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Comments on the IAA Monograph on Risk Adjustments 

 

We are grateful for having the opportunity to comment this early draft of the IAA monograph on 

Risk Adjustments. Our comments take into account the statements in the Covering Note of the IAA 

on commenting on the Monograph, in particular relating to the IAA’s strategic objective to facilitate 

the use and expansion of the scientific knowledge and skills of the actuarial profession and its aim to 

promote high standards of actuarial professionalism across the globe.   

Our overall remark is that the monograph requires an extensive rewrite before being suitable for 

publishing under the IAA label. Below we formulate a number of general and specific remarks why 

we came to this recommendation linked where possible to specific chapters and section in the 

monograph. We also give suggestions on how to rewrite the monograph. 

Regarding the specific comments desired by the IAA in the cover note, these are addressed in 

more detail below, but can be concisely formulated as: 

 Technical comments: The breadth and depth of detail is not appropriate. The monograph lacks 

consistency across the different approaches. As we outline in more detail below, the monograph 

should clearly explain the methodological foundations of the different approaches and the link 

between the risk aversion of a company and the resulting risk adjustment. The monograph 

should clearly outline the implicit and explicit assumptions of the different approaches and the 

link between the risk adjustments and the best estimate.  

 Qualitative approaches: It is appropriate to keep the focus on qualitative approaches light. These 

are not at the core of nor are they specific to determining risk adjustments. 

 Risk mitigation: The monograph should contain more detail on treating participation features 

and premium adjustments. The focus should also be on how the Cost of Capital, the Quantile 

and the Wang transformation approaches deal with participation features that are linked to 

annual performance.  

 Balance of different approaches: As we state in detail further below, the monograph should be 

more consistent in its treatment of different approaches.  In particular it should consistently 

show the methodological foundations, the link to the risk aversion of companies, the application 

of the approaches and the quantifications for the different approaches. It should also give 

guidance for actuaries for choosing a specific approach.  

 Communication and Disclosure. The narrow definition of ‘communication and disclosure’ used in 

the monograph is appropriate. One key element of communication and disclosure is the reason 

for the choice of a specific approach for risk adjustment, which should be treated in the 

monograph however.  

 Case studies: As we explain in more detail further below, the case studies are not appropriate. It 

is key that practitioners have clarity on the methodological foundations of the approaches for 

risk adjustment. Only this allows clarity on which simplifications are acceptable and which are 

not and what the limitations are of practical implementations for the determination of the risk 

adjustments. To just mention the cost of capital approach, the case studies do not show that the 

future capital amounts are path dependent, that the cost of capital rate is a stochastic variable, 

what the link between the discount rate and the cost of capital risk adjustment is, etc.     
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General remarks: 

It is not clear what the purpose of the monograph is. The monograph seems to be addressed to 

actuaries that will work on calculating risk adjustments under IFRS 17. If that were the case, the 

sections on probability distributions, the explanations on what constitutes a probability model, etc. 

are not necessary, since surely that is basic knowhow of any actuary. If on the other hand the 

monograph is addressed to non-actuaries, then the mathematical explanations are likely to be too 

detailed.  The monographs states that 

“This monograph aims to provide a range of practices and techniques that are currently in use or 

could potentially be applied after appropriate consideration.” 

It is not clear whether the monograph fulfils this aim. There are few if any statements about which 

practice or technique is appropriate or not. As an example, the abstract of Chapter 3 states that the 

fourth section of chapter 3 considers advantages, disadvantages, and considerations regarding the 

appropriateness of the three techniques described. There is however no such fourth section. Section 

3.1.4 (which might be the before mentioned section) does also not compare the three techniques.  

The structure of the monograph should be improved. There are repetitions in the monograph, 

where some concepts are explained again and again. The key messages would probably be 

highlighted in a clearer way if the structure of the monograph were streamlined at some places.  

The language should be simplified. The IAA as a global organization should aim to write documents 

that are understandable also for non-native English speakers. Many sentences are overly long and 

convoluted. The monograph would benefit from being written in a clearer, more concise way. 

The monograph would benefit from being more concise. The entire Section 4 and part of Section 5 

could be deleted or replaced by citing some standard probability theory text books.  Also Section 7 is 

a largely vey general description of validation of models, which could be deleted.   

The monograph should include a glossary. Actuaries and other stakeholders have to deal with a 

number of different risk adjustments in different regulatory and accounting frameworks: the MOCE 

in the ICS, the risk margin in Solvency II, the Market Value Margin in the SST and others. It would be 

useful if the monograph were to contain a glossary that describes the different adjustments, their 

differences and commonalities and assumptions and that puts them into context with the IFRS risk 

adjustment. The glossary should also contain other elements, e.g. discounting, the building blocks, 

best estimates, etc.  

The monograph should give guidance on which techniques to determine risk adjustments are 

appropriate. The IASB has decided to define the risk adjustment as an amount that makes the 

insurer indifferent between fulfilling an insurance contract liability with a range of possible 

outcomes versus fulfilling one that will generate fixed cash flows with the same expected value of 

cash flows. The monograph should make clear how the risk aversion of an insurer would translate to 

a specific technique to determine risk adjustments. For example, it seems obvious that insurers that 

set up capital to buffer risk over a given time horizon to a certain confidence level incur a cost for 

this, which then leads naturally to a cost of capital approach. The same should be done for the 

quantile and the Wang transform approach, i.e. the monograph should explain how specific risk 

aversions can give rise to a quantile or Wang transform to set the risk adjustment.  

The monograph could benefit from a restructuring, so that overarching issues which hold for all 

approaches to determine risk adjustments are discussed consistently.  This includes sections on  
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 the relationship between discounting and the explicit or implicit choice of financial instruments 

to produce the liability cash flows; 

 the implicit or explicit choice of static or dynamic replication;  

 the treatment of financial market risk introduced by the choice of replication and financial 

instruments to produce the liability cash flows; 

 the treatment of reinvestment risk for long-duration liability cash flows 

 the treatment of credit risk if credit-risky financial instruments are used to produce the liability 

cash flows and in particular the modelling of joint defaults and rating downgrades over long time 

horizons; and 

 the modelling and quantification of the uncertainty of market values of illiquid financial 

instruments, if these are being used to produce the liability cash flow. 

There is not sufficient clarity on the difference between the present value of the fulfilment cash 

flow (best estimate) and the risk adjustment. Section 2.4 clearly describes the connection between 

the choice of financial instruments to produce liability cash flows, the discount rate this implies and 

the non-replicable risk that has to be captured in the risk adjustment. However, the monograph 

does not make clear that this hold true for all approaches to determine risk adjustments.  

The monograph should give clear and extensive guidance on when the investment risk affects the 

amounts payable to policyholders as this determines if the investment risk is to be considered in 

the risk adjustment (according to B78). As one can imagine various degrees of dependency from 

participating business with an impact on the bonus attributed to the policyholder to more extreme 

events where massive defaults of bonds could jeopardize even the guaranteed amounts payable to 

the policyholder, it is essential that this link is clearly and consistently established. In particular, 

there is a discrepancy between the page 10 (where “investment risk” is excluded completely) and 

page 20 where these risks are excluded unless the cash flows from the contract depend on the 

values of those financial assets (which is in line with B78 of the Application guidance).  

It is clear that financial market risk introduced by financial market risk of financial instruments has 

to be captured also in the quantile and Wang transform approach.  The sum of best estimate and 

risk adjustment have to be comparable, not only the risk adjustment. If one entity uses a spread over 

risk free to determine the present value of the liability cash flow without taking financial market risk 

into account in the risk adjustment, the result is not comparable to an approach that takes financial 

market risk into account.  

The monograph should make clear how to take into account the financial market risk in the 

quantile and Wang transform approaches.  The monograph has a clear description of how the cost 

of capital approach includes the financial market risk introduced by the choice of producing financial 

instruments. However, for the quantile and Wang transfer approach, no mention of these risks are 

made. Not including these risks disadvantages insurers that use the cost of capital approach and 

makes these approaches non comparable.  

There is not sufficient guidance on the link between the discount rate and the production of the 

liability cash flows with financial instruments. The monograph describes the link between the 

discount rate and the choice of financial instruments to replicate/produce the insurance liability cash 

flow in Section 2.4 for the cost of capital approach only. However, this link holds true also for the 

quantile and for the Wang approach. In fact, the relationship is true either explicitly or implicitly for 

any valuation standard being used. The monograph should contain a section dealing with the 

relationship between discounting and the choice of producing financial instruments that has to be 

considered for all the approaches for determining risk adjustments. 
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The monograph should make clear on how static and dynamic replication techniques are taken 

into account by the quantile and the Wang transform approaches. As stated before, any application 

of a discount rate implies the production of insurance liability cash flows with financial instruments. 

This implies also that the production is either static or dynamic. The monograph should make clear 

for all approaches what this implies for the different risk adjustments.    

The monograph should also consider reinvestment risk. For long-term liabilities, reinvestment risk 

is a major component of the risk adjustment. It includes the risk of market values of financial 

instruments that have to be acquired at a later date, the risk that volatilities, spreads etc. changes 

and also the risk that certain financial instruments might not be available anymore at a future date. 

These sources of risk and uncertainty have to be captured in the risk adjustment for any of the 

approaches that the monograph considers: Cost of capital, quantile and Wang transform. 

There should be clear statements on the different types of risk appetites that are the basis for the 

three approaches for risk adjustments (Cost of Capital, Quantile, Wang Transform). The risk 

appetite associated with the cost of capital approach corresponds to the requirement that the entity 

is capitalized during the entire life time of the liabilities. The quantile approach requires –roughly - 

that the likelihood that assets are below liabilities over the lifetime of the liabilities is below a given 

threshold but allows that assets are below liabilities in between. The monograph should explain how 

the different approaches to determine the risk adjustment relate to different risk appetites and 

describe their differences.  

The monograph should give examples that are more illustrative. The monograph in Section 2.4 

describes some of the complexities of the cost of capital approach, including that the capital 

amounts are stochastic, the requirement to take financial market risk into account by the financial 

instruments that produce the liability cash flow etc.  These complexities are completely absent in all 

the illustrative examples. It would be useful if the monograph were to contain two illustrative 

examples: one a general insurance example and one a long-term life insurance example. The 

monograph could then describe the different approaches and incrementally introduce the 

complexities of determining the risk adjustments.   

Specific remarks: 

The description of the replicating portfolio approach is confusing (Section 2.4, p30-31). The 

description of the replicating portfolio approach implies on the one hand that liability cash flows are 

replicated perfectly in all possible scenarios (since it is stated that risk adjustments do not apply). But 

in the same paragraph it is stated that the remaining non-replicable cash flows would be valued 

using a building block approach. Since no insurance liability cash flow can be perfectly produced or 

replicated, it probably makes sense to delete the paragraph. 

It is wrong to state that credit risk is diversifiable. It is surprising that the monograph states several 

times that credit-risky financial instruments have to or should be used for the purpose of valuation. 

It is even more surprising that it is stated that credit risk so introduced is diversifiable. In reality, 

credit risk is clearly one of the risks that is not diversifiable in situations of market wide increases in 

credit defaults or downgrades. The production of the liability cash flow with credit-risky financial 

instruments requires the modelling of joint defaults and joint downgrades over the duration of the 

financial instruments which is highly complex and leads to an unreliable valuation.  

Any risk adjustment that is linked to a present value of a liability cash flow – and therefore any risk 

adjustment acceptable by IFRS 17 – has to take into account financial market risk introduced by 

the instruments used to produce the liability cash flow. Any discount rate implies a set of financial 
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instruments that are used to produce liability cash flows. This holds true irrespective whether the 

risk adjustment is based on a cost of capital, a quantile, a Wang transform or any other approach. If 

a risk free discount rate is used, it implies a production with default risk free government bonds, if 

the discount rate uses a single-A spread, it implies a production with A-rated corporate bonds and if 

the discount rate is linked to the expected asset return of the entity’s asset portfolio, it implies the 

production with the actual assets held by the insurer.   

There is no guidance on how to set the cost of capital rate for the cost of capital approach. One 

important element of the cost of capital approach is to set an entity specific cost of capital rate. The 

cost of capital rate depends – among other factors – on the capitalization of the entity (i.e. on its 

rating), the tax rate, the loss carry forward rate, the risk free interest rate and the asset portfolio of 

the entity. The cost of capital rate is compensation for investors for frictional costs which cannot be 

observed directly.  

The cost of capital rate depends on the risk free interest rate. Investors have to be compensated 

for double taxation, which results in a dependency of the cost of capital rate on the risk free interest 

rate. The lower the risk free rate, the lower the cost of capital rate and the higher the risk free rate, 

the higher the cost of capital rate.  

The monograph should make clear that the cost of capital rate is a stochastic variable. The cost of 

capital rate can change in future years, e.g. due to changes in the entity’s rating, in the risk aversion 

of investors, changes in interest rates and much more. The monograph should include a section that 

gives guidance to actuaries for estimating and modelling the cost of capital rate.  It should give 

guidance on how to take into account the stochasticity over the duration of the liabilities and how to 

employ simplifications.  

The description of the cost of capital approaches as implemented in Europe is misleading (page 

47). The monograph states that in Europe a common time horizon for capital is 1 year and that this 

could be expanded by using a sequence of 1 year capital amounts over the lifetime of insurance 

liabilities. In reality, European insurers – at least those using Solvency II and the SST – already use a 

sequence of one year capital amounts. In fact, any other approach would be incorrect.  

The statements on the importance of the reliability of the valuation are not consistent with the 

use of the liquidity premium in the example in Section 10.1.2. The monograph correctly focuses on 

the need of reliability for the valuation of insurance liabilities and states unequivocally in Section 2.4 

that this implies the production of the liability cash flows with financial instruments that are traded 

in a deep, liquid and public market. However, in the example in Section 10.1.2. a liquidity premium is 

being introduced without any need.  

The monograph states that measurement of market prices of illiquid financial instruments used to 

produce the liability cash flow is probably less relevant than the uncertainty risk in the liability 

cash flow. This is a surprising statement since replicating with illiquid financial instruments 

introduces uncertainty across the entire life time of the liabilities and is not diversifiable. In addition, 

in contrast to many insurance risks there is no sound mathematical theory on which the 

quantification of the risk and uncertainty introduced by the replication with illiquid financial 

instruments can be based. The statement is also in direct contradiction with the clear statements in 

Section 2.4 on the importance of the reliability of the valuation.  


