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“Compliance Review”
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Synopsis

The UK professon has been serioudy consdering procedures for forma Monitoring
Compliance with Professona Standards since early 1999. A working party produced two
papers, taking evidence from, inter dia, the Canadian Indtitute of Actuaries consderaions of
the matter. The firs paper made a range of recommendations, particularly that compulsory
externd review be introduced for work only actuaries can legdly peform in the UK.
Discussons led to the second paper with revised recommendations, principaly tha
compulsory peer review be peformed, internaly to the actuary’s firm, indead of externdly.
On acceptance of these recommendations, the boards responsble for Life Assurance,
Pensgons and Generd Imsurance were charged with drawing up implementation plans for
their own areas.  Some progress is being made in the latter two fields of work, but in the Life
Assurance arena, developments a& UK mutud Life Assurer, Equitable Life, has caused ddays
to the emerging procedures. Condderation has been given again to externd review for this
aea only, and this is amongst the recommendations made in a report published on 28
September 2001, prepared by a specid inquiry established by the UK profession into lessons
to be learned from the Equitable Stuation in respect of professond guidance to actuaries.

Résumé

Depuis le début 1999 les professonnds hritanniques ont s&rieusement pris la décision de
mettre en place des procédures dévauation en conformité avec les standards de la
professon. Un groupe de travail a produit deux articles, en se basant entre autres sur les
ddibérations de I'Indtitut Canadien des Actuaires. Le premier document a émis une s&ie de
recommandations, portant en paticulier sur la nécessté dintroduire un audit externe
obligetoire, 1a ou seulement les actuares peuvent agir légdement au Royaume-Uni.  Des
discussons ont  conduit a [I'daboration dun deuxiéme document révisant les
recommandations, cdles-ci portent principdement sur I'obligation de  mettre en face de
facon interne (et non pas de fagcon externe) un systeme d' évauation entre collegues.  Une fois
ces recommandations acceptées, les commissons responsables de I'Assurance-Vie, des
Fonds de Retraite et de I’ Assurance en générd ont éé chargées de mettre en place des plans
d action dans leurs domaines propres. Des progres ont €té rédises dans les deux derniers
domaines, mais en ce qui concerne I’assurance-vie, des développements chez la compagnie
britannique mutudige d assurance-vie, Equiteble Life, ont entrainé un retard des procédures
émergeantes.  Un audit externe uniquement dans ce domaine est a nouveau a I'éude. Cdui-ci
est un des recommandations d'un rapport d enquéte de la profession britannique publié le 28
Septembre 2001 quant aux enseignements a tirer de la gStuation chez Equitable Life en vue
d émettre des recommandations professionnelles aux actuaires.
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1. Introduction

For many years in the UK , as wdl as in other lands, the actuarid professon has had a
written code of conduct and has provided written guidance to actuaries. Much of this
is mandatory. Any materid breach of which an actuary becomes aware must be
reported to the professon. These, and any other breaches noticed by members of the
public, would become the subject of investigations of professond misconduct. To
date, however, the professon has not required any forma check on work done, either
before or after it is issued, except for reported breaches. In 1999, on an initiative of
the Professond Affairs Board in the UK, a working party was st up to consder this
matter and examine sysems for the monitoring of compliance in professona matters.
Their work considered, among other research, the developing position in Canada, by
the Canadian Indtitute of Actuaries (CIA).

This paper consders how matters have progressed since then and summarises the
current pogition in the UK.

2. Higtory

The written code of conduct referred to above is currently cdled “Professond
Conduct Standards’ (PCS). It, and the supporting Guidance Notes (GNs), have been
developing over more than 25 years.

As dated above, following the 1999 initiative, the Professond Affars Board of the
Actuarid professon in the UK set up a working paty. After consderable research
and condderation of the meatter, to enable a discusson to take place within the wider
professon on these matters, the Working Party published a discusson paper entitled
‘Monitoring Compliance with  Professond  Guidance, in  November 1999.
(Bibliography 3.1). A link to the discusson paper can be found on the Professond
Affairs Board page of the UK professon's webdte. A consultation process ensued,
comprisng manly:

- responses from employers whose views were explicitly sought by the Working
Party inwriting and in individual mestings

- Sepade consultation meetings with the Faculty and the Inditute & an Indtitute
Seminar on 2 February 2000 and subsequently a a Sessond Mesting of the
Faculty on 21 February 2000; and

- additiond written comments submitted by members of the professon.

A number of hepful comments were made in the consultation process, and it was
clear tha the thrust of the much of the initid recommendations were not acceptable to
UK actuaries generaly. These were consdered further and taken into account in a
second paper “Monitoring  Compliance with  Professond  Guidance Revidted”.
(Bibliography 3.3, dso on the webgte). The purpose of this subsequent discusson
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paper was to expose to members the resuts of consultation, and to offer subgtantiadly
revised detailed recommendations for further discussion.

These were more widdy accepted by the professon, and the process of
implementation began, by three of the UK “Practice Boards’ - the bodies responsible
for the professon’s affars in Life Assurance, Pendons and Generd Insurance
repectively.  Events in the Canadian professon in this areg, in other UK professons
(particularly medicd and accounting), and a two UK inditutions - UK mutud life
assurer, Equitable Life - and genera insurance company, Independent - occurring
during the period since this study began dl impacted on the process. Progress
continues on dl three boards and will have regard to a report published on 28
September by an Inquiry under the Chairmanship of Roger Corley established by the
UK professon into lessons to be learned from the Equitable Life Stuation in respect
of professond guidance to actuaries (Corley Inquiry). That report inquiry is reevant
to the future conduct of compliance review, at least in the Life Assurance area.

3. Benefits
The origind paper from the Working Party highlighted severa benefits from a sysem
of review. A summary of the principd pointsis asfollows:

3.1 Reputation |ssues

(1) It will grengthen the pogtion of the professon and individud members,
and will build upon procedures and good practices aready in place.

(2 It will mantan and grengthen confidence in actuaries among the public
and the usars of their services. This includes dl the 'sakeholders in the
profession, particularly policyholders and pension scheme members.

(3) The resaulting increased professondism will lead to busness advantages
for actuaries

(4) There is increesng demand from the public for professons to be more
accountable - the medica professon is but one high profile example.
3.2 Public Authorities

(5) The exigence of the professon’s own arangements for compliance review
may pre-empt the imposition of such procedures by outsde authorities.

(6) The process presents an opportunity to enhance the profession's profile,
not only in traditiona aess, where monitoring is seen to be key in
avoiding further regulation, but adso in new aress, where the presence of
effective procedures can enhance the profession's case for involvement.
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3.3 Policing Statutory Professional Guidance

(7) Guidance Notes (GNs) prepared by the UK professon for its members,
referred to in nationd legidation, are used increesngly as an extenson of
that legidation, and which the professon needs to be seen to be
monitoring, asthere isno other “policing” of adherence to that guidance.

3.4 Guidancereview

(8) Introduction of Compliance Review introduces a framework requiring
clear guidance, and by its exigence should lead to improvements in the
clarity of guidance and more thorough and frequent review of it.

4, Reasonsfor Compliance Review

There are two main reasons why the Working Party believes that the professon needs
to put in place some system of the kind described.

The fird is that there have been, and continue to be, professond problems, athough
they are not often publicised unless complaints complete the disciplinary process by
giving rise to the complaint being uphed, and the second is that the environment in
which the professon works has changed radicdly from that in which the professon's
guidance notes and disciplinary process were origindly developed.

The Working Party concluded that society increasingly requires a professon not only
to regulate itself, but be seen to be doing so, in such a way that the process is open
and capable of ingpection. In this way we can demondrate that sdlf-regulation can
work. In suggesting a way forward, the Working Party believes the key objectives to
be as follows.

= moving the professon forward by improving dSandards usng compliance
monitoring, dong with other measures such as Continuous Professond
Devdopment (CPD) by attendance a relevant events such as conferences and
seminars, improved guidance and an effective disciplinary regime;

= enauring that we are seen as a professon that is dedicated to the public interest
and continues to earn public trust in Al of our actions,

» seeking a greater role, not only nationdly, but dso on the internationd stage, by
earning trust with comprehensive and enforceable sandards, and

= ensuring public confidence a a cost which encourages actuarid advice to be
sought and taken.
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5. What should be monitored?

The Working Party’s papers consdered the monitoring of compliance with the
Professona Conduct Standards (PCS), all Guidance Notes(GNs) that are practice
standards and certain ones that are recommended practice. They covered compliance
generdly, but, in paticular, by the holders of Practisng Certificates (PCs). Those
undertaking work where legidation requires a report Sgned by an actuary must hold
a PC. The Working Party did not consder wider qudity issues concerning actuarid
advice. However, application of many of the procedures outlined to nor-monitored
activities would enhance both the perceived and the actud qudity of dl actuarid
work.

6. Ways of Monitoring
6.1  Current Ways

One obvious way of monitoring is deding with professond issues raised by
other actuaries or members of the public. These may be or may become
complaints. These maiters are dedt with by the rdevant disciplinary
procedure. The subsequent progress of those members subject to discipline
may be followed, but thisis done only in an informa way.

Non adherence to a GN may require an actuary to report this to his client, and
give an explanation. Thisisaform of sdf monitoring.

A system of Appointed Actuaries agpplies in the UK, and their work is dready
more subject to informed external scrutiny than is that of most other actuaries
subject to mandatory guidance. Actuaries employed by the Financid Services
Authority (FSA - UK Regulator established by statute) examine each year on
behdf of FSA, the financid returns for dl life insurers athorised in the UK.
This examindion, which was formely caried out by the Government
Actuay’s Depatment, includes condderaion of whether the vduation
methodology and assumptions are consistent with regulations and professond
guidance. They are dso able to monitor in broad terms other internd reports
prepared by the Appointed Actuary or presented to them during a vigt to the
life office.

In the event of any possble non-compliance being found, action taken would
range from a written warning from them to a forma complaint being made to
the profession’s Investigation Committee,

A further level of monitoring relates to that done by actuaries working for the
externd auditors of life offices where the auditors have access to their firms
actuarid team. Their role expresdy excludes that of monitoring vauation and
cetification by the Appointed Actuary under insurance company legidation,
but there is scope for possible chdlenge of certain other items by the auditing
firms in rdaion to Company Act accounts. The role is not specificdly to
monitor the work of the actuary.
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Their role does not extend to monitoring the work of the Appointed Actuary in
his role in the production of the Supervisory Returns.  Although the auditors
(and any actuaries working for them) must spesk with the Appointed Actuary
to form a view as to the ongoing satus of the office as part of ther review of
the Financid Statements, they cannot imply from this that any evidence
obtained from the Appointed Actuary (such as Financid Condition Reports) is
subject to audit. However, with regard to the production of the long-term
busness provison for the Companies Act accounts, the actuary is open to
chdlenge from the auditors. The auditor would normaly endeavour to
understand any trends within figures which might indicate changing financid
circumgtances, and any contingent issues, whether internd or externd to the
organisation, which might dter materidly the finances of the organision.
This latter requirement would usudly be fulfilled by consderation of any
Financia Condition Report.

In summary, exising monitoring is limited, and where it exigs a dl it is
reactive rather than proactive.

Possible M ethods of Compliance Monitoring
The Working Party consdered a number of methods, listed below:
6.2.1 Internal Reviews

6.2.1.1 Peer Review

Peer Review is defined as the review of work done by one
member for a client (internd or externd) by another member,
with the following characteridtics.

(1) Normdly peer review is caried out before work is
rdeased to the client. In exceptiond circumstances it
might be caried out afterwards but, in this case, any
correction required would be communicated to the
client without ddlay.

(2) Peer review is caried out on dl appropriate actuarid
work. This digtinguishes it from ‘actuarid audit’, which
isan audit of selected items of work only.

(3) Pex review is normdly caried out by a colleague in
the same firm (or group). This does not preclude it from
being carried out by a member externd to the firm.

(4) Peer review is intended to confirm that the work
conforms to relevant professona guidance in the
opinion of the reviewer. It is not an audit, and therefore
does not involve detalled checking of cdculations or
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data, unless the peer reviewer beieves tha these are
necessary.

Peer review should be carried out by an individud with
adequate experience and competence; this does not
mean that the individud has to have the same
experience or datus as the actuary sgning the report. It
is the responghility of the actuary sgning the report to
decide whether the proposed peer reviewer has the
necessary dtributes. If not, and there is no dternative,
this should be dated in the report; it is better to have a
limited peer review than none a dl. Where peer review
has not been caried out for whatever reason, this
should be dated in the report, with reasons (eg.
confidentidity, timescae).

The reviewer should be free of undue influence by the
actuary sgning the report. It is appreciated that this may
be difficult to demondirate in company Stuations.

6.2.1.2 Actuarial Audit

This process is defined as a review of a sample of work done
by another member of the professon working within the
same firm or life office and, wherever possble, by a holder
of a rdevant Practisng Cetificate, issued by the UK
profession. It would be carried out on an annua basis. The
‘auditor’ would be given a ligt of the clients and the projects
worked on during the year, and would sdect certain of these.
The auditor would be supplied with the files, and he would
review those files, usng a checkligt, to check for compliance
with professond dandards. Sdection of cases for internd
audit would be on a risk profile bass, edablished by
actuaries in the firm, based on ther own experience of
problems.

6.2.2 External Practice Review

Under this process, an 'auditor' from outsde the actuary’s firm, would
be given a lig of clients and projects worked on during the year and
would sdect cetan of these for scrutiny. It could involve a sample
monitoring of a limited number of actuaries, perhgps on some kind of
cycle of ingpection The auditor would be supplied with files, and
would review these to check for compliance with professond
dandards. A report would be drawn up on the bass of the files
reviewed.
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There has been much discusson about whether an externd team
should be agppointed directly by the professon, ether as individuds or
a Separate organization gppointed by the professon. Alternatively a
separate firm could be appointed by an actuary or his firm to do the
externd review. A formdly gppointed team of individuds — perhaps
recently retired actuaries — would provide a formd and very officid
review — as origindly envisaged by the Canadian professon in its early
discusson of this subject. Concern was expressed about the logistics
and financing of the arangements, the avalability of such actuaries
the process by which they could be sdected, and the appropriateness of
retired actuaries, if used, as ther knowledge of current thinking
diminished into retirement.

In the consultation process, as described more fully later in the paper,
aguments agang externd firms included cod, confidentidity of
client's affairs, and commercia aspects. Firms are unlikely to be happy
if they have ther work reviewed by ther rivds. Some fdt tha
externd practice reviews should be compulsory, others thought that
they should be voluntary, but most were completedly agangt any
externd reviews. Some fet that only very smdl firms with one or two
actuaries, needed extend review. A number of smdl firms were
agang extend review, on the grounds of cod, time and
confidentidity.

6.2.2.1 The External Practice Review of Life Office Actuaries
proved to be one of the most controversa areass in the
discussion in the UK. The current role of the FSA’s actuaries
and the auditing firm's actuaries is covered in the previous
section 6.1.

The proposed new role would involve the FSA's actuaries
reporting to the professon as well as the Government. This
role would be different and digtinct from the one they cary
out for the Government. However, the two roles could be
caried out in conjunction, leading to economies of scale.
Complimenting the role to ensure tha dl rdevant
professiona standards have been adhered to would be, in the
view of the Working Paty, an appropriate and satisfactory
extendon of thelr exiging role.

An dterndive suggestion relaes to the role currently fulfilled
by actuaries employed by the firms carying out the audit of
the life officds financid affars. At present these actuaries
assig the accounting partners carying out the audit by
reviewing the rdevait actuaid work. The role of these
actuaries could be extended, by asking them to report on
compliance with professond actuariad sandards.  Concerns
were expresed that this might diminish the role of the

appointed actuary.
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The use of a sgparate consultancy firm which carries out
work of a life office nature would be appropriate as a further
dtenaive. This firm might, or might not be involved in
giving consultancy advice to the life office in question.

Use of a Team Appointed by the Professon would aso be
avalable. Naturdly the reviewers would be those familiar
with life office practice, and to whom the practisng
certificates committee has, or would have granted a practisng
certificate, had such gpplication been made.

6.2.3. Compliance Questionnaire

6.2.4.

Questionnaires have been adopted for some time by the CIA and are
well accepted by Appointed Actuaries in Canada, but are seen as rather
codly and bureaucratic for the more commoditissd work of penson
actuaries there. The definition of this questionnaire considered for the
UK would be smilar to that used by the Canadian taskforce set up to
consder this matter. It would have 3 purposes - education, monitoring
and feedback of views on professond matters. The education aspects
involve reminding members of the professond guiddines to which
they should be adhering. The monitoring aspects dlow the profession
to gauge the extent of compliance. Actuaries may not dways disclose
whether compliance has been properly implemented, but it will have
brought the matter to ther atention, and compliance is more likely on
a future occason. By cregting a route for feedback of views on
professond metters, it would be helpful to the professon in deciding
what changes to professonal guidance might be appropriate in the
light of practica issues in the application of the exigting guidance.

Compliance questionnaires could be completed by dl actuaries, but the
working party felt that a return of a compliance questionnaire could be
mandatory for actuaries goplying for Practisng Certificatess  The
compliance questionnaire for a particular practice area would be
designed by the relevant Practice Board

There was some interest in questionnaires expressed in the consultation
process in the UK, paticularly if these were largdy in the form of
‘open’ rather than “closed’ questions, and could, therefore, encourage
actuaries to consider broader issues.

Annual Report from the Senior Actuary of a Firm
This report on professond meatters in his firm or life office would be

made by a SeniorActuary in a firm. There may be more than one
Senior  Actuary in any firm, deding with different geographica aress,
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or different aeas of work. This report might include reporting on
adherence to professona guidance and it might ke the means by which
nor-compliance with Guidance Notes, as reported to clients, could be
reported to the profession

Legd advice obtaned by the Working Party suggests, however, that
there might be problems for Senior Actuaries, individudly under
European Law, if they report in good faith that there are no compliance
problems; but subsequently such problems are found. For this reason, it
is intended to dter the approach to Senior Actuary reports suggested in
the firsdse Working Party paper, by removing ay requirement to report
on whether there had been compliance, stating instead that compliance
monitoring procedures of various kinds are in place, and that the CPD
requirements of the professon have been drawn to the attention of
actuarid gaff.

The Senior Actuary would aso be free to comment on any aspect of
compliance with guidance of which he or she beieves would be useful
for the profession to be aware.

The Working Paty conddered that some firms might wish to have
ther internd compliance review arrangements reviewed and accredited
by an outsde organisation such as those involved with 1SO 9000
(international process quality standard)and 1P (Investors in People — a
UK qudity standard relating to gtaff). It would not be the intention to
make such certification compulsory, but, if it were in place, the means
of reporting this to the professon would be through the Senior Actuary

report.

Compliance Certificate

The concept of a compliance cetificate has emerged from
condderations of the future of the Appointed Actuary regime with the
FSA. The suggestion is that these certificates should be issued to those
who wish to gpply for, or renew, a practisng certificate. The actuary
would be required to certify that he holds such a compliance
certificate. This idea could be of wider gpplication to dl fidds not just
to the life area It might be appropriate for it to be issued by the
professon based on the appropriate mixture of compliance monitoring
procedures. This therefore raises the issue in the UK of a “life office
practisng certificate’, which would be required for dl Appointed
Actuaries. If many actuariess who ae not currently acting as
Appointed Actuaries, had such a certificate, this would ease succession
planning and other problemsfor Life Offices.
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Practical Aspects

7.1.

7.2

7.3

Pilot Testing

The working paty bdieved that pilot testing of the Externd Practice Review
process would be both appropriaste and necessary. A formal pilot testing
exercise would enable regular two-way feedback between the membership and
the respongible Board in charge of the project. It would therefore help to build
confidence on the pat of members that their views would be condructive in
developing the processes that will ultimately emerge. It would aso ensure that
the find processes which emerge are truly workable.

Costs

Costs were dso conddered;, for Internd Compliance Review and Internd
Actuaria Audit, fees for the services of actuaries conducting reviews, fees for
extend audit of actuarid work for Life Office review work and secretariat
fees for reviewing questionnaires. The question of who pays was dso
addressed - ultimately the dient, cusomer or consumer of the services. Will
that person appreciate what is paid for?

Proposalsin thefirst paper

Implementation of the proposds in the first paper was envisaged in three
dages. Stage 1 involved internd compliance review and internd actuarid
audit, being put in place as soon as practicable by firms and life offices on a
voluntary bass, activdly promoted by the professon. A compliance
questionnaire prepared by the professon would be compulsory for members
aoplying for, or regpplying for Practisng Certificates. An annud report from
the Senior Actuary would also be compulsory.

Stage 2 would commence after pilot testing carried out in Stage 1 had been
reviewed. Externd Practice Reviews would be introduced on a wider bass
possbly usng a team employed by the professon. The review would include
a decison for which practices or fields compulsory practice review should be
introduced and the precise timescde for its introduction. A cycle of 3 years
would be appropriate for life offices, carried out by the professon’s team, the
FSA or an externd firm, a the choice of the life office. Priority for practice
review would be given to firms and life offices without adequate internd
procedures.

In stage 3, a review of procedures would be conducted by after an appropriate
time to see how they are working.
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7.4  Publicity

Publicity issues were consdered, both internd and externa to the profession.
It was thought there should be (and be seen to be) transparency and openness
with the membership each sep of the way. The issue needed widespread
conqultetion amongst the membership of the professon. Contact with the
membership would need to demondrate effectively that the reactions and
suggestions of members are important and will be consdered carefully by
those in charge of the project. This would help to build confidence on the part
of the membership in the processes that are to be put into place. This part of
the process could be tailored more closely to the specific areas and needs of
the Practice Boards. For example, the issue would be included for practice-
gpecific discussion at the specidist conferences of the Practice Boards.

A key objective of the initiative was that the professon should be, and be seen
to be, more accountable to the public. This is al the more important given that
we ae essentidly deding with the monitoring of our professona code rather
than more public issues like life product desgn and penson mis-sling. As
the project gets underway, it would be helpful to find ways to publicise the
initigtive externdly, so as to inform the public as to the important steps being
taken by the professon with respect to this compliance monitoring initiative.
The public reations aspects of this initiative would need to be handled
caefully, sengtivdly and postively. There is a risk tha, unless successfully
presented, we might achieve the opposite of what we intend. This could arise,
for example, if those who ae suspicious of actuaries see the initiative too
much as a defensve move on the pat of the professon, or even as the
manifestation of a lack of confidence on the part of the professon’s governing
body, in the ahility of actuariesto do thelr jobs properly and professionaly.

8. Consultation on thefirst paper

Members were consulted a meetings for the professon in London and Edinburgh.
These were preceded by discussions with employers.  Further discussions took place
a other actuarid conferences. Many fdt that the Working Paty had not
demonstrated the need for the proposas that it put forward. It was felt the profession
must establish that there is a problem before proposing a solution to its membership.

It was gpparent that most firms had procedures in place, athough these were not
dways formdised. Some life offices found that ther externd auditors and the
Government  Actuary's Department (GAD) proved very hdpful in this area. Some
firms - notably auditors employing actuaries - regarded such arrangements as part of
ther risk management procedures. Clearly, in many indances the interna review
procedures set out in the origina paper could be incorporated without difficulty.

8.1. Concernsexpressed

During the conaultation process there was little support and a number of
reservations expressed by many contributors for a formal externa practice
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review sysem, paticularly a the meetings of members in Edinburgh and
London. The reasons included:

@ Practice reviews would require the release of confidentia information
to an externd reviewer.

2 The cogs of review would be ggnificant, with little apparent benefit
for thefirms.

3 Post-release reviews were of less benefit than pre-rel ease reviews.

4) Reviews would be paticularly onerous and objectiongble for smal
practitioners, on the grounds of cog, time and confidentiality

) The actuarid professon (unlike some others) is only able to prescribe
the conduct of individua members rather than firms, so that internd
reviews would be acceptable and appropriate (dthough some
occasond externa benchmarking could till be worthwhile).

(6) There was little consensus over who would be suitable to conduct
practice reviews of the various types of firm.

(7) It was dso noted that the CIA has now moved away from its origind
proposa to introduce mandatory practice reviews, and, instead, is how
introducing compusory peer review in those aess which ae
'mandatory’.

There was a mixed reection from employers. Some fdt that externd practice
reviews should be compulsory, others thought that they should be voluntary,
and some were completely againg any externd reviews. Some fdt that only
very smdl firms, with one or two actuaries, needed externd review. In
paticular, a number of smdl firms were agang externd review, on the
grounds of cogt, time and confidentidity.

Support for Internal Review

Support was expressed for a more formalised peer review sysem by a
mgority of contributors. The reasons included:

Q) Peer review isnormally pre-release rather than post-release.

)] Many firms dready have peer review systems in place. Some firms felt
that guidance from the professon would endble them to formdise
and/or improve their current procedures.

3 Costs would be less onerous than for externd review.

4 Confidentidity issues arigng from externad review would be avoided,
except in the case of samdl firms or life offices.
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Some organisations felt that there was scope for tightening up their own
procedures, and having a blueprint from the professon might be hepful.
Codifying good practice and extending it to others was generdly accepted.

It was noted that the CIA has now approved proposas to introduce
compulsory peer review in those areas which are 'mandatory’.

Questionnaire

There was support from employers and members for the idea of a
questionnaire, paticularly if this was largely in the form of ‘open’ rather than
‘closed’ questions, and could therefore encourage actuaries to consider broader
iSSues.

Small Firms

There were some specific concerns about sole practitioners and smdl firms.
Many actuaries felt that there was a grester need for compliance monitoring in
this area By contradt, the grestest concerns about the introduction of
monitoring were voiced by actuariesin thisarea.

Some of the biggest practicd problems reate to the lack of avallability of
internal peer reviewers, and this leads to a need for externd review. This, in
turn, leeds to confidentiaity and commercia issues.

The working party fet that smal firms should be encouraged to participate in
the process. If internd peer review proves difficut, then encouragement to
forge links with other smdl firms, such as exig between a number of these
operations dready, <should be encouraged. Alternatively, voluntary
arangements with another organisation (eg. company auditors) could be
made. Such links require a large amount of trust between the firms concerned.
If smdl firms ae undble to put into place arangements such as those
described above, it may be necessary to require an externa review procedure.

Practical 1ssues

There was very substantid oppostion to introducing checkligs with “tick
boxes, asthiswould not assst actuaries towards an improvement in standards.

It was observed that the Internationd Accounting Standards Committee
(IASC) had suggested that actuaries needed to be subject to comprehensive
enforcesble standards before the actuarid professon was dlowed discretion
by tha committee on insurance liability vaudions in accounts conforming
with IAS dandards. Some thought that a peer review system would provide
this gandard.

The idea of holding a conference to discuss different peer review systems and

the production by the professon of a best practice ‘blueprint’ was generdly
welcomed.
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There was concern expressed by many as to the additiond costs involved, both
externd and internal, and whether or not it would offer value for money.

With respect to the professon’s costs, there was some support for a certain
proportion of the costs being met by subscriptions and Practisng Certificate
fees, with the balance being paid by the firm in quedion, if a more detaled
review were required. However there was no consensus as some felt that the
professon should meet the costs entirdy (presumably from subscriptions) and
some that the firms should meet dl the costs. There was a suggestion that a
cosed andyss of the dternative methods should be conducted, so that a
“business case' could be presented.

Conclusions from Consultation

It is clear from the conaultations that we have hdd that, amongst much
opposition to the proposals as set out in the earlier paper, there is a substantia
amount of support for the concept of pushing standards forward by way of
internal peer review. This support seems sufficiently strong that a move to
meake this compulsory might be acceptable to most members of the profession.

It is clear that there is a wide spectrum between, on the one hand, sdf-
regulation and, on the other hand, datutory controls, and a wish by the
professon to remain at the self-regulatory end of that spectrum.

Equdly, there is another spectrum between, on the one hand, a 'tick box'
goproach to compliance, with monitoring advice in a quditative way a the
other end. Whilg the latter would be extremely difficult to do, many fed that a
ample 'tick box' gpproach is unacceptable, and so a position somewhere along
this spectrum needs to be established - perhgps a a different point in different
practice aress.

The reaction of many is that the process of introducing monitoring compliance
should continue, and tha the professon should not be reective - in other
words, we should not wait for a disaster to happen before acting. Accordingly,
the Working Party consdered al of these matters again, and produced its
second  paper “Monitoring  Compliance  with  Professonad Standards
Revigted’. (Bibliography 3.3). It consdered the reactions for the first paper
and made revised recommendations which are summarised below.

The Second Paper

9.1

Peer Review Recommendations
Q) Voluntary peer review to be encouraged for dl work.

2 Compulsory peer review to gpply initidly only to mandatory guidance;
and areas to which Practiang Certificates rdate.  The introduction of,
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and the scope of work covered by, compulsory peer review would be
decided by the relevant practice board.

3 The Senior Actuary to report annually regarding peer review.

External Practice Review Recommendations

Externd Practice Reviews should not be made compulsory for al work, but
should be retained as a voluntary option to supplemert internad peer reviews,
internal actuarid audits and compliance questionnaires. In addition, externd
practice reviews should be gpplied:

@ as an option (compulsory if other options not used) for smdl firms
unable to carry out peer reviews, and

2 as a posshle disciplinary sanction, or where there is evidence of
possi ble non-compliance with professond guidance.

A risk-based approach should be applied to ensure that the review is focused
on areas of particular concern to the professon, and that available resources
ae goplied to greatest effect. These areas would be sdected by individua
practice boards. Confidentidity remains an issue where a firm is unwilling to
cooperate. However, where a serious case has arisen requiring review, the
professon could possbly, in tha event (subject to legd daification),
condder action againg individuds working a that firm, which would be a
gtrong incentive for the firms to cooperate.

Actuarial Audits

Actuarid audits should be encouraged on a voluntay bass, where
appropriate. This process should be reported in the senior actuary's report.

Individual Questionnaires Recommendations

Q) Quedtionnaires with suitably ‘open’ questions should be drafted by
individud practice boards as an aide-memoire, and for completion on a
voluntary basis by individud actuaries,

2 Actuaries should be encouraged to complete these on a voluntary basis,
to discuss any professond issues arigng with other actuaries in ther
firm (or with a member of the UK Professond Affairs Board, as
gopropriate), and to send any comments or suggestions for clarification
of guidance notesto the relevant practice board;

3 Questionnaires with a range of appropriate ‘open’ and 'closed’ questions

should be drawn up and issued to gpplicants for Practising Certificates
each year
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4) The questionnaires should be monitored by the secretariat, and any
cases of possble non compliance brought to the notice of the
Practisng Certificate Committee.

9.5  Senior Actuary Report

A Senior Actuary report would be requested of dl Senior Actuaries. Where a
firm employing actuaries has no-one with that title, the professon will suggest
to the firm who should perform the task, having regard to the age and
experience of the actuaries employed a the firm.

9.6 Discussionsfollowing the second paper

The discussons a two further meetings in Edinburgh and Glasgow in
December 2000 were much more postive.  There was appreciation that
account had been taken of comments made at the first sat of meetings. There
remained opposition to the concept in some quarters, but the idea of internd,
rather than externa mandatory review proved much more acceptable.

There was concern that the new regulatory authority in the UK — the FSA -
may force actuarid review on the professon. These concerns were heightened
by emerging issues a Equitable Life— referred to below.

Members attending began to discuss practicad points concerning the operation
of interna peer review, such as the need to ensure Peer Reviewers are free
from undue influence, and concerns that peer reviewers should be as qudified
and experienced as the person carrying out the work.

9.7  Conclusionsfrom Second Paper

The Faculty Presdent, David Kinggton in closing the Edinburgh meeting, made the
following gatement “I think the message is clear, both from Stgple Inn and from
here that we should proceed. Clearly there is a lot to be done in the details. | have
no doubt that these proposals have genera support”.

The Feculty and Inditute Management Committee, drawn from Inditute and
Faculty Councils accepted the recommendations of the second paper and
charged the Practice Boards - the Life Board, the Penson Board and the
Genegrd Insurance Board with implementing the second paper’s proposa in
ways suitable to their particular areas of operaion. Ther progress to the date
of writing is noted below, after a short summary of recent rdlevant events in
the actuarid world.
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10. UK Events

10.1

EquitableLife

Events a Equitable Life — a UK mutud life assurance company have had a
maor impact to actuarid practice in the UK.  Some with profit policyholders
chdlenged the company’'s trestment of certain guarantees & meturity, which -
when changed economic conditions made the guarantees particularly vauable
- gpplied different bonus arrangements to those exercisng the guarantees from
those who had no guarantees, to creste a more uniform return on assets
invested for dl policyholders. A test case in the High Court bund in favour of
the company, but this was overturned on apped by a mgority decison of
judges. A find appeda by the company to the House of Lords was lost by the
company on aunanimous decision.

The company’s agpproach to digribution of invetment earnings had led to
relatively smdler reserves in excess of liabilities compared to other UK
companies. The reaulting returns to policyholders in a time of high investment
returns generdly helped the flow of new cusomers, including many wedthy
and influentid individuds ~ The increase in liddlities resulting from the
judgment meant the company decided to seek a purchaser. This proved
impossble initidly, but a subsequent arrangement with a UK bank has been
made, and the new management is, a& the time of writing, consulting interested
parties on a compromise ded to policyholders, removing the guarantees in
return for a policy vaue uplift.

Criticiams have emerged of the company and its legd, accountancy and
actuarid advice, as wel as of its regulator. The extent of its reserves, in
partticular its trestment of guarantees whose outcome depends on inflation
related economic scenarios, dong with its management syle and policyholder
communication have been attacked.

Some actuarid commentators have observed that none of these would have
been affected by an internd monitoring regime, but that an externa review
procedure might have improved the outcome.

There are saverd inquiries underway in respect of the Equitable Affair. These
include one by the UK actuarid professon which st up an internd
Committee of Inquiry to focus in particular upon the issue of whether there are
any implications for professonad guidance from the events leading to the
closure of Equitable Life to -'new business-'. This announcement was covered
in the Financid Times, The Times and The Guardian on 22 December 2000.

A further press release was issued on 19 January 2001, which gave details of
the Membership of the Committee of Inquiry (the Corley Inquiry), and its
Terms of Reference. Under the Terms of Reference the Committee of Inquiry
is consdering implications of "reevance for the roles of Appointed Actuaries
and other actuaries who are directors or senior employees of long term
insurance companies'.
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The Committee was expected to report in Spring 2001, but delays occurred
and the report of the Corley Inquiry was published on 28 September 2001.
The professon is giving caeful congderation to the report's
recommendations, which are likdy to have a drong bearing on future
development of this issue in the UK — a least in the Life fidd as the Inquiry
Report recommends that an externa peer review of the work of an Appointed
Actuary be made a requirement.

I ndependent Insurance

Sightly less high profile has been the falure in 2001 of Independent
Insurance, a mgor UK insurance company specidisng in commercid lines.
Although not required to do so, the directors of Independent had taken
externa actuarid advice on their dams reserves for severd years. In May
2001 the company discovered information about its clams data that led the
externd actuaries to conclude that they could no longer project its ligbilities.
Additiond reinsurance agreements which had an adverse effect on the
company’s financid podtion dso came to light. The company closed to new
busness in early June and was placed in provisond liquidetion later that
month. Although it was their actuaries who “blew the whistle’ on certain data
incondgencies, findly leading to the collapse, there has been some criticism
over whether an earlier warning would have been gppropriate.  The actuaries
involved dready use internd peer review procedures, and it is difficult to draw
any firm conclusions about compliance monitoring from this event.

South Africa

Events in other countries, of interest to the UK professon, have included the
high profile questioning of the use of pengon fund surplus in South Africa A
number of voca former pensgon scheme members have complained about the
treetment of their trandfer of assats and liabilities from penson schemes there,
and have suggested that pendon fund assets, in paticular those surplus to
what they consder are inadequate vaues placed on ther entittements by
actuaries, have not been transferred to their new (largely money purchase)
dterndtive arangements. As many of the actuaries concerned are fdlows of
the UK actuarid bodies, the debate has reached the pages of “The Actuary, the
magazine of the UK actuarid professon”. The matter is subject to an
investigation by the Actuarid Society of South Africa, and it is possble that
the outcome could offer some pointers to future monitoring of actuarid
practice.

Whatever the roles of the actuaries in the above gStuations, | am envinced that
the existence of a monitoring process, of whose existence the public is avare,
would help maintan and improve the public perception of actuaries. These
cases seem to me to belie the assartion made during some of the consultation
mesetings of UK actuaries on the working party’s papers that there had been no
problems, and until such problems were proved to exist, no move should be
made in the direction of compliance review.
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Canada

The CIA in the Exposure Draft of its Standard of Practice on Peer Review
(Bibliography 3.7) dtates that any piece of work legdly requiring the sgnature
of one of their Fellows must be peer reviewed. However, the peer review does
not have to be carried out by an externa actuary - only by an actuary who is
determined to be competent and objective with regard to the work being peer
reviewed.

11. Life Board Progress

The Life Board has st up a committee to implement Compliance Monitoring
in their area of operation. This group has drawn up proposals and discussed
these with the FSA. It is felt appropriate to ensure that the profession acts in
concert with the FSA in this matter if possble. The less desrable dternative
might be for them to have ther own separate requirements, which would
undoubtedly acqure a greater dgnificance, diminishing the vaue of the
professon’s requirements.

The committee has consdered a number of issues including the following
important points:

Whether the peer review should be externd to the actuary’s own organization.
As mentioned above, the Equitable Affar suggests this externd agpproach,
rather than the internd review agpparently favoured in the earlier consultations
with members. The Corley Inquiry, as stated above, recommends the externa
goproach. Problems of internd review in smdl offices are d<o likely to be a
congderation.

Whether peer reviewers should be required to meet the same requirements as
Appointed Actuaries and obtain Practicing Certificates from the profession.
This may introduce the concept of a Practicing Life Actuaries Certificate, as a
pre-requidte for an Appointed Actuary’s Certificate, but issued to a much
larger group of suitably qudified actuaries.

Which areass of actuarid work would be subject to the review — posshle
candidates woud be mandatory guidance relating to the datutory vauation,
the Financial Condition Report (FCR) and product disclosure. These last two
items feature in the Corley report aso.

What scope thereis for pre-event monitoring, and how much after the event.

How to promulgate the required conduct of peer reviews

How much detal should be included in an annud review, and how much over
alonger period.

The extent of peer review on overdl controls and methodologies used.
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The rdaionship between dgning off the peer review and renewd of
Appointed Actuary’s Practicing Certificate.

The relaionship between the Appointed Actuary and his reviewer

The arrangements for gppointment and replacement of a reviewer, to alow
continuity of informetion

Wheat formd reporting (if any) of reviewsto the professon.

The following principles have been st out by the Life Board:

1

7.

Compliance reviewers should be required to meet the same
requirements as Appointed Actuaries and to obtan a Practisng
Certificate fromthe profession.

Compliance review should only cover mandatory guidance.

A new Guidance Note will be issued setting out the required conduct
of compliance reviews.

Compliance review will result in an annud sgn-off by the reviewer to
coincide with sgning of FSA returns.

The reviewer agn-off will refer to his reasonable belief.

There should be a duty to consult a predecessor and to report to FSA
amilar to the Appointed Actuary duties.

There should be no formd reporting of each review to the profession.

The Life Board intends to draw up more detalled proposals for compliance
review of Appointed Actuaries once it has given full consderaion to the
recommendations of the Corley Committee of Inquiry.

This, and the need to work closdy with the FSA on any proposds is likdy to
affect the timescde of the introduction of arangements for Compliance
monitoring inthe Lifearea

General Insurance Progress

The Generad Insurance Board has aso set up a committee to move forward in this
aea. Discussons have been hdd with representatives of actuaries a Lloyds of
London, and a workshop was being planned for a Generd Insurance Conference in
October 2001 , after the time of writing. The proposd is to use a form of internal peer
review for such actuaries — most have such a form of review dready. The intention is
that the reviewer would hold the rdevant Practisng Certificate. It is currently
thought in-house actuaries a Generd Insurance Companies might be reviewed by
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13.

14.

actuaries working for the companies auditors. Furthermore, actuaries working for
Friendly Societies would be reviewed in a smilar way to what is findly proposed for
Life Actuaries, as these Societies will transact Life business too.

Pensions Board Progr ess

The equivaent committee for the Pensons Board has held a discusson mesting at the
last Pensons Convention to gauge the best way forward. Implementation is likely to
be on an internd bass, building on the many exising processes, but with specd
congderations for smdl firms.

The committee has decided to propose a forma peer review system only in respect of
work covered by Guidance Notes, Professonal Conduct Standards and Practisng
Certificates. It intends to put proposals to the November meeting of the Pensons
Board. Subject to the agreement of the Pensions Board the Working Party proposes
to consult with the relevant membership of the professon early in 2002.

Conclusions

When this subject was fird discussed serioudy by the professon, there was
condderable oppogtion to the proposed arangements for Compliance Monitoring.
This was due to a number of reasons, and | believe the postion has dtered
substantidly since then.

Much of the oppostion was from actuaries who fet that action should only be taken if
an identified problem exised. Recent events at Equitable Life, and other discussons
such as the worth of the with profits concept have led to more public criticism of
actuaries than before.  This has happened in a context where other professons are
under closer scrutiny by the public, with attentions from the press and government.
The appendix gives more detall. In the different climate, perhagps more are persuaded
of the need for monitoring to improve the professon’ simage and standing.

The change in the recommended route from mandatory externd to internd review has
won more acceptance from actuaries. Notwithstanding this, externd review is very
likely to be introduced for life office actuaries, as a result of the Equiteble Life Affar
and the subsequent Corley Inquiry. This may also lead to the concept of a Practicing
Life Actuaries Certificate, as a pre-requiste for an Appointed Actuary’s Certificate,
but issued to a much larger group of suitably qudified actuaries. This would be a
useful development in my opinion, as among other advantages, it will help successon
planning in life offices management.

The Canadian professon has gone through a smilar process a little way ahead of the
UK, and has arived a an internd system, but, | understand, consderable externd
monitoring on avoluntary bass.

| would expect to see the start of a phased introduction of Compliance Monitoring in

the UK during 2002. | wonder whether actuaries in any other nation will follow
Canada and the UK down this path.
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The experience of others.

11

Other UK professions

111

112

M edical Profession

No research was done into this professon — the accounting and legd
professons were thought to have more relevant experience for the actuarid
professon — snce their areas of operation are closer to ours. However, this
subject has developed in the UK againg a background of difficulties for the
medical professon, which have a bearing on dl professons. Among a
number of cases which have hit the headlines, surgeons operating on children
in Brigol with paticulaly high raes of fad outcomes the remova of
children’s organs without parental consent after desth at a Midland Hospitd,
and the discovery that a notorious Dr Shipman had been responsble for the
degths of many tens, perhaps hundreds of his patients, have al caused public
darm, and government action. Tests of competence for doctors are now under
congderation.

A comparison between actuaries respongble for with profits policies and
Dr Shipman, made by Shella McKechnie, Chief Executive of the Consumer’'s
Asocidtion, who was expressng concerns about the operation of such
policies, created quite a dtir.

Accounting Profession

The government has intervened in this professon too, ensuring mgority lay
participation in the relevant ethics committee. The professon has reorganised
itsdlf into a complex dructure to ded with these and related discipline issues.
The new bodies created are independent of the professon’s own bodies
themselves.

All three Indtitutes of Chartered Accountants in UK and Irdland have, or are
presently seeking to introduce, some form of Practice Review.

ICAI, the Irish Indtitute, has had Practice Review in operation for ive years. It
is caried out on a voluntary basis and Irish ingpectors working for the Joint
Monitoring Unit (JMU) ae involved. A report is submitted to the Irish
Ingtitute, however, this does not name the individua firms subject to review.

ICAS, the Scottish Inditute at its Specid General Meeting on 16 April 1999
approved a compulsory system of “Activities Review”. This gpplies not just to
firms regulated for Audit and/or Invetment Business but to al accountancy
firms in Scotland. It was introduced with effect from 1 January 2000. Any
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firm which is subject to audit or invetment business review will autometicaly
be subject to a Practice Review at the same time as that other review.

This will be undertaken by JMU inspectors. All other firms will be subject to
Practice Review to be carried out by Inspectors employed by ICAS. Reports
from the Ingpectors are submitted to an ICAS Committee who will be able to
determine whether or not the firm can continue as a “qudity accountancy
firm”. All accountancy firms have a “CA mark of qudity” on ther letterheads
and this would disgppear in the case of those firms who faled to meet the
required Practice Review standard within the first five years of its operation. It
would be possble for a firm that falled to obtain the required standard to
regoply a anytime within the five years and if successful the qudity mark
would not be removed. ICAS see this review as an education progranme
which will leed to an enhancement in professond dandards. It is being
operated under the auspices of its Professond Standards Committee. The
codts are recharged to the firms being reviewed.

ICAEW (English and Wedsh Inditute) Council has approved a voluntary
Practice Review sysem which will focus on qudity control and how this is
caried out within practisng firms. It should be stressed that, unlike ICAS, this
will be voluntary but will dso be pad for by the firms subject to review. It
will focus on Practice Management and concentrate on various types of client
savices where the annua service fee income is 10% or more of the tota
annud practice fee income. It would aso look a any other aress that firms
may volunteer and the intention is that up to 50% of the totd practice fee
income will be reviewed.

L egal Profession

Core Practice Management Standards are the bass for assessment. These
dandards were developed by the Law Society as a management tool to
address the particular busness needs of legd practices and have gained wide
acceptance as an aid to efficient practice and improved client care. They form
the bass for the Legd Aid Boad's franchiang specification and, therefore,
have gained recognition as a credible quality sandard.

The standards cover:

- management structure

- sarvices and forward planning

- finandd management

- managing people

- office adminigtration

- case management.
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A st of procedures named Lexcd provides a methodicd and professond
goproach to management and adminidration which will reduce the risk of
mistekes and wasted effort particularly in the areas of case work and
communicaion with clients, where falings tend to lead to the largest volume
of complaints and clams upon the solicitors indemnity fund (SIF). Failures in
adminigration, not lack of legd knowledge, tend to leed to most clams on
SF. Edadlishing the sysems and procedures required by Lexcd will assst
practices to ensure compliance with the professonal conduct rules.

Assessment is carried out by certification bodies dready accredited for the
purpose of assessing 1SO 9000 and by a number of Investors in People
assessment units. Assessment includes areview of asample of files.

1.2 Actuarial Bodiesother than in UK

1.2.1 Theexperience of the USA

1.2.2

The Society of Actuaries confirmed to the Working Party that it had no formd
process for monitoring adherence to professond requirements, relying on
sdf-regulation, publicisng the Code of Professona Conduct, and a discipline
process. In the US the Actuaiad Board for Counsdling and Discipline
(ABCD) invedtigates complaints regarding members of the US-based
Actuarid organisations, and provides counsdling or recommends disciplinary
action by the appropriate organisations. A key eement related to professond
practice requirements in the US is the Actuarid Standards Board, which issues
Actuarid Standards of Practice (ASOP). Again, adherence to ASOPs is
generdly based on sdf-regulaion, publicisng of the ASOPs and the discipline
process.

The Experience of Canada

The Canadian Indtitute of Actuaries (CIA) set up a task force in June 1997.
This followed an earlier task force on compliance review which had reported
early in 1996. The second task force published a report in June 1998. This
proposed a review system. Tier 1 was an annud questionnaire for al practice
aress, and tier 2, the review of practices named the 'Practice Review' by
actuaries independent of the firm. The report and the sample questionnaires
were examined by our working party, and the Canadian experience provided
subgtantial information and meterid for discusson.

A comprenendve summary of the proposds, and the reaction to them is given
by McKay in item 3.5 in the Bibliography. As a consequence of the strength
of oppogtion voiced by the membership, the task force was given a revised
mandate to explore dternatives to practice review that would give a greater
emphass to education, and was no longer under any obligation to implement
the practice review recommendations.
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That task force studied internd peer review, and recommended it to be
mandatory for public opinions (after a suitable trangtion period) and voluntary
for dl other work with the CIA issuing guiddines for peer review.

In Bibliography item 3.6, Ddla Penna digtinguishes peer review from practice
review as follows “the key didinction is that practice review is an officid CIA
act. It is dways post release and ddiberately 0. Its subject is the practice of a
member or a group of members. On the other hand, peer review is something
that members arrange themsdlves. It is commonly pre-released and addresses a
specific report or opinion.” It is clear that the CIA consdered adopting
prectice review only for life actuaries as they were generdly supportive.
However, again quoting from the aticle by Paul F Dela Penna “it is okay to
define a certain type of work (eg public opinions), but it makes no sense to
dngle out life actuaries, in-house actuaries, mde actuaries, or any other
Subset.”

The task force supported the recommendation that the existing compliance
questionnaires be enhanced and changed to diminish the emphass on
compliance and should focus indead on the handling of specific issues of
importance so that al members can have a better perception of the range of
practice. The compliance questionnaires are dso seen as hepful to the practice
committees gathering information on the application of sandards as input to
the process of sandards’ development.

The proposals on peer review were shared with the membership, and an
exposure draft is under congderation of the membership. (Bibliography 3.7).
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