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Key takeaways

It is critical for an actuary to understand their measurement 
objective prior to performing an analysis. Purchase GAAP has it’s 
own peculiarities including initial versus subsequent 
measurement.
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Know you measurement objective

• One of the most common measurement objectives used in actuarial reports today is an actuarial 
central estimate (or “ACE”).

• ASOP 43 defines an ACE as “expected value over the range of reasonably possible outcomes. Such a 
range of reasonably possible outcomes may not include all conceivable outcomes, as, for example, it 
would not include conceivable extreme events where the contribution of such events to an expected 
value is not reliably estimable. An actuarial central estimate may or may not be the result of the use of 
a probability distribution or a statistical analysis. This description is intended to clarify the concept 
rather than assign a precise statistical measure, as commonly used actuarial methods typically do not 
result in a statistical mean.”

• The terms “best estimate” and “actuarial estimate” are not sufficient identification of the intended 
measure, as they describe the source or the quality of the estimate but not the objective of the 
estimate.”

• While an actuarial central estimate is commonly used does this fit the required accounting 
measurement?
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ACE for US GAAP

• Accounting Standards Codification (“ASC”) 944-40-20 defines for short duration insurance contracts:

• Liability for Unpaid Claims as “The amount needed to provide for the estimated ultimate cost of settling claims 
relating to insured events that have occurred on or before a particular date (ordinarily, the balance sheet 
date).” Liability for Claim Adjustment Expenses in a similar fashion

• These two elements combined with other elements such as subrogation and salvage are recorded in 
the financial statements of insurance companies for unpaid loss and loss adjustment expenses.

• For the measurement objective ASC 944 refers to ASC 450 – Loss Contingencies:

• When the recognition criteria are met, ASC 450-20-05-5 indicates that the “better estimate than any other 
estimate within the range” should be recorded.

• This is often referred to as a “best estimate” or “management’s best estimate”

• But no definition of best estimate can be found in ASC although on-authoritative FASB concept 
statements define a best estimate as:

• “The single most-likely amount in a range of possible estimated amounts; in statistics, the estimated mode. In 
the past, accounting pronouncements have used the term best estimate in a variety of contexts that range in 
meaning from “unbiased” to “most likely.
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Alternative measurement objectives

• Other than best estimate several other measurement objectives exist

• Fulfillment value – Developed by the IASB for IFRS 17 and uses a three building block approach but the 
risk is evaluated from what the “entity requires for bearing uncertainty”

• Settlement value – IAS 37 defines this as “the best estimate of the expenditure required to settle the 
present obligation at the balance sheet date” or “the amount that an entity would rationally pay to 
settle the obligation at the balance sheet date or to transfer it to a third party”

• Adequate – used for certain opinions and requires a value at or above the central estimate

• Fair value – under US GAAP this is defined as “the price that would be received to sell an asset or paid 
to transfer a liability in an orderly transaction between market participants at the measurement date”
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PGAAP and fair value

• US GAAP approaches fair value through a three level hierarchy

• Level 1 - quoted prices in active markets for identical assets or liabilities

• Level 2 – less-active markets for identical assets and liabilities, or where owned assets and liabilities are similar 
to, but not the same as, those actively traded in a market

• Level 3 – unobservable inputs that result in a mark-to-model approach

• Generally insurance liabilities will fall into Level 3 which requires a mark-to-model approach.

• The general approach to mark insurance liabilities to a model uses a three building block approach:

• The expected value of the cashflows

• A component to reflect the time value of money

• A margin to compensate a third party for bearing the risk/uncertainty in the liability
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PGAAP and fair value cont.

• At initial measurement ASC 944-805-30 requires the insurance liabilities to be measured at fair value 
and recorded as they regularly would be and an intangible asset equal to the difference between the 
fair value and the regularly recorded amount

• At subsequent measurement ASC 944-805-35 requires:

• The intangible asset be measured “on a basis consistent with the related insurance or reinsurance liability”

• Provides an example on how to amortize the intangible using an interest rate method
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Understand the M&A lifecycle & PGAAP

Key 

Phases

Transaction Execution

Board or Steering 

Committee approval
Completed letter 

of intent

Term 

sheet

Executed 

purchase 

agreement

Transfer of ownership/

closing documentation

Integration

Implementation Planning

Definitive

Due Diligence

Negotiation of 

Final Transaction

Merger

Strategy 

Development

Target

Screening and 

Identification

Preliminary

Due Diligence

Synergy and Value 

Driver Quantification

Negotiation

of Letter of Intent

Implementation and 

Transaction Closing 

Preparation

Closing & Execution of 

Implementation Plan

Target Screening

Due Diligence

Strategy

M&A Strategy & Target Screening

▪ Develop plan for overall corporate 

business unit portfolio

▪ Determine and  develop internal 

M&A capability

▪ Develop long-term M&A goals and 

objectives

▪ Develop screening criteria; 

requisites for strategy

▪ Collect screening data to evaluate 

potential Targets

▪ Identify initial acquisition 

candidates

▪ Conduct detailed screening of 

potential Targets based upon 

business strategy, competitive 

strategy, and value potential

Project Management Office and Due 

Diligence

▪ Determine due diligence protocols 

and metrics

▪ Identify synergy targets

▪ Perform commercial, actuarial, 

accounting, tax, operational, HR, 

valuation and IT due diligence

▪ Assess potential fit of merging 

companies (financial, strategic, 

legal, cultural, etc.) 

▪ Assess potential risks to 

synergy targets and develop 

mitigation strategies

▪ Develop valuation of proposed 

deal

Transaction Execution

▪ Determine deal structure to align 

with synergy targets and strategic 

considerations

▪ Formulate purchase price 

adjustment mechanism

▪ Analyze synergies and Target 

valuation in terms of proposed 

deal structure

▪ Conduct M&A negotiations and 

deal close

▪ Develop Opening Financials 

which will include impact of 

PGAAP

▪ Day One readiness and begin 

integration planning

Integration

▪ Day One and post-merger planning 
and management

▪ Synergy identification, capture, and 
tracking

▪ Integration execution support

▪ Legal entity design and readiness

▪ Organizational design and 
implementation including change 
management

▪ Integration planning and execution

▪ Accounting standards conversion 
(i.e., IFRS to GAAP)

▪ Regulatory approval support

▪ Provide continued support on tax 
structure, filings, and compliance

▪ Support transaction closing 

procedures

▪ Transaction service agreement 

implementation and exit strategy

▪ Implement plan to assess 

Goodwill and non-amortizing 

intangible assets

PGAAP
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Due Diligence: Overview of where PGAAP comes into play

Isolating and maintaining focus on the most critical elements of the deal on a real-time basis often makes the difference 

between success and failure

▪ Insurance Industry, geographic and deal-specific risks and 

opportunities

▪ Effect of regulatory matters

▪ Actuarial valuation of the Target’s book of business including 

renewals coupled with a traditional valuation approach (income/ 

market)

▪ Target’s forecasting of loss ratios by line of insurance and 

payout patterns

▪ Accounting basis and policy differences

▪ Quality of earnings and cash flows -- historical and projected 

▪ Quality of net assets and adequacy of capital 

▪ Hidden costs, contingencies and commitments

▪ Internal control structure, including Sarbanes Oxley compliance

▪ Synergy identification and capture

▪ Tax and accounting structuring

▪ Identification/quantification of tax exposures; optimization of related 

benefits

▪ Development of purchase price mechanisms and other purchase 

agreement protections

▪ Identification of integration and post-transaction transition issues

▪ Preparation for post-transaction activities, including successful 

resolution of purchase price adjustments solutions 

▪ Employee benefits, information technology systems and risk mgmt. 

practices

▪ Purchase Accounting under GAAP (PGAAP) – allocation of 

purchase price to intangibles and goodwill (after fair valuing the 

liabilities), which impacts the accretive/dilutive nature of the 

transaction

Typical Transaction Issues Due Diligence Focus Areas

Financial Due Diligence

Tax Due Diligence

Actuarial Due Diligence

Operational Due Diligence

IT Due Diligence

HR Due Diligence
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Enterprise valuation – Overview  

Valuation of the 

Target on a 

standalone basis

Valuation of potential 

synergies to assist 

Management in its 

bid

Pre deal PGAAP 

analysis to test 

impact on financials

• Leverage results of Financial due diligence (FDD), Tax due 

diligence (TDD)  and Actuarial Due Diligence (ADD) reports to 

estimate the value of the Target

• Consider key risks (customer concentration, one time attrition of 

clients due to merger, etc.) in the analysis

• Target valuation is generally performed by company’s internal 

team, bankers or valuation firms

• Consider a multi-disciplinary approach to vet potential expense 

and revenue synergies

• Estimate a range of synergy values depending on type and 

risk/probability of achievement

• Reconcile the value of the Target with synergies to the standalone 

valuation

• Identifying Target’s material intangible assets for PGAAP purposes

• Conduct preliminary analysis to estimate value of the intangible 

assets and useful lives

• Establish the fair value of the loss reserves

• Examine the accretive/dilutive impact on the company’s EPS 

based on the specific characteristics of the intangible assets

PGAAP is essentially the allocation of the purchase consideration to the assets acquired which necessitates the first 

step in the process being the establishment of the fair value of the Target.
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Overview of PGAAP

Assumed

Debt

Cash & Stock 

Payment

Cash

Investment 

portfolio

Intangible 

assets

Goodwill

PGAAPPurchase Price
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Purchase Price Allocation Overview

Other balance 

sheet items

Loss Reserves

• The accounting requirements for PGAAP 

falls under US GAAP - ASC 805.  

• Representative intangible assets from a 

transaction include: 

✓ Relationships

✓ Renewal Rights

✓ Trade name

✓ Internally developed technology

✓ Covenants not to compete

✓ Insurance licenses

✓ Value of business acquired (“VOBA”)

• Liabilities typically include the fair value of 

loss reserves and potentially debt

• Other considerations may include:

✓ Fair value of Non Controlling Interest 

(“NCI”)

✓ Fair value of investments kept at cost 

may need to be fair valued

✓ Lloyd’s Syndicate Capacity

✓ Asset Management Contract
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PGAAP - General Financial Reporting Guidance (Definition of a Business)

• Accounting Standards Update No. 2017-01—Business Combinations (Topic 805): Clarifying the Definition of a 

Business 

• A business is an integrated set of activities and assets that is capable of being conducted and managed for the 

purpose of providing a return in the form of dividends, lower costs, or other economic benefits directly to 

investors or other owners, members, or participants. 

• The three elements of a business are defined as follows:

• Input. Any economic resource that creates, or has the ability to contribute to the creation of, outputs 

when one or more processes are applied to it.

• Process. Any system, standard, protocol, convention, or rule that when applied to an input or inputs, 

creates or has the ability to contribute to the creation of outputs. Examples include strategic management 

processes, operational processes, and resource management processes.

• Output. The result of inputs and processes applied to those inputs that provide goods or services to 

customers, investment income (such as dividends or interest), or other revenues or have the ability to 

provide a return in the form of dividends, lower costs, or other economic benefits directly to investors or 

other owners, members, or participants.

• A business need not include all the inputs or processes that the seller used in operating that business if market 

participants are capable of acquiring the business and continuing to produce outputs, for example, by 

integrating the business. 
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PGAAP - General Financial Reporting Guidance (Intangible Assets)

• U.S. GAAP Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 805, 
Business Combinations 

• ASC 805 defines an intangible asset as an asset (other than a financial asset) that lacks physical 
substance (excluding goodwill). Such an asset is identifiable if it meets either of the following criteria:

• It is separable, that is, capable of being separated or divided from the entity and sold, transferred, licensed, 

rented, or exchanged, either individually or together with a related contract, identifiable asset, or liability, 

regardless of whether the entity intends to do so.

• It arises from contractual or other legal rights, regardless of whether those rights are transferable or separable 

from the acquired entity or from other rights and obligations.

• ASC 805 presents a representative list of common identifiable intangible assets, which includes the 
following categories:

• Marketing-related 

• Customer-related 

• Artistic-based 

• Contract-related 

• Technology-based 

• The specific, identifiable intangible assets of a business enterprise depend largely upon the nature of its operations. 

The approach to the valuation of each intangible asset will vary depending upon the nature of the asset, the business 

in which it is utilized, and the economic returns it is generating or is expected to generate.  
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PGAAP - General Financial Reporting Guidance (Premise of Value)

• For financial reporting purposes, the type of value is fair value. Fair value as defined in ASC 820 is the “price that 

would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at 

the measurement date.”

• In general, fair value is estimated based on the concept of highest and best use. 

• In general, for PGAAP, the highest and best use of a nonfinancial asset is assumed to be to use it on a 

standalone basis.  The fair value of the asset was estimated based on the price that would be received in a 

current transaction to sell the asset to market participants that would use the asset on a standalone basis. 

• The value of each asset or asset group reflects the estimated exit price at which the asset or group of assets would 

exchange in a hypothetical transaction occurring among market participants. 
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PGAAP - General Market Perspective on Amortization (for financial reporting)

• Intangibles assets considered to have finite lives will be amortized for financial reporting.

• The amortization period for financial reporting is typically the remaining economic useful life of the asset. This is 

different than the amortization period for tax which is 15 years for all intangible assets (US perspective).

• In general, we have observed clients using the following approaches when estimating the amortization pattern for the 

assets:

• Straight-line

• Pattern of the economic benefit of the asset being amortized

• The selection of amortization pattern is generally determined by the asset and the client’s past accounting convention. 

• VOBA is generally amortized over one to two years given its short term nature (P&C perspective).

• Relationship based intangibles including renewal rights are typically amortized over the pattern of economic 

benefit

• Other intangibles assets (e.g., trade names, internally developed and used technology) are typically amortized 

straight-line

• Fair value of loss reserves is amortized based on run-off of the reserves
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Methodology Overview Relationships
Renewal 

Rights
Lloyd’s VOBA

Trade 

Name

Internally 

Developed 

Technology

Covenants 

Not to 

Compete

State 

Insurance 

License

Multi-Period 

Excess 

Earnings

• Based on the principle that the value of an 

intangible asset equals the present value 

of the incremental after-tax cash flows 

attributable only to the intangible asset

✓ ✓ ✓

Relief-from-

royalty Method

• Based on the premise that ownership of 

the asset relieves the owner of the need to 

pay a royalty to a third party for use of the 

asset

✓

Incremental 

Income

• Based on a comparison of the prospective 

revenues and expenses for the asset with 

and without the subject intangible asset in 

place

✓

Cost Approach
• Based on the replacement cost of an asset 

with another having equivalent utility ✓

Market 

Approach

• Based on the comparable transaction 

method considering arms-length 

transactions for “clean” shell entities
✓

Actuarial 

• Based on the estimated present value of 

future cash flow to be received from the 

acquired insurance policies (difference 

between the nominal value of the 

unearned premium reserve and the 

present value of the risk adjusted future 

loss and expenses associated with running 

off the UEPR)

✓

Typical Valuation Methodologies – Intangible Assets 

Below are the typical valuation methodologies considered for valuing the intangible assets

*Lloyd’s Syndicate Capacity and State Insurance Licenses are indefinite intangible assets which are not amortized but are tested on an annual basis.
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Key Valuation Considerations – Representative intangible assets

Representative  

Intangible Assets
Value Considerations

Contribution to 

Total Intangible 

Assets

Relationships and 

Renewal Rights

• Expected retention rates for distribution channels compared to peers

• Impact of expected synergies – would need to differentiate between market participant and buyer 

specific synergies

• Potential for first year “shock” impact on the premiums as customers might reduce exposure to the 

combined entity

• Capital requirements compared to peers

Lloyds Syndicate 

Capacity

• Consideration of market data for Lloyds capacity auctions 

• Typically the syndicate capacity is classified as an indefinite life asset – would not be amortized

VOBA

• Consideration of a risk margin to account for the uncertainty of the amount of future losses 

associated with unearned premium reserve

• VOBA could be impacted by the Target’s combined ratio (excluding acquisition expense ratio) 

compared to peers

Trade Name

• Strength of brand name and combined ratio (compared to peers)

• Assumed continued use of the acquired trade name could lead to a perpetual life intangible asset –

would not be amortized

High Low
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Key Valuation Considerations – Representative intangible assets

Other Intangible Assets Value Considerations

Contribution to 

Total Intangible 

Assets

Internally Developed 

Technology

• Consider only internally developed and used technology

• Estimate the obsolescence of the acquired technology

Covenants Not to 

Compete
• Individual’s probability to compete and the impact of competition on Target’s net income

State Insurance 

Licenses

• Consider market transactions for “clean” shells

• Should reflect licenses of all the Target’s entities, regardless of any overlapping licenses

• Typically state insurance licenses are classified as an indefinite life asset and would not be 

amortized over time.

High Low
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Recognition and Measurement of Net Assets Acquired

Renewal Rights

Policy renewal rights are typically valued using an income based approach (multi-period excess earnings). Written 

premium will be forecast based on assumed retention rates and the cash flows from these renewal policies will be 

modeled over the life of the renewals. If applicable, contributory charges will be deducted and the resulting cash flows are 

discounted to present to arrive at fair value.

Key inputs for Renewal Rights Considerations

Annual Renewal Retention Ratio
• Applied to the previous year’s net written premium to calculate the expected net written premium for each 

calendar year period in the model.

Loss & LAE payout patterns
• To develop the payout pattern, aggregate the data by the reserve segment groupings being used in the 

renewal rights analysis. 

Yield on Invested Assets • A pre-tax investment yield on an annual basis is typically obtained from the Acquisition Model.

Contributory Asset Charges

• In theory, renewal rights cannot exist independently of other assets in a business.  Therefore, contributory 

asset charges are applied to account for the cash flow contribution on various asset categories, where 

applicable, such as non-competition agreements, assembled workforce, and trade name. 

Discount Rate • The discount rate is equal to the weighted average cost of capital from a market participant perspective.

Capital Requirement • The overall common equity to net written premium ratio is typically obtained from the Acquisition Model.

Loss & LAE Ratio and 

Underwriting Expense Ratio

• If segmentation of renewal rights analyses is at a more detailed level than Acquisition Model, the loss & 

LAE ratios must be developed based on Company’s data and tie back to the overall loss & LAE ratio used 

in Acquisition Model.
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Recognition and Measurement of Net Assets Acquired (continued)

1

2

Discount the carried reserves in the closing 

balance sheet

The reserves are discounted based on the expected 

annual loss payments using a risk-free duration-matched 

yield curve.

Calculate a Risk Margin as the present value of the Cost of Capital

Determine how much capital is required to support the loss reserves.  This is 

calculated using a statistical approach with an assumption as to the 

confidence level that the capital plus loss reserves is sufficient to satisfy the 

obligation.  This is often established at 99% over a one year time horizon. 

The capital requirement will decrease each year proportionately with the loss 

payments.  Cost of capital is net of investment yield.

Calculate the annual cost of holding the capital to support the loss 

reserves 

Loss & Loss Adjustment Expense Reserves

Determining the fair value of loss reserves is a two step process based on the following components:

• Indicated payment patterns by reserve segment at the Transaction Date

• Recorded gross, ceded, and net undiscounted loss & LAE reserves at the Transaction Date

• Adjustment for the time value of money

• Risk margin is defined as the present value of the annual cost of holding capital to support the loss reserves 

for the current and all future years

The fair value of loss reserves can be either negative (i.e., lower than nominal carried reserves) or positive.
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Recognition and Measurement of Net Assets Acquired (continued)

• The fair value of VOBA is estimated based on the expected future losses and expenses (policy administration, other 

underwriting expenses, etc.) related to the future premium remaining to be earned. A key input is the expected loss & 

LAE ratios for each line of insurance.  We adjust for the time value of money and add a risk margin for the uncertainty 

of the amount of future losses.

• Adjustment for the time value of money is based on two assumptions:

1. A payout pattern for the loss and LAE reserves associated with the unearned premium reserve.

2. A risk free duration matched yield curve discount rate.

• Risk margin is calculated as the present value of the cost of capital in the following steps: 

1. Estimate the capital required to support the projected reserves at the beginning and end of each calendar year.

2. The cost of capital is estimated by applying the selected cost of capital factor (net of the yield on invested 

assets) to the average capital required to support the reserves.

3. The market risk load used to fair value the expected loss payments from the UPR will differ from that used to 

fair value the loss reserve liabilities, as the losses inherent in the UPR have not been incurred, and therefore 

have greater uncertainty. Therefore, the market value margin should be relatively higher.

• Amortization is typically over a one to two year period since the unearned premium reserve will run-off in 1-2 years 

due to policies having terms of either 6 or 12 months (2-3 years for reinsurance business depending on the percentage 

of losses occurring versus risks attaching business  or the spread of the effective date of the reinsurance treaties 

during the year or if there are multi-year policies).

Value of Business Acquired (VOBA)
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Appendix
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PGAAP from a Market Perspective (P&C)

Deal Value

$1 billion

Target has Book Value of $600m –

Approximate Price to Book Value of 1.7

Excess Purchase Price 

Available for Allocation

$400 million

45% 55%

Intangibles2

$180 million

Goodwill

$220 million

Sample Transaction

Factors which may impact the allocation of 

intangible assets:

• The Transaction P/BV multiple - all else 

equal, a higher multiple will result in a lower 

percentage allocation to the intangible assets

• The Target’s combined ratio - all else equal, a 

lower combined ratio will result in a higher 

percentage allocation to the intangible assets

• Indefinite life assets could contribute to a 

higher intangible asset value, but will not 

amortize

Impact on EPS1

- $13.5 million

Avg. life- 10yrs

1. Assumes 25% tax rate

2. Indefinite life assets are generally less than 10 percent of total intangible assets. 

However if the transaction includes Lloyd’s syndicate capacity, this percentage could 

be greater. 
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Daniel Leff

Specialist Leader – Actuarial & Insurance Solutions

Deloitte Consulting LLP

Tel: +1 (212) 618-4512

dleff@deloitte.com

.

Representative ClientsInstructor Biographies 

Daniel Leff is a Specialist Leader at Deloitte Consulting LLP.  Mr. Leff has thirty years of actuarial experience, including twenty-

three years in consulting and has passed five of the Casualty Actuarial Society exams.

Dan specializes in performing insurance due diligence in merger & acquisition engagements for strategic buyers and private 

equity clients across multiple industries. Dan has also provided valuation services for insurance company transactions including

intangible assets such as renewal rights, value of business acquired and fair value of loss reserves.

His actuarial experience includes analysis of loss reserves for all major personal and commercial lines of business for 

insurance/reinsurance companies, captives, state workers compensation funds and public and private sector self-insurance 

programs.  He has also provided independent actuarial consulting services and support for different types of engagements such

as predictive underwriting models, pricing, state insurance department financial exams, statistical and statutory data reporting, 

captive feasibility studies, litigation support and Sarbanes-Oxley. 

Prior to joining Deloitte & Touche LLP in July 1997, Dan had been employed by Insurance Services Office, Inc. (ISO) since 

August 1990.

Relevant activities include:

• Speaker, Risk Insurance Management Society – Minimizing Risk in the M&A Lifecycle

• Speaker, Engineering & Construction Conference – Use of Captives

• Speaker, Casualty Actuarial Society Loss Reserving Seminar, Insurance M&A: Role of Actuary in Due Diligence, Valuation, 

and Market Trends
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Disclaimer

3

• All of the opinions expressed in this presentation and in the accompanying discussion are solely those of the presenter. These 
opinions do not necessarily reflect the opinions of Enstar Group Limited and its affiliates (“Enstar”).

• All information expressed in this presentation and in the accompanying discussion is given only as of the date on which it is
provided and is subject to change. Enstar and the presenter expressly disclaim all responsibility for accuracy or completeness of 
the information provided or its suitability for any purpose, and make no warranties with respect thereto. You should not rely on
the information for commercial, investment or other purposes, and Enstar and the presenter shall not be liable for any damages 
or loss resulting from its use.

• Unauthorized distribution of this presentation is expressly prohibited. Modifying or deriving works of this presentation is also
expressly prohibited. 

• For more complete information about Enstar Group Limited, you should read our reports filed with the SEC. You may get these 
documents for free through EDGAR on the SEC website at www.sec.gov, which you may also access through our website at 
https://investor.enstargroup.com/sec-filings.

• This presentation includes certain forward-looking statements regarding our views with respect to our business, operations, loss
reserves, claims, processes, strategies, challenges, value proposition, as well as market and industry conditions. These statements 
are intended as “forward-looking statements” under the Private Securities Litigation Reform Act of 1995. Actual results may 
materially differ from those set forth in the forward-looking statements.

• This material is the property of Enstar Group Limited. © 2020 All Rights Reserved

http://www.sec.gov/
https://investor.enstargroup.com/sec-filings
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Agenda
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What is Fair Value Option

• US GAAP guidance

• Building blocks

• Assumptions

How Does it Work

• Take-on

• Financial reporting

• Big picture

Why to Elect FVO

1

2

3
• Recent yield history

• Investment income offsets



|   enstargroup.com

What is Fair Value Option

Under Accounting Standard Codification (“ASC”) 825-10, US GAAP has a fair value option for financial instruments, including 
(re)insurance contracts.

• This allows a reporting entity to select fair value option for individual financial instruments

Retroactive Reinsurance

• ADC

• LPT

• RITC (Lloyds of London)

It should be noted that once fair value option is elected the decision is irrevocable for the instrument. Also the election should 
occur at the time of the transaction.

5

Similar to Purchase Accounting under US GAAP (“PGAAP”) a price is agreed upon between the parties when there is transfer of 
liabilities. 

• This price (or consideration) represents  a “fair” or market value in exchange for the assets and liabilities contained within the 
deal

The main difference is PGAAP is performed in detail initially and then amortized through the life of the deal, fair value is 
reperformed for each reporting period.

Fair Value of insurance liabilities reduces the income statement impact of quarterly yield changes on fixed income assets 
accounted for as Trading/marketable.
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What is Fair Value Option

To price a deal there are generally three main building 
blocks:

1. There are the underlying reserves and 
recoverables, and their corresponding payment 
patterns

2. The reserves are then discounted of the time 
value of money.

3. Given the uncertainty of insurance liabilities, a 
risk margin is added.

6

Block I Undiscounted 
Reserves

Block II Discounting 
Reserves

Block III Risk Margin 
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What is Fair Value Option

Undiscounted Reserves

• Nominal unpaid loss & ALAE liability

• L&ALAE cashflows

• ULAE balance and cashflows

7

Block I Undiscounted 
Reserves

Block II Discounting 
Reserves

Block III Risk Margin
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What is Fair Value Option

Discount Reserves

• Using undiscounted cashflows

• Discount at a rate that reflects the characteristics of 
the liabilities

• A market observable yield curve for “high 
quality” corporate bonds

• Adjustment for non-performance risk

8

Block I Undiscounted 
Reserves

Block II Discounting 
Reserves

Block III Risk Margin

Standard 5 yr Return 10 yr Return 20 yr Return

US Corporate Bond (A) 2.12% 2.61% 3.24%

USD Zero Coupon (Risk-free) 0.38% 0.67% 1.00%

* As of March 31, 2020
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What is Fair Value Option

Risk Margin

• Cost of Capital Method vs Other Methods

• Cost of Capital Method

• Capital Required

• Estimate Cost of Capital

• Discount Cost of Capital

• Other methods

• VAR (SII)

• Certain Percentile (APRA)

9

Block I Undiscounted 
Reserves

Block II Discounting 
Reserves

Block III Risk Margin
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How does it Work

During take-on, not only are the assumption values determined, but also the criteria to evaluate the assumptions going forward.

• New reserve review for balances and cashflows?

• For yield curves does change in currency split impact your model, is it one currency for reporting but run at individual currency 
level?

• Is the non-performance adjustment linked to the Company’s financial rating, position in the market, external/industry factors?

10

Inputs to Consider Each Quarter

Inputs that change frequently
• Corporate yield

• Cash flows

Inputs that less frequently change
• Non-performance risk

• Capital required

External Interests 

Management’s interests
• Bottom line P&L impact

• Impact due to the change in yield curve

Auditors’ interests

• Non-performance risk
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How does it Work
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Changing Input/Characteristic

• During the quarter, payments are 
made against the deal, lowering the 
outstanding liabilities

• Reserve review was performed

• Change in the yield curve

• Risk Margin Discount rate changes

• The Cost of Capital held changes

Resulting Impact to the Model

• How did the actual payments compare 
to the expected payout for the quarter

• Change in ultimate and/or new payout 
pattern impacts future cashflows

• Impact on the discounted balance

• Impact the risk margin

• Impact the risk margin
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Why to Elect FVO

The goal is to be 100% duration and value matched to mitigate any fluctuations in yield.

More likely scenario is closely duration matched for the deal, but funds held exceed liabilities, under this scenario what happens 
as yields change. For a given quarter:

12

Yield Goes Increase

Liabilities
• More discount

• Lower balance held on balance sheet

Fixed Income Assets
• Unrealized losses

• Lower balance held on balance sheet

P&L benefit from liabilities does not offset the 
unrealized losses

Yield Goes Decreases 

Liabilities
• Less discount

• Higher balance held on balance sheet

Fixed Income Assets
• Unrealized gains

• Higher balance held on balance sheet

P&L loss from liabilities is more than offset by 
benefits of unrealized gains
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Why to Elect FVO
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Why to Elect FVO
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Why to Elect FVO

• Discounting example: $100m Excess WC portfolio from 1/1/18 onwards

• Consistent payout pattern with average time to payout of 12+ years

• A Rated USD Yield curve

• 39% required capital, 6% Cost of Capital, 2.5% annual risk margin discounting
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Why to Elect FVO

What are the drivers of the $5.3m decrease in 
discount?

• Accretion of discount

• Changes in future cashflows

• Changes in Yield Curve

• Changes in Own Credit

16

All the pieces impact each other, taken a stair 
stepping approach

• Accretion (0.51m)

• Cashflows 0.51m

• Yield Curve (5.3m)

• Own Credit 0.00m

December 31, 2019 March 31, 2020 June 30, 2020 Q2 Movement

Undiscounted Reserves 100.0 100.0 100.0 0

Discounted Reserves 72.4 72.7 78.0 5.3

PV Cost of Capital 17.4 17.4 17.4 0

Fair Value Liability 89.9 90.2 95.5 5.3
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Alexander Smatt ACAS
Corporate Actuary – Enstar Group Limited
alex.smatt@enstargroup.com

Alex Smatt is Corporate Actuary at Enstar Group Limited where, in addition to 
administering the Fair Value Model quarterly, he works with group finance 
producing SEC disclosures and designing actuarial data policies. Alex also 
participates in onboarding activities of new portfolios and financial standards 
and maintains the Bermuda Solvency models for the Enstar’s Bermuda 
subsidiaries.

Prior to Enstar, in 2016, Alex worked for PwC performing reserves reviews for 
audit and advisory clients ranging from small single parent captives to billion-
dollar multinational reinsurers. As well as reserving Alex ran parameterization 
exercises and participated in due diligences.

BSc in Actuarial Science and Business Management, Purdue University 2012

17

About the Presenter
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