Abstract
"Solvency Il's Smith-Wilson method for discounting pension liabilities"

The Smith-Wilson method is a central element of the framework for fair valuation of liabilities
under Solvency Il. We describe and analyze this method and we compare it to financial theory's
better known methodologies for constructing zero-coupon interest rate curves such as the family of
Nelson-Siegel models. We find that the Smith-Wilson method has several weaknesses. The most
critical of these is the externally specified ultimate forward rate (UFR) which leads to significant
underestimation of pension liabilities.
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