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Readers who are reasonably familiar with this subject are advised to read the first
seven sections very quickly or to skip them altogether for the first time of reading.
The more detailed analysis starts at Section 8

Our main focusin this paper isonewhich until recently has been in the “too
difficult” category, and is now moving to the “must do” category, namely how do
you determinethe margin? Or avery similar question: how do you determine
thetotal provision?

Our story starts with adiscussion paper published in 1999 by what is now the
International Accounting Standards Board (IASB). Fair value, the principle proposed
for valuing assets and liabilities, was defined in that paper as “the amount for which
an asset could be exchanged, or a liability settled, between knowledgeable, willing
partiesin an arms length transaction”.

Since that time, countless papers have been written on the subject of accounting for
insurance liabilities, including afew for GIRO. The subject is as controversial as
ever, and many papers are less about academic research and discussion than lobbying
to promote a specia interest. It isup to the reader to judge where on that spectrum
this paper currently lies. Similar points apply to the regulatory question of what the
technical provisions should be for the solvency test. The International Association of
Insurance Supervisors (IA1S) isworking to develop a common approach. The lAIS
“Roadmap” published in February 2006 included a request to the International
Actuarial Association (IAA) for advice on issues related to the determination of best
estimate policy obligations and technical provisions, and assessing their adequacy, in
the context of an insurer’stotal balance sheet.

This current paper is not afinal work product, but should be regarded as an interim
report to GIRO capable of much improvement. We very much welcome feedback
both during and, more importantly, after GIRO on any aspect.

It seemsincreasingly likely that technical provisions for both accounting and
regulatory purposes will be the sum of a discounted mean estimate plus arisk margin,
though these ideas are by no means accepted by all parties. Important issues that
remain in best estimates are (a) who controls the assumptions and (b) the extent to
which the mean really covers all scenarios.
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1 Summary

Thisworking party was set up to help find solutions for the planned convergence in
accounting and regulation of insurance. It therefore represents a small part of the
actuarial input around the world. Three of our members are members of overseas
actuarial associations; one from the US and two from Australia.

Our main focus has been to develop numerical examples which can feed into the
discussions of the International Actuarial Association (IAA), and thisiswhat the
paper achievesin the later sections. More work remains to be done, however and as
we say on our front page, thisis only an interim report, with many gaps and
imperfections which we would be delighted to have pointed out.

We must make the usual statement that the views stated in this paper are not those of
any of our current or past employers— and given the interim nature of this report we
can not say that they all necessarily represent a consensus amongst the members of
the working party. Our hopeisthat our readers find the discussion interesting and
come back to us to suggest improvements and further lines of enquiry.

Whilst there has for some time been atrend towards acceptance of the principle of
discounted mean reserves (we believe it will be difficult but not impossible for those
jurisdictions which do not currently discount to maintain that position), it isaslow
process, as is the development of consistent international standards for an industry
with such divergent current practices as the insurance industry.

We find there is no easy solution to the problem of risk margins, but then others have
made that finding before us. We do think there may be some promise in the cost of
capital approach, but the process of setting the numbersin aworld where thereisno
good reference market for second-hand insurance risks is difficult and ultimately
arbitrary.

Even when decisions are finally made with the agreement of many nations, it is our
view that the best way to devel op the frameworks for regulatory and general purpose
accounts is to agree on matters of principle, permitting the technical implementation
to develop as knowledge and experience grows — but that it is not possible to develop
principle-based frameworks without a good understanding of the issues, which itself
requires exposure to numerical examples.
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2 Introduction

In this section, we do more than provide an introduction to the rest of the paper. Itis
one of the features of accounting and solvency that in order to put the interesting
technical questions into context it is necessary to spend some time describing the
accounting and solvency frameworks and some of the issuesthey raise. So this
section introduces and discusses a range of issues, some of which are developed
elsewhere in the paper, but all of which we believe are relevant to the question of risk
margins relating to insurance liabilities.

2.1 About this paper —work in progress

We would emphasise the interim nature of thisreport. Work will continue after
GIRO on a number of aspects, including improving the quality of the discussion,
ensuring it is as balanced as possible, and extending the numerical examples. There
are also some ideas which we have discussed in our meetings which we have yet to
develop or even include in the paper. We particularly welcome feedback both during
and after GIRO, and we will aso ask for comments from interested members of the
International Actuarial Association (IAA).

Whilst our main interest isin searching for and analysing solutions to the risk margin
problem, we hope that this paper will be useful to those who are not very familiar
with current international developmentsin accounting and solvency of non-life
insurers, as well asto those who are familiar with many of the technical questions.
Some materia has being placed in appendices in order to make the main text as
digestible as possible.

Readers familiar with the background and interested in the numerical examples will
get more out of the paper by skimming the first few sections at the initial reading, but
we welcome all comments and suggestions arising from any part of the paper.

2.1.1 What we are trying to achieve and why

Our main objective is to discuss possible “solutions” in terms of risk marginsin
technical provisions, but we also want to develop some numerical examples. Real
progress on this topic was in the “too difficult” category for the first few years of
deliberations on international accounting standards (IAS) for insurance, and also in
the more recent thinking on convergence of solvency regimes.

This paper is being written at atime of rapid change and development in thinking. It
represents just asmall part of the actuarial contribution to international discussions on
insurance accounting. Itislikely that within the next ten years most significant
insurance markets will be operating with broadly consistent accounting and solvency
regimes — amajor change compared to where we are today.

Whilst this paper isin some senses a continuation of work done by previous GIRO
working parties, the main motivation for this paper is to contribute to the international
debate.
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Risk margins only have meaning in the context of the financial statements as awhole,
so we devote a significant part of this paper to issues such as the principles and
objectives used to determine the estimates of the liability for each of the following
two functions. general-purpose accounting and regulation of solvency. There are of
course many more functions, including taxation and management information, but
whilst taxation in particular is an extremely powerful motivator and influences
companies’ attitudes to every aspect of the business, these other functions do not
concern us directly.

2.1.2 Scope

The scope of this paper isall gross policyholder obligations, for example claims,
unexpired portions of policies, and legal defence costs that are part of the policy
coverage. We do not include company administrative costs associated with policy or
claim handling, although these must be addressed elsewhere in the balance sheet.

Our main focus is risk margins related to the unpaid insurance claim liabilities rather
than reinsurance assets. The valuation of the reinsurance recoverable asset isavery
important subject, but it is even more complex than the valuation of gross unpaid
claim liabilities. It remains awork-in-progress of the IAIS, IASB and other parties.
This paper also largely leaves reinsurance as a work-in-progress, though we do
discussit in places. Further development of this paper will include much more
thorough consideration of reinsurance. We see no reason why the same valuation
principles should not apply to each of the gross liabilities, the reinsurance asset and
the net liability, but thinking about consistency between these reveals some problems
for some proposed solutions to risk margins.

If we accept the argument that the net of reinsurance position is more important to get
“right” than the gross, this suggests that the company buying reinsurance can be a bit
more approximate about what happens in extreme circumstances (although only to the
extent that reinsurance picks these up). A regulator responsible for monitoring an
individual company will pay great attention to its reinsurance arrangements. A good
example in the UK is unlimited excess of |oss reinsurance cover of amotor porfolio.
No such comfort will exist when we look at the reinsurer itself; all those less
manageable exposures have to end up somewhere.

This paper does not cover other risks, such as asset, underwriting (future business) or
operational risk. The solvency regime should in future pick up al of theserisksin
one way or another, with a mixture of capital requirements and operational
requirements. Our focusison current liabilities to policyholders, not business yet to
be written. For our purposes, current liabilities include unexpired risks.

2.1.3 How we have gone about it: research

In preparing for this paper, we looked as widely as we could at the current literature
on accounting and solvency, and we have also seen much of the recent debate within
the international actuarial community. The discussions on the accounting side are led
by the International Accounting Standards Board (IASB) and on the
regulatory/solvency side they are led by the International Association of Insurance
Supervisors (1A1S). The IASB has set up an Insurance Working Group (IWG) which
includes actuaries amongst its members.
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The EU is pushing ahead to develop and then implement Solvency 2 and has also, in
principle, decided that member states should adopt International Accounting
Standards (IAS). The clear consensus is that there should not be two fundamentally
different approaches to technical reserves for the two purposes, so those wishing to
understand or influence the debate have to be aware of both accounting and solvency
aspects. However, practice is always more messy than theory; even if the rules for
both are similar we can not be certain they will be applied consistently in al places.

There are many parties feeding ideas, position papers, and so forth into IASB, 1AIS
and the EU. These include the international actuarial community, primarily through
the lAA, which has been asked for advice by both IAISand IASB. Also in Europe
the Actuarial Groupe Consultatif has provided advice to CEIOPS, a body representing
supervisorsin Europe which itself advises the European Commission.

Asaresult of the activities of these bodies there is awealth of reading matter. We
include a number of references within of this paper, particularly in Section 12, where
we discuss many of the debates which are taking place and the different positions
currently being taken. A more comprehensive set of referencesis one of our tasks
after September 2006.

Some jurisdictions have had statutory actuarial involvement in non-life reserving for
sometime. A literature on reserving uncertainty has been developing, in particular in
Australia. In recognition of this, and also because of the international, not just UK,
relevance of thistopic, one of our principal authorsisafellow of the Casualty
Actuarial Society, and we have had the benefit of two corresponding membersin
Australia, one of whom is a member of The IASB's Insurance Working Group.

It isinteresting that one jurisdiction where there is considerable anxiety at the
prospect of discounting reserves to reflect future investment income, the USA, has
produced a great deal of literature on premium rating and reserving, specifically
discussing the impact of volatility of outcomes and uncertainties in estimates, in
anticipation of a discounting environment. This has been in part aresponse to
changesin the US tax regime which took place about 20 years ago, the requirement to
discount reserves for the time value of money for tax purposes. So for many years
insurersin the US have lived with the requirement to reserve on an undiscounted basis
for solvency purposes and on a discounted basis for tax purposes. The actuarial
bodies in the USA have sponsored the “Risk Premium Project” on cost of capital,
which has produced a number of useful documents.

As mentioned above, we were keen to develop numerical examples. Thereis
currently no consensus on an appropriate level of risk margins within technical
reserves, and there is unlikely to be any such consensus for some time. To move the
debate forward we have produced some worked examples of a cost of capital
approach, and used these examplesto illustrate some of the sensitivities and issues
involved. We have also looked through the literature for suggestions on how to
decide on some of the parameters which have to be selected to arrive at numerical
results. We found that working through the examples gave a number of useful
insights.

This paper follows on from earlier GIRO papers on this topic, and we very much hope
the work will be continued in future years. Whilst we know that the discussion still
needs work, we intend that the focus of future work will be on developing and
explaining more numerical examples, asthis, rather than more extended discussion, is
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what the decision makers need to develop the framework of rules which govern the
accounting and solvency frameworks of the future.

It isour view that the best way to develop these frameworks is to agree on matters of
principle, permitting the technical implementation to devel op as knowledge and
experience grows — but that it is not possible to devel op principle-based frameworks
without a good understanding of the issues, which itself requires exposure to
numerical examples.

2.1.4 How we have gone about it: constructing this paper

Those readers who have been watching the developments carefully over the last few
years will be able to miss out parts of this paper. But we have tried to make our work
accessible to those who are not so familiar, and to give a sufficiently thorough picture
that readers who want to make their own minds up on the various questions have at
least a good base from which to start. Very many decisions have yet to be madein
both accounting and solvency areas.

When discussing issues amongst ourselves, we have found that it is all too easy to
appear to be at cross-purposes when we are not sufficiently precise about the topic
under discussion. Much disagreement arises from misunderstanding rather than
fundamental differences of view. For thisreason, and also because there isan
element of inter-dependence between accounting and solvency measures and
objectives, we include a section on how accounting, solvency and capital tie together.
We later introduce the idea of a “reference company”, a useful theoretical device for
achieving inter-company consistency of reserves for accounting purposes.

The current “mainstream” proposed approach to deriving technical reserves which
include appropriate levels of risk margin, isthe “cost of capital” approach. Thisisthe
approach on which we have based the numerical work within this paper, but we have
also considered some of the alternatives which have been put forward. Thereis
currently no “right” approach and there may never be a single best answer in al cases.
Everyoneislooking for a “good enough” approach which is better than the status quo,
and which is capable of improvement over time without the need to develop a new
international consensus every time an improvement is made.

Therefore, before we reach the cost-of-capital examples, wetry to look at the
challenges from first principles and from the perspectives of the different interested
parties, all of whom are “users” of published accounting information and of solvency
regulation to different degrees. Whilst “fair value” was the accounting principle
initially proposed by the IASB, it works best — and also without too much controversy
— where there are deep and liquid markets available in the item to be valued. This, of
course, is not the case for insurance liabilities, and the degree of uncertainty which
can attach to insurance liabilities compounds the problem. We have not limited our
discussion to “fair value”, useful though the concept is.

In an attempt to make the paper as readable as possible, we have made use of
appendices to shorten the main paper. An example of thisis “user needs’, where
thereisalengthy discussion in Appendix A, whilst our chapter on the subject brings
out only afew of the issues.
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2.2 Accounting Today

By “accounting”, we mean to include both general and regulatory purposes. In most
jurisdictions, but by no means al, the general purpose accounting uses the technical
reserves which are required by the regulatory regime.

Current practices in reserving for general insurance unpaid claims vary considerably
from country to country, for example:

e Discounting isrequired in Australia, but not generally permitted in the US.
Exceptions in the US include discontinued operations: permitted under US
GAAP, but requiring specific permission for regulatory purposes. Where
discounting is permitted in the US, thereis flexibility over choice of basis
providing there is consistency over time. In most jurisdictions, current
practice is not to discount.

e Explicit risk margins are added in some jurisdictions. For example, they are
required in Australia by virtue of a 75™ percentile reserving standard and
permitted in Canada where reserves are also discounted. Again, the basis for
determining margins is generally required to be consistent over time.

e Implicit conservatism is viewed as good in many jurisdictions (“better too
much than too little”).

Reserves are considered “inadequate” if they show “too much” adverse
development against the estimate, but there is no standard what constitutes “too
much”. Any adverse development is considered “too much” in some contexts, but
substantial adverse development is not surprising in other contexts (mass torts).

Unpaid claim liabilities are seldom transferred on a stand-alone basis. Reserves
are more commonly transferred as part of the sale of acompany or of a portfolio
of business or in areinsurance context. From a business perspective, the
adequacy of reserves, while important, is only one element in atransaction that
involves expected profits from future business (sale of company or portfolio) or an
ongoing business relationship (a reinsurance transaction).

In accident-year regimes, claims associated with unearned premiums are covered by a
pro-rata portion of the premium. In such regimes there are frequently also
adjustments added for cases where the unearned premium is judged to be insufficient.
Where this occursin the UK, these additions, or aternatively, the entire liability
established for these claims, are called “unexpired risk reserves”’. Some accounting
regimes using pro-rata unearned premiums have rules for tests of whether those
amounts are sufficient to defray the associated claims; these rules vary by regime, for
example in whether or not investment income is allowed for in the sufficiency test.

Other regimes, such as Lloyd’s and the IFRS proposals, require the establishment of
claim reserves to cover both earned and unearned exposures. On the whole, this
would appear be a simpler approach, but then a decision has to be made whether to
require that profit should not be recognised until the exposure period has passed.
Questions such as this are not particularly interesting from an actuarial perspective,
but attitudes to them vary greatly from jurisdiction to jurisdiction.

Thus, even apart from the interest in fair-value accounting, a common approach to
unpaid claim reserves is needed establish a consistent international financial-reporting
approach, and it is not at all surprising that insurance accounting is one of the last
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areas for the IASB to tackle in its task of achieving international consistency in
accounts.

2.3 Summary of current developments

Regulatory and General Purpose Accounting

General-purpose and regulatory financial reporting serve difference purposes and, in
many jurisdictions, different regimes for general-purpose regulatory financial
reporting arein place. Asthe |ASB and the IAIS are in the process of restructuring
the general purpose and regulatory financial reporting, they are attempting to
eliminate, or at least rationalise, any differences.

General-purpose financial reporting focuses on operating results and the current
financial position of the company. In that sense, general purpose accounting is
interested in appropriate treatment of assets and liabilities and the resulting income
statements. Regulators are more interesting in financial capacity to satisfy the
obligations to policyholders. Regulatory accounting therefore isfocused on the
balance between assets and liabilities. Historically that meant that regulatory
accounting established conservative valuations for assets (low) and liabilities (high).
Any distortions in income relative to general-purpose accounting were an accepted
by-product.

There does appear to be aregulatory trend away from conservative valuation of assets
and liabilitiesto risk based capital (RBC) using market value of assetsand (in
Australia) aproxy for fair value of liabilities, and shifting the conservatism into asset
and liability related chargesin the minimal capital requirement (MCR)

Capital - [AA

For regulatory purposes the IAA has proposed (A Global Framework for Insurer
Solvency Assessment, 2004" “Bluebook”, section 1.1) that the focus of solvency
should on determining “the total funds needed to provide a chosen level of confidence
to policyholders and shareholders that the insurer’s policyholder obligations will be
met. 1AA suggests that with a focus on the total balance sheet assets and liabilities
can be separately stated on arealistic basis with “no hidden surplus/deficit”. Setting
capital explicitly without trying to have “conservative” treatment of assets and
liabilities separately is a change in perspective which, if followed, makesit more
practical to achieve convergence of regulatory and general purpose financial
reporting.

Capital - IAIS

IAIS is moving to accept the IASB (fair value) treatment of assets and liabilities (IAIS
2" set of commentsto IASB May 2006%). The regulatory interest in solvency will be

members. pdf
? |ssues arising as a result of the IASB s insurance contracts project - phase |,
second set of |AlS comments is the most relevant to fair value accounting.
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reflected by adopting the total balance sheet perspective on solvency (Common
Structure for Solvency Assessment, May 2006). The standards for capital will take
account of the standards used to value assets and liabilities.

2.4 Why and where do we need prudence relating to existing
liabilities in general insurers?

Since the whole point of insurance isto give security to the policyholder against
uncertain adverse scenarios faced by the policyholder, there is no disagreement with
the statement that margins of safety have to be held somewhere. But exactly where
should they be?

We use the term “risk margin” to mean the amount by which what we hold in
technical provisions exceeds the expected cost of the liabilities). We are using the
term “margin of safety” here in the wide sense of aspects of insurance company
financial arrangements which protect policyholders, as opposed to just “risk margins”.
Balance sheet prudence will normally contain the most important margins of safety,
but a margin of safety can also be provided, for example, by a parent company
guarantee.

2.4.1 Assets, liabilities, or capital?

Balance sheet prudence (whether for accounting or for solvency) can be achieved by
any combination of the following: fs

e Putting a“prudent” (low) value on the assets
e Putting a“prudent” (high) value on the liabilities

e Holding extra assets as capital (whether built up by shareholder subscription
or from retained profits does not matter)

The last of these will always be needed, but the current consensus is to support a
“total balance sheet” approach which considers the position of the company as a
whole. Thisis explained in the “Roadmap” paper produced by the IAIS, available on
‘hitp://www.iai sweb.org/060216 Roadmap paper 16 _Feb 06 _pdf. So regulators
will wish to take account of the degree of prudence in the values placed on assets and
liabilities— always assuming they are aware how much such prudence there is— when

setting requirements for explicit levels of capital.

Achieving prudence through individual components which are in themselves
unrealistic has a disadvantage, since accounts prepared on this bases give the user
little insight into performance against realistic objectives.

2.4.2 Implicit or explicit?

Any prudence existing in the values placed on the assets or liabilities can be either
explicit or implicit, that is, it can be disclosed or undisclosed. Historically, the
prudence in most jurisdictions has been implicit, though it has become common in
those jurisdictions where investment assets have been held at the lower of book value
or market value for the market value to be disclosed. So, to the extent that the degree
of asset valuation prudence is disclosed, we can regard it as explicit and observers
could alter their own assessments of the free capital accordingly, provided they can
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assess the impact of any tax which might become payable on the realisation of the
assets.

On the liability side, our main pre-occupation, prudence is alwaysimplicit unless a
realistic (by which we mean one that is unbiased and takes into account the full range
of potential outcomes) estimate of the discounted mean liabilitiesis also disclosed. It
isvery likely that the accounting and regulatory regimes of the future will require this
disclosure, something which is not universally the case at the present time.

The character of the accounting or solvency regime will be quite different depending
on whether or not the prudential elements are all explicit. For example meaningful
dialogue with shareholdersis easier if the components are all explicit. 1n most
jurisdictions there is currently no or minimal discounting for the time value of money,
which provides an implicit margin on the liabilities. This margin depends on the
discount rate that would have been used and on the mean term of theliabilities. The
margin is dissipated to the extent that value placed on outwards reinsurance is not
discounted, as the credit taken will be greater than its discounted value. Thereisa
logic to using the same approach for both gross liabilities and reinsurance, but the
total margin in the account will depend, in an undiscounted regime, on the balance
between gross liabilities and reinsurance. So whilst not discounting can create an
implicit margin of safety for the account as awhole, the extent of this margin can vary
not only in relation to the average term of the liabilities but also depending on the
degree of reliance on outwards reinsurance.

2.4.3 The future: where the reserve margins will be held

The “traditional” approach holds that, because it is so difficult to be precise about
estimates, a generally prudent approach should be taken to making reserve estimates,
introducing margins of safety at every stage. This of course leadsto implicit margins
of safety, but it isimportant not to disregard the traditional argument altogether. It
highlights the most important facts of life relating to insurance reserving, namely that
there is always fundamental uncertainty present, and that, whilst more research and a
deeper knowledge of the account can reduce the level of the uncertainty of the
estimates, there will always be a substantial, inherent and irreducible level of
uncertainty as to the final outcome.

Thereis, however, a growing consensus that all margins should be disclosed, and
therefore that discounted mean estimates will be made and disclosed, (together with
related information about the uncertainty of those estimates), for both accounting and
solvency purposes. This makes many people closely involved with reserving nervous,
lest users assume, as we suggest it is human nature to do, that there is something
much more “factual” or “certain” about published numbers than isreadlly the case.
This represents a major communication challenge for the actuarial profession and
others — and also for the users, who need to listen and assimilate the issues as well.
Thisimportant professional issue is touched on in the GRIT report.

There are anumber of different views on whether the technical provisions should
include a margin for uncertainty, or whether they should be discounted mean

3 A Change Agenda for Reserving, Jones et al March 2006. Available at
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estimates with no prudence margin, in which case capital requirements would include
an element for prudence related to the liabilities. Doesit make a difference?

For solvency, it doesn’t really make a difference which approach is used, because
regulators will adjust their capital requirements to take account of the reserving
approach that isto be used. But for accounting, the commercia accounts will treat
the technical provisions as a cost charged to income, so that recognition of profit will
be correspondingly deferred if amargin for prudenceisincluded. Shareholders will
tend to argue that this should be the case; as the margin is not available for
distribution, it isonly truly “earned” as the run-off risk associated with the liabilities
itself runs off, and to do otherwise would send misleading signals about the economic
reality of the business as well as reducing to zero the chance that the amount
concerned would be deductible against income for tax purposes. One could argue that
thisis exactly what afair value would achieve; the risk margin required to transfer the
liabilitiesto awilling buyer is exactly what the profit element in afair value would

be.

Uncertainty has an economic value. And in section 4.1 we describe an extreme
instance of this which we would describe as increasing “toxicity” in the tail.

We think there is a growing consensus is that discounted mean estimates should
aways be disclosed and that a specific margin should be added which istreated as
part of the provisions for accounting or solvency purposes. Precisely how this margin
should be determined is the focus of this paper.

2.4.4 Relationship between accounting and solvency; a change in
focus

A primary purpose of accountsis for the directors of the company to report to the
owners of the company, the shareholders, on the directors’ stewardship of their
wealth. Thisinformation is needed by the shareholders in order to exercise their own
rights and responsibilities, in particular to make changes in the board of directors.
Over the years there has been an ever-growing emphasis on the quality of the
information in company accounts, where “quality” includes many common-sense
concepts such as not misleading, giving as complete a picture as reasonable
materiality permits, as objective as possible, etc. The objectives of accounts as
suggested by the IASB includes giving information which is useful (to many parties)
in the making of economic decisions. Thisincludes the maintenance of fair markets
in the shares of publicly-traded companies. We note that discussions at FASB, the US
Financial Accounting Standards Board, have tentatively concluded (see the
Conceptua Framework project at
'hitp://www.fasb.org/project/conceptual_framework.shtmt) that providing shareholders
with information on stewardship should not be specifically mentioned as a primary
purpose of accounts. This decision isalittle surprising, and would not appear to place
shareholders’ interests as paramount.

In recent years, accounting standard setters have been moving away from prudence, or
conservatism, as a core principle of company accounts, because that principle
permitted a wide range of levels of prudence. The consequence of that permitted
wide range was to limit the comparability of the accounts of different companies and,
if levels of prudence (implicit margins) varied over time, the declared earnings could
easily be miseading. Thisisespecially important where stock markets pay great
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attention to declared earnings. So the principles adopted now by the IASB lean
towards realistic estimates, as opposed to large margins of (implicit) prudence.

Until very recently, of course, insurance accounts have been unaffected by these
changesin international accounting standards. Insurance liabilitiesin particular have
been left untouched by new accounting standards. Whilst Phase 1 of the IASB’s
insurance accounting project was implemented in the standard IFRS4, it | eft the
principles for determining insurance liabilities largely untouched.

Accountsfor insurerstraditionally used solvency numbers

For insurance, sitting alongside accounting requirements and from a regulatory
perspective trumping the requirements which exist to protect the interests of
shareholders we have a solvency regime imposed. Thisregime involves a series of
operational measures and financial information requirements, all for the purpose of
protecting the policyholders.

So the traditional approach is to use the same (prudent) reserve estimates devel oped
for solvency in the accounts. This has aforceful justification: the reserve amounts are
required in the business and are not available for shareholders; indeed, one could
argue that they are held in trust on behalf of the policyholders

Whilst the traditional approach does have considerable advantages for shareholders,
where it involves implicit margins there is a strong danger that the managers will not
have as clear an understanding of the business asif all the margins were explicit. And
their reporting to shareholders would also be deficient asaresult. Implicit margins
are also capable of deliberate manipulation, which would obscure the performance of
the business from the sharehol ders.

In future, accountsfor insurerswill not necessarily use solvency numbers

The focus for accountsin future will be on correctly describing the economic
substance of the existing business. This does not mean that technical reserves will not
include margins, but that those margins will be consistent with the more general
accounting principles. So we could quite easily get a divergence between reserves for
solvency and reserves for accounting.

But the clear preferenceisto usethe same underlying discounted mean reserve
estimates and information on uncertainty in both accounts and solvency returns

Thereis agreement in most quarters that the provisions for accounting and solvency
should either be identical, or very closely related with the relation between them
easily understood. Nobody wants to go through two separate reserving exercises for
the two different purposes.

2.5 Is there a problem of circularity with accounting and
solvency?

Readers new to our subject matter will need afew words of explanation here. If our
accounting principleis “fair value”, or as close an analogy to fair value as we can
devise given the absence of any real market for second-hand insurance liabilities, then
we need to ask how much arational and well-capitalised insurer would require to take
on the liabilitiesin question. (We can ask this question from the viewpoint of a
reference company or a specific company — it doesn’t matter as the questions are the
same.) So what factors should that company take into account?
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We will discuss this vital question more thoroughly later in this paper. But one factor
will be the regulatory capital requirement which will result from writing the additional
piece of business. But capital islimited; holding it in insurance companies imposes
many sorts of costs on the shareholders, and a “fair value” will involve alevel of
compensation for this. Thisiswhy the “cost of capital” approach is one of the ways
used by insurersto rate all types of business.

So we have:
...regulatory capital requirement being imposed by regulators

...which, possibly together with market pressure (rating agencies) on capital
requirements, influences fair value.

But fair valueis also suggested, in some proposals for the solvency regime (Solvency
2 in the EU isagood example), as the value to be placed on liabilities for solvency
pur poses.

But doesthe regulatory capital requirement set to cover existing liabilities
(remember that this paper is not concerned at al with new business, only existing
business) have to be in addition to any safety margin included in fair value, or should
itincludeit?

If the latter, thisisinevitably complicates the calculations, but it could hardly be
called circular. (Theseissues are explored in detail in the numerical examplesin
Section 9 of this paper) If the former, one could argue that the regulators should take
into account the fact that companies will (they hope!) be holding a margin of safety in
their fair value estimates, in which case the regulatory target setting itself involves
quite complex calculations.

In sum, we do not believe there would be any significant technical problems arising
from a need for companiesto “solve” for certain elements of their financial-statement
numbers, something which we believe islikely to occur if a“fair value” or similar
approach is required in the accounts.

Some commentators have suggested that the “circular” aspects of, for example, cost
of capital calculationswill make them too difficult for some companies. We do not
subscribe to this argument — if you are capable of understanding your business and
making realistic reserve estimates, then the maths involved in afew calculations will
hardly present a problem.

2.6 Reserving first, risk margins second

Whatever the framework of rules, we should remember that the first step in
convergence of companiesin all jurisdictions to consistent financial reporting is
consistent estimates of the liabilities, consistent both in terms of principles and
objectives and in terms of degree of caution or otherwise. Moving towards this
consistency may represent amajor change in some jurisdictions and it cannot happen
overnight.

Judgement is unavoidable, and it isimportant to recognise that a consistent strength of
reserving over time should not permit smoothing of results and, for many lines of
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business, will reveal the true volatility of earnings.* Whilst actuaries will tend to
focus on financia strength and balance sheets of insurers, we should remember that
reported earnings can be a motivator for management to an extent which is not
necessarily in the best interests of either shareholders or policyholders. There is some
evidence that financial markets have less confidence in the reported earnings of non-
life insurance companies than in the reported earnings of almost any other industry.
However, in time the recently-introduced requirements for disclosure of reserve-run-
off in IFRS4 will permit users of accounts to understand better the accuracy of past
reserving in all jurisdictions, though in some jurisdictions such as the US statutory
reports have long required as least a degree of detailed disclosure of run-off
information. If, over time, significant reserve deficiencies were to become less
common, the confidence of financial markets in the integrity of insurers’ financial
statements would grow. Thismay lead to both behavioural and governance changes
within companies, perhaps including the way in which actuarial advice istaken into
account.

From the perspective of most users of accounts the integrity of the mean discounted
reserving estimates, together with information about the uncertainties and sensitivities
of those estimates, is more important than the solution which is eventually found to
the problem of risk margins relating to the reserves. For this reason we do discuss
best estimatesin this report. We can think of the mean as the first order quantity,
while the margin is second order. Thefirst task isto get a good estimate of the mean.
The required margin is afunction of second and higher order moments. Estimates of
these are inevitably more uncertain than estimates of the mean.

Readers wanting to know more about reserving are referred to GRIT

2.7 Implementing the new frameworks — some of the
challenges involved
Our purpose here isto try and identify the challenges, not devel op discussion around

them. We particularly welcome discussion on these and on 2.8 below, both at GIRO
and afterwards

e Process challenges; how to get to a common approach, starting from the great
differences in practices which exist not.

e Setting down the objectives and principles unambiguously, in order to get
understanding and then, hopefully, agreement

e Recognise all the different agendas, including the unspoken ones.

e We suggest the big decisions should be taken at the principles level, with
flexibility to develop technical solutions and calibration over time, without the
need for further rounds of massive international consultation.

* See Sir David Tweedie’s guest editorial in B.A.J. 9, IV, 719-723 (2003) Facing up to redlity:
accounting that tellsit asit is.
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2.8 Some difficult professional questions

For actuaries and others involved in reserving, developing commonly accepted
ways of adjusting estimates for model and parameter uncertainty. This may
come into future work streams of GRIT

Similarly, developing ways of estimating and communicating the uncertainties
involved in reserves.

For users, being prepared to listen and accept the facts on uncertainty ....

2.9 Accounting policy questions we are not worrying about

Deferral of acquisition costs (this is something which is unlikely to apply in
future, as all costs and associated receipts from policyholders will probably be
recognised.

Whether the accounting results for a cohort of business are adjusted — for
example to ensure no profit at issue.

Many more technical matters we are not even aware of.

2.10Treatment of (outwards) reinsurance

Thisis one areawe cannot discuss in depth in this paper, but we would hope to do so
in due course in a development of this paper.

1.

The net provision is more important than the gross, or more precisely the net
financial position taking account of everything

But the current accounting principle is now to show gross and reinsurance
asset separately, so all components have to be explicit

In aworld where insurance liabilities are recognised as needing amargin, it
follows that the provision for reinsurance recoveries can only be meaningfully
determined in the context of the associated grossliabilities. It can not be
treated as an independent asset whose value would be reduced by a margin for
the uncertainty of the amounts payable. Rather, its value is enhanced, because
it reduces the uncertainty of the net liability.(although it should be reduced by
amargin for any uncertainty in whether the reinsurer will make the payments
for which it is contractually liable)

When evaluating outward reinsurance, its risk responsiveness to the inward
liabilities is what matters, especially to the most adverse scenarios. Itisno
good, for example if the cover runs out or if the reinsurer won’t or can’t pay.

Best estimate, discounted, accounting before adjusting for risk margins will
reflect the true cost of reinsurance, whereas discounting will disguise it.

If the reinsurance is sufficiently risk-responsive and protects the reinsured
against particularly adverse scenarios, rather than just paying a proportion of
everything or running out of limits when the experience gets at al bad, then
adjusting for risk will in theory have two effects:

0 Thefirst effect ison what we might call “fair value”. If very risk-
responsive, an alternative reinsurer would require avery large risk
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margin to take it on. So, providing the gross liabilities are valued
consistently, there is no objection to the credit taken being greater than
the discounted expected value.

= But doesn’t the willing-buyer, willing seller test come a bit
unstuck here? If you, as areinsured, want to cash in your
reinsurance, you will be in adifficult position as you cannot
force your reinsurer to pay up. So you could not realise the full
“fair value”

0 Thesecond effect is on the capital requirement. Whilst reinsurance
does (barring occasional madness by the reinsurance market) have a
significant cost over and above its expected value (profit load,
expenses, etc), it can, if suitably risk-responsive for the reinsured,
materially reduce its capital requirement, and the saving in capital
employed, or alternatively the more efficient use of the capital that is
available, can compensate for the cost of reinsurance. Without
reinsurance, small insurers, or even many large ones, could not operate
soundly.

If the approach used to allow for risk is astatistical measure like a probability
associated with avalue at risk, it is not possible to design a coherent set of
measures to apply to each of gross, reinsurance and new positions. Itis
necessary to target either a net position or a gross position. The resulting
reserve will not reflect the underlying distributions involved — a T-var would
be better but would still present problems. Statistical measured such as these
are perhaps more suited to assessing individual companies’ total capital
requirements than they are to assessing accounting provisions.
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3 Accounting, solvency and capital

We now include a section on how accounting, solvency and capital tie together.
There are no surprises here, and we have already touched on the interrelationships
briefly. However, it helps to understand the direction in which the international
regulators are going.

We will also discuss what we might mean by “capital”, asthisis thisis something
which can lead to misunderstanding.

We will then discuss some traditional souroéprudence and their implications,
including on the credit taken for outwards reinsurance.

3.1 The proposed regulatory framework

The following diagram is taken from the IAIS paper

“Towards a common structure and common standards for the assessment of
insurersolvency: Cornerstones for the formulation of regulatory financial
requirements, October 2005 (it is Figure 2 in that paper):
http://www.iaisweb.org/051021 Cornerstones_paper.pdf
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