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Introduction

This paper has been prepared by the Fair Value Task Force of the American Academy of Actuaries to dis-
cuss the application of fair value accounting principles to the liabilities associated with insurance con-
tracts.

The actuarial and accounting literature abounds with different theories, approaches, and techniques for
fair valuation of insurance liabilities. Often, however, such approaches and techniques have been present-
ed in isolation. The core principles that underlie all such techniques are not often discussed.

One purpose of this paper is to provide a framework of principles and basic approaches that apply to
fair valuation of all financial instruments, including insurance contracts.’

A second purpose of the paper is to present several specific valuation techniques. The techniques pre-
sented here may be helpful in expanding the toolbox of some readers. However, each one is presented as
a variation on the aforementioned framework of principles and basic approaches.

This paper is divided into four main parts. Part One outlines the hierarchy of valuation methods pro-
posed by the Joint Working Group of Standard Setters (the JWG)? and discusses the principles and basic
approaches that are used to apply them to the valuation of insurance contract liabilities. Part Two covers
some theoretical background for calibrating risk adjustments to measures of the market price for risk, with
examples. Part Three presents several examples of valuation techniques, each of which is shown to be a
variation on the theme of one or more of the basic approaches. Part Four discusses several issues that have
been topics of considerable debate.

The Insurance Steering Committee (1SC) of the International Accounting Standards Board (IASB)® has
defined the fair value of a liability as:

the amount for which ... a liability [could be] settled between knowledgeable, willing parties in an
arm’s length transaction. In particular, the fair value of a liability is the amount that the enterprise
would have to pay a third party at the balance sheet date to take over the liability.

An alternate measurement objective proposed by the ISC is “entity-specific value” measurement,
defined as follows:

Entity-specific value represents the value of an asset or liability to the enterprise that holds it, and may
reflect factors that are not available (or not relevant) to other market participants. In particular, the
entity-specific value of a liability is the present value of the costs that the enterprise will incur in set-
tling the liability with policyholders or other beneficiaries in an orderly fashion over the life of the
liability.

The discussion in this paper is directed at a fair value measurement objective rather than an entity-spe-
cific measurement objective. The differences between the two measurement objectives as generally under-
stood at this time are discussed in Part Four. However, the definitions of these two objectives are still being
debated as this is being written. The reader should be aware that both the words and the understanding
of the measurement objective may change over time.

Each of the proposed measurement objectives represents a major change from existing U.S. generally
accepted accounting principles (GAAP). The areas of significant change are different for life insurance
Versus property/casualty insurance.

For life insurance contracts, the measurement objectives are fully prospective, whereas U.S. GAAP uses
primarily a historical cost approach to accounting for life insurance contracts. U.S. GAAP capitalizes
deferrable acquisition costs and amortizes them over the period during which revenues are recognized.
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There is no place for such capitalization and amortization in a fully prospective system. For business
under SFAS 60, U.S. GAAP liability valuation assumptions are locked in at issue and changed only when
loss recognition is necessary. Under fair value, all valuation assumptions are unlocked and potentially
change on every valuation date.

For property/casualty business, current U.S. GAAP assumptions concerning the amount of future claim
payments are already unlocked on each valuation date but are generally not discounted for interest.*
Under fair value, both the level of interest rates and the timing of future cash flows influence the valuation
of property/casualty insurance liabilities.

Because liability fair values will be highly sensitive to the assumptions used, great care should be taken
to develop a consistent, disciplined approach for setting those assumptions. Developing such an approach
will be a challenge.

When evaluating the dependence of published results on various assumptions, the accounting standard
setters will frame much of their discussion in terms of relevance versus reliability. These two, frequently
conflicting, accounting goals are discussed in more detail later in this paper.

As of this writing, the current proposal for an international accounting standard is contained in the
Draft Statement of Principles (the DSOP) issued by the IASB. This document consists of several chapters
that were released at various times during late 2001 and early 2002. Readers with an interest in all aspects
of the proposed standard are encouraged to refer directly to the DSOP. Discussion in this paper is limit-
ed to liability valuation.

1. Valuation Principles for Financial Instruments

A hierarchy of methods for determining fair value of financial instruments has been proposed by the JWG.
Since many insurance contracts are included within its definition of financial instruments, this hierarchy
presumably would apply to insurance liabilities. A number of valuation principles come into play when
applying this hierarchy to insurance liabilities. The following sections first review the hierarchy, then dis-
cuss the principles to be applied.

The JWG Hierarchy of Valuation Methods
The JWG hierarchy® of methods for fair valuation is:

1. Use market value when available.

2. When no market value is available for the exact same instrument, use the market value of similar
instruments, adjusted for differences between the instrument to be valued and the similar
instruments.

3. If no market value is available and no suitable similar instruments are available, use a present value
estimate of future cash flows. This present value should include an adjustment for risk.®

Each of these methods is discussed below in some detail.

Method 1: Use market value when available.
Whenever it is possible to dispose of a financial instrument through exchange for cash in a deep, wide, and
open market, then the market price is the fair value.

In some situations a market may exist, but the market price might not be a fair value. Such situations
include the following:



american academy of actuaries

1. The market may not be deep, wide, and open, or each trade may take place under special conditions
or involve unique considerations. For example, the volume of trading activity might be small rela-
tive to the holdings of major players in the market. If so, the market price could be heavily influenced
by supply and demand fluctuations unique to the day of trading and not representative of ongoing
market conditions.

2. There may be restrictions on market trades that make it impossible to complete an arm’s length
exchange. For example, a U.S. insurance company cannot completely exit liability under its contracts
for payment of cash to a reinsurer. Under U.S. laws, the original writing insurer is liable for future
claims whether or not the reinsurer meets its obligations to reimburse the ceding company for claim
costs. Since the original writing insurer is not fully relieved of risk in such a reinsurance transaction,
the price of the transaction is not the fair value of the risk. However, the price of reinsurance trans-
actions may provide some guidance as to fair value as long as the remaining risks are taken into
account.

3. In rare cases, there can be special considerations due to the size of the financial instrument. For
example, a large block of stock that represents a controlling interest in a company may have a fair
value larger than the product of the number of shares and the market price per share. In effect, a con-
trolling interest has value that is separate from the value of the individual shares traded in the
market.

When a market price exists, it should not be ignored. Even if it cannot be used directly as the fair value,
it may provide some guidance, and the difference between any reported fair value and the market price of
a similar instrument should be explainable in direction and, preferably, also in amount.

Method 2: Use the market value of similar instruments, adjusted as necessary.

Some products offered by insurance companies closely resemble other financial instruments offered by
noninsurance companies. Deferred annuities with minimal insurance risk are one example. With some
such products it is possible to construct a portfolio of publicly traded securities that behaves much the
same way as the insurance contract liabilities and contains most of the same risks. In such situations the
value of the portfolio of publicly traded securities can serve as a reasonable estimate of the value of the
insurance contract liabilities.” The portfolio of publicly traded securities may be called a “measurement
portfolio” because it is used as a guide in measuring the value of liabilities. Many believe it is incorrect to
refer to such a portfolio as a “replicating portfolio” unless it exactly matches the cash flows of the liabili-
ties in every possible scenario, including scenarios involving credit default.

Whenever insurance risks such as mortality, morbidity, or property damage are involved, replicating
portfolios do not exist in current investment markets. However, in some situations, insurance risks are
very small in relation to the value of the financial instrument. In those cases, the value of a similar port-
folio of publicly traded securities can provide some guidance as to the value of insurance contract liabili-
ties, but adjustment must be made to reflect the insurance risk.

Method 3: If no market value is available, use a present value of future cash flows.
When market value is not available (or, due to considerations mentioned above, does not represent fair
value), fair value should be computed as a present value of future cash flows.

The present value approach is a reasonable approximation of market value if properly implemented.
This is particularly true for financial instruments, where it is generally possible to estimate the future cash
flows associated with the instrument.®

The present value model is very flexible. In particular, it can be adapted to reflect the value of risk and
uncertainty. This is important because many financial instruments involve cash flows that are uncertain.
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Examples include equity interests, derivative investments, and insurance contracts. The principles dis-
cussed below address the treatment of risk and uncertainty.

Valuation Principles

When applying this hierarchy to insurance contract liabilities, one often finds method 3 most applicable.
Therefore, it is worth reviewing the principles commonly applied when computing present values and
making risk adjustments for financial instruments.’

Principle 1: If there is no risk, discount the cash flows at the risk-free rate.

A major issue in the use of present values is determination of the discount rate. The market for newly
issued financial instruments includes a variety of instruments that offer a variety of interest rates. So what
interest rate should be used for fair valuation?

It is generally accepted that the degree of risk affects the interest rate. Higher interest rates are associ-
ated with greater risk to the holder of a security. That suggests, of course, that there is a market-determined
interest rate that is associated with zero risk. Such an interest rate is called the “risk-free rate.” The risk-
free rate should be used in a present value calculation for cash flows that involve zero risk.

To be technically correct, the term “risk-free rate” must really refer to the risk-free spot rate curve,
because the risk-free rate depends on the length of time before payment. Whenever the term “risk-free
rate” is used in this paper, it is to be understood as a reference to the risk-free spot rate curve.

Several issues surround the practical determination of the risk-free rate. These are discussed in Part
Four of this paper. For the time being, accept the premise that a “risk-free rate” exists. In this context, the
term “risk-free” typically means “default risk-free” and nominally certain, but may retain other risks such
as inflation and opportunity cost risks.

Due to the difficulty in practical determination of the risk-free rate and due to the rarity (or nonexis-
tence) of cash flows that are truly risk-free, a present value taken at the risk-free rate is useful more as a
dividing line than as a final result. The fair value of any financial instrument will diverge from the present
value at the risk-free rate due to the market pricing of the risks involved in the instrument. Principle 2
deals with the effect of risk on fair value.

Principle 2: If there is risk in the cash flows, the present value estimate should include a risk
adjustment to reflect the market price of risk.
Both financial theory and observable market pricing indicate that the presence of risk affects fair value.
Generally, risks to the payer of cash flows increase the fair value of a financial instrument while risks to the
receiver decrease the fair value.”

When no market value is available for the financial instrument itself or suitably similar instruments, the
JWG hierarchy requires use of a present value technigue. There are three general approaches to including
a risk adjustment in a discounted present value calculation:*

1. Adjust the discount rate.
Use of a discount rate above the risk-free rate leads to a negative risk adjustment. This is common-
ly observed in the bond market, where bonds with greater default risk carry higher yields and lower
prices. Use of a discount rate below the risk-free rate leads to a positive risk adjustment. This can be
observed in the price of many insurance contracts, since the price can exceed the present value of
expected claims and expenses at the risk-free rate.

2. Use option-pricing techniques to weight the results under various scenarios.
Option-pricing techniques are commonly used to provide an adjustment for interest-rate risk. The
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discounted present value of future cash flows is determined under a large number of scenarios for
future interest rates and the results are weighted using derived probabilities® that differ from their
real probability of occurrence. Similar techniques can sometimes be used for risks other than inter-
est-rate risk, depending on the available data.
3. Adjust the cash flows being discounted.

A risk adjustment can be included by using cash flows other than the average expected cash flows.
For example, insurance contracts often involve payment of highly uncertain cash flows. A risk adjust-
ment can be introduced by adding some amount to the expected value of the cash flows and present-
valuing the adjusted cash flows.*

When a financial instrument involves more than one kind of risk, each risk can be reflected using a dif-
ferent technique. Different combinations of risks and risk adjustment techniques lead to a wide variety of
methods for valuation of financial instruments. However, all such methods adhere to the principles out-
lined here.

It is worth noting that the DSOP expresses a preference for the third method, adjustment of cash flows.
The term MVM (market value margin) has been developed to refer to risk adjustments of this nature.
Specifically, this term refers to adjustments for insurance-related risks such as mortality and morbidity
that create uncertainty in liability cash flows. The term is meant to encompass any nondiversifiable risk
from insurance-related factors as well as any diversifiable risk that is currently being priced for due to inef-
ficient market conditions. If other risks are present (e.g., interest-rate risk), the risk adjustment will have
to include an amount for these as well. However, any value included in the risk adjustment for these other
risks is not considered part of the MVM.

Any risk adjustment technique must involve some element of calibration to a market price for risk.
There are many ways to accomplish this, and in most cases some judgment is required. Nevertheless, some
connection to a reasonable model for the market price of risk is a necessary part of applying any risk
adjustment technique.

Principle 3: Include all cash flows.
The cash flows being valued should include all cash flows associated with the financial instrument being
valued, including:

e Future cash flows that could occur under the contract that defines the financial instrument. This
would include both contractual obligations and constructive obligations such as dividends and non-
guaranteed interest credits.

e Costs to be incurred in carrying out obligations under the instrument.*

Some would argue that there are situations where the value to be reported for accounting purposes
should ignore certain cash flows, or should only reflect one of several possible future outcomes. Such
arguments amount to suggesting that the value for accounting purposes should be something other than
fair value or market value in specific circumstances. As such, these restrictions could result in misleading
valuations and financial reports. When faced with an accounting restriction that has caused a valuation
significantly different from a fair or market value, disclosure of the situation might be beneficial, in order
to prevent misuse or misinterpretation of the resulting valuation.

For example, a rise in interest rates could cause the fair value of a fully guaranteed life insurance con-
tract to fall below its cash surrender value. If few policyowners were expected to surrender their contract
for cash, then other patterns of cash flow under the contract would be more likely, and the present value
of those cash flows might be less than the surrender value. If the liability value were not allowed to be less
than the surrender value, then disclosure of the more likely value may be appropriate.

5
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Application of the Principles to Insurance

The principles discussed above come into play only when market values are unavailable for the instrument
being valued or for similar financial instruments. With regard to insurance liabilities it is generally accept-
ed that there is no deep and wide market, and in most cases no suitably similar instruments exist that do
have market values. This leads to the use of present value estimates adjusted for the market price of risk.
Application of the principles discussed above to insurance liabilities provides valuable insight.

Application of Principles 1 and 2

Insurance contracts by definition involve some risk to the insurer, at least at issuance. Therefore, accord-
ing to Principle 2, the present value of expected cash flows at a risk-free rate is not normally an accurate
estimate of the fair value of a contract involving insurance risks. A risk adjustment needs to be included
in the fair value to reflect market pricing for insurance risk.

If one starts from a value equal to the present value of cash flows at a risk-free rate, then the risk adjust-
ment can be positive (increasing the value) or negative (decreasing the value), depending on the kind of
risk in the contract. For example, a pure casualty insurance contract involves mainly risk to the insurer,
so there should be a positive risk adjustment. Alternately, an investment contract where actual investment
performance is passed to the policyowner involves risk to the policyowner, so there should be a negative
adjustment for this risk.”* A participating whole life insurance contract includes both mortality risk to the
insurer and the risk of uncertain dividends to the policyowner, so both positive and negative risk adjust-
ments come into play. It is common for some insurance contracts to involve risks to both parties, so both
positive and negative risk adjustments must be determined.

Application of Principle 3
Principle 3 can be used to resolve issues related to items such as renewal premiums, nonguaranteed poli-
cyholder dividends, and a deposit floor.

If all cash flows under the financial instrument should be included when calculating fair value, then it
is clear that renewal premiums that are either required or allowed under the existing contract should be
included. The length of the contract is the key consideration in this regard.

In property/casualty insurance in the U.S., it is common for the insurance contract to run for a period
of one year or less. In such a case, renewal premiums after the expiration of the contract are not part of
the contract and should not be included in the fair value of the financial instrument.

In life insurance, it is common for the contract to run for a period of decades or for the lifetime of the
policyowner. In such a case, renewal premiums should be included in the determination of fair value
because they are part of the contract. This is true even if the contract does not require renewal premiums
but does allow them, as long as it is common for such premiums to be paid.*

Many insurance contracts offer the policyowner options regarding premium payment, benefit patterns,
and policy loans. This flexibility means that many different patterns of future cash flow could arise under
the contract. In such cases, the fair value of the contract can be estimated by weighting the present value
of each pattern of cash flows with its likelihood of occurrence.

The weighting of different possible outcomes, if accepted as a principle, resolves the question of whether
the fair value can be less than the deposit floor. If there are other patterns of cash flows that are likely to
occur under the contract (other than immediate full cash withdrawal) and those other cash flow patterns
have a discounted present value less than the deposit floor, then the fair value of the contract can be less
than the deposit floor.

There can be a variety of reasons why patterns of cash flow other than immediate full cash withdraw-
al are likely to occur under a contract even when the fair value of the contract is less than the amount avail-
able on surrender for cash. In the life insurance context, for example, the contract owner gives up future
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guaranteed insurability if the contract is surrendered for cash. In the bank deposit context, the contract
owner (depositor) gives up the convenience and safety of a bank account. Considerations such as these
give the appearance of inefficient exercise of options for full cash withdrawal. The fact that an option to
surrender a financial instrument for cash is not always exercised means that the fair value can be less than
the cash surrender value.

2. Theoretical Background for Market Calibration of Risk Adjustments

A variety of valuation techniques fall within the basic approaches discussed above for calculation of a risk-
adjusted present value. The main difficulty is to make reasonable adjustment for risk. To be reasonable,
an adjustment for risk must reflect a market price for risk in some fashion. Therefore, the following sec-
tions provide some theoretical background for calibration of risk adjustments to measures of the market
price for risk, and then apply that theory in several examples.

Two approaches to measuring a market price for risk are discussed here: the-cost-of capital approach
and the option-pricing approach. This is not meant to be a complete list of calibration techniques, but an
illustrative sampling.

The Cost-of-Capital Approach
Insurers require capital in order to operate, and providers of capital require compensation for any risk to
their capital. The greater the risk, the greater the compensation demanded. The relationship between the
return on capital and the level of risk can be used to determine the risk-adjusted value of a liability. This
section uses this relationship to determine an interest rate for present-valuing liability cash flows that is
consistent with their level of risk and with market demands for return on risk.

Some terms for use in defining mathematical relationships:*

A = Company total assets at fair value

L = Company total liabilities at fair value

E = Company equity on a fair-value financial statement.
E=A-L

r; = the risk-free interest rate

This analysis will focus on the changes in the balance sheet quantities during one reporting period, that
is, AA, AL, and AE. It will assume there is no capital flowing to or from owners during the period and there
are no taxes,” so AE represents net earnings for the period. The return on equity is AE + E.

The following is a very simple case. There are no liabilities, and all assets are invested in risk-free secu-
rities. Also assume there is no change in interest rates. E=A, and AE = AA = A xr;. The return on equi-
ty is the risk-free rate r;. This is consistent with basic economic theory, because owners take no risk.

Next, add some liabilities, but make them fixed and certain liabilities that involve no risk.** The fair
value of such a liability is its present value at the risk-free rate. For simplicity, assume that no liability cash
flows occur during the first accounting period and no change in interest rates occurs, so AL =L x r;. That
is, the change in liabilities is just the unwind of discount on the beginning liability value.
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The return on equity in this case can be determined as follows:
AE =AA-AL

= (Axry) — (Lxry)

=(A-L)xr

=EXr;

The return on equity of AE + E is equal to r;, the risk-free rate. This is again consistent with basic eco-
nomic theory, because owners take no risk.

Now assume that the liabilities involve some risk to the insurer. To accept that risk, the owners demand
a return on equity of rg, where r. > r¢ . Also, the fair value of the liability should be greater than the pre-
sent value of its expected cash flows at the risk-free rate. Assume the liability value is determined by tak-
ing the present value of its expected cash flows at a rate of r_ , where r, <r;. How can this information be
used in determining r_ ?

Start with the basic identity: AE =AA-AL

Use known growth rates r¢, 1y, and r, (Exrp) = (Axr;) — (Lxr)
Substitute for A=E + L (Exrg) = ((E+L)xr) = (Lxr)
Collect terms in E on the left Ex(rg-rp) = Lx(r;-r)

Divide both sides by L, define e = E+L ex(rg-r) =(r¢-r)

Solve for r, n =r; — (ex(rg-ry))

Thus, r,_is less than the risk-free rate by a spread that depends on both e and r¢; that is, the ratio of cap-
ital to liabilities and the market’s required return on capital. If one can observe values of e and r¢ for mar-
ket participants holding similar assets and liabilities, one can use that information to determine a market-
based discount rate for determining the risk-adjusted value of the liabilities. If a company is in a unique
position, observed values of e and rg for other companies can theoretically be adjusted to reflect the dif-
ferences between those companies and the company whose liabilities are to be valued.

A significant practical problem with this approach, as developed so far, is that the asset portfolio is
assumed to be composed of risk-free investments. Few if any market participants hold risk-free invest-
ment portfolios. To the degree that they take investment risk, owners expect an additional return to com-
pensate for that risk. Therefore, the levels of e and rg observed in the marketplace are not consistent with
a risk-free return on assets. They are more consistent with a risky asset portfolio.

This approach can be adapted for use with risky assets. Assume for the moment that the return on
assets® is r, instead of r;. If the equations above are solved for r, the result is the following:*

rL=ra—(ex (re—ry))
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The values of e and r¢ in this equation are those observed for market participants with risky assets hav-
ing a total return of r, and holding liabilities similar to those we wish to value.”

It is worth noting that typical relationships between e, r.,r, and are such that many combinations of
these values can give the same liability return r_ . For example, consider the following combinations of val-
ues that might be observed for a hypothetical line of insurance. All of them are consistent with r, = 5.74%.

Set 1: (high-grade bond assets) r,=6.5% re = 15% e=9%
Set 2: (risky assets, high equity) ry,=7.0% re = 15% e =15.8%
Set 3: (risky assets, high ROE) ry,=7.0% re=21% e=9%

The point here is that the formula r, = r,— (e X (re—r,)) appears to make the liability valuation rate (and

therefore the liability value) dependent on asset portfolio returns. However, the examples above show that,
as a practical matter, liability value is not dependent on the investment return as long as any change in
investment return is assumed to be offset by changes in the level of equity or the return on equity. The
investment return appears in the formula instead of the risk-free rate to be consistent with values of e and
re observed for companies with risky investment portfolios.

The Role of Taxes

So far, there has been no discussion of taxes. However, the rate rE has been defined as the return on equi-
ty, which implicitly means the after-tax return on equity. The pre-tax return on equity could be defined
as rg = rg = (1 - t), where t is the tax rate. Pre-tax income would then be E x r¢, and tax would be

E x rgx t under the simplifying assumption that tax and fair values are equal. Adapting the previous equa-
tion to include a tax payment at the end of the period produces the following:

AE = AA- AL - Tax (here, e AA and AL are calculated as above, before tax)
Exre=(Axry)—(Lxr )-(Exrgxt)

Solving for r,_gives r, =r, — (e X (re—r,))

or equivalently =ry— (e x((lrit) ‘fA))

From this it is clear that an increase in the tax rate t results in a decrease in the liability valuation rate
and, therefore, an increase in liability fair value, holding everything else constant.

When using valuation interest rate r, , no amount of taxes is included in the cash flows being discount-
ed. Taxes are provided for implicitly through the valuation interest rate. (The higher the tax rate, the lower
the valuation interest rate.) It is also possible to treat taxes explicitly. In this case, one could add the
amount of taxes E x ri x t to the cash flows being discounted. When taxes are included in the cash flows
being discounted, the appropriate valuation interest rate is higher than r_ .

The discussion of taxes presented here is simplified because taxable income is assumed equal to income
reported on a fair value accounting basis. In reality, taxable income is defined differently, and this can
change both the timing and amount of taxes. A more complete treatment of taxes with regard to liability
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fair value can be found in a 2000 paper by Luke Girard, “Market Value of Insurance Liabilities: Reconciling
the Actuarial Appraisal and Option-Pricing Methods.”*

Practical Considerations
The formula for r, depends on observed values of rz , e,and r, . A host of practical issues arise in obtain-
ing usable observed values. These include the following:

e Most insurers write a variety of types of insurance coverage, and each type potentially involves a dif-
ferent level of risk. Observed values of r¢, e, and r, for multi-line insurers blend all these risks togeth-
er so they don’t provide clear guidance to market pricing for each type of risk in isolation.

e The total return on assets r, is currently not a reported figure* and in many cases cannot be exactly
determined. Generally the value of r, is an estimate. Especially when private equity or real estate
investments are involved, the total return must be estimated.

e Credit standing can affect the observed relationships between r¢ , e, and r, and therefore can affect
r. . Observations need to be categorized so that companies of comparable credit standing are
grouped together.” This decreases the number of available observations in any group.

e There is significant variance in the values of rg and e between insurers and between time periods for
any one insurer. Even when controlling for credit standing, mix of business, and investment strate-
gy, observed values of rc and e may lie in a wide range.

e For some types of long-term insurance contracts, the level of risk changes over time. Consider the
value of monthly disability payments to an insured payable until the earlier of recovery or age 65.
The uncertainty (risk) in that value is considerably greater when the disabled person is age 30 than
when he or she is age 64. It may be appropriate to use values of r_ that change over time based on
changes in liability risk levels.

e Franchise value, or the value of future new business, may affect observed relationships between e,
re,and r, . Franchise value is an intangible that is often not recognized on the financial statements.*
However, a strong franchise value may allow a company to charge higher premiums and earn a high-
er return relative to its reported equity. Observed values of re. may vary widely due to the effect of
franchise value.

While there are practical difficulties in obtaining observed values for the market as a whole, it is worth
noting that company-specific values for e, rg , and r, are routinely used in pricing by many companies in
the United States. When the values used in pricing are within the range of observed values in the market,
it may be reasonable to use the company-specific values as reasonable estimates in calibrating risk adjust-
ments.

The discussion above is not meant to imply that risk adjustments should always be implemented by
adjusting the discount rate. The intent of the formula for the discount rate r_ is to help calibrate risk
adjustments; that is, to help determine whether they are realistic in relation to one measure of the market
price for risk. The discounted value of expected cash flows at rate r, provides a convenient reasonableness
check on risk adjustments made using other methods. Other risk adjustment approaches, such as adding
a market value margin to expected claims, are equally valid when applied in a manner consistent with the
valuation principles outlined above.

The Option-Pricing Approach
The cost-of-capital approach treats all risks at once. That is, it leads to a single comprehensive adjustment
for all risks involved in a liability. The option-pricing approach, on the other hand, is more typically
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applied to specific individual risks. Option-pricing techniques often allow calibration to a wider set of
observations for the market price of risk, thereby narrowing the range of reasonable risk adjustments. This
is especially true when applied to interest-rate risks that are widely traded in financial markets.

This section focuses on option-pricing approaches that could just as well be termed “multi-scenario”
approaches. Their common characteristic is that the present value of future cash flows is determined
under many alternate future scenarios and the results are averaged in some way to arrive at a single esti-
mate of the value. The exact description of such techniques is beyond the scope of this paper. However,
it is important to understand how risk adjustments arise under such techniques, and how such risk adjust-
ment methodologies can be combined with other approaches.

There are two main reasons why a multi-scenario approach may arrive at a different value than a sin-
gle-scenario deterministic valuation.

e Some scenarios with small probability of occurrence may involve very adverse outcomes. Including
such scenarios in a simple average may increase the average value of the liability over the value based
on the single most likely scenario. The increase in value is based on the probability of the adverse
outcomes.

e Either the scenario construction method or the weights applied to the scenarios may be calibrated to
the market in a manner that results in a risk-adjusted value.

It is important to recognize that a multi-scenario approach does not automatically result in a risk-
adjusted valuation. If various equally likely scenarios are simply averaged, one simply obtains a better esti-
mate of the present value of the liability, taking into account various possible outcomes without including
any adjustment for risk.

An adjustment for risk is only included in a multi-scenario approach when either the scenario con-
struction method or the weights applied to the scenarios are calibrated to the market using some risk-
adjustment technique.

For example, multi-scenario approaches are commonly applied to interest-rate risks, such as the risk
that a minimum interest-rate guarantee will come into play on the cash accumulation portion of a life
insurance or annuity contract. When valuing liabilities with such guarantees, it is common to use sto-
chastically generated scenarios of future interest rates. Stochastic scenario generators use probabilities to
determine the distribution of interest-rate changes from one period to the next.

An adjustment for risk may or may not be included in a valuation using such techniques, depending on
how the scenario generator’s probabilities are set. If the probabilities are realistic estimates, then there is
no adjustment for risk. If, however, the probabilities (and perhaps other parameters of the scenario gen-
erator) are calibrated using the current market yield curve, then an adjustment for interest-rate risk is
included in the valuation.

When a multi-scenario approach is used with realistic probability weighting of outcomes, risk adjust-
ments can be included using other means. For example, a risk adjustment under the cost-of-capital
method could be built into each scenario before the values under all scenarios were averaged.

However, when a multi-scenario approach includes an adjustment for one risk such as interest-rate risk,
it is important that other risk adjustments be determined in a way that avoids counting the adjustment for
interest-rate risk twice.

Practical Considerations

Multi-scenario option-pricing techniques tend to be theoretically complex and computationally demand-
ing. This leads to some significant practical considerations.

11
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e Even with modern computers, the volume of computations can be prohibitive when applied to mil-
lions of individual insurance contracts within a company. To overcome this, it can be expected that
similar contracts will be grouped together and modeled as if they were identical for valuation pur-
poses. This adds an additional source of approximation error to any valuation.

e Many insurers do not yet have systems set up to routinely carry out such valuation technigues on all
of their insurance business.

e Calibration and use of these techniques requires specialized expertise. The number of professionals
with the requisite training may be insufficient to support use of these methods for worldwide finan-
cial reporting at this time.

e Calibration of these techniques requires extensive market data. While extensive data exists for some
risks, such as interest-rate risk, it does not always exist for certain kinds of options contained in insur-
ance contracts.

Other approaches

Many other approaches to risk adjustment have been developed. Calibration to a market price of risk is
always an issue, and this paper has focused on two techniques for which calibration methods are well
known. However, other approaches exist.

In reviewing the wide assortment of available methods, one should keep in mind the hierarchy of val-
uation approaches defined by the JWG, and the valuation principles presented earlier in this paper. In gen-
eral, most liability valuation methods should fall within that framework.

The following papers present alternative liability valuation approaches: CAS Task Force on Fair Value
Liabilities, “White Paper on Fair Valuing Property/Casualty Insurance Liabilities,”2000; Michael Abbink
and Matt Saker, “Getting to Grips with Fair Value,” 2002; IAA Comments to the IASC Insurance Issues
Paper, “Valuation of Risk-Adjusted Cash Flows and the Setting of Discount Rates,” 2000. Some of these
papers include calibration techniques; others leave that issue as one requiring further study. The American
Academy of Actuaries has neither reviewed nor expressed any opinion on the approaches presented in
these papers. The references are provided simply for the convenience of the reader.

3. Example Valuation Techniques

Interest-Rate Spreads: The Guaranteed Interest Contract
A guaranteed interest contract is a promise to pay a given maturity value on a given date. The maturity
value is equal to the amount originally deposited, accumulated at a guaranteed interest rate, hence the
name “guaranteed interest contract.”#

How could one determine the fair value of the liability to pay the maturity value? As discussed above,
the fair value is equal to the present value taken at the risk-adjusted discount rate

r= rA—(e x ((1rE_ 5 —rA)).

Use the following assumptions, for discussion purposes:

e - = return on equity for GIC business = 9%

e ¢ = ratio of equity to liabilities for GIC business = 8%

12
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e 1, = total return on assets = 6%

e r; = the risk-free rate = 5%

e t =the tax rate = 35%

e The maturity value is $1,000 and is due at the end of two years.
e There are no expenses.

Under these assumptions, the discount rate r, = 5.37% and the fair value is

$1,000.00 x (1.0537)* = $900.63

Some might suggest that the fair value of this liability should be determined by discounting at the risk-
free interest rate, since there is no risk to the insured other than default risk. Two issues come into play
when determining which discount rate is appropriate.

The first issue is credit risk. Use of the risk-free rate is based on the idea that credit risk should be
ignored. Ignoring credit risk is consistent with “entity-specific value” as defined by the ISC, rather than
“fair value.” In the case of this kind of liability, the difference between the liability valuation rate and the
risk-free rate implicitly includes an adjustment for credit risk. (This is discussed further in the sections on
credit risk and on entity-specific value versus fair value.)

The second issue is liquidity and its connection to the definition of the risk-free rate. A guaranteed
interest contract held as an asset is typically not a liquid asset, and there can be restrictions on transfers or
early settlement. Therefore, the liability valuation rate should be consistent with investments of limited
liquidity. As is discussed later, the risk-free rate should also be consistent with investments of limited lig-
uidity; the risk-free rate should be interpreted as a default-free rate on securities with fixed and certain
cash flows. If the risk-free rate were based on U.S. Treasuries (which are very liquid), it would not be the
appropriate discount rate for a non-liquid liability, even for computation of entity-specific value.

In the example above, if the risk-free rate shown as 5.0% were a rate based on U.S. Treasuries, the dif-
ference between r, and the risk-free rate would include an adjustment for a liquidity premium in addition
to an adjustment for credit risk. It would not be clear from the information at hand whether an r, of
5.37% was greater than or equal to the risk-free rate for investments of limited liquidity. In practice it may
also be difficult to make this determination.

Option Pricing: Interest-Sensitive Liabilities

Interest-sensitive liabilities involve cash flows that depend in some way on the future level of interest rates.
The next example focuses on a simple four-year deferred annuity with surrender rates that are interest sen-
sitive.

In this example, the contract has a current cash value of $1,000. Interest is guaranteed at a rate of
5.00%, and the contract matures in four years for $1,215.51. Cash surrender values are available in the
interim and include all accrued interest with no surrender charge. At maturity the contract either pays out
its accumulated cash value or can be converted to a life income at then-current rates.

This contract may not fill the definition of insurance, but the valuation treatment of interest-sensitive
surrenders shown here is very much analogous to the treatment for more complex contracts that involve
an investment element.

13
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The example assumes that short-term interest rates are currently 5.0%, and that a lognormal interest-
rate model with volatility of 20% represents the current yield curve. That is, the following recombining
binary tree has been calibrated to reproduce the current risk-free yield curve.

8.64%
7.20% <
< 6.00% < < 6.00%
5.00% 5.00%
4.17% < < 4.17%
3.47%
2.89%

During each year, interest rates can either increase by 20% or decrease by 16.67% (.1667 = (1/1.2) — 1).
In calibrating the binary tree to the current yield curve, the probabilities of increase or decrease turn out
to be exactly 50% each at every time period, for the purposes of this example. There are eight possible
paths through the binary tree, each with probability 0.125.%

If one assumes lapse rates are insensitive to interest rates and are 10% of remaining contracts at the end
of each year, one can compute the cash flows at the end of each year and discount them using the path of
short-term rates along each path of the tree. The expected cash flows are:

End of Portion in force x Termination = Portion x Contract = Cash
year before terminations rate terminating cash value flow
1 100% 10% 10.0% $1,050.00 $ 105.00
2 90% 10% 9.0% $1,102.50 $ 99.23
3 81% 10% 8.1% $1,157.63 $ 93.77
4 72.9% 100% 72.9% $1,215.51 $886.10
100.0%

Discounting this stream of cash flows through each path of the binary tree, and averaging the results,
leads to a value of $996.85.

Now suppose that lapse rates are assumed to be sensitive to the level of interest rates. In particular, if
interest rates are high, more policyowners will surrender for cash, and vice versa. Instead of level 10% laps-
es under all conditions, lapse rates depend on the level of short-term interest rates according to the fol-
lowing table:®

Interest  Lapse
rate rate

8.64%  23.25%
7.20%  14.84%
6.00%  11.00%
5.00%  10.00%
4.17% 9.31%
3.47% 7.67%
2.89% 5.56%
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With this pattern of lapse rates, a different pattern of cash flows occurs for every path through the bina-
ry tree. The resulting patterns of cash flow are shown in the table below.

Interest rate Cash flows at end of year
path Year 1 Year 2 Year 3 Year 4

up, up, up $11550 $14561 $203.99  $707.07
up, up, down $11550 $14561 $ 9651  $819.92
up, down, up $11550 $ 98.12  $102.00 $ 866.52
up, down, down $11550 $ 9812 $ 86.29 $883.02
down, up, up $ 97.71 $ 9999 $103.94 $883.02
down, up, down $ 9771 $ 9999 $ 87.93 $899.83
down, down, up $ 9771 $ 7665 $ 90.21 $923.17
down, down,down $ 97.71 $ 7665 $ 53.93 $961.27

When the cash flows along each path are discounted using the short-term rates along each path, the
resulting probability-weighted value is $998.17. That represents an increase of $1.32 attributable to the
risk of interest-sensitive cash flows.

This example does not include any adjustment for risks other than the interest sensitivity of the cash
flows. Our purpose has been to illustrate the adjustment for interest sensitivity alone. In computing fair
value or entity-specific value, one would normally include an adjustment for other risks in the contract,
typically by adding a risk adjustment to the cash flows under every interest-rate path or by adding a spread
to the path-specific interest rates used for discounting. In calibrating the adjustment for other risks, care
would be needed to avoid double-counting the adjustment for interest-sensitivity risk.

Adjusted Cash Flows: Property/Casualty Insurance

Consider the valuation of insurance contract liabilities under a one-year property/casualty insurance pol-
icy immediately after the annual premium is paid. Assume all related payments will be made at the end of
the year, and that the expected value of those payments and associated expenses is $525. What, then, is the
fair value of the liability?

Since the amount of actual claim payments is uncertain, an adjustment is needed for the risk of insur-
ance claims differing from the expected amount. This is a risk to the insurer and justifies some positive
risk adjustment; that is, an increase in the fair value of the liability over the present value of benefits and
expenses at the risk-free rate. This example applies the cost-of-capital method, assuming that the practi-
cal limitations of that method can be overcome.

The following assumptions are made:

® .= return on equity for this example = 12%
e¢c = ratio of equity to liabilities = 25%
®I,= total return on assets = 6%

o = the risk-free rate = 5%

ot = the tax rate = 35%
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Based on the theoretical background presented earlier, the fair value of the liability is the present value
of cash flows (excluding tax) discounted at rate:

r.= rA—(e X ( e rA)) = 2.885%.

Discounting the expected year-end cash flow of $525 at rate r, gives a liability fair value of $510.28.

Suppose, however, that one wishes to make the risk adjustment by adding an amount to cash flows
rather than by adjusting the discount rate. The DSOP expresses preference for discounting at the risk-free
rate and adjusting for risk by adding an MVM (market value margin) to cash flows. How can an appro-
priate level of MVM be determined?

This problem can be expressed mathematically. Define C as the end-of-year expected cash flow ($525
in this example). The liability fair value has already been calculated as:

C _ 5%
1+r, ~ 1.02885

= $510.28.

One wishes to obtain the same fair value while discounting at the risk-free rate and adding MVM to the
cash flow.

That is: C+MVM _ C
1+r 141"
. . . _ re—r. _ 0.05-0.02885 _
Solving this for MVM gives MVM = C x T 525 x ~ 102885 - 10.79.

This example involves cash flows at only one point in time, but the same technique can be applied to
calculate MVMs for multi-period insurance contracts. First, the following terms are defined:

C, = cash flow at end of period t
MVM;, = market value margin for period t
L, = liability fair value at end of period t, or beginning of period t + 1

If the insurance contract being valued involves cash flows for n periods, the calculation proceeds as fol-
lows.

1. Begin by calculating the final period MVM:

_ T
MVM, = Cy x 1=t

2. Find the fair value at the beginning of the final period:

(C, + MVM,)
1+71 '

n-1
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3. Go to the previous period (n-1). Compute the MVM:

_rL

r
MVMn—l = (Ln—l + Cn—1) x 1f+ rl

4. Find the fair value at the beginning of the period:

L _(Ln—l + cn—1 + MVMn—l)
2 T+ '
f

5. Go back to step 3 for the next prior period (n - 2). Repeat steps 3 through 5 as many times as need-
ed.

So far, this analysis has focused on the cash flow adjustments that are consistent with discounting at the
risk-free rate. This analysis can be extended to determine the cash flow adjustments that are consistent
with any choice of discount rate. Since risk adjustments can be made through either the discount rate or
the cash flows, it is intuitive to expect that when a larger risk adjustment is made to the discount rate, a
smaller risk adjustment will be needed in the cash flows. As we've seen, when the entire risk adjustment
is made in the interest rate (so we discount at rate r, ), then the cash flow adjustment is zero. But what if
the discount rate is other than either r; or r ?

One can show that a simpler formula for the cash flow adjustment derived above for use with the risk-
free discount rate is:

MVM; =Ly % (ri—10).

An analogous formula provides the cash flow adjustment consistent with a generalized discount rate of
liiscount - 1 NE formula is:

AdeStmentt = Lt—l X (rdiscount - )

When rigount = I this is the formula for the MVM show above, and when ..t = 1. the cash flow
adjustment is zero, as it should be. This provides some intuitive support for the correctness of the for-
mula. An algebraic proof is left to the reader.®

Adjusted Cash Flows: Participating Business

Several types of insurance contracts allow the insured to share to some degree in the profits of the insur-
er. This section focuses on traditional participating permanent life insurance contracts as issued by mutu-
al insurers in the United States. Such contracts can be described as follows:

e Premiums are fixed and payable for life or for a limited number of years.

e Death benefits and cash surrender values are fixed and guaranteed. There is no unit-linking with an
investment fund.

e Dividends are paid annually at the discretion of the insurer’s board and are based on any excess of
company earnings over amounts the board deems necessary to retain for solvency or other reasons.
Dividends can be paid in cash or applied to purchase additional insurance and increase cash values
within the policy.
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The key feature here is dividends that are paid at the discretion of the board. There is no preset formula
for their determination. For example, there is no requirement that 90% of earnings be distributed to pol-
icyowners and 10% retained. Also, there is no dedicated investment fund. The assets supporting these
contracts are part of the pooled general account assets of the insurer and are not separately dedicated to
these contracts.™

Dividends are often very significant and therefore must be considered in valuation of the liability. Often
there is past practice that can be used as a basis for projecting future dividends, including changes in div-
idends in response to changes in the market environment.

Assuming reliable estimates of future dividends can be made, one approach to valuation of this kind of
participating business is as follows:®

e First estimate all future cash flows, and include in the cash flows the future dividends to be paid if
assumptions are realized.

e Take the present value of the cash flows, including an adjustment for risk. This can be done using an
adaptation of the cost-of-capital method similar to that discussed in the property/casualty example
above. Risk adjustment is accomplished in two parts: an adjustment to cash flows and an adjustment
to the discount rate.

1. The discount rate is set equal to the asset total return.*® This makes the discount rate consistent
with the asset returns anticipated in the projection of dividends. Consistency between projected
dividends and the assumed asset total return is important because dividend payments often
depend in some way on the level of investment returns. Consistency does not mean that the inter-
est rate credited to policyowners must equal the asset total return. Rather, consistency means that
dividends are projected based on the assumption that the company will earn the assumed asset
total return on its investments and distribute part or all of that return to policyowners through
dividend payments in accordance with established or expected practice.

2. Cash flows are adjusted by adding an amount* to adjust for the risk retained by the company. The
cash flow adjustment can be calibrated to market compensation for risk by setting it equal to

Lt_lxex( € _rA)
1-t

where the symbols have the same meaning as in examples presented above.

Some explanation is needed for the formula for the cash flow adjustment shown above. Recall that,
under the cost-of-capital method, the cash flow adjustment and the discount rate are related to one anoth-
er by the formula

AdeStmentt = Lt—l x (rdiscount = )
In this case, the discount rate is set to the asset total returnr, , so
Adjustment, =L, ; x (ry—r.).

If one then substitutes for r, using the formula
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o5

the formula for cash flow adjustment shown above is obtained.

As mentioned above, one reason for using the asset total return as the discount rate is for consistency
with the projection of dividends. Another reason for using the asset total return is to avoid the use of neg-
ative cash flow adjustments or MVMs in valuation. When significant investment risk is passed on to the
policyowner, as it often is with participating life insurance, the liability valuation rate r,_ increases to adjust
for that risk transfer. As a result, r, can exceed the risk-free rate. The formula for cash flow adjustments
shown above produces negative values if the discount rate is r;, and one has

rr—r.<0

An issue arises if one needs to report a liability value for participating business excluding risk adjust-
ments. The non-guaranteed nature of dividends represents a risk to the policyowner, and dividends are
arguably higher than guaranteed payments would be because of the risk taken by the policyowner. There
is no direct way to discount future cash flows that include dividends and arrive at a value excluding risk
adjustments. Simply excluding dividends altogether may result in too low a value, while including full pro-
jected dividends results in too high a value.

Similar issues arise with respect to certain nonparticipating life insurance and annuity contracts in the
United States. Contracts issued by stock companies often include non-guaranteed payments whose mag-
nitude is at the sole discretion of the insurer. For example, “universal life” contracts that are not variable
or unit-linked often involve non-guaranteed interest credits; that is, interest in excess of the guaranteed
minimum rate is credited to cash values at the discretion of the insurer. Such non-guaranteed interest
credits need to be estimated for valuation purposes in much the same way as dividends on participating
contracts.

The problem with determining liability value excluding risk adjustments arises any time the cash flows
of an insurance contract include some compensation to the policyowner for bearing risk. To compute a
value excluding risk adjustments, that compensation would need to be estimated and removed from the
cash flows to be used in the present value calculation.

4. Other Issues

Fair Value Versus Entity-Specific Value
Fair value and entity-specific value are two alternate measures proposed in the DSOP for valuation of
insurance liabilities. (Both are defined in the introduction to this paper.)

The proposed measures have much in common. For example, both involve use of the JWG hierarchy
of valuation methods discussed earlier. For insurance liabilities, both generally involve estimation using
present value techniques. And both anticipate update of valuation assumptions on every valuation date.

However, the DSOP indicates that the measures differ in the ways assumptions are to be determined,
and in the treatment of an insurer’s credit standing. The table below illustrates the treatment according
to the DSOP:
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Measure Rationale Assumptions Credit Standing
Exit value, or Market-based, e.g.,
Fair value immediate settlement market average Reflected®
value expenses

Orderly settlement
Entity-specific value  over life of the Specific to the entity Not reflected
liability

These measures are still evolving, and alternatives beyond those shown above are possible. For exam-
ple, some have suggested that valuation should involve use of entity-specific assumptions combined with
full reflection of credit standing.

Credit Standing
There are several schools of thought regarding whether and to what degree credit standing should be
reflected in the valuation of an entity’s liabilities. A full discussion of the issues could fill a small book.
Rather than attempt a full discussion here, we only note the basic rationale behind a reflection of credit
standing in fair value estimates, present some counter-arguments, and list some references where a more
thorough discussion of the issue can be found.

The basic rationale behind the reflection of an entity’s credit standing in the fair value of its liabilities is
as follows:*

e The liability of a company is someone else’s asset. From the perspective of the asset purchaser, the
fair value of the asset is reduced by the risk that the company backing the asset will default, so the
credit standing of the asset backer is reflected in the price. Looking at the same situation another way,
the asset backer holds a liability for the obligation to back the asset. The asset backer can extinguish
its liability by paying an amount to the asset holder. The amount it must pay should be the same as
any other third party would pay for the asset. Since the price of the asset reflects the credit standing
of the asset backer, the cost to the asset backer of exiting its liability reflects its own credit standing.

e The largest category of financial liabilities in many industries is publicly issued debt. For many com-
panies there is a market for this debt, and the price for such debt reflects the credit standing of the
issuer. Conceivably, a company could buy back its debt or issue more debt at this market value.
Therefore, unless the fair value for its debt was set at its market value (which reflects its credit stand-
ing), a company could manipulate its earnings by trading in its own debt.¥

e There is no compelling reason why other financial liabilities should be treated any differently than
publicly issued debt. Hence all other financial liabilities should have their fair value reflect their own
credit standing.

e The fair value of a firm from the owner’s perspective will reflect the fact that the owner can always
walk away from the (stock) investment. Therefore, the fair value of the liabilities (from the owner’s
perspective) can never be greater than the assets. This requires the fair value of the liabilities to reflect
the credit standing of the firm.
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Some of the principal arguments against the reflection of credit standing in insurance liabilities include
the following:

e |f the liability value reflects the firm’s credit standing, then the firm’s earnings can go up when its
credit standing goes down. This is counterintuitive, and provides less useful (i.e., less relevant)
information to the users of its financial statements.

e The arguments for reflection of credit standing in liabilities are based on the valuation of assets.
Assets are traded, and asset valuations do reflect credit standing. But liabilities, especially insurance
liabilities, are not traded. Hence, there is no market value for liabilities, and asset valuation models
do not necessarily apply to the valuation of insurance liabilities.

e Even if reflection of credit standing makes sense for some financial liabilities, insurance liabilities are
different.  Insurers cannot exit their liabilities except through settlement with the
policyholder/claimant®. If they try to do so in a manner that reflects their credit standing, then they
violate state laws that cover unfair trade practices. Therefore, the actual exit price for an insurer’s lia-
bilities cannot in practice reflect its credit standing.

e The existence of guarantee funds, the priority status of policyholders/claimants in the event of an
insurer insolvency, and the existence of other co-guarantors in some cases makes any effect of credit
standing on insurance liabilities immaterial.

e Liability values that are not adjusted to reflect credit standing are more useful to financial statement
users, including creditors and potential buyers of the firm. For example, the value of a liability of a
party that assumes responsibility for payment of the liability would be independent of the credit
standing of the original party responsible for meeting the obligation.

Additional discussion of this issue can be found in:

e “Understanding the Issues —Credit Standing and Liability Measurement”
June 2001-Volume 4, Series 1, FASB, available from
http://www.fasb.org/articles&reports/vol4_seriesl.shtml

e Casualty Actuarial Society — “White Paper on Fair Valuing Property/Casualty Insurance Liabilities”,
Section H — Credit Standing and Fair Value, available at:
http://www.casact.org/research/tffvl/index.htm

e Girard, Luke, 2002. “An approach to Fair Valuation of Insurance Liabilities Using the Firm’s Cost of
Capital”, North American Actuarial Journal, Vol. 4.

The credit standing issue has special significance for those involved with guaranteed investment con-
tracts and annuity products with minimal insurance risk. For many of these products the market value of
liabilities (based on those portfolio sales that have occurred) reflects discounting of future cash flows at
rates in excess of the risk free rate. Some believe that this is due to the reflection of credit standing in the
fair valuation of the liability cash flows. Others have suggested that this is instead due to anticipation of
investment yields higher than the risk-free rate, even after adjustment for increased investment risk. If fair
value for accounting purposes reflects neither credit standing nor future investment margins®, then such
products can create an operating loss upon issue, because the initial premium (the market price) is lower
than the initial reported liability.

Actuaries should be aware that some liability valuation methods may reflect the credit standing of the
liability holder implicitly, even when there is no explicit assumption regarding credit standing or the like-
lihood of default. For example, one can argue that the cost of capital method outlined in this paper reflects
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credit standing implicitly. To understand how credit standing may be reflected, consider the effect of either
increasing investment risk or decreasing the level of capital.

e An increase in investment risk leads to an increase in the investment return r, . This in turn increas-
es the liability valuation rate r, and decreases the value of the liability.

e A decrease in the capital ratio e also increases the liability valuation rate r, and decreases the value of
the liability.

Therefore assumption changes that are consistent with increased credit risk lead to decreases in liabili-
ty value when using the cost of capital method, even though there is no explicit assumption concerning
default.

Emergence of Earnings

Under a fair value paradigm the focus is on the balance sheet. Assets and liabilities are defined without
consideration of income statement effects. Nevertheless, there is much interest in patterns of earnings
emergence that will result from a fair value approach to asset and liability measurement. And there have
been many mistaken first impressions as to how earnings will emerge under the fair value approach.

Some have noted that acquisition costs are charged off in the period incurred, rather than amortized as
under existing U.S. GAAP. They conclude that this will create an initial loss on sale of new business. This
is not necessarily true, however, because fair value at time of sale of a new contract includes the value of
acquisition costs along with all other future costs. The fair value of any liabilities under that contract is
reduced by the amount of these costs when they are paid. It is not necessary to cover these expenses
through amortization because there is a release of liability value in each period (similar to a reserve release)
that provides for the payment of expenses.

Some have noted that liability fair value is a present value of all future cash flows and have concluded
that all expected future profits would therefore be recognized at time of sale. This impression is general-
ly incorrect because the initial contract liability is to be risk-adjusted. Risk adjustment means the liabili-
ty is increased to reflect the risk involved in providing insurance coverage in the future. The provision for
risk included in the liability tends to reduce or eliminate any initial recognition of future profits and results
in the release of profits over time.

It turns out that the provision for risk in liability valuation is the key to the gain on sale and emergence
of earnings under a fair value regime. The larger the provision for risk, the smaller the gain on sale. The
smaller the provision for risk, the larger the gain on sale. Under the cost-of-capital approach outlined in
this paper, there is typically no initial gain or loss, and earnings emerge as a level return on equity if all
assumptions are realized.

The following examples show the emergence of earnings for a single policy. Additional issues arise
under fair value accounting for ongoing operations, including questions about how to present the effect
of changes in estimates regarding blocks of previously written policies. Such issues are beyond the scope
of this paper.

When All Assumptions Are Realized
This section illustrates the emergence of earnings for a simple five-year term life insurance contract when
all assumptions are realized and no changes occur during the life of the contract. Two examples are shown,
using two different levels of adjustment for risk in the liability valuation.

The expected cash flows under the contract are shown in Exhibit 1. The contract involves a single up-
front premium payment for the full five years of coverage. Expected death benefit payments increase each
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year as a result of increasing mortality with age. Expenses are particularly heavy in the first year, due to
sales and underwriting costs.

For purposes of the example, assume the contract is issued on the last day of the year. In addition, all
claims are assumed paid at the end of each policy year, as are all expenses other than the initial expenses
at time of issue.

Besides the liability cash flows, several additional assumptions are needed in order to illustrate financial
results under fair value accounting. Assume the following:

re = 10% (hypothetical normal return on equity for this sort of product)

€

7N

t

= 12% (benchmark equity capital as a percent of the liability)
= 7% (return on assets)
= 35% (tax rate on income)

With these assumptions, the risk-adjusted liability valuation interest rate can be computed.

h
rL=ry— (e x ((l_Et) N )) =5.99%

There are now enough assumptions to compute all of the items shown in Exhibit 1.

Liability at fair value. This is the present value of future liability cash flows at the risk-adjusted lia-
bility valuation interest rate.”

Benchmark capital. This is the assumed percentage e of the liability fair value