ED BURROWS

The ABCD and
Actuaries Who Wear Two Hats

OLLOWING IS AN EXCHANGE OF LETTERS between a pension actuary and the Actuarial
Board for Counseling and Discipline (ABCD). The actuary sought guidance on whether
a certain activity might violate the Code of Professional Conduct. This exchange is

reprinted with permission of the actuary. T e

i AL
The activity in question involved FE.E" -
the receipt of compensation from the
vendor of financial products the ac-
tuary had recommended for use with
a client’s retirement plan. This activi-
ty would leave the actuary wearing
two hats: the hat of a consultant and
the hat of a salesperson. It could lead
the actuary into violation of at least
two code provisions.

The first is easily avoided. It in-
volves Precept 6. This requires that the
actuary tell a client about all direct or
indirect compensation from a third
party in connection with service to the
client.

The second presents more difficult
problems. It involves Precept 7, con-
flict of interest. The ABCD response
discusses this second problem in considerable detail.

The problems involved when an actuary wears
two hats aren’t restricted to the pension field. This
exchange of letters may provide useful guidance to
all actuaries, regardless of their fields of practice.

Responding to requests for guidance is just one of
the ABCDS functions. But its a very important one. Most
of the ABCD* activities are shrouded in an extremely
broad cloak of confidentiality.

For example, the board never divulges details of
its investigations to anyone not directly involved un-
less the actuary under investigation grants consent.
Quite understandably, the actuary almost never grants
consent.

A request for guidance is a different matter. Pub-
lication of formal guidance can be a useful way to in-
form the entire profession, as well as those outside
the profession, of the board's views on issues of broad

ED BURROWS IS A CONSULTANT LIVING IN BOSTON.
HE 1S A MEMBER OF THE ABCD.
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concern. Publication never occurs without the con-
sent of the requesting actuary. And the actuary is free
to decide, after obtaining the ABCD’ response,
whether to authorize publication. Even when con-
sent is granted, the board prefers not to identify the
name of the actuary.

Requests for guidance are often handled very in-
formally. The actuary is put in touch with one ABCD
member. They discuss the issue, and the board mem-
ber makes it clear that his or her opinions aren’t nec-
essarily those of the entire board. However, an actu-
ary is always free to request something more formal.
If the board agrees to respond, it will give the actu-
ary written guidance, presenting the view of the en-
tire board.

The ABCD welcomes and encourages requests for
guidance, either formal or informal. One easy way to
initiate a request is to call Tom Griffin, the ABCD's
staff attorney, at 202-223-8196.
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November 26, 2001

Robert W. Sturgis

Chairperson

Actuarial Board for Counseling and Discipline
1100 seventeenth Street, NW, 7th Floor
Washington, DC 20036

RE: Request for Guidance

Dear Mr. Sturgis:

| am seeking clarification:

commission. In this case, the consulting firm would receive $40,000 from the broker as 2 result of th
The consultant firm does not disclose to his client that he will receive any compensation as a result 0
| believe this violates Precept 6 of the Code of Professional Conduct.

firm also receives additional compensation from the insurance company in the form of an “Expanse

$10,000 to $20,000. The consulting firm does not disclose the ERA to the client. Although this exam

because the amount of the compensation is material and it is not disclosed.

disclosed to the client. | believe this violates Precept 7 of the Code of professional Conduct, because t
performing services where there is a conflict of interest and this conflict has not been disclosed to the

on how t0 avoid these violations?

Sincerely,

Actuary X

i
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|workasa consulting actuary in the defined penefit area. | am writing you with reference to three hypotheticai practices
that a firm such as mine could adopt. Actuarial firms sometimes assist their pension clients in purchasing non-
participating annuities from insurance companies for their qualified, defined benefit pension plans. There are three
practices that could potentially cause problems for such a consulting firm. The following are the three practices for which

1. Aconsulting firm sometimes engages the help of an independent broker to complete the purchase of annuities from
an insurance company. The proker discloses 0 the client that he will be paid & commission. The consulting firm
sometimes has an agreement with the broker that the broker will receive 2 percentage of the commission,
fixed dollar amount if larger, and the consulting firm will receive the remainder of the commission. For example, the

total premium for an annuity purchase would be $2,000,000 with a 3 percent commission. The broker WO
the larger of 1 percent of the commission, Of $10,000, and the consulting firm would receive the remainder of the

e annuity sale.

£ this transaction.

2. In some instances, a consulting firm may act as the broker for an annuity purchase. In these cases the consulting firm
is paid a commission and discloses the amount of the commission 10 the client. Sometimes, however, the consulting
Reimbursement
Allowance,” known as an ERA. Using the example noted above, the consulting firm would receive a com
3 percent, of $60,000, due 10 the sale. It would also receive an ERA of 1/2 percent t0 1percent, or an additional

clear-cut as the first example, | also believe this practice violates Precept 6 of the Code of professional Conduct

3. Some insurance companies offer ERAs and some do not. When the consulting firm assists a client in purchasing
annuities for a pension plan, and one of the insurance companies involved in the pidding process offers an ERA, the
consulting firm may attempt to steer the client to choose this insurance company as the insurer. This fact is not

conflict is that the consulting firm has a vested interest in choosing one of the insurance companies Over

My interest in this matter is 10 avoid violating the Code of professional Conduct. Will you please present these examples
to the ABCD and ask them 10 provide me with a written response as t0 whether they would violate the Cod
professional conduct. If itis their belief that they would violate the code, will you ask them to provide me wi



January 25, 2002

DearActuary X:

This responds to your letter of November 26, 2001, seeki Ng guidance relative to three hypothetical Situations. We attach
your letter as an exhi bit to this r'ésponse. Additional| Y, weinclude a request of you at the eng of this|etter.

a) An overpriced annuity contract benefiti Ng one participant can mean too large a charge against plan assets,
weakening the secyri ty of expectations of remaining partici pants,

b) Aninvestment or variable annuity contract with too heavy an expense loading can mean unreasonably |ow ongoing
benefits for the participant,

of aparticj pant/annuitant.

product that adversgy y affect the welfare of participants, Presumably, the principal is depengi Nng on the actuary for
guidance on avoigi Ng any such breach of fj duciary responsibility. For these reasons, all three of the Situations in your
letter could involve conflicts of interest in which it could be giffi cult to avoid violatj Ng Precept 7, regardiess of the
amount of disclosure.

Your letter requests guidance on how to avoid violations in the situations You describe. Clegr| Y, disclosure s g major
element. Beyond this, 4l three situations force the actuary to play two roles simultaneoys Y. Inone, the actuary is
functioni Nng in a practitioner-cl ent relationship where the client expects the practitioner to behavein the ¢f ient'sinterest,
The relati onship may devel 0p in amanner that Causes the principal to r€asonably repose trygt and confidence in the
actuary and reasonably expect the actuary to exercise Scrupulous good fajth and candor. At this point, the law may deem
the actuary a fidyci ary.

In the other ro & the actuary is functioni nginasdl er-buyer relationshi P whereit is reasonap| e1to expect that the sdller
might place the sal| er'sinterest ahove that of the buyer. This dual role almost g ways involves difficylt conflict of interest

ISSUes. In some fact sitygt ons, the only way to avoid violating Precept 7 will beto avoid the dual role, |n others, the role
May be manageaple provided there js no Question about the actuary’s ability to act fairly.

For The Actuarial Board For Counsgdli Ng And Discipline
Robert W, Sturgis, Chai rperson
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