NAIC Risk Focused
Examinations

CAMAR! Eallf Vieeting
December 10, 2009
Philadelphia, PA




Presenters

Velissa Grelner, P&C Actlany.

= Pennsylvania Instrance: Department, Bureau
off Financial Examinations

Craigl Vieere, Managing Director
x RSMIMcGladrey




Agenda

What do I need! tor knew:?
Tiraditionall Einancial Examinations

Risk-Foclused Einanciall Examinations

s Goals off a Risk-Focused! Examination
s 7 Phases of a Risk-Focused Exam

Actuarial Best Practices
RISk Matrx: OVerview.
Q&A




What do | need to know?

Understandl the' Regulatery Process

s Regulatoers review Actuarial Report, Opinien, and neeadite
understand your relerin the reserve setting precess

Company. actuares

a Expandedirele: in assisting in| financiall examination
s Interviews off Chiefi Actuary

Consulting actuaries

= In suppoerting|financial examinations fox state. Insurance
departments, you might ke called upen te assist In| this) Process

= Timing of actuiarial review: Isimuch more. inter-dependent on
timing| eff everall examination




Einancial Examinations Overview

Statuterly: reguired financial audits

Statutes generally’ call for a financial exan eveny.
S-9 years

x Interm limited-scope: exams  can e called! by the
state as necessary.

Compliance With stattitory accounting pPrncipIes
IS a primary iecus

Primanly led: by stafffwithr acceunting, / auditing
pPackgrounads




Jraditional Einancial Examinations

Allimateral acceunts: are reviewed
Geall o MENItering SeIVERCY: at a polnt IR time

EGCUS Was) 01 the past
a Balance Sheet at a past peintin time

Exams usually: commenced: aiiter the Balance
Sheet date

Examiner relied onl detailed testing te: Veriy
account halances




Evolution of Exam Process

19975 SRA appreach became an Acecreditation
feguirement

a SRAS key ohjective was meant te) focus exam
[ESOUKCES O/ NIgRIrISk areas

2000: Risk Assessment Workingl Group fermed
to:

s Review and enhance: utilization' of risk assessment

s Consider the challenges offincorporating rnsk
assessment inte) financial selvency: oversight rele

Source: National Association of Insurance Commissioners




Evolution of Exam Process

2004 NAIC adopts a Risk-Focuised Surveillance
Eramework

20006: Adeption ofi Revisions to; NAIC Einancial
Condition Examiners IHandnoeek

2007-2009: Duall examinauoen appreach

2040 Acereditation Standard that all exams be
completed using Risk Eeclised Approach

Source: National Association of Insurance Commissioners




Goals of a Risk-Focused Exam

Determine the sk that stigelus s materially
mISstateds

Strengthen: understanding o INSUFENFs coroolate
GEVEanee andl assess effectivVeness: of
management.

lncrease the understanding of the:
chiaracteristics off the InSuker's PUSINESS;

identification of risks associated Withi InSurer’s
business; and

development and implementation: off risk: mitigation
strategies.




Goals of a Risk-Focused Exam

Enhance: effective Use: off regulatery resouiCes; 10y
fecUSIng el MIgHERSK areas and aveiding
duplication eff Werk.

Expandirisk assessment te include prospechive
[SKS

a Pricing and Underwrtingin P&C cempany. forf example

Provide imeaningitiecdnack with Board and/or
Senior Management:

Provide input Into the: Department's; SUPERISoLY,
Blai;




Benefits of Risk-Focused Exam

EGCUS, reseurces 0n nigh: sk companies
n Allow: fier mere frequent reviews, as needed

EGCUS resources onlareas of highest risk within

companies

More emphasis 6/ a com
structure

Better use off auditor wWor
2 Internalt Audit

pany/ s Internal centrol

K

s [ndependent Auditor /- CPA
Increase protection for ALL pelicyhelders




Traditional vs Risk-Focused Exams

Traditional

Audit of all material accounts
Substantive testing

No reliance upon the work of others
Focus on the balance sheet

Point in time

Does not contemplate the risk profile
of the insurer

Risk Focused

Risk-focused determination of scope

Control testing

Potential reliance on Internal Audit and CPA
Focus on quality of management and controlling
of risk

Both retrospective and prospective

Risk profile (e.g., reserves by line) explicitly
considered




Phases of a Risk-Focused Exam

Phase 1: Understand the company and identiiy key.
fiunctional activities toe be reviewed

Phase 2: |dentiiy and assess inherent risk in activities

Phase 3: [dentiiy and evaluate risk mitigation
strategies/controls

Phase 4: Determine residuall risk
Phase 5: Establish/conduct examination procedures
Phase 6; Update prioritization and sUpPErVisory plan

Phase 7: Draft eExamination report and management
letter based tiponifindings




Phases of a Risk-Focused Exam

Phase 13 Understand the conmpany. and identimy;
key functienal activities to he: reviewed

= Examiners will attempt to Understand the DUSINESS
Off the Insurer and assess, quality’ ofi management.

Gather andl review: Cempany: prepared materals, imeluding
PUL net limited to Actuarial Reports, CPA Workpapers,
Board meeting minutes, Reserve Committee (Iff any)
notes, procedure manuals, ete.

Exam Actliany cam assist 1n this review: andl previde imput

5 Examiners will conduct interviews; of various, C-
lLevell staff

Torhelprassess risks, key functional activities, and
Corpoerate governance envirenment.

Includes Chief Actuary.




Phases of a Risk-Focused Exam

Phase 2: ldentify, and assess Inherent rsk in activities

a  Key fiunctienal areas will be examined! i greater detaill

= Reserving Risk

Examiners willl review:lines off bUsIness Written: and assess
materality: andl risk levels;.

Corporate actuarial will-likely: conduct walk-throughs oif the
resenving precess te help examiners understand Inherent risks.

s Pricing and Undenviiting Risk

Examiners will Understandl processes, policies and! risks in order o
petter determing plan for test of controls about pricing during
Phase 3

Moniterng preducer /- MGA activity.

Examiners will guestion Wiat reports management Uses, to moeniter
use ofi dehits / credits




Phases of a Risk-Focused Exam

Phase i ldentity and evallate: nsk-mitigation
Stifategies/contiols

= Examiners Willfreview the: programs, PIocesses and
procedures wiich make. up thercontrol envirenment
(e.0. Internal audit pregrams, SOX documentation,
etc.)

INF general controls are critical, as they Impact
nearly: eveny fiacet of the organlzatlon andits
financial repoerting capanilities.

= Actuaral management and/or intermal audit will be
asked about Internal management controls over
data, analysis tools and the hooking Process.




Phases of a Risk-Focused Exam

Phase i ldentity and evallate: nsk-mitigation
Stifategies/contiols

= Examiners willlmake a formal assessment of the
guality of internall avdit and CPA tol determine
degree of reliance on thelr work.

Examiners will determine: an  appropriate. plan fior
test of controls, based on levell of testing| performed
Py ether Independent parties.

= Actuaral involvementis key in determination) of
actuiarial related controls to) be testeds; iInvelvement
I actual testingl s optienal, but preferred.




Phases of a Risk-Focused Exam

Phase 4: Determine Residual Risk

a  Riskiremaining after consideratuen ofi centrels

Inherent Risk
- |nternal Conirols
Calculated Residual Risk
+/- Examiner's Judgment
Overall Residual Risk: Assessment




Phases of a Risk-Focused Exam

Phase 5: Conduct Exam Procedures

s Procedures based oni residual risk assessment

s Reserves testing may be limited to:
Larger, more: volatile lines
New:lines of business; / segments
INEW geographic areas
Persistent adverse development

m == This Is where bulk offexamination detailed
testing Is dene.




Phases of a Risk-Focused Exam

Phiase: 65 Proritization and Supenvisery: Plan

a  Regulatery Actuanry assistsi i developing
recommendations, Impacts te RBC, identifying
areasi needing Moniterne| PELWEER! EXamS

Phase: 7: Exam Report and Vianagement Letter
s Exam Report Is a pubklic decument
. NManagement Letter s given confidential treatment




Actuarial Best Practices

Mind the data

s Reconciliations between actuaral data and general ledger are
considered critical.

Communicate

s [Discussions between actuanal and clamms;, Underwriting and

SEnior management are integrall ter ani efifective: risk mitigation
strategy.

Peer review

s it s fieasible;, peer review: ofi one actuary’s Werk by another
IS considered desiranle.

Management meetings, monthly: clesing meetings, and
reserve committees can also be effective in eliminating
material misstatements.




Actuarial Best Practices

Protect your Welrk

s End-user computing (EUC) controls are often overlooked.
Protecting werkboeks! ieom Unauthoerzed changes to the data
OF fiermulas Is' a mininuim; step.

Doecument

Contrel activities arernot considered “Strong™ I they cannot
e documentea.

I reliance: Is tor e placed onla reserve committee or monthly,
CEO meeting), then minutes sheuld e taken.

In order fior the examination team to rely upen the actuarial
report and Statement off Actuarial Opinion, heth sheuld
sufificiently descrilbe the analysis.




Risk Matrix - Overview




Question & ARSWer




