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CFO Forum EEV principles (2004)

In response to IFRS proposals and investor pressure
– 12 principles to align traditional EV methodology 
– Explicit assessment of risk
– Stochastic valuation of cost of guarantees
– Enhanced consistency in disclosures

But a compromise and some criticism not addressed
Initial rush led to ill-thought-through approaches
Resulted in investor disappointment
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Mark to market accounting slowly accepted by 
industry ….

Regulatory solvency frameworks in EU
– ICA (UK) and SST (Switzerland)
– Solvency 2  (Expected 2012)

IFRS 4 - phase 2
– Discussion paper (2007) upholds most of DSOP 

proposals
EEV disclosures started to be calibrated to MCEVs
In 2007 CFO Forum start work on formal “MCEV 
principles”
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MCEV principles

17 Principles covering
– Introduction
– Coverage
– MCEV definitions
– New Business and Renewals
– Non-economic assumptions
– Economic assumptions
– Disclosure

Replaces EEV Principles
Mandatory by end 2009 

Early adoption end 2008 initially 
announced by a number of CFO 
Forum members but credit crunch 
may have changed minds.
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Main objectives

Market consistency
Further modeling guidance
Improved disclosure

– Increased transparency on methodology and 
assumptions

– More consistency in analysis of results
– Additional sensitivities 
– Group MCEV and reconciliation to IFRS net assets
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Investor /analyst reaction to MCEV principles 
launch

“We do not expect a step-change in the rating of the 
European insurers as a result of yesterday's 
announcement. However, we judge it a significant 
step in the right direction of what we expect/hope to 
be longer term convergence between IFRS, EV and 
Solvency II. Most of the large European insurers 
have already adopted MCEV, so we expect limited 
volatility in reported numbers. “ KBW, June 2008
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Components of MCEV

Free surplus +
Required capital +
Value of in-force business 

+ Certainty equivalent present value future profits (CE PVFP)
(-) Time value of options and guarantees (TVFOG)
(-) Frictional costs 
(-) Non-hedgeable risks

“Cost of capital”
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Market consistency – detailed guidance

Reference rate (Principle 14)
– Swap rates preferred
– No liquidity premia or credit risk premia

Volatilities (G15.2)
– Implied from market data, where available
– Whole surface allowed for, where practical & material

Correlations (G15.5)
– Historical observations over relevant period
– Stable approach over time
– Checked if in line with competitors

Testing for market consistency (G15.2)
– Modeled fixed instrument asset cash flows
– Martingale tests on convergence
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Market consistency – but challenges remain

The application of MCEV in the absence of deep and liquid financial 
markets poses significant issues in both developed and emerging markets

– Yield curves
– Derivatives

The principles allow appropriate discretion to be used
– Government bonds curves can replace swaps (G14.5)
– Use of money market rates at short end swap curve (G14.2)
– Use government curves to extrapolate swap curves (G14.1)

On implied volatilities the use of expert opinion is allowed if “ there are 
concerns over the depth or liquidity of the market or if the market displayed 
unusual characteristics” (G15.3)
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TVFOG – more focus on dynamic behaviour  

Principles seek to restrict judgement and improve disclosure
Checklist of items to be considered in bonus strategy

– Past application of discretion
– Past external communication 
– Market practice regarding discretion
– Smoothing strategy 
– Regulatory guidance and restrictions
– All assets backing liabilities assumed to be realised 

Interaction with new business, eg on TVFOG
Validation by management
Policyholder behaviour expected to be modeled, where material
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Cost of capital – a complex compromise

Frictional cost
– Applied to projected shareholder supported required capital only
– Allowance for tax and investment expenses, but other potentially

material frictional cost not modelled
Agency cost
Financial distress

Non-hedgeable risk
– Companies encouraged to develop a bottom-up view

Asymmetries in shareholder outcomes
Parameter risk / general allowance for volatility

– Principles require expression as equivalent charge in top-down 
cost of capital approach for comparability

– But significant differences are emerging between UK companies 
and continental European insurers
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Operational assumptions

Guidance on best estimate assumptions for mortality, morbidity 
and persistency similar to EEV

Extensive guidance on expenses
– Overheads, holding company expenses
– Development expenses
– Service companies
– Pensions scheme deficits
– Overruns
– Marginal approaches

Tax based on best estimate taking into account companies tax 
position and cash flows
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Other discussions in CFO Forum

Prescribed format 
earnings analysis

What is the right
unwinding rate? 

Choice impact on 
operating earnings
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Comparing MCEV and EEV

Positive and negative differences on in-force
– Market-consistent FOGs instead of current FOG  ( + or - )
– (re-)investment returns reset in line with market  ( + or - )
– Derecognition of capitalised credit spreads  ( - )
– Frictional cost & Non-hedgeable risk vs Cost of Capital (+ or -)

MCEV earnings will be more volatile due to MtM accounting
– Return on Free Surplus and Required Capital
– Impact of ALM mismatch on liabilities, including Cost of Financial 

Options and Guarantees

Value of New Business impact differs per product line
– Impact analysed for product types on the following pages
– This may ultimately have an impact on the business mix
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Value of New Business impact –protection business

Protection business
– Value increases as profit margins are now 

discounted at lower rate
– But could be offset if frictional cost and non-

hedgeable risk allowance are significant
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Value of New Business impact – variable annuities

Variable annuities 
– Risk free fund growth rate and discount rate 

means that products where revenue is partially 
de-linked from fund performance should 
benefit 

– Products with high equity backing will suffer
– GMxB will be valued at market cost
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Value of New Business impact – fixed annuities

Fixed annuities
– MCEV does not recognise liquidity premia, credit risk 

premia or perceived manager out-performance
– Products that rely for profitability on realisation of 

such spreads will decrease in initial profitability
– Companies may try to mitigate the impact by 

assuming management discretion in bonus
– But need to allow for policyholders response to 

any bonus cuts as well as competitor behaviour
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Example – SP annuities in payment (UK)

Product pricing based on corporate spread after 
allowance for default and profit margin
Under EEV the projected ‘real-world’ margins are 
discounted at the shareholder required rate of return

10 year SP annuity in payment
T assets reserve EEV profits EEV profile

Government bonds 3.00% 0 10,000         10,000         227                 
Corporate AA 6.00% 1 9,262           9,212           50               242                   
Historic default  (*300%) 0.30% 2 8,430           8,384           46               256                   
Profit margin 0.50% 3 7,554           7,512           42               267                   
Current pricing rate 5.20% 4 6,633           6,595           38               276                   

5 5,663           5,630           33               283                   
Single premium 10000 6 4,644           4,615           28               288                   
Annuity factor pricing 7.65 7 3,571           3,548           23               292                   
Annual annuity 1308 8 2,442           2,425           18               294                   

9 1,255           1,243           12               295                   
EEV RDR 7.00% 10 6                  -               6                 296                   
Tax 0% Sum 296           

(for simplicity) VNB 227           227                 
VNB/APE 23%
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Example – SP annuities in payment (MCEV)

Under MCEV assets are valued at market value and liabilities are
discounted at the swap rate

Expected profit margin are no longer capitalised and liabilities are 
discounted at a lower swap rate
Instead of showing profits at issues this could result in zero or 
negative VNB with profit recognised as and when realised over time

10 yr swap rate
3.50%

T EEV profile MCEV profile
0 227                 (875)                    
1 242                   (686)                      
2 256                   (509)                      
3 267                   (346)                      
4 276                   (197)                      
5 283                   (65)                        
6 288                   49                         
7 292                   144                       
8 294                   218                       
9 295                   269                       

10 296                   296                       
Sum
VNB 227                 (875)                    
VNB/APE 23% -88%

Government bonds 3.00%
Swap rate 3.50%
Annuity factor valuation 8.32
Market value liabilities 10,875       
Market value assets 10,000       
VNB (875)          
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Example – SP annuities in payment (MCEV)

Results: analyst expect the majority of the £700m annual 
VNB for annuities in the UK to disappear under MCEV 
Situation is made worse now that current long term swap 
rates are close to or lower than government bonds

Government bonds 3.00% 3.00%
Swap rate 3.50% 3.00%
Annuity factor valuation 8.32 8.53
Market value liabilities 10,875       11,155    
Market value assets 10,000       10,000    
VNB (875)          (1,155)     

10 yr swap rate 10 yr swap rate
3.50% 3.00%

T EEV profile MCEV profile MCEV profile
0 227                 (875)                    (1,155)               
1 242                   (686)                      (919)                   
2 256                   (509)                      (700)                   
3 267                   (346)                      (497)                   
4 276                   (197)                      (313)                   
5 283                   (65)                        (150)                   
6 288                   49                         (9)                       
7 292                   144                       109                    
8 294                   218                       200                    
9 295                   269                       263                    

10 296                   296                       296                    
Sum
VNB 227                 (875)                    (1,155)               
VNB/APE 23% -88% -115%
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Share prices to EV ratios

Large European insurers have been trading well below their last 
published Embedded Value during a large part of 2008

Embedded Value is a key disclosure, but at the moment other 
metrics are clearly judged more important by investors
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Disclosure trends – back book management

Increased disclosure on retention and expense 
management of the in-force portfolios 

Source: Standard Life
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Disclosure trends – fund management view

A number of companies disclose AUM and a ‘margin on 
assets’ as part of their key performance metrics
Pressure on use of MCEV for investment contracts

Source: Aviva
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Disclosure trends – liquidity

Source: Friends Provident

Source: Legal & General

Credit crunch promted extensive new disclosures on 
cash and capital generation and new business pay-
back periods
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Disclosure trends - implied risk discount rates

The implied discount rate (IDR) is the rate of discount such that 
a traditional embedded value for the business equates to the 
MCEV.
A number of companies prefer IDRs as a way of communicating 
results
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Conclusions

Calibration of financial risk to markets eliminates subjective 
management judgements

– But less so in incomplete or stressed markets
– Room for judgement moves to non-hedgeable risk

MCEV principles: more than market-consistency
– Raises the bar significantly on modelling
– Enhanced disclosure requirement
– But additional disclosure continue to be made

Long term future of MCEVs disclosures remains unclear
– Analyst remain sceptical
– Overlap with IFRS Phase 2
– Impact of the credit crisis on support for mark to market?



16

Copyright © Watson Wyatt Worldwide. All rights reserved

CFO Forum update
– Background
– Some observations on methodology
– Financial impact
– 2007 disclosures trends

Highlights of a recent industry survey on MCEV

Agenda

Copyright © Watson Wyatt Worldwide. All rights reserved

Background to survey

Objectives
– gauge challenges in embedding Principles 
– areas of concern

European industry
Undertaken in July / August 2008
28 responses 

– 15 CFO Forum members
Questions on

– Methodology
– Disclosure
– Business impact
– Implementation effort
– Embedding

Respondents

CFO Forum
AEGON
Allianz SE
Assicurazioni 
Generali
Aviva
AXA
Munich Re/ ERGO
Fortis
ING
Legal & General
Old Mutual Plc
Prudential PLC
Scottish Widows
Standard Life
Swiss Re
Zurich Financial 
Services
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Current approach & support for MCEV

Around two-thirds of all surveyed 
companies (and 57% of CFO Forum 
members) indicated that they had 
already moved to a form of market-
consistent embedded value 

Most respondents (93%) were 
strongly supportive of the new MCEV 
Principles
– Surprisingly no comments were 

received indicating reservations 
as a result of the market turmoil
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Improvement over EEV?

Market consistency seen as biggest step forward 
Least significant were

– Relaxation of value of new business definition
– Allowance for non–hedgeable risk
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Disagreement on non-hedgeable risk allowance

Significant differences are emerging between UK companies and 
continental European insurers

– UK based insurers prefer a bottom-up approach and on average 
take a 1%-2% charge on non-hedgeable risk capital

– Continential European insurers prefer a top-down approach and 
on average take a 3%-4% charge on non-hedgeable risk capital
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Disclosure 

75% believe enough has been done to 
achieve convergence between 
company’s disclosures

– Earnings Analysis and the Group 
MCEV mentioned as most 
significant improvements

Industry is sceptical on the ability of 
the MCEV principles to satisfy the 
investment community and only 32% 
think this will be the case
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Limited impact on pricing and products?

Despite indicating significant impact of MCEV compared to 
EEV, most companies do not indicate a change in product 
strategy or pricing

Exceptions include companies with significant annuity business
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Impact of MCEV on pricing metrics

Under traditional EV 
companies typically used 
IRR measures to set 
pricing hurdle rates

Under MCEV
– A number of companies 

continue with IRRs
– Some use the market consistent 

VNB margin (VNB/APE) and set 
minimum standards

– A significant minority expresses 
VNB as a percentage of capital 
consumed
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Implementation effort

Implementation effort indicated 
by respondents seem 
underestimated with only a few 
multinationals  indicating more 
than 50 man days

Companies already producing 
a market consistent EEV have 
a significant advantage 
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Significance of MCEV relative to IFRS

Despite the popularity of EV accounting, most companies reporting 
IFRS still see this is the most significant reporting metric

Nevertheless, 75% of companies indicated a link between 
management performance and published embedded value results
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