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Table ronde # 42: Évolution de la comptabilité d’assurance à l’échelle internationale

Moderator / Animateur: Morris W. Chambers

Panelist / Invité: W. Paul McCrossan

Moderator Morris W. Chambers: Good afternoon, ladies and gentlemen. Welcome to the latest in a series of panel
discussions that are being conducted to keep you abreast of the rapidly unfolding developments in the area of interna-
tional accounting methodologies for insurance.

The International Accounting Standards Committee (IASC) was formed just under 30 years ago with headquarters in
London. Its purpose was to provide accounting standards for the parts of the world that didn’t have accounting standards,
essentially the third world countries, although the work of the IASC has been adopted by some countries that did have
accounting standards setters. For instance, Mexico uses IASC standards in some elements of its accounting regime.

About 1994, the International Organization of Securities Commissions (IOSCO) challenged the International Accounting
Standards Committee to develop a set of core standards that would be available to international companies to use as a
single accounting standard in reporting their financial results in multiple securities exchanges. One of the problems that
had been developing, and which concerned the IOSCO, was that a company, depending on where it was listing its stock,
might tell a far different story in New York than it did in London, simply because the accounting standards were different
in those jurisdictions. Consequently, there was a desire and a need to develop a single standard that would eliminate
this apparent inconsistency.

The challenge was to develop a core set of standards by the end of 1998. That core involved 12 standards. The IASC
met that challenge by putting the necessary 12 standards in place by 1998. Three of those standards were of importance
to the actuarial profession. One dealt with accounting for financial instruments. It was the last one that was adopted, and
the IASC, itself, admitted that it was done in a hurry and that it was not the final word. It was really looked upon as
an interim standard. Another of the 12 dealt with the accounting for contingent elements of transactions. The third came
to the attention of the International Forum of Actuarial Associations (IFAA) shortly after this new section of the
International Actuarial Association (IAA), formed as an organization of actuarial organizations intended to create a
professional profession across the world for actuaries, was created at the Congress in Brussels in 1995. When the IFAA
was established, there was some expectation that, at some future time, the actuarial profession would need to make public
statements. That was a prophetic expectation because, within a month, the actuarial profession became aware of this third
standard dealing with accounting for employee benefits which already was in exposure draft form.

The issue of which the IAA became aware was that there were some serious actuarial problems with the standard. Four
elements of it were essentially actuarially unsound, and so we were sort of up to our knees even before we got our feet
wet. We owe thanks to the initiative, stamina, and the dogged determination of two “actuarial Pauls” – Paul McCrossan
from Canada and Paul Thornton from the UK. They chased the IASC’s Steering Committee around the world for about
a year-and-a-half trying to rectify the problems with this standard. Ultimately, because the proposed standard had
progressed to the stage of an exposure draft before we even became aware of it, the steering committee did not, in its
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recommendations to the IASC, adopt our proposals. However, the golden tongues of the “Pauls” were such that when
the IASC, itself, considered the standard, they essentially rejected those elements of their steering committee’s proposal.
They adopted three of the four proposals that the IAA had made, and they made modifications in respect of the fourth
that made it at least palatable for actuaries.

With that success and because of the influence and exposure that the actuaries that had been involved in the initiative
had had, the IASC then turned its attention to the development of a standard for accounting for insurance. They set
up an Insurance Steering Committee in late summer or early fall of 1997, and appointed Paul McCrossan as an observer
from the IAA. Essentially, they asked for an observer from the IAA and Paul was identified as the ideal person. I think
events since then have borne out the fact that we couldn’t have had a better representative.

In any case, that work began in 1997. I think most of you will be aware of the voluminous issues paper distributed by
the steering committee at the end of 1999. The steering committee has continued its work since then, but other
developments have come along. The IASC decided that it needed to restructure. It had been successful in meeting the
IOSCO’s requirements, but felt that to make further progress, it needed a different type of organization. They had done
a study of that during 1999 and come to some conclusions during 2000. Early this year, they actually put those proposals
in place, so that, at the beginning of this year, the IASC essentially ceased to exist. They had, last year, created a board
of trustees under the guidance of Paul Volker, a former chair of the Federal Reserve Board in the US. The trustees were
made up of “internationally-known VIPs,” I guess you would say. (My understanding is the primary role of that group
is to find people to serve, and to find money to finance the activities of the IASB.) They changed the IASC to the
International Accounting Standards Board (IASB) and appointed Sir David Tweedie, former chair of the Accounting
Standards Board in the UK, to serve as the chair of the board. This International Accounting Standards Board is made
up of 15 people. Seven of them are representatives of accounting standards setting bodies in various nations around the
world. The Canadian Institute of Chartered Accountants (CICA) has a representative in the person of Trish O’Malley,
who has left her position as chair of the Accounting Standards Board in Canada and now serves as liaison to the IASB.
She spends about 25% of her time in London in that regard.

Further, the trustees identified that they needed a Standards Advisory Committee, initially intended to number about
30 people. There were calls sent out for nominations to this body and the International Actuarial Association, early this
year, presented a list of five actuaries that it felt would be appropriate members of the Standards Advisory Committee.
I am very pleased to say publicly that one of our nominees was selected to serve as a member of the Standards Advisory
Committee of the IASB, and he is here today – Paul McCrossan. I think he deserves applause or at least our encour-
agement for what will be both a trying and rewarding period of time serving in this role.

The IASB met for the first time in February of this year. At that point, they decided to wind up the activities of the various
steering committees that were working on projects, and they suggested that each steering committee have two more
meetings to complete the work that they were currently doing. Consequently, the Insurance Steering Committee, on
which Paul has been an observer, has had two meetings this year. One had already been arranged and was held in very
early April in Tokyo, and the second, the final one of that steering committee, was held in Paris last week, from June
12 to June 15. So, I have no idea what Paul has to report except he did say that it looks good, and that is a relief,
especially for Jim Brierley who indicated last night that he had heard some rumours that were not so rosy.

So, Paul, we are all looking forward eagerly to hear what you have to report.

Mr. W. Paul McCrossan: What I am going to do is go over some of the issues that Mo has talked about, but in the context
of what has happened in the last 10 days and what will happen in the next six months. So, first, I will provide a slightly
different slant on the background, and then report on where we are now and what the likely impact will be on life and
property and casualty (P&C) areas, and, finally, I will address the future timetable.

Just before I get into the background and to confirm what Mo has said, there are actually four sets of meetings in Paris
this month. Three have taken place and one is to be held this week. The first of these meetings was the IAA meeting,
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a meeting of the people who were telling me what to say to the accountants so that I could faithfully present the
argumentation developed. About a dozen people attended the meeting, plus some contributed by e-mail in terms of what
positions the actuaries should be taking.

The second set of meetings was the IASB meetings, last Tuesday to Friday. Yesterday, there were OECD meetings. Then,
there are International Association of Insurance Supervisors (IAIS) meetings next Tuesday. So, we are pulling all the
people together in Paris over what amounts to a 15-day period to try and gather all the views. It is coming together
reasonable well, but it is not without controversy by a long shot.

Let me just start, then, with the background. The main thing driving this project is globalization, and globalization affects
not only the companies but also the regulators. Regulators have basically been dealing with national entities, or, at least,
not very international entities up until now. That is not to say that Jim with Munich Re is not everywhere in the world,
but, by-and-large, he is the exception. And the regulators do not have anything like common views as to how to measure
the well-being of a financial institution.

The accountants also have a problem, and the capital markets have a problem. You can probably best illustrate that in
terms of Canadians by looking at the accounting that took place with term to 100 (T-100) in the 1990s. You had
companies reporting on both US GAAP and the Canadian policy premium method (PPM). The Canadian PPM method,
which was prospective, was forcing them to report losses, usually steady losses, and often increasing losses. At the same
time, under the US GAAP, companies were under a lock-in of assumptions, by-and-large, and were reporting steady
and anticipated future profits. Now, that is not to say there is anything wrong with the US system; it is an historically
based system with a reset. And, of course, when you hit that reset point, there is one heck of a reset. In fact, as companies
came close to the reset point, they tended to reassess the desirability of continuing operations in Canada. That is important
because one regime is based on an historical view with assumptions locked in and the other is based on a prospective
view where you are adjusting them all the time. So, the accountants don’t know quite how to handle these things, and
the regulators don’t know quite how to handle them either.

Well, which regulators are we talking about? Mo mentioned IOSCO. IOSCO was the first off the mark and you may
think that the stock exchanges are not the obvious regulators to become concerned about globalization. In fact, though,
with the increasing globalization, you have companies raising money on many different markets – the UK, the US, some
listed in Asia, some listed in Europe – and the methods are quite different. The Canadian organization, which is a primary
member of IOSCO, is the Ontario Security Commission (OSC). Of course, all the provincial security commissions are
represented there, as is the US Securities and Exchange Commission (SEC).

Banking regulators come second. Why would I mention banking regulators second? It is because bankassurance is a fact
of life in Europe. Because of accounting arbitrage, a bank that is writing an insurance policy can actually report higher
profits than an insurer writing the very same insurance policy at the same price with the same expectations. That leads
to some interesting questions. There is tax arbitrage as well, but the banking regulators got into the business of capital
standards in 1988 with the first Basel Accord.

Then, there are the insurance regulators, the International Association of Insurance Supervisors. Again, I will describe
it as an organization which wasn’t very active before our own deputy superintendent, John Thompson, sold the IAIS
on the idea that it had a role to take in setting global solvency standards for insurers. It was, I think, during his term
as chair of the IAIS that they embarked upon this project to develop new international solvency standards for insurers.

I also identify the European Union (EU). Why the European Union? It is because in order to put the Maastricht Treaty
together in 1992, an essentially flawed political compromise was made, and it was that each nation could keep its own
standards, and they could all do business in any country. So, if you were reporting on German standards and you were
German domiciled, you kept the German standards; if you were UK domiciled, you kept the UK standards; if you were
Italian domiciled, you kept the Italian standards. That compromise was necessary because they couldn’t have sold the
idea of moving from the European Commission to the European Union had they dictated, in 1992, that the European
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Union was going to set all the rules. So, the rule was that everybody gets to set their own rules, but this leads to chaos.
(The same thing takes place within the actuarial profession, by the way. If you are an actuary in Italy, you are virtually
automatically qualified to be an actuary in the UK after a period of acclimatization.) The European Union has enormous
problems because it is now as big as NAFTA and likely to be bigger, and, internally, it has significantly different
standards.

So, the IOSCO gave this mandate to the IASC. By the way, they felt insurance was not sufficiently important, and so
insurance was immediately eliminated from the core standards. But it got back in very quickly – it only took about two
years. In 1997-1998, they recognized that they needed a whole extension in core standards, including insurance, the
whole concept of present valuing, fair valuing financial instruments, banking reporting, and extractive industries (mining,
oil, etc.). That process was going along nicely until we had the two Asian crises of 1997 and 1998. At that point, the
international financial regulators recognized that international financial regulation was completely inadequate to the task.
Going back to the 1998 Summit, Chancellor Brown of the UK and Finance Minister Martin of Canada proposed that
there should be new global solvency standards for all financial institutions. The G7 meeting of that year took place the
month before the International Congress of Actuaries in Birmingham. That proposal by Martin and Brown was rejected
at the G7 meeting, but, nine months later, when they had gone through the October 1998 crisis, there was a very strong
representation that they needed new standards because they had almost gone over the edge without realizing what had
happened.

In 1998-1999, the banking regulators were first off the mark. They developed systems, starting with “value at risk,” which
you can think of in North American parlance as dynamic capital adequacy testing (DCAT) or dynamic solvency testing
(DST) of the trading portfolio, but not of the core business of the banks. The IAIS under John Thompson, during that
period, embarked on a project to look at new capital standards for insurers and whether they could be run off a single
accounting standard.

The Issues Paper was published in December 1999 with a comment deadline of last spring. It made a whole series of
recommendations which will not, as a core, be uncomfortable for Canadian actuaries. They recommended that insurance
liabilities should be determined entirely prospectively (indeed, in the US, there are some liabilities that are already
determined prospectively). They were also to be based on best estimates reflecting all current credible information, plus
something called a “market value margin” (MVM), which is designed to result in the price a willing buyer would charge
a willing seller to take over the liabilities. They examined three alternative accounting models – deferral and matching,
which is the predominant model worldwide for insurance; non-fair value asset/liability, which is used in Canada,
Australia, South Africa, and Singapore; and fair value asset/liability, which is used nowhere.

Now, to cut to the chase, in the meetings last week, they picked the middle model – that is, they have not adopted
fair value accounting and they have rejected deferral and matching. They are going to the non-fair value asset/liability
model, which they are calling the “entity-specific model.” I will outline just what entity-specific accounting is because
there was a fair bit of theory developed in the last week.

As Mo indicated, the IOSCO recognized the IASC core standards, and, more than that, last June when President
Mitterand took over the presidency of the EU, he established a commission of “wise men” headed by the man who
invented the “Euro.” I won’t attempt to say his name because I have never said it right yet, but he is Hungarian, French-
speaking, and living in Belgium. [Editor’s note: Mr. McCrossan was referring here to Baron Lamfalussy.] The “wise men” came up
with the idea that whatever the IASC developed should be adopted as the accounting standard inside the European
Union by 2005. This is a firm decision – if it is available, of course, and that makes it a little less firm. They also
succeeded, as Mo indicated, in getting a series of very high profile trustees to reorganize the IASC itself into the IASB.
They envisioned that there would be 15 trustees. There are, in fact, only 14 named – two part-timers and 12 full-timers
– and a much larger standard-setting staff, roughly triple the prior number of people, pulling in the best standards setters
from the countries that set standards.
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The financial instruments paper was published last December and the comment deadline is still open until the end of
this month. It recommends fair values for all financial assets and all financial liabilities, with insurance scoped out. But
it is drawn right back in because the paper recommends that all financial embedded options be reported on fair value,
unless the entire liability is on fair value. So, even if insurance doesn’t get fair value, the embedded options would get
fair value – that is, things like separate account or segregated fund guarantees, and mortality/maturity guarantees.
Interestingly enough, the financial regulators have become much more vocal in endorsing fair value. Sir Edward George
made a landmark speech last June endorsing fair value as a requirement for all financial industries – meaning, the whole
financial services sector.

Now, we get into stuff that has happened this year. The Basel II Accord, which has to do with banks, will impact us
big time. The Basel II Accord was adopted in January 2001 for implementation by the Bank for International Settlements
(BIS) in January 2004. It recommends that you move away from formula capital to internally assessed capital, and that
the internal assessment of capital should be based on models such as are commonly in use in Canada now for doing
DCAT. Last month, the same “wise men” group immediately recommended that the Basel II Accord, which only applies
to the main financial nations, be legislated for banks in all European Union countries. So, any bankassurance operation
that has a bank is swept in under this recommendation. This is important because a lot of the techniques that they are
using are actuarial techniques, although they might call them “financial economist techniques.” They involve stochastic
valuations, sensitivity testing, dynamic capital adequacy testing, or dynamic solvency testing. So, this is in for the banks
now, and the question is, “What is the impact on insurance?” I think it just overwhelms what happens in insurance.
It forces the insurance industry worldwide along this same course. That is my professional opinion, not a fact. (Maybe
it is a political opinion and not a fact.)

The IAIS has now started publishing papers in April, but because these people are insurance supervisors, things don’t
need to have the same exposure period. So, although they issued them in April 2001, the comment deadline is the end
of this month as well. They have issued papers on principles of capital adequacy and solvency, public disclosure, and,
interestingly, high on the list is an anti-money laundering guide for insurers. Those of you who read the international
press reports about some arrests in Paris last week would recognize this as a non-trivial issue in Europe. In this case,
as I understand it, the arrests of the chair and CEO of AXA overnight were probably not merited, but they certainly caught
people’s attention. They also arrested and kept, for longer periods, other executives in the company. They were accused
of having been an owner, for around a year, of a company that was involved in money laundering. Interestingly enough,
the company was a subsidiary of an institution that was fully owned by the French government when it set up the alleged
money laundering operation which the French government is now investigating. The chair and CEO of AXA spent the
night in jail until they could be bailed. So, it is serious stuff over there.

So, the IASC becomes the IASB. There was a preliminary meeting in March and the IASB was actually formed in April.
In their most recent meeting, they put the insurance product on their list of high priority projects, to be confirmed on
July 23. There is a target date of October 2001. If the Standards Advisory Council meeting with the board on July 23
and 24 concludes that insurance should remain on the high priority list, the intention is to try and push out the draft
statement of principles in a non-endorsed form: “Here is the work that was produced by the prior committee and we’re
making no comment on it.”

A number of accounting standards bodies are addressing many of these same issues at the same time, not necessarily
always arriving at the same conclusions, but there should be an attempt at convergence. That statement has been made
in Congress and in a number of other places.

On the OSC and all the provincial securities commission’s websites, there is a question that effectively amounts to, “Should
the standards of the International Accounting Standards Board, or the US Financial Accounting Standards Board (FASB),
or some other external standards be allowed in Canada in place of the CICA standards?” I think the comment deadline
for that issue is roughly now.
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As well, the European Union Parliament has voted to require IASB standards by 2005 with a parliamentary override,
while the European Union Commission has voted to bring in the Basel II Accord.

How is life insurance positioned in all of this? The majority of members of the CIA are Canadian and US practice-
oriented. We already have, in Canada, a single accounting system that is used for general purpose accounting, regulatory
accounting, and is being phased-in for tax accounting. To that extent, we, in Canada, are used to reporting on a single
regime trying to balance the objectives of the various statement readers. Our liabilities in Canada are already calculated
prospectively using best estimates, and there is a requirement for consistency between asset and liability cash flows. Assets
are valued on mixed mode since property and shares are valued on a moving-market or adjusted-market basis, and,
generally, bonds and mortgages are valued on amortized cost. We have internal self-monitoring assessment of risk
exposures, which has been required for life insurance since 1992, and we have risk-based capital requirements. Those
risk-based capital requirements are formula-driven, 15 years-old, and crude (I think everyone would recognize that), and
they don’t stand up to the current tests. We are used to dealing in a regime which is not dissimilar from what is
developing, and we have eight years of experience in dealing with the volatility that can arise from an unhedged
prospective system.

The United States still has multiple accounting systems for life insurance inside the FASB accounts ranging from
historically based to prospectively based. The regulatory system isn’t dovetailed and the tax accounting system isn’t
dovetailed. There is far more comfort in the US with what they have been doing for some time with standards such as
FAS 60, and less comfortable with some of the new standards like FAS 133, which is prospective and quite volatile. The
idea of moving toward prospective systems – it is fair to say – is not generating a lot of enthusiasm in the domestic
American industry. In fact, it is generating the opposite of enthusiasm – that is, hostility. Nevertheless, the large multi-
nationals tend to be fairly fast off the mark in developing prospective systems for internal management, and companies
involved in bankassurance or large international networks are also often measured and managed prospectively.

On the other hand, the risk-based capital requirements in the United States do attempt to measure risk co-variance, and
this is an important concept that comes out of the Basel II Accord. Looking at diversifiable versus non-diversifiable risk
and co-variable risks are important concepts which actuaries, throughout the world, haven’t been used to dealing with,
but we are going to have to get used to dealing with them in order to keep up to the banks and the banking regulators.
In that sense, they are ahead of the game.

The likely system that was agreed on last week – the system that will be recommended – will be closer to the current
Canadian system than to any other system, but it will be substantially different from the current Canadian system. That
is, it will be fully prospective, almost all assets will be expected to be reported on a fair value basis, and there will be
a requirement for consistency of treatment between assets and liabilities. We can talk about how that will happen, but
it will force the companies towards something close to fair value of liabilities with some major exceptions. The IAA and
a number of regulators and standards setters, for example, have been opposing the idea of reflecting your own credit
rating – that is, the value of your own liabilities should reflect your own credit rating. That just drops out of the picture
in this system. Currently in Canada, we have an entity-specific system with respect to expenses. Companies use their
own best estimates of their own expenses, whereas the concept of fair valuation would lead to an outsourcing base for
expenses, using the cost for which you could buy the services.

So, the new system is an entity-specific one. It looks at using your own expense levels as projected out into the future
and fulfilling the contracts to maturity. When you look at this, if you have these prospective entity-specific values, it
is pretty evident that you need to have a new international risk-based capital system and it has to capture the co-variances
of the risks. To that extent, the discussions last week, both with the regulators and with the accountants, lead me to believe
that “we ain’t seen nothing yet”! The traditional approach of summing squares plus summing things inside square roots,
all square rooted – that type of approach – isn’t going to be sufficiently sophisticated to capture the co-variances that
exist.
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For example, there was discussion around a company operating in the UK only, compared to a company operating in
the UK and US, compared to a company operating in the UK and Germany. The company operating in the UK and
Germany needs a lot less capital because the economies of the UK and Germany are substantially not linked, whereas
the economies of the UK and US are substantially linked. That is logical. When you think of how actuaries apply financial
actuarial techniques to get at those things, you will recognize that we have some way to go for most practices. Luckily,
at the level of the Institute and Faculty of Actuaries, there has been a paper published – a landmark paper – called,
“Modern Valuation Techniques.” It is available on the Institute of Actuaries’ website under the Staple Inn Society,
published in February of this year. It looks at stochastic modeling of future risks, and then basically deflates on the path
going out. It provides the ability to use validated economic models to examine actuarial performance, including the value
of guarantees that move in and out of the money as interest rates rise and fall. The Institute and Faculty have established
a working party to examine the application of that paper to the insurance industry. It is expected to report in the autumn.
It appears to be moving along very quickly and it is quite likely that they will at least suggest that this is a reasonable
valuation method for dealing with these problems.

With respect to the internal risk sensitivity testing along the form of the Basel model, some countries require dynamic
capital adequacy testing or dynamic solvency testing. The Basel model requires it for banks. It is highly likely the IAS
32 will require it for insurers even if the regulators don’t. Part of what is coming out of this project is a call for stress-
testing of insurers and publishing the results in the MD&A. That will be a change for a lot of insurers, even the Canadian
ones who now hold their DCAT testing pretty close to the vest. Under performance segmental reporting and sensitivity
analysis under IAS 32, it is likely that the sensitivities to which your company is exposed would have to be disclosed
under this new standard.

What sort of issues may arise? The new accounting standard will not have a formal role for the actuary, but the methods
in the new accounting standard are probably only, at this stage of the game, performable by actuaries. It has been made
pretty clear to me that the new accounting standard won’t have, at least, in the short term, anything like the Joint Policy
Statement between the Canadian accountants and the Canadian actuaries. But the international accountants are very much
looking for international actuarial standards, and so the way the problem will be finessed will be that the IASB will look
to the IAA to develop an international actuarial standard for actuaries completing returns under IASB standards. The
actuary will not give a certificate that the accounting standards have been followed; the actuary will give an opinion that
he/she has produced the work in accordance with the International Actuarial Association’s Accounting Standard of
Practice. That allows non-actuaries to determine the liabilities, and the hope for actuaries is that we prove to be better
than the non-actuaries at doing this. There are some interesting challenges, because there have been a couple of large
international failures in the last two weeks – one in Australia, HIH, which had an actuarial certificate, and one in England,
International Insurers, which had an actuarial certificate. The question seems to be, “What is the actuarial certificate
worth?” I see that this has caught the attention of the President of the Institute, and I will say that this issue came up
several times during the week.

The International Accounting Standard of Practice will talk about best estimates, market value margins, and option
pricing stochastic methodologies. Option pricing stochastic methodologies are not commonly in use anywhere. We have
some guidance in Canada now on valuing segregated fund mortality and maturity guarantees, but it is quite embryonic
and has come out only in the last year. However, in the new accounting standard, option-priced stochastic methods will
be set up as the objective for the standard for determining actuarial liabilities.

Now, what does that mean in practice? It means that I need somebody like my daughter working for me to do the
valuation because anyone over age 50, and most people over age 40, don’t know option-priced stochastic methods, and
most appointed actuaries fall into that 40-plus category. Most actuaries under age 35 understand this stuff because they
took it on the way through their educational process, or they took good parts of it. There is a formidable educational
exercise in front of the profession. The people who are signing the statements basically don’t have the wherewithal right
now to sign the statements in the future environment. The hope for the profession lies with the new people coming
through, and on intensive education programs.
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Self-assessed stress testing is the norm under Basel II. It is almost certain to emerge under the new international accounting
standards. Self-assessed capital is a long way off. I think it is not going to happen in insurance before the end of the
decade.

If there is a formal role for the actuary, where will it emerge? It will emerge at the level of the national standards setter.
For example, the Office of the Superintendent of Financial Institutions (OSFI) in Canada may still require appointed
actuaries for Canadian companies, or for companies operating in Canada. But the formal role for the actuary will be up
to the individual regulators to enunciate. The accountants won’t do anything, other than expect the IAA to be there.
That is not uncomfortable because those countries that have appointed actuary legislation now have it on a national basis.

Property and casualty is positioned both better and worse. Almost all P&C accounting is done on a deferral and matching
basis and that was just knocked out. On the other hand, under the new accounting definitions, the vast majority of P&C
insurance will be one-year contracts. The difference between deferral and matching relative to prospective valuations will
not be large. Instead of having a provision for the unearned premium, you will have a provision for unexpired risk. My
impression in working with the International Actuarial Association in preparing this is that the Casualty Actuarial Society
(CAS) members are much better trained in stochastic techniques than are the Society of Actuaries (SOA) members that
constitute most of our members. Conversely, the SOA members tend to be better trained in financial theory than the CAS
members, and the challenge for the actuarial profession is somehow to meld the two areas of expertise and to meld them
successfully rather than chaotically. The new standard will be a standard for all insurance contracts. It will not matter
if they are written by a bank, a life insurer, or a P&C insurer. It will be a single standard with a stochastic option-priced
methodology specified as the goal, and the International Actuarial Association will have to cope.

The timetable is sort of interesting. If we assume that insurance is designated as a priority project on July 23, the gears
start turning very quickly because, under the EU legislation right now, those insurance accounts have to be prepared
on this basis by 2005, or, at the latest, 2006. Any company that is operating in Europe, or any company outside Europe
that has a European operation, or any company outside Europe that has a European parent will be affected fairly quickly
and directly. On the other hand, domestic Canadian companies, domestic US companies, and domestic Japanese
companies won’t have the same urgency behind them. Nevertheless, there is this question out there, “Should Canada
get out of the standard-setting business, or, at least, should it be optional to file under international standards?” Certainly,
if international standards become acceptable for SEC filings, and there seems to be a high probability of that, I would
expect there to be a rush towards the international standards.

On the other hand, in the US, there appears to be somewhere from 50 to 100 companies that are potentially affected
by this in the short term. This is either because they operate internationally in jurisdictions where it may be required,
or because they are subsidiaries of companies where the accounting will be required. The effect in the US will be
substantially slower. That being said, the chairperson-elect of the NAIC has indicated that she would like to see shadow
accounting even in the United States. Maybe this would be on a selective-company basis – on the basis that companies
required to produce the accounts should produce the accounts so that they can become familiar with what is coming
out of these new standards or what isn’t. The two American industry associations have registered their opposition to
moving away from, and their satisfaction with, the current FASB regime. If the Europeans move, the European subsidi-
aries will have to report in any case.

The Japanese are an interesting problem. The new Japanese Prime Minister has made financial service sector reform the
cornerstone of his mandate. He is requiring the Japanese financial institutions to sell off those interconnected share
holdings, large portions of them, to recapitalize themselves. But, realistically, they need time. If you were doing option-
adjusted forward pricing of liabilities in Japan, and the long-term interest is under 1% and your guarantees are ranging
from 3% to 5%, you don’t have to be “God’s gift to the world” to figure out that you need a lot of capital to withstand
those sorts of guarantees. Or you need time, and I think the answer is that they need time. They need capital, too.
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The regulators are now meeting – they are cranking up their meeting schedule – in Bonn in September. They are looking
at a new risk-based capital basis, whether sensitivity testing should be required, and are looking at the application of
Basel II. The IAA has become an “observer member” at the IAIS and will be represented at that meeting in Bonn. So,
we are seeing this convergence from all sources – the accounting, the securities and the regulation – towards a single
set of option-adjusted pricing and future-based valuation approaches. This means that you are positioned with respect
to the future, rather than where you have been.

Personally, I think it is an exciting world. One of the things that is most interesting to me about the Basel II Accord
is that there are already indications that the major Canadian banks may be hiring actuaries as part of a multi-disciplinary
team to help prepare. Enterprise risk management is very much part of Basel II, and already some Canadian insurance
companies are reorganizing their operations to set up, inside the company, independent risk assessment units that meet
the Basel II requirements. Actuaries are important professionals – but not the only professionals – inside those enterprise
risk management activities. In my view, the banking world will dominate the insurance world; there is no question as
to who has the hammer. There will be some lags on the insurance side. Once the banking accounting is prescribed in
this format in 2004, the insurance accounting will be swept along. That is my assessment, and, indeed, in some cases,
it is the same regulators for both sectors.

So, that is what is happening; it is a very exciting world. I think it is an exciting world for actuaries. It will be an exciting
world for actuarial organizations because, realistically, we can’t deliver today. It is an interesting question as to whether
we can deliver in 2005. My assessment is that in the European Union, and in NAFTA, Japan, Taiwan, Hong Kong,
Australia, New Zealand, and South Africa, we can deliver.

We have some major problems and we were discussing them last week. One is education of members inside the EU.
They are going to be the first on the firing line. We decided that the Groupe Consultif inside the European Union (the
President of the Institute of Actuaries is also the chair of the Groupe Consultatif, and so he gets this from both sides)
has to be relied upon to do the education of the profession inside the EU. We have to rely on the Mexican Colegio to
do the education inside Latin America. But there is an intensive re-education and intensive continuing professional
development effort needed here in North America in order to cope. Luckily, the impact in North America might be less
to start with, but the challenges are no less. In fact, they are probably more because, by and large, North American
contracts have more options embedded in them than European contracts – at least, than the UK contracts. They did some
smart things just by avoiding pitfalls and, in some cases, we gave away for nothing, and, in other cases, we had options
legislated upon us.

Why are option-adjusted pricing techniques important? It is because there are so many guarantees out there in insurance
companies that are close to coming into the money. If Mr. Greenspan has to ratchet down interest rates by another 100
basis points, a lot of guarantees will probably be in-the-money, and that directly relates to whether an insurer is solvent
or insolvent.

That is what happened in the last ten days. What happens from September to December will be very exciting, and you
will probably see publications of a draft standard sometime in the second quarter next year.

Moderator Chambers: We are a little past the official ending time for this session; however, we weren’t granted the proper
starting time because of the luncheon session, and my friend Ram has assured me that he won’t object if we go for another
10 minutes. So, if you have any questions, we are certainly eager to try to respond to them.

Ms. Lesley B. Thomson: You talked about embedded options a lot, and mentioned segregated fund guarantees as being
an example of that. When we were looking at the IASC Issues Paper last year, I understood that segregated funds, in
particular, were outside the scope of that work, and, in fact, probably all deposit-type annuity contracts would be outside
the scope of that work, as well. In other words, they are not considered insurance contracts for the purposes of that IASC
Issues Paper. I expressed a concern at the time that these contracts, which are very important to life insurers in Canada,
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seemed to be moved off somewhere else. But I am not sure where they are. Are they covered under the financial
instruments paper? On the other hand, someone once told me segregated funds were going to be service contracts.

Mr. McCrossan: A financial instrument that does not contain a material insurance component is not an insurance policy.
So, let us look at the segregated fund and separate account products that exist in Canada and the US. If there are no
material guarantees, they will actually fall into the banking accounting, even though they may be issued by an insurance
company. That is one of the key points when we are heading towards a bank assurance regime. The new system is
designed to catch the essence of the contract rather the essence of the institution, and so there is no accounting arbitrage
across institutions. In terms of the Canadian separate account guarantees that are out there, when you have resettable
mortality and maturity guarantees, as are common in Canada, everyone agrees that this involves a significant insurance
element, at least at the 100% level.

Ms. Thomson: That is very interesting because that is vastly different from what I was hearing a year ago.

Mr. McCrossan: Absolutely. The markers have moved substantially since the publication of the Issues Paper.

Ms. Thomson: So, it is considered the amount of the mortality risk that brings the segregated funds in.

Mr. McCrossan: It is the insurance risk with its current severity and development prospects.

Ms. Thomson: But the type of option that the maturity guarantee would be is outside the scope of the options that are
listed, right? Because it would be based on the movement of the price of the security, and that is outside.

Mr. McCrossan: It is not just dependent on the financial guarantees. Financial guarantees are not sufficient to cause a
contract to become an insurance contract, in and of themselves, if the only contingency involved is a change in a price
or a change in an index. In the case of a mortality/maturity guarantee, of course, there is another event that triggers it
– that is dying or staying. It is those dying or staying contingencies that pull it back into the scope of insurance, if they
are material. Now, the question is, “Are they material?” In a lot of the contracts, they are very material, and, in a lot
of them, they aren’t.

Ms. Thomson: So, whether a contract is treated as insurance or not can change?

Mr. McCrossan: Correct, and it gets a little more complicated than that because it is a one-way street. Once an insurance
policy, always an insurance policy, and so if it ever moves into insurance accounting, it stays there for the rest of the
contract life. But you can start out with an immaterial guarantee. For example, the guarantee to buy a life annuity at
6% in 1988 might appear to be an immaterial guarantee. Then, you come to 1998 and you have the regulator in the
UK saying that these contracts are in-the-money, and to please start posting provisions very quickly. You had the
guaranteed annuity option where the options came into the money, and so, certain unit-linked contracts in the UK would
not have qualified as insurance at issue, probably. But, by now, they would be insurance contracts because those insurance
elements have proven to be very significant.

Policy loan interest guarantees, to the extent the old contract is still around, can be very significant. There are even
contracts around with premiums payable in one currency and benefits payable in another currency. Quite a few of those
are actually found around the world, but probably not too many in force. Again, looking at the UK, contracts issued
in Ireland prior to 1923 were payable in pounds. Of course, there was no Republic of Ireland and so the premiums were
often payable in Irish pounds after partition, but the benefits could be claimed in either currency under some contracts.
So, you have a currency put inside a contract. That is an interesting concept.

Mr. James A. Brierley: First, I think Paul should be congratulated for the tremendous effort he has put into these projects.
It is very easy to see that the direction the IASB standards are going is very Canadian in nature, and, for someone who
only had “observer” status, I think that is quite the accomplishment.
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Paul, my feedback from the meetings last week in Paris wasn’t quite as optimistic as you have portrayed and I want to
ask you about that. What I had heard was that insurance was taken off the top priority list, and that they wanted to
look at other financial instruments and get a few quick wins with the first round of standards, especially on the banking
side. Therefore, we could be looking at 10 years out before we get IAS reporting for insurance. I take it from your remarks
that the meeting on July 23 is the decision date on that. Could you comment on the likelihood of getting insurance
prioritized and what the consequences would be if it is not prioritized? And then, did I hear you rightly in saying that
you foresee IAS becoming acceptable for SEC filing?

Mr. McCrossan: Let me deal with the last issue first. The SEC said that, in principle, IAS filing should be acceptable
in the US stock market, but they are waiting to see the final set of IAS standards before they agree. So, that depends
on seeing the results of the improvements project.

Getting back to whether insurance is on the priority list or isn’t, I, personally, talked to three of the 14 board members,
each of whom insisted that it was on the priority project list, but that the list is fluid. What is clear is that the present
value project and the financial instruments project are off the list at this stage of the game. My sense is that there would
be a lot of difficulty getting insurance off because of the need of the European Union to have something like a single
reporting basis. Will the decision be made on July 23 and 24? Who knows? I have been asked to appear and to be one
of 50 people in a room deciding what the priorities should be, and, of those 50, most have not met each other before.
Will they be able to arrive at a decision in that two-day meeting? I suspect so, but, just in case, there is a fallback meeting
being set up in Washington, DC, two months later.

This is sort of like electing popes, I think. You either decide on the priorities, or eventually they lock you in a room
and give you white wood and black wood and they open the door less frequently until you make up your minds. At
this stage of the game, there is a two-day meeting set in London, followed by a two-day meeting in Washington, and
there are indications that subsequent meetings will come along every two months, or thereabouts, until we break the log
jam. I don’t think it will be deferred for long; I think the priority project will be there. That being said, the improvements
project is clearly far and above the most important for everybody because that improvements project allows them to deal
with a whole raft of manufacturing and servicing industries by getting those standards acceptable. There are only
hundreds or maybe a thousand insurance companies, but there are lots and lots of small businesses. We are not going
to oust them.

Will the timetable be affected if it doesn’t get approved? There is already tacit approval for an advisory group on insurance
accounting. So, the insurance accounting project will continue to work towards producing this draft statement of
principles to present to the Board regardless of whether or not it is designated a priority project – at least, until such
time as it is pulled off the priority list. The commitment and the request to the IAA to provide support is, “Assume it’s
on until we tell you it’s off.” Also, they have asked the steering committee to assume that they are going to be asked
for further meetings until they are told that it is not a priority project.

Mr. Charles C. McLeod: I would like to ask about the likely timetable even assuming all goes well in the next couple
of months. When you projected on the screen the accounting principles for insurance companies, they were of a fairly
broad, general nature. I assume it was not because you only had an hour to talk about it today, but because a lot of
the details haven’t been fleshed out. Knowing how long it has taken to develop accounting standards for insurance
companies in Canada where we only have one country to worry about, bringing in all the world is mind-boggling. How
long is it really going to take?

Mr. McCrossan: I don’t think it will take that long, but I will tell you where the problem is. It is in the same area in
which we had difficulty in Canada. It is par, or with-profits insurance. Actually, “par” is gone as a nomenclature; it is
now referred to as “performance-linked contracts.” It is the official “newspeak.” It is sort of like 1984 – you have to learn
the new vocabulary. Nobody’s existing vocabulary can be used because it carries historical baggage with it, and so they
have to invent a new term for everything.
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The par contracts are wild, and the reason they are wild is because almost all participating and with-profits rules were
set up by legislators to protect consumers around the turn of the century, and every country has its own little model
for that country. In some cases, what is called “with profits” is clearly nonprofit, in my view. There is no relationship
whatsoever between the experience under the policy and the declaring of dividends. In some cases, they are linked;
Taiwan is a good example of where it is linked to a benchmark government fund. So, if the insurer immunizes, they
could link, but, if they don’t immunize, they distribute profits based on industry mortality and the performance of a
two-year government bond. That is not what we would think of as participating contracts, or “with profits,” or having
anything to do with the contribution principle.

On the other hand, you have nonparticipating products officially designated so, like experience rating refund contracts
in the United States, which clearly meet the definition of “participating” by any stretch of the imagination. They are not
defined as “par” because stock companies couldn’t issue par contracts, and they found another way around it.

The essence of the new accounting system is to account according to substance rather than form, and that leads to
insurance contracts being looked at as banking contracts, or describing par by saying, “No, that’s really non-par,” or non-
par as really being par. That is why there is new nomenclature.

Can it be done in the time available? The IASB anticipates two exposures, and the IAA anticipates two exposures. The
IAA will be privy to all the developments inside the IASB and so the idea is not to wait until the accounting exposure
is published, but to start working on the developments as they narrow. Under the IAA’s constitution, it is not conceivable
that an actuarial standard could be produced in less than two years without a constitutional amendment, which, in my
view, would fail. Realistically, to be in for January 2005, we have to know what it is, in essence, by mid to late 2002.
I think that is the challenge.

Moderator Chambers: Since Ram was the one who allowed the extra time, he can ask the last question.

Mr. Shriram P. Mulgund: Paul, I am asking myself, “What could be the possible scenario in the future as compared to
the current scenario for the CIA?” Just correct me if my understanding is not correct. The assets which we value on a
moving market basis, a combination of moving market plus amortized cost, would be valued on the market basis in the
future. We currently use the expected assumptions plus MfAD, and, in the future, they would be called “the expected
assumptions plus market value margins.” But in determining the interest rates for discounting the future liability cash
flows, that discount rate will be independent of the composition of the assets that are supporting the liabilities. Whether
you have fully matched assets or cash stuffed in the mattress, it will still be the same rate, which would be dictated by
the current market conditions.

Mr. McCrossan: That is correct; it will be a high quality rate. The expression used in deference to what is happening
in Japan is “least variable.” It is more than that, but sometimes you have to work off a high quality corporate curve rather
than a government curve.

Mr. Mulgund: The question in my mind is, as far as valuation elements such as mortality, terminations, and any options
or expenses are concerned, the company will be able to use the expected assumptions plus the market value margin,
but only in respect of the interest rate. That conflict is thrown away and you go back to using just the valuation, the
actual market interest rate. Regardless of the interest earnings, if your assets are put into fully-immunized assets, you
would probably be okay. You would not need an additional margin on the asset side, which is currently put in the
valuation….

Mr. McCrossan: I will cut right to the solution, and then you can spend the rest of the time getting Peter Clark to
elaborate. If some of the cash flows are economic-dependent or interest rate dependent, then, obviously, you can’t set
the cash flows independently of the interest rates. There has to be a feedback loop. The advantage of the methodology
outlined in the “Modern Valuation Techniques” paper is that it deals with the idea of projecting scenarios out. You are
looking at what comes in and out of the money and looking at what changes in policyholder behaviour occur, or, at
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least, potentially handling it and then deflating it back. That is not something actuaries are used to doing, but I think
it is something that actuaries should be used to. This is the way that disconnect is handled, and that is why there is the
move towards stochastic techniques from deterministic techniques that just involve a single, best estimate, and a single
discount rate.

Mr. Mulgund: So, you are suggesting that the new standards, the international standards, will say, “Look at the different
scenarios and establish the interrelationship between the liability cash flows and the asset cash flows to establish a reserve
level.”

Mr. McCrossan: I think that will be the objective right away. I don’t want to hold the rest of you here – we can continue
this discussion privately – but I think the principle will be fairly well enunciated. The problem for the profession will
be giving guidance to the professionals, and, indeed, educating the professionals on how to handle these techniques.
Yes, the principles will be well established and they will be to take account of economic co-variances with major
contingencies.

Mr. Mulgund: There will not be major deviation from the way the Canadian valuation is done because it can’t….

Mr. McCrossan: Oh, it is very major! Go and talk to Leslie; let Peter Clark off the hook! Thank you, everyone; thank
you for your patience.


