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Phase II of IFRS for Insurance Contracts — IASB Discussion Paper

On 3 May 2007, the International
Accounting Standards Board (the IASB)
released for comment a Discussion Paper on
accounting for insurance and reinsurance
contracts entitled Preliminary Views on
Insurance Contracts (the DP). This is the
second phase of the insurance contracts
project which in 2005 introduced IFRS 4 —
the International Financial Reporting
Standard for Insurance Contracts.

The proposals set out in the DP would
introduce fundamental changes to insurance
accounting and focus on market-consistent
measurement of insurance liabilities. This
will impact the way investors, regulators and
other stakeholders assess the insurance
industry.

This special edition of our IAS Plus newsletter,
prepared by insurance specialists, summarises
and comments on the measurement issues
raised in the DP. We hope you find it useful
and informative and would encourage
insurers and other interested parties to
provide practical observations and comments
to the Board by 16 November 2007.

An Exposure Draft (ED) is expected to be
issued in late 2008, with the final Standard
on accounting for insurance contracts in
place during 2010.

Audit.Tax.Consulting. Financial Advisory.
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Introduction and
background

The IASB insurance project aims to establish
a common standard for financial reporting
of insurance contracts, based on a form of
“fair value”. Phase | of the project (IFRS 4)
provides a specific definition of an insurance
contract, temporary dispensations from
certain International Financial Reporting
Standards (IFRSs), and guidance on
implementing current Standards not covered
by the dispensations. IFRS 4 was designed to
enable insurance companies to report under
IFRSs by 2005. Phase Il of the project is the
introduction of a comprehensive Standard
dealing with the recognition and
measurement of insurance contracts.

Under Phase |, there is currently no globally-
accepted insurance accounting practice and
insurance contracts are not dealt with
elsewhere in the body of IFRSs. Differences
in insurance accounting between some
countries are material, making it difficult for
users of financial statements to compare
and understand results of insurance
businesses worldwide. This, together with
the complexity of insurance and the current
attention focused on corporate accounting
integrity, brings a need for a common
financial reporting basis for insurance
business. Another incentive for change has
been the concern raised over the lack of
transparency in existing bases of accounting
for insurance. Stakeholders are demanding
more information as to how insurance
business and its inherent risks are managed
and mitigated.

Overview of the Discussion
Paper

The DP outlines the Board's preliminary
views on the main components of the Phase
Il accounting model for all insurance
contracts, including life, non-life, direct
insurance and reinsurance. It sets out
twenty specific questions and highlights a
variety of issues, some controversial.
Following a six-month consultation closing
on 16 November 2007, an ED is expected to
be issued late in 2008. This ED will expose
the comprehensive Standard on the
recognition and measurement for insurance
contracts based on a “current exit value”
basis. The final Standard, expected to be
issued in 2010, will replace the temporary
dispensations and interim accounting
standard developed in IFRS 4.

The DP focuses on the measurement of
insurance liabilities and the need for an
approach that will provide more relevant
information on the amount, timing and
uncertainty of future cashflows, a consistent
approach to changes in estimates,
consistency of approach to all types of
insurance and reinsurance for both life and
non-life contracts, and consistency with
other IFRSs. It does not redefine the
definition of insurance as set out in IFRS 4,
but adds that the proposed ED will expose
the current definition to further comment.
The DP also briefly touches on the
recognition and derecognition criteria for
insurance liabilities i.e. recognition of the
rights and obligations when the insurer
becomes a party to the contract and
derecognition when any specified obligation
is discharged, cancelled or expired.

The DP essentially covers four principal
topics: measurement — core issues (chapter
3) and other issues (chapter 5), policyholder
behaviour, customer relationships and
acquistion costs (chapter 4), policyholder
participation (chapter 6) and changes in
insurance liabilities (chapter 7). The
discussion below focusses on the
measurement issues.

Measurement — core issues

The main proposition in the DP is that all
insurance liabilities (including life, non-life,
direct insurance and reinsurance) should be
measured at current exit value (CEV) using
the following three building blocks:

I. Current estimates: explicit, unbiased,
market-consistent, probability-weighted
and current estimates of the contractual
cash flows;

Il. Time value of money: current market
discount rates that adjust the estimated
future cash flows for the time value of
money; and

Margins: an explicit and unbiased
estimate of the margin that market
participants require for bearing risk (risk
margin) and for providing other services,
if any (service margin).

CEV is defined as the amount an insurer
would expect to pay at the reporting date to
transfer its remaining contractual rights and
obligations immediately to another entity.
Typically, the CEV of an insurance liability is
not observable so it must be estimated using
the three building blocks described above.
The purpose of this measurement attribute is
to provide useful information that will help
users make economic decisions.

The following sections examine each building
block of the CEV model individually.

I. Estimates of future cash flows

The Board's view is that estimates of future
cash flows used to measure insurance
liabilities should:

e be explicit;

e be as consistent as possible with
observable market prices;

e incorporate all available information about
the amount, timing and uncertainty of all
cash flows arising from the contractual
obligations, in an unbiased way;

e be current, that is correspond to conditions
at the end of the reporting period; and

e exclude entity-specific cash flows.

We now look at each component underlying
the Board’s view on estimates of future cash
flows, expand on these by exploring
possible consequences on the business and
consider some of the practical issues.

Explicit: The use of explicit estimates' would
provide a more accurate representation of the
insurers’ obligations to policyholders. The
information resulting from using explicit
estimates would make it easier for users to
understand and compare with other liabilities,
such as “provisions” and “employee
benefits”, which are accounted for using
other IFRSs.

Unbiased: The measurement should start
with an estimate of the expected present
value? (PV) of the cash flows generated by
the contract. Furthermore, when estimating
the PV using all the possible scenarios, each
of these should be neutral, i.e. the estimates
and their probability should not include a
margin for prudence or optimism.

' Estimates calculated by reference to the expected cash flows rather than as prudent estimates based on other factors.
?The expected present value is the probability-weighted mean average of the present value of the cash flows.
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Consistency with observed market
prices: More relevant and reliable
measurements will result from using inputs
consistent with observed market prices.
Examples of such observable inputs are
interest rates and mortality rates for which
industry standard tables are used across
companies. In developing estimates that are
observable from market transactions, insurers
will need to consider all available data,
external and internal, ensuring the resulting
assumptions do not contradict current
market variables. This is achievable for
estimates of variables which are clearly
observable in the market. However, this may
be difficult to demonstrate where there is no
readily observable market such as obtaining a
“market value” for service margins.

Current estimates: The approach to
estimating cash flows for claims liabilities
should use all currently available information
as opposed to using a “lock in"* approach.
The view is that it gives more faithful
representation of the insurer’s contractual
obligations and rights, and provides more
useful information about the amounts,
timing and uncertainty of the cash flows
generated by the contract. Using current
estimates avoids the need for a separate
liability adequacy test* and may also reduce
the need to separate embedded derivatives.
Another advantage noted by the Board is
the improved consistency with other IFRSs
that use current estimates of future cash
flows, such as IAS 37 Provisions, Contingent
Liabilites and Contingent Assets and

IAS 39 Financial Instruments:
Recognition and Measurment. This is
discussed more at length in the "Assets
backing insurance contracts” section.

Entity-specific cash flows: The measurement
of an insurance liability should reflect the cash
flows generated by that liability, without
taking into account those generated by other
assets and liabilities or resulting from internal
synergies. Two different insurers reserving for
an identical contract should arrive at the same
measurement of the liability borne from the
obligations of that contract. “Entity-specific”
should not be confused with “portfolio-
specific”. For example, estimated mortality
related cash flows are portfolio specific and
may differ from one company to another for
an otherwise identical contract, simply
because the insured population characteristics
differ between the companies.

* Estimates made at inception that are locked in and ignore information that becomes available later, except for the liability adequacy test.

“The Liability Adequacy Test (LAT) is a test to determine whether the carrying amount of a liability needs to be increased, based on a review of future cash flows. (The equivalent, for a liability,
of an impairment test for an asset).

° A guarantee is out of the money when it would not financially benefit policyholders to exercise their option.



IAS Plus — June 2007 - Insurance special

IASB discussion paper 'Preliminary Views on Insurance Contracts’

Il. Time value of money

Cash flows measured on a basis that reflects
the time value of money means they are
discounted. The DP raises two questions
under this heading: whether the carrying
amount of insurance liabilities should reflect
the time value of money and, if it does, how
should the discount rate be determined.

Life insurers are accustomed to the concept
of discounted liabilities. On the other hand,
non-life insurers do not generally use
discounting when valuing their claims
liabilities, with the exception of a few
countries or a limited range of liabilities,
particularly where there is an extended
settlement period.

The IASB’s view is that discounting should
be used for all insurance liabilities, including
non-life claims liabilities. Although it
recognises it may cause some increase in
both subjectivity and cost, the Board feels
the increase in relevance resulting from
discounting is greater than the drawbacks.
The DP however points out that IAS 8
Accounting Policies, Changes in
Accounting Estimates and Errors would
allow cash flows not to be discounted when
the effect of discounting is immaterial.

When reflecting the time value of money,
the discount rate should adjust estimated
future cash flows in a way that captures the
characteristics of the liability, not those of
the assets backing the liabilities. It is the
Board's view that the discount rate should
therefore be consistent with observable
current market prices for cash flows whose
characteristics match those of the insurance
liability. Whichever assets are held to back
the insurance obligations, the value of those
liabilities bears no relationship to these
assets and, therefore, it would be
inappropriate to base the discount rate on
the expected returns on the backing assets.

lll. Margins

The third building block of the CEV
approach is the use of explicit margins; one
for bearing risk (risk margin) and one for
services provided (service margin).

Risk margins

It is the Board’s view that the measurement
of liabilities needs to include margins that
reflect the extent of the uncertainty inherent
in insurance cash flows. Its views are as
follows:

The purpose of a risk margin is that it
measures the compensation that entities
demand for bearing risk, adjusting the margin
at each reporting date by assessing how much
risk remains in the liabilities. The risk margin
that would be demanded by market
participants cannot be observed in the
absence of a market and will need to be
estimated both at inception and
subsequently by the insurer, based on market
data and internal information on the liabilities.

When calibrating the risk margin, the
premium paid at inception is an important
reasonableness check on the initial
measurement of the insurance liability.
However, it should not override an unbiased
estimate of the margin that market
participants require for bearing risk.

The risk margin should provide relevant
information about the uncertainty
associated with future cash flows and, for
that to be the case, the risk margin should
be an explicit and unbiased estimate of the
margin market participants require for
bearing risk.




Service margins

As well as bearing risk, insurance contracts
generally require an insurer to provide other
services, such as investment management
services in participating type contracts or
claims-handling costs, for which adequate
compensation should be paid. Therefore,
when measuring its liability, an insurer should
include a service margin that market
participants typically require for such services.

The IASB’s view is that the measurement of
an insurance liability should incorporate, in
addition to the margin for the service of
bearing risk, an unbiased estimate of the
margin, if any, that market participants
would require for rendering other services.
The DP notes that the CEV approach to
service margin is significantly different to
the IAS 18 model. Under the CEV, profit
may be recognised at inception and
subsequent recognition of service margin
is based on the margin market participants
would require, not the service margin
implicit or explicit in the contract.

The CEV principle of excluding entity-
specific cash flows means that, in measuring
its insurance liability, an insurer should in
theory use servicing costs that market
participants would incur as opposed to its
own. However, in practice, it is expected
that an insurer would use its own cash flows
unless there is clear evidence that it is
significantly more or less efficient than other
market participants, in which case the
insurer would use the market’s assumption.

¢ Committee of European Insurance and Occupational Pensions Supervisors.
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IV. Consideration of other measurement
methods

Before concluding on a preliminary view of
using the CEV as the measurement model,
the IASB considered other possibilities for

a suitable insurance liability measurement
attribute. We describe these in turn in the
following paragraphs.

Current entry value

Two versions of the current entry value were
explored by the Board. The first version was
defined as the amount that the insurer
would charge a policyholder today for
entering into a contract with the same
remaining rights and obligations as the
existing contract. For various reasons
outlined in the DP, the Board concluded this
version would not be fruitful. The second
version of the current entry value is the
amount a rational insurer would charge a
policyholder today for entering into a
contract with the same remaining rights and
obligations. This version was considered to
be too close to the definition of the CEV,
only differing in how the margins are
determined.

Value in settlement with the
policyholder

Some argue that CEV is irrelevant if an
insurer does not intend to transfer the
liability to another party and believe the
accounting model should reflect this
intention to discharge its obligation by
making contractually required payments to
or for the policyholder. The DP notes that in
estimating the CEV, an insurer would
include cash flows with the policyholder
(excluding entity specific cash flows).
However, the CEV risk and service margins
include amounts other than cash flows with
the policyholder.

Fair value

In November 2006, the IASB published a
Discussion Paper ‘Fair Value Measurements’
(FVM). It contains the unmodified text of the
FASB's Statement on Financial Accounting
Standards No. 157 Fair Value Measurements
(FAS 157) along with the Board’s views on
the principal issues in FAS 157.

The objective of the IASB’s Fair Value project
is to define fair value more clearly and
provide guidance on measuring fair value
when another Standard requires its use.
The Board has not yet reached final
conclusions on the definition of fair value
and therefore has not yet determined
whether the notions of CEV and fair value
are the same, although it notes that no
significant differences have been identified
as yet.

Embedded value

The CFO Forum’ published European
Embedded Value Principles in which they
define Embedded Value (EV) as the present
value of shareholders’ interests in the
earnings distributable from assets allocated
to the covered business after sufficient
allowance for the aggregate risks in the
covered business®. EV information is much
more widely used now (for example, by
Bancassurers) and some life insurers report it
as supplementary information, outside
financial statements. Non-life insurers do
not typically report EV information. EVs are
often an important consideration in
determining prices for mergers and
acquisitions and are often used in
accounting for the insurance liabilities
assumed in these transactions.

Market-consistent EV techniques have a
number of similarities with CEV. Both take
into account the best estimate of all cash
flows and use marked-to-market economic
assumptions. However, there are
differences, for example in their approaches
to risk margins and market-consistent EV
does not include a service margin.

Not withstanding the advantages of EV,
the IASB’s view is that CEV is a more
relevant measurement attribute.

7 The CFO Forum is a high-level discussion group formed and attended by the Chief Financial Officers of major European listed, and some non-listed, insurance companies. Its aim is to discuss issues
relating to proposed new accounting regulations for their businesses and how they can create greater transparency for investors.

® The EV consists of the following components and excludes the value of future new business:
o Free surplus allocated to the covered business.
* Required capital, less the cost of holding that capital.
* Present value of future shareholder cash flows from in-force covered business (PVIF).



Unearned premium

An unearned premium approach is usually
used to value short-term duration non-life
insurance pre-claims liabilities. This approach
would measure the liability initially at the net
premium?® and, subsequently, at the unearned
portion of that net premium. For many short-
term contracts, especially if expected
profitability has not changed since inception,
using an unearned premium approach may
produce a reasonable approximation to the
CEV. However, an insurer should not make
this assumption without testing it. For all
insurance contracts, including non-life ones,
the Board’s view is that CEV is the most
relevant and reliable measurement attribute.

Allocated customer consideration

The customer consideration model is
currently being explored by the IASB and
the FASB in their joint project on revenue
recognition. This model initially measures
the insurance liability by allocating the
amount of consideration received from the
customer. Many questions are still to be
addressed in the development of this model.
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However, because of the nature of insurance
contracts and the risk transferred to the
insurer, the IASB believes that this model is
unlikely to be suitable for measuring
insurance liabilities unless it is developed to
include explicit current estimates and margins.

Measurement — other issues

Assets backing insurance contracts

The Board considered different measurement
models (e.g. cost-based and current estimate
approaches) in an effort to eliminate
accounting mismatches from financial
reporting. Accounting mismatches can arise in
instances where changes in economic
conditions affect assets and liabilities to the
same extent, but the reported amounts of
those assets and liabilities do not respond
equally to those changes due to differing
measurement treatments (e.g. where an
insurance liability is measured on a basis that
does not reflect current interest rates while
measuring interest-bearing financial assets at
fair value). Accounting mismatches
experienced under Phase | have been criticised
by many commentators as these have resulted
in increased volatility of insurers’ reported
results which often reduced transparency into
the underlying performance of the insurer
and which was costly for insurers to explain.

However, the measurement models
considered by the Board do not look to
eliminate any economic mismatches as this
information is relevant to the user. Economic
mismatches arise if the values of, or cash
flows from, assets and liabilities respond
differently to changes in economic
conditions (e.g. if the duration of insurance
liabilities differs from the durations of fixed
interest assets backing those liabilities).

The IASB's view is that current estimate
approaches for the measurement of
insurance liabilities are the most appropriate
as they provide more relevant and reliable
information to users.

The fair value options available to insurers
for asset valuations under IFRSs enable them
to reduce accounting mismatches but the
Board does not intend to extend the options
available to insurers nor to require insurers
to exercise these options.

Unit of account

The Board considered whether
measurement should be applied at contract
or portfolio level and, if at portfolio level,
what level of aggregation should be used.
In considering the first question, the Board

agreed that, in principle, the expected
present value of future cash flows is not
affected by the unit used. In practice
however, participating contracts and other
estimates (such as IBNR) may have to be
measured in aggregate.

If a decision is made to measure the liability
at portfolio level, the second question
remains as to what level of aggregation
should be used. IFRS 4 refers to a liability
adequacy test for a “portfolio of contracts
that are subject to broadly similar risks and
managed together as a single portfolio” and
the Board has decided to keep this
definition unchanged for now.

Risk margins are often managed by insurers
at an aggregate level rather than on a
contract-by-contract basis. The Board has
concluded that risk margins should be
determined for a portfolio of insurance
contracts that are subject to broadly similar
risks and are managed together.

In developing its conclusion, the Board has
given consideration to techniques the
insurance industry applies in practice.

By measuring risk margins at a portfolio
level it is accepted that this will make it
easier to perform certain types of estimates
and will also allow any costs that are not
incremental at a contract level to be
captured (this is consistent with Board's CEV
approach for valuing insurance liabilities).

Although the Board notes that some insurers
reduce their risk through diversification
between portfolios and can benefit from
negative correlation with other portfolios they
manage (e.g. annuity versus term life
insurance), it has concluded that risk margins
should not be adjusted to reflect these effects
as CEV should be independent of the entity
that holds the asset or liability. Therefore, risk
margins should be determined for each
portfolio in isolation.

¢ Net premium is the premium received less relevant acquisition costs.
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Reinsurance assets

The Board’s view is that a cedant should
measure reinsurance assets using the CEV.
The risk margin used in the measurement of
the reinsurance asset should be equal to the
risk margin of the underlying insurance
contract, and will therefore typically increase
the measurement of the reinsurance asset.

The CEV of reinsurance assets should be
adjusted to reflect the risk of default or
loss from disputes with the re-insurer.
This adjustment for impairment should be
calculated on an expected (probability-
based) present value basis, with a further
reduction for the margin that market
participants would require for bearing the
risk that defaults or disputes exceed the
expected value.

The Board does not intend to change the
presentational requirements (reinsurance
assets should not be offset against the related
insurance liability; reinsurance income and
expense should not be offset against the
related insurance expense and income) as
currently set out in IFRS 4.

Unbundling

Some insurance contracts contain both an
insurance and a deposit component (e.g.
some types of unit-linked contracts).

The Board’s view is that both components
should be unbundled unless they are so
interdependent that the components can
be measured only on an arbitrary basis.
Where the components are not
interdependent, the Phase Il Standard
would apply to the insurance component
and IAS 39 would apply to the deposit
component.

However, if the components are
interdependent but can be measured
separately on a basis that is not arbitrary,
the Board suggests that:

¢ the whole contract be measured using
the Phase Il Standard;

e the deposit component be measured
using 1AS 39; and

e the insurance component be valued as
the difference between the total value
and that of the deposit component.

Credit characteristics of insurance
liabilities

The Board's view is that, in measuring its
insurance liabilities using CEV, an insurer
should reflect the liabilities’ credit
characteristics and disclose the effect that the
credit characteristics have on the liabilities’
initial measurement and subsequent changes
in their effect.

The Board's view is that an insurer would not
willingly pay a transfer price that improved
the credit characteristics of the liabilities and
would not be permitted to enter into a
transfer that reduced these credit
characteristics.

Investment contracts

Contracts that do not transfer significant
insurance risk fall within the scope of IAS 39.
The Board acknowledges that there are
differences between its preliminary views on
insurance contracts and existing requirements
in IAS 39 and IAS 18. Because the Board has
not yet assessed whether eliminating these
differences will be appropriate, the DP does
not include any proposals regarding
investment contracts.

Benefits arising from unit-linked contracts are
often dependant on the performance of the
designated pool of assets. The Board
acknowledges accounting mismatches may
occur when these assets are not measured at
fair value through profit and loss and when
the related liabilities are recorded at CEV. As
pointed out above, although the Board would
prefer to eliminate such mismatches, it has not
yet formed a preliminary view on whether this
is appropriate nor has it formed a view on the
recognition and presentation of those assets.

For index-linked contracts, the Board has
noted that existing requirements in IFRSs
remain appropriate as the insurer is not
compelled to hold the underlying assets
and as it could transfer the resulting liability
without a simultaneous transfer of the
assets.
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