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AgendaAgenda
•• Background and TimetableBackground and Timetable

•• IASB and FASB IASB and FASB –– Discussion Paper Discussion Paper --
SFAS 157 Fair Value MeasurementsSFAS 157 Fair Value Measurements

•• IASB IASB –– Discussion Paper Discussion Paper –– Preliminary Preliminary 
views on Insurance Contractsviews on Insurance Contracts
–– Phase 1Phase 1
–– Phase 2Phase 2
–– IAA Risk Margins PaperIAA Risk Margins Paper

•• IAA IAA –– Future ActivityFuture Activity



Why International Why International 
Financial Reporting Financial Reporting 
Standards?Standards?
•• IFRS is becoming the basis of GAAP in most IFRS is becoming the basis of GAAP in most 

major jurisdictions outside North Americamajor jurisdictions outside North America

•• IFRS are principlesIFRS are principles--based standards, as based standards, as 
opposed to rulesopposed to rules--based standards (e.g.. US based standards (e.g.. US 
GAAP)GAAP)

•• Many companies, including insurers, already Many companies, including insurers, already 
report upstream on this basisreport upstream on this basis



IFRS IFRS –– Moving Towards a Global Moving Towards a Global 
StandardStandard

Fixed deadlines for IFRS implementation
Convergence plans

US-GAAP  - Convergence intended
No intent to converge with IFRS

Source KPMG



International Convergence International Convergence 
Project Project –– US SECUS SEC

SEC Chairman Christopher Cox SEC Chairman Christopher Cox ––July 25 2007July 25 2007
““Having a set of globally accepted accounting Having a set of globally accepted accounting 
standards is critical to the rapidly accelerating standards is critical to the rapidly accelerating 
global integration of the world capital marketsglobal integration of the world capital markets””
–– Concept Release for public commentConcept Release for public comment
–– Allowing US Issuers prepare on IFRS for SEC Allowing US Issuers prepare on IFRS for SEC 

purposespurposes

This follows the June 2007 proposal This follows the June 2007 proposal 
–– Proposal to eliminate the requirement on foreign Proposal to eliminate the requirement on foreign 

private issuers using IFRS to reconcile to US GAAP private issuers using IFRS to reconcile to US GAAP 



What is Fair Value What is Fair Value -- 157?157?

•• How should it be Measured?How should it be Measured?
–– US GAAPUS GAAP
–– Current IASB StandardsCurrent IASB Standards

•• When does it apply?When does it apply?
•• When is it coming?When is it coming?



What is Fair Value?What is Fair Value?
•• US GAAPUS GAAP

““The price that would be received for an The price that would be received for an 
asset or paid to transfer a liability in a asset or paid to transfer a liability in a 
transaction between marketplace transaction between marketplace 
participants at the measurement dateparticipants at the measurement date””
(SFAS 157.5)(SFAS 157.5)

•• IFRSIFRS
““The amount for which an asset could be The amount for which an asset could be 
exchanged, or a liability settled, between exchanged, or a liability settled, between 
knowledgeable, willing parties in an armknowledgeable, willing parties in an arm’’s s 
length transaction.length transaction.”” (IAS 39.11)  (IAS 39.11)  



How to measureHow to measure

•• Key PointsKey Points
–– Exit price basis.Exit price basis.
–– In the principal market. In the principal market. 
–– From perspective of market participant.From perspective of market participant.
–– Focus economic value.Focus economic value.

•• Relevant to insurance and investment Relevant to insurance and investment 
contracts, even with no relevant and contracts, even with no relevant and 
reliable exit market.reliable exit market.

•• Insurance contracts would be primarily a Insurance contracts would be primarily a 
markedmarked--toto--model basis. model basis. 



MarketMarket

•• Two types of MarketTwo types of Market
–– Wholesale Wholesale –– Business to Business (Exit)Business to Business (Exit)
–– Retail Retail –– Business to Consumer (Entry)Business to Consumer (Entry)

•• Use assumptions a market participant Use assumptions a market participant 
would use in pricing, including risk.would use in pricing, including risk.

•• Entity Specific inputs are alright if not Entity Specific inputs are alright if not 
inconsistent with what market inconsistent with what market 
participants would use.participants would use.



Market ParticipantMarket Participant

•• Independent of the reporting entityIndependent of the reporting entity
•• KnowledgeableKnowledgeable
•• Able and willing to transactAble and willing to transact
•• For a liability would assume a For a liability would assume a 

transfer to participants of transfer to participants of 
comparable non performance riskcomparable non performance risk



Valuation approachValuation approach
•• May be consistent with market, income or May be consistent with market, income or 

cost/replacement approach and multiple cost/replacement approach and multiple 
methods may be used.methods may be used.

•• Appropriate for the circumstancesAppropriate for the circumstances
•• InputsInputs

Level 1 Level 1 –– quoted pricesquoted prices
Level 2 Level 2 –– other market observableother market observable
Level 3 Level 3 –– based on best available informationbased on best available information

•• Lowest Input determines the category and Lowest Input determines the category and 
disclosuredisclosure

•• Recognition issuesRecognition issues



IFRS Phase I --> Phase IIIFRS Phase I IFRS Phase I ----> Phase II> Phase II

Phase I
(2005)

Phase II
(20??)  

Assets Liabilities

IAS 39 for 
Invested 
Assets

IFRS 4  
Status Quo

IAS 39 and 
some 

aspects in  
IAS 32 and 

IAS 18Phase II

All Insurance 
Contracts and Investment 
Contracts with Discretionary 

Participation Features

Other Investment 
Contracts and All 

Service Contracts

Source E&Y



IAA Insurance Actuarial Practice IAA Insurance Actuarial Practice 
GuidelinesGuidelines
• IASP 2 Actuarial Practice 
• IASP 3 Classification of Contracts 
• IASP 4 Measurement 
• IASP 5 Current Estimates 
• IASP 6 Liability Adequacy Testing 
• IASP 7 Discretionary Participation Features 
• IASP 8 Changes in Accounting Policies

Introduced July 25, 2005

• IASP 9 Accounting for Reinsurance Contracts 
• IASP 10 Embedded Derivatives and Derivatives

Introduced June 11, 2007



Review IAA Exposure Drafts Review IAA Exposure Drafts 
Classification PaperClassification Paper

Significant 
insurance risk

IFRS 4
Insurance

Contains 
service elements

Contains 
Discretionary 
Participation 

Feature?

IAS 18
Service Contract

Measurement
Create financial

assets or liabilities?

Embedded 
Derivative Test

No

No
Yes

Deposit Component

Yes

Tests

Yes

No

Service 
Element

Financial 
Instrument

IAS 39
Financial Instrument 

Measurement

Tests

Financial Instrument



Review IAA Exposure DraftsReview IAA Exposure Drafts
MeasurementMeasurement

•• Measurement approaches addressedMeasurement approaches addressed
•• Amortised Cost modelAmortised Cost model
•• Fair Value modelFair Value model
•• Stage of completionStage of completion

•• StructureStructure
•• ApproachApproach
•• Models and assumptionsModels and assumptions
•• UpdatingUpdating
•• Accounting ConstraintsAccounting Constraints



IFRS Phase I --> Phase IIIFRS Phase I IFRS Phase I ----> Phase II> Phase II

Phase I
(2005)

Phase II
(20??)  

Assets Liabilities

IAS 39 for 
Invested 
Assets

IFRS 4  
Status Quo IAS 39 and 

some 
aspects in  
IAS 32 and 

IAS 18Phase II

All Insurance 
Contracts and Investment 
Contracts with Discretionary 

Participation Features

Other Investment 
Contracts and All 

Service Contracts

Source E&Y



Phase II Discussion Paper Phase II Discussion Paper --
ObjectivesObjectives

• Insurance to be subject to the same general 
principles as other financial services firms

• Principles-based approach with additional 
guidance

• Consistency of treatment between insurance, 
investment management and banking products



Features of IASBFeatures of IASB’’s proposed s proposed 
measurement modelmeasurement model

•• Single measurement modelSingle measurement model::
Life insurance and nonLife insurance and non--life insurancelife insurance

•• Prospective valuation:Prospective valuation:
Value of insurance contract = PV (all future Value of insurance contract = PV (all future 

cash flows)cash flows)
•• Current exit valueCurrent exit value::

The amount the insurer would expect to pay to The amount the insurer would expect to pay to 
another entity if it transferred all its another entity if it transferred all its 

remaining contractual rights and obligations remaining contractual rights and obligations 
immediatelyimmediately



Preliminary views of the IASB Preliminary views of the IASB 
expressed in the discussion paperexpressed in the discussion paper

Recognise future premiums only if certain tests are metRecognise future premiums only if certain tests are metPolicyholder behaviourPolicyholder behaviour

Risk margins determined on portfolio basisRisk margins determined on portfolio basisUnit of accountUnit of account

Included in the liability measurementIncluded in the liability measurementOwn credit riskOwn credit risk

Par component is a liability if a legal or constructive Par component is a liability if a legal or constructive 
obligation existsobligation exists

Participating contractsParticipating contracts

Unbundle deposit and service components unless Unbundle deposit and service components unless 
interdependentinterdependent

UnbundlingUnbundling

Acquisition costs are expensed as incurredAcquisition costs are expensed as incurredAcquisition costsAcquisition costs

All changes in estimates recognised immediatelyAll changes in estimates recognised immediatelySubsequent measurementSubsequent measurement

Day one profits may be recognisedDay one profits may be recognisedInitial measurementInitial measurement

Observable market rates for similar cash flowsObservable market rates for similar cash flowsDiscount rateDiscount rate

Current exit value Current exit value -- single approach for all insurancesingle approach for all insuranceMeasurement attributeMeasurement attribute

IASB preliminary viewIASB preliminary viewIssueIssue



Features of IASBFeatures of IASB’’s proposed s proposed 
measurement modelmeasurement model
An insurer should use the following inputs to measure An insurer should use the following inputs to measure 

its insurance liabilitiesits insurance liabilities

–– Current Current unbiasedunbiased probabilityprobability--weighted estimates of weighted estimates of 
future cash flows (ie an expected value approach)future cash flows (ie an expected value approach)

–– Current market Current market discountdiscount rates that adjust the estimated rates that adjust the estimated 
future cash flows for the time value of money future cash flows for the time value of money 

–– An An explicitexplicit unbiased estimate of the margin that market unbiased estimate of the margin that market 
participants require forparticipants require for
•• Bearing risk (a risk margin); andBearing risk (a risk margin); and

•• Providing other services (a service margin)Providing other services (a service margin)



Comparison of Measurement Comparison of Measurement 
AttributesAttributes

Management Management 
ChangesChanges

Market Market 
ChangesChanges

Entity Specific Entity Specific 
ChangesChanges

Partial Market Partial Market 
ChangesChanges

Market Market 
ChangesChanges

Changes in Changes in 
estimatesestimates

Earnings Earnings 
EmergenceEmergence

ExpectedExpectedNot expectedNot expectedExpectedExpectedExpectedExpectedNot expectedNot expectedEmbedded Embedded 
derivativesderivatives

PotentiallyPotentiallyPotentiallyPotentiallyPotentiallyPotentiallyNoNoPotentiallyPotentiallyProfit at IssueProfit at Issue

RequiredRequiredNo No -- implicitimplicitRequiredRequiredRequiredRequiredNo No -- implicitimplicitAdequacy TestAdequacy Test

ReliabilityReliability

Entity SpecificEntity SpecificMarket Market 
ParcicipantParcicipant

Entity SpecificEntity SpecificMixedMixedMarket Market 
ParcicipantParcicipant

AssumptionsAssumptions

Reporting Reporting 
EntityEntity

Market Market 
ParcicipantParcicipant

Reporting Reporting 
EntityEntity

MixedMixedMarket Market 
ParcicipantParcicipant

Reference Reference 
EntityEntity

ComparabilityComparability

ManagementManagementMarket PricesMarket PricesRun OffRun OffPricingPricingMarket pricesMarket pricesRelevanceRelevance

Embedded Embedded 
ValueValue

Fair ValueFair ValueValue in Value in 
SettlementSettlement

Current Exit ACurrent Exit ACurrent Exit BCurrent Exit BCriteriaCriteria



Estimates of Future Cash FlowsEstimates of Future Cash Flows

• These should:
– Be explicit
– Be consistent with observed market prices
– Be current

– Exclude 
– entity-specific cash flows
– Non – enforceable premiums
– Income Tax
– Transaction costs
– Investment revenues



DiscountDiscount RateRate
•• All insurance assets and liabilities to be discounted including All insurance assets and liabilities to be discounted including 

claims liabilitiesclaims liabilities

•• Discounting exclusively for consideration of Discounting exclusively for consideration of ““time value of time value of 
moneymoney““

discount rate should be consistent with observable current mdiscount rate should be consistent with observable current market arket 
prices for cash flows whose characteristics match those of the prices for cash flows whose characteristics match those of the 
insurance liability, in terms of, for example, timing, currency insurance liability, in terms of, for example, timing, currency and and 
liquidityliquidity

Discounting based on all possible due dates, weighted with the Discounting based on all possible due dates, weighted with the 
probability of the due dateprobability of the due date



Risk MarginRisk Margin
• Convey uncertainty associated with cash flows
• Should be market consistent
• IASB has given high level guidance, leaving details to 

industry
• Acceptable approaches include:

– Cost of capital
– Percentile
– A multiple of standard deviation
–– Confidence levelConfidence level
–– Tail Value at RiskTail Value at Risk
–– Explicit margin within a specified rangeExplicit margin within a specified range
–– Methods based on CAPM or other assetMethods based on CAPM or other asset--pricing modelspricing models
–– Adjusted discount rates (only if it can be shown the risk is pAdjusted discount rates (only if it can be shown the risk is proportional to   roportional to   

cash flows and duration)cash flows and duration)



ServiceService MarginMargin
•• Service Service marginmargin = = UnbiasedUnbiased estimateestimate of of thethe

marginmargin, , ifif anyany, , thatthat marketmarket participantsparticipants wouldwould
requirerequire forfor renderingrendering otherother servicesservices (in (in additionaddition to to 
costcost includedincluded in in thethe currentcurrent estimateestimate))

•• MeasurementMeasurement of of insuranceinsurance liabilitiesliabilities shouldshould
includeinclude an an explicitexplicit serviceservice marginmargin, , ifif otherother
servicesservices thanthan insuranceinsurance converageconverage areare providedprovided, , 
e.ge.g. administrative . administrative oror investmentinvestment managementmanagement
servicesservices



• Future premiums are included in the projected cash flows to the extent 
that either:

– The insurer has an unconditional contractual obligation to accept 
premiums whose value is less than the value of the resulting 
additional benefit payments

– They are required for the policyholder to continue to receive 
guaranteed insurability at a price that is contractually constrained

Issue:Issue:
Should gains from future beneficial policyholdersShould gains from future beneficial policyholders‘‘ behavior behavior 
(especially payment of future profitable premiums) be (especially payment of future profitable premiums) be 
anticipated or not? anticipated or not? 

Future Premiums and policyholder Future Premiums and policyholder 
behaviourbehaviour



Discretionary Participating Features Discretionary Participating Features 
and Universal Life Contractsand Universal Life Contracts

–– Liability or equity?Liability or equity?

•• Policyholder participation rights create a liability Policyholder participation rights create a liability 
only when the insurer has a legal or only when the insurer has a legal or 
constructive obligation to pay dividends to constructive obligation to pay dividends to 
policyholderspolicyholders

•• In assessing whether an insurer has a In assessing whether an insurer has a 
constructive obligation the Board will rely on constructive obligation the Board will rely on 
definitions in its current literaturedefinitions in its current literature



IAA IAA –– Risk Margins paperRisk Margins paper

Generally consistent with IASB Generally consistent with IASB 
Discussion PaperDiscussion Paper

More restricted Risk Margin approachesMore restricted Risk Margin approaches
Focus on Reference EntityFocus on Reference Entity
Excellent feedbackExcellent feedback



IAA Risk Margin ApproachesIAA Risk Margin Approaches

•• Cost of capitalCost of capital
–– Apparent preferred approachApparent preferred approach

•• Statistical MethodsStatistical Methods
–– QuantileQuantile
–– Conditional tail expectationConditional tail expectation

•• Explicit assumption approachesExplicit assumption approaches
–– May produce inconsistency betweenMay produce inconsistency between

•• Assets and liabilitiesAssets and liabilities
•• Insurance and other industriesInsurance and other industries



IAA Reference EntityIAA Reference Entity

•• To be consistent with an exit value approach, it To be consistent with an exit value approach, it 
is reasonable to construct a reference entity to is reasonable to construct a reference entity to 
which the portfolio would be transferredwhich the portfolio would be transferred

•• The use of a reference entity would promote The use of a reference entity would promote 
increased comparability between preparersincreased comparability between preparers’’
financial statementsfinancial statements



IAA IAA –– Future ActivityFuture Activity

•• Response to the IASB Discussion Draft Exposure Response to the IASB Discussion Draft Exposure 
Draft Draft 

•• Measurement of Liabilities for Insurance Measurement of Liabilities for Insurance 
Contracts: Current estimates and risk margins.Contracts: Current estimates and risk margins.

•• IASPIASP’’ss
–– Business CombinationsBusiness Combinations
–– Disclosure Disclosure 

•• Stochastic ModellingStochastic Modelling
•• Identification of where new IASPIdentification of where new IASP’’s needed for s needed for 

Phase 2Phase 2
•• Responses to other Exposure DraftsResponses to other Exposure Drafts



To Learn MoreTo Learn More

•• www.iasb.org.ukwww.iasb.org.uk
•• www.actuaries.orgwww.actuaries.org
•• david.congram3@sympatico.cadavid.congram3@sympatico.ca


