brokers, or
by direct writers. A number of you, especially the large companies, have
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very substantial portfolios in many of these distribution sources; you
might find something very interesting. Agains I’m not trying to
simultaneously subdivide data in 8 dimensions. But what I want to get you
thinking about is, know your company. Or if you don’t know your company, I
guess the real message of this little sermon is that vyou had best get to
know what’s going on inside your company outside of the loss reserve area.

Another area vyou might want to look at is by subline. 1 went all the way
to 2 before but 1’11 just name some of the ones that 1 think are more
interesting rather than give a long slide. For automobile, you might want
to look at non-standard auto versus standard auto. For General Liability,
you might want to think about your legal liability, composite rated risks,
municipalities, day care centers, sgpecial association programs, large
accounts or national accounts department. Your umbrella business, or
products liability. In Workers’ Compensation vyou might want to subdivide
by hazard group or by governing class. You might want to subdivide by
Jones Act or USL&H policies or Wet Casualty policies from other Workers’
Compensation policies, You might very much want to look at trucking as a
separate and unique area.

Another area that I want to digress to specifically concerns aggregate
limits policies. I’m going to give a little talk about that as an aside
just to take one dimension and think about what you might do. With the
implementation of the new IS0 CGL program, for some of you as a practical
matter coming along in 1987, both the claims made and occurrence forms of
this policy will transform to aggregate limits policies. That means that
some excess and umbrella policies related to these primaries might become
aggregate excess of loss contracts. Loss reserving for these situations
can be treacherous. By nature, one expects no losses at all until the
aggregate deductible 1is exhausted. This may take quite a long time
depending on the risk and the aggregate underlying policy limits. Once the
deductible is exhausted, the excess losses tend to mount rapidly within the
layer.

Let us imagine a risk that develops %! million a year in ultimate aggregate
losses each policy year over a 10-year period, at $100,000 per year. If
under the new CGL reinsurance becomes $500,000 aggregate excess of 500,000
aggregate, then there are no reinsurance losses for the first 3 years and
then $100,000 of reinsurance losses in years 6-10, generating a total limit
loss of $300,000. If the policy remains $500,000 excess of $300,000 per
occurrence - the traditional approach, no reinsurance losses would ever
develop. However, in the earlier said case the reinsurance loss
development would show nothing for 5 vyears. Without being aware of the
policy changes and appropriately segregating your data, the loss reserve
analyst would completely miss this emerging liability. That will encourage
S years of underpricing as well as underreserving the product. If it was a
$750,000 aggregate deductible, there would be 7.5 years of ignorance. The
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lower the attachment point the more important the impact of moving from a
per occurrence coverage to aggregate coverage.

The other major variable to worry about 1is the size of risk of the
exposures involved. If aggregate deductibles can be characterized as the
bad news for loss reserves, then aggregate limits may well be the good news
for loss reserves. Alsc, remember aggregate limits will now apply for the
new CGL for both primary insurers and reinsurers on both the claims made on
the occurrence forms. Once the aggregate limit is reached, then barring
legal expense, there’s no more potential for future losses. In the example
previously stated, the incurred loss pattern which you would see is on
Slide 1-8. Knowing the nature of the coverage, the IBNR for losses should
be zero after year 10 and should always be capped at a maximum of $300,000
for ultimate losses from inception. If these policies are not grouped and
analyzed separately, all sorts of overstatements and understatements are
possible. In the example here, to try and maybe clarify 1t a little
better; the primary company would not have a problem. But, the reinsurance
company would have S5 years of no losses. Then 5 years of losses like we
see on Slide 1-8. First they would underreserve if they didn’t understand
what was going on. Then they’d loock at this pattern and say "Oh my God,
we’ve got a problem” and set up in vyear 10 a nice IBNR reserve, when in
reality as aof year 10 they have no more possible future liability. You
would have underreserving vyears O through 35, overreserving somewhere
between year 6 and 10. And if you never adjusted after year 10 you would
always be overreserved because vyour triangles would always generate some
IBNR, when there really should be no IBNR after that.

I think what I’ve tried to uncover here is that it might be interesting to
subdivide your data and segregate it. You might want to talk to people
outside the reserving area, such as wunderwriterss pricing actuaries and
management. There’s always a dilemma though in segregating your data and
that is: how small can I allow my homogeneocus subsets of data to become
before they’re too small to be credible? That’s always the question. If
things get too small, you laose a lot of the credibility in the database. I
happen to confess a very strong bias on this point. Whereas some people
would simply not subdivide data beyond a certain point assuming no data
displayed is credible, I am usually relentless in subdividing data into the
smallest unique and homogenous subsets for analysis. Later on I reserve
the right to ignore what I see as being "not credible."” 1 try and make
certain that I look first.

There are several reasons why I have this bias. In my experience,
countless times a small subset of premiums in a portfolio ultimately
generate a very large percentage of lasses, and with a very different loss
development pattern than the rest of the portfolio. 1It’s the needle in the
haystack, but you’ve got to find the needle. Many times a small portfolio
will show a more stable, predictable and unique loss development pattern
year after year than a far larger portfolic. Early in my career I remember
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a portfolio of- auto business in one state whose premium always hovered
around $150,000. It was not credible by standard actuarial technigues.
Yet, vyear after year for decades it produced a 40% loss ratio with a
constant loss development pattern. Later 1learned the true cause: the
selection and professionalism of our local agent. If we aggregated 10
years of experience it would be deemed highly credible. However, we never
deemed it credible. In my experience this phenomenon is repeated time
after time over the years. When loss experience is bad, managements that
are not disciplined will shout "credibility” at their actuaries. When loss
experience is good they forget all about credibility issues. In my
judgment credibility is one of the most abused words that non actuarial
insurance executives use in debates with actuaries. It’s not a rigorous
response but 1 sometimes have retorted that the losses are perfectly
credible to the claimants who demand and receive payment.

There is logic behind stating that a handful of extremely large losses can
distort vyour database and results; this is the exclude large losses
argument. I say yes there are certainly times and places where you should
exclude large losses from your database. However, these losses should be
out of the ordinary order of magnitude, not predictable as to frequency,
and exceed normal policy limits. Often we find firms excluding losses
above X dollars as large losses where they write thousands of policies
every year for higher limits than X, suffer a goodly number of losses of
this size every year, and often can predict with some degree of accuracy
the number of claims and/or dollar amount of the loss in excess of the
threshold. People may be deceiving themselves by excluding these "large
losses from their IBNR formulae and treating them separately. The higher
formula IBNR cutcomes generated from keeping these large losses may not be
pleasant but they might be more accurate predictions of ultimate loss
depending on circumstances,

SHELDON ROSENBERG: Fortunately we have a little more time left to go to
the next 5 issues. We rehearsed this,; too. The second issue we intend to
address is testing our models against the actual results.

NOLAN ASCH: Topic 2 - Testing your model against actual results. Feedback
is a necessary element of any information system. Once you’re finished
with your reserve analysis and your IBNR reserves are established, how can
you test vyour methods and/or decisions to see if your methodology and/or
result was sound. In many lines of insurance it may be many years before
all estimates; or even the majority in dollar terms, translate into final
closed paid claims. In my opinion, you must seek IBNR tests that aveid
circular reasoning. I first became aware of the problem in late 1985.

Suppose Firm A decides to establish the appropriate IBNR reserve and
increases their reserve dramatically. Firm B, facing the same liability
estimating problems decides not to. It’s not that uncommon a decision.
Using the loss reserve test of the NAIC (IRIS), Schedule 0 and P of the
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annual statement, the SEC test on 10K, or any other standard test. Firm A,
the one that put up the proper reserves would test out to have less
adequate loss reserves than Firm B, simply because they decided to increase
their loss reserves appropriatel in 1985, all other things being equal.
In this plausible case, in my opinion, precisely the opposite conclusion
should be drawn.

The test I’m going to illustrate here does not use IBNR to test IBNR. It
is not overly difficult to establish. It can be used on either an accident
year, policy year, or underwriting year basis - I’ve used underwriting year
here. You can perform it on any appropriate subset of the data you choose.
(Here I happen to choose one firm’s actual facultative casualty reinsurance
portfolio.) It can be used both retrospectively and prospectively. The
data can be adjusted by the user in any way he sees fit for large losses,
unusual years, industry cycles, inflation, frequency trend,; or any other
variable. The simple premise is that any loss prediction method must
predict paid and case outstanding losses and the pattern at which they
emerge. This technique merely compares theoretically predicted losses,
excluding IBNR reserves, to actual historical losses excluding IBNR
reserves retrospectively, and makes detailed predictions of future years
incurred losses. Both this history and later future predictions can be
compared to actual outcomes to test either intuitively or scientifically
the method’s outcome. Is it consistently too high or too low? Is its
accuracy variable over the years. 1Is one year out of tune with all others?

If say, why? Is it unbiased? A number of techniques, including the
standard triangular loss development techniques, easily fit into this
model ., You have predictions of ultimate losses for each year and a chosen

detailed pattern of loss development. All you need to do is compare these
quantities to the actual historical losses excluding IBNR retrospectively.
The future forecasts are sometimes frightening but they bring you face to
face with exactly what vyou must accomplish to have an ultimately accurate
calendar year IBNR reserve.

Slide 2.1 is an example using some live data. We start out with the
cumulative inception to date incurred losses at 12/85 by underwriting year
for a reinsurance firm’s facultative casualty portfolic. These losses are
excluding IBNR. It 1isn’t written there but you should underline that
thought - there’s no IBNR in here. These losses are paid plus case
reserves. Slide 2 shaws the ultimate factors used to establish the firm’s
actual December 1985 IBNR reserve. The column labeled inverse percentage
is the inverse of the cumulative 1loss development factor. If the second
cumulative to ultimate factor is 2, f{(and 1it’s almost exactly 2 - it’s
1.9733), then we’re saying that the inverse, or 50% of the ultimate losses
for any underwriting year are expected to materialize after 2 vyears have
elapsed. Also, make note for future reference as we are going to go
through a number of related slides here: Column 3 is the cumulative inverse
percentage; the last column is the incremental. That’s the percentage that
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shows up in the first year of development, the second, the third, the
fourths; the fifth, etc.)

Slide 2-3 combines the incurred losses for each year with the IBNR. UWhen I
say IBNR here, I mean the ultimate IBNR using our actual losses and thase
actual loss development factors we just had in the last slide. We then
take the case incurred losses to date, plus the IBNR, and we have ultimate
IBNR, and we have vyour ultimate estimated losses.

Slide 2-4 goes one step further and compares the ultimate losses from Slide
2-3 with the premium. I didn’t get 1into a concept which will be talked
about by Aaron later: Column 2 should be ultimate premium. In a
reinsurance company that’s a big distinction. The ultimate premium is used
to generate what’s called an ultimate loss ratioc. Very important, these
ultimate loss ratios are derived from the formula. They are not derived
from judgment, nor from assumption, nor are they forced. A company looking
at these ultimate loss ratios would be very satisfied with their
facultative casualty reinsurance operation for 1980 and prior. They did
fantastically well.

Slide 2-5 shows one of the first predictions we make. At the time, it was
a prediction of the actual losses excluding IBNR for the 1984 underwriting
year as of year end 1985. The prediction, very simply, is the ultimate
1984 underwriting year losses times the percentage that your model says
will have emerged after two years, which is about a 1/2. We have predicted
that the 1984 underwriting vyear case incurred as of 12/83 from this model
would be 11,5353,712. You now can compare the actual historical losses to
your models prediction. Looking back at Slide 2-1 shows the actual
emergence was $46,067,682. The model that developed that IBNR predicted $11
milliagn.

Slides 2.6 compares the actual calendar year and case incurred losses with
the model’s predictions Has the model been consistently biased? Is it
always too high or always toc low? The difference does show up. The
theoretical predictions have been running higher than the actual emergence,
which makes me happy. You see, not uncommonly, one of the biggest
variances, as usually is the case, 1is in the most recent year. This is
always the most difficult year to predict no matter what method you try to
attack it with.

Slide 2-7 gives the exact same type of comparison. This time we’re
comparing theoretical underwriting year inception to date case incurred
losses to actual case incurred losses. The grand totals are exactly the
same because the portfolio is exactly the same. The theoretical result is
the same. Now you can see some variances in the way things are happening
by underwriting vyear. Note that in no case is the theoretical result less
than the actual except in 1985, which is really a straw man. You have a
nice consistent pattern of the actual historical losses being less than
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your theoretical models prediction. So far we’ve only loocked backwards} I
like to 1look forward. I’'m kind of biased that way — 1 like to look
forward. But can we loock forward? Can we use this model to make advance
predictions of future calendar vyears emergence of losses? The answer is
yes.

Slide 2-8 gives you a very simple example of how that can go. On Slide 2-
2 we saw incremental expected loss development of 12.62% of ultimate in the
third year. If the loss development pattern of the model is correct and
the 1984 vyear ultimate losses will be 22,797,380 (which is what your model
has predicted), and the IBNR based on these factors is correct, then the
model clearly predicts exactly 2,877,029 in incremental case incurred
losses excluding IBNR during the 1986 calendar vyear for the 1984
underwriting vyear. The same exercise for every underwriting year can
generate predictions for the 1986 calendar year or any future calendar year
through the year 2,000 or as far as you want to go, in its totality.

The next part of our discussion is going to concern interpreting and
analyzing the results of the model. We have seen actual inception to date
losses of 93,490,000 and theoretical losses aof 107,932,000. The numerical
difference is not significant. What is significant 1is the percentage
difference. We are saying that if we had used the model’s loss development
factors to calculate IBNR, then the actual 1loss history of the company
would have generated an indication of a possible redundancy of 15.4%4.
Either that’s correct or there is another explanation which is possible-
the actual emergence is going slower than your model says.

Let’s look at Slide 2-10. In both cases suppose the actual first year
losses are 1. The second to ultimate factor of 2 that I’ve used throughout
here is sound, generating a prediction that 50%4 of the ultimate losses are
apparent after 2 years. I have two different approaches 1 could take to
set the first to ultimate factor (which is always the toughest part._ In
case 1, I use a first to ultimate factor of 10. In Case 2, 1 wuse a first
to ultimate factor of 3. Obviously in Case 1, I’m being far more
conservative. Given the situation with actual losses of 1, a loss
development of 10 or 3, ultimate predicted losses of 10 and 3 for the two
cases and the resultant, the inverse factor, then I am predicting incurred
losses for the first vyear of $1.00 under both models. Obviously this is
not an ideal situation.

We go to Slide 2-11 and we see the situation resolving itself. After 2
years we now have actual losses of 2. We have a consensus loss development
factor of 2 that we’re very happy with. The predicted ultimate losses of
both models now converge as they should to around 4. Now you’re getting
the situation that vyou would hope to get. Case 1 1is looking too
conservative and Case 2 is locking too liberal.
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Slide 2-12 1illustrates this point a different way. The second year actual
incremental losses are $1.00. The second year cumulative inverse factor is
30%. The incremental factor given this model now is forced, because we
used 1/10th in Case | and 1/3 in Case 2. Now the weakness of the test in
year 1 1is disappearing because the models have to start facing reality as
they always do in this system. The second year incremental is 40% and
predicts incremental 2nd year losses of $4. Case 2 1is predicting
incremental losses of $0.50. Here, once again you’re seeing that it turns
out that the Case 1 situation is toc conservative and the Case 2 situation
is too liberal. Will the model quickly respond to appropriately to
emergency and large IBNR inadequacies?

Let’s go to Slide 2-13. What if the 2nd year losses had emerged as $4.00
instead of $2.007 Obviously we’re having much more loss development .here.
While Case 1| was too conservative before, we are now dealing with a tougher
loss development situation. The actual losses didn’t come out the way we
just said they did - they came out much worse. It looks as if the Case 1
situation was actually appropriate; it’s right on target. Case 2 however,
turns ocut to be 1/8th of its apparent proper value for the 2nd year of loss
development.

Let’s go to Slide 2-14 and really scare some people. What if the actual
losses turned out to be 87 This is a situation of loss development bad
enough to make even the first model look too liberal. It can’t happen.
The indication here 1is that even Case 1 is testing out only as 1/2
adequate based on year 2 emergence while Case 2 is testing out as 1/16th
adequate based on year 2 emergence. Here I want to really caution everyone

against overreacting to the results of these tests. They can be very
shocking, especially if vyou’re looking at one calendar year or one
underwriting year only. We’re looking at 1 years data and emergence. If

for many calendar years, for many underwriting years, repeatedly over time
these models persist repeatedly in one direction, then I think a bias in
your model is being indicated.

I will now summarize what I call the Golden Rule in using this particular
type of test. The greater the percentage by which vyour theoretical models
predicted case incurred loss consistently exceeds the actual observed loss
over a credible time period, the greater your model’s indicated reserve
redundancy. Conversely, the greater the percentage by which your actual
losses historically exceed vyour theoretical model’s predicted losses
consistently over a credible time period, the greater the indicated
inadequacy of your madel’s reserve values.

There is a stated caveat surrounding any use of this model in the first
year of loss development. I wouldn’t place a great deal of confidence in
what I see in the first year and wouldn’t react to it. The slides bring
inte focus concretely how this method can be applied to real world
situations. Here I can trace how my historical losses by underwriting year
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ar by calendar year, compare to my chosen model. 1 also can compare past
calendar year losses to the models thecretical predictions. Most I can
compare the entire inception to date losses for the portfolio to my model’s
predictions. Also, I can predict a prior future years incurred losses and
test them versus actual, and we can do this in real time. For example, we
can do this in 1986 when you have to set the 1986 reserve, to test your
formula for the 1986 reserve.

1’ve often compared setting accurate ultimate IBNR reserves for long tail
business to successfully launching a rocket to the moon. This technique
allows midflight corrections that are essential. You are never going to
accurately predict the losses for reinsurance that will be out there in 25
years. What this model will allow you +to do is look at your actual
emergence, compare it to the model vyou are using for the IBNR and say,
should we make a correction up or down? Where are we missing it? What’s
going awry? It also will highlight systematic or unsystematic
discrepancies between your model and the real world result you’re trying to
predict. Also, this IBNR model is going to be objective, and you should be
able to ask yourself for any IBNR model, how am I going to test this model
against something tangible without any circular reasoning. If you have no
answer to that question, I submit your IBNR reserving system has no
effective feedback, monitoring or self correction system. That would be a
significant flaw or drawback to me in any IBNR system.

SHELDON ROSENBERG: Okay, thank you Nolan. I’m going to give you a chance
to rest a little bit and turn the microphone over to Aaron to discuss
fitting and interpolation techniques to treat intermediate data points when
your historical data is annual.

AARON HALPERT: Thank you Shelly. As Shelly has mentioned the next topic
on our agenda 1is Tfitting and interpolation techniques. In the basic
session you have learned how development factors are calculated and applied
in the general loss development scheme. Usually these factors are
calculated and applied to experience evaluated at year end. Yet the loss
reserve analyst will often be called upon to evaluate his or her company’s
loss reseérves at interim points, such as, at the end of the 2nd quarter.
How is this situation handled?

One way to evaluate reserves as of June 30th, is to reconstruct your
database so that evaluations of each exposure period, (whether it be report
year or accident year) end on June 30th. In other words you would have a 6
month evaluation, an 18 month evaluation and so on. Often though, such a
reconstruction of the data will not be readily available. Perhaps the only
additional data available beyond the year end experience 1is the current
June 30th evaluation of incurred losses for each accident year. In this
situation, interpolation techniques are very useful.
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As an example of this technique, consider the development factors on Slide
3-1. The loss development factors in Column No. 2 were calculated from
Workers’ Compensation, accident year experience compiled by the Reinsurance
Association of America. To facilitate curve fitting these cumulative loss
development factors have been converted in Column 3 to the implied percent
reported by inverting each factor. These figures 1indicate that for
example, at the end of 12 months, approximately 15% of an accident year’s
ultimate losses have been reported. We can plot the percent reported at
each evaluation, as indicated by the squares on Slide 3-2. The X axis here
is the maturity level and the Y axis tracks the percent of ultimate loss
reported at each of the maturity levels. The percent reported figures on
Slide 3-1 were fitted to a logarithmic curve to vyield the smooth
progression on Slide 3-3.

On Slide 3-3 the development factors in Column 2 are the original factorsj;
Column 3 1is the actual percent reported. Column 4 represents the smoothed
version using the logarithmic curve. The equation for that curve, by the
way, is at the bottom of the slide. It should be noted that for evaluation
points prior to 12 months, when some of the losses have not vyet been
incurred, this curve would not be appropriate. This curve serves only as a
technique to interpolate between given points. If we can go to Slide 3-4
we see the regression statistics. For those of you familiar with these
regression statistics, you can see the fit is quite good.

This smoothed curve now allows us to interpolate between year end points.
For example,; Slide 3-3 shows that at 18 months the curve indicates that
approximately 21.3% of ultimate losses have been reported. Stated in terms
of development factors, this implies a cumulative loss development factor
of 4.6019. Note that up to this point we have used nothing more than the
year end data. Specifically we haven’t used the June 30th evaluation--
the most recent evaluation at all. What can we do with the additional six
months of experience?

Consider Slide 3.5. The losses other than those appearing on the last
diagonal are the RAA experience that we talked about earlier. The last
diagonal represents a hypothetical additional six months of experience
through June 30th. We are now in a position to compare the expected
development which 1is derived from the smoothed curve with the actual six
month development. When this comparison indicates a significant variance
similar to the issue that Nolan had raised a minute ago, then additional
analysis would be necessary. Slide 3-6 shows that in the example we drew
up, the comparison yields favorable results. In other words, the actual
development tracks closely with what would have been expected by using the
curve fitted to year end experience. The expected development factors are
therefore modified only slightly, yielding the revised development factors
in Column 7. These factors can now be used and applied to determine the
indicated reserves as of June 30th. In other words, these cumulative
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development factors can now be applied to the incurred losses for each
accident year as of June 30th.

To summarize, we have used existing development information derived solely
from year end experience to evaluate reserves at an interim period. 1
should point out that as part of the year end analysis we have to select an
appropriate tail factor, i.e., a factor to estimate development beyand the
most mature experience available. How this is done is the subject of our

next discussion, Let me preview that discussion by noting that the
smoothed curve we have selected here to interpolate was only one of many
possibilities. After we stop for a few moments for some questions on the

topics we already presented, we’ll discuss some  of these other
possibilities.

SHELDON ROSENBERG: We’re going to return in just a moment to our fourth
issue tail factor estimation. Does anybody want to raise any questions
from the first three issues addressed?

QUESTION: My name is John Burvelle., I'm from Tillinghast in Bermuda. I would like to
ask a question of Nolan. You were talking about reserving in cases where you have
aggregate limits. Do you collect ceding company information on reinsurance coverage
of aggregate limits in order to reserve for them?

NOLAN ASCH: The examples are all facultative. Facultative yes, treaty no.

JOHN BURVELLE: So you go to the ceding company and insist on tying your information
to aggregate limits in order to assess your ultimate liability?

NOLAN ASCH: When we have facultative, of course; it’s a one-on-one off
transaction. MWe know precisely what sort of coverage we’re offering. In a
facultative submission it’s very clear, each and every submission, we’re
blessed with some real good data processing, I think. We’ve got a little
check mark -- aggregate limits, vyes/no. When someone says it’s an
aggregate limit situation and somecne says claims made; we go claims made,
yes/no. And again, we’re prepared to develop databases aleng those
dimensions. Another thing that’s important even in the treaty side. We
have written a number of treaties. Very few when compared to many other
reinsurers. But we have written a number of treaties with aggregate
deductibles. In some cases those treaties are extremely large and stand
alone. I don’t need a database. 1 know treaty "X" where we might have
millions of dollars in premiums and millions of dollars of ultimate losses

is an aggregate treaty, excess of an aggregate deductible. In some cases
these treaties come with warranties. There will be noc claims presented for
2 years, or 4 years, or B years. I 1look at it contractually 1in certain

treaties. I think the industry has a number of treaties out there that are
verys very large. Tens of millions of dollars per treaty where you can
analyze it that way.
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JOHN BURVELLE: You mention about excluding large losses. I wonder if you might just
expound on that a little bit. How would you determine the size of the large losses to be
excluded from development patterns? And how do you handle these losses and potential

development?

NCOLAN ASCH: In my opinion I think that it is done far toc frequently. The
way I would decide would be, let’s take a million dollars as an example.
If you’re a company that’s excluding all losses over a million dollars,
severity is large. How many policies have you written year after year for
a million dollars limits or higher? If the answer is none then you’re
right in taking ocut those million dollar losses. The answer if you write
thousands of policies every year for a million dollars of losses, is that I
don’t know that it’s really so unusual to have a million dollar loss. 1’11
go further. You should alsc say: how many claims have I had each and every
year for a million dollars or more. If you have dozens of these large
claims, (and some of the giant companies do have dozens of claims for a
million dollars every year), then the frequency of those claims is fairly
well behaved. 1 think in many cases companies can predict the occurrence
of those claims but because of their magnitude they may still be considered
unusual. I guess that would be my response. MWhat to do with large losses
once you take them out was your other guestion. 1I°d say it’s a wide open
field. My favorite approach to that is take those dollars of large losses,
let’s say in excess of a million, and try to get as large a history or as
large a database as you can, like the 1last 10 years of the company. I
would then trend and develop those 2 milliony, 3 million, 4 million losses
as if you were rating a policy, come up with how many dollars of excess
losses over a million you’ve had on average over 10 years, and compare that
to something like premiums or policies or some exposure base. Suppose on
average my excess losses have been about 2% of the premium every year for
the last 8 years. Then I would see an IBNR of 2% of premium as appropriate
for that sort of thing.

SHELDON ROSENBERG: We can return at the end of the second group of issues
and take questions on all six. Don’t feel constrained that you have to ask
your guestion now. I’m going to move on to the fourth issue we hope to
address, a natural follow-up to interpolation techniques which is tail
factor estimation. I¥ Aaron will lead that off.

AARON HALPERT: So far we have discussed how curve fitting techniques allow
us to interpolate between development factors so we can evaluate reserves

at mid-term. The curve fitting techniques are also very useful to
extrapolate from available loss development experience. For example; how
does one calculate a tail factor - a factor to develop losses beyond the

point after which no historical experience for the company is available?
The logarithmic curves we discussed earlier are not readily available or
applicable in this situation. Remember that in the prior discussion we
already had a projection of what the tail factor should be by assuming we
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knew what percent of ultimate losses would be reported as of 84 months.
We’re now 1in a situation where perhaps the only data you have is up to 96
months and we’re not sure what the development will be beyond 96 months.
To pursue this a 1little further let’s turn to the RAA data that we spoke
about earlier.

Suppose that the available development information allows us to calculate
development factors for 12-24 months, from 24-36 months, etc. up to the 96
month periocd. These factors are illustrated on Slide 4-1. Assume for the
moment that we have no development experience beyond the 96 months, and we
wish to estimate a 96 to ultimate development factor. In a recent paper
published in the proceedings of the CAS, Richard Sherman introduces the

concept of an inverse power curve of the form "1 + at -b". In Slide 4-2
"LDF” represents the 1link ratio necessary to develop losses from time
period "t" to time period "t + 1{". The parameters "A" and "B" are

coefficients that are estimated in the regression analysis. One of the
reasons that the inverse power curve is selected as a usable curve is that
it possesses a characteristic which 1is essential to obtaining close
approximations to actual loss development factors., €onsider on Slide 4-3
what happens when we divide the excess portion of a link ratio by the
excess portion of the preceding link ratio. (By the excess portion I mean,
in other words, if the link ratio is 1.2, I’m talking about the .2). This
is commonly referred to as a "decay ratic." Normally this decay ratio will
approach unity as the time interval increases. Loss development data often
possesses this characteristic.

On Slide 4-4, the inverse power curve was fTitted to the RAA factors
discussed earlier. In particular, this curve was fitted to the @nd, 3rd,
4th, Sth and 6th factors in the column marked "actual."” These were the
points that were used in the fitting. Note that the 12-24 point was not
included in the fitting process. While I went through several iterations
to come up with the best curve, normally one finds that the earlier
development is unlike the pattern one sees in the tail. Generally you
would find a better curve fitting, and the regression statistics would be
somewhat better by not using the first, or the first and the second points
in trying to extrapolate to a tail factor. As you can see the fitted
factors indicate that development will continue to be positive even beyond
420 months or 35 years. That’s indicated by the .50 of 1% development in
the later time period.

If we now accumulate the factors, because remember all the 1link ratios are
one vyear development factors, then the true strength of this curve is
illustrated by observing the similarity on Slide 4-5 between the fitted and
the actual tail. Remember that we used no RAA experience beyond 96 months
to fit the data. But now if we take a look at what the 96 to ultimate
factor is based on the actual experience (the RAA experience, by the way,
is probably one of the sole sources of having experience that goes so far
beyond the normal tail period), we see that the curve in fact predicts a
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tail that’s quite consistent with the actual tail from the RAA experience.
While the RAA data provides the medium to test the goodness of the fit. 1In
most cases faced by actuaries or reserve analysts, development data beyond
5 or commonly at most 10 years will generally not be available. However,
as we have seen, regression analysis can be used to estimate the tail even
when only limited data is available.

SHELDON ROSENBERG: The fifth topic we would 1like to talk about is
development of a different kind. Here we’re going to discuss development
of premiums rather than development of losses. Again, Aarcn is going to
lead off the discussion.

AARON HALPERT: Consider the next slide 5.1. While this may appear to look
very much like a loss triangle, as the title implies, the figures are
actually premiums. Yet, as you can see, premiums for this company appear
to develop over time in much the same way as losses develop. In fact, if
we take a look at Slide 5-2 you see rather stable premium development
patterns going all the way out to 60-72 months. This type of development
pattern is particularly common for reinsurers for two reasons. First,
there are significant accounting lags between the time the premium is first
written by the ceding company and the time the premium 1is reported to the
reinsurer. Secondly, reinsurance statistics are normally maintained on an
underwriting year basis. Premiums for underwriting year 1985 for example,
would include all premiums related to treaties incepting during 198S.

Consider a treaty that 1is incepted on December t, 1985. The seeded
premiums that will ultimately be tied to that treaty may not even have been
written by the ceding company at year end 1985. Reinsurers handle the
accounting for these unreported premiums in many ways. Some reinsurers
will only book as written premiums those premiums that have actually been
reported by the ceding companies as of the statement date. Others will
accrue for unreported premiums in the same manner that they accrue
unreported losses. This accrual is estimated using projection techniques
and now get to the techniques used to project ultimate losses.

As you can see on Slide 5-3 the projection indicates that ultimately
approximately $2.4 million in premiums will be written by the insurer for
underwriting year 19853, but only $918,000 have been reported by the ceding
companies to date. Note that only 454 of the ultimate premiums for
underwriting year 1983 have been earned at year end. There are two issues
here. O0One is the projection of what the ultimate written premium will be.
The second is what percent of that ultimate written has actually been
garned at year end 1985. This percentage, the 454 will vary depending on
the distribution of inception dates for a particular company’s treaties.

Why do we have to talk about premium accounting? The choice of premium
accounting will have a direct bearing on the company’s loss reserves. What
do I mean by that? Well consider the loss triangle associated with the
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premium triangle we just talked about. The 1losses are on Slide 5.4, and
the associated factors are on Slide 3.5. There are no strange things going
on here, This is a normal loss projection process. In fact, if we take a
look at Slide 5-6, we see that the projection of ultimate losses for
underwriting year 1983, for example, totals to $1,498,000. The issue we
have ta face here,; however, is that a portion of this $1.5 million of loss
is associated with premiums that have not yet been written, or perhaps not
yet been reported to the reinsurer as of year end 1985. Therefore, if the
company has decided not to book any of this projected premium, then it
follows that the losses that are associated with this premium should also
not be reflected in the company’s loss reserves.

How do we handle the experience to decompose the pieces into what should or
should not be reflected in the company’s loss reserves? An approach that
can be used to properly match the premium and losses would be to estimate
the anticipated loss ratiec on an ultimate basis when all the losses have
been incurred and all the premiums have been collected. In our example,
the projected ultimate 1985 1leoss ratio is 62.7%4. Remember that the
denominator in this case, $2.4 million is a projection at 12/31/85 of the
ultimate premium that will be earned. This loss ratio could then be
applied to reported earned premiums of $918,000, resulting in an ultimate
loss figure of approximately $370,000. The IBNR reserve in this case would
then be the $576,000 less the amount reported to date of $40,000, giving an
IBNR reserve of $536,000. The point I’m trying to make is that the company
only books $918,000 in premiums; it would be inappropriate to reflect the
full $1.5 million of 1losses in its loss reserve. Alternatively, if the
company chooses ta book an estimate of the unreported premium as earned
premiums then the ultimate loss ratioc we discussed earlier would be applied
to the total booked premium to derive the loss reserves. Clearly, if the
company is anticipating a combined ratio of less than 100% on the latest
underwriting year,; the net effect of booking both the premiums and the
losses is to increase the company’s underwriting profit. As the
reinsurance industry has been experiencing an improvement in their
underwriting results, this practice of booking anticipated unreported
premium has become more prevalent and therefore, one must be tuned into
this when reviewing the loss reserves.

SHELDON ROSENBERG: The final issue we hope to address is a discussion of
expected loss ratio technigques; and I think it will be from a somewhat
critical point of view. We’ll start with Nolan on that.

NOLAN ASCH: Thank you Shelly. VYes, I titled this My problem with expected
loss ratioc IBNR methods. I’ve got two big problems with expected loss
ratio IBNR methods. Aand before I continue let me modify it a bit by
inter jecting something. In the first year of loss reserve estimation,
particularly Tfor an excess of loss reinsurer, one faces probably an
impossible dream to try and correctly predict IBNR on an ultimate basis.
The use of the expected loss ratio techniques there, in my opinion, is
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probably as good as any other method. Not that the technique is good, but
because there is no better method available.

1 guess the thrust of my discussion is to say that except for that
situation, I have problems with expected loss ratio IBNR methods. My first
problem is that they’re only as accurate as the assumed predicted loss
ratio. My second problem, which is a little less obvious but 1 think may
be even more critical, 1is that in my opinion these formulas tend to move
the IBNR in the wrong direction. What I mean by that 1is in the case of
worsening loss experience the IBNR in the early stages of development will
tend to go down when it should go up. Whereas; in the case of improving
loss experience, the IBNR goes up when it should go down.

Let us invent a portfolio with only two subsets; A and B. They are of
equal size premium and ultimate losses. They ultimately have exactly the
same loss development pattern. In the early years of development, first
year only, you agree to set an IBNR reserve equal to 1004 of premium minus
inception to date case incurred losses; you’re using an expected loss ratio
of 100. Slide 6-1 shows Subset A experience. Here you can see 1it’s the
same situation as I had in my earlier discussion —— 1, 1.5 and 3. A nice
stable development pattern, everything going the same -- premiums the same
size. For year 4, which is the year you’re reserving for by your expected
loss ratio technique, you only see incurred losses of 0.5. Your IBNR based
upon your expected loss ratio technique is premiums times expected loss
ratio (which I made 1.0 to make it simple) minus the actual incurred
losses. Since the actual incurred losses were only 0.5, you have IBNR of
2.5. However, the hindsight IBNR making, the assumption (perhaps a bhig
one) that the first to wultimate 1loss development factor of 3.0 is
appropriate, probably should be 1.

Now let’s go on to the Slide 6-2 which talks about Subset B. Subset B is
just like Subset A except Subset B happens to have more losses starting out
in the beginning of year 4. The simple expected loss ratio IBNR of 1.5.
The hindsight IBNR if the loss development pattern proves itself out (and
we spent the whole first section saying that vyou should not necessarily

believe that - but let us assume that you’re doing your homework and you
know what’s in your portfolio and what’s not, what has changed over the
years and what hasn’t - this time everything is stable), would be 3. On

Slide 6-3 and we summarize what we’ve done so far. I’ve made it work out
that the IBNR whether by formula or in hindsight are equal. Even though B
hindsight techniques subsets A and B are 1inappropriately reserved, the
total portfolic +turns out to be appropriately reserved. It didn’t have to
work out this way, but I made this case work out this way. Even in this
case; I think there’s been some harm done. The harm that’s been done is
that you’ve misrepresented or misestimated the profitability of GSubset A
versus Subset B. You’ve probably given the wrong signal completely. The
profitability of Subset A, Line A, Branch A, Production Source A, Manager
A, Subcompany A -- anything that vyou want to call 1t 1is greatly
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underestimated while that of Subset B is greatly overestimated. The firm
under this scenario might be encouraged to grow in Subset B, and shrink in
Subset A when exactly the opposite course may be the clear rational
strategy.

Let’s go on to Slide 6-4 and imagine the same sort of situation; actual
accounts or portfolioc of equal premium volume. In this case we assume
Subset B has initial losses of 2.5 instead of 1.5. The formula IBNR would
be 0.5. Now we have the real extreme case that I worry about using the
100% ultimate 1loss ratio, the IBNR now is 3.0 - 2.5 or 0.5. 1If we believe
our hindsight loss development technique, the appropriate IBNR 1is 5. You
now have a discrepancy taking hold. There is no signal given out under the
expected loss ratio technique that the appropriate ultimate loss ratio this
year could and will be 7.5 divided by 3. By that I mean incurred losses of
2.5, and future losses of 5. That’s an ultimate loss ratic of 250%. Even
if you were brave enough to bring that to anyone’s attention,; you’re going
to have a hard argument on your hands. My assertion is that the higher the
first year incurred losses are the 1lower the IBNR becomes under this
structure. And to me, no matter what, the higher this number is the less I
like it, in any situation, That’s one viewpoint on the whole subject of
expected leoss ratio IBNR methods.

Let’s go on to look at reported results and see how you may be distorting
them. On Slide &-5 we again have two portfolios of equal premium volume;

IBNR is earned premium minus incurred losses. Assume an ultimate loss
ratic of 1004. Again, the loss developments are identical. We have the
same classes of business, the same portfolios -- no tricks this time—-

nothing beneath the surface of water. Portfolio A starts out with incurred
losses of 20 and IBNR of B0 for 100% in year one. Portfolio B starts out
with incurred losses of 35S0 and IBNR of 90. In year 2, you can see
Portfolio A and B also ending up with 100% loss ratios, even though the
incurred losses for Portfolio B are really looking to be deteriorating
versus Portfolio A. Now, referencing back the 2.0 development factor that
I used 1in the beginning, let’s assume losses double again to reach their
ultimate evaluation on Slide 6-6, Portfolio A ended up with a 60% loss
ratio, but the published financials gave it a 100% for 2 years. Portfolio
B ended up at 150% and the published financials gave it 1004 for the first
2 years. I think we can see how these methods could understate the
ultimate profitability of Portfaolio A and overstate the ultimate
profitability of Portfolio B.

The issue 1 think I’m bringing to light here, and I mentioned it before is
that the accuracy of the IBNR reserves really is a reflection of the
accuracy of the expected ultimate loss ratio. There has to be some method
for realistically testing the reasonableness of that assumption. Once
doubted, the ultimate loss ratios, if vyou use these methods, has to be
revisited or revised, or another methodology employed. We’re all bedeviled
by the difficulty of establishing IBNR reserves (i.e., predicting ultimate
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losses, for long tail lines of business), particularly in the first years
of development. fgain, I find this approach of expected loss ratios as
good as the next in the very first vyear for 1long tailed situations.
However, once data becomes more mature I find this method generally
inferior to traditional triangular loss development techniques,; or, as I
described earlier, the mathematical curve fitting techniques, that Aaron
described so well in his presentations.

Let’s look at our final Slide 6-7. This one brings to light the point that
I just mentioned. We’ve been assuming an ultimate loss ratio of 100%; most
of these methods aren’t always that conservative. Here we have a situation
where they’re assuming the ultimate loss ratioc will be 67%. You get into
situations, and I’ve seen then though we didn’t have any here, but 1if this
number gets high enough, for example if that number goes over 2 with 2/3 of
premiums minus incurred losses being IBNR you’d actually have an indication
for a negative IBNR. I think it begins to get at some of the weaknesses.
Let’s modify my criticism again of expected loss ratic techniques. That’s
expected loss ratio, not expectations where you’re relating it to exposures
or policies, or Bornhuetter-Ferguson where you’re not going off the loss
ratios. Where you do go off the loss ratio I think that these methods are
susceptible to these types of criticisms.

SHELDON ROSENBERG: We’re going to take questions on any of the six issues.
But let me first share an observation with you. [ think Nolan correctly
points out that the most difficult part of the loss reserve analysis is
trying to project the ultimate losses for the most recent exposure period.
For example, if you’re doing an accident year analysis it would be accident
year 1985. The problem only becomes compounded if you take the problem
presented earlier where you’re trying to project what vyour reserves should
be, at June 30, 1986, for example, in which case you would be projecting
accident year 1986 based on six months experience. I think again Nolan
pointed out some of the weaknesses of assuming, for example, that you can
project accident year 1986 as of six months simply by saying that that will
run off at a 60 or 100% loss ratio. Obviously some of the consideratiaons
you would have to take into account is what type of rate level activity has

occurred at the company. Is it safe to say that the expected loss ratio
for 1986 should be very different than it was for 19835 and prior. The
points that Nolan made are well taken. You may end up running in the

opposite direction than what your incurred experience tells you should.
Nevertheless, you’re still faced with that inevitable question. You have
six months of incurred experience which perhaps if you just projected using
historical development factors gets you to one level. If you use the
expected loss ratio it gets you to a very different level and what do you
do? I thought it would be worthwhile to interject that one additional
application that you may find very useful by splitting the incurred losses
historically into counts, number of claims, and averages. VYou’ll find that
the projection of ultimate counts tends to be a lot more stable than the
projection of wultimate dollars. It’s the averages that tend to produce a
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lot of the variance and fluctuation in the answers. If you take, for
example, your reported counts as of six months, you’ll find that in many
cases could be a very good indicator of what the ultimate counts are going
to be. If vyou’re forced then to choose what average claim size should be
applied to those accounts, you could take a look at such things as trends
in prior years average claim cost and most recent projections of inflation
factors to get a separate indication of what your expected ultimate losses
should be for that six month period. That gives you a third answer, and in
many cases a way to somehow wmediate between the answer you’re getting by
strictly applying a projection factor to your reported losses, and on the
other hand just assuming that it’s going to run off at some preconceived or
predetermined loss ratio.

We’ll take questions if anyone has them. I  just wanted to make an
observation on the second issue we discussed and Nolan has talked about,
namely testing vyour model against actual results. We found a nice

technique is to ask what development is implied in our loss development
factors? What’s going to emerge 1in the next quarter? We go through the
exercise of predicting that in advance, and then doing a comparison to what
actually occurs and then trying to understand any differences that appear.

Are there any gquestions fram the audience?

QUESTION: I1°’d like to address my question to Aaron. One of my
observations on Slide 5.2, which was on the earned premium development
factors, was that your selections appeared conservative. Maybe I’m missing
something here. If the combined loss ratio is close to 1.0 or greater than
1.0, then it would appear that your selections are optimistic. I wonder if
you’d like to comment.

AARRON HALPERT: There’s really a lot more to this story here than one sees
on a triangle. Maybe it’s even mare true on the premium side than it is on
the loss side. You have such issues as premium audits; companies changing
their patterns in how ceding companies report to reinsurersi changing your
ceding company population. Generally, while I agree with you that in times
when loss ratios are significantly in excess of 1004 this may be
optimistic. I think it’s generally wise not to react to factors less than
.9% or so on premiums unless there is some specific program that you can
tie into. Some companies can do this. They know,; for example, that the
agents or the brokers will not submit final submissions on premiums beyond
48 months or &40 months {(so that you could actually pickup a predetermined
additional premium.) Where vyour only evidence is some of the sketchy
numbers you’ve seen and they hover around 1, I think it would be prudent to
use a 1 as a projection factor there.

I was asking my question because of an experience I had recently. It was

with an insurer with loss ratios in excess of 2504. And in that case the
premiums had to be looked at very carefully.
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QUESTION: 1 have a question on properly reserving the excess of aggregate
situation.

NOLAN ASCH: I think the only suggestion that I think is almost inevitable
to do it properly would be to go to the contracts to take a look at the
actual contractual agreement to see exactly what sort of coverage you’re
giving. Are you talking excess or primary? Then 1l think you need to see
exactly what sort of excess coverage you’re giving. Then you need to do a
rate making type of analysis so as to predict the aggregate losses that are
going to happen to the underlying carrier. As a matter of fact I’ve done
that in several cases in certain treaty negotiations. That takes more data
than you get a lot of the time but you have to sort of insist upon. If I’m
going to be in excess of %10 million in the aggregate, I’ve got to see
those losses from zero dollars and see exactly what sort of aggregate
losses are going to happen. Then I’m able to see how those things happen
over time. 1 guess that’s my advice. And it’s a warning not to lump
especially big cases in with everything else.

QUESTION: I’d like to start with a question for Aaron on tail factor
estimation where he mentioned earlier the choice of points was not easy
that he was going to fit to. He did not use the 12-24 value in his fitting
technigque and I wanted to know why? What reason he would think that it
would be inappropriate to do that?

AARON HALPERT: I alluded to it a little bit earlier. If you look at the
cumulative incurred losses, or the link ratios themselves over a number of
periods of time, you tend to see that the 12-24, sometimes even the 24-36
month evaluation, does not follow the general progression that one sees in
the later evaluations. More directly, when you try to fit a curve such as
the inverse power curve to all of the points you’ll see that what you’re
trying to do is force the fit and you pay the price for it when you lock at
the regression statistics.
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ACCDT

YEAR

1981 1.0
1982 1.0
1983 1.0
1984 1.0

1ST TO ULTIMATE: 3.0

2ND TO ULTIMATE: 2.0

IBNR AS OF 12/84

($000 OR $M ORS$B)

1.5 3.0
1.5 3.0
1.5

(3.0-1) (1.0)+(2.0-1) (1.5) = 2.0 + 1.5 = 3.5
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ACCDT

YEAR ($000 OR $M OR $B)

1981 1.0 1.5 3.0 3.0
1982 1.0 1.5 3.0 3.0
1983 1.0 1.5 3.0

1984 1.0 1.5

1985 1.0
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ACCDT
YEAR

1981
1982
1983
1984
1985

1986

l.o

100

1.0

1.0

1.0

1.0

1.5

1.5

1.5

1.5

1.6

($000 OR $M OR $B)

3.0
3.0
3.0

3.0
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3.0

3.0

3.0

3.0

3.0

3.0



1ST TO ULTIMATE

2ND TO ULTIMATE

IBNR RESERVE
AS OF:

12/84
12/85

12/86

LDF FOR
SUBSET A

4.0
2.5
TRADITIONAL
METHOD
3.5
3.5

3.5

243

LDF FOR
SUBSET B

2.0
1.5

SEGREGATING
DATA

3.5

4.5

9.25

COMBINED
LDF

3.0
2.0

%
DIFFERENCE

0%

+ 28.5%

+ 50.0%



1ST TO ULTIMATE

2ND TO ULTIMATE

IBNR RESERVE
AS OF:

12/84
12/85

12/86

LDF FOR LDF FOR
SUBSET C - SUBSET D
12.0 2.0 4
6.5 1.5
TRADITIONAL ~ SEGREGATING

METHOD DATA
3.5 3.5
3.5 4.5
3.5 5.25
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COMBINED
LDF

3.0

2.0

%
DIFFERENCE

0%
+ 28.5%

+ 50.0%



ALWAYS SEARCH FOR
SUBDIVISIONS RELATED TO
POSSIBLE CAUSES FOR

VARIABLE LOSS DEVELOPMENT
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MAJOR SUBDIVISIONS OF DATA

PRIMARY: (BY LINE)

1. BUSINESS WITHIN CERTAIN STATES
2. BY PRODUCTION SOURCE

3. BY SUB LINE

REINSURANCE: (BY LINE)

1. BY ATTACHMENT POINT
2. BY PRODUCTION SOURCE

3. BY SUB LINE
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CUM. INCURRED LOSSES

YEAR 6 YEAR 7 YEAR 8 YEAR 9 YEAR 10

$100,000 $200,000 $300,000 $400,000 $500,000
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CUM. ITD

INCURRED LOSSES

AS AT 12/85

$ 2,314,248
$ 6,708,207
$ 3,071,247
$11,292,736
$ 7,910,927
$ 7,156,216
$20,175,598
$11,155,306
$16,459,863
$ 6,067,682

$ 1,178,145
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U/W YEAR

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

1985



JEVELOPMENT CUM CUM IBNR

FACTOR FACTOR FACTOR INVRSE % INC LDF %
1st 3.7572 2.7572 0.2662 0.2662
2nd 1.9733 0.9733 0.5068 0.2406
3rd 1.5798 0.5798 0.6330 0.1262
4th 1.3300 0.3300 0.7519 0.1189
5th 1.1867 0.1867 0.8426 0.0908
6th 1.1867 0.1867 0.8426 0.0000
7th 1.1092 0.1092 0.9016 0.0589
8th 1.0344 0.0344 v 0.9667 0.0651
9ih 1.0050 0.0050 0.9950 0.0283

10th 1.0000 0.0000 1.0000 0.0050
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1985

1984

1983

1982

1981

1980

1979

1978

1977

1976

1975

Case

INCURRE"D LOSSES

$1,178,145
$6,067,682
$16,459,863
$11,155,306
$20,175,598
$7,156,216
$7,910,927
$11,292,736
$3,071,247
$6,708,207

$2,314,248

ULT IBNR

$10,265,933
$16,729,698
$16,019,876
$6,467,319
$6,657,586
$1,336,310
$1,477,241
$1,232,965
$105,786
$33,541

$11,571

ULT EST LOSSES

$22,797,380
$32,479,739
$17,622,624
$26,833,184
$8,492,526
$9,388,168
$12,525,700
$3,177,033
$6,741,748

$2,325,819



1984
1983
1982
1981
1980
1979
1978
1977
1976

1975

ULT EST LOSSES

$22,797,380
$32,479,739
$17,622,624
$26,833,184
$8,492,526
$9,388,168
$12,525,700
$3,177,033
$6,741,748

$2,325,819

PREMIUM

$20,724,891
$20,272,121
$21,440,724
$21,333,921
$20,558,819
$24,303,530
$24,632,985
$15,927,449
$10,154,847

$7,887,234

ULR

110.00%
160.22%
82.19%
125.78%
41.31%
38.63%
50.85%
19.95%
66.39%

29.49%



1984 UW YEAR
CASE INCURRED AS OF 12/85

$22,797,380 x 0.5068 = $11,553,712
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TOTAL

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

1985

GRAND TOTAL

THEORETICAL
CAL YR CASE INCURRED

$619,033
$2,353,993
$2,761,369
- $5,225,800
$6,926,217
$7,090,057
$12,284,835
$15,020,534
$18,826,185
$21,215,576

$15,608,422

$107,932,022

ACT CAL YR
CASE INCURRED

253

$0
$1,662,678
$3,686,881
$3,043,225
$6,201,606
$8,541,510
$6,822,368
$9,949,000
$10,858,127
$18,359,541

$24,365,236

$93,490,172

DIFFERENCE

$619,033
$691,315
($925,512)
$2,182,575
$724,611
($1,451,453)
$5,462,467
$5,071,534
$7,968,058
$2,856,035

($8,756,814)

$14,441,850



1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

1985

GRAND TOTAL

THEORETICAL
UW YR INCEPTION-

TO-DATE

CASE INCURRED

$2,325,819
$6,741,748
$3,161,227
$12,108,632
$8,464,045
$7,156,216
$22,610,946
$13,250,272
$20,560,015
$11,553,102

$0

$107,932,022

ACTUAL UW YR
INCEPTION-
TO DATE

CASE INCURRED

$2,314,248
$6,708,207
$3,071,247
$11,292,736
$7,910,927
$7,156,216
$20,175,598
$11,155,306
$16,459,863
$6,067,682

$1,178,145

$93,490,172

254

DIFFERENCE

$11,571
$33,541
$89,980
$815,896
$553,118
$0
$2,435,348
$2,094,966
$4,100,152
$5,485,421

($1,178,145)

$14,441,850



1984 UW YEAR
EMERGENCE IN 1986

$22,797,380 x 0.1262 = $2,877,029
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ACTUAL INCEPTION TO DATE

CASE INCURRED

THEORETICAL INCEPTION TO DATE

CASE INCURRED

DIFFERENCE

256

$93,490,172

$107,932,022

15.4%



ACTUAL
LOSSES
CASE 1 -
1985 YR. $1
CASE 2 -
1985 YR. $1

LDF

CHOSEN

10

PREDICTED

RESULTANT INCURRED
ULT IBNR INVERSE LOSSES FOR
LOSSES RESERVE FACTOR FIRST YEAR
$10 $9 1/10 $1
$ 3 $2 1/3 $1
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REVISED ORIGINAL

ACTUAL LDF ULT ULT
LOSSES CHOSEN PREDICTIONS PREDICTION
ASE 1 -
.985 YR. $2 2.0 4 10
ASE 2 -
.985 YR. $2 2.0 4 3
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ACTUAL
INCM.
LOSSES

CASE 1 - $1

CASE 2 - $1

PREDICTED
ULT
LOSSES
CASE 1 - $10

CASE 2 - $3

SECOND
YEAR
INVRSE
CUM.FACTOR

50%

50%

MODEL'S
PREDICTED
INCM. LOSSES
IN SECOND
YEAR

$4

$0.50

259

SECOND
YEAR
INCMNTL.
INV. %

——en

(50% -

10%) = 40%

(50% -

33.33%) = 16.67%



CASE 1

CASE 2

SECOND YR
ACTUAL
INCREMENTAL

$4
$4

260

PREDICTED
THEORETICAL

$4
$0.50

RATIO

1.00

.125



CASE 1

CASE 2

SECOND YR
ACTUAL
INCREMENTAL

$8
$8

261

PREDICTED
THEORETICAL

$4

$0.50

RATIO

.50

.0667



(1)

MATURITY
(IN MONTHS)

12
18
24
30
36
42
48
54
60
66
72
78

84

LOSS DEVELOPMENT INTERPOLATION TECHNIQUES

WORKERS COMPENSATION EXCESS LOSSES

(2) (3)
RAA ACTUAL
LOSS PER-CENT

DEVELOPMENT REPORTED
FACTOR [1.0/(2)]
6.7204 14.88%
3.6724 27.23%
2.9682 33.69%
2.4414 40.96%
2.1496 46.52%
1.9677 50.82%
1.8188 54.98%
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LOSS DEVELOPMENT INTERPOLATION TECHNIQUES
WORKERS COMPENSATION EXCESS LOSSES

@9 2 3 C)) (5> (6)
INTERPOLATED
RAA ACTUAL LOSS SIX
MATURITY  LOSS PERCENT FITTED DEVELOPMENT MONTH
CIN DEVELOPMENT  REPORTED PERCENT FACTOR DEVELOPMENT
MONTHS) FACTOR [(1.0/C2)] REPORTED* {1.0/CH)1 FACTOR
12 6.7204 14.88% 13.39%
18 21.73% 4.6019 1.4603
24 3.6724 27.23% 27.65%
30 32.24% 3.1020 1.1839
36 2.9682 33.69% 35.99%
42 39.16% 2.5538 1.1623
48 2.4414 40.96% 41.90%
54 44.33% 2.2560 1.0822
60 2.1496 46.52% L6.49%
66 48.45% 2.0638 1.0416
72 1.9677 50.82% 50.24%
78 51.89% 1.9271 1.0211
84 1.8188 54.98% 53.42%

*Y=A+B (LN XD

PERCENT REPORTED = A + B [LN (MONTHS OF MATURITY)]
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REGRESSION OQUTPUT

A -0.37721831
STD ERR OF Y EST 0.015064422
R SQUARED 0.990558691
NO. OF OBSERVATIONS 7
DEGREES OF FREEDOM 5
B 20.57%
STD ERR OF COEF. 0.90%
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ACCIDENT
YEAR

1976
1977
1978
1979
1980
1981
1982
1983
1984

ACCIDENT
YEAR

1976
1977
1978
1979
1980
1981
1982
1983
1984

% JUNE 30,

LOSS DEVELOPMENT INTERPOLATION TECHNIQUES

WORKERS COMPENSATION EXCESS LOSSES

12

18,533
22,910
21,407
18,076
16,890
20,190
22,824
21,270
38,610

48

55,806
51,685
46,482
48,939
37,417
52,472

62,919

24

33,477
39,152
30,898
30,422
25,258
36,544
42,965
38,156

57,336 ¥

60

62,824
58,672
49,324
54,191
47,348

57,194 =

1985 EVALUATION

266

36

44,213
44,457
39,592
38,351
32,539
43,304
53,777

44,833 %

72

72,202
63,776
54,648
58,754

48,768 *

84

75,735
70,533
59,994

59,812 *



1) C2) (3> )

EXPECTED ACTUAL SELECTED
EVALUATION DEVELOPMENT DEVELOPMENT DEVELOPMENT
12 TO 18 1.4603 1.4850 1.4727
24 TO 30 1.1839 1.1750 1.1794
36 TO 42 1.1623 1.1700 1.1661
48 TO 54 1.0822 1.0900 1.0861
60 TO 66 1.0416 1.0300 1.0358
72 70 78 1.0211 1.0180 1.0195
(5> (6D 7>

INITIAL REVISED

DEVELOPMENT DEVELOPMENT
EVALUATION FACTOR FACTOR

18 TO ULTIMATE b4 4
30 TO ULTIMATE 3 3.
42 TO ULTIMATE 2.5538 2.5453
54 TO ULTIMATE 2 2
66 TO ULTIMATE 2 2
78 TO ULTIMATE 1 1
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DEVELOPMENT

PERIOD

12

24

36

48

60

72

84

to

to

to

to

to

to

to

24

36

48

60

72

84

96

RETNSURANCE ASSOCIATION OF AMERICA

WORKERS COMPENSATION
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ACTUAL
DEVELOPMENT
FACTORS

1.830
1.237
1.216
1.136
1.092
1.082

1.057



LDF (t: t+l) = 1+ at
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LDF (t+1: t+2)-1.0 a (t+]) ®

LDF (t:t4)-1.0 at P

=(1+ 1/t) b

270



DEVELOPMENT
PERIOD
24 to 36
36 to 48
48 to 60
60 to 72
72 to 84
84 to 96
96 to 108
108 to 120
120 to 132
132 to 144
144 to 156
156 to 168

168 to 180

408 to 420

420 to 432

REINSURANCE ASSOCIATION OF AMERICA

WORKERS COMPENSATION

ACTUAL
DEVELOPMENT
FACTORS
1.237
1.216
1.136
1.092
1.082

1.057

271

FITTED
DEVELOPMENT
FACTORS
1.273
1.181
1.130
1.098
1.077
1.062
1.051
1.043
1.036
1.032
1.028
1.024

1.022

1.005

1.005



DEVELOPMENT TO ULTIMATE

TAIL FACTOR

ACTUAL FITTED
84 TO ULTIMATE 1.819 1.836
96 TO ULTIMATE 1.721 1.729
144 TO ULTIMATE 1.469 1.475
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EARNED PREMIUM DEVELOPMENT

UNDERWRITING
YEAR 12 24 36 48 60
1980 829 2,109 2,510 2,513 2,519
1981 987 2,102 2,388 2,425 2,413
1982 882 2,322 2,366 2,481

1983 991 2,936 2,933

1984 981 2,702

1985 918
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2,522%



AVERAGE

SELECTED

12 TO 24

N N N NN

544
.130
.633
.963
754

.605

.605

EARNED PREMIUM DEVELOPMENT FACTORS

24 TO 36

O = =

.190
.136
.019
.999

.086

.000

36 TO 48

1.001
1.015
1.049

1.022

1.000
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48 TO 60 60 TO 72
1.002 1.001
0.995
0.999 1.001
1.000 1.000



EARNED

PREMIUM ULTIMATE
UNDERWRITING REPORTED DEVELOPMENT WRITTEN
YEAR TO DATE FACTOR PREMIUM
1980 2522 1.000 2522
1981 2413 1.000 2413
1982 2481 1.000 2481
1983 2933 1.000 2933
1984 2702 1.000 2702
1985 918 2.605 2391
ULTIMATE
ULTIMATE PERCENT PREMIUM
UNDERWRITING WRITTEN EARNED EARNED
YEAR PREMIUM @12/85 @12/85
1980 2522 100% 2522
1981 2413 100% 2413
1982 2481 100% 2481
1983 2933 100% 2933
1984 2702 100% 2702
1985 918 45% 1076
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UNDERWRITING
YEAR

1980
1981
1982
1983
1984
1985

12

101
28
28
77
58
40

24

310
262
247
368

L29
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LOSS DEVELOPMENT

36

L35
391
621

797

48

639
478
943

60

745
604

72

862

LYd
Ay



LOSS DEVELOPMENT FACTORS

12 TO 24 24 TO 36 36 TO 48
3.069 1.403 1.469
9.357 1.492 1.223
8.821 2.514 1.519
4L.779 2.166
7.397
AVERAGE 6.685 1.894 1.403
SELECTED 6.685 1.894 1.403
CUMULATIVE 37.456 5.603 2.959
48 TO 60 60 TO 72 72 TO ULT.
1.166 1.157
1.264
AVERAGE 1.215 1.157
SELECTED 1.215 1.157 1.500
CUMULATIVE 2.108 1.736 1.500
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LOSSES

UNDERWRITING INCURRED DEVELOPMENT ULTIMATE
YEAR TO DATE FACTOR LOSSES
1980 862 1.500 1293
1981 604 1.736 1048
1982 943 2.108 1988
1983 797 2.959 2358
1984 429 5.603 2404
1985 40 37.456 1498

ULTIMATE ULTIMATE

UNDERWRITING ULTIMATE WRITTEN LOSS
YEAR LOSSES PREMIUM RATIO
1980 1293 2522 51.3%
1981 1048 2413 43.4%
1982 1988 2481 80.1%
1983 2358 2933 80.4%
1984 2404 2702 89.0%
1985 1498 2391 62.7%
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COMMON APPROPRIATE HINDSIGHT LDF'S
IST TO ULT. 3.0

2ND TO ULT. 2.0

SUBSET A
YEAR INCURRED LOSSES PREMIUMS

1 1.0 1.5 3.0 3.0

2 1.0 1.5 3.0 3.0

3 1.0 1.5 3.0

4 0.5 3.0
IBNR FOR YEAR 4: IBNR = 3.0 - 0.5 = 2.5

HINDSIGHT IBNR = (2.0) (.5) = 1.0
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COMMON APPROPRIATE HINDSIGHT LDF'S
I1ST TO ULT. 3.0

2ND TO ULT. 2.0

SUBSET B
YEAR INCURRED LOSSES PREMIUMS
1 1.0 1.5 3.0 3.0
2 1.0 1.5 3.0 3.0
3 1.0 1.5 3.0
4 1.5 3.0

IBNR FOR YEAR 4: IBNR = 3.0 - L.5 = 1.5

HINDSIGHT IBNR = (2.0) (1.5)= 3.0
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TOTAL YEAR 4 IBNR:

A
FORMULA 2.5
HINDSIGHT 1.0
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|

1.5

3.0

TOTAL
4.0

4.0



YEAR
1 1.0
2 1.0
3 1.0
4 2.5

IBNR FOR YEAR 4:

HINDSIGHT

SUBSET B

INCURRED LOSSES

1.5 3.0
1.5 3.0
1.5
= 3.0 - 2.5 = 0.5
= (2.0) (2.5) = 5.0
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PREMIUMS

3.0

3.0

3.0

3.0



YEAR1

PORTFOLIO A

PORTFOLIO B

YEAR 2

PORTFOLIO A

PORTFOLIO B

100

100

100

100

20

50

30

75

283

IBNR

80

50

IBNR

70

25

PUBLISHED
LOSS RATIO

100%

100%

PUBLISHED

LOSS RATIO

100%

160%



FINAL YEAR

PORTFOLIO A

PORTFOLIO B

100

100

FINAL
IL

60

150
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YEAR 1 &
YEAR 2

FINAL PUBLISHED

LR LOSS RATIO

60% 100%

150% 100%



COMMON APPROPRIATE HINDSIGHT LDF'S
IST TO ULT. 3.0

2ND TO ULT. 2.0

YEAR INCURRED LOSSES PREMIUMS
1 1.0 1.5 3.0 3.0
2 1.0 1.5 3.0 3.0
3 1.0 1.5 3.0
4 0.5 3.0

IBNR FOR YEAR 4: IBNR 3.0 (2/3) - 0.5 = 1.5

HINDSIGHT IBNR = (2.0) (0.5) = 1.0
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286



DAVE HARTMAN: Welcome to the session on Loss Reserve Standards. I am Dave
Hartman, moderator of this panel. Last year I was privileged to moderate a
panel with the same title where three panelists representing security
analysts, state regulators, and company actuaries discussed various
standards to which loss reserves can be held. This year we will discuss a
different facet of the word "standards” and focus on standards of practice.

When Stan Hughey was President of the American Academy of Actuaries last
year, he identified four characteristics aof a profession, First, a
profession has a basic body of knowledge which serves as a basis of
education. Within the casualty actuarial profession, mastery of this
education is measured by the CAS examinations. Second, a profession has a
system of continuing education. That would include meetings such as this.
Third, a profession has standards of practice and a code of ethics, similar
to the Guides to Professional Conduct of the actuarial profession. Fourth,
a profession has a method of discipline to enforce the standards and
Guides. Both the American Academy of Actuaries and the Casualty Actuarial
Society have discipline committees.

The actuarial profession does not yet have a codified set of standards of
practice, but work has bugun on that by the Interim Actuarial Standards
Board (IASB).

Our first panelist today is an accountant. While accounting 1is not the
oldest profession in the world, it has bee around longer than the actuarial
profession. Our first panelist today will discuss standards of practice
within the accounting profession. Our next panelist will bring us up to
date on the activities of the IASB. Then our third panelist will give the
perspective of a practicing actuary on standards of practice.

Before I introduce them, let me make a couple of comments regarding the
format of this session. First, I have asked each of the three panelists to
speak for ten to fifteen minutes on their particular area. Then we will
allow them an opportunity to ask guestions of one another and then we will
be open to questions from you in the audience.

Second, I have been asked to state that the views expressed are the views
of the individuals and not necessarily the views of the American Academy of
Actuaries or the Casualty Actuarial Society, or the employers of the
speakers.

Our first speaker is Patrick W. Kenny. Pat is a partner with Peat,
Marwick, Mitchell & Company with aver twenty years of experience serving
insurance claims in the United Gtates, continental Europe, the United
Kingdom and the Middle East. Pat’s experience 1includes life and
property/casualty insurance as well as reinsurance. Pat joined Peat,
Marwick in 1966 and was elected to Partnership in 1974. He transferred to
the Hartford office in 1981 to assume engagement partner responsibility for

287



the audit of Aetna Life & Casualty Company., He is a member of the Peat, Marwick
International Insurance Committee is is the Director of Insurance Professional Practice.
He is the newly elected Chairman of the AICPA Insurance Companies Committee and a
member of the NAIC Emerging Issues Task Force.

Pat has received a Bachelor of Business of Administration degree from the University of
Notre Dame and an A.M. degree from the University of Missouri. Please welcome Pat,
whose name was inexplicably left off of the program.

PAT KENNY: It is a pleasure to be here to talk about standards and the development of
standards as it has occurred within the accounting profession. Clearly every profession
must set high standards for the quality of its work because the people who will be relying
upon that work are generally unable to judge its quality for themselves. The accounting
profession is subject to two specific bodies of standards in the performance of their
work. These standards are "accounting standards" and "auditing standards".

Accounting standards are promulgated and codified by the Financial Accounting
Standards Board. These are the standards which underlie the preparation of financial
statements. They have broad applicability in that every company must adhere to their
standards in issuing financial reports. They are promulgated through a process which
includes the identification of issues for which the staff of the FASB would then
undertake a research project. Research projects result in drafts of statements which are
given a period of exposure followed by a public hearing which then culminates in a
standard. The period of gestation from beginning to end generally takes anywhere from
two to four years. For example, FAS #60, which governs accounting by insurance
enterprises, took approximately two years to be issued.

Auditing standards are guidelines for the performing of professionally responsible audits.
They define a minimum level of quality that every professional auditor is expected to
adhere to by their clients and the public. They must be unwavering over a wide spectrum
of auditing engagements and must be able to stand the test of time. Auditing standards
then dictate how, as independent accountants, we do the work we do while accounting
standards guide in the preparation of financial statements upon which we perform our
audits or other professional services.

For purposes of the panel today it would be appropriate to review the history of the
development of those standards with an in-depth review of auditing standards including a
brief overview as to what each standard entails. By way of background, you should be
aware that every Certified Public Accountant (CPA) who is in either public or private
practice is generally a member of the AICPA.

The AICPA's membership consists of over 200,000 certified public accountants. The
AICPA provides a broad range of services to its members in such areas as Continuing
Professional Education, Technical Accounting and Auditing Assistance, Auditing
Standards, Ethical Standards, etc. The ultimate authority over the AICPA is vested in a
council of approximately 250 members. The Institute's resources are administered and
policies set by its 21 member Board of Directors, of which three are non-Institute
members who represent the public. The overriding factor governing the CPA, however,
is the Code of Professional Ethics of the American Institute of CPAs, which covers both
the profession's responsibility to the public and the CPA's responsibility to his clients and
colleagues.

The Financial Accounting Standards Board is a board appointed by the Financial
Accounting Foundation. The Board was created in the mid 1970's to be an independent
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body, both financially and philosophically, from the AICPA. Prior to its creation,
accounting rulemaking was contained within the AICPA, first within the Accounting
Research Committee and then the Accounting Principles Board. The FASB is an attempt
by the financial community including CPA's to make accounting standards the product of
an independent deliberative process not subject to any client pressure. To date, the
FASB has issues approximately 90 standards.

Auditing Standards are, on the other hand, standards which are promulgated entirely
within the AICPA by a senior technical committee. From the years 1939 to 1972 that
committee was called The Committee on Auditing Procedures and issued 54
pronouncements, which at that time were called Statements on Auditing Procedures.
The Committee on Auditing Procedures was replaced in 1972 by the Auditing Standards
Executive Committee, and in 1978 the Auditing Standards Board was formed to replace
the Executive Committee is is the body now responsible for the promulgation of Auditing
Standards and Procedures to be observed by members of the American Institute of CPA's
in accordance with the Institute's rules of conduct. The pronouncements which were
issued from 1939 to 1972 were codified and became Statements on Auditing Standards.
Subsequent to 1972, in excess of 50 standards have been issued. Collectively, these
statements on auditing standards are referred to as Generally Accepted Auditing
Standards.

I would now like to review some of the standards in detail. The standards promulgated
and codified as SAS #1 are what was first known as Generally Accepted Auditing
Standards. These are the basic standards from which all others promulgate. They are
basically divided into three categories:

o General Standards,
o Standards of Field Work, and
Standards of Reporting

General Standards are three in number and include requirements that the auditors have
adequate technical training and proficiency, that he have an independent mental attitude
relating to the assignments, and finally, that he exercise due care in the performance of
this examination and preparation of his reports. To give you anb example of how
independence works, as a partner in an accounting firm I'm not allowed nor is my wife
allowed to hold securities in any organization for which we perform an audit. I was
elected to the partnership back in 1974 and at that point in time, as a result of a prior
employment, my wife had one share of Taft Broadcasting. Let me explain to you that it
was easier for me to write a letter to the Sr. Partner suggesting we resign that account,
than it was to convince my wife to sell that one share of Taft Broadcasting. But in fact
that was part of the standards that govern the auditing profession. These standards are
"personal" in nature and apply to the auditor himself as opposed to the conduct of field
work or reporting.
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Three standards of field work cover planning and supervising the audit,
evaluating internal control, and obtaining audit evidence. These standards
deal with how an auditor goes about the mechanics of doing his audit and
documents the work he performs.

The four standards of reporting govern the form and content of the
auditor’s report. The report of the independent auditor shall state
whether the financial statements are presented in accordance with generally
accepted accounting principles, have been consistently applied and there is
reasonably adequate disclosure. Once an auditor has formed his opinion
then this report shall either contain an expression of an opinion on the
financial statements or an assertion toc the effect that an opinion cannot
be expressed.

Let’s look at examples of how specific auditing and accounting standards
have impacted the work of the auditor. I’ve taken two examples of
accounting standards and auditing standards and will try and illustrate
their influence. First, let’s look at two accounting standards with which
you are familiar and their impact. 1It’s not my intention to discuss these
standards in detail but more to the point, their sphere of influence on the
work of the auditors.

FAS #60 deals with the accounting principles governing the preparation of
financial statements by insurance enterprise. This standard dictates what
shall be classified as short duration or long duration contracts,
disclosures about reserves, etc. You are all familiar with this standard.
It lays the ground work for how an insurance company prepares its
statements. This particular standard is a codification of previously
issued literatures such as the stock 1life audit guide, S$.0.P. #78-6 and
athers. As an auditor, the primary concerns are going to be adherence by
an insurance company to the principles contained in FAS #60 for example,
relating to reserves and deferred acquisition costs, consistency of that
adherence (e.g., did the Company change 1its principles relating to
discounting loss reserves) and then finally, the adequacy of the Company’s

disclosure {e.g., contingent or real liabilities associated with
reinsurance or fronting arrangements), Once the auditor has formed his
opinion, then he must so state.

In the case of an opinion on an insurance company, we have the added
situation wherein the financial statements may be in accordance with
statutory or GAAP accounting principles and should so indicate. Obviously,
any change in accounting with a material impact will be referred to in the
auditor’s report.

Let’s 1look at another standard of a more specific nature - FAS $#87
Employer’s Accounting for Pensions. This standard runs to a very specific
accounting application, namely the determination of annual pension expense
by an employer in connection with a defined benefit pension plan. It
dictates methodology, treatments of overfunding, gains and losses, etc. It
is detailed and specific and it deals only with pensions. An auditor will
approach FAS #87 slightly differently than FAS #60. FAS #40 is pervasive
while FAS #87 is singular in focus. Materiality of amounts, effect on
income of changes under FAS #87 and related disclosure will be his focus.
Potential impacts on his aopinion will be in the areas of changes in
met