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Dear Mr. Salole, 
 
re: Exposure Draft: Financial Instruments – Recognition and Measurement 

 
The Canadian Institute of Actuaries is pleased that the Accounting Standards 
Board has provided the opportunity to comment on, and respond to, the 
Exposure Draft on “Financial Instruments – Recognition and Measurement”.  Our 
interest in the matters dealt with in the Exposure Draft is keen despite the fact 
that the liabilities associated with the fields in which we are traditionally, but by no 
means exclusively, involved, i.e. insurance and pensions, have been excluded 
from consideration therein.  This is in no small measure due to the implication 
that eventual accounting proposals with respect to insurance and pension are 
unlikely to stray far from the general precedents established by the decisions 
emerging from this Exposure Draft. 
 
We note, however, that the proposed recategorizing of assets is intended to be 
applicable to insurance entities and to pension plans.  It is our view that this will 
not have a significant effect on the methodology for the valuation of insurance 
company liabilities as set out in §4210 of the Handbook and in the CIA Standards 
of Practice.  Nonetheless, as a direct result of asset valuation changes that are a 
consequence of the recategorization of a company’s assets supporting its policy 
liabilities and depending on how a company decides to distribute its assets 
across categories, there may be significant quantitative changes in the amount of 
the insurer’s policy liabilities.  If the assets chosen to support policy liabilities do 
not change at the time of recategorization, the change in asset values can be 
expected to offset the change in the amount of policy liabilities. 
 
There is however, one important exception to this -- the asset category 
‘available-for-sale’.  Asset values in that category are to be held at market value, 
but the changes therein are not to be reflected in reported income.  If such assets 
are used to support policy liabilities, the liability values will be affected and the 
resulting changes in liabilities, unlike the changes in the supporting assets, will 
flow through reported income.  This asset/liability inconsistency will lead to 
unwarranted and inappropriate volatility in reported income. 
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As a consequence of this inconsistency, we would expect that most insurers will 
restrict the ‘available-for-sale’ asset category to those assets that are held in 
support of capital, even where that is neither the intended investment strategy, 
nor the optimal business decision. 
 
Despite the expected offsets for well-matched portfolios, we hasten to point out 
that the asset valuation methodology that is being proposed is a mixture of 
retrospective historical cost methods with prospective fair value methods, and the 
application of such a patchwork may introduce unanticipated inconsistencies in 
the accounting regime as well as opportunities for inappropriate accounting 
arbitrage.  These problems would be significantly magnified if, at some future 
juncture, the Canadian accounting standards were modified to de-link liabilities 
from their supporting assets, as has been suggested by the International 
Accounting Standards Board. 
 
The real consequences of the application of inconsistent asset/liability 
measurement methods has been highlighted in a report presented to the IASB 
last week as a supplement to the Second Joint Report of the ACLI/IAA Research 
Project.  That report demonstrates that, due to the effects of inconsistent 
asset/liability measurement and the resultant cumulative effect of comprehensive 
income, a material overstatement of both GAAP equity and GAAP earnings of 
US life insurers has occurred since SFAS 115 was adopted by FASB in 1993. 
 
We observe that subparagraph 3855.17(j) defines “fair value” as “the amount of 
consideration that would be agreed upon in an arm’s length transaction between 
knowledgeable, willing parties who are under no compulsion to act.”  We endorse 
this definition but caution that it does not imply, for a specific financial instrument, 
that its fair value as a liability is equivalent to its fair value as an asset.  Indeed, 
by the reference to “arm’s length” and the implication of third parties, one must 
expect that such equivalence would be rare, if not imaginary. 
 
Furthermore, we are concerned that those who have prepared this Exposure 
Draft appear to be unaware of that reality.  In particular, paragraph 3855.65 
states that “in determining the fair value of a financial asset or a financial liability 
for the purposes of applying this section …… an entity should apply paragraphs 
3855.A25-.A42.”  Those referenced paragraphs proceed to offer valuation 
techniques for financial instruments that are essentially asset valuation methods.  
No particular reference is made to liability valuation techniques, leaving the 
impression that the same methods can be applied thereto.  This is a profound 
omission (or delusion) that derives from the traditional predispositions of the 
application of historical cost methods.  In particular, paragraph 3855.A34 
identifies that the credit risk of the issuer should be reflected in the fair value of a 
financial instrument.  Of course this is true of the fair value of a financial 
instrument held as an asset, but surely the Accounting Standards Board does not 
suggest that it is the case for a financial liability.  To pursue such a course will 



lead ultimately to the profound perversity of a deterioration in the credit rating of a 
debtor generating an improvement in its reported income.  It is our view that such 
a result would seriously mislead investors and the public and has no place in the 
published accounts of corporate entities. 
 
We note that subparagraph 3855.19 defines financial liabilities ‘held for trading’ 
to include “other designated liabilities that are held for trading”.  This expression 
suggests that the categorization of which liabilities can be “held for trading” is 
strictly at the whim of the entity that bears the obligation.  We suggest that the 
limitations to such designation be clarified.  For instance, the liability associated 
with the issuance of a corporate bond can not be traded in the bond markets 
(those are markets for assets), so it should be made clear that such designation 
is disallowed. 
 
 
We wish to reiterate our appreciation for the opportunity to provide input to the 
development of these important changes in the Canadian accounting regime.  
We would be pleased to respond to any questions about this submission or to 
elaborate upon any of its details. 
 
 
Respectfully submitted, 
 
 
 
 
 
 
Michael Lombardi 
 President 
 


