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DISCOUNTING IN GENERAL INSURANCE
1.

Objective of the paper

1.1.

The objective is not to consider the logic, merit or wisdom of
discounting technical reserves in general insurance. The starting
point is the assumption that if it were to be decided that provisions
should be discounted, then there would be practical problems to be
resolved. The objective of this paper is to identify and consider the
practical issues that arise.

1.2.

However it is worth noting that

1.3.

.

· it is not beyond the realms of possibility that practical issue·s
will be taken into account in the decision to discount or not.

.

practical issues themselves are dependent on the
employed in saying that there shall be discounting.

logic

The paper has been written with a background of

.

a position paper by the Technical Division of the Inland
Revenue of its views on the extent to which the technical
reserves of insurance companies are deductible for tax
purposes.

.

a Statement of Recommended Practice on Accounting for
insurance business issued by the Association of British
Insurers. This SORP is intended to apply only to the financial
statements prepared in accordance with statutory company
requirements and not to solvency or fiscal returns. Explicit
discounting is permissible under the SORP.

.

changes in the US tax basis so that discounting is now
compulsory for tax purposes.

.

a proposal for an insurance version of the fourth European
Community Directive on Accounting.

.

The DTI view, as stated at a recent ROA seminar, that it
would be hard for them not to allow explicit discounting where
this appears to make sense for a company in the light of its
business, whilst keeping the practice within reasonable and
sensible bounds.

1.4.

The word discounting is used in this paper as shorthand for
discounting for the time value of money or, more generally, on how
to take future investment earnings into account. There is a wider
usage of the word "discounting" in that an amount can be discounted
for other factors, e.g. the probability that an event will not occur.
It will also be shown that there can be negative discounting.

2.

The context of discounting

2.1.

Discounting is relevant in a number of different contexts. The
practicalities of discounting vary from one context to another.
Quite often in general insurance, normally on grounds of expediency
1

and apparent simplicity, estimates appropriate to one set of
circumstances are used for another set of circumstances for which
they are less than appropriate, or even inappropriate. This fudging
and blurring of issues is not of course restricted to discounting.
2.2.

It may be instructive by way of background to consider the extent to
which discounting is required/allowed/practised in other countries.
Appendix A(l) consists of some notes on the position in a number of
other countries, in the context of the relevant overall regulatory
framework.
Appendix A(2) gives more specific details of the
discounting methodology to be employed in the US.

2.3.

Appendix B has been included to give a general view on the UK
taxation background, although it is emphasised that this paper is
only concerned with the possible impact of this background on
discounting methodologies.
Appendix C describes the annual
solvency test of Lloyd's underwriting members.
Note that
discounting of reserves is not permitted for solvency purposes,
although time and distance policies seem to give rise to no
objection.

2.4.

The contexts considered are

.

.

a provision which is sufficient for solvency purposes (e.g. a
provision shown in the DTI Returns).
a provision shown in the financial statements prepared for
statutory company requirements, normally based on the view
of the enterprise as a going concern.

.

a provision considered as deductible for tax purposes.

.

an allowance to be taken into account by the ratemaker in the
setting of premium rates.

.

a provision which is considered appropriate for the distribution
of profit to syndicate members participating in the joint
venture of one year's underwriting activity.

.

the purchase or sale of an insurer or reinsurer or of a portfolio
of business.

.

a determination of the terms under which a run-off should be
bought/sold between a cedant and a reinsurer, particularly
under conditions of
(i)
(ii)
(iii)

insolvency of the cedant or reinsurer
currency trading difficulties
(e.g. South American cos.)
settlements between cedant and reinsurer
over disputed claims.

.

the calculation of commuted values for
proportional
reinsurance treaties, at the request of either ceding or
receiving company, following on from options specified in the
contract of reinsurance.

.

a basis to judge the performance responsibilities of different
managers.
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2.5.

Although the current debate on discounting is most prominent in the
consideration of technical reserves for solvency, financial statement
or fiscal purposes, the most important consideration for the health
of an insurer is in ratemaking. The assessment of the value of
future investment earnings leads in to a decision on the price of the
insurance product. The financial effects of changing the timing of
tax payments or capitalisation requirements, important as they are,
are second order. In practice assumptions on the timing of tax
payments and capitalisation requirements can be brought into the
pricing computation.

2.6.

Although pricing the insurance product depends on a number of
factors, for example market competition, as well as the costs, the
starting point should always be based on a costing of a product. It is
always instructive, but not always practical, to conjecture the cash
flow emanating from a cohort of business written in a given period.
This may be equivalent to the "project appraisal" investment
decision with capital rationing. For example Brealey & Myers in
"Principles of Corporate Finance" state
"Forecasting cash flows will never be routine. It will always be a
skilled, hazardous occupation, Mistakes can be minimised by
following three rules.
1.

Concentrate on cash flows after taxes. Be wary of
accounting data masquerading as cash flow data.

2.

Always judge investments on an incremental basis.
Tirelessly track down all cash flow consequences of your
decision.

3.

Treat inflation consistently.
Discount nominal cash
flows at nominal rates and real forecasts at real rates.

We may add a fourth rule: "Recognise project interactions".
The relevant discount rate is the enterprise's risk adjusted
opportunity cost of capital. This subject is not pursued further in
this paper, but it may be worthwhile to pursue elsewhere the
differences in principle of discounting cash flows which are initially
positive compared to cash flows initially negative. There have of
course been many developments of projection methodologies by
actuaries working in the life and pension field. Some of these
methodologies embrace fund flows and liability valuations. One
research cum education topic from the future would be to illustrate
the different methodologies in one paper, bringing together their
common features and rationalising their differences.
2.7.

To illustrate how aspects of discounting may vary from one context
to another, the computation of a provision on a going concern basis
(i.e. the financial statements) may be contrasted with that on a
break-up (e.g. solvency) basis. The issue arises if there is to be
consistency between an asset valuation and the future income
anticipated in the liability valuation. On a solvency basis one is
concerned about identifying a set of assets which can be "matched"
against the liability to provide the investment income anticipated by
the discounting. On a going concern basis there is regard to a true
and fair view and the source of the cash flow is relevant and the
provision should be regarded as generated in the first place out of
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premium income. It would follow that as large agent balances and
non interest earning assets materialise, these should be regarded as
matched against the provision. The higher non-interest earning
content would reduce the discount rate on the going concern basis so
that a higher rate could be justified for solvency purposes. However
this might then lead to discussions as to whether there should be a
further requirement in the solvency computation for other margins,
either explicit or implicit, which more than offset this reduction.
2.8.

Although exceptions exist, it is currently considered normal to set
up the same provision for solvency, financial statement and taxation
purposes, despite their different objectives. It may be inevitable
that the solvency provision goes its own separate way. However the
working party believes that the provision in the financial statement
should be no more prudent than that allowed for fiscal purposes,
provided that such a provision can be construed as "true and fair" (or
"as prescribed" if this is the relevant basis in the Lloyds context).

2.9.

There are typically 3 stages in the computation of a discounted
provision
Stage 1:

the assessment of an undiscounted estimate of the
outstanding liability (or asset where a premium is being
computed).

Stage 2:

the choice of a payment pattern associated with that
undiscounted amount.

Stage 3:

the choice of a suitable rate or rates of interest to
apply to the cash flow derived from the first two stages.

Although in practice there may be some amalgamation of these
stages, or a possible reversal of stage 1 and stage 2, most of the
practical issues relate to the choice offered at each stage.
However, the choices are conditioned by the coverage of the
underlying provision and there must be consistency of assumptions
at each stage.
3.

The coverage issue

3.1.

In considering the more specific subject of discounting technical
provisions one has to make some supposition as to what is meant by
the technical provisions. Insurers in the United Kingdom are blessed
with two substantially different approaches to technical provisions;
one-year accounting and fund accounting, with variations on both
themes. In addition to this assumption about coverage by type of
liability there is the question of coverage by category (or "line" in
American) of insurance. Although in practice the categories of
business with the longest tail are more likely to use fund accounting,
the coverage issue is first discussed in the context of one year
accounting.

3.2.

In a UK, (but not an EEC), context, technical provisions in one year
accounting consist of
.

outstanding claims, both reported and not yet reported,

.

unexpired risks.
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Any proper provision would include all handling expenses within the
definition of claims and this is a working assumption for the sake of
this note. It is recognised that current taxation practice differs
from this assumption where the Revenue view of the expenses
which can be included is derived from the principle that
deductibility depends on a "going concern" scenario and that indirect
expenses are met year by year and are not related in amount to the
level of claims settlement. This creates a new set of issues, not
covered in this paper, on the consistency of assumptions. It is also
assumed that re-opened claims are included in the definition of
claims outstanding, although in practice there are valid reasons for
establishing a separate provision (or at least estimate) at the
undiscounted stage.
3.3.

In considering a discounted provision for outstanding claims it is
observed that there is little observable advantage to be gained in
seeking to establish separate discounted provisions for reported and
for IBNR (in its pure sense) claims. Undoubtedly the payment
patterns for reported and for IBNR are different and this leads on to
question whether different discount rates are appropriate given the
nature of yield curves, etc. If there are a string of issues which can
be avoided by keeping things simple, then this is best done. This
paper assumes that there is no need for separate computations of
IBNR and considers "outstanding claims" as automatically covering
reported and IBNR (although there is a nagging doubt that some
logic derived from tax rulings might make this necessary). It is
noted that the separate monitoring of reported and IBNR can give a
helpful insight into estimating procedures. Discounting implies an
extension of the traditional run-off tables for reserves, but this
extension need not be applied to the individual reported and IBNR
components. The arguments for bringing IBNR in before discounting
apply equally to bringing re-opened claims in with IBNR before
discounting.

3.4.

There are always problems in defining unexpired risks and it is
unfortunate that the ABI SORP has not taken the opportunity to
clarify the issue.
This paper assumes that the provision for
unexpired risks is the sum of those items described as the provision
for unearned premiums and the "additional amount for unexpired
risks" in the DTI Returns. Maybe the ABI SORP could be rectified
in this respect before it is franked by the ASC.

3.5.

The provision for unearned premiums is equal to a relevant
proportion of premiums written discounted for the deferral of
acquisition expenses rather than the time value of money. A
theoretical case has been put forward that the principle of bringing
the time value of money into account invalidates the normal
assumption of an even spread of risk over the policy year and that
this leads to a (1% or so) adjustment to the UPR. This may be valid
but, given the arbitrary nature of the adjustment for deferred
expenses and the supremacy of an unexpired risks provision over an
unearned premium provision, this paper makes another working
assumption. The paper assumes that discounting issues relate to
unexpired risks but not to unearned premiums.

3.6.

The ABI SORP makes an important statement
document)

(35.2 of that

"It is permissible to take account of the investment income on
assets representing all the technical funds in the calculation of the
unexpired risks provision. Where an enterprise discounts some of its
5

claims outstanding, then the investment income of the assets
hypothecated to the discounted claims should be excluded from the
calculation of the unexpired risks provision."
If this is the case then there is no reason why there should be any
attempt to go through stage 2 and stage 3 of the discounting
computation (see 2.7.) in respect of unexpired risks (i.e claims on
accepted exposure to risk not yet incurred) alone. There will be a
need for stage 2 and 3 in respect of the total provision. In this
respect the issues get close to those relevant to funded accounts.
3.7.

The SORP (in its 11.1) indicates that an estimate of pipeline
premiums should be included in the premium accounted for in the
accounting period.
It would be a theoretical and logical
concomitant to introduce discounting into this and similar
estimating procedures. However, in practice the adjustments would,
other than in exceptional circumstances, be fairly insignificant and
out of proportion to the time and trouble involved in properly
allowing for the time value of money. This is reinforced when put in
the context of the estimating error involved in a projection of the
future.

3.8.

Funded accounts originate from the Lloyd's market where they are
designed to enable an assessment of the profits to syndicate
members participating in the underwriting activities of a single
year. Normally these profits are assessed after three years on the
closing of the account. The outstanding liability on the closing of
the fund may be reinsured to another syndicate.
Any fair
commercial evaluation of this reinsurance would take the time value
into account. The coverage for these funded accounts embraces
outstanding premiums, claims, commission and expenses. The IBNR
requirement is also transformed into considering the aggregation of
all items not yet reported, including increments of reported items.
Appendix Β again refers.

3.9.

Although originally designed for the Lloyd's market, the funded
accounting system has been carried over into the UK company
market, especially in the classes where Lloyd's predominates, i.e
marine, aviation and reinsurance. With its perceived delay in profit
estimation and distribution, funded accounts are seen as particularly
appropriate for long-tail business.

3.10.

Where discounting principles have been introduced into funded
accounts, the discounted provision is that set up on first closing, e.g.
after three years. Consideration could be given to the open year
position. There is one school of thought which says that there is a
logical consequence of discounting after three years: namely, that
the funds being accumulated in the open years should include the
investment earnings on the funds being accumulated.

3.11.

In considering coverage by category, it would be logical for a
discounting methodology to ensure that the discounted value of the
aggregate provision was equal to the aggregate of the discounted
values of the provisions for individual categories of business.
However the practical methods of introducing discounting are such
that this relationship is unlikely to work out in practice if the two
computations are done independently. To secure the relationship a
"top down" or a "bottom up" approach needs to be adopted. It is
unlikely that the two approaches would be coincident.
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4.

The assessment of an undiscounted liability

4.1.

It is not the purpose of this note to dwell on the methods for
deriving an assessment of the undiscounted provisions. They are
considered elsewhere in the literature. Suffice it to say that there
are many methods and that quite often the final assessment of the
amount may have regard to a number of these methods. Some of
these methods may produce a stream of cash flow payments and
some may not. Until such time, if ever, that there is a standard
method which generates cash flow payments, discounting
methodology should regard stages 1 and 2 as distinct, with the choice
of a payment pattern not dependent on the method used in deriving
the undiscounted amount. There should of course be consistency of
assumptions.

4.2.

The assumptions underlying an undiscounted provision cover a
number of factors, including a claim escalation rate with two
components, an inflation rate based on earnings (or prices) and a
balance item to cover specific inflationary factors relevant to the
provision (e.g judicial inflation). Of ail the factors which go into the
assessment, the inflation rate receives possibly undue prominence as
it is the factor most understood by non-experts in the assessment of
technical reserves.
Although there are a large number of
assumptions underlying any estimate of an undiscounted liability,
current practice does not always make them explicit. Indeed it is
believed that some estimates can only be justified on the basis of
implicit discounting.

4.3.

The acceptance of inwards reinsurance as always produces its own
extra set of problems. For instance the reinsurer may not be clear
whether the claims that have been notified to it by the ceding
insurer are discounted (explicitly or implicitly) or not. In particular
the question of discounting gross or net of protections is generally
of more significance. There are significant differences in the gross
payment patterns and the pattern for payments to the companies
providing the protection. Generally speaking it is preferable in such
cases to project separately rather than not.

4.4.

It is quite common for a claim reserving method to be applied to,
say, claims on a gross of reinsurance basis. Given the nature of
reinsurance the cash flow of the reinsurance stream may be
substantially different from the cash flow of the underlying direct
writings. Considerable attention must be given to this feature.

4.5.

The normal provisions considered make no specific allowance for
bad debts, such as not being able to make a claim recovery. There
are various ways in which provisions could be set up for such bad
debts, including an implicit allowance through observing that not
discounting provides a margin for other contingencies. The non
recovery of a claim payment from a reinsurer has obvious
consequences for the cash flow of the outstanding liability. The bad
debt problem has recently received considerable publicity in a
different context, viz, the lending by banks to less developed
countries. There are points emerging on discounting here which may
draw some interesting parallels.

4.6.

There is one type of outstanding liability which will give rise to
significant practical problems in the area of discounting. These are
the claims where there is a significant problem in the original
estimation because of discovery and judicial delays and which
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account for a significant
proportionof the totalliability
so that
they cannot be subsumed into a statistical
aggregate. Typically
asbestosand pollutiontype claim reserves fall in this category. The
problem of estimatinga singlepoint estimate from what could be
quite a wide range,for the fullamount payable,makes the value of
introducing a discounting adjustment a second or third order point.
For example a claim estimator may think that future claim
payments of £x and £(x+y) are equally likely (y>o). The estimator
might go for £x on the basisthat the claims would not be paid for
some time and the future investment earnings would provide a
contingency margin. If discountingis brought into account then
there would be a very arbitrarychoice of discountingperiod so that
the discountingfactoritself
could vary considerably,
say by a factor
of 2. However the discounted amount itselfmay be small in
comparison to £y. With these uncertaintiesand with no explicit
discountingthe estimator may be prepared to go for £x. With
explicitdiscountingit would be imprudent for the estimatorto go
for the lowest likely value.
4.7. The above example probably relates to the majority of reinsurance
reserves,especiallyin the early years and more especiallyto the
longer tail lines. Thus in the context of reserving for a reinsurance
portfoliodiscountingcan become a second order process. In
introducinga furtherlayer of uncertainty,it could have the effect
of increasing
rather than reducing estimating error.
4.8. In the new US laws for treatment of a loss reserve, discounted
unpaid lossesas of the end of any taxable year are computed for
each accident year and each line of business and are net of
reinsurances. Losses include all loss adjustment expenses, both
allocated and unallocated. The starting point is the reserves which
are set up in their statutory accounts. If the company claims that
these are alreadydiscounted,then the net reserve has to be grossed
up to “the extent which can be determined on the basis of
informationdisclosedon or with the annual statement”. Discounted
unpaid losses for tax purposes cannot exceed the actual reserves
filed in the annual statement. (This might be the case if the
company discounted its reserves for statutory purposes at a higher
interestrate than was used for tax purposes).This provisionapplies
on a by line,by accidentyear basis. An equivalentapproach in the
UK could possibly be to start from the DTI returns, at least where
these are available. (N.B this is not appropriate for overseas
subsidiaries
of a UK company).
4.9.

Line (classor category)reservesare shown only in the DTI Returns
although they must be available in the build up of the financialaccounts. The DTI Returns show a gross provision by risk group,
although the risk groups vary from one company to another. Net
provisions are shown by accounting class for the aggregation of all
territories
so that the run off statements on a net basis may be
distortedthrough currency fluctuations.

5.

Cash Flow Patterns

5.1.

Having deduced an undiscountedamount for the provisionthe next
stage is to apply a pattern of cash payments to the undiscounted
estimate. Either that pattern is independent of the derivationof
the undiscountedprovisionor it can be deduced from the working
sheets of the computation of the provision.
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5.2. An example where the working sheets may contain cash patterns is
where a statistical
method such as chain ladder has been used.
There are a fair number of variants of such methods and it is
believedthat there are very few companies which relysolelyon one
such method and have a unique derivation of their undiscounted
estimate,even for a singlecategory of business.There may be one
or two businessclassifications
for which such a basisexists. If it
does exist,then a patterncan be established.There are many other
statistical
estimatingmethods, such as Bornhuetter-Ferguson,
which
do not buildthe estimates“bottom-up” for projectionfor each year
of account. It is conceivable that all case estimates should include
an expected year (or years) of payment, but as yet there is no
requirement for ‘proper records’ to record this fact. Indeed this
COUld lead to futher provisions. Just as there is talk of IBNER (not
enough) there would have to be talk of DENA (duration estimates
needingadjustment).
5.3.

One can see how payment patternsderivedfrom the worksheetsmay
be consideredas suspect with too much judgement attached. In
consequence there is a naturaldesireto use standardpatterns. Of
coursethesestandardpatternsmay be inappropriate
when appliedin
practice. Ideallythisisan area that a professional
can enter and a
workable system could start from the basis of standard patterns
with deviation from the standard being acceptable where
accompanied by a professional
reportexplainingthe reasons for the
departureand the derivation
of the alternative
patterns.

5.4.

Back to the US rules,the standard loss payment patterns are
calculatedby industryaggregate informationfor each lineand are
locked in for five years. As explainedin Appendix A(2) a company
may elect to use its own pattern if it represents a meaningful
portionof the industry%reserves. Few insurersare believedto be
wanting to avail themselves of this election. Indeed one would think
that a more logicalrule for an election would be to cover the cases
where an insurer’s
patternexhibitedthe greatestdeparture from an
industry average and that this is more likely to happen when the
insurers
portionof the industry’s
reservesisnot meaningful.

5.5.

The problems of defining the coverage for industry average figures
has been mentioned in 4.8. In additionin a UK context there is an
international
context not present in the US. Even if UK aggregates
were to be produced for accountingclasses,then there would be a
problem of interpreting
the resultant data. The derived patterns
would depend on a number of factors, including the inflation
experienced over the period. There should in theory be careful
manipulationof the data to remove inflationary
effects. There
would also be a need to reinsertan inflationary
factor consistent
with the inflation
factorinherentin rate of discountto be used.

5.6.

As always the identification
of cash flow patterns for reinsurance
business posses extra problems. In this category one would include
international
businesssuch as marine and aviationwhere claims are
payable in a number of currencies. A lack of knowledge of the
underlyingcurrency can, despite DTI regulationsor sometimes
because of them, make currency cash flows patterns difficult
or
impossibleto identify.
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5.7.

The impact of discounting is greatest in those very areas where it is
most difficult to get a standard pattern. For a given category of
business various insurers have developed views on typical patterns.
Guaschi suggested a pattern for Accident Excess of Loss Business.
It may be possible to establish Industry Standards through a bureau
equivalent to the Continuous Mortality Investigation for producing
mortality rates. Like mortality rates there is a continuing need for
monitoring actual against expected experience and changing the
standard. From the variability inherent within general insurance
business, it would follow that such standard patterns should be
adjusted for the experience of the individual insurer or reinsurer.

6.

The choice of a discount rate

6.1.

Given a projected cash flow stream from Stage 1 and Stage 2, the
third and final stage is to compute the Net Present Value of that
stream. The computation is trivial and normally based on annual
flows, with a normal assumption that the cash flow is payable at the
half year. This assumption may be invalid for some business, e.g.
short-tail weather claims. On the other hand the choice of a
discount rate has a fair number of theoretical complexities.

6.2.

Before discussing all these theoretical issues it is worth noting that
most of these issues could be ignored "at a stroke" by taking a
conservative discount rate. A nominal 5% in current UK conditions
would be conservative if applied to realistic cash flows which have
properly analysed reinsurance flows and retentions of deposits.
Whether or not such conservatism is appropriate depends on the
context of the discounting. Given the degree of estimation involved
in the projection of the cash flow, the reduction in a provision
consequential to a more "realistic" rate may be small in comparison
to the effect on the provision of quite feasible changes in the other
parameters of the estimating process.

6.3.

There has been some theoretical argument over whether the rate of
discount should be on a gross or net of tax basis. The working party
has concluded, through worked examples, through logic and through
parallels with appraised values, that a gross rate is appropriate
where discounted provisions are used for tax purposes. Accounts
drawn up on this basis would produce a zero profit in each year of a
run off situation where claims and interest payments are accurately
known and where the asset income matches the claim outgo.

6.4.

The discount rate could be a set notional rate, possibly having
regard to current investment conditions, or a rate based on the
investment return on a set of assets considered to be matching the
liabilities. The use of a notional rate based on current investment
conditions can be justified on the grounds (theoretical) that the
asset portfolio could be sold and reinvested in other assets. Modern
dedicated bond management techniques are now such that a bond
portfolio could be created to match, or nearly match, this cash flow.
If the actual investment portfolio is different from a notional
dedicated portfolio, then the risks deriving from this situation
should be covered by a mismatch reserve. Current mythology in the
UK is that such a mismatch reserve, which could take the form of
an investment contingency reserve reducing asset values, is not an
allowable deduction, that profit is struck in the financial accounts
before setting up such a reserve and that one of the functions of the
solvency margin is to cover this contingency.
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6.5.

The generation of non interest earning assets causes some
modification
of writers
the above
statement.
around
10%of a
direct
technical
provisionsTypically
may be covered
by agents
direct writers technical provisions may be covered by agents

balance s and similar ne t current assets . Fo r lines of reinsurance
business the percentages are greater. It is quite normal to see
levels of 20-30% and there are companies with 80% of their assets
non-interest bearing, especially with the retention of deposits by
ceding companies or the setting up of letters of credit, both of
which usuall ear n rates of interest lower than those obtainable on
investments . This facto r should be borne in mind even when a
notional rate of interest is used, with the rate reduced by a factor
based on the ratio of net current operational assets to the
provisions, although great care could be exercised to check the
consistency of this assumption with the original cash flow
projection. If discounting is undertaken by category or by accident
or underwriting year, the problems of the attribution of these net
current assets increase.
6.6 .

Even if there is a notional rate based on a matching of mean terms
there will probably be a re-investment risk and again this is
normally not specifically provided for and regarded as a function of
the solvency margin. It could be possible to construct an investment
portfolio which matches the cash flow on a year by year basis. This
would still leave an investment risk as the actual cash flow diverges
from the expected.

6.7.

Reverting to the US situation for claim provisions, there is a
prescribed rate for each accident year. These have reference to the
mid-term interest or investment rate, which is calculated each
month by the Treasury based on the average yield on secondary
market sales of existing Treasury securities with a remaining term
to maturity of between three and nine years. The rate to be used is
the average such rate over the five years prior to the beginning of
the accident year. It is noted that this rate does not have reference
to current investment conditions or even to conditions at the time a
provision was set up. If the reserve was set up at a time when the
five year average was 7% and current rates were 5%, it would
appear peculiar to assume the anticipation of future investment
income 2 percent points greater than that which could be earned
without risk. Similarly if the reserve for that accident year needed
strengthening after three years, one would still have to assume 7%.
Conversly if there is a release of reverse, one could envisage some
fun and games in deciding (where choice is possible) on the
appropriate year for the release of reverse. On first sight a
prospective rate would appear to be more appropriate than a
historic smoothed rate.

6.8 .

The use of a notional rate has its place, when trying to keep things
simple. However any logical presentation should always try to
introduce an element of consistency between the different elements
of the balance sheet. For example the basis for valuation of the
assets should be consistent with the basis for the valuation of the
liabilities. It is again not the purpose of this paper to stray into the
reasons why illogicalities in the various financial and fiscal returns
exist, merely to note that they do exist. In particular there is a
taxation option against the insurer in that profits produce a tax
payment but losses do not necessarily produce a tax recovery (where
underwriting losses can only be carried back against profits for two
years and are otherwise limited to the extent that the company's
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group earns profit in the year). This is true in aggregate but not
necessarily by line and there could be a delayed recovery from
future profits (if there is a future for the company).
6.9.

Moving on from notional to actual investment returns, the problems
of attribution of net current assets and earnings remain, as does the
reinvestment risk. If assets are valued on a market basis, as they
are for most UK insurance companies' financial and solvency
returns, then the discount rate should be based on current rates of
return. Following on from 6.8, it is difficult to suggest articulate
solutions whilst profits are reported with no regard to capital
appreciation but asset valuations do have regard to such
appreciation. On the other hand basing valuations on the book
values of investments will lead into its own set of odd results.

6.10.

A logical investment rate of return would embrace the total
investment return, and not just interest, dividends and rents. Even
if a set of assets can be identified the total investment return can
only be calculated for the year just ended. The potential investment
return using current market values is not known. It is possible that
bringing in an adjustment for this factor leads back into notional
rates. However a Form 45 yield could be computed, although this is
a mixture of redemption yields on redeemable bonds and running
yields on equities and property. A possibility would be for the
discount rate to follow this yield subject to the adjustments, e.g. for
the risk of default, set out in Regulation 59 of the Insurance
Companies Act. Such a calculation would be very sensitive to the
choice of the asset base. For instance if the chosen asset base were
the total assets of the insurer, then the results of a rights issue reinvested in equities could well be to strengthen the solvency margin,
reduce the discount rate and increase the provision (and thus to
some extent offset the increase in the solvency margin). Some
stretching of the imagination is required to cover this concept.

6.11.

A "current market value" rate of discounting implies that the rate
would be changed from one accounting year to the next for all
underwriting/accident years. This brings in a fresh set of problems
on accounting for the changes.

6.12.

The above discussion has made a number of points highlighting the
practical problem of introducing discounted provisions into accounts
which are not, as a whole, articulate. It is interesting to note the
ABI statement that "the rate used for discounting should not exceed
a conservative estimate of the rate of investment income which the
enterprise considers is most likely to be earned on its investment
portfolio over the term during which the claims are to be settled.
The rate is unlikely to exceed the rate then being earned on its
existing portfolio and should have regard to future inflation,
variability in asset values and the enterprise's investment policy."
This raises the issue of how conservative conservative should be as
well as not resolving the other problems posed.

6.13.

The currency factor is significant for many UK insurers, being
particularly significant for reinsurers and on funded business
generally. For London market companies it is generally, although
not always, possible to separate out liabilities for US$ and Canadian
$ business, but not for other currencies. Direct companies are
already subject to the implementation of the EC directive which
requires 80% matching of currency assets by currency liabilities.
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MAT business and reinsurance has been excluded from the
regulations. Many of the reasons why the identification of a
currency liability is problematic for the excluded classes are also
problems in introducing an identifiable rate of discount based on
asset/liability relationships.
6.14.

The problems to be taken into account in considering currency
aspects include
.

Reinsurances arising from excess loss protections are normally
on a pool basis.

.

No statistical analysis may be made of premium and claim
development in other currencies settled in £ or US$ and
usually (not always) invested in £ or US$. In any case, the
portfolio of business in each such currency is often small with
resultant large fluctuation in claim amounts.

.

There is no certainty that claims will arise in the currency in
which the insurance was written, particularly in the case of
marine and aviation insurance.

.

Treaty reinsurances
currencies.

.

Liability claim settlements often depend on court settlements
and can involve long delays, the duration of which varies from
country to country.

.

The cash flow pattern will vary between currencies,
particularly in the case of currencies where exchange control
problems exist or there is a dire shortage of hard currency.

.

Recovery of insurance claims placed with offices in other
countries may involve long settlement delays.

.

The rates of investment return will vary by the currency in
which investment has been made.

may

cover

a

whole

amalgam

of

In brief, there is a morass of issues which will emerge in the
attempt to apply consistent discounting principles to a liability
portfolio with a considerable overseas content. Many of these
problems already exist in the estimation of the undiscounted amount
and the choice of a suitable discount rate is very much a third order
issue after the identification and resolution of a suitable cash flow
profile.
7.

Accounts and Returns

7.1.

The establishment of a discounted provision has a number of
consequences in terms of reporting structures, in particular the
financial accounts and the DTI Returns. This section considers some
of the consequences. The task is rendered more difficult for the
financial accounts by the lack of a generally accepted starting
point. These accounting issues are more than mere presentational
problems, for the perceptions which arise from the presentation
feed back into views on profit and hence rating (both credit and
premium) and capitalisation bases.
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Financial Statements under SORP
7.2.

The ABI SORP provides one frame of reference in respect of the
financial reporting of insurance companies.
It deals with
discounting and claims in paragraphs 37.1. to 40.1. which for
reference are shown in Appendix D. Following the SORP and having
regard to accounting standards, it appears that financial statements
should:
.

disclose the discounting adjustments.

.

include a
reserving.

.

deal with changes in accounting policy for providing for
outstanding claims from a non-discounted basis to a discounted
basis in accordance with Statement of Standard Accounting
Practice No. 6 (SSAP 6).

.

adopt a consistent approach to the application of discount
rates and attributable investment return.

.

account for deferred tax assets and liabilities arising from
differences between the bases used to recognise outstanding
claims for tax and accounts purposes in accordance with
SSAP15.

.

describe and quantify the effects of any revisions of key
assumptions. It should be noted that these do not constitute
changes in accounting policy under SSAP6.

clearly

worded

accounting

policy

for

claims

The set of accounts shown in Appendix Ε incorporate one approach
.
which adopts these tenets. It poses a number of problems so that in
no way should these accounts be regarded as a recommendation.
They are there to illustrate issues.
7.3.

The SORP recommends that any discounting adjustments should be
incorporated in the revenue account, although it permits these
adjustments to be dealt with elsewhere in the financial statement.
The adjustment is the excess of the undiscounted provision over the
discounted provision. The reason that has been put forward for
disclosing the adjustment is to permit readers and analysts of the
accounts to re-compute the statements on an undiscounted basis,
giving the reader the choice. It is also a requirement of the EC
Directive. As the accounts have been prepared on a discounted
basis, it is not really relevant to disclose the discounting adjustment
in the revenue account itself. Notes therefore appear the most
suitable form of disclosure.
.

l

It has been suggested that analysts may wish to make
adjustments for comparability purposes and international
reinsurers may wish to restate provisions in a form to which
they are accustomed. If the comparisons are of trends over
years, it is difficult to see why this discounting adjustment
should be shown year in year out whilst other basis changes are
In the case of
illustrated in the year of change only.
international reinsurers, some of whom may be implicitly
discounting, adding back the reserving adjustment does not
necessarily give a like with like adjustment.
If discounting has been accepted as valid, it is then difficult to
see why this factor should be singled out as a noteworthy item.
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The extent to which an undiscountedreserve exceeds the
current cost liability
is equally valid,as are a lot more
assumptions.
.

The additional
reservefor unexpiredrisks(DTI definition)
may
have been computed havinghad regardto discounting
(see 3.6).
There has been no suggestion,
and itisnot suggestednow, that
there shouldbe a note to show what the additional
provision
would have been if discounting had not been taken into
account. Nor for thatmatter istherea note to show what the
assetswould have been if discounting
had not been taken into
account inthe valuation
of the assets.

In conclusionthere appears to be minimal intellectual
backing for
singling
out thisdisclosure
requirement.
It is not considerednecessaryto disclosethisinformationon the
face of the revenue account because the adjustments have no direct
relevanceto a set of financial
statementswhich are preparedon a
discountedbasis.
7.4.

The SORP’s guidanceon accountingpolicydisclosure
stipulates
as a
minimum:
.

the classesor groupingsof businessinvolved.

.

the methods applied,
including
the range of discountratesused
and the mean term of the liabilities.

.

the treatmentof the attributable
investmentincome.

In a theoretical
sense, an accounting policy should be consistently
applied and all classes would be accounted for with discounted
reserves. In practiceand for the reasons set out already,the
approachtaken by the SORP may be mare practical.
Includedinthe
specimen account is a draftaccountingpolicynote settingout the
bases used for establishing
claims provisions
and accountingfor the
attributable
investmentreturn.Briefdetailsof the key assumptions
are included in the note which summarises the claims provisions,
including
comparativesineach case.
7.5.

The requirementto show a mean term needs some comment. We
presume that the mean term is
months where
isthe
assumed cash outflow in month n. In termsof informativepowers
thiswillhave problems. For instanceincreasesin assumed future
inflation
rates would lead to a lengtheningof the mean term.
Effective mean terms based on the discounted values may be
considered too technical for some readers. Where the provisions
relateto the type of claim describedin 4.6.- the asbestosis
and
similar type claims - the mean term becomes a very arbitrary
amount. What the readermay not understandisthat the mean term
is not normallya constituentof the reserving basis but a statistic
calculated
as a by product. The SORP does not make clearwhether
it requiresthe mean term of allliabilities
or of the range for the
variousgroupingswhich are being discounted. Even for a given
groupingthe mean term could change with the businessmix within
the grouping.

7.6.

The example shows justone rate of discountfor MAT and one for
liability.
Where there are a number of rates,the disclosureof
disdisplayisof
a lot of bewildering
information.
On thetoother
hand the
they
ranges
recommended.
Ranges
are necessary
prevent
displaya a lot of bewildering information. On the other hand they
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also conceal, reducing the value of the disclosure.
7.7.

SSAP6 prescribes how a change in accounting policy should be
accounted for. A switch from providing for outstanding claims on a
non-discounted basis to a discounted basis would be a change in
policy. The change is achieved by expressing the current year
revenue and profit and loss accounts under the new policy and
restating the comparative figures. The brought forward profit and
loss account balance then requires adjustment to reflect the
cumulative effect of the new policy. The specimen profit and loss
account demonstrates how these adjustments are disclosed under
SSAP6. A similar approach is taken to the disclosure of material
adjustments to correct a fundamental error in the previous
accounts. Adjustments which reflect changes to estimates or
assumptions arising from the passage of time, however, should not
be accounted for by adjusting comparatives. The effect of the
change will instead flow through the current year's results. If
material, the change can be disclosed as an exceptional item to
highlight its "distorting" effect.

7.8.

When discounting adjustments are incorporated in the revenue
account, a portion of the before tax investment return should be
credited to that account. The quantification of the attributable
investment return credited to the revenue account should be
consistent with the discount rate used to evaluate the claims
provisions.

7.9.

To the extent that the application of a discounting accounting policy
may lead to differences in profit for accounts and tax purposes,
timing differences will arise. SSAP15 requires that "tax deferred or
accelerated by the effect of timing differences should not be
accounted for to the extent that it is probable that a liability or
asset will not crystallise." Additionally, it requires that the major
components of timing differences be disclosed together with the
amounts provided and the full potential deferred tax in each case.
Deferred tax liabilities arising from, for example, accelerated
capital allowances can be offset against deferred tax assets such as
tax losses or interest payable.
It is possible that the discounting methods for accounts purposes will
give rise to higher provisions for accounts than for tax purposes. As
a result, the accounts profit will be lower than the taxable profits
and a potential deferred tax asset will arise. Under SSAP15, for
prudence reasons, this asset can normally only be recognised to the
An overall
extent that it is offest by deferred tax liabilities.
deferred tax asset is rarely set up and only in circumstances where
they are expected to be recoverable without replacement by
equivalent debit balances. As with unrealised gains, it appears that
the prudent approach may prejudice the presentation of a true and
fair view.

7.10.

A change to a key assumption in a discounting calculation does not
constitute a change in accounting policy. The resultant revenue
account benefit or charge is not therefore treated as a prior year
adjustment. Changes in estimates used for accounts purposes can be
disclosed as exceptional items under SSAP6 if they are material. A
change in a discounting assumption affects the underwriting result
and, as such, could be disclosed as an exceptional item in the
revenue account rather than the profit and loss account. The
specimen accounts illustrate one suggestion for adjusting the
comparatives in note χ and reconciling the revised total of the
previous year's reserves to the previously reported total.
116

.

Again there are a number of key assumptions so that the
identification of only one particular aspect, the rate of
discount, as an exceptional item is somewhat illogical.

.

A key assumption could be the real rate of return assumed. It
is strange that this should be unbundled with the effect of
inflation on interest rates shown as an exceptional item but
not the corresponding effect of inflation on the underlying
liability.

.

The link through to the asset is lost. In the case of a matched
non-sterling asset and liability, the change in the sterling
value of the liability is taken through reserves and not in the
revenue account. Where the discount rate is linked to the
return on the balance sheet value of assets, and that value
changes, then it would appear consistent for such offsetting
changes in the discounted claim provisions to be taken through
reserves.

.

Only significant movements in the provisions on a change in a
key assumption need be shown as an exceptional item. This
opens up the debate on what is significant.

On reflection the inclusion of the exceptional item on the face of
the balance sheet should be used very sparingly. Regular use might
indicate that the exceptions are not exceptional.
7.11.

The SORP does not appear to address some of the issues which
embrace discounting and disclosure in connection with fund
accounts. The discounting adjustment may only relate to closed
years. Quoting a mean term may relate to the mean term from first
closure.
The EC Directive

7.12.

An alternative structure to the SORP is provided by current
proposals for an insurance version of the fourth directive. For those
not familiar with these proposals a resume is enclosed as Appendix
F. The accounts for SORP Insurance Plc as shown in Appendix Ε
would require presentational modification to comply with the
proposed directive but the proposals appear to permit discounting
where this is calculated on an actuarial basis, although it does not
require the computation to be undertaken by an actuary. It may be
possible to construe the line "Other technical income" in the
Technical Account as the place where investment income already
anticipated by the discounting process can be brought into account.

7.13.

The proposals do, however, appear defective in their omission of
unrealised appreciation as even a possibility from the non-technical
account, and the treatment of fund accounting is obscure. There
are currently divergent views on the interpretation of the current
drafting of the proposed directive. One view is that the "true and
fair" requirement will predominate, pointing towards best estimates.
The other looks to one clause (52) as having precedent. This
requires that the provisions are sufficient to ensure that liabilities
can be met.
The DTI Returns

7.14.

The use of discounted reserves would lead to limitations in the
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appropriateness of existing requirements for Accounts and
Statements. In particular, non-marine business Form 23, which
analyses run-off results for claims outstanding net of reinsurance
reserves, could be modified by the incorporation of an additional
column recording the unwinding of the discount. The form is
already deficient in its treatment of the effect of exchange rate
movements on currency liabilities. It would be equally deficient in
its treatment of changes in the rate of discount. Modification of
forms 22, 27, 29 and 33 would also be necessary for a consistent
approach to monitoring the unwinding of the discount.
7.15.

As regards business accounted for on a three year basis, the
approach taken in this paper would require an additional line to be
added to Form 24 recording the investment return credited to the
fund, with a corresponding modification to Form 20 and 35.

7.16.

Additionally, both the SORP and the Directive require far greater
disclosure of gross and net amounts. If such information becomes
generally available, there may be a wish to expand and modify the
forms further. Without these modifications, it is not possible to
properly present results on a discounted basis. In particular,
allocated investment return can currently be recorded only on Form
20.
Claims incurred, movement in funds and run-off results
recorded on other forms and calculated on a discounted basis give a
distorted result if they are not presented alongside this allocated
investment return.

7.17.

Thus a proper treatment of discounting brings a further extension of
forms which are already complex. We would encourage any review
of alternative methods of reporting and data maintenance aimed at
easing the burden on insurers whilst being sufficient to demonstrate
the dynamics of the operation.

8.

The Financial Effects of Discounting

8.1.

The financial impact of a change to a discounted basis depends on
several factors; in particular those discussed earlier relating to the
discount rate and payment patterns adopted, and the ultimate claim
reserve basis to be discounted. There are also more subtle factors
at play, for example, the rate of growth of the portfolio, as
instanced in Section 8.4.

8.2.

Three areas of particular significance are:

8.3.

.

Whether a move to discounted reserves for fiscal profit
calculations is also adopted for company accounts and
regulatory purposes.

.

Whether the move to a discounted basis is immediate, on a
"fresh start" basis, as implemented recently in USA, or on
some intermediate basis.

.

Whether offsetting relief will be introduced for provisions for
future outstanding claims expenses (OUCE), or for other
current tax anomalies.

The Fresh Start provision is described in Appendix A (1). For the
.
purpose
of the model insurer, described in Appendix G, Fresh Start
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for calculation purposes means that the re-statement of opening
prior year provisions on a discounted basis does not give rise to an
extra tax charge in the year of change. This is in fact consistent
with the approach adopted in SSAP9 in 1975 for changes in stock
valuations. There are some interesting aspects of this Fresh Start
(or forgiveness of income).
.

It would appear that if a company is in a run down situation
the result is that less tax will be paid and the forgiveness is
just that. More normally on a growing account, more tax
would be paid.

.

On introduction there would be incentive not to under-reserve
for claims in the year of accident preceding the change in
legislation and less incentive to strengthen prior years. Such
incentives could change observed statistical patterns and
possibly mislead analysts.

8.4.

The .of Appendix G is a straightforward one, intended
specifically to follow changes in discounting claims from the
revenue account (or first and second technical results in the
language of the proposed E.C. insurance accounting directive),
through the Profit and Loss Account and into the Balance Sheet. It
deliberately simplifies cash flow assumptions, but this is unlikely to
affect the reasonable comparison of the various specific
alternatives explored.

8.5.

The model was set up to illustrate the effects of introducing
discounting into the provision for outstanding claims for insurance
companies accounting on a one year basis. In particular the results
of discounting being introduced only for fiscal purposes, only for
accounting purposes, or both are illustrated.
To the extent that the bases for discounting may be different for
fiscal and financial purposes there is a question of degree, with a
"non-discounted" assumption representing the limit of a range of
assumptions. Solvency margins have been shown as in line with the
financial accounts, although there are yet further differences in
practice between the two.
The model does allow for some
alternative accounting treatment, in particular, changes in
accounting bases and extraordinary items. Extraordinary items, in
contrast to exceptional items, are shown in the Profit and Loss
Account after the post-tax profits figure has been struck and have
the effect of maintaining profits at more "normal" levels in
transition, with major tax charges or profit releases being carried to
reserves. These are illustrated in terms of effect on the solvency
ratio, i.e. published shareholders funds (net assets)/written
premiums.

..
8.6.

A specimen portfolio with a medium long tail has been set up on the
model and run until mature (Year 0). In Year 1, the discounting
alternatives have been imposed, and the resulting effects followed
through into the profit and loss and balance sheet areas. The full
spreadsheet is available on a Symphony diskette and the Appendix G
shows an extract from the spreadsheet. The "appraised value" for
the purpose of this model is shown in Year 10 as the net asset value
at that time plus the net present value of the future cash flow. Up
to Year 10 the model has assumed the same dividend on all the runs
so that the year 10 appraised value provides a fair comparison.
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8.7.

The worst impact is where fiscal discounting is imposed, but
company accounts and regulatory bases stay as before.

TABLE 1: FISCAL DISCOUNTING ONLY (no change in OUCE treatment)
Post-Tax Profits

Appraised
Value

Solvency
Margin (%)

Condition/
Year

0

1

5

10

Year
10

0

No Change

137

151

222

358

3470

Immediate

137

141

198

317

Fresh Start

137

141

205

326

1

5

41.3

41.4

41.6

41.9

3301

41.3

37.1

36.7

36.1

3464

41.3

41.0

39.9

38.7

10

Discounting:

In addition there is an extraordinary tax charge of 100 in Year 0 for
the scenario where discounting is introduced immediately with no
fresh start allowance.
The effective tax rates (that is total tax payable dividend by pre-tax
profits + gross adjustments) are dramatically increased:TABLE 2: FISCAL DISCOUNTING ONLY (no change in OUCE treatment)
Effective Tax Rate
(%)

Claims Ratio
(%)

Condition/
Year

0

1

No Change

36.8

36.8 36.8

36.8

Immediate

36.8

82.6 41.2

41.3

Fresh Start

36.8

41.0 41.0

41.1

5

10

0

1

5

10

Discounting:
All at 78.5

This assumes the company is not in a position to create a deferred
tax asset through having potential losses elsewhere.
As can be seen, the company position is apparently, and actually
worse than before. It has accelerated tax payments and lost cash
flow.
In the fresh start alternative, the position is improved somewhat,
but results are still worse than before the change. The appraised
value for the fresh start appears to be of the same order as that
where there is no discounting. The relative net asset values are
2564 and 2370 so that more weight is given to the future cash flows
of the fresh start scenario. The extent to which these two factors
offset each other is of course dependent on the numbers chosen for
the illustration.
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8.8.

A further possibility has been explored, that being a gradual change
to a fully discounted basis, i.e. one where there is no permanent
forgiveness of income. The model did assume the forgiveness
applied to the outstanding claims provision prior to the transition
date and ran off with the outstanding claims. While this alternative
eases the transition effect in solvency terms, it leaves the overall
position little better after the transition period. This version would
be complicated to administer and practice.

8.9.

Where both fiscal and company accounts are discounted, despite the
acceleration of tax and loss of consequent cash flow, the position is
as follows:

TABLE 3; FISCAL AND COMPANY ACCOUNTS DISCOUNTED
(no change in OUCE treatment)
Solvency
Appraised
Post-Tax Profits
Margin (%)
Value
Condition/
Year

0

1

5

10

Year
10

0

No Change

137

151

222

358

3470

Immediate

137

171

242

387

Fresh Start

137

171

249

397

1

5

10

41.3

41.4

41.6

41.9

3397

41.3

49.8

49.4

48.8

3560

41.3

53.7

52.6

51.4

Discounting:

TABLE 4: FISCAL AND COMPANY ACCOUNTS DISCOUNTED
(no change in OUCE treatment)
Apparent Tax Rates
(%)
Condition/
Year

0

1

No Change

36.8

36.8 36.8

36.8

Immediate

36.8

34.8 36.5

Fresh Start

36.8

17.2 36.4

5

10

Claims Ratio
(%)
0

1

5

10

78.5

78.5

78.5

78.5

36.5

78.5

77.3

77.3

77.3

36.5

78.5

77.3

77.3

77.3

Discounting:

The company appears to be more profitable and reports higher
solvency than would otherwise be the case after either basis of
switching to discounting has been adopted. It has however lost
"hidden reserves", which will be significant in a wind-up situation
for the ultimate ability to meet claims payments in excess of those
expected. If the same level of security for policyholders is to be
achieved, this suggests that solvency margins should be maintained
at a higher level after discounting than before. However, these
reserves are now also available for other solvency purposes and
capital efficiency of the insurance entity is improved. The company
is receiving a higher return on its capital but with the loss of a
hidden reserve it requires a higher return for the higher risk.
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8.10.

The previous conclusion was illustrated at a portfolio rate of growth
of 10% per annum. By varying the rate of growth, it is clear that
there is a critical point, generally at lower growth levels, below
which the change to a discounted basis has a negative effect on the
apparent financial profitability of the company in the longer run.
This is essentially when earlier recognition of technical profits on a
growing portfolio does not offset the loss of interest on accelerated
tax payments that have been made in consequence of switching to a
discounted basis. This can be illustrated for our model portfolio at
zero percent growth, where it will be seen that the post tax profits
are just lower than in an undiscounted position by the tenth year,
although the solvency margin still remains higher.

TABLE 5: LOWER GROWTH RATE (ALL ACCOUNTS DISCOUNTED)
Post-Tax Profits

Condition/
Year

Appraised
Value

Solvency
Margin (%)

0

1

5

10

Year
10

0

No Change

137

153

205

247

2674

Fresh Start
Discounting

137

168

205

245

2775

1

5

10

41.3

45.6

66.3

93.5

41.3

58.9

80.3

107.3

Growth 0%

8.11.

All calculations have so far been illustrated using a 7% maximum
discount rate. If the rate of discount is varied to 5% or 9%
(compared to the 9% assumed earned interest rate), then we have:-

TABLE 6:VARYING DISCOUNT RATE (ALL ACCOUNTS DISCOUNTED)
Post-Tax Profits
Condition/
Year

Appraised
Value

Solvency
Margin (%)

0

1

5

10

Year
10

0

@ 5%

137

166

242

387

3532

@ 7%

137

171

249

397

@ 9%

137

176

255

406

10

1

5

41.3

50.5

49.8

49.0

3560

41.3

53.7

52.6

51.4

3584

41.3

56.6

55.2

53.7

Fresh Start

Clearly lower rates of discount and shorter tailed portfolios both
diminish the effects outlined above. Conversely higher rates of tax
and higher rates of discount magnify the effect.
In particular, the average effect mean term of this portfolio of
outstanding claims in a mature state is just under 2 years.
For some companies heavy in short-tail householder and similar
classes, the mean term could be closer to 1 year - while long-tailed
classes including reinsurance could be 3-5 or more. The discounting
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impact relates directly as v to the power (effective mean term),
with the mean term tending to be relatively independent of the rate
of interest.
8.12.

We have already indicated that the current lack of relief for
anticipated future claims handling expenses (OUCE) is a major tax
anomaly in the UK. These are required for supervisory purposes in
company accounts. They could typically range from 2.5% to 10% of
outstanding claims. We have illustrated the effect of a 5% provision
being approved or, as currently, disallowed for tax - giving rise to
higher fiscal profits than accounting profits. If 'fresh start' is
allowed for tax purposes, then it is assumed similar provisions would
apply to any similar allowance of future OUCE relief:Post-Tax Profits

Appraised
Value

Solvency
Margin (%)

Condition/
Year

0

1

5

10

Year
10

0

No Change

137

151

222

358

3470

10

1

5

41.3

41.4

41.6

41.9

Discounting for tax only:
Immediate

137

141

198

317

3301

41.3

37.1

36.7

36.1

+ OUCE Relief

137

145

208

333

3377

41.3

39.0

38.3

38.5

8.13.

As noted earlier, there are some sublt inter-actions with other
company characteristics, including the particular company tax
position and some other elements.
It is suggested that each
portfolio needs to be modelled carefully using parameters especially
geared to its actual position in order to estimate the particular
overall business effects of switching to a particular discounted
basis.

8.14.

The case for tax relief on equalisation reserves has been
successfully made in several European countries. We regard this as
yet another linked factor but have not yet extended the model to
cover this.

8.15.

If the statutory solvency basis does not move in line with financial
and fiscal accounts to a discounted basis, there are some interesting
conceptual issues. Such benefits as may arise to an insurer to
recompense for the precipitation of tax payments arise from the
more efficient use of capital. There may be constraints on such
benefits if the solvency regulators do not accept discounting, or
require a further statutory minimum. Some insurers may be living
well within their means in terms of cover for their statutory margin
as shown by their DTI Returns. Such insurers would be able to live
with the benefits of the increased perceived margin in the financial
accounts and gear up their operations accordingly. Insurers living
close to current minima would not be able to take any benefit and
indeed the precipitation of tax payments might prove hard to
swallow in statutory solvency terms.

8.16.

Previous convention papers (e.g. Chester, 1979) illustrated the
potential increased stability of claims provisions in a discounting
framework.
This arises particularly from the potential for
interaction of claims inflation and interest rates. Thus if claims
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inflation were to increase, it is possible that a corresponding
increase in interest rates and therefore in possible discount rates
might also materialise.
There are, however, two consequences of such a position. Firstly, if
the liabilities are matched by fixed interest securities, these are
likely to drop in value through any rise in interest rates. Thus the
liabilities may prove more stable than the assets.
While the
mismatching position is probably improved by discounting, further
study of asset matching characteristics in varying circumstances is
clearly called for.
A second aspect is the implications in stability terms for published
profits, if under the proposed EEC Insurance Accounts Directive,
movements in unrealised asset values could only be carried in the
balance sheet, whereas any changes in the liability valuation basis
would be reflected in the profit and loss account.
9.

A Way Forward

9.1.

The paper has described a host of difficulties in the derivation of a
logical and consistent approach to the production of discounted
values. It has been pointed out that even if one method could be
advocated for one set of circumstances, that method might not be
suitable for another set.

9.2.

In terms of setting up a process for discounting liabilities there are
two bases:
•
•

a standard formula basis or
an actuarial basis.

The standard formula basis will be a quick and dirty approach and
will inevitably produce figures which are inappropriate for some, if
not all, insurers. Similar criticism can be and has been aimed at
statutory minimum solvency margins. They can be made to work,
especially if they are allowed to embrace conservative principles.
Actuaries can, upon receipt of a specific brief, advise on setting up
such formulae, which would not form "an actuarial basis".
9.3.

Discounting on an actuarial basis is a judgemental affair which links
the objective of the discounting with the specific circumstances of
the insurer. Our interpretation of an actuarial basis is that it is a
basis which an actuary would approve and meets professional
actuarial standards. These standards would require the actuary to
consider a number of points. A checklist of such points for the
actuary is enclosed as Appendix H based on the observations made in
this paper.

9.4.

If the Inland Revenue were to introduce discounting, then it is
suggested that this should be done on an actuarial basis, having
reference to professional guidelines which would be subject to
discussion with the Revenue. However bearing in mind the costs and
availability of actuarial advice, companies should be given the
option of a standard formula. In practice the standard formula
might turn out to be the norm except where it introduces a
significant distortion.

9.5.

The standard formula could be based on claims payment patterns
developed in accordance with the ideas of 5.7. for gross payments.
Reinsurance adjustments should be specific to the progamme of a
24

company. The profession could give help in the development of
standard patterns on the lines of the CMI. The discount rate to be
adopted should have regard to prudence, possibly with 7½% as a
maximum value under current conditions.
9.6.

Although fiscal, financial and statutory accounts need not be in line,
we would encourage congruence of fiscal and financial accounts
with explicit departures where necessary for solvency purposes.

September 1987
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APPENDIX A(1)
DISCOUNTING REQUIREMENTS IN OTHER COUNTRIES
1)

Europe
a)

The Netherlands
For most classes of business, there is no requirement to
discount reserves for tax purposes and undiscounted provisions
are acceptable to the authorities. The exception is disability
insurance where benefits are often in the form of an annuity,
which will be discounted for reserving purposes. Benefits may
be in the form of index-linked annuities, but as inflation in the
Netherlands is negative at present, these do not present any
great problem! For most companies, reserves now have to be
certified by an actuary, and the supervisory authorities require
the actuary to state whether or not the reserves have been
discounted.
The actuary can decide to discount for some
classes of business and not others, but this must be done
consistently from one year to another, and any change in
practice is likely to be queried by the supervisory authorities.
It appears that the tax authorities are generally willing to
accept actuarial reserves in respect of reported claims, but that
IBNR provisions are more difficult to justify for tax purposes.

b)

Sweden
The Swedish supervisory authorities allow companies to reserve
on a generous basis and there is no requirement to discount,
apart from cases where an annuity is payable in settlement of a
claim.
It appears that all companies set up undiscounted
reserves, and these are fully allowed for tax purposes. The
Swedish authorities appear to be very lenient as to the
provisions which are allowable for tax purposes, and within
certain limits, safety reserves are allowed in addition to
outstanding claims reserves and reserves for outstanding claims
settlement expenses.

c)

Rest of Europe
It appears that in much of the rest of Europe, the tax
authorities are more lenient than in the UK as to the reserves
which are allowable for tax purposes.
In most other EEC
countries, insurance companies are encouraged to make tax-free
transfers to catastrophe claims equalisation reserves, and
undiscounted provisions for outstanding claims appear to be the
norm.

2)

Australia
It appears that the discounting of outstanding claims provisions for
the longer
tail classes
(in particular,
Workers'
Compensation
insurance) is almost universal in Australia, both for reporting and
tax purposes.
For short tail classes, undiscounted reserves,
possibly based on case estimates, are generally used.
There is no
legislation which requires discounting, however, nor is there a
relevant accounting standard.
The notes on professional practice
issued by the Institute of Australia assume that outstanding claim
estimates will normally be made on a discounted basis.
Insurance legislation in Australia requires outstanding claim provisions
to be "adequate" without offering any definition of adequacy.
In the
small number of cases where this had been tested, it has been
accepted without question that discounted provisions are adequate.
Although discounted provisions are the norm for long-tail business,
the tax authorities will apparently accept undiscounted provisions
without question.
A major court case was needed to establish that
IBNR provisions should be allowed for tax purposes,
however.
Provisions
for
future
catastrophes
are not allowable for
tax
purposes.
The Institute of Actuaries of Australia takes the view that in
principle provisions should be set on a discounted basis, so that any
safety margin is held explicitly in addition to a "best estimate"
discounted reserve.
It is possible that a Professional Standard on
outstanding claims provisions will be drafted in the near future.
It appears that in Australia it is unlikely that excessive margins will
be incorporated in outstanding claims provisions - there is, rather, a
danger that such provisions may be barely adequate.

3)

USA
Legislation requiring the discounting of provisions for outstanding
claims and outstanding claims expenses for tax purposes has recently
been introduced in the USA and will take effect from the 1987 year of
account. The discounting rules may be summarised as follows:
i)

All types of property and casualty business are to be subject to
discounting.

ii)

The interest rate to be used for the loss and loss expense
reserves for each accident year will be specified by the tax
authorities.

(iii)

Three different groupings of NAIC (National Association of
Insurance Commissioners) annual statement lines of business
have been established for calculation of the appropriate payment
patterns.
Separate payment patterns of up to 16 years'
duration are to be established for each of the major Schedule Ρ
categories
(automobile
liability,
other
liability,
medical
malpractice, workers' compensation and multi-peril).
For the
international and reinsurance lines of business displayed in
Schedule O, a payment pattern is to be calculated based upon
industry Schedule Ρ summary data. Each remaining Schedule Ο

will have its own pattern established based upon a four-year
payment duration.
The new law generally allows insurers to choose payment
patterns based either on their own data or on industry data.
However, industry-derived payment patterns must be used for
the international and reinsurance lines of business and for very
small companies.
The choice of industry or company-derived payment patterns
must be made uniformly for all lines. An insurer cannot, for
example, pick the industry pattern for auto liability and its own
pattern for workers' compensation.
In addition, the choice
between industry- or company-derived patterns must be made
for a five-year period; no switching will be allowed during that
period without the Secretary of the Treasury's permission.
Thus, the next decision point will be in 1991 for 1992 and
subsequent accident years.
iv)

There are also special rules to cover the transition from the
undiscounted annual statement loss reserves at the end of 1986
to the initial discounted reserves for 1987. These rules are
known as the Fresh Start provision. They effectively relieve
the industry from the obligation of taking into income the
difference between the full-valued loss reserves at 31.12.86 and
the discounted value of those same reserves at 1.1.87.
The implications of the waiver are significant.
Essentially, it
allows an insurer to retain the undiscounted loss deduction it
received for the accident year 1986 and for prior losses when
they were incurred, and to obtain additional future loss
deductions for these same claims as paid losses replace the
discounted reserves.
The amount of these future additional
deductions is equal to the previously described difference
between the undiscounted and discounted value of the year-end
1986 reserves.
However, because a company could manipulate its 1986 and prior
accident year loss reserves to increase the size of these
additional deductions, Congress has placed restrictions on the
loss reserves eligible for the Fresh Start Waiver.
Reserve
increases made during 1986 on 1985 and prior accident year
losses are not eligible for the waiver. In addition, if a change
in reserving methodology is made in evaluating the required
loss reserves for the 1986 accident year, any increase in
reserve levels resulting from that change is excluded from the
waiver benefits.

APPENDIX A (2)
US TAX BASIS:
CHOICE OF LOSS PAYMENT PATTERNS
The loss payment pattern will be promulgated by the Secretary of the
Treasury for 1987, and every f i f t h year thereafter (referred to as
determination years). The patterns determined in 1987 will apply to that
accident year as well as the next four accident years, at which time a new
determination will be made.
The Treasury's payment pattern for each determination year will be based
on the latest available published industry aggregate experience at the
beginning of the determination year. For 1987, the payment patterns will be
based on data from the 1986 issue of Best's Aggregates and Averages, which
contains calendar year 1985 data.
In transition, the payment patterns for determination year 1987 will also
apply to all prior accident years.
A company may elect to use its own loss payment patterns (based on its
most recently filed annual statement at the beginning of the tax year) if it
represents a "meaningful portion" of the industry's reserves.
The election to use one's own payment patterns is made in the determination
year on an all lines basis, and remains in effect for five years.
Payment patterns are computed differently for each of three groupings of
annual statement lines of business:
1.

Schedule Ο lines excluding International and Reinsurance,

2.

International and Reinsurance,

3.

Schedule Ρ lines.

In all cases losses are assumed to be paid in the middle of the calendar year.
For Schedule Ο lines excluding International and Reinsurance, loss payment
patterns are computed for each line based on the two year development
presented in that schedule. Remaining unpaid losses at the end of two years
are assumed to be paid equally in the third and fourth years. All losses are
assumed to be paid by the fourth year.
For International and Reinsurance reserves reported in Schedule O, the loss
payment pattern will be based on a composite industry pattern for all
Schedule Ρ lines combined. The pattern will be determined in the same
manner as applies to individual Schedule Ρ lines. Companies will not be
allowed to use their own data for these lines; the industry pattern must be
used.
For Schedule Ρ lines the payment pattern is based on the ten year
development presented in that schedule. Remaining losses at the end of ten
years are assumed to be paid in the eleventh year, except that if the
percentage of losses treated as outstanding at the end of the tenth year is
greater than the percentage of payments in the tenth year, then the
payment pattern is to be extended up to an additional five years, using the
percentage of payments in the tenth year successively in each subsequent
year until 100% of the losses have been paid.

APPENDIX B
THE TAXATION BACKGROUND
B.1.

Companies writing London market business in the UK are treated
for tax purposes just as though they were carrying on a trade and
the profits of the trade are computed under normal Case 1, Schedule
D principles. Thus assessable profits are based on the results shown
in the audited accounts as adjusted for certain items where the tax
treatment is specified and may not coincide with the accounting
treatment.
The results shown in the accounts will include
movements during the year in technical reserves. In general the
legislation indicates which expenses are not deductible for tax
purposes rather than these which may be deducted. Broadly a bonafide trading expense is allowable unless there is a specific
prohibition in the legislation.

B.2.

There is no specific legislation as to whether an insurance company
is entitled to create a reserve for unearned premiums, or to provide
for claims which it expects to pay but has not yet done so.
Accordingly we have to turn to the decisions of the courts, and also
to Inland Revenue practice, for further guidance. The key items of
case law are:
i)

Sun Insurance ν Clark
In this case the House of Lords recognised the need for an
insurance company to make a provision for unearned premium
as the provision in its accounts of 40% of net premium income,
and it was accepted that in the circumstances the provision
was realistic and should be allowed for tax purposes. On a
more general basis it was decided that the allowable provision
in the case of individual insurance companies was to be
decided by reference to the particular facts of each case,
although until recently, the Inland Revenue usually accepted
that a provision of 40% of net premium income was realistic.

ii)

Owen ν Southern Railway of Peru
In this case the general premise was established that there is
no rule of law preventing a deduction being made for
contingent obligations arising from trading. However, it is
necessary that the measurement of the contingent obligation
be founded on a statistical basis and if there are serious
defects in the method used to compute it no deduction will be
allowed.
It is of interest that during the course of the leading
judgement delivered in the House of Lords, Lord Ratcliffe
commented on the neccesity, in the case of long durations, of
future liabilities being discounted before being included in the
accounts.

iii)

IRC ν Titaqhur Jute Factory Company Limited
In 1971 a law was passed in India obliging companies to pay
gratuities to former employees in respect of past services. It
was common ground that provision created by the company
However, the Inland Revenue
was properly computed.
contended that only the proportion of the provision which
Contd./

APPENDIX B
related to service in the year in which it was created was an
expense of that period, and therefore allowable. It was held
however, that the whole of the provision was allowable in the
year in which it was created. As the provision related to the
pre-1971 service of employees did not emerge as a liability
until that year, it should be allowed in the year when the
liability arose.
iv)

Southern Pacific Insurance Company ν Commissioners of the
Inland Revenue.
In this case it was accepted that IBNR claims (properly
computed) are part of the expenses of earning the company's
profits for the year and are therefore an allowable deduction.
It was also noted that there was no need to apply a discount
because the business was short tail business, the claims being
expected to be paid in the near future.

As a consequence of these cases, provisions for unexpired risk and
outstanding claims are only deductible for tax purposes if they
satisfy the general criteria which have been developed, namely:
a)

the liability in respect of which the provision was created has
fallen due - it is not enough that there is a contingency that it
will fall due in the future; and

b)

the provision must be capable
statistical calculation.

of

sufficiently

accurate

For the Inspector of Taxes to allow the whole of the provision he
must be satisfied that it has been calculated on the statistical best
estimate basis without an element of contingency which he would
regard as a general provision. There is a fundamental difference
between what is accepcable as being a prudent provision for
accounting purposes and the provision which will be allowable for
tax purposes.
The Revenue view is that the provision must
represent no more than the current expected measure of future
claims.
B.3.

In the 1987 Summer Finance Act, Clause 70 deals with the tax
treatment of Lloyd's reinsurance to close arrangements. The Clause
provides a free standing test for the tax deductibility of the RIC
close premium paid. RIC will be tax deductible to the extent that it
is shown not to exceed a "fair and reasonable assessment of the
value of the liabilities", where "a fair and reasonable assessment" is
one with a view to producing the result that neither a profit nor a
loss accrues to the underwriter to whom the premium is payable.
There is no specific reference to discounting in this clause, but a
view will emerge in the months to come.

APPENDIX C
ANNUAL SOLVENCY TEST OF LLOYD'S UNDERWRITING MEMBERS

The solvency test procedures require the syndicate's auditor to carry out
work on the liabilities additional to the audit of the annual report and to
submit returns to Lloyd's . The Lloyd's solvency test is one of the very few
places where some details of the valuation bases and method of calculation
to be followed in quantifying liabilities are laid down. The full text is to be
found under Clause 6 of the "Annual Solvency Test of Lloyd's Underwriting
Members".
The Clause:.
.
.
.
.

establishes the minimum reserve;
forbids discounting for solvency purposes;
states that all costs and expenses are to be included;
requires the estimated effect of claims cost escalation and currency
exposure to be included; and
makes allowance for the probability of failure to collect from
reinsurers.

Clause 6
(i)

GO

Basis of reserving - Active Underwriters, Underwriting Agents and
Auditors are reminded that:
(a)

The scales of minimum percentage reserves represent the
absolute minimum requirement for any Syndicate.

(b)

The percentage must be regarded as the base to which
additional provision must be made to take cognisance of a
Syndicate's own experience, its estimated outstandings
(included IBNR), the mix of the Account between the longer
and shorter tail elements, changes in portfolio, etc.

(c)

Some syndicates will be required to reserve sums greatly in
excess of the minimum percentage reserves; this will occur
particularly where the longer tail types of business represent a
substantial proportion of the Account.

(d)

Discounting of reserves is not permitted for solvency purposes
(see (ii) below).

Calculation of net reserves - On closing each Year of Account,
Syndicates must establish a net reserve for solvency purposes, being
the gross reserve less outward reinsurance recoveries, using the
following definitions:
(a)

l

The gross reserve shall be the monetary amount that is
expected ultimately to be payable in order to discharge all
liabilities in respect of the Years of Account covered by the
reinsurance to close and shall be inclusive of all costs and
expenses (legal and other) associated with such, payment, and
shall take account of anticipated receipts other than
reinsurance recoveries.
Such amount shall include the
estimated effects of inflation, currency exposure and other
factors which may influence the final monetary settlement
between the date at which the reserve is established and the
dates when the final payments will be made, except that no
Contd./

discount shall be permitted for the time value of money and,
therefore, all future investment returns shall be disregarded.
(b)

The outward reinsurance recoveries shall be the net monetary
amounts that are expected ultimately to be received from
reinsurers in respect of the Years of Account covered by the
reinsurance to close.
These estimated net recoverable
amounts will, therefore, take account of any costs and
expenses associated with such recovery and of the probability
of failure to collect any part of any reinsurance for whatever
reason. Account must also be taken of any additional amounts
that may be payable to reinsurers.

The full net reserves for solvency purposes, for any account remaining open
after the normal closing date for that account shall be established at each
year end in a manner identical to that adopted for a closing account.
In calculating the provisions at the end of the first and second years of each
Underwriting Account, the Managing Agents and Auditors should have in
mind the reserves that will be required at the end of Year 3 for each
Account in accordance with the above.

APPENDIX D
EXTRACT ON DISCOUNTING FROM ABI SORP

SORP INSURANCE PLC

APPENDIX Ε

SPECIMEN FINANCIAL STATEMENTS

REVENUE ACCOUNT FOR THE YEAR ENDED 31 DECEMBER 1986
MOTOR, FIRE AND ACCIDENT
(Annual accounting)

GROSS PREMIUMS WRITTEN
Less: reinsurance

1986
£'m

1985
£'m

X

X

(x)

(x)

Net premiums written
Movement in unearned premium provision

X

X

X

X

NET PREMIUM EARNED

X

X
X

(x)

(x)

X
X
(χ)

NET CLAIMS INCURRED
MOVEMENT IN PROVISION FOR UNEXPIRED
RISKS
Commissions
Administrative expenses
Movement in provision for
deferred acquisition costs
Movement in provision for
claims handling expenses

X

Net claims paid
Movement in outstanding claims
provision (Note x)
Exceptional item (Note x)

X

I I X

Gross claims paid
Less: reinsurance

X

X

(χ)

(χ)

X

X

X

X

X

X

X

X

EXPENSES

X

X

TECHNICAL RESULT BEFORE ALLOCATED
INVESTMENT RETURN

X

X

Allocated investment return

X

X

TECHNICAL RESULT AFTER ALLOCATED
INVESTMENT RETURN

X

X

SORP INSURANCE PLC

SPECIMEN FINANCIAL STATEMENTS

APPENDIX Ε

(continued)

REVENUE ACCOUNT FOR THE YEAR ENDED 31 DECEMBER 1986
MARINE, AVIATION AND TRANSPORT
(Fund accounting)

GROSS PREMIUMS WRITTEN
Less: reinsurance

1986

1985

£'m

£'m

X

X

(x)

(x)

NET PREMIUMS WRITTEN

X

X

FUND BROUGHT FORWARD (Note a)
Exceptional item

X

X
-

X

X

X

Gross claims paid
less: reinsurance

χ
(x)

X

(x)

NET CLAIMS PAID

(x)

(χ )

COMMISSIONS

(x)

(χ )

EXPENSES

(x )

(χ )

FUND CARRIED FORWARD (Note a)

(χ )

(χ )

TECHNICAL RESULT BEFORE ALLOCATED
INVESTMENT RETURN

X

X

Allocated investment return

X

X

TECHNICAL RESULT AFTER ALLOCATED
INVESTMENT RETURN

X

X

2
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SPECIMEN FINANCIAL STATEMENTS

APPENDIX Ε

(continued)

PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31 DECEMBER 1986
1986
£'m

1985
£'m

Technical result
- Motor, Fire and Accident
- Marine, Aviation and Transport

X
X

X
X

Investment return allocated to
shareholders
Expenses

X
X

X
X

PROFIT BEFORE TAX

X

X

(x)

TAXATION
PROFIT AFTER TAX

(χ)

X

X

PROFIT AND LOSS ACCOUNT BROUGHT FORWARD:
As previously reported
Prior year adjustment

χ
χ

PROFIT AND LOSS ACCOUNT
CARRIED FORWARD

3

X
X
X

X

X

X

SORP INSURANCE PLC
SPECIMEN FINANCIAL STATEMENTS

APPENDIX Ε
(continued)

BALANCE SHEET AS AT 31 DECEMBER 1986

INVESTMENTS

1986
£'m

1985
£'m

x

x

CURRENT ASSETS:
Short term deposits
Balances with agents and
insurance companies
Deferred acquisition expenses

x

x

x
x

x
x

x

x

(x)

(x)

(x)
(x)

(x)
(x)

(x)

(x)

CURRENT LIABILITIES
Overdraft
Balances with agents and
insurance companies
Other creditors and accruals

NET CURRENT ASSETS

x

x

INSURANCE FUNDS:
Motor, Fire and Accident:
Claims outstanding (note x)
Unexpired risks
Unearned premiums
Marine, Aviation and
Transport (Note a)

(x)

(x)
(x)
(x)

(x)
(x)

(x)

(x)
(x)

(x)

x

x

SHAREHOLDERS' FUNDS
Share capital
Profit and loss account
Other reserves

4

x
x

x

x

x

x

x

x

SORP INSURANCE PLC

SPECIMEN FINANCIAL STATEMENTS

APPENDIX Ε

(continued)

As a result of discounting, the provisions have been reduced by £xm
at the year-end and the profit for the year increased by £xm.
Provisions for all other classes of business, principally UK and US
Fire and Accident business are established on an undiscounted basis.
The directors do not consider that the time and expense necessary to
calculate discounting adjustments for these classes of business are
justified in view of negligible impact that such adjustments would
have on the results for the year.

Note a - Fund - Marine, Aviation and Transport

Non-discounted gross future claims
reinsurance

Less:
Non-discounted gross future premiums
net of commissions
reinsurance

1986

1985

£'m

£'m

X

X

(x)

(x)

X

X

X

X

(x)

(χ)
X

X

X

X

(χ)

(x)

Net discounted provision

X

X

Reserve for open years

X

X

FUND

X

X

Discounting adjustment

Marine, Aviation and Transport business is accounted for on a three
year basis under which any underwriting profits are withheld in the fund
until the end of the third year.
The discount rate used is 9% (1985: 11%) and the mean term of liabilities
is estimated to be 3 years (1985: 3 years). The effect of the change
in assumption has been disclosed in the revenue account as an exceptional
item.
As a result of discounting, the fund has been reduced by £xm at the year
end and the profit for the year increased by £ym.

SORP INSURANCE PLC

SPECIMEN FINANCIAL STATEMENTS

APPENDIX Ε

(continued)

Accounting policy - Claims Reserves
Provisions for claims outstanding and direct handling expenses, less
the related reinsurance recoveries, are stated on a discounted basis.
The company writes a significant amount of long-tail general insurance
business and the directors consider that the results are more fairly
presented on a discounted basis which reflects the commercial
considerations of the underwriter.
A discount rate has been used which does not exceed a conservative
estimate of the rate of investment income which the company considers
is most likely to be earned on its investment portfolio over the
term during which the claims are to be settled.
An attributable investment return which is consistent with the
discount rate has been taken up in the revenue account in arriving
at the insurance business result.
Note χ - Claims outstanding - Motor, Fire and Accident
1986

1985

£'m

£'m

X

X

Non-discounted gross provisions:
- Notified claims
- IBNR
- Claims handling expenses

Reinsurance

Discounting adjustment

Net discounted provisions for closed years

X

X

X

X

X

X

(χ)

(x)

X

X

(χ)

(χ)

X

X

X

X

Provisions for liability business in the UK and USA are calculated on
a discounted basis. The discount rate used is 9% (1985: 11Z) and
the mean term of the liabilities is estimated to be 3 years (1985: 4
years). The effect of these changes in assumptions have been disclosed
in the revenue account as an exceptional charge.

APPENDIX F

EUROPEAN ECONOMIC COMMUNITY PROPOSAL FOR A COUNCIL DIRECTIVE ON THE
ANNUAL ACCOUNTS OF INSURANCE UNDERTAKINGS

Introduction

During December 1936 the EEC Commission issued a proposed Directive
(hereafter, for brevity, called "Directive") on the annual accounts
of insurance undertakings.

This has the objective of harmonising

the annual accounts of such undertakings and has a broader scope
than the 'ordinary' Fourth Directive in that it applies to all
insurance undertakings, regardless of their legal form.

It would

cover, therefore, for example Friendly Societies, although it is
understood that pressure will be brought Co bear on the Government
to persuade the EEC Commission to allow exclusion of these bodies.
'Small Mutuals' are excluded from the Directive's proposals, although
there are otherwise no exemptions or modifications for small or
medium sized companies.

Copies of the Directive, together with an explanatory memorandum,
are available from the DTI.

Timetable

The Commission's proposed timetable is tight and widely regarded
as unrealistic.

It is as follows:

-

Opinion of European Parliament

: September 1987

-

Opinion of the Economic and Social Committee

: September 1987

-

Decision of the Council

: December

1989

Recognising the difficulty of the topic under consideration the
Commission will allow a relatively long tine for enactment of the
final Directive in national law and for its subsequent implementation.
The proposal is very contraversial, however, and is likely to be
held up in the consequent debate for some time.

Format

Note that the Directive will cover matters in the 'ordinary' Seventh
Directive as well as those in the 'ordinary' Fourth Directive.

The

Directive is not a 'stand alone' document, it details Che modifications
to be made to the 'ordinary' Directives in the case of insurers.

Provision is made for the Directive's requirements to be adapted in
the case of Lloyds's.

Proposals

The accounts of insurance undertakings will have to show a true and
fair view of state of affairs and profit or loss.

The fundamental accounting concepts of prudence, matching (or
accruals), consistency and going concern apply and the historical
cost convention will be normal, although investments will be allowed
at valuation (see below).

The proposed profit and loss account and balance sheet formats are
given at the end of these notes.

The profit and loss account is

split into three parts:

*

Technical Account - Non-Life Insurance Business

*

Technical Account - Life Insurance Business

*

Non-Technical Account

The first two accounts correspond to the present revenue accounts
and the third to the present profit and loss account.

An interesting

extension of disclosure requirements is that gross premium analysis
should be given both by activity and geographically.

The formats are rigid.

Only one (horizontal) form of balance sheet

and one (vertical) fora of profit and loss account will be allowed.

For the balance sheet the accounts will be integrated, i.e.
shareholders' and policyholders ' assets will be mixed together.
The traditional UK view, based on the Insurance Companies Acts,
that separate disclosure of assets is necessary is not approached
in the Directive.

It is to be hoped that the UK Government will,

in any event, require separate note disclosure of the assets and
liabilities of the long term business.

The Directive is rigid about set-off: none will be allowed.

Thus

separate disclosure is required of:

* Gross premiums received and reinsurance premiums paid.

* Gross claims paid and reinsurance amounts recoverable

* Gross bonuses and rebates and amounts receivable from reinsurers.

* Connaissions paid and commissions received.

* Profits and losses on realisation of investments.

* Unrealised profits and losses on holding investments.

* Gross amounts and reinsurance amounts of technical provisions
i.e. unearned premiums, unexpired risks, outstanding claims
(including claims incurred but not reported), provisions for
bonuses and rebates.

* Deposits withheld from reinsurers.

* Unearned premiums and deferred acquisition costs (including
commission, to be separately disclosed).

Disclosure exemptions at present available to insurers will disappear
as will hidden reserving, even in the life fund.

A more detailed discussion of provisions, investment valuation and
investment return is given below.

Provisions

The Directive contains an important principle: the amount of the
technical provisions is to be fixed with regard to what is necessary
to enable the insurance undertaking to meet all liabilities arising
out of insurance contracts.
purposes.

They are not to be used for other

By implication, deliberate overprovision is as rauch to be

avoided as underprovision.

Claims reserves, including unexpired

risks provisions, should cover all expenses, including indirect
costs, associated with claims settlement.

These basic principles apply to both life and non-life provisions.
By implication, therefore, the implicit and explicit reserves often
held by actuaries within a life fund will, in the accounts, have to
be distinguished from the technical provisions to meet the insurance
liabilities.

Also, a summary of the principal actuarial assumptions

must be disclosed in the notes to the accounts.

Where general business claims reserves are calculated on a discounted
basis they must be calculated on an actuarial basis.

Discounting

must be disclosed in the notes to the accounts together with an
explanation of the reasons for it and a statement of its effects
on the assets, liabilities, financial position and profit or loss.

Implicit discounting, whether resulting from the placing of a
present-day value on a provision for an outstanding claim which is
expected to be settled later at a higher figure, or otherwise, is
not permissible.

Investment Valuation

The Directive makes no decision as to whether investments should be
valued at historical cost or market value but it does provide that
whichever is incorporated in the accounts the other shall be
disclosed by way of note.

The value must, however, be either

historical cost or current value; offset of investment reserves
will not be allowed.

For unit-linked assets investments must be shown at current value.
This is to allow consistency between asset valuation and the amount
which must be set aside to cover the asset value-related liability
to the policyholder.

Detailed rules are given for the determination of market value.
Generally this will relate to stock exchange, or other active
market, quoted mid-market prices, the equity method for related
undertakings or a directors' valuation which has "prudent regard"
to the likely realisable value.

Two interesting proposals could

reduce the value calculated using mid-market prices:

*

If the price is exceptionally high due to "exceptional
circumstances" it should be reduced to the price which would
have been obtained in the absence of those circumstances.

One

can forsee great practical difficulty applying this principle.

*

Where, at the date at which the accounts are drawn up, the
investments have been sold or there is an intention to sell them
in the short term, the market value should be reduced by the
actual or estimated realisation costs.

There are special rules for land and buildings.

These must be

valued at least every five years, by an approved valuer, on a stated
(basically arms-length open market) basis.

In inter-valuation

periods any perceived reduction in value should be taken up and may
not be restored until a proper valuation has taken place.

The

realisation cost deduction applies as for investments generally.

If market value cannot be determined for an item of land or buildings,
its current value shall be taken to be its historical cost.

For all classes of investment the precise method of valuation and
the reason for adopting it must be disclosed.

For land and buildings

the date or dates of proper valuation should also, be given.

Investment Return

For general business, the Directive indicates a preference for
keeping investment return separate from underwriting results.

It

does recognise, however, that in some circumstances insurers will
wish to include an element of investment return in the technical
accounts.

This would be especially important if claims reserves

were discounted.

To allow an element of choice but retain

comparability the Directive calls for the disclosure of two
technical results: one excluding investment return, the second
including it (inter-alia), should the undertaking wish to do so.
If an allocation is made, the reason for it and its basis must be
disclosed in the notes to the accounts.

For long terra business it is accepted that investment return is an
integral part of the business and that, often, a substantial portion
of it accrues to policyholders not to shareholders.

The life

insurance technical account, therefore, includes all those elements
which are taken into account in the calculation of the participation
of policyholders in the surplus and also shows, as a charge, the
amount of the suplus allocated to them.

The part of investment return not used or set aside for policyholders
may be allocated to the non-technical account.

If it is, the reason

for the allocation and its basis must be disclosed in the notes to
the accounts.

For the purposes of the Directive, investment return normally
comprises investment income and realised profits or losses on
investment holdings.

Unrealised capital gains should be taken

direct to revaluation reserve unless:

* they relate to unit-linked business

* they relate to with-profits business and form part of an allocation
to policyholders which is reflected in the life insurance provisions

in which case they may be reflected in the technical account.

This EEC insistence on an (often articifial) distinction between
realised and unrealised investment gains is a serious barrier to
insurance company accounts reflecting economic reality.

Conclusion

Adoption of the Directive will have far reaching effects on the
accounts of UK Insurance Companies.

These include:

* A rigid format of accounts incorporating the principle of
'no netting-off'.

* A large volume of information will be required.

It is open to

doubt whether this will assist the reader in understanding the accounts.

* Adoption of the unadulterated true and fair principle for insurance
company accounts.

This will lead to the disappearance of hidden

reserves.

* A requirement for both life and non-life technical provisions to
be best estimates of liability.

Deliberate over-reserving would

not be allowed and the reserves, both implicit and explicit,
which at present are common within an actuarial assessment of the
life fund could have to come out into the open.

* A prescribed treatment for investment valuation and investment
returns including a ban, subject only to two specific exceptions,
on recognising unrealised investment gains in the profit and loss
account.

Article 29
Profit and Loss Account

I

Technical Account - Non-Life Insurance Business

1

Premiums
a)

Gross premiums written

(Article 30)

b)

Outgoing reinsurance premiums
(-)
Change in provision for unearned premiums,
net of reinsurance (+ or -)

(Article 31)

c)
d)

Earned premiums (result of a ) , b) and c))

2

Other technical income

3

Claims incurred

4

5

(Article 32)

(Article 33)

a)

Gross claims paid

b)

Amounts recoverable from reinsurers

c)

Change in provision for claims, net of reinsurance (+ or -)

d)

Net claims incurred (result of a ) , b) and c))

(-)

Changes in other technical provisions, net of reinsurance.
a)

Change in unexpired risks provision (+ or -)

b)

Changes in other technical provisions
not shown under other headings) ( + or -)

c)

Result of a) and b)

(+ or -)

Bonuses and rebates

(Article 34)

a)

Gross bonuses and rebates

b)

Amounts receivable from reinsurers

c)

Net bonuses and rebates (a) -

b))

(-)

6

Commissions and other technical charges.
a)

Commissions

(Article 35)

b)

Administrative expenses

(Article 36)

c)

Commissions and profit participation from other insurance undertakings
(-)

d)

Variations in deferred acquisition costs (+ or -)

e)

Net amount of commissions and other technical charges
(result of a) , b) , c) and d))

7

Other technical charges, net of reinsurance

8

Subtotal (first technical result)

9

Changes in equalization provisions and reserves
a)

Changes in legally prescribed equalization provisions (+ or -)

b)

Changes in other equalization provisions and reserves (+ or -)

c)

Result of a) and b)

10

Allocated investment return (+) (III 10)

11

Subtotal (second technical result)

(III.1)

(Article 37)

Technical Account - Life Insurance

II

1

Business

Premiums
a)

Gross premiums writte n

(Article 30)

b)

Outgoing reinsurance premiums (-)

(Article 31)

c)

Change in provision for unearned premiums,
net of reinsurance (+ or -)

(Article 32)

d)

Earned premiums (result of a ) , b) and c)

2

Income from participating interests, with a separate indication of that
derived from affiliated undertakings.

3

Income from other investments, with a separate indication of that derived
from affiliated undertakings
(Article 38)
a)

Income from land and buildings

b)

Income from other investments

c)

Result of a) and b)

4

Profit on the realization of investments

5

Value adjustments on investments

6

Unrealized gains on investments

7

Other technical income

8

Subtotal total technical income

9

Claims incurred

10

(Article 39)

(Article 33)

a)

Gross claims paid

b)

Amounts recoverable from reinsurers

c)

Net claims incurred (result of a) and b))

a)

Changes in life insurance provision,
net of reinsurance (+ or - )

(-)

(Article 32)

11

12

13

Bonuses and rebates

(Article 34)

a)

Gross bonuses and rebates

b)

Amounts receivable from reinsurers

c)

Met bonuses and rebates (a) -

(-)

b))

Commissions and other technical charges
a)

Commissions

(Article 35)

b)

Administrative expenses

(Article 36)

c)

Commissions and profit participations
from other insurance undertakings (-)

d)

Variations in deferred acquisition costs
(+ or -)

e)

Net amount of commissions and other technical
charges (result of a ) , b ) , c) and d))

Investment charges
a)

Charges, including interest, relating to land
and buildings.

b)

Other investment management charges, including
interest.

14

Losses on the realization of investments

15

Value adjustments on investments

16

Unrealized losses on investments

17

Other technical charges

18

Subtotal:

19

Subtotal (first technical result)

20

Allocated investment return (-)

21

Subtotal (Second technical result) (III.2)

(Article 39)

total technical charges

(III.

9)

(Article 38)

III

Non-technical account

1

Result of technical account - non-life insurance business (I.1)

2

Result of technical account - life insurance business (II.21)

3

Income from participating interests, apart from that shown in the technical
account, with a separate indication of that derived from affiliated
undertakings.

4

Income from other investements, with a separate indication of that derived
from affiliated undertakings.
a)

Income from land and buildings

b)

Income from other investments

5

Value adjustments on investments (+ or -)

6

Investment charges
a)

Charges, including interest, related to land and buildings

b)

Other investment management charges, including interest

7

Profits on the realization of investments

8

Losses on the realization of investments

9

Allocated investment return transferred from life insurance technical
account (11.20) (+)

10

Allocated investment return transferred to non-life insurance technical
account (1.10) (-)

11

Non-investment income

12

Non-investment charges, including value adjustments

13

Tax on profit or loss on ordinary activities

14

Profit or loss on ordinary activities after taxation

15

Extraordinary income

16

Extraordinary charges

17

Extraordinary profit or loss

18

Tax on extraordinary profit or loss.

19

Other taxes not shown under the above items

20

Profit or loss for the financial year

BALANCE SHEET

Assets

A.

Subscribed capital unpaid
of which there has been called
(unless national law provides that called-up capital be shown
under "Liabilities". In that case, the part of the capital called
but not yet paid must appear as an asset either under A or under
D4)

B.

Intangible assets as described under assets headings 3 and C I
of Article 9 of Council Directive 78/660/EEC.
showing seperately:

C.

-

formation expenses, as defined by national law and insofar as
national law requires their disclosure in the notes on the
accounts).

-

goodwill, to the extent that it was acquired for valuable
consideration (unless national law requires its disclosure in the
notes on the accounts).

Investments
I.

Land and buildings
-

II.

showing separately land and buildings occupied by the
insurance undertaking for its own activities

Investments in affiliated undertakings and participating
interests :
1.
2.
3.
4.

Shares in affiliated undertakings
Debt securities issued by, and loans to, affiliated undertakings
Participating interests
Debt securities issued by, and loans to, undertakings with
which insurance undertaking is linked by virtue of a
participating interest

III.

IV.

V.

VI.
D.

Other financial investments
1.

Shares and other variable-yield securities

2.

Debt securities

(Article 9)

3.

Loans guaranteed by mortgage

(Article 10)

4.

Other loans

(Article 10)

5.

Deposits with credit institutions

(Article 11)

Investments for the benefit: of life
insurance policyholders who bear the
investment risk

(Article 12)

Own shares (with an indication of their nominal value or, in
the absence of a nominal value, their accounting par value)
to the extent that national law permits their being shown in
the balance sheet
Deposits with cedant undertakings

(Article 13)

Debtors
1.

2.

3.

Debtors arising out of direct insurance operations, with a
separate indication of amounts owed by:
a)

affiliated undertakings

b)

undertakings with which the insurance undertaking is linked
by virtue of a participating interest

Debtors arising out of reinsurance operations, with a separate
indication of amounts owed by:
a)

affiliated undertakings

b)

undertakings with which the insurance undertaking is linked
by virtue of a participating interest

Other debtors, with a separated indication of amounts owed by:
a)

affiliated undertakings

b)

undertakings with which the insurance undertaking is linked
by virtue of a participating interest

4.

E.

Subscribed capital called but not paid (unless national law
provides that called-up capital be shown as an asset under A)

Tangible assets and consumables
1.

Tangible assets as listed under assets heading C II of Article 9
of Council Directive 78/660/EEC, other than
land and buildings

2.

Consumables

F.

Cash at bank and in hand

G.

Prepayments and accrued income

H.

(Article 11)

1.

Accrued interest and rent

(Article 14)

2.

Deferred acquisition costs
(Article 15)
(distinguishing those arising in non-life
and life insurance business)

3.

Other prepayments and accrued income.

Loss for the financial year (unless national law provides for
it to be shown under A.VI under "Liabilities").

Liabilities
A

Capital and reserves
I

Subscribed capital

(Article 16)

(unless national law provides for
called—up capital to be shown under this
item. In that case, the amounts of
subscribed capital and paid-up capital
must be shown separately).
II
III
IV
V
VI

Share premium account
Revaluation reserve
Reserves

(Article 17)

Profit and loss brought forward
Profit or loss for the financial year
(unless national law requires that this
item be shown under H under "Assets" or
under H under "Liabilities")

Β

Subordinated Liabilities

(Article 18)

C

Technical provisions

(Articles 19 and 20)

1

Unearned premiums (and unexpired risks)
(Articles 21 and 22)
(a) gross amount
......
... ...
l
*.....
(b) reinsurance amount (-)
.......
.. ....

2

Life insurance provisions
(a) gross amount
(b) reinsurance amount (-)

(Article 23)
.. ....
.... ..

..

.

- showing separately the amounts in respect of contracts
under which the policyholder bears the investment risk
3

Claims outstanding
(a) gross amount
(b) reinsurance amount (-)

... ...
. . .

(Article 24)
.. .
......
. ..

4.

Provision for bonuses
and rebates ·
(a)
(b)

D

gross amount:
reinsurance amount (-)

5.

Equalization provisions
required by national law

6.

Other technical provisions
(a) gross amount
(b) reinsurance amount (-)

(Article 25)

......
......

......

(Article 26)
.. .

.......
.......

....

Provisions for other liabilities and charges
1.

Provisions for pensions and similar obligations

2.

Provisions for taxation

3.

Other provisions

Ε

Deposits withheld from reinsurers

F

Creditors

(Article 27)

(for each of the following items, a separate indication must be given of
amounts owed to:
(a)
(b)

affiliated undertakings
undertakings with which the insurance undertaking is linked by virtue
of a participating interest)

1. Debenture loans, showing convertible loans separately
2. Amounts owed to credit institutions
3. Creditors arising out of direct insurance operations
4. Creditors arising out of reinsurance operations
5 . Other creditors , including tax an d socia l security
G
H

Accruals and deferred income
Profi
t for the financial year
(unless national law provides for it to be shown under A VI under
"Liabilities")

APPENDIX G
DETAILS OF THE DISCOUNTING MODEL

APPENDIX H
CONSIDERATIONS TO BE TAKEN INTO ACCOUNT BY AN ACTUARY WHEN
DISCOUNTING TECHNICAL RESERVES ON AN ACTUARIAL BASIS

The following is a checklist (not necessarily exhaustive) of factors which
should be taken into account by the actuary:.

The context and purpose of the investigation, including the degree
of prudence required.

.
.

The framework of the other elements of the reserving basis.
The nature and term of the liabilities and the associated cash flow
patterns.

.

The nature of the underlying claims portfolio and any changes that
have occurred over time.

.

The currency of denomination of the liability and any
currencies.

.

The extent and security of the reinsurance programme.

The actuarial basis should be chosen having
principles (again, the list is not exhaustive):-

regard

underlying

to the following

.

Claims estimation in general insurance is an inexact process and
discounting may introduce further uncertainties.

.

In many contexts discounting is of second order importance when
compared with the initial determination of the size of the
liability and the dates on which settlement is likely to be made.
Consideration should be given to whether claim payments should be
projected net of reinsurance, or gross of reinsurance with
reinsurance projected separately.
The EEC directive requires
reinsurance to be considered separately.

.

.

Projected
adequate,
inflation.

claim payments before
including allowance for

discounting should be fully
future claims escalation and

.

Settlement patterns should be appropriate to the class of business
concerned and should normally be consistent with the past
experience of that class unless there are good reasons for any
deviation.
If "industry patterns" are available they may be used
where they are appropriate to the particular portfolio.
Such
patterns could be particularly useful for small portfolios.

.

If the provision is allowable for tax
generally be at gross rates of interest.

.

The rate or rates of discount should take account of the assets
held or notionally allocated and the method and approach used for
asset valuation.

.

Historic rates of interest are not normally a reliable guide to
rates of interest to be earned in the future. The rate of interest
used should be a conservative estimate of the rate which is
expected to be earned in the future, and therefore should be a
prospective rate rather than a smoothed historic rate. In current
circumstances, a gross rate of interest in excess of 7% ρ a. is
unlikely to be appropriate.

then

discounting

should

APPENDIX I
The Discounting of Outstanding Claims for Non-life Business
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