AMERICAN ACADEMY of ACTUARIES

Objective. Independent. Effective.™
March 1, 2015

Modeling (Second Exposure)
Actuarial Standards Board
1850 M Street NW, Suite 300
Washington, DC 20036

Re: ASB Comments — Comments on Second Exposure Draft of the Modeling ASOP
Members of the Actuarial Standards Board:

The American Academy of Actuaries® Pension Committee is pleased to present the following
comments to the Actuarial Standards Board (ASB) regarding the second exposure draft of the
proposed Actuarial Standard of Practice (ASOP) on Modeling.

We have three primary areas of concern with the proposed standard — scope, lack of clarity, and
interaction with other standards — as well as some miscellaneous comments that we wish to bring
to your attention.

Scope

Creating an ASOP on modeling presents unique challenges because modeling is so integrated
into the work actuaries do on a day-to-day basis. As a result, it is difficult to isolate modeling
from functions, such as the selection of actuarial assumptions and methods that for pension
actuaries are already thoroughly addressed in other ASOPs. Much of what is addressed in the
exposure draft is an inherent and fundamental part of all actuarial work.

We are concerned that by attempting to enumerate the components of modeling to develop what
is essentially a checklist, it creates the false impression of uniformity of the modeling process.
At the same time, this enumeration could either lead actuaries to do unnecessary validation work,
or provide unhelpful disclosure as to why such additional work is inappropriate. While we do
not think this standard will result in meaningful changes in the way actuaries do their work, it
could lead to additional and unnecessary validation and documentation out of concern that the
ASOP might otherwise provide a roadmap for another party to challenge the actuaries’ work,
even where those challenges lack substance.

Given that this is the first general standard on modeling, and in light of these concerns, we think
it would be appropriate to soften the language throughout the standard to make it less
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prescriptive. Alternatively, if we are interpreting the language of the exposure draft to be more
prescriptive than intended, then we think others also may do so and the draft would benefit from
more detailed examples to clarify what is intended.

For example, much of the content of the proposed standard is an elaboration of how an actuary
might go about selecting and using models, or “data, assumptions, methods and procedures™ as
described in ASOP No. 41. The proposed standard includes many useful considerations of what
constitutes “sufficient detail so that another actuary practicing in the same area could form an
objective appraisal of the reasonableness of the actuary’s work,” it is unlikely that every item in
the list will apply to every actuarial project. Less prescriptive language could more appropriately
identify the role of professional actuarial judgment in the process.

Also, as we indicated in our response to the first exposure draft, we believe that only models
above some minimal level of complexity should be explicitly covered by the ASOP. As an
alternative, the actuary should be able to take the complexity of the model into consideration
when using his or her professional judgment to determine whether full application of the
guidance of the ASOP is appropriate.

It is unclear why this ASOP is needed in situations involving straightforward calculations. For
instance, in calculating a deterministic present value of a member’s benefit entitlement, which
can be done using pencil and paper, the actuary is using a model, as defined in the exposure
draft. In situations such as these, the exposure draft does not seem to have any positive effect and
might instead add cost and exposure to routine work. Therefore, we believe full application of
the guidance may not be warranted due to the simplicity of the model, even if the financial effect
could be material to the individual plan member. Alternatively, if the intent is that full
application is not meant to be onerous in these more straightforward situations, then it would be
helpful to provide some clarification to illustrate what specific actions and disclosures might
apply in this situation and how, if at all, these might differ from current practice.

In addition, we suggest splitting the standard into two or more parts (not all of which would
necessarily ultimately become ASOPSs).

Lack of Clarity

While we appreciate the work the ASB has put into updating the Modeling exposure draft, we
believe that it still lacks clarity in several key areas:

e Section 2.7 was expanded from the prior exposure draft to add additional details.
However, in doing, so it lost a lot of clarity. By expanding the words around “intended
application” and “project objective,” it is no longer clear when each is applicable. In fact,
the use of the phrase “modifying, reviewing, or evaluating the model” is used for both,
which is confusing. The differences both in terms of definition and their application to
issues throughout the ASOP, if meant to differentiate between creating a model and using
a model, are not clear. Perhaps several examples covering several practice areas would
clarify this, as would the use of strident phrases that give a clearer picture of the
differences instead of “intended application” and “project objective”, such as “creating a
model” and “using a model”.
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For pension actuaries, one example of a common model that is used is the actuarial
valuation program to calculate pension liability measures, the outputs of which are used
to determine cash contributions for a pension plan. For this project most pension actuaries
use a model that is created by a third party — either from within their company or from an
external vendor. In connection with this type of model, there are several specific roles
actuaries assume, including:

— Developer - An actuary may be involved in the creation of the model itself, either
in a development role, or in testing or reviewing the development. However, this
actuary generally does not use the model to create results that are delivered to the
Principal. They just deliver the model to another actuary. . A similar role might be
an actuary responsible for validating a model and providing guidance for other
users. One example might be an actuary (or group of actuaries) at a firm that
purchases a pension valuation system from a developer, and who are responsible
for understanding the workings of the model and providing guidance to other
users at their firm. Although this is not technically a development role, it is
similar in that other users may rely on this individual or group in the same way
that they might rely on a developer.

- Customizer - An actuary may be involved in setting certain parameters in the
model or using other computer coding techniques to adjust the model to be
specific to pension plan and purpose (e.g., cash funding). In doing so, they rely
on the work done by the Developer and produce output used in deliverables to the
Principal. This can involve programming, or testing or reviewing the
programming, of the plan provisions, assumptions and methods used in the model.
Although not involved in developing the model itself, this person is involved in
developing the project-specific version of the model.

- User- An actuary may rely on the work done by both the Developer and the
Customizer via work that is done using the outputs from the model.

We believe that the standards of practice for each of these role categories should be
different. However, it is not clear from the exposure draft what the standards are for each
of these categories or what terms in Section 2.7 are applicable to each category. One
might be able to identify times during this project when all three role categories of
actuaries are involved in “modifying, reviewing or evaluating the model” both before it
has been selected or used in a specific project and when it is being selected or used in a
specific project. We believe that the intent of the draft standard is not to have every
actuary using a model be subject to the standards for both the intended application and
project objective. However, it would be helpful to provide examples that clarify how
actuaries paying the different roles described above might be expected to comply.

In using models, there is often an actuary who relies on others involved at earlier stages
in the project. Sections 3.1.2 and 3.1.3 refer to circumstances when actuaries rely on
others. We agree with the response in Appendix 2 that says “The reviewer believes that
different guidance is warranted for actuaries using models developed by others.”
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However, it is not clear the extent to which the actuary described in each of these
Sections is subject to the remaining requirements of the ASOP. It would be helpful to
have clarification, perhaps in the form of examples, of how these roles limit the
application of the remaining sections of the ASOP.

Another input to our actuarial models has to do with actuarial methods, such as the
method used to allocate the cost of pension benefits to the past, the current year and
future years. There are several generally accepted methods, and some are prescribed by
law or another party. This should be incorporated into the discussion of models in the
standard.

Section 3.17.3 of ASOP No.4 states:

“Inability to Evaluate Prescribed Assumption or Method—If the actuary is unable
to evaluate a prescribed assumption or method set by another party without
performing a substantial amount of additional work beyond the scope of the
assignment, the actuary should disclose this in accordance with section 4.2(b).”

We think this is a very important concept that is missing from the Modeling exposure
draft and recommend that something similar be added. An actuary should not have to
perform substantial additional work outside the scope of the assignment, and should only
have to disclose that fact. This should be applicable to the discussion on assumptions,
mitigation of model risk, and applicability of guidance. The disclosures in Section 4.3 of
ASOP 41 could be expanded to cover models and the items listed in that section should
be disclosed for prescribed assumptions or methods set by another party.

Interaction with Other ASOPs

It is still not clear how this standard interacts with some of the other ASOPs to which pension
actuaries are subject. As structured, we believe this standard will engender confusion as to the
appropriate standard to follow. Also, if there are important issues that should be included in the
other ASOPs that were identified when drafting this standard, they should be added to the
appropriate ASOP and not be added here just because this one is currently being drafted.

Section 3.2.6 is very clear about how this ASOP interacts with ASOP No. 23; this should
serve as an example of how to treat the interaction with other ASOPs.

Pension actuaries have spent significant effort in providing input during the updating of
ASOP Nos. 4, 6, 27 and 35 to discuss method and assumption setting. Wording similar
to that of Section 3.2.6 should be used in Section 3.2.7 when actuaries are subject to
ASOP Nos. 4, 6, 27 and 35. The ASOP could maintain the drafted guidance in the
exposure draft for actuaries who aren’t subject to these pension standards. However,
having to follow two different sets of guidance for setting the same assumptions for the
same model would be confusing and difficult for actuaries to follow.

Section 3.4 and Section 4 both deal with communications and disclosures. The ASB has
an entire ASOP, No. 41, dealing with this topic, which is applicable to the
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communication of results and disclosure in connection with models for all practice areas
and Section 3.6 of this exposure draft appropriately refers to it. If the ASB believes there
is additional guidance needed on this topic for all practice areas, it should be added to
ASOP No. 41. Having information in Section 3.4 and 4, instead of referring to ASOP No.
41 is confusing and would be difficult for actuaries to follow. Actuaries should be able to
go to one ASOP for all issues applicable to communications in connection with general
actuarial practice, which is why we expect the ASB produced such a standard; however,
anything related to communications that is not applicable to general actuarial practice,
and is specific to a particular practice area, should be found in ASOPs for that particular
practice area.

ASOP No. 4 also provides a lot of guidance about measuring pension costs and contributions,
which are generally done using models. We believe reference should be made to this ASOP
indicating that it is what should be followed for the discussion of specifications and
implementation of models included in its scope.

Other Comments
In addition, we have a few miscellaneous comments:

e Section 2.6 uses the word “designer” and that word is not used elsewhere in the
document. It is not clear what this is supposed to mean. If this is meant to be the
individual who created the model, other options that might resonate better could be
“developer” or “programmer,” or this could benefit from a clarifying example.

e Section 2.12 defines the word “parameter” as inputs to a model. In the pension actuarial
valuation program example noted above, the items in the current definition are inputs to
the model. However, another model input is related to the pension plan provisions, and
common wording used to describe that input is “parameter”. For example, if a pension
plan provides a flat dollar benefit of $45 per month per year of service, then the valuation
model may have a parameter that can be set to that flat dollar benefit. We believe the
definition should be expanded to include this concept.

e The second paragraph of Section 1.2 and the second paragraph of Section 3.1.1 have
examples that may need further consideration. Both of these items can be very important
steps in pension models and we are concerned with the wording that implies they are
examples of steps that may not be important.

“Data validation” may mean various things depending on the reader. We agree
with the ASB, as stated in Appendix 2 “The standard uses (and the reviewers use)
“validation” to include a wide range of processes or even perspectives, including
checking, recognizing that a wide range of models and terminology to describe
them exists.” The example in the two paragraphs may hold true if one considers
data validation as going back to the original source of the data and independently
validating every data element being used. However, one might also read data
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validation to be a higher level review of the data for reasonableness and
consistency. Clarification should be considered since the second type of
validation is an important step that is covered in ASOP No. 23, while the first
type of validation is generally be more rigorous than necessary.

- Consideration should also be given as to whether “sensitivity testing” should be
used as an example. Sensitivity testing may not be appropriate or may not be
included in the scope of services for which the actuary has been engaged.
However, interest in the profession around the assessment of risk is growing. We
suggest it might make sense to address the issue of sensitivity testing as
something that the actuary should consider whether, in their professional
judgment, it is appropriate for the given circumstance, instead of an example of
something that might be too rigorous. We do not believe that sensitivity testing
should always be required, since it may be too rigorous or beyond the scope of the
project.

e Consideration should be given to adding something to Section 3.1.2 in regard to
confirming the expertise of those who developed the model and assessing the level of
care that was taken in developing the model. Although there are situations where the
actuary may not have relevant information on qualifications and process, if the actuary
does have this information it will be relevant in evaluating the model.

e Compliance with the guidance in section 3.13 may be impractical, if not impossible, in
real world situations. Large complex models may be developed over extended periods of
time, possibly years. It would not be possible to confirm that the applicable guidance
from the standard has been applied. By that point, the actuary may no longer be part of
the team. Even if still part of the team, the actuary may not have the authority to ensure
compliance. As an example, consider the actuary who is part of a large project to build
an actuarial valuation system that is expected to span multiple years. It is unlikely that
the actuary will be the project manager and have the authority to force significant
changes to the system throughout the terms of the model application. This requirement
should be modified to clarify that it applies to the extent practicable and include a
disclosure where it is not.

e Appendix 2 of the ASOP states “The reviewers intend section 3.2.1 to be applicable to
actuaries creating a model and section 3.2.2 to be applicable to actuaries using an existing
model.” That is not clear in the wording of both the headers and the text, especially due
to the overlap of words like “Reviewing” and “Evaluating”. Consideration should be
given to changing the headers to something easy to understand like “Creating a Model”
and “Using an Existing Model”. The text could then expand on the concept in the header,
for example, by indicating that “Creating a Model” includes designing, building,
developing, reviewing or evaluating the model.
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e The example in Section 3.2.7(e) refers to “financial reporting” and needs to be more
specific (for example, “financial reporting for insurance companies”). Models used in
financial reporting for pension plans do not offer frequent opportunities to compare
assumptions and parameters to emerging experience.

e We are concerned by the phrase in Section 3.3.1(b)(4) that suggests that significant
additional work might be appropriate to compare results of various models, which can be
extremely labor intensive and expensive. This step is qualified only by the project
objective and is not subject to limitations of the scope of the assignment or
appropriateness in the actuary’s professional judgment, both of which we think would be
good qualifiers.

The Pension Committee appreciates the opportunity to comment on this matter and would like to
discuss these items with you at your convenience. Please contact Matthew Mulling, the
Academy’s pension policy analyst (202-785-7868 or mulling@actuary.org) to arrange a
convenient time to discuss these items further.

Sincerely,
Michael F. Pollack, FSA, MAAA, EA, FCA

Chairperson, Pension Committee
American Academy of Actuaries
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