























e Solvency concerns —no major life insurer has become insolvent recently although amalgamation
with a stronger life office has often been the way of averting a crisis. Additionally the ability
of insurers to provide acceptable returns to policyholders, particularly in respect of with-

profits business, has been significantly curtailed in a number of cases;

e Wider impacts — life insurers are a major source of funding for public and private institutions.
That said, the impact of rigid solvency rules on life insurers during significant falls in equity
markets has been blamed in the past by some for exaggerating those falls as insurers were
required to sell further shareholdings. Life insurers can also have significant social and
economic effects through their underwriting for example on smoking, obesity, AIDS, genetic

testing and discrimination.

What do actuaries do in life insurance?

5.9  Actuaries may be asked to provide advice in almost all aspects of life insurance. However, certain

roles are required by regulation to be undertaken by a Fellow of the Institute or Faculty:

a. Actuarial function holder (AFH) — the actuary who must advise the insurer’s governing body
on the actuarial investigation of its liabilities and surplus and must undertake the
calculations using the assumptions selected by the governing body. The AFH cannot be
the chief executive, but may be a member of the governing body - in which case the AFH
cannot also be the WPA (see below);

b. With-profits actuary (WPA) — the actuary who advises the insurer’s governing body on the
exercise of discretion in relation to with-profits policies, and who must report on the extent
to which the insurer has had regard to the interests of with-profits policyholders. The

WPA can also be the AFH, but cannot be a member of the insurer’s governing body;

c. Appropriate actuary — the actuary who must prepare a report every three years for the

members of a non-directive friendly society under the Friendly Societies Acts;

d. Reporting actuary — the actuary who must compute the long-term business liabilities in an
insurance company’s returns under the Companies Acts. The role is not regulated by the
FSA and the actuary need not be individually identified, but the work will usually have
much in common with work on the regulatory returns and is generally undertaken or
reviewed by the AFH;
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e. Reviewing actuary — the actuary from whom the auditor of the FSA’s regulatory returns for
an insurer is required to take advice under FSA rules. The reviewing actuary must be

independent of the insurer and cannot therefore be its AFH or WPA;

f.  Independent expert (who need not always be an actuary but generally is) — an actuary
appointed by or with the approval of the FSA or the court to provide a ‘skilled person’s
report” on the insurer or on a business transfer or in relation to the insolvency of an
insurer, or as part of an insurer’s with-profits governance arrangements. The independent
expert must demonstrate a high degree of independence from the insurer and, in
particular, would not be the AFH or WPA.

510 Other areas on which actuaries are typically asked to advise include:

e customer transactions - premium rates, bonuses, surrender values, charges, illustrations, risk

disclosures;

e financial management - restructuring and mergers and acquisitions (M&A), including valuation
of shareholder interests, reattribution of orphan estates, investment strategy and asset-liability

modelling, risk management and reinsurance;

e corporate and regulatory reporting - including regulatory returns, individual capital assessments
(ICAs), a published statement of the Principles and Practices of Financial Management (PPFM)
of the insurer, accounts prepared under International Financial Reporting Standards (IFRS)
and on a Modified Statutory Solvency Basis (MSSB), embedded values (EVs); and

e one-off or review advice — in other areas not specifically provided for by regulation.

5.11 Many governing bodies and most with-profits committees include at least one actuary, because
these bodies often benefit from the skills and experience of an actuary as one of their number.

However this is not a regulatory requirement and lay bodies may buy in actuarial advice instead.

Who does it?

5.12 Most actuaries employed in the sector are life specialists, although life insurers will often employ

actuaries with other specialisms as well, for example:

e pension specialists to advise the insurer’s pension clients or help with product design — advice

to pension clients is dealt with in the section on pensions;
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e investment specialists to act as fund managers and in other investment roles, primarily on the
basis of specific investment skills and training, although the actuarial qualification and
understanding of the related liabilities can be an advantage in asset-liability modelling — the

role of investment specialists is not specifically considered in this paper;

e specialists in other areas such as finance and risk management — the role of these specialists is

not specifically considered in this paper.

UK Fellows - Life insurance - Employers

General insurance, 10%
Investment, 7%

Other, 12% i iﬂ’ Insurer/reinsurer, 22%

Life, 33%

Consulting, 7%

Pensions, 38% Other, 4%

Source: The Actuarial Profession - as reported in annual returns submitted by UK actuaries as at 31* January 2008

5.13

5.14

As discussed above, actuaries employed to perform reserved roles must be Fellows of the Institute
or Faculty of Actuaries. The Profession also requires such individuals to hold a practising
certificate, which means they must have three recent years of relevant life experience and up-to-
date CPD. The Profession provides two types of practising certificate in life insurance: one for
actuaries who perform roles in relation to with-profits business (whether as WPA or as AFH) and

one for actuaries who do not.

All but the smallest life insurers employ their own in-house actuaries, although reserved roles
may be held by external actuaries even in larger insurers. Many life insurers have a combined

finance/actuarial function, and the role of finance director may be performed by an actuary or an
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accountant. Traditionally, many life insurers employed actuaries in other senior management
positions, where they were not using actuarial skills on a daily basis, but where their actuarial
training was considered to be a suitable background; however, this is less common today. In a
large financial services group, for example offering life, pensions and other investment services,
the actuaries together with all the other staff may be employed by a services company, or
outsourced. Direct insurers can obtain actuarial input to their product development and pricing,

through packages or tailored products developed by reinsurers with help from their actuaries.

5.15 Consultants offer a full range of actuarial support to all sizes of insurer. As well as the major
firms, there are a few niche consultancies which cater for friendly societies and smaller life
insurers, sometimes in conjunction with small or mid-tier audit firms. Sole practitioners and small
firms provide advice in areas where independent or specialist advice (such as mortality expertise)
is at a premium, for example expert witness work or where the actuary has an existing
relationship with the client or one of its advisers. Consultancies also arrange fixed-term
secondments of actuarial staff to insurers, and there are agencies that specialise in arranging short

term contracts for actuaries, in competition with more broadly based recruitment agencies.

5.16 Accountancy firms (other than the insurer’s auditor) compete actively with larger actuarial
consultancy firms, so that life insurers have a reasonably wide choice of external actuarial
advisers. The largest accountancy firms have substantial in-house life actuarial expertise to
provide both audit support and general actuarial consultancy for life insurers, although because of
independence requirements they cannot provide both audit and full consultancy services for the
same insurer or its group. They will generally use their own reviewing actuary to support an
audit, but will not then provide other actuaries to perform functions such as with-profits actuary
or to peer review the other actuarial functions. Smaller accountancy firms without their own
actuarial resource will tend to have arrangements with independent consultancy firms to provide

a reviewing actuary in relation to their audit of life insurers.

What are the drivers and threats in relation to actuarial quality in life insurance?

5.17 As discussed in section 4, we have proposed six main drivers of actuarial quality for

consideration:

e reliability and usefulness of actuarial methods;

e technical skills of actuaries;

e communication of actuarial information and advice;
e ethics and professionalism of actuaries;

e working environment for actuaries; and

e other factors outside the control of actuaries.
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5.18

These drivers and the corresponding threats have been discussed generally in section 4. However,

specific features relating to life insurance are set out below.

Reliability and usefulness of actuarial methods

5.19

5.20

5.21

5.22

523

Data for individual policyholders are generally good, because of the detailed underwriting checks
that are undertaken by life insurers. Consequently, life insurers are able, and expected, to build
sophisticated models of their businesses for a wide range of purposes, derived from their policy
database. However, because of the long period of projection, the results are extremely sensitive to

the assumptions used.

Typically, life insurers develop a ‘model office” representing their portfolio of individual policies.
This is used for a range of functions including valuation, profit-testing of products and new
business, projections and budgeting, regulatory and individual capital assessment, scenario
testing and asset-liability management, corporate finance and embedded value work. The
financial management of with-profits business requires retrospective assessment and projection of
each policy’s “asset share’, which is then used for determining bonuses, surrender values and

market-value adjustments.

These models are developed in-house or from proprietary packages offered by the main
consultancy firms and others. Investments are generally modelled by sector, using economic

scenario generators to derive assumptions for use in stochastic modelling.

One-off calculations may be required for unusual investments and products, typically those with
guarantees or options, group policies for which the insurer is reliant on the client for data on
individual lives, reinsurance contracts, taxation, and the pricing of some annuities and
investment-linked products. These may support the analysis of the insurer’s experience in order

to develop and update demographic and other business assumptions including expenses.

The main actuarial methods for valuing the liabilities of a life insurer for regulatory purposes are
determined by the FSA, with some additional standards derived from professional guidance notes
which have now been adopted by the BAS. Before 2004, regulatory requirements were fairly
restrictive, which tended to stifle innovation and led to implicit allowances and netting off of
margins in assumptions. The FSA’s new market-consistent approach, which is similar to that
proposed under Solvency 11, places much greater responsibility on insurers to adopt an approach
which explicitly reflects the risks inherent in their business. Insurers and their governing bodies

are expected to have a sophisticated understanding of their lines of business, including an

Financial Reporting Council 39



understanding of the threats and sensitivities, based on stochastic modelling, particularly of the
long-term economic and investment assumptions. The FSA’s supervisory approach is then one of

challenge rather than prescription for the insurer’s financial management and reporting.

5.24 Additional methods are derived from educational materials, international influences, and from
research carried out in-house or by the consultancy firms which develop proprietary models. The
IASB, the ASB and the ABI set standards for corporate reporting, and the European CFO (Chief
Financial Officer) Forum sets principles for the calculation of embedded values with strong

actuarial input.

525 The complexity of the models used creates its own risks, particularly when spreadsheets are used,
although most life companies develop much larger programs, and the proprietary packages will
have been tested on a number of institutions. Audit teams can test the systems or run their own

parallel models to check the reasonableness of the results.

5.26 A particular challenge is in modelling operational risks, such as expenses and mis-selling, which
can lead to substantial remedial costs including administration and compensation. Compensation
calculations can require a tailored actuarial calculation for each case. The FSA’s Treating
Customers Fairly (TCF) requirements may restrict some of the management actions assumed in
actuarial models in response to a particular event such as a fall in asset values or the closure of an

insurer to new business.

5.27 Given the importance of economic and business assumptions, it might be thought that the
demographic assumptions were of secondary importance. However, there are significant
uncertainties relating to mortality improvements, particularly in annuity portfolios, which the
BAS has been reviewing in conjunction with the Profession, the FSA and industry bodies. Other
risks such as medical expenses and the cost of long-term care are very difficulty to predict, and
actuarial concerns were frequently behind attempts by insurers to limit their exposure through
contractual limitations and premium review clauses. However, these contractual provisions run
the risk of being held to be unfair, or to have been inadequately explained with the result that the
policy may be found by the FSA, the courts or the Financial Ombudsman Service to have been

mis-sold.
5.28 Reinsurance is available to address mortality risk, including exposure to non-proportional risks

such as pandemics, and also to provide financial and technical support to insurers. However, the

modelling and reporting treatment of reinsurance packages requires careful consideration.
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Technical skills of actuaries

5.29

5.30

5.31

5.32

5.33

Actuaries’ expertise in financial aspects of life insurance means they continue to be in high
demand from insurers. Actuaries are expected to have the technical skills to develop, use and
interpret the sophisticated models now in use, and the general business knowledge and insight —
particularly in relation to the investment and operational risks mentioned above - to exercise

appropriate judgment on the reliance which can be placed on those results.

To support these skills, the Profession’s core examinations to Associate level have a significant life
insurance content, with relevant modelling, financial economics, business awareness and other
material for candidates to be able to interpret the economic assumptions and asset dependency.
For the Fellowship level, students take two specialist technical subjects such as life insurance and
one of health or general insurance, pensions, finance or investment. There is then a specialist
applications subject in life insurance. Students must also complete three years of relevant work-
based training, covering a range of activities and competences. Actuaries who have specialised or
trained in another discipline such as pensions may transfer to the life sector but are subject to a

professional requirement to ensure they are competent for the work they are asked to do.

In order to maintain and develop their competence, members of the Profession who carry out
actuarial work in life insurance are required to undertake a minimum of 15 hours’ verifiable
relevant continuing professional development (CPD). The Profession publishes a list of current
relevant areas in relation to life insurance. The FSA also has competence requirements for staff
who undertake significant roles for insurers. Recently qualified actuaries face the challenge of
gaining relevant experience, while more experienced actuaries face the challenge of keeping up

with the latest actuarial methods, which have been transformed over the last 20 years.

The value of work-based training can vary and is scrutinised by the Profession. In-house actuaries
may have limited day-to-day exposure to the methods used by actuaries in other life insurers and
other disciplines and, particularly if they work in a large team, may gain limited experience of the
wider business environment. External consultants gain broader exposure but may not experience

techniques to the same depth.

To be eligible for a practising certificate, actuaries - including those with foreign qualifications
who qualify under mutual recognition arrangements - must pass a ‘practice module’ in life
insurance which tests knowledge of relevant UK professional and regulatory requirements. They
must also have three years of recent relevant work experience, as well as continuing to meet the

relevant CPD requirements. The Profession provides two practising certificates for life actuaries,
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depending on whether the life insurer carries out with-profits business. Work experience

requirements for the with-profits certificate include a need for relevant with-profits experience.
Communication of actuarial information and advice

5.34 Actuaries and entities which produce actuarial information need to be able to communicate
findings and the associated risks clearly so that they will be understood by non-actuaries who act
on them. Actuaries also need to be able to give clear and useful advice to their clients, without in

effect taking their clients’ decisions for them.

5.35 The complexity of the models used and the issues discussed by actuaries in life insurance make
clear and comprehensive reporting and communication a significant challenge, particularly when
dealing with the public but even when dealing with other experts. Junior actuaries employed by

insurers may have limited exposure to non-technical audiences and to governing bodies.

5.36  Many of the reporting requirements and matters on which actuarial advice must be sought by life
insurers are set by the FSA. As well as the generic standard on reporting planned by the BAS,
there will be specific standards on reporting and the specific advice required from actuaries
undertaking reserved roles. One of the challenges in this area will be to ensure that appropriate

disclosures are made without overburdening the user with information.
Ethics and professionalism of actuaries

5.37 Actuaries working in life insurance need to be able to handle a number of difficult ethical issues
typically involving conflicts between the life insurer’s various stakeholders, including the interests
of different classes and generations of with-profits and non-profits policyholders, shareholders,
staff and advisers, intermediaries, private and market counterparties such as lenders and

reinsurers, potential investors, analysts and regulators.

5.38 In-house actuaries in particular risk coming under implicit pressure to adjust their professional
recommendations for the assumptions used in order to produce the results that senior managers
want. These pressures apply not only to financial management and reporting decisions, but also
to the actuarial information that underlies customer transactions such as premium rates,
policyholder information, and discretionary decisions relating to with-profits and other types of

business on which policyholders rely on the insurer.

5.39 In addition to the Profession’s ethical and conduct standards, FSA requirements impose

regulatory requirements on firms and approved persons to comply with requirements relating to
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integrity, compliance and professionalism. Whistle-blowing requirements apply to the actuarial
function-holder, the with-profits actuary and other significant roles, and to insurance companies

themselves, and broad protections apply to these and other disclosures to the FSA.

Working environment for actuaries

5.40

5.41

5.42

5.43

5.44

Actuaries need to work in an environment which promotes actuarial quality through appropriate

incentives and professional quality assurance arrangements.

Most life insurers employ their own actuaries who therefore work in an FSA-regulated
environment, which requires there to be adequate systems and controls. The AFH and WPA must
be approved by the FSA, and are subject to whistle-blowing and other duties, as are actuaries who
are also directors or other key employees. The FSA considers internal actuarial systems and
controls as part of its assessment of life insurers’ systems and controls, and expects the life
insurers’ governing bodies to do the same. The FSA has published findings on insurers’ actuarial

systems and controls, and their with-profits governance arrangements.

External or consulting actuaries tend to be used by small life insurers such as friendly societies
and for specific transactions. A number of life insurers employ an external AFH or WPA, or other

external actuaries as part of their with-profits governance arrangements.

Actuaries employed by accountancy firms, whether in relation to audit support or general

consultancy, are subject to the firms’ internal cultures and quality assurance disciplines.

The professional quality assurance arrangements established in firms have been reviewed by the

Oversight Board in its discussion paper Monitoring and scrutiny of actuarial work.

Other factors outside the control of actuaries

5.45

External factors which can promote actuarial quality in life insurance include:

o effective governance and challenge by governing bodies of insurers and other interested
parties such as with profits committees;

e culture within the wider life insurance industry, such as the principle of utmost good faith,
and industry guidance developed by the ABI;

e ability of third parties such as auditors and their reviewing actuaries effectively to challenge
the work of actuaries;

e therole and requirements of the FSA, and the effectiveness of its monitoring; and

e regulatory requirements imposed by the BAS and the Profession.
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5.46

5.47

A number of steps have been taken to promote effective external challenge for actuaries working
in life insurance, most of which are discussed in the Oversight Board’s discussion paper
Monitoring and scrutiny of actuarial work. This concludes that there is enhanced scrutiny of actuarial
work, although the FRC believes that the Profession should consider options for providing

additional support for the existing regulatory framework.

As discussed under other drivers, regulation can both promote quality through standardisation,
and stifle innovation and the taking of responsibility for decisions. The principles-based approach
being taken by the main regulatory bodies including the FSA will potentially help, as will
continuing coherence between the various regulatory requirements. This could be enhanced by

recognition of BAS standards in the rules and requirements of other bodies.

Priority areas for the FRC

5.48 In deciding on priority areas for the FRC to look at, we need to consider: the already significant
role of the FSA; whether problems exist in practice; and areas in which the FRC or other bodies
can provide help in the most cost-effective way.

549 The BAS's current priorities in life insurance are:

e finalising a conceptual framework for actuarial standards;

e implementation of a standard for reporting by actuaries;

e arranging the transition to its own standards rather than adopted standards, which will
prioritise generic standards before tackling specific areas such as life insurance.

5.50 The Oversight Board’s current priorities in life insurance are:

e overseeing the Profession’s regulation of its members in education and training, continuing
professional development, ethical and conduct standards, compliance monitoring and
discipline;

e considering options for enhancing the effectiveness of monitoring and scrutiny following the
review set out in Monitoring and scrutiny of actuarial work.

Questions

Q5 (i)  Have we accurately described the main features of actuarial work in life insurance?

Qb5 (i1) Have we identified the main drivers in this area?

Qb (iii) Have we identified the main threats to these drivers?

Qb5 (iv) Have we identified the main indicators that these factors are helping to promote actuarial quality?

Qb5 (v) Are there further steps that the FRC could take to promote actuarial quality in life insurance?
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Six - General insurance

The UK general insurance industry offers a wide range of protection products, and takes net premiums of

£31 billion a year, with huge theoretical sums insured; London is a global insurance centre

There is heavy and increasing reliance on actuaries, but limited formal recognition of their role except at

Lloyd’s where protection is provided for syndicate members as well as policyholders

Reliability and usefulness of actuarial methods — there is a range of models of varying sophistication, primarily

concerned with modelling claims experience

e Threats include handling uncertainty and limited data, dependent on claims-handling approach

Technical skills of actuaries — need good understanding of the business and a range of modelling techniques

given data limitations

e Threats include responsibilities being placed on inexperienced actuaries

Communication of actuarial information and advice — set by FSA but market demands realistic reporting

e Threats include inadequate disclosure of uncertainty

Ethics and professionalism of actuaries — industry based on principle of utmost good faith, regulation

e Threats include wide range of acceptable judgments, which can make it difficult to resist management

pressures to produce a particular result

Working environment for actuaries — some in-house actuaries, and also reliance on external consultants

e Threats include isolation of in-house actuaries and lack of professional quality assurance

Other factors outside the control of actuaries — FSA regulation, audit with actuarial support, responsibilities of
governing bodies and the role of the Lloyd’s actuary

o Threats include external events which cannot be predicted such as large claims and legal decisions,

and behavioural influences on insurers’ claims management and recording

There may be scope for the BAS and the Oversight Board, through recommendations to the Profession, to
support FSA moves to a more principles-based approach and help actuaries withstand unreasonable

pressures that may be placed on them
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Six — General insurance

What is the public interest in general insurance?

6.1

6.2

6.3

6.4

6.5

General insurance, sometimes called non-life or property and casualty (P&C) insurance, provides
protection or an indemnity from the financial consequences of a wide range of risks other than life,

although some of the risks covered also depend on life contingencies.

According to Association of British Insurers (ABI) figures, the UK general insurance industry is very
large with total net premiums (turnover) of £31 billion per annum in 2006. The London market,
which includes Lloyd’s of London, is a global insurance centre for major risks and reinsurance. The

sums potentially covered by general insurance are effectively unlimited.

There is a wide range of risks that can be insured, and most aspects of our lives such as
employment, travel and transport, health and housing, as well as many business activities, depend
on the existence and availability of insurance. Most policies provide cover for one year, although
some policies such as travel insurance are more specific, and some claims, particularly for liability

protection cover, may emerge much later because of reporting delays.

General insurance is regulated by the Financial Services Authority (FSA). Apart from members of
Lloyd’s, only authorised insurers with permission to effect and carry out the relevant classes of
general insurance may undertake this business. Members of Lloyd’s and specific syndicates they
join are regulated by the Society of Lloyd’s which is itself regulated by the FSA. The FSA regulates
the companies, the individuals who control them, whether as directors or managers, and

intermediaries who sell and market insurance.

There are roughly 700 general insurance companies and about 60 active Lloyd’s syndicates in the
UK. The FSA’s rules cover solvency and systems requirements including those for regulatory
returns which must be published, individual capital assessments (ICAs) and risk-based supervision.
Insurers” main regulatory and corporate returns are subject to external audit, and there is a
comprehensive compensation scheme for policyholders covering 90% and in some cases 100%
protection. The rules have undergone changes in the last five years, and further changes are
expected over the next five years as a result of the EU’s Solvency II project. It is expected that

regulation will increasingly be driven by developments in Europe.
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What do actuaries do in general insurance?

6.6  Actuaries are asked to advise on many aspects of general insurance, primarily in relation to claims

experience, including;:

e technical provisions for outstanding claims (reserving)

e pricing

e treaty design for reinsurance business

e outwards reinsurance

e corporate and regulatory reporting including FSA individual capital assessments (ICAs)
e mergers & acquisitions (M&A)

¢ financial management

e one-off or review advice including audit support.

6.7  Until the 1970s few actuaries worked in general insurance in the UK. There are still very few
reserved roles for actuaries in general insurance, in contrast to many overseas jurisdictions. There

are however nearly 600 actuaries now working in the general insurance field in the UK.

6.8 The reserved roles are:

e Lloyd’s actuary — the actuary appointed to report and advise on consolidated reporting of
liabilities at Lloyd’s, who also has a role in overseeing the returns provided by individual

syndicates;

o Lloyd’s syndicate actuary — the actuary who reviews the technical provisions for the syndicate is
required to provide an opinion confirming that they are no less prudent than their best

estimate of the amounts required;

e Roles for overseas business - Some Lloyd’s syndicates and UK insurance companies, authorised
to write business in the US, are required to provide statements of actuarial opinion regarding

the reserves for certain lines of business;

o Appropriate actuary — the actuary who must prepare a report every three years for the members

of those friendly societies which undertake general insurance business;
e Independent expert — an expert (often an actuary) appointed by or with the approval of the FSA

or court to report on an insurer or on a business transfer or in relation to the insolvency of an

insurer.
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Who does it?

6.9  Almost all actuaries who work in this field are general insurance specialists, although many trained
initially in life or pensions disciplines and have converted. Recent qualifiers must have passed the
relevant practice module before they are permitted to hold a practising certificate in order to

perform a reserved role.

UK Fellows - General insurance - Employers

Life insurance, 33%

Insurer/reinsurer, 6%
. Investment, 7%

Consulting, 3%

G I, 10%
Other, 12% eneral, 107

Other, 1%

Pensions, 38%

Source: The Actuarial Profession - as reported in annual returns submitted by UK actuaries as at 31*' January 2008

6.10 Actuaries employed to perform reserved roles must be Fellows of the Institute or Faculty of
Actuaries (or Fellows of the US Casualty Actuarial Society who are members of the Faculty or
Institute), and must hold an appropriate practising certificate, which means they must have three
recent years of relevant non-life experience and up-to-date continuing professional development
(CPD).

6.11 Many insurance companies and Lloyd’s syndicates employ their own in-house actuaries, although

there is frequent use of consultants, especially for reserved roles. All but a very few of the smallest

insurers have some actuarial input to the reserving process.
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6.12 Consultants offer a full range of actuarial support to all sizes of insurer. Specialist consultants
combine general consultancy with software and modelling support. There are also agencies which
specialise in arranging short term contracts for actuaries, in competition with more broadly based

recruitment agencies.

6.13 The largest accountancy firms have substantial general insurance actuarial expertise to provide both
audit support and actuarial consultancy for general insurers. They do not normally provide both
audit and consultancy services to the same insurer. However, an actuary employed by an auditor is
permitted to act as a certifying syndicate actuary, provided that the actuary is acting as an
independent reviewer, and has not performed the work being certified, for example because the
reserves have been calculated by an in-house actuary. Accountancy firms (other than the insurer’s
auditor) compete actively with larger actuarial consultancy firms, so that general insurers have a

reasonable choice of external actuarial advisers.

6.14 In the London market, many brokers employ actuaries to work on pricing and reinsurance treaty

design.

What are the drivers and threats in relation to actuarial quality in general insurance?

6.15 As discussed in section 4, we have proposed six main drivers of actuarial quality for consideration:
e reliability and usefulness of actuarial methods;
e technical skills of actuaries;
e communication of actuarial information and advice;
e ethics and professionalism of actuaries;
e working environment for actuaries; and

e other factors outside the control of actuaries.

6.16 These drivers and the corresponding threats have been discussed generally in section 4. However,

specific features relating to general insurance are set out below.

Reliability and usefulness of actuarial methods

6.17 As discussed above, the key issue for actuaries and their clients in general insurance is the quality of

the data, particularly in relation to claims. General insurers need to understand their developing
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6.18

6.19

6.20

6.21

claims experience in order to determine and report on their profitability, pricing and technical
provisions for outstanding claims and other risk factors, which is why they turn to actuaries.

Claims development is inherently unpredictable and the data maintained by insurers are themselves
subject to internal management action as well as other external and behavioural influences. In

extreme cases, there is even scope for fraudulent concealment of claims.

There are a variety of modelling techniques in use in general insurance, depending on the type of
business and the way that claims are recorded. Some personal lines, such as motor insurance, have
reasonably good and comprehensive data which are susceptible to the use of statistical techniques.
However, for other classes of general insurance, and particularly liability business, claims data are
notoriously unreliable. Large claims are particularly difficult to model, as are reinsurance claims —
especially under non-proportional treaties - which depend on the behaviours of a number of parties
and are frequently notified to the ultimate reinsurer significantly after the claim event. Because of
doubts about the accuracy of claims data and the consequent reliability of the models, it is often
necessary to use a variety of modelling techniques. Auditors of general insurers tend to re-run

models using their own software to check for the reasonableness of balance sheet figures.

The main models used for claims development, variously described as link ratio, chain ladder or
development factor - and those used in the absence of reliable claims data which involve prior loss
ratios (such as the Bornhuetter-Ferguson method) or bootstrapping - are largely empirical and do
not distinguish clearly between the model and the assumptions, which are rarely explicit. Some of
the influences in past claims experience are behavioural and it is rarely possible to identify all the
assumptions and trends implied. Premium rating in personal lines, such as motor and household,

may be more amenable to generalised linear modelling (GLM).

There are limited professional standards, and in practice the requirements of the FSA and Lloyd’s
are highly influential. In addition to the main general insurance standards GN12: General insurance
business; actuarial reports and GN50: General insurance principles and practice, the Profession has
developed standards for syndicate actuaries through GN20: Reporting under the Lloyd’s valuation of
liabilities rules and GN33: Lloyd’s syndicates writing US business, now adopted by the BAS.

There have been debates involving accounting standards about the use of best estimates against
margins, and whether, and if so how far, it should be permissible to discount outstanding claims
reserves to allow for future investment returns. Discounting is automatic in life insurance and
pensions where payment amounts are more predictable, but some commentators have doubts
because of the uncertainties relating to claims inflation, which is influenced by court and other
settlements, particularly in respect of overseas claims. Discounting will be used under Solvency II

and, so far as possible, insurers are encouraged to be explicit in their assumptions and not to rely on
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implicit margins and netting off between assumptions, since this can disguise often significant

trends in experience.

6.22 There is a lot of research being undertaken within the Profession into these matters, both in the UK

and internationally, and the BAS sees this as a priority area for technical standards.

Technical skills of actuaries

6.23 As well as being familiar with the latest modelling techniques, when to use them and how to

interpret the results, actuaries need to be able to:

apply individual judgment in a consistent manner to make adjustments for various factors;

be familiar with the relevant classes of business, and their different claims development

characteristics and experience;

be in a position to uncover data problems and omissions, and make appropriate allowances

and assumptions about the composition of mixed data; and

handle complex reinsurance treaties and the interactions between them.

6.24 In all this, it is essential to know and understand the business environment, and how it can affect the

risks, for example:

changes in claims handling procedures;

changes in underwriting policies;

insurance cycle;

reserving cycle (it is becoming clear that this is different from insurance cycle); and

contractual terms and conditions, which can significantly influence claims experience, but are

subject to challenge in the courts, and by the Financial Ombudsman Service for retail business.

6.25 Until fairly recently there were few actuaries working in general insurance, and almost all actuaries

qualified with specialisms in life insurance or pensions. Consequently, even more than in other

areas, the main threats to quality relating to technical skills are associated with the shortage of

actuaries in this sector and consequent pressures on practitioners. Newly qualified actuaries may be

technically competent, but lack the necessary business knowledge; actuaries who convert from other

areas may have wider experience but may not have learnt the modelling and other technical skills.
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6.26

6.27

6.28

To support these skills, the Profession is developing two specialist technical examination papers,
one in pricing and one in reserving, to replace the existing single paper, and support the synoptic
specialist applications paper. This closely matches the requirements of the Casualty Actuarial
Society in the US, which specialises in general insurance only. As with other sectors, there is a
requirement to pass the relevant practice module, in order to obtain a practising certificate, but these
are only required for work relating to Lloyd’s or some international business, chiefly US business,

written by UK insurers.

In order to maintain and develop their competence, members of the Profession who carry out
actuarial work in general insurance are required to undertake a minimum of 15 hours’ verifiable
relevant continuing professional development (CPD) a year. The Profession publishes a list of

current relevant areas in relation to general insurance.

The value of work-based training varies, but most students work for a consultancy or one of the
larger insurers and should have the opportunity to develop a range of technical and business

competences.

Communication of actuarial information and advice

6.29

6.30

6.31

Actuaries and entities which produce actuarial information need to be able to communicate findings
and the associated risks clearly so that they will be understood by non-actuaries who need to act on

them.

The key challenge in general insurance is the need to communicate the uncertainty relating to both
past and future claims development, but nevertheless provide relevant and useful information and

advice on which informed decisions can be based.

The existing reporting standard developed by the Profession and adopted by the BAS (GN12:
General insurance business — actuarial reports), which requires formal actuarial reports to contain
enough detail for others to reconstruct the analysis, is felt to be a driver of quality. The BAS intends
to develop a generic reporting standard for all work, as well as a specific standard for general

insurance.

Ethics and professionalism of actuaries

6.32

Actuaries working in general insurance face fewer threats such as conflicts of interest than in life
insurance and pensions, although these still exist where the senior staff and other significant

stakeholders have a short term interest in demonstrating the company’s financial strength and
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results, and can influence the company’s approach to claims management and reporting. There is
often considerable uncertainty about both the underlying data and the likely development of claims,

which in extreme adverse circumstances insurers might seek to exploit in reporting claims reserves.

6.33 Conflicts are recognised at Lloyd’s, between different generations of syndicate members and their
advisers, as well as the interests of the syndicate’s managing agent or underwriter, policyholders,
regulators (including foreign regulators) and Lloyd’s itself. In these circumstances, syndicate

actuaries, whose role is given specific recognition, are obliged to supply their best estimate.

6.34 A further issue is the extent to which the syndicate actuary and other external consultants may rely
on the work of the auditor including the auditor’s actuaries, and vice versa. In some cases the
syndicate actuary is employed by the auditor, and the auditor is relied on to provide the main

external review work.

Working environment for actuaries

6.35 There are a variety of different environments in which general insurance actuaries work:

e the Lloyd’s market, with reserved roles for syndicate actuaries, who may be in-house but are

often external, with oversight from the Lloyd’s actuary as well as the FSA;

e the company market which again varies between large personal lines insurers which often
have sizeable actuarial teams, and smaller insurers which have small actuarial teams and are

dependent on external actuarial consultants for support;

e consultancy firms and accountancy firms, which have substantial actuarial resource and are

major consultancies as well as providing in-house audit support.

6.36  Actuaries who work in a consultancy environment are subject to the firm’s own professional quality
assurance arrangements, and will have the advantage of seeing a wide range of businesses, but may
not be close enough to the business to identify problems in data and claims experience. Actuaries in
larger insurers may have similar quality assurance arrangements, supplemented by FSA
requirements. However, actuaries in small insurers may be quite isolated and can benefit from an
element of external review for example by a consultancy firm or through audit or through review by

the Lloyd’s actuary.
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Other factors outside the control of actuaries

6.37 These include:

e effective governance and challenge by directors and other interested parties such as
underwriters;

e culture within the wider actuarial profession and the general insurance industry;

e ability of third parties such as auditors effectively to challenge the work of actuaries;

e the role and requirements of the FSA, and the effectiveness of their monitoring;

e therole of the Society of Lloyd’s and the effectiveness of its requirements and monitoring; and

e regulatory requirements and scrutiny by the BAS and the Profession.

6.38 Senior management in general insurers — and most of their governing bodies — can be expected to
have a good understanding of their business and to challenge the work of their actuaries. Equally,
the largest auditors which dominate the market for general insurance, and employ their own
actuaries, will have good knowledge and understanding of the main risks. The FSA and, where
appropriate, the Society of Lloyd’s can also be expected to challenge the work and assumptions of

actuaries, although only the Society routinely monitors compliance with actuarial standards.

Priority areas for the FRC

6.39 In deciding on priority areas for the FRC to look at, we need to consider: the already significant role
of the FSA; whether problems exist in practice; and areas in which the FRC or other bodies can

provide help in the most cost-effective way.

6.40 The BAS’s current priorities in general insurance are:

e finalising a conceptual framework for actuarial standards;
e implementation of a standard for reporting by actuaries;
e arranging the transition to its own standards rather than adopted standards, which will

prioritise generic standards and then areas such as general insurance.

6.41 The Oversight Board’s current priorities in general insurance are:

e overseeing the Profession’s regulation of its members in education and training, continuing
professional development, ethical and conduct standards, compliance monitoring and
discipline;

e reviewing the adequacy of monitoring and scrutiny of actuarial work.
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6.42 The Profession itself is taking steps to increase the depth of training in general insurance, and there
may be further initiatives in relation to qualified actuaries. There may be scope for the work of the
FRC to support current deregulatory initiatives, including the FSA’s more principles-based

approach, as well as implementation of European initiatives such as Solvency II.

Questions

Q6 (i) Have we accurately described the main features of actuarial work in general insurance?

Q6 (it) Have we identified the main drivers in this area?

Q6 (iii) Have we identified the main threats to these drivers?

Q6 (iv) Have we identified the main indicators that these factors are helping to promote actuarial quality?

Q6 (v) Are there further steps that the FRC could take to promote actuarial quality in general insurance?
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Seven — Pensions

Pensions are a major personal asset needed to provide for retirement, and total funds in UK occupational

pension schemes are estimated at £1 trillion

There are two types: defined contribution (DC) and defined benefits (DB) - actuaries advise on both, but
particularly scheme funding for DB schemes. The scheme actuary role is to advise DB trustees on funding

issues; actuaries also advise sponsoring employers, and occasionally individuals

Reliability and usefulness of actuarial methods — methods may be scheme-specific but are closely prescribed

o Threats include lack of transparency and accountability for advice and information provided, and the

inherent uncertainty and sensitivity of outputs

Technical skills of actuaries — actuaries have specialist training and knowledge

e Threats include weaknesses in projecting mortality improvements and need to incorporate matters

outside traditional actuarial expertise such as allowance for employer covenants

Communication of actuarial information and advice — closely prescribed

e Threats include prescriptive reporting and difficulty of explaining complexity to lay people

Ethics and professionalism of actuaries — need for objectivity and independence

e Threats include conflicts, which are exacerbated through dual appointments, including pressures to

produce a particular result, by varying the assumptions recommended

Working environment for actuaries — primarily consultancy and some insurance companies. Only the largest

schemes have in-house actuaries

o Threats include isolation of small firms and weak or absent internal professional quality assurance

mechanisms

Other factors outside the control of actuaries — risk-based regulation applies, increasing importance of role of

trustees

e Threats include the way that trustees and employers respond to the new regime in which trustees set

actuarial assumptions, and the absence of direct independent review through audit

Priorities for the FRC include oversight of the Profession’s development of guidance on conflicts of
interest, reviewing the appropriateness of monitoring and scrutiny, including the role of firms, and

coordinating standards with the Department for Work and Pensions (DWP)
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Seven — Pensions

What is the public interest in pensions?

7.1

7.2

7.3

7.4

7.5

Pensions represent one of the main sources of income for people who are no longer economically
active. For many of us, our pension is our largest asset, without which we may be dependent on

means-tested state benefits in our old age.

According to the Purple Book (issued by the Pensions Regulator and the PPF), up to 10 million
people are active members of an occupational scheme, and many more are deferred members or
pensioners, or have a personal pension. The total sums invested exceed £1 trillion for funded
private and public sector schemes with a similar unfunded sum in respect of the most significant

public sector schemes.

Pensions in the UK are traditionally associated with employment and many employees are provided
with an occupational pension as part of their remuneration. Companies have recently been

reorganising their pension arrangements which in some cases has given rise to employee unrest.

Pensions are operated on both a defined benefit and a defined contribution basis:

(@)  Defined benefits (DB) — this type of scheme offers a pension based typically on salary in the final
years of employment (final salary), or less frequently over the entire period (average salary),
which can be seen as fairer for early leavers. There are fewer than 10,000 DB schemes, which
account for more than £800bn of assets. Most DB schemes are managed under trust by
appointed trustees. Typically the financing is on a balance of cost basis where the members

pay a fixed contribution and the sponsoring employer pays the balance.

(b)  Defined contribution (DC, also known as money purchase) — this is in some ways a more
transparent arrangement in which contributions (by the member or employer, usually as a
fixed proportion of salary) are accumulated in that member’s own account, together with
investment returns less charges. There is often a choice of investment, and the associated risks
and responsibilities lie predominantly with scheme members and their advisors. There are
some 60,000 occupational DC schemes, with funds under management of £200bn (with a
further estimated £500bn in personal pension plans and stakeholder pensions). Typically
financing is on a defined cost basis where the rate of contribution from the sponsoring

employer is specified in advance.

Because of the long period of projection, there is considerable uncertainty about the future

development of both the assets and the liabilities of DB schemes. Consequently, there is inherent
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7.6

77

7.8

subjectivity and sensitivity to assumptions used in projecting and assessing the risks and other
measures of performance and security, for schemes, scheme members, employers (and investors).
The role of the actuary is to analyse the various factors and provide information which makes the
potential uncertainty better understood. If actuaries are perceived to get things wrong, this serves
to undermine confidence in the existing arrangements, but decisions, however difficult, still have to

be made.

Pension scheme risk may be viewed from the various parties concerned:
(a) Social/Government

e Economic — that the economic cost of providing the socially desired level of pensions (and
compensation where things go wrong) proves unaffordable to the nation. In such a case
affordability can only be achieved by altering the view of “socially desirable”, or reducing
the number of claimants through increased retirement ages;

e Market-based provision — market forces may result in a levelling down of commitment to
occupational pensions without government intervention (compulsion or provision).
(b) Sponsoring employers — (including investors and Government as an employer)

e DB - that the cost of providing the benefits promised will prove either greater than
expected or ultimately unviable;

e DC -employees will receive unsatisfactory pensions.

(¢) Individual/scheme members

e DB -scheme default (due to default of employer combined with inadequate funding);

e DC -inadequate saving, or investment failure.

(d) Scheme trustees

o the legal risk of being personally sued for negligence or otherwise being held responsible
personally for actions as trustees.

The role of the state is multi-faceted. In some circumstances it acts as an employer, in others it acts
to encourage private pension provision and finally it acts to ensure a minimum level of income in

retirement for those who have no other form of financial support.

Government is concerned about

(a) the risk of scheme default and, in response to this, has introduced a statutory funding objective
and a protection scheme (The Pension Protection Fund) which provides compensation in the

event of scheme default;
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(b) inadequate pension provision and acts to encourage pension provision through various

measures.

What do actuaries do in pensions?

7.9  The scheme actuary’s main statutory role in respect of DB schemes is to investigate and advise the
trustees on the funding position, with a view to enabling them to meet their obligations under the
trust deed, trust law, and pensions legislation. However, actuaries and actuarial firms typically
provide a wider range of services and information or advice to trustees, sponsoring companies and

investors.

7.10 The role originally developed in order to help trustees to satisfy their obligations under the trust
deed, and to give confidence to members and employers that the scheme funding was being
properly managed. In part, it was initially recognised in legislation in order to satisfy the authorities

that the scheme was not being overfunded as a means of avoiding tax.

7.11 Current pensions legislation places greater emphasis on the protection of scheme members, while
recognising the interests of, and the scheme’s dependency on, the sponsoring employer. It requires

trustees, in addition to their obligations to instruct an actuary under the trust deed:

e to set scheme-specific funding principles prudently on advice from the scheme actuary;

¢ to decide on the methodology for the triennial scheme-specific valuation, which the scheme

actuary then uses to calculate and certify technical provisions;
e to obtain an annual update report from the scheme actuary; and

e toagree a recovery plan with the sponsoring employer, with a schedule of contributions

certified by the scheme actuary.

7.12  From October 2008, trustees will be responsible for setting transfer value bases for members who
move schemes, consistent with the scheme funding principles but without a margin for prudence.

They may take account of deficiency reports on advice from the scheme actuary.

7.13 The scheme actuary may also be asked to certify that any change in scheme benefits (benefit

modifications) will leave members no worse off.

7.14 The main actuarial input to DC schemes is to advise on and provide illustrations for individual
benefits for members, and actuaries may be involved in some aspects of scheme design as well as

performance measurement for investment management.
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7.15 Other matters on which separate actuarial advice is typically sought by sponsoring employers
include:

e disclosures in their financial statements under FRS17/IAS19;

e advice in negotiating a recovery plan with the trustees;

e actuarial certificates of deficit reduction contributions and contingent assets;
e advice on the cost implications of scheme benefits;

e advice on aggregate financial management and treasury functions; and

e mergers & acquisitions (M&A) and corporate restructuring implications.

7.16 Actuaries may be asked to provide expert advice in cases of insolvency and corporate restructuring
(usually to the trustees and sponsoring employers separately) and to claimants or defendants in
litigation such as dismissal claims, compensation for accidents and personal injury, divorce, and

personal pensions mis-selling.

Who does it?

7.17 Most actuaries working in this sector are pensions specialists, although all actuaries have
investment training and some may have specialist investment or life insurance expertise. The
statutory scheme actuary role must be undertaken by an individual Fellow of the Institute or Faculty
of Actuaries. The Profession requires actuaries undertaking this role to hold a practising certificate,
which means they need at least three recent years of relevant experience and up-to-date CPD. The
Profession also requires the scheme actuary’s work to be reviewed by another qualified actuary
eligible to hold a scheme actuary practising certificate. In practice, except in the case of a sole

practitioner, this work is normally undertaken by an actuary from the same firm.

UK Fellows - Pensions - Employers
Investment, 7%

General insurance, 10%
Other, 12% Q '

Life, 33%

Pensions, 38%

Consulting, 32% Other, 3%

Insurer/reinsurer, 3%

Source: The Actuarial Profession - as reported in annual returns submitted by UK actuaries as at 31% January 2008
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7.18

7.19

7.20

7.21

7.22

Most schemes obtain their actuarial services from a pensions consultancy firm. While larger
schemes will have their own pensions manager (often an employee of the sponsor), investment
manager, and lawyer — as well as the trustees and independent auditor - the normal model is for the

pensions consultant to provide:

e aclient manager (often an actuary);

e aregulatory/legal information and advice service;

e investment advice e.g. structure, selection, monitoring and measurement;
e actuarial advice to the trustees (as scheme actuary);

e actuarial advice to the sponsor;

e communications to members;

e scheme administration; and

e general consultancy advice.

Although there is a fairly wide choice of actuarial firms available, the market for consultancy among
larger schemes is dominated by a small number of very large pensions consultancies. Only the very
largest schemes — or the schemes of businesses which already employ actuaries such as insurers -
have their own in-house actuarial resource, and in practice they often rely on external consultancy

advice, for matters such as performance monitoring with separate advice to the sponsor.

The Government Actuary’s Department (GAD) provides services to public sector schemes, although
these schemes are free to obtain actuarial services from other consultancy firms, some of which also
specialise in this type of scheme. Public sector schemes are subject to a variety of additional checks
such as Parliamentary scrutiny and, for many schemes, the National Audit Office. The GAD advises
the Government (particularly the DWP and HM Treasury) on pensions policy matters as well as the

Pensions Regulator, and a number of overseas schemes and regulators.

Smaller schemes may select a fully-insured option where their funds will be invested by the insurer,
offering a combined, usually standard, package of consultancy, drafting of legal documentation, and
investment management. Non-standard actuarial services, particularly for the sponsoring

employer, are sometimes provided by external actuarial firms.

The larger accountancy firms employ actuaries to provide in-house advice in relation to audits of
companies with material pension liability risks. These firms also offer actuarial consultancy
services, primarily to sponsoring employers. External actuarial firms typically provide services to

schemes, and to the smaller accountancy firms which do not have in-house actuaries.

Financial Reporting Council 63



7.23 Sole practitioners typically provide advice in areas where independent or specialist advice — such as
mortality expertise - is at a premium, for example expert witness work or where the actuary has an

existing relationship with the client or one of its advisers.

What are the drivers and threats for actuarial quality in pensions?

7.24 As discussed in section 4, we have proposed six main drivers of actuarial quality for consideration:
e reliability and usefulness of actuarial methods;
e technical skills of actuaries;
e communication of actuarial information and advice;
e ethics and professionalism of actuaries;
e working environment for actuaries; and

e other factors outside the control of actuaries.

7.25 These drivers and the corresponding threats have been discussed generally in section 4. However,

specific features relating to pensions are set out below.

Reliability and usefulness of actuarial methods

7.26 As with life insurance, most actuarial modelling in pensions is concerned with the time-based
development of transactions relating to individual lives. These models can then be used to run
projections for DB schemes for the purposes of funding, financial statements, investment, mergers
and acquisitions, and advice on transactions such as transfer benefits and early retirements, as well

as benefit enhancements.

7.27 Data for active members can be derived from the sponsoring employer’s payroll systems, but data
for deferred members and pensioners often need to be maintained by the scheme itself. The scheme
may lose touch with some deferred members or pensioners, and not be notified about deaths
(although unreported deaths will generally mean the financial position is better than expected).
Many pension consultancies, as well as insurers, offer combined administration and other
consultancy services, including actuarial services, which can give the scheme actuary reasonable
confidence about the data. However, there are threats including missing sections of the
membership and out-of-date data being used which are inconsistent with the other financial

information, and the scheme actuary may need to perform reasonableness and other validation
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7.28

7.29

7.30

7.31

checks. The scheme data are not directly subject to audit, although the auditor will place some

reliance on the scheme actuary’s assessment of reasonableness and other validation checks.

Modelling methodology is reasonably standard, and consistent with actuarial educational materials,
although the degree of sophistication can vary. Some models ignore the possibility of early leavers,
on the basis that the benefits will be roughly equivalent to those for active members. The Oversight
Board'’s survey of actuarial firms (reported in its paper Monitoring and scrutiny of actuarial work)
indicated that some schemes are still modelled using spreadsheets. However, most consultancies
will have more sophisticated models, with some use of stochastic investment modelling using

economic scenario generators.

The key factor in this driver is the assumptions used or implied in the model. Because of the long
period of projection, projected outcomes can be extremely sensitive to the assumptions. The key
assumption has tended to be the difference between the assumed investment return and the rate of
salary increases in deferment, and pension increases thereafter. However, there is increasing
emphasis being placed on the mortality assumptions, including the allowance for improvements in
mortality, which has been regarded as inadequate by many. Employers may use different
assumptions for internal purposes from those used by trustees and presented to beneficiaries,
including in the assessment of the appropriate amounts to be paid for transfer and buy-out values
and commutations. Assumptions are generally explicit, but there is considerable subjectivity
involved and there has been some practice in the past (now discouraged) of margins being made in

the economic assumptions to allow say for improvements in mortality.

The assessment and evaluation of the models used typically is less comprehensive than in other
areas, because most of the actuary’s work is outside the scope of audit, although in practice there is
likely to be some scrutiny of almost all the actuary’s work. For further details, see the Oversight

Board’s paper Monitoring and scrutiny of actuarial work.

As with the other main sectors, there is scope for outcomes to be affected by the exercise of
management as well as trustee discretion. Salary increases are at least nominally at the employer’s
discretion, as is its continuing support for the scheme and - by virtue of decisions it takes — the
strength of the employer covenant. The funding basis of a DB scheme can differ considerably
depending on whether it is assumed to be ongoing or valued on a termination basis. Until recently,
the strength of the employer was not directly considered, but recent changes require the strength of
the employer covenant to be incorporated into the funding assumptions. Consequently, there is
considerable uncertainty, quite apart from the uncertainty relating to the economic and

demographic experience of the scheme, which needs to be reflected in the methodology.
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Technical skills of actuaries

7.32

7.33

7.34

7.35

To support the actuary’s skills, the Profession’s core examinations to Associate level cover basic
pension funding issues, with relevant modelling, financial economics, business awareness and other
materials to be able to interpret the economic and demographic assumptions. For the Fellowship
level, students take two specialist technical subjects such as pensions and one of finance and
investment, life insurance, or health insurance. There is then a specialist applications subject in
pensions. Students must also complete three years of relevant work-based training, covering a
range of activities and competences. Actuaries who have specialised or trained in another discipline
may transfer to the pensions sector, but are subject to a general requirement to ensure they are
competent for the work they are asked to do. Generally, more actuaries leave the pensions sector to

work in other areas rather than the other way around.

In order to develop and maintain their competence, members of the Profession who carry out
actuarial work in pensions are required to undertake a minimum of 15 hours’ verifiable relevant
continuing professional development (CPD). The Profession publishes a list of relevant areas in
relation to pensions, on which the Oversight Board and others have commented. Recently qualified
actuaries face the challenge of gaining relevant experience, while more experienced actuaries face
the challenge of keeping up with the latest actuarial methods, which have been transformed over

the last 20 years.

In order to be eligible for a practising certificate, actuaries - including those with foreign
qualifications who qualify under mutual recognition arrangements - must pass a pensions ‘practice
module” which tests knowledge of relevant UK professional and regulatory requirements. They
must also have three years of recent relevant work experience, as well as continuing to meet the

relevant CPD requirements.

The main concerns that have arisen in the past relate to shortcomings in understanding of
investment techniques, and the use of cohort analysis and projections of mortality improvements; in
certain cases, pensions actuaries may be called on to give advice outside their technical competence

such as legal matters and investment.

Communication of actuarial information and advice

7.36

Actuaries and entities which produce actuarial information need to be able to communicate findings

and the associated risks clearly so that they will be understood by non-actuaries who need to act on
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them. Given the complexity of methods and issues involved, this can be challenging, and the

Profession’s communications examination is of particular relevance.

7.37 The reporting requirements on scheme actuaries are fairly tightly prescribed through legislation and
the Profession’s own standards, and there is a tension between full disclosure of the assumptions
used and being able to explain clearly the approach taken. The BAS is consulting on a generic
reporting standard as well as proposing specific standards for the main industry sectors, which

should help to ensure that actuarial information is easier to understand.

7.38 Pensions legislation now makes trustees responsible for selecting the basis on which the actuary’s
funding review is undertaken. Particularly when dealing with lay trustees, scheme actuaries can
find that they are nevertheless expected to give a strong steer on the approach trustees should take.
The Morris Review criticised actuaries for giving too much certainty. Equally, however, trustees can
be critical of actuaries who are perceived not to be willing to give clear advice. Actuaries need to be

able to give clear and useful advice without in effect taking the client’s decision themselves.

Ethics and professionalism of actuaries

7.39 Actuaries working in pensions face particularly challenging ethical and professional issues, at the
heart of which are potential conflicts of interests between the trustees, acting on behalf of scheme

beneficiaries, and sponsoring employers.

740 The main threats to this driver in pensions are as follows:

¢ misunderstanding by actuaries themselves about their role and function, and duties to the
different parties involved, legal obligations under often complex trust deeds, case law,
regulation, and perceived confidentiality restrictions, and the reliance actuaries can place on the

work of others such as auditors;

e conflicts arising from having been involved in decisions on investment and administration
which the actuary is then asked to review as part of actuarial advice (essentially acting as

scheme designer and scorekeeper);

e behavioural weaknesses in actuarial work — for example following convention, putting clients
before the public interest, risk aversion in giving advice, inhibitions in challenging the work of

actuaries, or relying on restrictions in legislation;

¢ vulnerability to subtle persuasion to flex the recommended assumptions to provide the desired
result, particularly given the sensitivity of results to the assumptions used — actuaries’

objectivity can be undermined if they or their firms hold dual appointments.
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741 The Profession is consulting on a new principles-based ethical Actuaries” Code and supporting
conduct standards. The Morris Review recommended that the Profession or another body should
issue guidance to scheme actuaries on the materiality of conflicts of interest, and the Pensions
Regulator has been consulting on draft guidance to pension trustees on handling conflicts of

interest, including conflicts relating to advisers.

742 Particular features which the Oversight Board is looking to the Profession to develop include
standards which recognise the importance of objectivity and independence of mind, robustness in
the face of unreasonable pressure, subtle or otherwise, from employers, clients and third parties; a

willingness to accept independent responsibility for advice; and regard for the public interest.

Working environment for actuaries

7.43 Most pensions actuaries work in actuarial consultancy firms, which means they are exposed to a
variety of clients, and the firm’s culture and processes including quality assurance, technical and
professional support, the development of a “house view’, and appropriate incentives. These can
have a significant influence on the way that actuaries respond as individuals to the threats

mentioned above under other drivers.

7.44 The main threats to this driver include:

e Possible weaknesses in professional leadership within consultancy firms, and the absence or
isolation of quality controls for actuaries working as part of a larger multi-disciplinary

organisation;

e failure to provide safeguards for the conflicts faced by actuaries, including those employed by
insurers, as a result of other services provided directly or by their employer, such as investment
and administration. This can exacerbate ethical and professionalism concerns if the provision of
those other services affect the actuary’s remuneration, and for large firms which provide

services in respect of the schemes for sponsors involved in mergers and reconstructions;

e the regulatory and professional focus on individuals which can undermine firms” quality
control, and can place too great a burden on individuals particularly if they are personally

responsible for a large number of schemes.

7.45 The role of professional quality assurance and other controls in pensions consultancy firms is

considered further in the Oversight Board’s review Monitoring and scrutiny of actuarial work.
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Other factors outside the control of actuaries

7.46

7.47

7.48

7.49

Other factors include:

e effective governance and challenge by trustees and other interested parties such as sponsoring

employers;
e culture within the wider actuarial profession and pensions industry;

e ability of third parties such as auditors to challenge the work of actuaries, which is at best
indirect as it is only the sponsoring employer that includes actuarial information in its audited

accounts;

e the role and requirements of the Pensions Regulator and the extent of its monitoring activities

which do not extend as far as direct supervision of actuaries;

e regulatory requirements and scrutiny by the Profession.

These external factors are particularly important in pensions, since scheme-specific funding requires
an agreement between trustees and employers, which can essentially turn the actuary into a
mediator. The external focus can be on the outcome of the actuary’s work in terms of cost to the
employer rather than the quality of the actuarial assumptions, which can at times be negotiated by

the trustees and the employers in order to produce the right result.

In practice, the sponsoring employer and key individuals employed by it such as the pensions
manager can exert significant influence by acting as gatekeepers between the actuary and the
trustees. Similarly, trustees themselves face significant conflicts, particularly trustees appointed by
the employer, but also in recognition that ultimately the scheme and its members are dependent on
the continuing support of the sponsoring employer. Consequently, client satisfaction may reflect
flexibility rather than quality, and lead to immediate clients being put ahead of third party interests

and the public interest, which is a threat to ethics and professionalism discussed above.

The role of the Pensions Regulator and of trustees is considered in more detail in the Oversight

Board’s Discussion Paper Monitoring and scrutiny of actuarial work.

Priority areas for the FRC

7.50

In deciding on priority areas for the FRC, consideration has been given to: the already significant
role of the Pensions Regulator (and the FSA for insured schemes); whether problems exist in
practice and where risks may arise in future; and areas in which the FRC and other bodies can

provide help in the most cost-effective way.
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751 The BAS’s current priorities in pensions are:
e finalising a conceptual framework for actuarial standards;
e implementation of a standard for reporting by actuaries;
e arranging the transition to its own standards rather than adopted standards, which will
prioritise generic standards before tackling specific areas such as pensions.
7.52 The Oversight Board’s current priorities in pensions are:

e overseeing the Profession’s regulation of its members in education and training, continuing
professional development, ethical and conduct standards, compliance monitoring and

discipline;

e reviewing the adequacy of monitoring and scrutiny of actuarial work, particularly in pensions

and given the importance of firms;

e reviewing the Profession’s proposed standards for handling conflicts of interest in pensions.

Questions

Q7 (i) Have we accurately described the main features of actuarial work in pensions?

Q7 (ii) Have we identified the main drivers in this area?

Q7 (iii) Have we identified the main threats to these drivers?

Q7 (iv) Have we identified the main indicators that these factors are helping to promote actuarial quality?

Q7 (v) Are there further steps that the FRC could take to promote actuarial quality in pensions?
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Annex A - List of questions

Nature and scope of actuarial practice:

Q2 (i) Do you agree that the use and interpretation of mathematical models to describe financial systems,

portfolios and entities is an underlying feature of actuarial work?

Q2 (ii) What other features describe and distinguish the nature and scope of actuarial practice?

Drivers of actuarial practice:

Q4 (i) Have we identified the key drivers of actuarial quality? How can they be added to, re-defined or

re-structured?

Q4 (ii) Do other drivers apply in sectors apart from life insurance, general insurance and pensions?

In each sector:

Q5/Q6/Q7 (i) Have we accurately described the main features of actuarial work?

Q5/Q6/Q7 (ii) Have we identified the main drivers?

Q5/Q6/Q7 (iii) Have we identified the main threats to these drivers?

Q5/Q6/Q7 (iv) Have we identified the main indicators that these factors are helping to promote

actuarial quality?

Q5/Q6/Q7 (v) Are there further steps that the FRC could take to promote actuarial quality?
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Annex B - Regulation of actuaries

1. Membership of the Actuarial Profession

There is no legal restriction on who may be called an actuary in the UK, although in practice all actuaries

are either Fellows or Associates of the Faculty or the Institute of Actuaries.

Although formally separate, the Faculty and the Institute have since 1996 combined their representation
and regulation of their members under the banner of the UK Actuarial Profession (referred to in this paper
as the Profession). They share a common website, staff, governance and regulatory requirements, as well
as a common motto “making financial sense of the future”. Their disciplinary schemes are separate but
identical and overseen by a common externally-chaired Disciplinary Board. Apart from their separate

charters, bye-laws and disciplinary schemes, the Profession has common regulatory materials including:

e common requirements for membership and qualifications (although technically Institute students are

members while Faculty students are not), including common examinations;
e acommon ethical code, the Professional Conduct Standards, and supporting guidance notes;

e common requirements for practising certificates and continuing professional development.

Individuals may be admitted as students, affiliates or honorary fellows of either body, but are not
permitted to call themselves actuaries in these circumstances unless they are also qualified as actuaries
through membership of an overseas actuarial association. Students of the Faculty (unlike students of the
Institute) are not members, but are subject to many of the requirements applicable to members.
Admission as a student is subject to minimum educational requirements (Mathematics A level and

English GCSE at grade B, or equivalent), and evidence of good character.

2. Qualification as an actuary

To qualify as an Associate, students must pass or be exempted from nine core technical and three core
applications examinations and attend a one-day professionalism course. If they joined after 1 July 2004,
they must have one year's worth of relevant work-based skills experience covering the four key
dimensions of practical application of actuarial skills, professional and ethical, communication and

commercial.

To qualify as a Fellow, students or Associates must pass two further specialist technical and one specialist
applications examination. They must complete three years of practical training, and a two-day

professionalism course.
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Students with relevant degrees are eligible for exemption from certain of the Profession’s examinations
and, in response to the Morris Review, the Profession has introduced a new accreditation scheme which

gives awarding bodies greater flexibility in the structure and content of actuarial courses.

3. Continuing professional development (CPD)

Actuaries are required to ensure they are competent for the work they undertake. In addition, there is a

mandatory CPD scheme, with five categories of member:

Category 1 — practising certificate holders

Category 2 — members undertaking mainstream actuarial work
Category 3 — members not undertaking mainstream actuarial work
Category 4 — non-working members

Category 5 — working members (typically overseas) who are covered by another scheme.

Actuaries within Categories 1 to 3 are required to record their CPD using a link on the Profession’s
website. For actuaries within Categories 1 to 2, this includes at least 15 hours a year of relevant verifiable
CPD; and the Profession has introduced requirements for experienced actuaries to attend a

professionalism event every ten years.

4. Statutory recognition and regulation of actuaries

A number of statutory and regulatory roles relating to long-term insurers, non-directive friendly societies,
Lloyd’s and Lloyd’s syndicates, pension schemes and certain exempt pre-paid funeral plans may only be
undertaken by a Fellow of the Institute or Faculty (or, for syndicate actuaries, a Fellow of the Casualty
Actuarial Society in the US who is also a member of the Institute or Faculty). In addition, the Profession

requires any such individual to hold a practising certificate applicable to that role.

The Institute of Actuaries is a Designated Professional Body (DPB) under the Financial Services and
Markets Act 2000 (FSMA), which permits the firms it licenses to undertake exempt regulated activities
without being authorised. The Institute has separate rules and monitors the incidental activities of these
firms and authorised actuarial firms. Some of this work is undertaken under contract on behalf of the
Profession by the Quality Assurance Directorate of the ICAEW. The Institute’s functions as a DPB are
overseen by the FSA.
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5. Practising certificates

To be eligible for a practising certificate, individuals must as well as paying the relevant fee:
e be Fellows (or affiliates who are Fellows of the Casualty Actuarial Society);
e have three years of recent relevant experience;
¢ meet relevant CPD requirements including 15 hours a year of relevant verifiable training;
e attend the relevant annual current issues seminar (except in general insurance); and

e have passed the relevant practice module of the Profession’s examinations (if qualified after 2004).

Actuaries are also subject to assessment by the Profession when they first apply for a practising certificate.

6. Professional standards

Following its establishment in April 2006 to set technical actuarial standards, the Board for Actuarial
Standards (BAS) adopted most of the Profession’s guidance notes that existed in May 2006. A full list of

these adopted standards may found on the BAS’s website: www.frc.org.uk/bas

The Profession remains responsible, subject to independent oversight by the Oversight Board, for its

ethical and conduct standards, including currently:

PCS  Professional Conduct Standards

GN24  The actuary as expert witness

GN29  Occupational pension schemes — advisers to the trustees or a participating employer

GN30 Compensation for professional shortcomings

GN37  The Financial Services and Markets Act 2000 (Communications by Actuaries) Regulations 2003

GN48 Compliance review: pensions

The Profession is consulting on a new principles-based Actuaries” Code, which will be supported by a new
set of general and role-specific standards. The Profession has also issued Guidance Notes for actuaries
working overseas and for firms undertaking exempt regulated activities under FSMA, which are not

subject to independent oversight by the Oversight Board.

In line with the recommendations of the Morris Review, the BAS has a reserve power to set ethical

standards if this is recommended by the Oversight Board, or if this is otherwise considered appropriate.
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Indeed some of the Profession’s Guidance Notes adopted by the BAS contain ethical and conduct material,

although the BAS does not currently propose to include ethical or conduct material in any new standards.

The International Actuarial Association and the Groupe Consultatif Actuariel Européen have agreed
minimum ethical codes for member associations, which the Institute and Faculty must adopt as a

condition of membership of those bodies.

7. Discipline

Any member or former member of the Profession (including a student or former student of the Faculty) is
subject to the provisions of the relevant disciplinary scheme. Available sanctions include expulsion,

suspension, financial penalties, re-education, and a reprimand, with a liability for costs.

The Accountancy and Actuarial Discipline Board (AADB) operates an investigation and discipline scheme

in relation to matters involving members of the Profession that raise or appear to raise important issues

affecting the public interest in the UK. Further details may be found on www.frc.org.uk/aadb.

Actuaries who are subject to regulation, whether in their capacity as actuaries or otherwise, may be subject
to disciplinary or enforcement proceedings by those bodies. The Profession has established arrangements

with other regulators to cooperate and share information.

8. International regulation

A condition of membership of the International Actuarial Association is that member associations must
require their members operating in another territory to join the local actuarial association. The
International Actuarial Association (and the Group Consultatif Actuariel Européen) has further

established minimum educational syllabuses and ethical codes of conduct for member associations.

Against this background, the Faculty and the Institute have established mutual recognition arrangements
with other local associations in Europe (under the Groupe Consultatif), Australia, Canada, India, New
Zealand and the United States. In addition, the qualifications offered by the Institute and Faculty are

recognised routes to qualification in many other Commonwealth countries and in Ireland.
Foreign qualifications may be recognised directly. For example, FSA rules permit Fellows of the Casualty

Actuarial Society in the US to act as syndicate actuaries in the UK provided they are members of the

Institute or Faculty.
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Annex C - Further references

The FRC and its operating bodies (see section 1)
See the FRC website generally and in particular for the activities and publications of the Board for
Actuarial Standards, the Professional Oversight Board and the Accountancy and Actuarial Discipline

Board:

www.frc.org.uk/about/actuarialregulation.cfm

During 2006, the FRC’s Board for Actuarial Standards and the Professional Oversight Board established an
actuarial stakeholder interest working group (the actuarial stakeholder group). The actuarial stakeholder
group commissioned research on the needs of the main users of actuarial services (principally pension

fund trustees and non-executive directors of insurers) and published its findings in July 2007:

http://www.frc.org.uk/bas/publications/pub1374.html

The nature and scope of actuarial practice (see section 2)
There is a wide range of books and papers about actuarial practice published by the Profession, actuarial
firms, universities offering actuarial courses and independently. Papers and links to overseas actuarial

associations and many other publications may be found on the website of the UK Actuarial Profession:

www.actuaries.org.uk

A specific description of actuarial practice and control we have found useful (although it goes well beyond

the scope of this paper) is an article by Julian Gribble of the University of Melbourne:

http://www.economics.unimelb.edu.au/SITE/actwww/html/no105.pdf

The Morris Review of the Actuarial Profession (see section 3)

Information about the Morris Review may be found on the HM Treasury website:

http://www.hm-treasury.gov.uk/independent reviews/morris review/review morris index.cfm
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The Oversight Board has published two reports on the Profession’s progress in implementing the

recommendations made to it by the Morris Review. These may be found at:

http://www.frc.org.uk/pob/actuaries/

Life and general insurance practice (see sections 5 and 6)

As well as actuarial papers, some useful links are:

www.fsa.gov.uk (a good starting point is the insurance sector pages, which include copies of publications

on actuarial systems and controls and with-profits governance)

www.abi.org.uk

Pensions practice (see section 7)

As well as actuarial papers, some useful links are:

www.thepensionsregulator.gov.uk

www.ppf.gov.uk

www.pensions-ombudsman.org.uk

www.dwp.gov.uk

www.napf.co.uk

www.pensionspolicyinstitute.org.uk

www.pensions-pmi.org.uk

www.spc.uk.com

Financial Reporting Council 79



FINANCIAL REPORTING COUNCIL
5TH FLOOR

ALDWYCH HOUSE

71-91 ALbwyYCH

LonboN WC2B 4HN

TEL: +44 (0)20 7492 2300

FAX: +44 (0)20 7492 2301
WEBSITE: www.frc.org.uk






