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Background

Discount rates are …

• At the heart of actuarial models

• Fundamental to all that we do

• Affect every discipline and practice area

• A matter of significant public interest



Pricing



Transactions



Reserving



Funding



Long term planning / financing 



Accounting 



Big questions for the UK

Actuarial Profession 

Is it appropriate for the Actuarial Profession to

have different actuaries in different practice

areas producing very different answers to very

similar questions? 

Is it possible to create a common language and

transparent framework for describing and

determining discount rates and possibly reduce

the diversity of current practice?



UK Research Project

• Establish cross-practice team

• Analyse current practice on discount rates

• Describe how and why risk is included in discount 

rates

• Develop a common language and framework to 

describe current practice

• Consider options for reducing diversity of practice 

and introduce a transparent framework

• Consider impact and management of change
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UK Research Project

• Research team led by Chinu Patel and Chris Daykin

• Initial report will cover:

– Survey of current practice
• Construction of discount rates

• Historical perspective

• Legislative framework

• Nature of promises made

• Impact of legislation on nature of promises

– Survey of existing research and debate

– Developing a common language

• Forum to be held in London on 23 March



Initial Research Findings

• Price  vs  Value

• Other users of discount rates:

– Government (Social Time Policy Rate)

– Corporate Finance (Return on Capital Employed)

• Two main approaches in actuarial work:

– Notional asset strategy to deliver liability on a “least 

risk” basis

– Actual asset strategy being pursued to deliver the 

liability 



Several frameworks already

in actuarial use

Discount rate 

based on 

existing portfolio

Discount rate 

based on 

replicating / least 

risk portfolio

Discount rate 

based on obligor 

required return / 

cost of capital

Discount rate 

based on 

current  market 

yields

Discount rate 

based on 

projected / long 

term returns

Valuations of 

insurance and bank 

trading books. 

Includes “Market 

consistent”

Pension funding 

valuations

Fundamental share 

analysis



Initial Research Findings

A possible framework might embrace four broad approaches: 

Category A: Discount rate set independently of the assets backing the 
liability, and consistent with the market price (or notional market price) of 
instruments with cash flows that have similar characteristics to the liability. 

Category B: Discount rate is the weighted average of the current market 
yield on assets backing the liability. Where assets include equities and 
properties, only the running yield is included in the discount rate (no 
allowance for future capital growth) 

Category C: Discount rate based on the weighted average of expected 
returns from assets backing the liability. Where assets include equities 
and properties, an estimate of the return (income and capital growth)
expected over the lifetime of the liability. 

Category D: Discount rate determined by reference to other external 
criteria which are not directly related to the characteristics of the liabilities, 
the expected return from the assets held to back the liabilities or to any 
traded instruments on the market. 



Initial Research Findings

Another possible framework might embrace two broad

approaches: 

• Market consistent calculations (MC)

– Value liability by reference to market instruments or 

models which match the characteristics of the liability

• Planning calculations (PC)

– Measurement of liability is by reference to how it is 

going to be financed



Initial Research Findings

Can then consider current practice as follows:
Banks - MC
Insurance Companies - largely MC, – certainly for 

capital adequacy and 
pricing

Risk Management  - largely MC
Pensions 
(a) Funding - largely PC
(b) Solvency - largely MC
(c) Transfer values - largely PC (but arguably 

should be MC)

Accounting - largely MC



Initial Research Findings

Some high level issues:

– FSA’s approach to equity valuation in with profits 

compared with TPR’s approach in pensions

– Treatment of covenant risk in pensions vs insurance

– Inconsistencies in accounting treatment between 

insurance and pensions

– Highlights nature of “promise” and importance of 

purpose of calculations

– Impact of volatility



In conclusion …

Some key questions:
– Are we right to try to tackle this ?
– Is a common framework desirable ?
– Is more transparency desirable?
– Is diversity in practice a “good thing” or a “bad thing” ?
– Are discount rates a matter for actuarial judgement 

and assessment or are they for regulators / 
accounting standards / politicians to dictate ?

– What might the impact be of any change?
– How might we manage any change ? 
– Is this just a UK issue ?
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