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Actuarial Standards of Practice #36
3.3.2 d  Qualified Opinion
When in the actuary’s opinion, the reserves for a certain item or items are in question because they cannot be reasonably estimated or the actuary is unable to render an opinion on those items, the actuary should issue a qualified statement of actuarial opinion. Such a qualified opinion should state whether the stated reserve amount makes a reasonable provision for the liabilities associated with the specified reserves, except for  the item, or items, to which the qualification relates. The actuary is not required to issue a qualified opinion if the actuary reasonable believes that the item or items in question are not likely to be material.
3.3.3  Significant Risk of Material Adverse Deviation
When the actuary reasonably believes that there is a significant risk of material adverse deviation, the actuary should also include an explanatory paragraph in the statement of actuarial opinion. The explanatory paragraph should contain the following:
a.
the amount of adverse deviation that the actuary judges to be material with respect to the statement of actuarial opinion; and

b.
a description of the particular reasons underlying the actuary’s conclusion that there is a significant risk of material adverse deviation.

The actuary is not required to include in the explanatory paragraph general, broad statements about uncertainties and risk due to economic changes, judicial decisions, regulatory actions, political or social forces, etc.

3.4  Materiality
In evaluating materiality within the context of a reserve opinion, the actuary should consider the purposes and intended uses of the statement of actuarial opinion. The actuary should understand which financial values are usually important to the intended uses of the statement of actuarial opinion and how those financial values are likely to be affected by changes in the reserves and future payment for losses and loss adjustment expenses. For example, materiality might be evaluated in terms of the specified reserve amount for which an opinion is being given. For a statement of actuarial opinion for an insurance company to be used for financial reporting to insurance regulators, materiality might be evaluated in terms of the company’s reported statutory surplus. As another example, for a statement of actuarial opinion to be used for an actuarial appraisal of an insurance company, it might be appropriate to evaluate materiality in terms of both the company’s net worth and annual net income, since both the values are usually important factors in assessing the value of the company.

3.5  Reserve Analysis
The appropriate type and extent of reserve analysis will vary with the nature of the claims and exposures, the historical pattern of loss development, and the expectation of future conditions as they affect the liabilities associated with unpaid losses and loss adjustment expenses. A number of reserve analysis methods are available to and used by actuaries. Selection of specific methods, a modification of such methods, or the development of new methods, should be based on an understanding of the nature of the claims, the development characteristics associated with these claims and the applicability of various methods to the available data. The actuary may use a number of different methods for each of several segments of reserves. The actuary should be satisfied that the analysis methods chosen are appropriate to support the statement of actuarial opinion. If the actuary cannot draw a reasonable conclusion based on available methods or modification of such methods, the actuary should issue a qualified opinion or statement of no opinion as discussed in section 3.3.2 (d and e).
3.7  Uncertainty
Actuarial estimates are inherently subject to uncertainty because they are dependent on future contingent events. Moreover, loss and loss adjustment expense reserve estimates are generally derived from analyses of historical data, and future events or conditions often differ from the past. Even when appropriate actuarial techniques and assumptions indicate that the stated reserve amount is reasonable, the actual amount necessary to settle the unpaid claims can be significantly different from the stated reserve amount.

The actuary should consider the implications of uncertainty in loss and loss adjustment expense reserve estimates in determining a range of reasonable reserve estimates and the need for an explanatory paragraph on the risk of material adverse deviation in the statement of actuarial opinion (see section 3.3.3). The sections that follow address important considerations for the actuary’s evaluation of uncertainty.

3.7.1  Sources of Uncertainty
Undiscounted loss and loss adjustment expense reserve estimates are essentially estimates of future payments associated with current liabilities. Variations between the estimated and actual amounts commonly occur. Such variations can be the result of many factors, including the following:
a. Random chance

b. Erratic historical development data;

c. Past and future changes in operations, particularly when the change is recent;

d. Changes in the external environment such as inflation, coverage litigation, judicial decisions, legislative changes, claimants’ attitudes with respect to settlements, etc.;

e. Changes in data trends, development patterns, and payment patterns;

f. The emergence of unusual types or sizes of claims;

g. Shifts in types of reported claims or reporting patterns; and

h. Changes in claim frequency or severity.

If reserves are stated on a present value basis, the actuary should consider the additional sources of uncertainty associated with the use of discounted reserves, as discussed in ASOP No. 20.

3.7.3  Expected Value Estimate
In evaluating the reasonableness of reserves, the actuary should consider one or more expected value estimates of the reserves, except when such estimates cannot be made based on available data and reasonable assumptions. Other statistical values such as the mode (most likely value) or the median (50th percentile) may not be appropriate measures for evaluating loss and loss adjustment expense reserves, such as when the expected value estimates can be significantly greater than these other measures.
The actuary may use various methods or assumptions to arrive at expected value estimates. In arriving at such expected value estimates, it is not necessary to estimate or determine the range of all possible values, nor the probabilities associated with any particular values.

3.7.4  Range of Reasonable Reserve Estimates
The actuary may determine a range of reasonable reserve estimates that reflects the uncertainties associated with analyzing the reserves. A range of reasonable estimates is a range of estimates that could be produced by appropriate actuarial methods and alternative sets of assumptions that the actuary judges to be reasonable. The actuary may include risk margins in a range of reasonable estimates, but is not required to do so, except as may be required by ASOP No. 20. A range of reasonable estimates, however, usually does not represent the range of all possible outcomes.
3.7.5  Risk of Material Adverse Deviation
The potential variation in the actual amount that will be needed to pay unpaid claims gives rise to uncertainty in the reserve estimates. An adverse deviation occurs when such a variation results in paid amounts higher than provided for in the reserves. The actuary should consider whether the future paid amounts are subject to a sufficiently high degree of uncertainty to create a significant risk of material adverse deviation.

3.7.6  Probability Assumptions for Adverse Deviation
The actuary may make probability assumptions regarding the likelihood of adverse deviations in considering whether there is a significant risk of material adverse deviation. The use of such probability assumptions is one way to represent the actuary’s confidence in the loss and loss adjustment expense reserve estimate based on his or her consideration of the uncertainty. While probability models, scenario testing, or other modeling techniques are tools available to help the actuary consider the implications of uncertainty, the actuary is not required to use such tools to develop an opinion regarding the risk of material adverse deviation.
When the actuary’s analyses break down the reserves into various segments or claim groupings, for example, by line of business and accident year, the actuary’s evaluation of the risk of adverse deviation should use appropriate methods or assumptions that reflect the combined uncertainty of the reserves that are the subject of the opinion.

3.8 Reinsurance Ceded
An insurance company, risk pool, or similar entity is liable to its policyholders, members, or reinsured companies (or entities) for all loss and loss adjustment expense obligations covered under its contracts, regardless of subsequent ceded reinsurance or retrocessions. A ceded reinsurance or retrocession transaction is usually a separate agreement providing for reimbursement of some of the entity’s obligations. Insurance coverage of self-insured, pools, or similar entities may also provide for certain payments similar to ceded reinsurance.
3.8.1  Gross vs. Net Reserves
If the scope of the statement of actuarial opinion addresses both gross reserves and net reserves, the actuary should evaluate both and provide an opinion on each. Such evaluation should utilize gross, ceded, and net data to the extent the actuary deems appropriate to reach a conclusion as to the reasonableness of both the gross and net reserves. The actuary should also consider the relationship between gross and net reserves in his or her evaluation.
3.8.2  Collectibility
If the amount of ceded reinsurance reserves is material, the actuary should consider the collectibility of ceded reinsurance in evaluating net reserves. The actuary should also solicit information from management regarding collectibility problems, significant disputes with reinsurers, and practices regarding provisions for uncollectible reinsurance. The actuary’s consideration of collectibility does not imply an opinion on the financial condition of any reinsurer.

NAIC Annual Statement Instructions - Property and Casualty
5 a.  Determination of Reasonable Provision
When the stated reserve amount is within the actuary’s range of reasonable reserve estimates, the actuary should issue a statement of actuarial opinion that the stated reserve amount makes a reasonable provision for the liabilities associated with the specified reserves.
5 b.  Determination of Deficient or Inadequate Provision

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

When the stated reserve amount is greater than the maximum amount that the actuary believes is reasonable, the actuary should issue a statement of actuarial opinion that the stated reserve amount does not make a reasonable provision for the liabilities associated with the specified reserves.
5 d.  Qualified Opinion

When, in the actuary’s opinion, the reserves for a certain item or items are in question because they cannot be reasonably estimated or the actuary is unable to render an opinion on those items, the actuary should issue a qualified statement of actuarial opinion. Such a qualified opinion should state whether the stated reserve amount makes a reasonable provision for the liabilities associated with the specified reserves, except for the item, or items, to which the qualification relates. The actuary is not required to issue a qualified opinion if the actuary reasonably believes that the item or items in question are not likely to be material.
6.(a)  Risk of Material Adverse Deviation

The Appointed Actuary must provide specific RELEVANT COMMENT paragraphs to address the risk of material adverse deviation. The actuary must identify the materiality standard and the basis for establishing this standard. The materiality standard must be disclosed in $US in Exhibit B: Disclosures. The actuary should explicitly state whether or not he or she reasonably believes that there are significant risks and uncertainties that could result in material adverse deviation. If such risk exists, the actuary should include an explanatory paragraph to describe the major factors, combination of factors, or particular conditions underlying the risks and uncertainties that the actuary reasonably believes could result in material adverse deviation. The explanatory paragraph should not include general, broad statements about risks and uncertainties due to economic changes, judicial decisions, regulatory actions, political or social forces, etc., nor is the actuary required to include an exhaustive list of all potential sources of risks and uncertainties.
AAA Property and Casualty Practice Note December 2003 
Appendix 7 - CAS VFIC Committee Note on Materiality and ASOP 36

To date, there is no ASOP specifically addressing materiality. The primary guidance to the opining actuary is the language in ASOP No. 36.

A.  NAIC Accounting Practices and Procedures Manual
The Codification defines a material omission or misstatement of an item in a statutory financial statement as having a magnitude such that it is probable that the judgment of a reasonable person relying upon the statutory financial statement would be changed or influenced by the inclusion or correction of the item.

· Some items are more important than others and require closer scrutiny. These include items that may put the insurer in danger of breach of covenant or regulatory requirement (such as a risk-based capital trigger), turn a loss into a profit, reverse a downward earning trend, or represent an unusual event. 

· The relative size of the judgment item is usually more important than the absolute size. An example for this is a reserve amount that would significantly impact the earnings of a small company but barely impact the earnings of a large company.

B.  S.E.C. Staff Accounting Bulletin No. 99

The common practice of using quantitative thresholds as rules of thumb for materiality has no basis in law or accounting literature. The materiality of items should be considered both separately and in total. An example given considers materiality issues affecting revenues and expenses even though the difference in net income may net out to be small. Similarly, an item may be immaterial in the context of the current year financial statements only to cumulate with other items in the future to yield material differences.
Following are summarized concepts from SAB No 99 concerning whether a particular set of circumstances is material.

· There should not be exclusive reliance on a percentage or numerical threshold to determine something is material or not.

· The use of a percentage or numerical threshold may provide the basis for preliminary assumption regarding materiality.

· A matter is material if there is a substantial likelihood that a reasonable person would consider it important.
· Both “quantitative” and “qualitative” factors should be considered in assessing an item’s materiality. Experienced human judgment is necessary appropriate.

Among the considerations that may well render material a quantitatively small misstatement of a financial statement item are:
· Whether the misstatement arises from an item capable of precise measurement or

· Whether it arises from an estimate and, if so, the degree of imprecision inherent in the estimate

· Whether the misstatement masks a change in earnings or other trends

· Whether the misstatement hides a failure to meet analysts’ consensus expectations for the enterprise

· Whether the misstatement changes a loss into income or vice versa

· Whether the misstatement concerns a segment or other portion of the registrant’s business that has been identified as playing a significant role in the registrant’s operations or profitability

· Whether the misstatement affects the registrant’s compliance with regulatory requirements

· Whether the misstatement affects the registrant’s compliance with loan covenants or other contractual requirements

· Whether the misstatement has the effect of increasing management’s compensation, for example, by satisfying requirements for the award of bonuses or other forms of incentive compensation

· Whether the misstatement involves concealment of an unlawful transaction.”

SAO’s Filed with Statutory Annual Statements

Many SAO’s are prepared to satisfy the regulatory requirement that such a statement be filed along with a company’s Annual Statement. In that case, a key concern of the management and regulatory audiences for the SAO is company solvency. At least two qualitative issues suggest themselves for consideration in this context:

· Would the item under consideration affect the opining actuary’s judgment as to whether the loss and loss expense reserves make a reasonable provision for the liabilities of the entity being opined on?

· Would the item under consideration affect the opinion reader’s judgment concerning the impact of the loss and loss expense reserves on the solvency of the entity being opined on, even if the loss and loss expense reserves do make a reasonable provision for the liabilities of the entity being opined upon?

Following are possible quantitative measures that the actuary could consider in the initial phase of determining whether a particular item is material in the context of a SAO prepared for filing with regulators:

· Absolute magnitude of item that represents a correction or a different result if reviewing the work of others.

· Absolute magnitude of item for which data are not available or are incomplete.

· Ratio of item to reserves or statutory surplus.
· Impact of item on IRIS ratios.

· Impact of item on risk-based capital results.

SAO’s Prepared for Other Purposes

If the SAO is prepared for a purpose other than that of reporting to regulators, other measures may be appropriate. As a qualitative consideration, the actuary may wish to consider the following issue. 
· Would the item under consideration affect the opinion reader’s judgment of the impact of loss and loss expense reserves relative to the purpose for which the SAO was obtained?
The following are some other quantitative measures that may be relevant in these contexts:

· Ratio of item to net income or net worth.

· Impact of item on earnings per share

Evaluation of these quantitative measures to determine a materiality standard must be considered in conjunction with the purpose or intended use of the opinion, the specific circumstances of the entity being opined upon, and the actuary’s professional judgment. Variations in a company’s circumstances or in the purpose for which the opinion is sought can cause variations in materiality standards even for analyses of otherwise equivalent liabilities.

U.S. Supreme Court

The U.S. Supreme Court defined materiality in its 1976 decision in the TSC Industries v Northway, Inc. The Court stated that an omitted fact is material if there is a substantial likelihood that its disclosure would have been viewed by the reasonable investor as having significantly altered the total mix of information made available. Determination of materiality requires, “delicate assessments of inferences a reasonable shareholder would draw from a given set of facts and the significance of those inferences to him.”

NAIC Financial Condition Examiners Handbook 

Materiality is defined as the dollar amount above which the examiner’s perspective of the company’s financial position will be influenced.  The examiner is instructed to consider the nature of the business, operating results, and financial position. Consideration should also be given to how close the company’s surplus is to levels that would trigger regulatory action.  According to the handbook, an appropriate starting point for a preliminary materiality judgment is 1% to 5% of surplus.
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