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the entry value and 'an insurer should not recognise a profit at inception' (DP, paras.

86 (d) and 117). If the risk margin in CExitV is calibrated to the initial premium at

inception (plus a liability adequacy test) in order to eliminate any Day 1 profit (as

favoured by several—albeit not a majority—of Board members) then, as the examples

in the DP's Appendix G show, this means that measurements at subsequent dates,

which are otherwise updated for changes in financial and economic assumptions,

including price changes, will also have to retain the original estimates of the price of

risk in order to maintain consistency.

As argued by Macve & Serafeim, 2007 (see Appendix I. e) (iii) below), it is not

clear what, if any, economic meaning is to be attached to these subsequent measures

or to reporting changes in them as income during the life of the policy. We know of

no discussion of such an approach in any relevant academic literature other than as a

way of attempting to report profit in line with the 'internal rate of return' ('IRR').

Although Forfar and Masters (1999) include an illustration of such an approach, and

defer to accountants to decide on the appropriate pattern of profit emergence, they

themselves support the recognition of values which produce substantial Day 1 profit

(see Appendix II. a) below). The calibration could be viewed as simply an

'accounting fix' to the 'synthetic' CExitV liability valuation (or 'SCExitV') to avoid

up-front profit recognition. Analysis from an accounting perspective, such as that in

Macve & Serafeim (2007), therefore now needs to be extended to deal with the effect

of various changes on updating both the 'relief values' and the related measurement

of profit discussed there.

As well as risk margins the DP also introduces the concept of 'service margins'

that 'market participants' may require in setting CExitV. As noted above under Q2,

this concept has no theoretical foundation in the existing literature. It is reminiscent of

the original 'accruals basis' developed for supplementary achieved profits reporting,

which, like conventional accounting for long-term contracts, aimed to measure profit

over the term of a life contract in accordance with both release from risk and 'work

done' (Horton & Macve, 1995). However it was fairly short-lived and companies

ultimately all took up the alternative EV approach (which reflects only release from

risk as this is achieved, inter alia, through work successfully done). However, ASB

(2005) still supports the conceptual approach of 'work done'.

What is not made clear in the DP is what the 'service margin' is supposed to

represent. If it is some cost of 'providing service' then it ought to be included in the
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expenses in the estimated cash flows. If it represents some 'opportunity cost', e.g. the

fact that insurance business is so profitable, perhaps because the market is generally

uncompetitive, that no transferee would take on a block of policies without ensuring it

could make at least as much profit as it could by selling its own policies, then this

represents a form of 'pure profit' or 'internal goodwill'. But no analysis is offered in

the DP of what issues might relate to the timing of recognition of that goodwill and

the related profit—an issue which is being explored further in Macve & Serafeim

(2007).

At present the DP's position on 'service margins' has the appearance of another

accounting 'fix' to SCExitV both to prevent contagion from any Day 1 profit

recognition spreading to other forms of investment management contract, whether in

insurance companies or in other businesses, and/or simply to restrict recognition of

Day 1 profit and/or to provide some justification for not adopting MCEV. Nor is it

clear on what basis the earning of such margins over the policy life is rationally to be

recognised on a CExitV basis.

Qll asks how risk margins for insurance contracts should be defined in relation to

actual (or potential) portfolio management and diversification.

This is another aspect of the 'unit of account' problem. The only relevant question for

CExitV is 'what would market participants do?' Given the restricted markets

available for insurance transfers, clearly the answer to this can normally only be

situation specific, and any rule (e.g. using portfolios that are managed together, but

not taking into account wider company diversification) must be arbitrary. In practice

MCEV calculations appear to follow the level of portfolio analysis that is most

meaningful to the company's management, in some cases with additional recognition

of the benefits of wider diversification as an element of 'corporate' value, as they

clearly lie behind many M&A and overseas investment strategies. (These issues are

also being explored further in Horton et al, 2006b.)

As to allowance in margins for diversifiable ('non-systematic') risk (in addition to

non-diversifiable ('systematic') risk), the actuarial literature and MCEV practice

increasingly follows the text-book financial economics arguments that in an efficient,

competitive and complete capital market only non-diversifiable risk will be priced as

all participants can hold fully diversified portfolios. The DP (para. 79 and the

guidelines in Appendix F) does not state a clear position on this issue.
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expenses in the estimated cash flows. If it represents some 'opportunity cost', e.g. the 

fact that insurance business is so profitable, perhaps because the market is generally 
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actual (or potential) portfolio management and diversification. 

This is another aspect of the 'unit of account' problem. The only relevant question for 

CExitV is 'what would market participants do?' Given the restricted markets 

available for insurance transfers, clearly the answer to this can normally only be 

situation specific, and any rule (e.g. using portfolios that are managed together, but 

not taking into account wider company diversification) must be arbitrary. In practice 

MCEV calculations appear to follow the level of portfolio analysis that is most 

meaningful to the company's management, in some cases with additional recognition 

of the benefits of wider diversification as an element of 'corporate' value, as they 

clearly lie behind many M&A and overseas investment strategies. (These issues are 

also being explored further in Horton et al., 2006b.) 

As to allowance in margins for diversifiable (,non-systematic') risk (in addition to 

non-diversifiable ('systematic') risk), the actuarial literature and MCEV practice 

increasingly follows the text-book financial economics arguments that in an efficient, 

competitive and complete capital market only non-diversifiable risk will be priced as 

all participants can hold fully diversified portfolios. The DP (para. 79 and the 

guidelines in Appendix F) does not state a clear position on this issue. 

26 



filename now: soatextfigextractsforlASBFASBcomtnentQSl 107

As IASB plan to issue no detailed guidance on risk margins, in our opinion this

brings out the inevitable danger of the 'inherent failure' of accounting standards to

achieve any more than the surface appearance of comparability' of reporting both

across countries and, within countries, across companies (as argued e.g. in Macve

1997).

Q14 asks how far credit risk, and changes in it, should affect the measurement of

the CExitVofan insurance liability.

The proposed recognition of credit risk in CExitV, and consequently of changes in it

in insurers' profits, is one of the most controversial aspects of the DP proposals, as it

is of FV more widely for all businesses (Horton & Macve, 2000a). The actuarial

literature reviewed here in Appendix II (see also Figure 3) generally considers any

effect to be minimal (at least for European insurers) and anyway that it should be

excluded, not least because solvency regulators steadfastly refuse to recognise it. The

CFO Forum (2006) shares this view (see Appendix III. b) below) and the DP itself

hopes the effect will normally be small (para. 232 (b) and Appendix H), at least for

insurers if not for FV more generally As argued above under 'Cash flows', thinking of

credit risk changes as changes in the probabilities of cash flows brings out the need to

recognise that a 'first best' conceptual solution may not be appropriate here, give the

inadequacies of the present (and probably any potential) accounting system to capture

the complementary effects on the assets side of the balance sheet, with resulting

distortion in any profit measurement consequences.

Reinsurance (Q12)

Q12 asks how far cedants* (and by implication retrocedants') measurement of

'reinsurance' ('retrocession') assets should mirror that of the direct insurance

contract (reinsurance contract) liabilities.

All actuarial and industrial literature and practice treats reinsurance (retrocession) as

the mirror of the related direct insurance (primary reinsurance). There may however

be credit risk to be allowed for in estimating reinsurance (retrocession) recoveries. So

the question barely merits discussion.

However the DP wants to continue show potential reinsurance recoveries (not just

the amounts due in respect of claims made or covered losses already incurred) as an

asset, and therefore has to comment on the apparent anomaly that a complementary

27

filename now: soarextjigexlractsjorlASBFASBcommenf081107 

As IASB plan to issue no detailed guidance on risk margins, in our opinion this 

brings out the inevitable danger of the 'inherent failure' of accounting standards to 

achieve any more than the surface appearance of 'comparability' of reporting both 

across countries and, within countries, across companies (as argued e.g. in Maeve 

1997). 

Q14 a8ks how far credit risk, and changes in it, should affect the measurement of 

the CExitV of an insurance liability. 

The proposed recognition of credit risk in CExitV, and consequently of changes in it 

in insurers' profits, is one of the most controversial aspects of the DP proposals, as it 

is of FV more widely for all businesses (Horton & Maeve, 2000a). The actuarial 

literature reviewed here in Appendix II (see also Figure 3) generally considers any 

effect to be minimal (at least for European insurers) and anyway that it should be 

excluded, not least because solvency regulators steadfastly refuse to recognise it. The 

CFO Forum (2006) shares this view (see Appendix III. b) below) and the DP itself 

hopes the effect will normally be small (para. 232 (b) and Appendix H), at least for 

insurers if not for FV more generally As argued above under 'Cash flows', thinking of 

credit risk changes as changes in the probabilities of cash flows brings out the need to 

recognise that a 'first best' conceptual solution may not be appropriate here, give the 

inadequacies of the present (and probably any potential) accounting system to capture 

the complementary effects on the assets side of the balance sheet, with resulting 

distortion in any profit measurement consequences. 

Reinsurance (Q12) 

Q12 asks how far cedants' (and by implication retrocedants') measurement of 

'reinsurance' ('retrocession') assets should mirror that of the direct insurance 

contract (reinsurance contract) liabilities. 

All actuarial and industrial literature and practice treats reinsurance (retrocession) as 

the mirror of the related direct insurance (primary reinsurance). There may however 

be credit risk to be allowed for in estimating reinsurance (retrocession) recoveries. So 

the question barely merits discussion. 

However the DP wants to continue show potential reinsurance recoveries (not just 

the amounts due in respect of claims made or covered losses already incurred) as an 

asset, and therefore has to comment on the apparent anomaly that a complementary 

27 



word count 26637 (extracts here 16960) FROM PREPUBLICATION IS" September 2007 circOSl!077

filename now: soatextfigextractsforIASBFASBcomment08I!Q7

risk adjustment needs to raise (rather than reduce) the value of a reinsurance asset in

order to be able to match the increased insurance liability (para.206: cf. Falahati,

1995).

Here again thinking in terms of 'assets' is unhelpful. Traditionally (before the

influence of accounting conceptual frameworks and the EU IAD) reinsurance was

always given a linked presentation (in both balance sheet and income statement)

which clearly brought out that the amount of any reinsurance recovery is wholly

determined by whether any relevant policy cash flows arise. It is at most a 'contingent

asset' until any claim is actually able to be made—and not just contingent on some

independent external events but only on those events which also trigger the

crystallization of the insurance liability.

The lASB's postponement of 'policyholder accounting' has not helped it here.

One might argue that what is traditionally shown as 'prepaid insurance1 is in fact not

some kind of 'deposit' but rather an enhancement of the value of the insured assets (as

it removes from their expected cash inflows the damaging scenario of the impact of

uninsured loss). Similarly, with a direct third-party liability insurance policy, the

effect is to remove from the policyholder's potential cash outflows the scenario of the

impact of uninsured liability damages. (Such a valuation framework of course also

implies there may be justification for measuring the effect of'self insurance', if it

were practicable—e.g. Macve, 1997.)

While the DP finally reaches the normal answer for the measurement of

reinsurance (if not for its presentation), albeit by the circuitous 'asset/liability' route,

it fails to carry the logic through to deferred tax (which is also wholly contingent on

what cash flows will arise and thereby produce taxable profits) and does not address

the anomaly under current IAS that deferred tax may not be discounted (Wright,

2005).

Portfolio transfers / M&A (Q9)

Q9 asks about the accounting treatment of insurance contracts acquired in a

business combination or portfolio transfer.

These are relatively technical accounting questions about a) what to do if CExitV

proves not to be FV (given that in business combinations acquirers are required under

current accounting standards to measure assets and liabilities of the acquiree at FV in

the consolidated accounts, and b) what to do if a transferor acquires a 'book' of
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policies but the consideration is deemed not to equal their CExitV. It is acknowledged

that this latter situation may be rare (para. 172) but the Board considers that, if it does

arise, a corresponding profit or loss should be recognised.

The literature we review in the Appendices does not directly discuss such issues.

But it may be noted first, that insurers generally currently use EV as the measure of

the FV of their acquired in force business ('PVIF') (e.g. Wright, 2005); and that

second, in its MCEV disclosures, Resolution has shown a profit on its recent

acquisition of Abbey's life funds.31

'Unit of account' issues also seem relevant here: the greater the proportion of the

transferees' business represented by the acquired policy book, the greater the

proportion of relevant expenses (including 'overhead' costs) that are likely to be

affected, whether through the additional administrative infrastructure needed (which

may be included in the transfer) or through potential savings from rationalisation; and

the greater the likely synergistic effects with other products or lines of business.

4.4 Asset measurement (Q10, Q17)

Q10 asks about the measurement of assets held to back insurance liabilities.

Here the insurance accounting debate conies full circle given that much of its original

impetus came from the mismatches caused by FASB (1993; 1998) and then IASB

(2004b) requirements to value a large proportion, if not all, of an insurer's financial

instruments at FV, while the insurance contracts were still measured on alternative

GAAP or traditional solvency bases (e.g. Vanderhoof & Altaian, 1998). If policy

liabilities are now to be at CExitV—regarded as equivalent to FV, an option itself

already now available under SFAS159 (FASB, 2007) and (amended) IAS39 (IASB,

2004b)—all other assets and liabilities need to be valued consistently, as under

MCEV (see Figure 3) and as is already done for FV hedges.32 IFRS4 is very flexible

in this regard, although there are still IASB standards that do not allow this (e.g. for

owner-occupied property and deferred tax) and these anomalies need to be rectified

(Wright 2005).

31 http://www.reso!utionplc.com/pdfs/investor_LSE_AnnoiincementFinal.pdf [Appendix 5] (accessed
24.07.07).
32 IASB has recently exposed a proposed amendment to IAS39 in respect of hedges:
http://www.iasb.org/News/Press+Rel^^
unting.htm (accessed 16.09.07).
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policies but the consideration is deemed not to equal their CExitV. It is acknowledged 

that this latter situation may be rare (para. 172) but the Board considers that, if it does 

arise, a corresponding profit or loss should be recognised. 

The literature we review in the Appendices does not directly discuss such issues. 

But it may be noted first, that insurers generally currently use EV as the measure of 

the FV of their acquired in force business ('PVIF') (e.g. Wright, 2005); and that 

second, in its MCEV disclosures, Resolution has shown a profit on its recent 

acquisition of Abbey's life funds J1 

'Unit of account' issues also seem relevant here: the greater the proportion of the 

transferees' business represented by the acquired policy book, the greater the 

proportion ofrelevant expenses (including 'overhead' costs) that are likely to be 

affected, whether through the additional administrative infrastructure needed (which 

may be included in the transfer) or through potential savings from rationalisation; and 

the greater the likely synergistic effects with other products or lines of business. 

4.4 Asset measurement (QIO, QI7) 

QIO asks about the measurement of assets held to back insurance liabilities. 

Here the insurance accounting debate comes full circle given that much of its original 

impetus came from the mismatches caused by FASB (1993; 1998) and then IASB 

(2004b) requirements to value a large proportion, ifnot all, of an insurer's financial 

instruments at FV, while the insurance contracts were still measured on alternative 

GAAP or traditional solvency bases (e.g. Vanderhoof & Altman, 1998). If policy 

liabilities are now to be at CExitV~regarded as equivalent to FV, an option itself 

already now available under SFASI59 (FASB, 2007) and (amended) IAS39 (IASB, 

2004b )~all other assets and liabilities need to be valued consistently, as under 

MCEV (see Figure 3) and as is already done for FV hedges. 32 IFRS4 is very flexible 

in this regard, although there are still IASB standards that do not allow this (e.g. for 

owner-occupied property and deferred tax) and these anomalies need to be rectified 

(Wright 2005). 

31 http://www.reso]utiol1plc.com!pdfs/investor LSE AnnOlmcementFinal.pdf[Appendix 5] (accessed 
24.07.07). 
32 lASH has recently exposed a proposed amendment to IAS39 in respect of hedges: 
http://www .iasb.org/N ews/Press+Releases/The+ IASB+proposes+additional + guidance+on+hedge+acco 
unting.htm (accessed 16.09.07). 
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Q17 asks about elimination of a variety of accounting mismatches for unit-linked

contracts that can arise under current IASB standards and or the Framework,

All the literature (e.g. as reviewed here in Appendix II and as in IFRS4), as well as

common sense, recognises that, insofar as the contract truly is wholly unit-linked,

then the basis on which the relevant assets are to be measured as specified in the

contract must likewise be the basis for the liability measurement, except insofar as

specific recognition is required for unmatched insurance (e.g. mortality) risk.

4.5 Equity measurement (part ofQ16)

As previously discussed Q16 asks how the 'legal or constructive liability'for

'policyholder dividends' (Le. bonuses) should be measured and whether the

proposed revisions to IAS3 7 adequately define such liability.

Under the lASB's framework what is not a liability must be equity. At present there is

a confusing range of treatments allowed and followed for presentation of the 'estate'

which, in a UK with-profits fund, includes the legally defined 'Fund for Future

Appropriations' ('FFA'), which has been utilised, for example, largely to neutralise

the potential profit implications of the change to MSSB under the EU IAD (Horton &

Macve, 1995) and also of FRS27 (ASB, 2004b).

From the perspective of the shareholders, all payments that 'automatically' take

priority over, or restrict, payments to them rank as 'liabilities' (as Minority Interests

were traditionally presented before IFRS3 (IASB, 2004c) and as deferred taxation still

is). But the FFA is further complicated by the element of discretion that remains with

management (which is why proposals to distribute estates need the approval of the

FSA and can only be developed through complex and expensive negotiation and

arbitration). Debate here seems to have reached an impasse as the FASB and IASB

cannot contemplate any intermediate category whereby the estate could continue to be

presented sui generis as neither liability nor equity. However, insofar as it is classified

as equity but directors later exercise their discretion to give a higher than currently

anticipated bonus participation to policyholders there will be a subsequent reduction

in reported profits.33

33 As pointed out by Towers Perrin Tillinghast, UPDATE June 2007: IASB Publishes Us Discussion
Paper on Insurance Contracts. Aviva, for example, classifies its FFA, now labelled 'unallocated
divisible surplus' wholly within liabilities (Aviva pic, Annual Report and Accounts 2006, Accounting
Policy T)
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Q17 asks about elimination of a variety of accounting mismatches for unit-linked 

contracts that can arise under current IASB standards and or the Framework. 

All the literature (e.g. as reviewed here in Appendix II and as in IFRS4), as well as 

common sense, recognises that, insofar as the contract truly is wholly unit-linked, 

then the basis on which the relevant assets are to be measured as specified in the 

contract must likewise be the basis for the liability measurement, except insofar as 

specific recognition is required for unmatched insurance (e.g. mortality) risk. 

4.5 Equity measurement (part ofQ16) 

As previously discussed Q16 asks how the 'legal or constructive liability' for 

'policyholder dividends' (i.e. bonuses) should be measured and whether the 

proposed revisions to IAS37 adequately define such liability. 

Under the IASB's framework what is not a liability must be equity. At present there is 

a confusing range oftreatrnents allowed and followed for presentation of the 'estate' 

which, in a UK with-profits fund, includes the legally defined 'Fund for Future 

Appropriations' ('FFA'), which has been utilised, for example, largely to neutralise 

the potential profit implications of the change to MSSB under the EU lAD (Horton & 

Macve, 1995) and also ofFRS27 (ASB, 2004b). 

From the perspective of the shareholders, all payments that 'automatically' take 

priority over, or restrict, payments to them rank as 'liabilities' (as Minority Interests 

were traditionally presented before IFRS3 (lASB, 2004c) and as deferred taxation still 

is). But the FFA is further complicated by the element of discretion that remains with 

management (which is why proposals to distribute estates need the approval of the 

FSA and can only be developed through complex and expensive negotiation and 

arbitration). Debate here seems to have reached an impasse as the FASB and IASB 

cannot contemplate any intermediate category whereby the estate could continue to be 

presented sui generis as neither liability nor equity. However, insofar as it is classified 

as equity but directors later exercise their discretion to give a higher than currently 

anticipated bonus participation to policyholders there will be a subsequent reduction 

. d fi 33 III reporte pro ItS. 

33 As pointed out by Towers Perrin Tillinghast, UPDATE June 2007: lASE Publishes its Discussion 
Paper on Insurance Contracts. Aviva, for example, classifies its FFA, now labelled 'unallocated 
divisible surplus' wholly within liabilities (Aviva pIc, Annual Report and Accounts 2006, Accounting 
Policy '1') 
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One way forward could be to consider more systematically the issues that arise in

accounting for a discretionary trust where legally none of the beneficiaries is entitled

to an identifiable share of the total. But one can imagine that in a deep enough market

beneficiaries would be able to sell their rights on the basis of expected likely payouts.

There is already a market for second hand life policies based on such expectations.

However the question of the estate is more complex because some of the estate may

be used to benefit future policyholders who are not yet on the books, even though, to

get a 'solution', MCEV approaches assume full distribution over the remaining life of

existing policies (see the papers reviewed here in Appendix II).

The issue is particularly problematic for mutual companies (although fewer of

these now remain in the UK.).

4.6 Profit measurement (Q20)

Q20 asks whether the income statement should include all income and expense

arising from changes in insurance liabilities.

Here we reach the heart of the matter although it is discussed only in para. 329 of the

DP, where the Board, wedded like the FASB to the 'asset/liability' framework of

accounting, reaffirms its own 'comprehensive income' view that all changes in the

CExitV of insurance liabilities should be reflected in profit and loss, claiming that it

has identified no conceptual or practical reasons for exclusion. The remainder of

Chapter 7 of the DP focuses on presentation and disclosure issues.

However, although MCEV statements likewise reflect all changes in arriving at

'achieved profits', companies do present 'operating earnings' as a subset of the total

movement and both the wider accounting and the actuarial literature raise questions

about the appropriate pattern of profit recognition (e.g. Forfar & Masters, 1999). The

CFO Forum (2006) rejects change in CExitV as the basis for profit measurement,

while outside insurance itself there is increasing general concern, conceptual and

practical, at the prospect of FV (or more normally (SFV) as the primary accounting

basis for profit recognition (e.g. Horton & Macve, 2000; Benston et al 2003; 2006;

Shin, 2004; Ball, 2006; Penman, 2007; ASB, 2007; Walton, 2007; Hitz, 2007;

Rayman, 2007).

The price paid by standard setters for suppressing direct discussion of what is

'performance', earnings, or profit is of course that it leads to attempts to 'fix' the asset

and liability measurements to achieve what the various parties view as their desired
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One way forward could be to consider more systematically the issues that arise in 

accounting for a discretionary trust where legally none of the beneficiaries is entitled 

to an identifiable share of the total. But one can imagine that in a deep enough market 

beneficiaries would be able to sell their rights on the basis of expected likely payouts. 

There is already a market for second hand life policies based on such expectations. 

However the question of the estate is more complex because some of the estate may 

be used to benefit future policyholders who are not yet on the books, even though, to 

get a 'solution', MCEV approaches assume full distribution over the remaining life of 

existing policies (see the papers reviewed here in Appendix II). 

The issue is particularly problematic for mutual companies (although fewer of 

these now remain in the UK). 

4.6 Profit measurement (Q20) 

Q20 asks whether the income statement should include all income and expense 

arising from changes in insurance liabilities. 

Here we reach the heart of the matter although it is discussed only in para. 329 of the 

DP, where the Board, wedded like the FASB to the 'asset/liability' framework of 

accounting, reaffirms its own 'comprehensive income' view that all changes in the 

CExitV of insurance liabilities should be reflected in profit and loss, claiming that it 

has identified no conceptual or practical reasons for exclusion. The remainder of 

Chapter 7 of the DP focuses on presentation and disclosure issues. 

However, although MCEV statements likewise reflect all changes in arriving at 

'achieved profits', companies do present 'operating earnings' as a subset of the total 

movement and both the wider accounting and the actuarial literature raise questions 

about the appropriate pattern of profit recognition (e.g. Forfar & Masters, 1999). The 

CFO Forum (2006) rejects change in CExitV as the basis for profit measurement, 

while outside insurance itself there is increasing general concern, conceptual and 

practical, at the prospect ofFV (or more normally 'SFV') as the primary accounting 

basis for profit recognition (e.g. Horton & Macve, 2000; Benston et at. 2003; 2006; 

Shin, 2004; Ball, 2006; Penman, 2007; ASB, 2007; Walton, 2007; Hitz, 2007; 

Rayman, 2007). 

The price paid by standard setters for suppressing direct discussion of what is 

'performance', earnings, or profit is of course that it leads to attempts to 'fix' the asset 

and liability measurements to achieve what the various parties view as their desired 

31 



word count 20f>J / (extracts here iWW) t-KUM fKbrUULiCAI'ION Iff" September 2007 circVtitlU'/'/

filename now; svatextfigextractsforlASBFASBcommentOS 1107

pattern for profit recognition. Hence the splits in the Board over the DP's proposals

for CExitV rather than entry value, and over calibration of CExitV risk margins (para.

86 (d)), reflecting dispute over recognition of 'Day 1' profit. Again there are the

concerns discussed above over 'entity specific' estimates, DAC and credit risk

changes. And yet, as Macve & Serafeim (2007) explore, profit measurement questions

are in fact independent of the measurement basis adopted for conventionally

recognised assets and liabilities, and strict articulation of'balance sheet changes' and

'income' needs to be revisited if progress is to be made.

There are conceptual and practical issues that do need to be directly discussed.

Even if the CExitV or FV approaches are accepted for asset and liability valuation,

longstanding questions remain about how much of the change should be recognised as

'income' or 'profnVloss'. The effects of changes in interest rate can be paradoxical

given that a rise in market interest rates, which depresses net asset values, heralds

higher future cash flows, and vice versa (Horton & Macve, 1996, 2000a). Should the

effects of inflation be excluded? (e.g. Weetman, 2007). Such issues lie at the heart of

fundamental objections to the lASB's and FASB's current conceptual frameworks

and the current proposals for their reform and convergence—proposals that reveal

several serious misunderstandings of the economic concepts of income on which they

purport to be based (e.g. Bromwich et a/., 2005; Jameson, 2005; Rayman. 2006).

4.7Presentation (Q13, 18,19)

Q13 asks whether deposit or service components within an insurance contract

should be unbundled, while Q18 asks whether premiums should be presented as

revenue or deposits, and Q19 asks which items of income and expense should be

presented on the face of an insurer's income statement.

At this stage the DP has not come to preliminary views, although some examples

of alternative presentations are given in its Appendices. IASB intends to develop its

proposals during the Exposure Draft stage, while taking account of the development

of its projects on 'revenue recognition' and 'financial statement presentation'. The

DP's discussion does emphasise the importance of identifying the relevant sub-

elements that determine key ratios and statistics, and of identifying the key drivers of

profitability.

Analysis of variances from expectations is a key feature of actuarial approaches

(e.g. Goford, 1985; Asher, 2006), as in the presentation of MCEVs. A clear
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pattern for profit recognition. Hence the splits in the Board over the DP's proposals 

for CExitV rather than entry value, and over calibration of CExitV risk margins (para. 

86 (d)), reflecting dispute over recognition of 'Day I' profit. Again there are the 

concerns discussed above over 'entity specific' estimates, DAC and credit risk 

changes. And yet, as Macve & Serafeim (2007) explore, profit measurement questions 

are in fact independent ofthe measurement basis adopted for conventionally 

recognised assets and liabilities, and strict articulation of 'balance sheet changes' and 

'income' needs to be revisited if progress is to be made. 

There are conceptual and practical issues that do need to be directly discussed. 

Even if the CExitV or FV approaches are accepted for asset and liability valuation, 

longstanding questions remain about how much of the change should be recognised as 

'income' or 'profit/loss'. The effects of changes in interest rate can be paradoxical 

given that a rise in market interest rates, which depresses net asset values, heralds 

higher future cash flows, and vice versa (Horton & Macve, 1996, 2000a). Should the 

effects of inflation be excluded? (e.g. Weetman, 2007). Such issues lie at the heart of 

fundamental objections to the IASB's and FASB's current conceptual frameworks 

and the current proposals for their reform and convergence-proposals that reveal 

several serious misunderstandings of the economic concepts of income on which they 

purport to be based (e.g. Bromwich et al., 2005; Jameson, 2005; Rayman. 2006). 

4.7 Presentation (Q13, 18, 19) 

Q13 asks whether deposit or service components within an insurance contract 

should be unbundled, while Q18 asks whether premiums should be presented as 

revenue or deposits, and Q19 asks which items of income and expense should be 

presented on the face of an insurer's income statement. 

At this stage the DP has not come to preliminary views, although some examples 

of alternative presentations are given in its Appendices. IASB intends to develop its 

proposals during the Exposure Draft stage, while taking account of the development 

of its projects on 'revenue recognition' and 'financial statement presentation'. The 

DP's discussion does emphasise the importance of identifying the relevant sub

elements that determine key ratios and statistics, and of identifying the key drivers of 

profitability . 

Analysis of variances from expectations is a key feature of actuarial approaches 

(e.g. Goford, 1985; Asher, 2006), as in the presentation of MCEVs. A clear 
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explanation of variances, pointing out how value has been created or destroyed, is

vital. How one describes what has contributed to that performance, and how that is

analysed, is of course crucial in making the reported change in MCEV (or CExitV)

comparable to the kind of profit and loss accounts that people are familiar with from

other businesses. Indeed, when people first became interested in alternative

supplementary reporting at the beginning of the 1990s, a lot of the 'accruals' versus

EV debate was about which method would bring out more clearly from both

management and investor perspectives the factors that are driving performance

(Horton & Macve, 1995; 1997).

Clearly, as emphasised in our own comments on Hairs et al., 2002 and O'Keeffe

et al, 2005 (see Appendix II. b) and d) below), the key question is how well different

approaches to accounting can provide information (e.g. analysis of product costs and

profitability) that can assist managers and others in understanding and controlling the

factors that drive the creation of the profitable business operations and related

investment management. It is vital that the analyst community is fully involved in this

regard, as they are prime users of the output. Sensitivity disclosures are a key feature

of the CFO Forum's (2005) guidance which companies are now following. IFRS4

iincludes extensive disclosures which the DP is not proposing to change (although

Wright, 2005, is sceptical of the value of many of these disclosures other than those

relating to future cash flow estimates and their risk).

Unbundling should be addressed from a similar perspective: and Macve &

Serafeim 2007 show how the current valuation of contract liabilities with a deposit

element in any business (such as magazine subscriptions in advance) does not need to

alter fundamentally the traditional presentation of revenues and matching costs—a

concern raised by ASB, 2007.

4.8 Other matters

Q21 asks for any other comments.

Here we would draw attention to some of the wider issues that the DP does not

address but that we have referred to above, including the overall conceptual and

practical issues of relying on (synthetic) current values such as (S)CExitV and (S)FV,

particularly in the light of emerging concerns emanating from the 'behavioural

finance' literature (e.g. Barberis & Thaler, 2002) which are discussed further in

Horton e/a/. (2006b).
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explanation of variances, pointing out how value has been created or destroyed, is 

vital. How one describes what has contributed to that performance, and how that is 

analysed, is of course crucial in making the reported change in MCEV (or CExitV) 

comparable to the kind of profit and loss accounts that people are familiar with from 

other businesses. Indeed, when people first became interested in alternative 

supplementary reporting at the beginning of the 1990s, a lot of the 'accruals' versus 

EV debate was about which method would bring out more clearly from both 

management and investor perspectives the factors that are driving performance 

(Horton & Macve, 1995; 1997). 

Clearly, as emphasised in our own comments on Hairs et al., 2002 and O'Keeffe 

et al., 2005 (see Appendix II. b) and d) below), the key question is how well different 

approaches to accounting can provide information (e.g. analysis of product costs and 

profitability) that can assist managers and others in understanding and controlling the 

factors that drive the creation of the profitable business operations and related 

investment management. It is vital that the analyst community is fully involved in this 

regard, as they are prime users of the output. Sensitivity disclosures are a key feature 

of the CFO Forum's (2005) guidance which companies are now following. IFRS4 

iincludes extensive disclosures which the DP is not proposing to change (although 

Wright, 2005, is sceptical of the value of many of these disclosures other than those 

relating to future cash flow estimates and their risk). 

Unbundling should be addressed from a similar perspective: and Macve & 

Serafeim 2007 show how the current valuation of contract liabilities with a deposit 

element in any business (such as magazine SUbscriptions in advance) does not need to 

alter fundamentally the traditional presentation of revenues and matching costs-a 

concern raised by ASB, 2007. 

4.8 Other matters 

Q21 asks for any other comments. 

Here we would draw attention to some of the wider issues that the DP does not 

address but that we have referred to above, including the overall conceptual and 

practical issues of relying on (synthetic) current values such as (S)CExitV and (S)FV, 

partiCUlarly in the light of emerging concerns emanating from the 'behavioural 

finance' literature (e.g. Barberis & Thaler, 2002) which are discussed further in 

Horton et al. (2006b). 
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ASB (2007) draws attention to the related issues surrounding pensions accounting

on which it is undertaking a major project of its own. ICAEW's CBP is planning the

publication of a 'state of the art' survey on pensions (Blake et al., 2007) to

complement this one and is organising a conference on this topic in its 'Information

for Better Markets' series in December 2008.

Finally we would draw attention to more general issues about the framing of

standards, e.g. instead of prescribing one universal treatment, should they follow a

'comply or explain' or 'two-tier' approach which would allow departure from the

default requirement where companies give sufficient additional information and

justification? This might allow the use of MCEV in the main accounts (e.g. Horton &

Macve, 1995), although there may also be benefits from triangulating between

different approaches, rather as the FSA does with its 'twin peaks' regulatory regime

for insurers (Asher, 2006). But what information would the (S)CExitV based accounts

convey?

Equally there is increasing concern over whether convergence between IASB and

FASB is necessarily desirable, rather than retaining an element of competition

between standard setting regimes (e.g. see Sunder in Weetman, 2007). The debate

over both the meaning and the potential extent of application of FV is at the heart of

this issue.

4.9 Conclusions and future research

As has been discussed, many of the problems in the DP reflect attempts to force what

must, in concept, be whatever market participants would value back into the

constraints of accounting recognition rules for assets and liabilities, rather than

focussing directly on likely changes in future cash flows. Moreover, given the

availability in current practice of both the SSB basis (for solvency regulation,

permissible dividends etc.) and the EV—and increasingly MCEV—basis (for

'realistic' performance reporting and for analysts' investment decision

recommendations), it is not clear what third purpose the proposed CEXitV-based

main IFRS accounts would serve. Like the current MSSB accounts, their purpose and

usefulness remains to be justified. So, as ASB 2007 argues, the lASB's experiment

with FV in the form of CExitV, and the industry's complementary experiment with

FV in the form of MCEV, are crucial to illuminating the wider issues underlying FV

accounting generally.
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ASB (2007) draws attention to the related issues surrounding pensions accounting 

on which it is undertaking a major project of its own. ICAEW's CBP is planning the 

publication of a 'state of the art' survey on pensions (Blake et at., 2007) to 

complement this one and is organising a conference on this topic in its 'Information 

for Better Markets' series in December 2008. 

Finally we would draw attention to more general issues about the framing of 

standards, e.g. instead of prescribing one universal treatment, should they follow a 

'comply or explain' or 'two-tier' approach which would allow departure from the 

default requirement where companies give sufficient additional information and 

justification? This might allow the use ofMCEV in the main accounts (e.g. Horton & 

Macve, 1995), although there may also be benefits from triangulating between 

different approaches, rather as the FSA does with its 'twin peaks' regulatory regime 

for insurers (Asher, 2006). But what information would the (S)CExitV based accounts 

convey? 

Equally there is increasing concern over whether convergence between IASB and 

F ASB is necessarily desirable, rather than retaining an element of competition 

between standard setting regimes (e.g. see Sunder in Weetman, 2007). The debate 

over both the meaning and the potential extent of application of FV is at the heart of 

this issue. 

4.9 Conclusions andfuture research 

As has been discussed, many of the problems in the DP reflect attempts to force what 

must, in concept, be whatever market participants would value back into the 

constraints of accounting recognition rules for assets and liabilities, rather than 

focussing directly on likely changes in future cash flows. Moreover, given the 

availability in current practice of both the SSB basis (for solvency regulation, 

permissible dividends etc.) and the EV-and increasingly MCEV-basis (for 

'realistic' perfonnance reporting and for analysts' investment decision 

recommendations), it is not clear what third purpose the proposed CEXitV-based 

main IFRS accounts would serve. Like the current MSSB accounts, their purpose and 

usefulness remains to be justified. So, as ASB 2007 argues, the lASS's experiment 

with FV in the form ofCExitV, and the industry's complementary experiment with 

FV in the form of MCEV, are crucial to illuminating the wider issues underlying FV 

accounting generally. 
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Future research therefore needs to focus both on further analysis of the general

conceptual issues relating to FV and other current value measures; and in particular

on how far the DP's measure (CExitV) now differs from MCEV. This analysis needs

to be complemented by further empirical work on the practical experience of

companies, in Europe and increasingly worldwide, in using and refining EV based

methodologies (including related disclosures), both internally and for external

reporting, and on the consequences of this on stock market valuations and for other

institutional and professional structures and practices (including the underlying

approaches to be adopted both for international standard setting in reconciling

subjective management opinions with objective external evidence, and for other

regulatory purposes such as solvency monitoring—cf. Horton & Macve, 2005; 2007).
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Future research therefore needs to focus both on further analysis of the general 

conceptual issues relating to FV and other current value measures; and in particular 

on how far the DP's measure (CExitV) now differs from MCEV. This analysis needs 

to be complemented by further empirical work on the practical experience of 

companies, in Europe and increasingly worldwide, in using and refining EV based 

methodologies (including related disclosures), both internally and for external 

reporting, and on the consequences ofthis on stock market valuations and for other 

institutional and professional structures and practices (including the underlying 

approaches to be adopted both for international standard setting in reconciling 

subjective management opinions with objective external evidence, and for other 

regulatory purposes such as solvency monitoring-cf. Horton & Macve, 2005; 2007). 
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5. Conclusions

Our analysis of the issues raised in the DP has indicated that in several cases (e.g. the

'three building blocks'; DAC; reinsurance; presentation), the answer could well be

that what the DP proposes is satisfactory, but also that there are alternative

formulations of the approach to be taken which in principle should produce the same

outcome and are at least as well known, if not better known, in the literature and/or in

practice. Only through practical experiment in implementation will it become clear

which approach is the most cost effective, which suggests that at this stage IASB

should not be over-prescriptive.

However, in other cases (e.g. in relation to service margins; credit risk; future

premiums), IASB is proposing approaches which appear to have no prior recognition

in the literatures or in insurance company practice. Here any adoption needs to be

preceded by further analysis and experiment, or else any resolution will simply be a

matter (and a test) of the lASB's own authority.

We have indicated important areas where further analysis and research are being

undertaken or are still needed. However on some issues no amount of research will

resolve the controversial (but often largely definitional) issues. We have also

indicated where we believe IASB are asking the wrong questions—although in most

cases these reflect more serious concerns about lASB's overall approach to standard

setting for the generality of companies.

One noticeable feature of the DP is how little reference there is to the Framework

in deriving the appropriate treatments: and where there is concern that existing

Framework constraints might be breached (e.g. in the definition of 'asset' in relation

to future premiums) ingenious modes of compliance have been found (e.g.

designation of a 'customer relationship intangible' coupled with an offsetting

presentation within the insurance contract liability). These solutions suggest that the

insurance project may need to have a strong influence on the reconsideration of the

Framework in the course of that current convergence project—or alternatively that

time spent on that project could be better spent elsewhere on focussing more directly

on how different measurement approaches can be shown to be most useful, both for

internal management purposes and for external accountability and to assist user

decisions by helping them to understand the sources and drivers of likely future cash

flows.
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5. Conclusions 

Our analysis of the issues raised in the DP has indicated that in several cases (e.g. the 

'three building blocks'; DAC; reinsurance; presentation), the answer could weJl be 

that what the DP proposes is satisfactory, but also that there are alternative 

formulations of the approach to be taken which in principle should produce the same 

outcome and are at least as well known, if not better known, in the literature and/or in 

practice. Only through practical experiment in implementation will it become clear 

which approach is the most cost effective, which suggests that at this stage lASB 

should not be over-prescriptive. 

However, in other cases (e.g. in relation to service margins; credit risk; future 

premiums), IASB is proposing approaches which appear to have no prior recognition 

in the literatures or in insurance company practice. Here any adoption needs to be 

preceded by further analysis and experiment, or else any resolution will simply be a 

matter (and a test) of the IASB's own authority. 

We have indicated important areas where further analysis and research are being 

undertaken or are still needed. However on some issues no amount of research will 

resolve the controversial (but often largely definitional) issues. We have also 

indicated where we believe IASB are asking the wrong questions-although in most 

cases these reflect more serious concerns about IASB' s overall approach to standard 

setting for the generality of companies. 

One noticeable feature of the DP is how little reference there is to the Framework 

in deriving the appropriate treatments: and where there is concern that existing 

Framework constraints might be breached (e.g. in the definition of 'asset' in relation 

to future premiums) ingenious modes of compliance have been found (e.g. 

designation of a 'customer relationship intangible' coupled with an offsetting 

presentation within the insurance contract liability). These solutions suggest that the 

insurance project may need to have a strong influence on the reconsideration of the 

Framework in the course of that current convergence project--or alternatively that 

time spent on that project could be better spent elsewhere on focussing more directly 

on how different measurement approaches can be shown to be most useful, both for 

internal management purposes and for external accountability and to assist user 

decisions by helping them to understand the sources and drivers of likely future cash 

flows. 
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There must always be concern particularly for standard setters, that the

information asymmetry—that is an inevitable consequence of the separation of

ownership and control in the modern corporation-—may permit inconsistent reporting

and undue manipulation of financial position and performance: which standards,

auditors and regulators try to prevent, and information intermediaries (analysts, the

financial press, competitors) try to uncover. External benchmarking, where feasible,

to objective evidence from current market prices such as FV imposes a valuable

discipline of triangulation on management claims. But markets can be wrong too; and

'current exit' may not represent the best management strategy for maximising

shareholder value.

Any tendency towards paranoia by standard setters with regard to reliance on

management's own 'entity specific' estimates needs to be countered by recognition

that there is also an even greater danger—especially if the FVs are only 'synthetic'

because market evidence is thin and have to be constructed only to meet the

requirements of external reporting standards. As is well known to any auditor,

information that is routinely prepared for and used by managers for internal decision

making and control is far more likely reliably to meet the primary user-oriented

criteria of faithful representation and relevance than numbers prepared wholly for

external purposes and simply to satisfy externally mandated rules. In the context of

life insurance, EV fulfils this necessary dual role (Goford, 1985), and the vitality with

which the relevant measurement techniques are continually being refined and updated

in practice—through EEV and now MCEV—indicate both its importance for

management and its perceived Value relevance' for investors (Horton, 2007). Every

measurement basis has its theoretical and practical limitations, and so does MCEV

(e.g. Horton et«/., 2006b). But the current challenge for IASB is to demonstrate how

its CExitV (or is it SCExitV?) is superior, both in theory and practice. This is where

research now needs primarily to focus.

On the theory side, as would be expected given the experience of the lASB's

insurance working party members, the DP contains many important intuitions about

how the necessary estimates of discounted cash flow, and allowances for risk, should

be approached if there is to be both internal consistency and, where feasible, external

market consistency, while reflecting the long experience of life insurance practice of

over 200 years. But there is no clear theoretical development in the DP of what is the

nature of the market in which the 'market participants' are assumed to operate in
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There must always be concern particularly for standard setters, that the 

information asymmetry-that is an inevitable consequence of the separation of 

ownership and control in the modern corporation-may permit inconsistent reporting 

and undue manipulation of financial position and performance: which standards, 

auditors and regulators try to prevent, and information intermediaries (analysts, the 

financial press, competitors) try to uncover. External benchmarking, where feasible, 

to objective evidence from current market prices such as FV imposes a valuable 

discipline of triangulation on management claims. But markets can be wrong too; and 

'current exit' may not represent the best management strategy for maximising 

shareholder value. 

Any tendency towards paranoia by standard setters with regard to reliance on 

management's own 'entity specific' estimates needs to be countered by recognition 

that there is also an even greater danger--especially ifthe FVs are only 'synthetic' 

because market evidence is thin and have to be constructed only to meet the 

requirements of external reporting standards. As is well known to any auditor, 

information that is routinely prepared for and used by managers for internal decision 

making and control is far more likely reliably to meet the primary user-oriented 

criteria of faithful representation and relevance than numbers prepared wholly for 

external purposes and simply to satisfy externally mandated rules. In the context of 

life insurance, EV fulfils this necessary dual role (Goford, 1985), and the vitality with 

which the relevant measurement techniques are continually being refined and updated 

in practice-through EEV and now MCEV-indicate both its importance for 

management and its perceived 'value relevance' for investors (Horton, 2007). Every 

measurement basis has its theoretical and practical limitations, and so does MCEV 

(e.g. Horton et ai., 2006b). But the current challenge for IASB is to demonstrate how 

its CExitV (or is it SCExitV?) is superior, both in theory and practice. This is where 

research now needs primarily to focus. 

On the theory side, as would be expected given the experience of the IASB's 

insurance working party members, the DP contains many important intuitions about 

how the necessary estimates of discounted cash flow, and allowances for risk, should 

be approached if there is to be both internal consistency and, where feasible, external 

market consistency, while reflecting the long experience of life insurance practice of 

over 200 years. But there is no clear theoretical development in the DP of what is the 

nature of the market in which the 'market participants' are assumed to operate in 
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forming their measures of CExitV (e.g. How competitive is it? Can only authorized

insurance companies operate in it? Is it assumed to be national or international? What

other structural features does it have and what institutional, professional and

regulatory constraints does it face in and across different jurisdictions? How does it

behave in and out of equilibrium and what are the dynamics by which it tends to

equilibrium? What 'behavioural' factors may interfere with its rational economic

efficiency?). Such analysis is often complex and requires a strong economics—and

financial economics—foundation, as is demonstrated by the arguments over how

MCEV should develop and be best applied.

This lack of theoretical market analysis applies more generally to the overall

FASB/IASB approach to FV (e.g. Bromwich, 2007; Hitz, 2007), which is why the FV

experiment taking place in the life insurance field, both in practice through MCEV

and in the accounting standard setting realm through the DP's exploration of CExitV,

is of such significance for accounting practice and accounting standards as a whole.

Without it both CExitV and FV seem likely to remain largely 'synthetic' accounting

artefacts whose usefulness, and superiority over more traditional accounting

measures, remains unclear—merely 'SCexitV and correspondingly 'SFV.

Blending the economic theory of market prices with practical application, as EV

(and FV more generally) attempt to do, has never been straightforward. As Nathan

Appleton argued in remarks before the US House of Representatives nearly 200 years

ago, in 1832 (when economics was still known as 'political economy'):34

The natural price of every commodity is the cost of
the labor, and the value of the use of the capital
employed in its production. The disturbing causes
are the relative proportion of supply and demand.
Now the practical man watches the disturbing
causes which are in constant action, with great
indifference for the natural price. The student of
political economy knows and cares nothing for the
active disturbing causes, but supposes the actual
price to be always in conformity with the remote
tendency.

In this regard, the DP's exhaustive coverage of insurance accounting issues is

potentially more valuable for the added discipline it brings to both the standard setting

cited in Hoskin & Macve, 1996. Nathan Appleton was 'one of the most active and influential
directors in the Lowell [mills] system [in Massachusetts]. [He] had an accounting background and was
regarded as the first man in Boston to use double-entry bookkeeping in a commercial house'.
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forming their measures of CExitV (e.g. How competitive is it? Can only authorized 

insurance companies operate in it? Is it assumed to be national or international? What 

other structural features does it have and what institutional, professional and 

regulatory constraints does it face in and across different jurisdictions? How does it 

behave in and out of equilibrium and what are the dynamics by which it tends to 

equilibrium? What 'behavioural' factors may interfere with its rational economic 

efficiency?). Such analysis is often complex and requires a strong economics-and 

financial economics-foundation, as is demonstrated by the arguments over how 

MCEV should develop and be best applied. 

This lack of theoretical market analysis applies more generally to the overall 

FASB/IASB approach to FV (e.g. Bromwich, 2007; Hitz, 2007), which is why the FV 

experiment taking place in the life insurance field, both in practice through MCEV 

and in the accounting standard setting realm through the DP's exploration of CExitV, 

is of such significance for accounting practice and accounting standards as a whole. 

Without it both CExitV and FV seem likely to remain largely 'synthetic' accounting 

artefacts whose usefulness, and superiority over more traditional accounting 

measures, remains unclear-merely 'SCexitV' and correspondingly 'SFV'. 

Blending the economic theory of market prices with practical application, as EV 

(and FV more generally) attempt to do, has never been straightforward. As Nathan 

Appleton argued in remarks before the US House of Representatives nearly 200 years 

ago, in 1832 (when economics was still known as 'political economy,):34 

The natural price of every commodity is the cost of 
the labor, and the value of the use of the capital 
employed in its production. The disturbing causes 
are the relative proportion of supply and demand. 
Now the practical man watches the disturbing 
causes which are in constant action, with great 
indifference for the natural price. The student of 
political economy knows and cares nothing for the 
active disturbing causes, but supposes the actual 
price to be always in conformity with the remote 
tendency. 

In this regard, the DP's exhaustive coverage of insurance accounting issues is 

potentially more valuable for the added discipline it brings to both the standard setting 

34 cited in Hoskin & Maeve, 1996. Nathan Appleton was 'one of the most active and influential 
directors in the Lowell [mills 1 system [in Massachusetts]. [He 1 had an accounting background and was 
regarded as the first man in Boston to use double-entry bookkeeping in a commercial house'. 
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process and business practice through more explicit consideration of what the

underlying factors affecting the 'building blocks' of valuation might be. But the DP

remains, even at this stage and after some 10 years of discussion, much more a

conceptual paper than a practical one. Like the standard setters' 'conceptual

framework' itself, it may be more usefully seen as providing an arena in which the

interested parties can debate their views, and seek publicly to justify their positions

and their emerging practices, through being educated in using a more shared common

technical language, rather than being taken as a package of solutions (e.g. Macve,

1997). It raises many relevant questions, not just for insurance accounting but for

business accounting generally, that still need addressing, and in many aspects still

need researching both through theory development and through empirical

investigation of business reporting practices and their effects.

There is some way to go before the three most relevant literatures, of financial

economics, actuarial science, and accounting theory and practice can be fully

integrated, and the extent and pace of this integration will both be influenced by the

historical factors that have shaped current insurance—and wider business—

institutions, practices, and reporting conventions (e.g. Horton & Macve, 1994; Hoskin

& Macve, 2000). There is a 'constellation' of ideas and of institutional histories and

priorities. While rational debate remains important, there have also been recent shifts

in power and knowledge interrelationships (e.g. between the actuarial and accounting

professions and among regulators, as well as changing structures in the insurance

industry itself) which will also shape the outcome of the debates. These outcomes

may in turn lead to, perhaps as yet unforeseen, consequential changes and

reconfigurations of this constellation of ideas, institutions and interests, both

nationally and increasingly internationally, as new accountings change the shape of

what is seen to be able to be measured, managed, reported, regulated, taxed,

standardised and audited (Power, 1997; 2007).
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process and business practice through more explicit consideration of what the 

underlying factors affecting the 'building blocks' of valuation might be. But the DP 

remains, even at this stage and after some 10 years of discussion, much more a 

conceptual paper than a practical one. Like the standard setters' 'conceptual 

framework' itself, it may be more usefully seen as providing an arena in which the 

interested parties can debate their views, and seek publicly to justify their positions 

and their emerging practices, through being educated in using a more shared common 

technical language, rather than being taken as a package of solutions (e.g. Maeve, 

1997). It raises many relevant questions, not just for insurance accounting but for 

business accounting generally, that still need addressing, and in many aspects still 

need researching both through theory development and through empirical 

investigation of business reporting practices and their effects. 

There is some way to go before the three most relevant literatures, of financial 

economics, actuarial science, and accounting theory and practice can be fully 

integrated, and the extent and pace of this integration will both be influenced by the 

historical factors that have shaped current insurance-and wider business

institutions, practices, and reporting conventions (e.g. Horton & Maeve, 1994; Hoskin 

& Maeve, 2000). There is a 'constellation' of ideas and of institutional histories and 

priorities. While rational debate remains important, there have also been recent shifts 

in power and knowledge interrelationships (e.g. between the actuarial and accounting 

professions and among regulators, as well as changing structures in the insurance 

industry itself) which will also shape the outcome of the debates. These outcomes 

may in turn lead to, perhaps as yet unforeseen, consequential changes and 

reconfigurations of this constellation of ideas, institutions and interests, both 

nationally and increasingly internationally, as new accountings change the shape of 

what is seen to be able to be measured, managed, reported, regulated, taxed, 

standardised and audited (Power, 1997; 2007). 
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Figures

Figure 1: 'With-profits' profit patterns
Figure 2: Building blocks of value
Figure 3: Economic balance sheet
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FIGURE 1

"With Profits" Policies'Profit Patterns Under Different Reporting Models

-0.5

-1

Note: not to scale as 'end of policy' is many years after Day 1, Day 2, Day 3.

FIGURE 2
Accounting Building Blocks of Market Value of a Life Insurance Company (with

no other business) ('MVLB')
(adaptedfrom O'Brien (1994), Fig.2)
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FIGURE 2 
Accounting Building Blocks of Market Value of a Life Insurance Company (with 
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FIGURE 3

An economic balance sheet

Economic Balance Sheet of a Life Insurance Company (with no other business)

(based on 0 'Keeffe el al. 2005, Appendix B)

Assets (A)

Market value of tangible assets x

Franchise value y

Tax shields z

Limited liability put option U)

Total assets A = (x + y + z + co)

Liabilities (L)

Market consistent value of policyholder liabilities 4
(100% credit risk free)

Pension scheme deficit p

Debt and current liabilities 1

Frictional costs, including: f

• cost of double taxation

• cost of double investment expenses

• tax asymmetries

• regulatory capital costs

• agency costs

• cost of raising capital in the market

Costs of financial distress
(including 'burn through' cost) b

Total liabilities L = (4 + p + 1 + f +b)

Economic value A - L
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Abbreviations

A
ABI
APB / APC
ASB / ASC
AV

B
BAS

Association of British Insurers
Auditing Practices Board / Committee
Accounting Standards Board / Committee
Appraisal Value

Board for Actuarial Standards

C
CA
CExitV

D
DAC
DP

DSOP
DTI

E
ED
EEV
EV

F
FASB
FFA

FRED
FRC
FRS
FSA
FSA
FSCS
FV

G
GAAP

H
HMRC

I
IAA

Companies Act
'Current exit value' measurement basis as proposed in DP'

Deferred Acquisition Costs
Discussion Paper Preliminary Views on Insurance Contracts for
comment by 16 November 2007 (IASB)

Draft Statement of Principles (IASC/IASB)
Department of Trade and Industry

Exposure Draft (ASC / IASB)
European Embedded Value
Embedded Value

Financial Accounting Standards Board (US)
Fund for Future Appropriations (now referred to as 'unallocated
divisible surplus' e.g. Aviva pic, Annual Report and Accounts 2006,
Accounting policy 'J')
Financial Reporting Exposure Draft (ASB)
Financial Reporting Council
Financial Reporting Standard (ASB)
Financial Services Act 1986
Financial Services Authority
Financial Services Compensation Scheme
Fair Value

Generally Accepted Accounting Principles/Practices

Her Majesty's Revenue and Customs

International Actuarial Association

35 We use 'CExitV rather then 'CEV to avoid confusion with variants of EV.
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FSCS 
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G 
GAAP 

H 
HMRC 

I 
lAA 

Association of British Insurers 
Auditing Practices Board / Committee 
Accounting Standards Board / Committee 
Appraisal Value 

Board for Actuarial Standards 

Companies Act 
'Current exit value' measurement basis as proposed in Dp35 

Deferred Acquisition Costs 
Discussion Paper Preliminary Views on Insurance Contracts for 
comment by 16 November 2007 (IASB) 

Draft Statement of Principles (IASCIIASB) 
Department of Trade and Industry 

Exposure Draft (ASC / IASB) 
European Embedded Value 
Embedded Value 

Financial Accounting Standards Board (US) 
Fund for Future Appropriations (now referred to as 'unallocated 
divisible surplus' e.g. Aviva pic, Annual Report and Accounts 2006, 
Accounting policy T) 
Financial Reporting Exposure Draft (ASB) 
Financial Reporting Council 
Financial Reporting Standard (ASB) 
Financial Services Act 1986 
Financial Services Authority 
Financial Services Compensation Scheme 
Fair Value 

Generally Accepted Accounting Principles/Practices 

Her Majesty's Revenue and Customs 

International Actuarial Association 
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IAD
IAIS
IAS
IASB
IASC
ICA
ICAEW
IFRS
IOSCO

L
LAT

M
M&A
MCEV
MoU
MSSB
MVLB
MVM

O
OFR

P
P&L
PPFM
PRE
PVFP
PVIF

Insurance Accounts Directive (EU)
International Association of Insurance Supervisors
International Accounting Standard
International Accounting Standards Board
International Accounting Standards Committee
Insurance Companies Act 1982
Institute of Chartered Accountants in England & Wales
International Financial Reporting Standard
International Organisation of Securities Commissions

Liability adequacy test

Mergers & Acquisitions
Market Consistent Embedded Value
Memorandum of Understanding
Modified Statutory Solvency Basis (of accounting)
Market Value of (a) Life Business
Market Value Margin

Operating & Financial Review

Profit and Loss account
Principles & Practice of Financial Management
Policyholders' Reasonable Expectations
Present Value of Future Profits
Present Value of In Force business

R
RAD
RDR

Risk Adjusted Discount Rate
Risk Discount Rate

S
SEC
SCexitV
SFAS
SFV
SORP
SSAP
SSB
sv

Securities and Exchange Commission (US)
'Synthetic' CExitV
Statement of Financial Accounting Standards
'Synthetic' FV
Statement of Recommended Practice
Statement of Standard Accounting Practice (ASC)
Statutory Solvency Basis (of accounting)
Surrender Value

T
TPLL

V
VFNB

Technical Provision for Linked Liabilities

Value of Future New Business

44

filename now: soareArjigextractsjorlASBFASBcommenl081107 

lAD 
IAIS 
lAS 
IASB 
IASC 
ICA 
ICAEW 
IFRS 
IOSCO 

L 
LAT 

M 
M&A 
MCEV 
MoU 
MSSB 
MVLB 
MVM 

o 
OFR 

p 
P&L 
PPFM 
PRE 
PVFP 
PVIF 

R 
RAD 
RDR 

S 
SEC 
SCexitV 
SFAS 
SFV 
SORP 
SSAP 
SSB 
SV 

T 
TPLL 

V 
VFNB 

Insurance Accounts Directive (EU) 
International Association of Insurance Supervisors 
International Accounting Standard 
International Accounting Standards Board 
International Accounting Standards Committee 
Insurance Companies Act 1982 
Institute of Chartered Accountants in England & Wales 
International Financial Reporting Standard 
International Organisation of Securities Commissions 

Liability adequacy test 

Mergers & Acquisitions 
Market Consistent Embedded Value 
Memorandum of Understanding 
Modified Statutory Solvency Basis (of accounting) 
Market Value of (a) Life Business 
Market Value Margin 

Operating & Financial Review 

Profit and Loss account 
Principles & Practice of Financial Management 
Policyholders' Reasonable Expectations 
Present Value of Future Profits 
Present Value of In Force business 

Risk Adjusted Discount Rate 
Risk Discount Rate 

Securities and Exchange Commission (US) 
'Synthetic' CExitV 
Statement of Financial Accounting Standards 
'Synthetic' FV 
Statement of Recommended Practice 
Statement of Standard Accounting Practice (ASC) 
Statutory Solvency Basis (of accounting) 
Surrender Value 

Technical Provision for Linked Liabilities 

Value of Future New Business 

44 



filename now: soatextfigextractsforlASBFASBcommentOSl 107
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An Experiment in 'Fair Value' Accounting?

The State of the Art in Research and Thought Leadership on

Accounting for Life Assurance in the UK and Continental

Europe

A review by; Joanne Morton, senior Lecture in Accounting, London School of
Economics
Richard Macve, Professor of Accounting, London School of
Economics and
George Serafeim, DBA student, Harvard Business School

The purpose of this study is to provide a 'state of the art' review of life insurance
accounting practice in the UK and continental Europe and of relevant academic and
professional literature as to the options for future development under 'Phase M' of the
lASB's current project on insurance contracts. It provides essential background to
research currently being undertaken by the authors and others, and should provide
relevant background material to assist those commenting on the lASB's recently
issued Discussion Paper ('DP') on Phase II (Preliminary Views on Insurance
Contracts, issued 3 May 2007 for comment by 16 November 2007} as well as other
areas of lASB's programme that relate to measurement issues and the potential role
of 'fair value' ('FV') more generally in performance measurement and reporting. ASB
has recently highlighted the significance of the DP proposals for the basis of
accounting for companies generally, so that this topic is not only of importance to
'insurance' experts.

The authors conclude that the major concerns brought out by the DP are that the
lASB's 'asset/liability' model leads to questioning, or having to find seemingly forced
justifications for, many longstanding life-insurance accounting practices (e.g.
recognition of the value of future premiums; appropriate offsetting of reinsurance;
treatment of acquisition costs; recognition of relative policyholder and shareholder
interests in 'unallocated divisible surplus' from with-profits business (including any
'estate'}; and treatment of 'investment contracts'}. Thinking directly about the relevant
expected cash flows and their risk seems often to give a clearer answer. Moreover
the momentum towards FV in the DP's adoption of 'current exit value' ('CExitV') as
the proposed measurement basis for insurance contracts has led to ongoing
controversy over its relevance and reliability, in particular in the narrow, specialised
insurance markets. One cannot write accounting rules to determine what would enter
the valuation processes that 'market participants' use to price insurance contracts. As
a result there is controversy over what are appropriate risk (and 'service'?) margins
to be built in, and over the validity of alternative resulting profit recognition patterns—
including the issues of 'Day 1' profit; of recognition of changes in own credit risk; and
of how results should be analysed and presented in the financial statements. More
generally there is concern that where markets are out of equilibrium, or behaving
irrationally, reliance wholly on (often simulated) market prices as the arbiter of
achieved performance may provide misleading signals.
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recognition of the value of future premiums; appropriate offsetting of reinsurance; 
treatment of acquisition costs; recognition of relative policyholder and shareholder 
interests in 'unallocated divisible surplus' from with-profits business (including any 
'estate'); and treatment of 'investment contracts'). Thinking directly about the relevant 
expected cash flows and their risk seems often to give a clearer answer. Moreover 
the momentum towards FV in the DP's adoption of 'current exit value' ('CExitV') as 
the proposed measurement basis for insurance contracts has led to ongoing 
controversy over its relevance and reliability, in particular in the narrow, specialised 
insurance markets. One cannot write accounting rules to determine what would enter 
the valuation processes that 'market participants' use to price insurance contracts. As 
a result there is controversy over what are appropriate risk (and 'service'?) margins 
to be built in, and over the validity of alternative resulting profit recognition patterns
including the issues of 'Day l' profit; of recognition of changes in own credit risk; and 
of how results should be analysed and presented in the financial statements. More 
generally there is concern that where markets are out of equilibrium, or behaving 
irrationally, reliance wholly on (often simulated) market prices as the arbiter of 
achieved performance may provide misleading Signals. 
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Performance measurement needs addressing directly. The insurance project brings
out how the 'asset/liability' approach, while providing some useful benchmarking
information, appears insufficient to answer the central accounting questions of
performance measurement and profitability analysis.

Future research needs to focus both on further analysis of the conceptual issues
relating to FV and other current value measures (such as 'deprival value/relief
value'), drawing from the economic theory of market prices; and in particular on how
far the DP's proposed measurement basis (CExitV) now differs from the embedded
values ('EV'), and in particular the 'market consistent embedded values' ('MCEV'),
now increasingly reported as 'realistic' performance measures supplementary to the
main IFRS accounts—and on which analysts focus. What is to be the role of the main
IFRS accounts for life insurance when, as well as supplementary MCEV, there are
also already reports based on measures more suitable for the solvency regulation
requirements of the FSA, prepared on the traditional 'statutory solvency basis'
('SSB')?

This analysis needs to be complemented by further empirical work on the practical
experience of companies, in Europe and increasingly worldwide, in using and refining
EV based methodologies (including related disclosures)—both internally and for
external reporting—and on the consequences of this on stock market valuations and
for other institutional and professional structures and practices (including the
underlying approaches adopted both for international standard setting in reconciling
subjective management opinions with objective external evidence, and for other
regulatory purposes such as solvency monitoring). Of particular importance is the
need to understand the apparent current resistance in the US and Japan to 'value
based' approaches to life insurance accounting and reporting.

The outcome of lASB's proposed 'fair value' experiment in insurance accounting is
therefore of central importance for the future development of accounting and financial
reporting generally.

The report is published on 31 October 2007 by the ICAEW and is available at £20

per copy. [ISBN: 978-1-84152-516-7] To place an order, call the ICAEW's
Centre for Business Performance ('CBP') on 020 7920 8634 or email
centre(5)icaew.com or write to Tracy Kenny, CBP, ICAEW, Chartered Accountants'
Hall, PO Box 433, Moorgate Place, London EC2P 2BJ.

Further information about the CBP research project (CBP ref 5-390) of which this
report forms a part can be found at: http://www.icaew.com/index.cfm?route=113608

Note for editors:
The Institute of Chartered Accountants in England and Wales
The Institute of Chartered Accountants in England and Wales (ICAEW) operates
under a Royal Charter, working in the public interest. As a world leading professional
accountancy body, the ICAEW provides leadership and practical support to over
129,000 members in more than 140 countries, working with governments, regulators
and industry in order to ensure that the highest standards are maintained. The
ICAEW is a founding member of the Global Accounting Alliance with over 700,000
members worldwide.
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Performance measurement needs addressing directly. The insurance project brings 
out how the 'asset/liability' approach, while providing some useful benchmarking 
information, appears insufficient to answer the central accounting questions of 
performance measurement and profitability analysis. 

Future research needs to focus both on further analysis of the conceptual issues 
relating to FV and other current value measures (such as 'deprival value/relief 
value'), drawing from the economic theory of market prices; and in particular on how 
far the DP's proposed measurement basis (CExitV) now differs from the embedded 
values ('EV'), and in particular the 'market consistent embedded values' (,MCEV'), 
now increasingly reported as 'realistic' performance measures supplementary to the 
main IFRS accounts-and on which analysts focus. What is to be the role of the main 
IFRS accounts for life insurance when, as well as supplementary MCEV, there are 
also already reports based on measures more suitable for the solvency regulation 
requirements of the FSA, prepared on the traditional 'statutory solvency basis' 
('SSB')? 

This analysis needs to be complemented by further empirical work on the practical 
experience of companies, in Europe and increasingly worldwide, in using and refining 
EV based methodologies (including related disclosures)--both internally and for 
external reporting-and on the consequences of this on stock market valuations and 
for other institutional and professional structures and practices (including the 
underlying approaches adopted both for international standard setting in reconciling 
subjective management opinions with objective external evidence, and for other 
regulatory purposes such as solvency monitoring). Of particular importance is the 
need to understand the apparent current resistance in the US and Japan to 'value 
based' approaches to life insurance accounting and reporting. 

The outcome of IASB's proposed 'fair value' experiment in insurance accounting is 
therefore of central importance for the future development of accounting and financial 
reporting generally. 

The report is published on 31 October 2007 by the ICAEW and is available at £20 

per copy. [ISBN: 978-1-84152-516-7] To place an order, call the ICAEW's 
Centre for Business Performance (,CBP') on 020 7920 8634 or email 
centre@icaew.com or write to Tracy Kenny, CBP, ICAEW, Chartered Accountants' 
Hall, PO Box 433, Moorgate Place, London EC2P 2BJ. 

Further information about the CBP research project (CBP ref 5-390) of which this 
report forms a part can be found at: http://www.icaew.com/index.cfm?route=113608 

Note for editors: 
The Institute of Chartered Accountants in England and Wales 
The Institute of Chartered Accountants in England and Wales (ICAEW) operates 
under a Royal Charter, working in the public interest. As a world leading professional 
accountancy body, the ICAEW provides leadership and practical support to over 
129,000 members in more than 140 countries, working with governments, regulators 
and industry in order to ensure that the highest standards are maintained. The 
ICAEW is a founding member of the Global Accounting Alliance with over 700,000 
members worldwide. 
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The ICAEW is keen to promote high quality research in the public interest on issues
relevant to its members' areas of professional expertise and this research was
undertaken with the help of a grant from the ICAEW's charitable trusts. These trusts
support educational projects relating to accountancy and economics. The Centre for
Business Performance ('CBP') of the ICAEW manages all grant applications: further
information about the CBP is available at
http://www.icaew.com/index.cfm7route-I27752 .

The views expressed in this report are those of the authors and are not necessarily
those of the CBP of the ICAEW. For further details contact Professor Richard Macve,
FCA, HonFIA, at the LSE: R.Macve@lse.ac.uk; Tel: 0207 955 6138.
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