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Controversies

· S & P and others are frustrated that company reserves are revised upward.

· Management used to have full control over reserves.  Some argue than management still exerts too much control.

· Some lines of insurance are particularly troubling.

There is guidance, however…

Actuarial Standards

ASOP 36:  Opinion—A statement of actuarial opinion should be made in accordance with one of the following sections (a–e):

a. Determination of Reasonable Provision—When the stated reserve amount is within the actuary’s range of reasonable reserve estimates (see section 3.6.4), the actuary should issue a statement of actuarial opinion that the stated reserve amount makes a reasonable provision for the liabilities associated with the specified reserves.

ASOP 36:  Opinion—A statement of actuarial opinion should be made in accordance with one of the following sections (a–e):

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

ASOP 36:  Range of Reasonable Reserve Estimates—

3.6.4  The actuary may determine a range of reasonable reserve estimates that reflects the uncertainties associated with analyzing the reserves.  

A range of reasonable estimates is a range of estimates that could be produced by appropriate actuarial methods or alternative sets of assumptions that the actuary judges to be reasonable.  

The actuary may include risk margins in a range of reasonable estimates, but is not required to do so, except as may be required by ASOP No. 20.  A range of reasonable estimates, however, usually does not represent the range of all possible outcomes.  (Italics in original; red font added.)

Standard of Practice:  Loss Reserves (CAS, 1988):

1.  An actuarially sound loss reserve for a defined group of claims as of a given valuation date is a provision, based on estimates derived from reasonable assumptions and appropriate actuarial methods for the unpaid amount required to settle all claims, whether reported or not, for which liability exists on a particular accounting date…. 
3.  The uncertainty inherent in the estimation of required provisions for unpaid losses or loss adjustment expenses implies that a range of reserves can be actuarially sound.   The true value of the liability for losses or loss adjustment expenses at any accounting date can be known only when all attendant claims have been settled. (Emphasis added.)

Shapland’s “Probability Range”

Requires a change to the Standards of Practice

Is not acceptable under the current Standards of Practice—Don’t do it until it’s accepted!

Does address the problem that readers of actuarial reports and company financial statements may not think about possible development of the booked reserve.

But why don’t we think they do?

Begs the question of how to do the calculation.  The actuary still must make reasonable assumptions and employ reasonable methods.

What Is Reasonable?

This is often not difficult.
Tests of Consistency (Van Slyke, Russo and Weber, Loss Reserve Testing:  Beyond Popular Methods, 2000)

· Claim Frequency

· Claim Severity

· Ratio of Cumulative Paid to Ultimate

· Indicated Reserve per Open and IBNR Claim

· Ratio of Case Reserve to Indicated Reserve

· Runoff: Paid in Year to Initial Indicated Reserve

· Etc.

Industry Norms (C. K. Khury, PCAS 2002)

· IBNR to Premium

· IBNR to Reported Loss

· IBNR to Paid Loss

· Total Reserve to Premium

· Total Reserve to Paid Loss

Simulation (Giuseppe Russo)

1. Use simulation to develop parameters of uncertainty for several ratios such as Paid to Ultimate

2. Use multiple tests to narrow the range of reasonable reserves

Graphical Illustration (R. Weber)

Graphs are easier to remember than tables

Graphs suggest different patterns in different ratios

[image: image1.emf]2003

2002

2001

2000

1999

1998 1997 1996 1995 1994

0%

20%

40%

60%

80%

100%

120%

0 12 24 36 48 60 72 84 96 108 120

Accident Year Age in Months

Unpaid Loss Ratio

Expected

Optimistic

Pessimistic

Current

2003 

2002 

2001 

2000 

1999 

1998 

1997 

1996 

1995 

1994 


What Is NOT Reasonable?

The application of a band around an estimate, such as +/- 10%, without reference to the facts at hand

This is—or was—widely done

It is clearly inconsistent with the Standards of Practice 

Your firm’s E & O won’t necessarily protect you.  Tell your boss NO! 
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