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Moderator David J. Congram: This is Panel Discussion 40: “International Accounting Standards.” My name is David
Congram. I am your moderator and I am also speaking today. We have a really expert panel here to talk about
international accounting standards.

I would like to introduce Paul McCrossan from Eckler Partners. Paul has been involved in the international accounting
standards for about five years now. He is currently the vice-chairperson on the International Actuarial Association’s (IAA)
International Accounting Standards Committee (IASC). He has been a member of the Standards Advisory Council of the
International Accounting Standards Board (IASB) for a number of years. Lesley Thomson is from Tillinghast. She is
chairperson of the CIA Task Force on IAA Insurance Standards. Your moderator is a member of both the IAA
International Accounting Standard Committee as well as the CIA task force.

The approach we have planned is that Paul will provide us with background, update us as to where the IASB stands
right at the moment, and some personal insights. Leslie and I are going to be using some examples to try and bring
out some of the issues that we see within the international actuarial development of the standards. I will follow Paul and
then Lesley will follow me. So, without much ado, let us get underway.

Mr. W. Paul McCrossan: Thanks, David. It goes without saying that presentations at the CIA represent the views of the
presenter and not those of his employer or his client. Nevertheless, I will say it because what follows are clearly my
personal observations (truncated to fit the available time) from the almost five years I have worked on the international
insurance accounting project as the IAA’s representative. The views, some of which are strongly held and some of which
are in the process of being explored, are not those of my employer, of the IAA, or of the IASB.

The title of my presentation today – “No Actuarial Accountings” – comes from the current Canadian best selling novel,
Unless, by Carol Shields. The image in the book in which the phrase appears is not flattering. It is used to describe how
an author writing a book about two people having intercourse without passion, emotion, or lust imagines they go about
the act. They do it with “no actuarial accountings.”

The international accounting profession is currently engaged in trying to develop a new international standard for
insurance accounting as it develops new international standards for all other accounting. In the course of developing
these new standards, the IASB has verbal intercourse with users, preparers, other standard-setters, and other professions,
such as actuaries.
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The intercourse is supposed to be “open and transparent.” It is so “transparent” that, in my opinion, it has become
“opaque.” Communication to and from the International Accounting Standards Board occurs through a formal mecha-
nism in which all board discussions take place in formal, open meetings to review written briefs from the world at large
or from staff. These discussions are open to the public for observation. Decisions are taken in the open and widely
reported.

How can I describe such an open, transparent process as “opaque”? It is quite simple. The process is open, but the ideas
are not debated by any but those seated at the table – that is, the board and its staff. There is no opportunity for those
who wish to have input to participate in the actual board discussions. Outsiders can only observe the discussions and
the decisions as they take place.

But those beyond the board and its staff cannot participate directly in the testing of ideas as they could if they participated
in Congressional or in Parliamentary hearings. They cannot interrupt either to challenge an assertion, or to help develop
an idea as it is presented or discussed. They can only observe the board challenging and discussing the ideas and later
comment on what they heard and saw through a process distanced in time. The process is “transparent” since all is
observable. The process is “opaque” since dialogue can only take place through the filter of time.

That is not to say that the process among the direct participants is sterile or without emotion. The verbal intercourse at
board meetings is quite the opposite. The process of decision-making at board meetings is democratic; but not in the
sense of “participative democracy” in which outsiders can participate and question directly. It is the “be seen but don’t
be heard” ordered world of my grandparents. It is not the world of today’s anti-globalization protesters of my children’s
generation.

Oh, there are opportunities for non-board members to participate directly. There is a Standards Advisory Council (SAC)
of which I am one of nearly 50 members. The SAC meets three times a year to give input on policy and direction during
what were once one-and-a-half day meetings but which are evolving into two-day meetings. A typical SAC agenda
contains six to eight policy items on which input is sought. If everyone present sought to speak once for only two minutes
on the most important aspect of each policy item, the agenda could not be completed on time. Allowing for the
introduction and presentation of core material by staff and board, the average SAC member might have time for two to
four minutes of comment during each SAC meeting over two days. Once again, the process is open to public observers,
and, by definition, is “transparent.” Once again, the process is so formalized as to make it, in practice, “opaque.”

There is also a large IASB Insurance Advisory Committee that might meet twice a year. Its members include most of the
former IASC Insurance Steering Committee, representatives of the major national accounting standard-setters committed
to convergence with the IASB, and representatives of major US and European insurers. Once again, size may get in the
way of constructive dialogue.

As most of you know, I served in Parliament for three terms – twice in government and once in opposition. I well
remember those heady first days of government in 1978 when I passed Ron Atkey, the new Minister of Employment
and Immigration, his arms full of briefing books about unemployment insurance reform. Ron told me proudly that the
civil service had passed all decision-making to him and that he was able to set the policy for each of the hundreds of
decisions in the briefing books. My reaction was, “Don’t be silly. The way to stop a Minister from making the important
decisions is to ask him to make every decision.”

This descent into opaqueness is a new experience for me. I served for nearly three-and-a-half years on the old
International Accounting Standards Committee’s Insurance Steering Committee. That service was stimulating and excit-
ing. Those on the IASC Insurance Steering Committee were representatives of IASC member bodies ranging from national
accounting associations to analysts to industry. There were observers from the actuarial profession, major standard-setters,
insurance regulators, and the European Union. Each member or observer had a base knowledge of the industry. Each
could, and did, consult widely within their relevant national or professional constituencies. The ebb and flow of ideas
from the outside into the steering committee as well as within the steering committee was exhilarating. Input was sought
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from any interested party and hundreds of actuaries and other insurance specialists did provide input. Insurance steering
committee meetings were collegial even when disagreements were fundamental. It was fun; it is past.

Let me turn to the major conceptual issue that is in play today for insurance accounting. It is near and dear to the CIA
– prospective- versus historical-based accounting. Now, let me try to develop a framework for the issue as it relates to
insurance.

As I have thought about a framework for the issue, I think that it can be represented mathematically in three dimensions:

• Risk profile

• Financial profile

• Temporal profile

(Slides unavailable)

Let me start by considering only the first dimension – insurance risk. Visualize a continuum of risk on the x axis from
high frequency, low severity at the left to low frequency, high severity at the right. As we move backward from right
to left, the range of “insurance” products might pass from very low frequency, high severity products such as earthquake
insurance through hurricane insurance, to life insurance, disability income, professional liability insurance, medical care,
homeowners insurance, automobile insurance, and dental insurance until we arrive at products such as administrative
service only (ASO) groups with insurance features but no real insurance risk.

At the extreme right along the x axis are what everyone recognizes as pure insurance products. As we regress to the left,
the service component increases while the insurance component decreases. At the extreme left, the contracts, while having
insurance features, are generally recognized as service contracts.

Now, visualize a continuum of financial element on the y axis ranging from zero to 100%. A 100% financial contract
with no insurance risk might be a GIC. To its right might be a virtually 100% financial contract with some nominal
insurance risk such as a GIC with a well out-of-the-money guaranteed annuity option. Moving along the x axis, contracts
with slightly higher insurance elements but still very high financial elements might be diversified segregated fund
products with basic maturity and mortality guarantees.

Let us focus on the part of the x axis where life insurance is found. Closest to the zero on the y axis might be annual
renewable term, with level term, term to 100 (T-100), whole life, and endowment insurance, progressively having
increasing financial element proportions.

At zero on the x axis and 100% on the y axis are found what is commonly called “financial instruments.” As we move
to the right along the x axis, at some point, we are clearly in the domain of insurance even though the products contain
a significant financial element.

What we have, then, is a product space with service contracts close to the intersection of the x and y axis, pure insurance
products at the right hand side of the x axis, and financial instruments at the top of the y axis. Both on the axes and
in the space bounded by the axes, it may not be easy to determine the boundaries between service contracts, financial
instruments, and insurance contracts.

I have tried to visualize the introduction of the third element, time, not by drawing a three dimensional picture but by
showing how contracts might shift positions over time. This could be when segregated fund guarantees come into the
money or when long-term interest rates fall as happened with T-100. Note that a contract can even cross into a new
contract space (in this case, represented by a GIC with a guaranteed annuity purchase option that was thought not to
be material coming into the money).
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“Why try to visualize this continuum?” you might ask. I think the answer is that the effort may not have been worthwhile
ten years ago when all accounting was conducted using historical cost accounting conventions. Under such a consistent
regime, whether a contract is identified as a financial instrument, a service contract, or an insurance contract may not
make a great deal of difference. Intuitively, I feel that the effort might also not be worthwhile to examine the continuum
if all accounting is conducted using prospective cost accounting conventions. But neither of those accounting consist-
encies now applies. Service contract accounting is currently still firmly rooted in historical cost accounting. Financial
instrument accounting at the international level is in the process of moving to prospective accounting conventions. And
the new international accounting convention for insurance has not yet been decided.

Therefore, the boundaries between the three types of contracts become important. When does a service contract become
an insurance contract? When does a service contract become a financial instrument? Are insurance contracts more like
financial instruments than like service contracts, thus warranting prospective accounting treatment? If so, what other types
of contracts might have characteristics similar to insurance contracts and also warrant prospective accounting treatment?

These questions are very relevant and very fundamental right now. The reluctance to make a misstep that might have
unintended and/or dire consequences as it sets the rules for insurance accounting is likely responsible for the slow and
deliberate manner in which the IASB is approaching the insurance accounting project.

At the same time, there is a realization within the IASB that the framework may be too constraining. Last Thursday, the
IASB’s SAC approved an active research project to review the framework. Let me quote from the agenda item: “For
example, the term ‘probable’ is used in the recognition criteria for the elements (assets, liabilities, revenues, expenses, and
equity) in the conceptual frameworks of all standard-setters but sometimes in a different sense. Further, some would say
that ‘probability’ should be a matter of measurement rather than part of the recognition criteria...” (That is the historical
accounting perspective.)

This active research project may lead to the reunification of accounting theory under a prospective, probabilistic
framework that actuaries would find to be quite comfortable. Until that day, the board can be expected to continue its
slow, deliberate approach to developing the first international insurance accounting standard.

At the national level, the pace has been quite different. In the 1990s, there was a movement from historical cost accounting
conventions to prospective accounting conventions for insurance in several countries. The Canadian life insurance Policy
Premium Method (PPM) was a trail-blazer in this regard. Australia, South Africa, parts of the Caribbean, and parts of
South East Asia have also followed suit with different versions of prospective accounting for insurers.

In the UK and parts of Northern Europe, the move to prospective life insurance accounting developed in the 1990s
through disclosure of embedded values in the notes to the (largely statutory) financial statements. The financial analysts’
community has adopted prospective embedded value financial reporting for insurers with gusto.

In the US, Germany, and Japan, the move to published prospective accounting results has largely not begun. The life
insurance industries in these countries have launched a concerted effort to stop prospective accounting for insurance in
its tracks, essentially, by arguing that it is conceptually unsound, unjustly volatile, extremely expensive, and largely
judgmental.

It will come as no great source of comfort to those in the audience today to realize that they are indirectly cited as being
subject to “Enron risk” because the situation of using judgmental prospective actuarial valuations is similar to what
occurred in Enron in valuing their energy derivatives. Let me cite the quote from The Rise and Fall of Enron used by the ACLI:
“Companies having these types of derivative instruments are free to develop and use discretionary valuation models based
on their own assumptions and methods.” I accept there is an element of reality in the analogy to judgment-based
prospective actuarial valuation models.
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One of the simple products used to examine the impact of alternative accounting models is our own term to 100 policy.
It is used for several reasons. It is a deceptively simple plan with only premiums in and expenses and death benefits
out. It was a disaster for most of those who underwrote it. It illustrates both the dangers of mis-estimation and the rapidity
with which corrective action can be taken as adverse experience emerges and is quantified under a prospective valuation
system based on most recent, credible information.

For better or worse, this contract has become the focus of several IASB debates:

• Profit at issue

• Recognition of renewals

• Effect of changes in anticipated experience

• Negative policy provisions

Let me examine them one at a time. The product was developed in the 1980s and became very popular by the early
1990s. The product was assumed to be very profitable at issue under what seemed to be two quite conservative
assumptions:

• Lapse experience would be no lower than the lowest ever observed in the twentieth century (which was very much lower
than that being experienced on any life policy since the 1970s).

• Interest rates would not decline abruptly to historically normal levels.

Both assumptions proved to be incorrect. Consider the expected policy cash flow from a single policy cell (male, age
35, in 1993) as new information was received about policy persistency.

Note that each year, as persistency expectations improved, a tiny extra slice of premium income came in and a big whack
of ultimate extra death benefits needed to be anticipated.

Questions the IASB has focused on are as follows:

• Should a profit at issue be allowed to emerge on a new innovative product without a track record about its critical
assumptions? Can, in fact, a profit at issue ever be justified?

• Should an insurer be able to calculate an actuarial policy provision anticipating years of positive cash flows to which
it does not have absolute entitlement when these can reduce the provision to a negative number?

Let me start with the profit at issue question. I do not believe it is realistic to reflect large profits at issue on untested
products (unless the risk can be laid off to a very highly rated reinsurer – as happens from time to time). Therefore,
I think that best actuarial practice should be to increase the margin for adverse deviations (MfAD) with respect to the
principal sources of uncertainty to the high end of the permitted range to reflect this uncertainty. What if “expected”
profits at issue are still large? I think, in the absence of credible experience to point to, the actuary should re-examine
the “best estimates.”

Let me turn to the anticipation of renewal premium question. Thinking over last week’s IASB meeting, I think the IASB
has the issue backwards for term to 100. They have observed that negative policy provisions can arise when all expected
premiums are reflected in the actuarial provision calculation. They also observe that the insurer cannot enforce the right
to collect premiums. Therefore, they logically question whether allowing all future expected premiums to be taken into
the policy provision calculation can be justified.

But as the graphs I have previously used indicate, if the policyholder persistency is high, the insurer’s expected losses
increase dramatically. In the extreme, if all T-100 policyholders behaved with economic efficiency, they would never lapse
a policy – and the insurers would lose significantly.
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I said my conclusion from reflecting on last week’s meetings is the opposite to that being examined by the IASB. In my
view, the insurer has written an option against itself that the insured can enforce. The policyholder has the right to pay
premiums each year and the insurer cannot refuse to receive them. Viewed in this way, the question is not whether
expected future renewal premiums can be recognized, but the extent to which they must be recognized.

If my analysis is correct, the key determinant is not whether to recognize all expected future premiums in the calculation
of policy provisions. Rather, it is the constraints that should be reasonably applied to the actuary in the best estimates
of future premiums that will not be received. (You will note that I have just articulated the rationale behind the much
hated/admired, as the case may be, Valuation Technique Paper 1.)

Now, let me come back to the Enron analogy. Actuaries do use discretionary valuation models based on their own
assumptions and methods. To what extent should the appointed actuary’s judgment be curtailed? And if it is to be
curtailed, who should do the curtailing?

I have come to two conclusions. First, strong professional standards are a prerequisite to guide the actuary in the selection
of both the actuarial assumptions and of the actuarial methods. The IAA is actively involved in developing such standards
and everyone on the podium today is a participant in the process. Secondly, and much more controversially, I believe
the appointed actuary must be subject to mandatory, independent, professional peer review.

Now, I know that this subject has been debated inside the CIA for years and there is considerable reluctance inside some
practice areas for such a requirement. The arguments are made either that internal peer review should suffice or that
voluntary peer review should be acceptable. We often hear the refrain, “If it ain’t broke, don’t fix it.” Well, I have news:
It is “broke”; it needs fixing. And only external independent peer review stands a chance.

Where is it “broke”? We need look no further than the recent failure of three insurers who had appointed actuaries –
Equitable of the UK, Independent of the UK, and HIH of Australia. There is a strong case to be made that the appointed
actuaries might have reacted differently had they been subject to strong independent challenging of their assumptions
and/or methodologies. But even if none of these failures had occurred, I would come to the same conclusion. I have
been involved in my firm’s formal internal peer review process since it started in the mid-1990s. I consider myself a tough
peer reviewer. But when I ask, “Are the lines that I draw in the sand at the same places I would draw them if I were
external to my firm?” I have to admit they are not. My judgment is tempered by my firm’s business relationship with
the client.

There are just too many ways to create profits in a judgment-based accounting system as has been amply demonstrated
in the Enron, Global Crossing, or Worldcom cases to believe that money will not tempt those with the ability to use
judgment to massage results. Actuaries are no less human than those subject to similar pressures in other companies.

I would go further. I would state that an external peer reviewer in a firm that does other consulting to an insurer is,
by definition, not independent. This is the same conclusion that the securities’ regulators are reaching in respect of accountants
auditing clients for whom they provide consulting services.

Now, my conclusion may be miles ahead of where the membership of the CIA is prepared to go. So be it. But to those
who say, “Don’t fix it if it ain’t broke,” I say, “What makes you think you will be part of the solution when it does
break?”

The time to act is before the problem manifests itself; not after it has arisen and when contrition is demanded. The
international accounting profession is belatedly facing this reality now – and it seems to be moving with determination
to restore its own credibility. If actuaries want to have a major role in the new financial reporting regime that will emerge,
they not only have to demonstrate their technical ability, but they also have to demonstrate their commitment to take
the measures necessary to be seen to place the public’s interest before their own. Otherwise, in the new financial reporting
world that will emerge, we may face the bitter reality of “no actuarial accountings.”
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What better way to end a speech in Halifax than with a reference to the continuing relevance of the CIA’s Guiding
Principle that was developed here in Halifax?

Moderator Congram: For a change of pace, I am going to start with a quick outline of my presentation, “International
Accounting Standards.” What I plan to do is give you an update on the IAA Standards Setting Committee, and then
I am going to use the T-100 example Paul used to provide some insight into the issues of risk-free discount rate reliability
and market value margins. I am going to add a couple of conclusions at the end.

The IAA Standards Setting Committee was formed in December of last year. We were given direction very quickly to
develop a number of issue papers that would build from the draft Statement of Principles (DSOP) that was issued by
the IASB, but address the issues faced on the actuarial side. From those issue papers, it was hoped that, with a great
deal of discussion from the actuarial community worldwide, we would then moved on to drafting standards in this year.
By the IAA meeting in Cancun, we had about half of the 45 papers written and we are now on the process of trying
to finish them up by the end of this month. I suspect it will be a little late but we are moving along.

In the meantime, during the second quarter of this year, we have been focusing on providing feedback to the IASB
through the Insurance Accounting Committee in terms of responding to emerging accounting issues.

(Slides unavailable)

I think the implications of the international accounting standards were one of the very interesting pieces that occurred
in Cancun. I titled this slide, “Controversy in Cancun.” I present this slide because it warms things up and gives you
an idea, from the international point of view, of how people are really thinking.

On the non-life side, the proposal to implement a prospective reserving approach with discounting for claim loss reserve
has come into great focus. Obviously, the CIA is moving forward on this issue. By the end of this year, the CIA is
expecting to move to the prospective approach on the non-life side. In Cancun, the elimination of unearned premium
reserves as no longer being applicable, and the elimination of catastrophic reserves and equalization reserves definitely
captured the non-life actuaries’ attention.

On the life side is the introduction of the prospective reserving approach combined with removing the connection
between the valuation of assets and liabilities (and let me repeat, “combined with removing the linking of assets and
liabilities”). The potential of front-end profits, and the questioning of what renewal premiums can be included in the
valuation all came in for heated commentary.

Lastly, the approach for the fair valuing of the assets using a risk-free discount rate also garnered a lot of discussion.
I think, historically, we have to understand that insurance financial statements have used a form of smoothing of the
asset values. It is particularly true on the life side in Canada. We also flowed that smoothing into our liability side by
linking the valuation of liabilities to the assets supporting them. Obviously, once you start to de-link, the mismatching
of assets and liabilities can cause fluctuations in reported equity.

To try and move forward, let us talk about the example that we all know, T-100. I don’t need to go into the details.
I used the same one as Paul – a male, non-smoker, age 35. I want to thank Wes Reynolds of Ernst & Young who did
a lot of interesting work in helping me prepare these projections. I take responsibility for results in this presentation
myself, of course.

I want to highlight two items in the handout. The assumptions are provided there. The investment policy was to invest
in AA-rated corporate bonds with maturities of 10 and 20 years at the time of purchase. The shareholder dividend policy
was to pay one third of the surplus in excess of 150% of minimum continuing capital and surplus requirements (MCCSR)
each year, and, of course, capital injections are made in cash when needed.
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What years did we use? It was assumed that the policy was sold in 1989 and we moved it forward from 1989 through
to 1998. To start off, we were projecting a product that was priced in a 9.4% era, using long-term rates that were dropping
through 1990 to 1993. I want you to notice that, in 1994, they spiked up to 9.1% and then they fell consistently between
1995, 1996, 1997, and 1998.

First, I want to look at a PPM income statement. The changes in assets are shown with the red line and squares. You
can see it was a fairly smooth valuation of assets over the period through to 1994. The policy liabilities are yellow with
little triangles. You can see that the policy liabilities moved along nicely until 1994 when we got a drop in the actuarial
value of the reserve and obviously a boost-up in income. The reduction in reserves is explained by discounting at the
higher initial interest rate, the reinvestment rate going out under the old PPM approach to 5%. Remember, the assets
here are valued on amortized cost. There are no surprises yet.

We advance to 1995 when the lapse paper came out, and, just as in Paul’s example, lo and behold, we got a big boost
in the actuarial liabilities and a big charge to income, and, obviously, a loss in that year. Again, we are all familiar with
this. There are no real surprises, and, yes, the scale has changed, which is why you don’t see the income in 1994 quite
so clearly on this particular slide.

(Slides unavailable)

I want to give you just a little bit more insight as to how these numbers move forward before we begin the discussion
of the IAA proposals. We need to split things up. What I have done in the next slide is split the way earnings have
emerged by source. The portion that has come from surplus – in other words, the interest on surplus – is the red line
at the top. The provision for adverse deviations (PfADs) and the reinvestment assumption (in other words, the impact
of the change in reinvestment assumptions) are the other two sources. I want you to notice the bouncing around of the
reinvestment piece. It is obvious that, as the initial investment rates spiked, the valuation rate commences at a higher
point, and, lo and behold, there was a very quick movement and impact on the liabilities.

First, we have some key definitions. I want to be sure that you understand that the proposal in the Draft Statement of
Principles (DSOP) is an entity-specific valuation. An entity-specific valuation represents the value of an asset or a liability
to the enterprise that holds it. The valuation may reflect factors that are not available or relevant to other market
participants. An entity-specific valuation is different than a fair value valuation. Fair value is the amount for which an
asset could be exchanged or a liability settled between knowledgeable, willing parties in an arm’s length transaction. I
think the key difference between the two approaches is that an entity-specific value envisions an insurance company
holding the assets and liabilities and valuing the cash flows that arise; whereas, the fair value approach is based, in my
mind, on a hypothetical transaction with another entity.

There are other differences that start to appear once you look at these two approaches. The only one on which I want
to comment now – just because I am concerned about time – is that of credit standing. “Credit standing” means that
the credit standing of the insurance company is included in the valuation. In the latest IASB discussions, it is proposed
that the entity-specific value of a liability would not reflect the insurance company’s credit standing. The fair value
approach has the potential for making allowance for an entity’s own credit standing, although this remains an open
question.

Before getting into credit standing, I want to make a couple of comments on discount rates. (I am referring to the actual
standards.) The starting point of the discount rate valuation rate should be the pre-tax market yield as of the balance
sheet date on risk-free assets. As you all know, there have been lots of questions about how you get a risk-free yield.
Clearly, in Canada, the first obvious choice is to use the government yields. The yield on Canadian government bonds,
given the level of liquidity, is probably not a bad starting point. There are occasions when government yield on securities
is not a good starting point for a risk-free rate. I think there is some work to be done in developing a really risk-free
yield.
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There are a couple of other points about the discount rate. The discount rate is intended to be a pre-tax discount rate.
The intention is to apply it to pre-tax cash flows. The final point is when you get to market value margins. The concept
of market value margins is very similar to a Canadian PfADs. In other words, it is a margin for risks that we put in
PfADs. It is not exactly the same and I am going to bring that out later. One of the options is to use an adjustment to
the discount rate to build in this margin, in effect.

Let us go back to the comparison of entity-specific and fair value valuations. I want to quickly show this slide. This is
a slide of the actuarial liabilities. You will see the entity-specific is higher pretty well all the way through compared to
the fair value.

(Slides unavailable)

The primary reason is what we have built into the credit risks of the insurance company in a fair value valuation. The
credit risk raises the discount rate, which drops the liability. I just want you to understand what is happening.

Now, there has been a lot of discussion over the last six months on whether this is really the best approach to use.
Certainly, the more risky an insurance company is in terms of insolvency, logic would lead you to include credit risk,
and the result would give you a reason to reduce its liabilities. I don’t feel quite comfortable with this, but, fortunately,
they haven’t gone with that. So far, they are going with entity-specific, excluding credit risk. Once they get to fair value,
this issue comes up much more directly.

Let us go to the balance sheet and look at the asset values. First of all, I want to show you what the asset values were
on an amortized cost basis. I want you to see what I have done here. I have not put in any assumption changes. The
key thing is to show you the bottom line. The yellow line is the same line as I showed you on a PPM basis, the amortized
cost. Now, I have overlaid that with the asset values discounting at the risk-free interest rate, which, in fact, is the fair
value of these assets. I am showing you how the same assets have grown at their market value.

Obviously, you get a much more volatile result. It reconfirms what we are expecting to happen on the asset side if we
discount them at market value.

Look at 1994 when the yields jumped up and the value of the assets suddenly dropped. We can see this appearing as
a nice dip in terms of the way the asset values go.

From my perspective, accountants use this word “recognition” to require a premium due to be recognized as an asset,
as it will have a material effect on the worth of the entity. “Reliability” would require that you possess a cost or value
that can be measured. In the case of premium due, you probably have a history of bad debts and so you would adjust
that value because of the bad debts.

In 1995, the CIA released the Term 100 Lapse Paper. We all had to recognize it as we looked at the industry study
and saw that the lapse rate built into our T-100 pricing had suddenly been proven to be way off the mark. We had
an issue that was going to have a material effect on the balance sheet. From a reliability perspective, we had to assess
the new information and test how we were going to use that in our valuation. Is it applicable to our particular business?
I think back to the period of the lapse study. We had an industry paper, and most of us had participated in it with
our experience, and we realized that we were all showing our lapse rates dropping. Clearly, there was an indication this
had to be taken into account. Of course, a change in valuation took place.

What I want to do now is see what the income effect would be on an entity-specific basis and compare the impact to
the PPM valuation basis. You have already seen the PPM effect on income.

Lo and behold, the PPM actually dropped much more than the entity-specific value.
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Remember that under PPM, we use the reinvestment rates and go out to 5%, whereas, under an entity-specific valuation
(ESV), you are using the risk-free yield rate, the discount rate. The yield rate was up around 7½% at 20 years higher
than the required 5%. Therefore, the impact on the liability is lower. Even though your cash flows have decreased, the
fact that you are discounting them at a higher rate results in a lower impact. It is interesting to see how these things
flow. An example always helps me to understand what is really going on.

Let us look at market value margins and the adjustments for the risk of uncertainty. The DSOP offers little guidance
on how to determine an appropriate adjustment for risk and uncertainty, and I think this is where, we as actuaries, can
step forward. I think that we, in Canada, are used to margins for adverse deviation and understand how we develop
them. I think it is important, though, for us to remember that our focus has been on the mis-estimation of the mean
and future deterioration. There is a real difference between this approach compared to what is being considered by the
IASB. What they are considering is: What are the risks? What is the risk adverseness of the market participants with regard
to these risks? How is that reflected in the price of a particular product?

In Canada, when pricing product, it is common to use the cost of capital approach. There are links here. The cost of
capital uses the risk-based capital requirements, and, obviously, partly reflects the actual margins for adverse deviations.
In addition, there is the overlay of opportunity costs that are built into the pricing. In any event, I think, when we are
using a cost of capital approach, we are really looking at more of an exit type of approach in terms of the valuation.
When I consider the transactions that I have seen, building the cost of capital into the value of the company has been
a traditional approach for us. In Europe, embedded value calculations have been used.

How do we reflect this? The IASB would reflect risk margins by a change in cash flows, which is exactly what we do
when we include margins for adverse deviation. But they also indicate that you can adjust discount rates.

Okay, I want to go back to a comment that Paul made: “There is no actual limitation of profit or loss at issue in the
IASB requirements.” Nevertheless, a large gain or loss of competitively priced products is not expected. This criterion
would move you to an entry-level valuation. Remember, an entity-specific approach would move you back more to an
entry-level approach than an exit-level methodology.

Let us get back to the examples. What I want to show you is the release of market value margins.

The red line with boxes is the CIA margin line. What we have done is charted the CIA margins exactly as they emerged
for comparison purposes. The next line that we will look at is the yellow line with triangles. We loaded up the risk
margins such that we got zero profit at issue. For the third approach with the green line, we did it the same way but
adjusted the discount rate to include the margins. What we are illustrating here is a very different emergence of profit.
Emergence of income depends on exactly how you include and release those margins. I think, from the international
standards, we are going to have to show some reflection of this.

Next, I want to show the income statement on an ESV basis.

Here, you see the overlay of the market value of assets (red line with squares) with the liabilities now being valued on
a risk-free discount rate (yellow line with triangles). They appear to move in tandem. They should move closely in
tandem only if we are perfectly matched. As I told you, the investment strategy here is not necessarily to be matched
and so we are getting some volatility. I think it is interesting to see the volatility of the surplus in the income line.

(Slides unavailable)

What I am showing you in this slide is a comparison of the margins released on a PPM basis and then on the ESV basis.
The margins on the left-hand side are the risk margins. On the right-hand side, I have tried to capture the investment
piece. As you can see on this slide, the right-hand side produced more volatility that potentially can be reduced by
matching.
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In closing, what does all this mean? Well number one, it is likely to lead to much tighter asset/liability matching. It is
likely to lead to more active investment management. I think the credit quality of the bond portfolio will be much more
transparent. In terms of business implications, we are going to have to focus on the value of new business. The impact
will be very sensitive to assumptions, as we learned from our experience with PPM, and the impact of market volatility
on the value of surplus.

Ms. Lesley B. Thomson: Good afternoon, everyone. Thanks for staying here on Friday afternoon. David asked me to
speak about a couple of things today. I will tell you a little about the task force that has been put together recently, and
cover a couple of the more controversial or interesting issues around international accounting which involve international
actuarial standards of practice for valuation. I will also give an example of what the impact of moving to the international
standards might have on a particular product. I chose single premium immediate annuity (SPIA) contracts for that
purpose.

Let us start off with our task force. We are called “the Task Force on IAA Insurance Standards.” It was formed late last
year and our purpose is to provide input and assistance to the IAA subcommittee that is drafting international actuarial
standards of practice for the valuation of insurance contracts – that is the subcommittee Paul McCrossan co-chairs, and
David is a member of the core drafting team.

The new standards cover both life and property and casualty (P&C) and so our task force includes both types of
members. The members are: Lesley Thomson, David Congram, Paul Della Penna, Steve Prince, Jim Christie, Helmut
Engels, Philippe Trahan, Mo Chambers, and Paul McCrossan.

So far, involvement has been fairly limited. We provided a list of CIA materials for the IAA to consider in their
deliberations on coming up with standards. We have provided some input on the issues that David spoke about, and
we have been participating in the IAA discussion groups. Over the summer, we plan to develop more formal written
responses to the issues paper. If anyone is interested in any particular issues or would like to give us a hand, let me
know.

The first issue that David asked me to speak about was Issue 20, the extent of insurance risk. Paul has already covered
this one to some extent. The issue is about defining which contracts are going to be covered by insurance standards as
opposed to other standards – standards covering financial instruments, or service contracts.

Now, it wouldn’t matter if the valuation of the noninsurance contracts was fundamentally the same as the valuation for
insurance contracts, but, as Paul mentioned, unfortunately, there is a good possibility that it won’t be. This has been one
of the CIA’s official comments to the IASB – we believe it is critical for the valuation methods for insurance and
noninsurance financial instruments to be fundamentally the same.

The DSOP is the draft statement of principles. It is the accounting principles that the actuarial standards are expected
to be written to follow. The DSOP definition of an insurance contract is: “An insurance contract is a contract under which
one party (the insurer) accepts an insurance risk by agreeing with another party (the policyholder) to compensate the
policyholder or other beneficiary if a specified uncertain future event (the insured event) adversely affects the policyholder
or other beneficiary (other than an event that is only a change in one or more of a specified interest rate, security price,
commodity price, foreign exchange rate, index of prices or rates, a credit rating or credit index or similar variable).”

The proviso that “other than an event that is only a change in one or more of a specified interest rate, security price,
commodity price, etc.” means that derivatives are not considered insurance contracts. It scopes out derivatives.

The insurer “accepts the risk.” When I first read the reference to an event that adversely affects the policyholder, it stuck
out in my mind. I thought that maybe they were trying to exclude pay-out annuities because I couldn’t imagine how
living a long time could be something that adversely affects the policyholders! But no, that turned out not to be true.



1 2

Délibérations de l’Institut canadien des actuaires, Vol. XXXIII, no 2, juin 2002

Normes comptables internationales applicables à l’assurance (TR no 40)

The definition of an insurance contract includes the words “insurance risk,” and you have to define what this means.
The DSOP says, “A contract creates insurance risk if, and only if, there is a reasonable possibility that an event affecting
the policyholder or other beneficiary will cause a significant change in the present value of the insurer’s net cash flows
arising from that contract. In considering whether there is a reasonable possibility of such significant change, it is necessary
to consider both the probability of the event and the magnitude of its effect.”

There is an example that says, “If the variation in the present value of your cash flows is due only to the return on your
assets, that doesn’t count as an insurance risk.” That uncertain event is one of the ones that is on the list of events that
were excluded entirely. It is on the derivatives list.

The test for whether a contract has insurance risk or not is made on a contract-by-contract basis. Again, this wouldn’t
be an issue if the valuation methods for insurance and noninsurance contracts were fundamentally the same, but, if they
are not, it could be a problem.

Contracts that don’t have sufficient insurance risk to qualify as insurance can be reclassified as insurance contracts if the
amount of insurance risk increases at a future date. However, once a contract is classified as an insurance contract, it
remains an insurance contract until it expires.

Despite the complex definitions and the examples in the DSOP, I still find that when you try to apply the principles
to particular products, it is not really crystal clear what is going to be considered an insurance contract and what is not.
In particular, it is not clear whether lapse or surrender risk by itself would qualify as insurance risk, and it is also not
clear what is intended by “only a change in interest rates or security prices” to define what kind of derivatives are going
to be carved out. These comments relate to the points that Paul made.

My guess (and I stress that these are only my guesses) is that SPIAs, (other than term-certain annuities) and most life
and health contracts will fall under the new IAA standards. They will be insurance contracts, although there will be some
types of variable insurance and some types of group experience rating refund (ERR) contracts that won’t be. There just
won’t be enough risk in them.

I would also guess that single premium deferred annuities (SPDAs), term-certain annuities, RRIFs, and segregated funds
will not qualify as insurance contracts. You might have guessed from Paul’s presentation that he disagrees with me,
particularly on segregated funds when you reach a point where the guarantees are in the money. He thinks that there
will be enough mortality risk or lapse risk at that point to put it over the bar and qualify it as insurance risk. As I interpret
it, I think it is not really mortality or lapse that is the real risk on segregated funds. The real risk is a change in interest
rates or security prices, and those changes are supposed to be excluded altogether.

Anyway, we are hoping to get answers to some of these uncertainties in the coming months.

The next issue that David asked me to discuss is Issue 23, renewals. I am not going to go through this one too much
because Paul covered a lot of it. This one is all about whether or not to include the premiums and insured events that
are expected after renewal in today’s valuation.

The main difficulty that I have with this issue is that different people mean different things when they are talking about
“renewals.” When I think about this as an issue, I am thinking of renewal of the contractual terms of the contract – like
a group life and health renewal, or renewal of an SPDA, or a P&C general insurance renewal – where the contract is
actually being renegotiated or re-priced. So, the question of whether to include insured events or premiums that happen
after renewal is the same question that we went through in Canada when we were talking about the “term of the liability.”
But, unfortunately, others interpret “renewal” to mean non-lapse by the policyholders – as in the normal usage of
“renewal premiums.” I think this is unfortunate because the discussion around the term of the liabilities is already
complicated enough. The last thing we need is something making it more complicated.
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What the DSOP says is that you should include insured events that happen after renewal if the inclusion would increase
the measurement of the insurer’s liability, or if policyholders hold uncancellable renewal options that are potentially
valuable to them. The definition of what “potentially valuable options” means hinges on the constraints on the insurer’s
ability to re-price the contract at rates that would apply to a brand new policyholder with the same characteristics.

Again, it is not exactly crystal clear what this would lead to when you try and apply the rule to real life situations. As
I read it, it seems to be that the key is the insurer’s ability to re-price. If the insurer has the unfettered freedom to re-
price the contract at renewal just as if it were a new contract, then you should not go beyond that point for the purpose
of valuation. Those contracts or renewals are effectively considered to be a future new contract and not part of the current
“closed book,” as the accounting principles call it.

There are lots of gray areas. Interestingly enough, I don’t think it is all that different than what we ended up with in
Canada under “term of the liability.” There are some fine-point differences, particularly when you add P&C contracts
to the mix, but it is not that inconsistent.

The next issue is Issue 40, constructive obligations. This adds another layer of complexity onto the question of whether
something should be included or excluded from the valuation.

A “constructive obligation” is described as an obligation that not a legal or contractual obligation, but should be included
in the valuation, but discretionary payments should not be included. Unfortunately, there is no clear demarcation between
what is a constructive obligation and what is a discretionary payment. The IAA’s discussions have suggested a couple
of approaches. One of them is very similar to the idea of “policyholder’s reasonable expectations” that we have come to
know and love in Canada. Another one has been to describe a constructive obligation as “pressure to take certain action
where failing to take the action would cause you economic harm.”

Unfortunately, as soon as you try to describe this concept, someone can come up with an interpretation that was not
intended. For example, under that description, you could say that selling new business is a constructive obligation
because, if you quit selling, you are going to come to economic harm. That is definitely not what is intended. I think
it is very clear that policyholder dividends on par policies are meant to be included in the valuation and it is very clear
that future new sales are meant to be excluded. Beyond that, I am not going to comment at this point.

The last issue David asked me to talk about was Issue 38, performance-linked contracts. This chapter of the DSOP was
only put together last month, and so the discussions on it are really just beginning.

Performance-linked contracts include participating life insurance and unit-linked life contracts where the benefit pay-
ments themselves are directly related to performance on a block of assets. You need separate treatment of these contracts
because of the de-linking principle that Dave Congram mentioned. There is a basic principle in the DSOP that the value
of the liability should be unrelated to the value of the assets backing them. This does not work at all for performance-
linked contracts because the benefit payments are, themselves, directly related to the value of the assets backing them.
The implication is that we have to carve them out and find a new way to deal with them.

Now, I am not totally up to speed on this yet. It seems to me that the DSOP is suggesting an implicit approach to the
valuation of these types of contracts. The value of the liability would be based directly on the value of the assets to which
the benefits are linked, plus the liability for any guarantees or options that were provided to the policyholder in addition
to the base fund value or asset amount. Guarantees will be valued using the same method as used for non-performance-
linked contracts – including using the risk-free discount rate that Dave mentioned – and options would be valued as
if they are stand-alone.

I must admit I found the chapter difficult to apply to real-world products. The examples were very simplistic and
involved hypothetical products with no mortality or lapse risk. I am hoping it will become clearer through discussions.
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Now, I want to compare this to the Canadian Asset Liability Method (CALM). The Canadian approach recommends
an explicit prospective approach to the valuation of performance-linked contracts. For those products where the link
between asset performance and benefits payments is very strong, an implicit approach based on the value of the assets
or the size of the fund will give you the same results as the explicit methods but following a much simpler route. I am
not so sure about that for products with weaker links.

My initial impression is that the CALM approach is very general, and it works for all types of products. Leave it to the
actuary to judge whether or not you can get to the right answer using a simpler approach. It seems what DSOP is doing
is carving out a separate method for these types of contracts. It occurs to me that one thing this does is make the definition
of these types of contracts very crucial, and I don’t think they have defined them that clearly yet.

Okay, let us turn to the specific example, which is an SPIA. One topic has been quite controversial in discussions on
DSOP and fair value, and that is the impact on single premium immediate annuity contracts. In particular, it is feared
that being forced to use the risk-free rate of return to discount the policy liabilities will make SPIAs very unprofitable
and not viable.

I have heard some people argue that this is the right thing to do because, essentially, you are guaranteeing to pay out
something that you are not guaranteed to receive – namely, part of the spread above the rate-free risk of return. Others
have argued that it just doesn’t seem right for the method of measurement of liabilities to force a perfectly reasonable,
long standing product design out of the market. We can’t all be crazy!

I decided to create a simplified example to illustrate the impact of moving to the international actuarial standards on an
SPIA. I would like to thank Stephanie Greer and Charles Hill for helping me. It is very simple – a lot simpler than
Dave’s illustrations.

Here is a list of the assumptions:

(Slides unavailable)

For simplicity, I changed only two things to try to illustrate the IAA basis. The first was the discount rate. I lowered
the valuation rate to be the risk-free discount rate minus the PfADed provision for expenses. I provided for expenses
through the discount rate rather than the cash flows. It will get you to the same place. In this example, I made the
valuation rate about 27 basis points lower than it was under the current standards approach.

The second thing I did in making changes to the IAA basis was the provision in the reserves for the C-3 risks. This
provision has not been discussed in this session yet, but the IAA basis has no provision in the reserves for the C-3 risks.
There is none at all in the reserve. What I figure is probably going to happen is that the C-3 provision is going to be
moved to capital and it is going to become a part of required capital.

To be very simplistic, what I did was assume that the amount of the provision that we have in our reserve under CALM
was just shifted over to the capital side of the balance sheet. I did not change the total amount. I just moved it from
one pocket to another.

Here are results from the base case:

Actually, the depressing thing to see right away is that this is not a very profitable product to begin with. The cost of
the capital is pretty awful. There is a very low return on capital. It is only 5.84% under the current standards with a
negative value-added. “Value-added” is just the present value of future profits minus the cost of capital.

The IAA valuation approach only makes it worse. As you might expect, there are lower profits from the stronger reserve
basis and the capital requirements are higher. You are getting a double whammy there. This is a graph showing
cumulative profit under the two methods:
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 It is quite a simple picture and just what you would expect. They both follow the same pattern. They start out negative
because you have the big commission up front, and then it gradually increases over time. The break-even point is about
Year Four under the current standards and about Year Ten under the international standards.

I then played with the discount rates to see if there was anything strange going on, and I just changed it from 9% to
7% to see the impact.

Of course, the returns on capital are still the same here and the value-added is not as bad. Basically, the results were
similar but not quite as severe as under the base case.

Next, I ran another version with a more profitable product. Just in case you were lucky enough to have a profitable SPIA
in the first place, I added 50 basis points to the earned rate for the purpose of the illustration.

The returns on capital are much higher. It is over 14% and the value-added is actually positive under the current
standard. Moving to the IAA basis, there is a larger reduction in the present value of profits, and, therefore, a relatively
larger reduction in value-added. You might conclude that the more profitable your product, the more the move to the
IAA standards will hurt you. Of course, you are still better off than you would be with an unprofitable product.

Next, I tried a variation on the capital requirements under the IAA basis. My reasoning is as follows: Since you are forced
to use the risk-free rate of return to discount your liabilities, it is really just another way of increasing the C-1 provision
that is in the liability. You are effectively providing for all of your C-1 risk in the reserves. So, it stands to reason that
the C-1 provision in the required capital on the IAA model should be reduced accordingly. I don’t know if this is wishful
thinking but I am just illustrating here. I did the same thing that I did for the C-3 risks. The total provision between
reserves and required capital did not change.

The profit has not changed from the base case. The amount of the required capital, and hence the cost of capital, is now
lower under the IAA standards than under the current standards. In fact, it more than makes up for the reduced profit!
Frankly, this was a surprise to me, but a nice one. Maybe things are not quite as bleak for SPIAs as I thought.

The messages are clear. We have to make sure that we don’t just think about the valuation of liabilities. We also have
to work with insurance supervisors to ensure that any risk-based capital requirements are coordinated with the new
approach to valuing the liabilities. If the liabilities include a higher provision for C-1 risk, then we have to lobby for
lower C-1 requirements on the capital side, and vice versa for the C-3.

Moderator Congram: I would like to mention two things. The first is that when we have referred to IAA issues, these
issues can be found on the IAA website. You can get in there and look at them by using your user ID for accessing
the CIA website. Go to the member’s section and go to the discussion papers.

If there are any questions – and I hope there will be – Jim Bremer is our recorder and I would appreciate it if you could
state your name for the recorder. Thank you. Are there any questions?

Mr. B. John Manistre: I would like to make comments or ask questions about the issue of “own credit risk.” There is
a paper that recently appeared in the North American Actuarial Journal by Luc Girard. I have to admit I have not fully absorbed
it yet. In skimming through it, he leaves me with the distinct impression that if you don’t include your own credit risk
in determining your fair value, then you basically get your cost of capital wrong. As I understand it, there has been a
huge controversy around this issue in which I have not been involved. It strikes me that either this is a genuine
controversy or we just have not done our mathematics properly. It appears that if we do our mathematics properly, there
is only one answer. Have I got it wrong?

Mr. McCrossan: First of all, John, I have not read the paper, but I have been involved in two years of discussion on
“own credit risk.” The financial economists make the argument that you have to include your own credit risk in order
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to get fair value. There is no doubt about it. The key accounting organizations are split 50/50 down the middle as to
whether it should be in or out. The regulators are 100% opposed.

So, why are they opposed, and what are the ramifications? I hope that I am not insulting anybody, but, if you are buying
a life policy from an unregulated insurer in an unregulated jurisdiction, there is probably a case that the liability does
fluctuate with the insurance company’s credit standing. If, on the other hand, you are in Canada, all that is required
is that the Superintendent be of the opinion that a company is doing something that is not in policyholders’ interests
in order to seize it. You can argue that you can get well below a AA-credit rating before the government substitutes its
own credit rating, or the Compensation Corporation (CompCorp) substitutes its own credit rating, or, in the case of a
bank, the Canadian Deposit Insurance Corporation (CDIC) or the Federal Deposit Insurance Corporation (FDIC)
substitutes their own credit rating. So, if you are in a regulated economy, the argument is that you can never drift low
enough for a company’s credit ratings to be a factor.

The second counter-argument – and I believe this in spades because I have seen it happen – is that a simple change
in a discount rate does not capture the effect. Let us assume for the moment that you have that policy in an unregulated
jurisdiction and you think the company is going to collapse. Well, two things happen. One is, if you are knowledgeable,
then you rush to cash-out the policy quickly and there is a run on the bank. It is not just the discount rate of the expected
future cash flows that becomes an issue; it is the timing of the expected future cash flows themselves that change in an
unregulated environment. One of the things that stops a run on a Canadian bank is the existence of the CDIC.
Theoretical financial economists, when they looked at these issues, simply said, “Take the expected cash flows and change
the discount rate.” But what happens? People panic in the marketplace and ask for their cash because they think there
is going to be a fall in the value. So, you have a change in the timing. Now, changing the timing can overwhelm the
change in the discount rate. That is where the financial economists’ theory sort of falls down because they work with
a fixed timing of obligation payments and changing the discount rate on them. They do not look at the dynamic of
changing the incidence of the outflows.

Ms. Thomson: May I add one thing? I think there is general agreement that if what you want is fair value, you have
to take your own credit risk into account. What people do not agree on is whether that would lead to a fair presentation
on the balance sheet for the purpose of insurance accounting. That is one of the main reasons that they went to entity-
specific value instead of fair value.

Moderator Congram: I would like you to thank the panel for an excellent presentation.


