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Discussion Paper: Preliminary Views on Insurance Contrets

Dear Mr Clark,

We are pleased to comment on the Discussion Pd&petiminary Views on Insurance
Contracts(referred to as ‘the DP’). Our responses to the questiaised in the DP are set
out in the Appendix to this letter.

We congratulate the IASB and its staff for the work acdmihed and the efforts put into the

DP, as well as for addressing the complex issue of atinguior insurance contracts. We

generally agree with the DP’s main proposal that inseréiabilities should be measured at a
current value, on the basis of the “three building block$dwever, in looking at the detailed

approach outlined in the DP, we want to express the folloeangments and concerns.

Use of market-based data

We agree with an overall principle that all assumptiorsl should be market consistent, but
only to the extent that references to market data aretigfly available and relevant to
include in the measurement of an insurance liabilitythi#f not the case, the final Standard on
insurance contracts should clearly state that an insuteuse ‘portfolio-specific’ data if
available, and otherwise its own entity-specific datathie extent that market participants
would have included this type of data into the measunewfean insurance liability. Due to
the current stage of development of insurance marketsaimy mircumstances we consider
that it is unlikely that market data will be availablgr instance to determine the
administration costs associated with insurance costi@cthe risk and service margins, as it
is unlikely that several insurers provide exactly the samétyjaad level of service for the
same insurance coverage. In those cases, we believasthgtentity-specific data would
provide the most relevant and reliable information to thersusf the financial statements,
unless such data appears to be abnormal (i.e. there uinlisfactor that causes the entity-
specific data to fall outside a normal range for simiaurers).
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Risk margins and service margins

We believe that the DP fails to provide a clear view oftndre the risk and service margins.
We acknowledge the late October publication by the IASBf staf“Frequently asked
guestions: service margins”, but we continue to beliemefthther research is needed in the
area.

In addition, the DP fails to discuss properly the naturensdfirance contracts and whether
analogies should be made with service contracts. Bhsniimportant point as it is a
determining factor in deciding on the treatment of the elerokptrofit margin associated
with an insurance contract that is not purely associattd the risks and uncertainties
attached to the set of cash flows arising under that aintraVe believe that, when a
policyholder enters into an insurance contract, this eseatperformance obligation for the
insurer. As premiums are paid in advance, it is appropoatecognise a liability including
the profit element associated with the performance obiligation.

We believe that distinguishing separately a risk margimfa service margin is inapplicable
in practice, unless some methodologies are stated indicatingheorisk margin should be

measured. This is because, first, as we indicated alb@re,i$ no clear view of what the risk
margin and the service margin are supposed to representndBecthere is generally no

market information on such data taken separately. [hirgsurers do not necessarily make
explicit valuations of such margins separately as they often interdependent. We

acknowledge that insurers do make estimates of a “risgimiabut it is unclear whether

their measurement includes certain elements that the @Mdvihave rather considered as
belonging to the measurement of the service margin. As d,resutonclude that trying to

distinguish a risk margin from a service margin is not ltkest approach for insurance
contracts. We consider that it would be better if thal fStandard would simply specify the
types of elements to be considered in valuing insurhalciities. In particular, we believe

that, after the first and second building blocks (i.e. edgokecash flows and discount rate)
have been determined, the third building block should include:

(a) an assessment of the risks and uncertainties a®sbeigth the insurance contracts
portfolio’s set of cash flows (amounts, timing and model usexstimate the cash flows),
considering the portfolio’s characteristics;

(b) an element of profit margin other than the abovetherservice of bearing the remaining
portfolio’s insurance risk; and

(c) where services other than the bearing of risks areiged in an insurance contract, an
element of profit margin for the other services to bevdedid.

Day-one gains and losses

Once insurance liabilities have been determined using hihee*building blocks” (and taking

into account our comments), a proper estimate of themeahce obligations associated with
the insurance contracts will have been performed. aegly, we agree that it is appropriate
to recognise in profit or loss any difference that arsesception of insurance contracts
between the measurement obtained (less relevant acquisi&ts) and the premiums
received. We acknowledge that this approach is quite nevg alifferent from the treatment

of service contracts under current IFRS. However, wevsethat it provides the best

information to the users of the financial statements hen ability of an insurer to price

contracts higher or lower than what would normally bguired for such contracts, and
consequently, on the overall performance of the insurer.

However, where a difference exists between the premiuresveecand the measurement of
the related insurance liability (less relevant acquoisitosts), it will be important to assess
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whether the evidence provided to support the recognition of a gaitoes is robust. In that
respect, as practices generally have not been thoemmended by the DP, it would be
useful that auditors and actuaries identify the type ofequue that could assist in making that
assessment.

Labelling of the measurement attribute for insurance liabilities

We disagree with labelling the measurement attribute furamce liabilities as a “current
exit value”. We do not believe that that term approgsiapertrays what the goal of the
measurement should be, or that there should be a redetena transfer value. Insurers
cannot transfer their insurance liabilities to third jsarfreely and would generally not wish
to do so. The only case where a transfer really tplee® is when a business combination or
a transfer of a portfolio of insurance contracts ogcwvhich are not frequent events of
insurers. Even in the case of reinsurance, the insaiteatlity subject to reinsurance itself is
not transferred.

The usual way of settling an insurance liability is & insurer to continue to fulfil its
commitments until the obligation is extinguished. Accordingle believe that users of
financial statements are more interested in the“isastent estimate” of the cash outflows (on
a discounted basis) an insurer will incur under an insuraongact in order to satisfy its
obligation, after proper consideration of the risks ancetanties attached to the contract as
well as a remuneration for the remaining performance atidig (i.e. the three building
blocks approach). We encourage the IASB to reconsider appajate labelling to reflect
that objective. Other terms that might be used to desd¢he measurement basis include
“current ultimate settlement value”, “current extinguishinealue” or “current performance
value”...

Unit of account

We consider it important that the final Standard on inmeaontracts specifies clearly that
the unit of account for estimating both expected futuré diasvs and the risk margin is the
portfolio of insurance contracts. This point is importéor determining the types of cash
flows to be included in the determination of the firsidiog block.

Estimates of future cash flows: policyholders’ behaviour and participa

Consideration of policyholders’ behaviour is a reality auirance activities. We support an
overall objective for the final Standard on insurance re@ts that is to provide relevant
information to the users of the financial statememsplng them to predict the cash flows
relating to insurance contracts that will flow to anghfirthe reporting entity. In order to meet
this objective, we consider that it is appropriate f@urance liabilities both to reflect a
current measurement and to include all relevant cash #isasciated with existing contracts.
This means that:

(&) we believe that the determination of the expected ftasis should consider beneficial
policyholder behaviour, to the extent that it does not resaltiagative amount (i.e. a net
insurance asset rather than a liability). However,digagree with the reasoning that
presents the need for taking into account the benefiolaypbehaviour as arising from
the recognition of part of a customer relationship. It mspgy a reality that projecting
cash flows over the expected life of a portfolio of existimgtacts provides more
relevant information on the cash flows that will flowaod from the reporting entity. We
support the principle of restricting the extent to which etguecash flows are considered
and note that further work is required in this ar€ae limit that we would suggest on the
consideration of future cash inflows associated with aurance contract due to
beneficial policyholder behaviour is the extent to which sudowsf are integral to the
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fulfilment of the obligations under the contract, takingoimccount that part of the
obligation that might arise from an automatic prorogatiothefcontract at the choice of
the policyholder, to the extent that the components of the aminare not modified

significantly; and

(b) the expected cash flows associated with participating imseir@nd investment contracts
shall include at least an unbiased estimate of theytwlider dividends payable to satisfy
the legal or constructive obligation that exists at #orting date. An alternative view
would be to include in the expected cash flows all thetiatddi cash flows that are
expected to be paid to policyholders. In that respectlewhe acknowledge the
interaction of the issue with the discussions on the IASB&ect on Liabilities and
Equity, we do believe that it is worthwhile debating agalether economic compulsion
shall be an element to consider in determining the expeasddflows. In particular, we
note that the questions of whether to take account otteegbeash inflows that customers
cannot be compelled to pay (beneficial policyholder behaviang expected cash
outflows for which the insurer may have some discretion ¢iveing and/or amount
(policyholder dividends) are, in a sense, two sides of the saxim and should not be
considered in isolation from each other when draftingpadsatrd.

Unbundling of insurance contracts with a deposit component

We would wish to see all insurance contracts thawfighin the scope of a Standard dealing
with such contracts to be dealt with in the same wayby measuring them according to the
three building blocks (subject to our comments) as wet@gsonsideration of policyholders’
behaviour. However, we recognise that insurance contra@ysbe written along side, or
bundled with, other forms of business. For example, a @erdmight sell cars complete
with insurance cover for the first year's use. Cleadghstransactions should be treated
separately in accordance with the relevant Standardsnake the answer to this type of fact
clear, the issue needs to be addressed in the Standardttguidance. We believe that this
is best dealt with within the scope section of the &ash by addressing what is meant by an
insurance contract where such a contract is bundled withh etheices. If this is done
appropriately, any such scope definition should also adequaéalywith the situation in
which an insurance contract is bundled with other finamegalices, such as investment
services.

Consistency of the requirements for insurance contracts with other Standards

We acknowledge the difficulty of progressing on the insuranceraxist project due the
interaction with other IASB projects such as those on the €pbnal Framework, Revenue
Recognition, Liabilities and Equity, Financial StatementsBntation and Fair Value
Measurements. Also, some of the proposals are quite itim®wand raise questions on the
consistency with the accounting currently applicable in cineas (e.g. for service contracts,
financial instruments, lease contracts, etc.). Wéeetheless support pursuing the efforts
undertaken so as to produce proposals for insurance centracthe not too distant future —
that result in sound and relevant financial informafianthose contracts, enabling the users
of the financial statements to better predict the futash flows that will flow to, or from, the
reporting entity. If a treatment is considered to Imesét the objective that we indicate, but
would create an inconsistency with other parts of tiRSfiterature, we do not consider that
this treatment should be rejected outright. Once agaitong as the scope of the Standard on
insurance contracts is clear and the definitions do neiggegoom for accounting arbitrages,
it might be appropriate to elect the best treatment egdgk to insurance contracts and to
limit it to such contracts. If such a treatment appéarconflict with other areas of the IFRS
literature, then the treatments applicable to those otleasacould be reassessed
subsequently.
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If you have any questions concerning our comments, pleasactdten Wild in London on
+44 (0) 207 007 0907.

Yours sincerely
.~

)2

/

Ken Wild
Global IFRS Leader
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Appendix — Responses to Questions for respondents

1. CHAPTER 2 — RECOGNITION AND DERECOGNITION

Question 1 - Should the recognition and derecognition requirements forsimance
contracts be consistent with those in IAS 39 for financiaktruments? Why or why not?

Yes, we agree that the main principles for the recogntioa derecognition of financial
instruments in IAS 39 should apply to insurance contrattewever, we would prefer to
have recognition and derecognition principles and guidance inclegedasely in a Standard
on insurance contracts. We also note that guidantd®devparticularly needed on areas such
as the timing for recognition, i.e. when the insurer becqmaety to the insurance contract
and is exposed to an insurance risk in the financiémsients. The guidance would need to
deal with cases such as when the insurer is making antoffe policyholder, when the
policyholder accepts an offer from the insurer, and when presiare received in advance
before the start of the insurance coverage period.

2. CHAPTER 3 - MEASUREMENT — CORE ISSUES

Question 2- Should an insurer measure all its insurance liabilitiassing the following
three building blocks:

(a) explicit, unbiased, market-consistent, probability-weighted @adrent estimates of the
contractual cash flows,

(b) current market discount rates that adjust the estimatetufe cash flows for the time
value of money, and

(c) an explicit and unbiased estimate of the margin that market gavants require for
bearing risk (a risk margin) and for providing other servicesaify (a service margin)?

If not, what approach do you propose, and why?

We agree that insurance liabilities should be measuierd thee following building blocks:
(a) explicit, unbiased, probability-weighted and curreritredies of the expected cash flows,

(b) current discount rates that adjust the estimated fuash flows for the time value of
money, and

(c) an explicit and unbiased estimate of the marginired for bearing risk (a risk margin)
and for providing other services, if any (a service margin)

In our response to Question 6, we present our views on whethexpected cash flows shall
reflect the contractual cash flows or not. We note thatcash outflows included in the
expected cash flows are unlikely to comprise only ‘contictash flows. Hence, caption
(a) will need redrafting.

We agree with an overall principle that all assumptiond sseuld be market consistent, but
only to the extent that references to market data aretigBly available and relevant to
include in the measurement of an insurance liabilitythi#f not the case, the final Standard on
insurance contracts should clearly state that an insutieuse ‘portfolio-specific’ data if
available, and otherwise its own entity-specific dabathe extent that market participants
would have included this type of data into the measunewfean insurance liability. Due to
the current stage of development of insurance markets, ny mecumstances; we consider
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that it is unlikely that market data will be availablgr instance to determine the
administration costs associated with insurance cosirastit is unlikely that several insurers
provide exactly the same quality and level of service forsdrmae insurance coverage. In
those cases, we believe that determining administratida aesg entity-specific data would

provide the most relevant and reliable information to trersusf the financial statements,
unless such costs are abnormal (i.e. there is a distdatingy that causes the entity-specific
data to fall outside a normal range for similar insurerBhis overall view results from the

following analyses.

Expected cash flows

In determining the expected cash flows associated withsamance contract (in practice for a
portfolio of insurance contracts — see our comments on thesuaccount in Question 11),
we identify three different types of variables for elhiestimates will need to be made:

(a) variables exogenous to the contractsuch as interest rates, inflation, foreign exchange
rates. Those data are usually available in deep arid licgrkets. Also, as those data are
normally obtainable from efficient markets, they are dguapplicable to everyone.
Therefore, it is normal to use them in measuring aareamce liability.

Those data are referred to in the DP asrfent market variablésor “direct inputs
without adjustments(see DP, paragraph 38). We believe that any final datahon
insurance contracts should identify them separately atehglish them from the second
type of data as stated in (b) below, as they areddferent nature.

(b) variables endogenous to the contractswhich are described in the DP gzoftfolio-
specifi¢ (see DP, paragraph 57), which are not usually availablfhn@market but on
which any participant sharing information about the contraasld normally agree.
Examples: estimated mortality-related cash flows amfgdm-specific and may differ
from one insurer to another for an otherwise identical aochgimply because the insured
population characteristics differ from one insurer to another

We believe that those data should be identified as asithey can neither be considered
to be “market” data nor strictly speaking “entity-sifiet data’, as the DP acknowledges
it in paragraph 57. We agree that those data shalldek us

(c) variables endogenous to an entityhich, as mentioned in the DP, will mainly relate to
costs assumed by an insurer in order to satisfy thgatdloins of an insurance contract. In
this category, the DP mainly refers to servicing costb@nsiders that the measurement
of the liability should be based omhé servicing costs that market participants would
incur’ (DP, paragraph 60), which may differ from the entitg®n servicing costs
“because of synergies with other recognised or unrecognised assets arelaDP
paragraph 60). HoweverThe servicing costs would need to reflect the characteristics of
the contracts being measured, including the level of service beingdpdovio
policyholders and the approach to claims managemébP, paragraph 61). We
understand that the servicing costs referred to in the DRIyneonsist of the claims
handling/administration costs and costs associated hatlptovision of other services,
such as investment management services.

One estimate would be the servicing costs that woeldnburred if such tasks were
outsourced (with the consequence that the profit margin dfettvice provider would be
included into the measurement of the cash outflows).

! Note that, in practice, such data cannot be fully frem fentity-specific tainting elements because
factors such as fraud risks and an insurer’s contractptrtce policy (which may differ from one
insurer to another) affect the determination of thiéabdes endogenous to an insurance contracts
portfolio and are difficult to eliminate.
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Another estimate could be the servicing costs incurreathmr insurers (having the same
approach to claims management and level of service aggb#ging entity). As the DP
acknowledges in paragraph’68uch information is usually not available externally, S
we consider that in virtually all circumstances an ieswill revert to using its own data,
which is appropriate in the specific situation describ®¥de also note thatidentifying
whether an insurer is significantly more or less efficient tbdrer market participants
would present practical problems with any differencegcdiff to quantify and support
with relevant and reliable evidence.

Moreover, we note that, if the information on costs inaibe other insurers (having the
same approach to claims management and level of sersitee reporting entity) were
available, this information would nonetheless reflect ttheeroinsurers’ synergies with
their other recognised or unrecognised assets or liabiliti¥e question the reasoning
why, in such a case, it is better to reflect otheuriess’ synergies rather than those of the
reporting entity. The DP does not discuss this point.

Even if cost information were available from the markeatnay be troublesome to reflect
a counterintuitive pattern of performance if the insoeatability is measured based on
costs of other insurers and not those of the reportinty.eriiverything else being equal,
gains would be generated at inception where an insurarfierming more poorly than
other insurers having similar contracts and would revdiiseately as losses over the life
of the contract — and vice-versa for an efficient insuréVould this information
effectively allow the users of the financial statemeatisetter predict the cash flows to be
generated by the reporting entity? This outcome and the reasdhe superiority of this
type of information are not sufficiently described and ulsed in the DP. We would
agree that, in an ideal world, if there were markeh @amilable for each cost component
of a valuation as well as a proper disclosure of the bptiveen each component, this
may provide valuable information to external users. Howeasgctive markets do not
exist, it is not today’s situation for many contracts laigy performance obligations,
particularly those from insurers. We acknowledge that $isise is just an illustration of
more fundamental discussions which warrant further debatetheorpurpose of the
financial statements, the definition of performance andrtaener in which it should be
reported (refer to IASB’s discussions under the Conceptuakimrk project).

Coming back to our point on whether the valuation of the expesdsh flows should
reflect the costs incurred by other insurers (approadatieely supported by the Board
in the DP from our understanding), we believe that the DP doesliscuss enough
whether any profit margin of an insurance contract assatiaith those costs should be
included either into the expected cash flows building bl@&t&ewhere or not at all.
Initially, we understood that the DP proposed that all m&y&sed profit margin
elements associated with the bearing of an insurance mskjding for claims
management, were to be considered in the determinatidre ofsk margin. However,
considering the IASB staff paper released at the end Ockl®sr on “Frequently asked
guestions: service margins”, we are unsure of thisalmiiew and we understand that
some element of the profit margin may be included in wi@DP refers to as the service
margin. Overall, we consider that clarity should beight on those issues.

Discount rate
In determining the discount rate required to take into atcthe time-value of money, an

insurer will usually consider risk-free market data. réfere, a reference to market data is
relevant.

24In practice, the Board expects that an insurer would use estiroiitssown servicing costs, unless
there is clear evidence that the insurer is significantlyer@rless efficient than other market
participants (DP, paragraph 62)
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Risk margin

The DP defines the risk margin in the glossary/&s éxplicit and unbiased measurement of
the compensation that entities demand for bearing.rigitso, in Appendix F3(a), it is stated
that “the risk margin should be consistent with the margin that would be edpédiee
insurer were to transfer its contractual rights and obligations to another/pakVe believe
that those definitions do not make it clear what the rigkgm covers exactly and we are
aware that its meaning is already subject to varioespretations. This is particularly true in
the light of how Question 2 is phrased and the Board's preliy view indicated in the DP’s
paragraph 86(a):The objective of a risk margin is to convey decision-useful infarmaoi
users about the uncertainty associated with future cash flowhere is no longer any
reference to the terncbmpensation The confusion stems from the fact that it is unclear
whether the risk margin shall include an element of aorer’s remuneration for having
entered into an insurance contract as a whole (i.ev&se&ontract), other than just the pure
assessment of the risks and uncertainties attachéldete@ash flows associated with the
contract (see also the discussion on the service margiw)Be Also, the DP does not discuss
enough the various models for the recognition of this elemergnofineration as revenue.
We present some views later in this section as well gsiestion 4.

In practice, the models used by insurers to determine \ubgtrefer to as the risk margin
generally involve the consideration of two elements that areand cannot be, distinguished
separately. The first element is an assessment ofskeand uncertainties associated with
the set of cash flows (amounts, timing and model usedtimate the cash flows) of the
portfolio of insurance contracts subject to the valuation, lwkiepends on the portfolio’s
characteristics. The second element is an additi@mlineration element on the insurance
contracts (e.g. the cost of capital mdgelhich is built to include remuneration on the cost of
capital that would be required to be maintained for therare liability). The first element
could be described as being a “portfolio-specific” datdereas the second element could be
described as being a market-based data as, often, & ddakrequired level of compensation.
The result is again that the risk margin cannot be destras being either fully “market-
based” or “portfolio-specific” or “entity-specific”.

We support the determination of a risk margin for afplot of contracts subject to further
guidance on whether the risk margin should include both:

(a) the assessment of the risks and uncertainties assbaith the portfolio’s set of cash
flows (amounts, timing and model used), considering thdghois characteristics; and

(b) an element of profit margin other than the above, whichld be consistent with what
market participants would require for bearing the podfslinsurance risk.

The DP does not state whether (b) above is included insthenargin or not.

We note that this valuation will have to carefully calesihow the expected cash flows have
been determined so as not to double-count elements of prafgin (please refer to our
comments on the expected cash flows). We also question witethpossible to distinguish
those two elements separately. As we explained alreddlg it is likely that item (a) above
can be determined using some models (such as the cost of oagital), it is unlikely that

% We have noted that the IASB staff document publishdukeagnd of October 2007, includes
responses to frequently asked questions on the servicenmatgs document provides some further
clarity on the DP’s proposals but our views remainsdi@e, i.e. what the risk and service margins are
really meant to cover is still confused.

* This method is commonly used in the calculation of Etdbe Value number, and was included in
the QIS3 study for the proposed Solvency Il requiremertiicaple to EU insurers.

® With the caveat mentioned in footnote 1, on page 3t isunlikely that any portfolio-specific data is
fully exempt from entity-specific tainting elements ingiree.
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item (b) can be observed on a standalone basis on the marketomke cases, market
information may be available but only for the combinationagfand (b). In such cases, we
consider it appropriate to measure the risk margin basdtteomarket-based information
available for the combination. Finally, we note thaisitalso unclear whether (b) above
would be something identifiable and measurable separat@y the service margin as
described in the DP (see our comments on service margow)bel

We are aware that some question whether element (b)dshe part of the measurement of
an insurance liability at all. We believe that as lasgthe IASB has not progressed on its
debates on the appropriate model for revenue recognition, tlemicganeral IFRS principles
should continue to apply. Under an insurance contract, raiypreis received upfront, the
counterpart of which is that the entity has agreea performance obligation throughout the
contract period. Under the current IFRS model (IAS 18 in qdati), no profit element
would be recognised as revenue until performance occunsrefore, we conclude that it is
appropriate to include all the remuneration associated thié bearing of risk into the
measurement of an insurance liability at inception.

With respect to the issue of whether the risk margin shaildct a market-based or entity-
specific data, we believe that, from a theoretical paihtview, an overall principle of
reflecting a market consistent profit margin could prowideful information for the users of
financial statements. This would enable the determimaat inception, everything else being
equal, of the gain or loss incurred by an insurer bec#dusas priced the premium of the
insurance contract with a higher or lower profit margiantihe market. However, this
information will be relevant if, and only if:

(@) the other blocks (estimation of the cash flows and thecsemargin) are reliably
measured;

(b) it is disclosed separately: if a day-one gain or éo&®es on an insurance contract, it may
come from factors other than the risk margin (referuo discussions on expected cash
flows above). If no specific disclosure is required,itfiermation about the day-one gain
or loss linked to the risk margin will not be availal@ag

(c) market data regarding risk margins, sanitiseélements specific to other insurers, are
available.

We are doubtful that reliable market data on risk margitsbe available for insurance
contracts, particularly as there is a constraint thaintieemation shall reflect information on
insurance contracts issued by other insurers that shoNarscharacteristics to those of the
reporting entity and that the other insurers have the sapm®ach to claims management and
the level of service as the reporting entity. Consetyeonce more, we consider that it is
likely that an insurer will revert to using its own assesnt of the risk margin.

We note that the DP does not address the pattern of relédbe risk margin. As we
indicated above, there are potentially three elementisisnmargin: one that corresponds to
the pure assessment of the risks and uncertainties attawhbe contract, a second that
corresponds to the insurer’s profit margin for bearing pbetfolio’s insurance risk and
possibly a third that corresponds to the insurer’s ovesailineration for having entered into
such contract. While we could imagine a pattern of seleaf the first two elements
following the release of the risks and uncertainties,pidugern of recognition of the third
element is debatable. It depends on what this elemenipjgosed to represent (e.g. the
remuneration for a general service contract or extra remtoer for the risks and
uncertainties attached to the contract). The answghtnailso be influenced by whether or
not the three elements can be measured reliably separatét do not currently have an
answer on the preferable pattern of release and we weelitbme further debates on this
topic.

10
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Service margin

The DP defines the service margin in the glossaryasekplicit and unbiased measurement
of the compensation that entities demand for providing services otherhbdmearing of
risk’. Similar to our comments on the risk margin, we belithag this definition is confusing
and we are aware that its meaning is also subjectimugainterpretations as to what it covers
exactly. Some people have understood it to include botbrdifie margin associated with the
service of having entered into an insurance contrach agole, as well as the margin
associated with the provision of other services (suchvastment management). This stems
from the fact that insurers do not usually distinguish withair profit margin elements that
arise from the bearing of an insurance risk from otheitprafrgin elements. We understand
that this approach is the one proposed in the DP, adiedain the “Frequently asked
guestions: service margins” published by the IASB staffi@tend of October 2007. Others
(including us) had initially understood the service margindeect only the element of an
insurance contract’s profit margin associated with tlowipion of identifiable services other
than the service associated with a “simple” insuranoatract, such as investment
management. So, in such a case, whether a servicenmgpgesent in an insurance contract
would effectively depend on whether other services aregedwvy the insurer.

Many of the comments we made on the risk margin are apfgido the service margin (as
envisaged by the DP), as distinguishing one from the othdficullj if not impossible. The
principles that we consider important are that:

(a) where services other than the bearing of risks anad®d in an insurance contract, the
measurement of an insurance liability shall include gpr@priate element of margin for
those services until delivered; and

(b) this data should be market consistent, considering howes¥eaveats and consequences
that we mentioned in our comments on the risk margin.

Again, we note that distinguishing a service margin (agsaged by the DP) separately in all
cases may require a rather theoretical and artifeotalcise, as market information on such
margin most often does not exist. Also, the service masgpften very interdependent with
the other elements of an insurance contract’s profit maeg well as with the way the risk
margin is determined (as the models may, in fact, includee semuneration for the
“service” provided under an insurance contract). Thosts fawrease the difficulty of
determining a service margin specifically. So, we amhelthat, unless market information is
available for the service margin separately from the mskgin, it would be impossible to
estimate these margins separately.

In addition, should it be possible to value the servicegimageparately, some principles will

need to be specified for its release (e.g. strdightover the service period, in line with the
release of the risk margin or some other method).
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Question 3 - Is the draft guidance on cash flows (appendix E) and risk margins
(appendix F) at the right level of detail? Should any of that guidartoe modified, deleted
or extended? Why or why not?

We believe that, in general, the level of guidance pravige appendices E and F is
appropriate.

In terms of the guidance itself, we already made samarents in Question 2. We also have
the following additional comments.

Expected cash flows

Please see our comments in Question 6 regarding how the catisidef policyholders’
behaviour affects the determination of the expected cash .flowso, please see our
comments in Question 11 on the unit of account, where we iedicat, as the measurement
of an insurance liability is directly linked to the chatemistics of the portfolio of contracts to
which they belong, it is inappropriate to determine the erpecash flows on a contract-by-
contract basis.

We also find that the DP is not sufficiently explieitterms of which costs should be included
in the cash flows when measuring an insurance liabilitlgerd is a great deal of divergence
in practice in terms of allocating costs to costs of atidethe contract (sales costs), service
costs, administrative costs, and claims handling costs.

Discount rate

In theory, we agree that any risk assessment (includirenwt relates to financial variables)
should be considered in the determination of the expecstdflcavs and the risk margin, and
not in the determination of the discount rate. Howewgpractice, certain financial risks may
better be reflected in the determination of the discoatd. r Overall, we believe that any
future Standard on insurance contracts should set pesciid not be overly prescriptive on
whether the financial risks should be considered intalibeount rate’s or the risk margin’s

building block. What counts is that they are taken irdcoant while not being double-

counted and that the methodology used to include them is mby siraplistic.

Risk margin

Appendix F3(a) states thatite risk marginshould be consistent with the margin that would
be expected if the insurer were to transfer its contractual rights obligations to another
party’. The principle seems to imply that there is one ginglluation for the risk margin (the
one that market participants will require), whereas theirBgticitly infers in Appendix F9
that there are several ways of determining the risk mafgith no preferred model
identified). The eight approaches described in the DPiledy to lead to different results
and therefore it is difficult to understand how the outcomerof approach chosen by a
constituent could be considered “the” risk margin asireduy market participants.

One of the reasons why there are several ways of measheingsk margin is because the
valuation of the risk margin (for the valuation of the utaety in estimating the cash flows)
is not independent of the way in which the estimation of tisb daws has been performed
(first building block). The requirement for consistency lesta the valuation of these two
building blocks is not addressed in the DP, whereas it ess@ntial element of the valuation
in order to avoid a disconnect in the measurement.
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As expressed in Question 2, setting aside the consideratiasthef elements for the
remuneration for bearing of an insurance risk, our viewdhe measurement of the risk
margin is that it should be representative at least of:

(a) the uncertainty around the data used (for instantfpm-specific data);
(b) the uncertainty linked to the timing of cash flows; and

(c) the uncertainty linked to the model used for estimating dih flows and their
probabilities (for instance stochastic model versus aslashisticated model).

Question 4- What role should the actual premium charged by the ingupmay in the
calibration of margins, and why? Please say which of the followiafiernatives you
support.

(@) The insurer should calibrate the margin directly to thetaal premium (less relevant
acquisition costs), subject to a liability adequacy test. As sulte an insurer should
never recognise a profit at the inception of an insurance cawatr

(b) There should be a rebuttable presumption that the margin irgliby the actual
premium (less relevant acquisition costs) is consistenthwthe margin that market
participants require. If you prefer this approach, what evidenshould be needed to
rebut the presumption?

(c) The premium (less relevant acquisition costs) may pilevevidence of the margin that
market participants would require, but has no higher status thather possible
evidence. In most cases, insurance contracts are expected twid® a margin
consistent with the requirements of market participants. Tdfere, if a significant
profit or loss appears to arise at inception, further investigattis needed. Nevertheless,
if the insurer concludes, after further investigation, &hthe estimated market price for
risk and service differs from the price implied by the premms that it charges, the
insurer would recognise a profit or loss at inception.

(d) Other (please specify).

As indicated in Question 2, we believe that in a pénexrld where market data are available
for each of the components of an insurance liability, measemt of the insurance liability
using market-based data provides valuable information. eQaestly, we would support
approach (c) above, i.e. the premium (less relevant attquisosts) may provide evidence of
the margin that market participants would require, bunleasigher status than other possible
evidence. Therefore, if a significant profit or loss appda arise at inception, further
investigation is needed. If the insurer concludes, afterdunivestigation, that the estimated
market price for risk and service differs from the priowlied by the premiums that it
charges, the insurer would recognise a profit or logxaption.

In performing the investigation exercise, it will be imjaoit to assess whether the evidence
provided to support the recognition of a gain or a loss islefj@ate quality. In that respect,
as practices generally have not been those recommendée DP, it would be useful that
auditors and actuaries identify guidance that couldflinelp in making that assessment.
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Question 5- This paper proposes that the measurement attribute for rasge liabilities
should be the amount the insurer would expect to pay at the r@pgrdate to transfer its
remaining contractual rights and obligations immediately to anothentity. The paper
labels that measurement attribute ‘current exit value’.

(a) Is that measurement attribute appropriate for insurandadilities? Why or why not? If
not, which measurement attribute do you favour, and why?

(b) Is ‘current exit value’ the best label for that measument attribute? Why or why not?

While we support the DP’s proposed building blocks for the oreagent of an insurance
liability (subject to the comments we made in Question 2§ &n particular that the

measurement should reflect a current value, we do rvbehat the term “current exit
value” appropriately portrays what the aim of the meamsan¢ should be nor that there
should be a reference to a transfer value.

We refer to our comments on the DP on Fair Value MeasutsnieVM) sent to the IASB
on 4 May 2007. Our response to Question 9 of that DP, weikddavhether we agree that
the fair value of a liability should be based on the prna tvould be paid to transfer the
liability to a market-participant, indicated that:

“[...] Beyond active markets we believe that determining a transiee will generally

be difficult, and in some instances be inappropriate in the instance whdraliiity
cannot be transferred to a party other than the counterparty.[...]

[...] If the contract cannot be transferred then determining a current feanslue is
theoretical, and determining fair value in practice would likely defaaltcurrent
settlement value, being the amount the reporting entity would need tohpay t
counterparty at the measurement date for being relieved of its obligatioter the
contract. Moreover, any decision on how to measure a non-financial yatmliteliver
goods or services is inextricably bound up with the question of revecagnigon, and
must also be considered in that context. T...]

Overall, we indicated in our response to the DP on FVat th

“[...] we support the exit price definition based on a transfer for financiséluiments

and those non-financial items that are traded in an active market asalemgrity is

provided on how to apply the market participant view. We have diffieulty the

application of a transfer exit price for non-financial items that aretragted in an active
market, for example a non-financial liability that will be settlecbtigh the delivery of
goods or services, or property plant and equipment that is consumed whreréstne

intention of disposal”. In these instances we believe measurentebtit@s other than
current value may be more relevapnt.]”

Our comments on the DP on FVM remain valid. In the specibictext of insurance
liabilities, we note that insurers cannot transfer tiseiiance liabilities to third parties freely
and would generally not wish to do so. The only case waeransfer really takes place is
when a business combination or a transfer of a portfoliosofrance contracts occurs, which
are not day-to-day events of insurers. Even in tBe céreinsurance, the insurance liability
subject to reinsurance itself is not transferred.

If the usual way of settling a liability were to transiteto a third party, a measurement under
the current exit model (“pure transfer value”) would provideful information about future
cash flows. As the usual way of settling an insurancelitiglg for an insurer to fulfil its
commitments until the obligation is extinguished, we beltea¢ users of financial statements
are more interested in the best “current estimatéheitash outflows (on a discounted basis)
an insurer will incur under an insurance contract in oraeatisfy its obligation, after proper
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consideration of the risks and uncertainties attachebe@ontract as well as remuneration
for the remaining performance obligation.

We do not believe that the term “current exit valueapropriate as the term “exit” is too
often assimilated to be similar to the term “trarisfdf the term “exit” is retained, confusion

will undoubtedly exist over its meaning, particularly if iiméended to mean something other
than an exit via a transfer. Other terms such as ‘icuolamate settlement value”, “current

extinguishment value” or “current performance value” may rhore appropriate in the

circumstances of an insurance contract.

If the purpose of the reference to a transfer value jigstdy the inclusion of a profit margin
into the insurance liability measurement (since on inigabgnition of an insurance contract
a premium is received for which no service has yet been daliyghen we believe it would
be preferable to clearly articulate that point. In additiea,do not believe that the inclusion
of a profit margin into the measurement of an insuraabdity is incompatible with what we
refer to as a “current ultimate settlement” model. Tikidecause there is a performance
obligation to be fulfilled, which has the charactécstof the rendering of a service.
Consequently, there is a service element provided bynsurar when entering into an
insurance contract, for which remuneration ought to blided into the insurance liability
measurement at inception. Whether that element givestaismme immediate income
recognition on entering into the insurance contract or lenet should be recognised as time
passes by is linked to the debates on whether or not the iosuliability should be
calibrated to the premium received and, more generallyresenue recognition. We
presented our views on this issue in Questions 2 and 4.

CHAPTER 4 — POLICYHOLDER BEHAVIOUR, CUSTOMER RELATION SHIPS
AND ACQUISITION COSTS

Question 6- In this paper, beneficial policyholder behaviour refers topmlicyholder’s
exercise of a contractual option in a way that generates net ecain benefits for the
insurer. For expected future cash flows resulting from beivél policyholder behaviour,
should an insurer:

(a) incorporate them in the current exit value of a separatalgcognised customer
relationship asset? Why or why not?

(b) incorporate them, as a reduction, in the current exit valaf insurance liabilities? Why
or why not?

(c) not recognise them? Why or why not?

The issue relating to which cash flows should be in@udehe measurement of an insurance
liability, and whether there should be a consideration of ylodilters’ behaviour, is probably
amongst the most difficult ones to answer.

We support alternative (b) above, to the extent that it doessat in a negative amount (i.e.
it does not lead to the recognition of a negative liabilityaorasset). We believe that the
measurement of an insurance liability should includexglected cash flows arising from an
existing insurance contract and the ability for it @#dontinued, should a policyholder decide
to do so (see our further comments in Question 7). Weuaethat this will provide users of
the financial statements with the best current estsnatt¢éhe cash flows that are expected to
flow to and from the reporting entity. In that respeeg, would not describe the beneficial
policyholder behaviour as an element that is valued sepaiatd acts as aréductior.
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Rather, it is simply an element whose effects are denstl in determining each of the
building blocks when measuring an insurance liability.

We do not support the tentative view that an insurer's whibt derive benefits from
policyholders’ behaviour arises as part of a customerigeidtip but rather from the fact that
we are dealing with a portfolio of contracts demonstragimige intrinsic behaviour (refer to
our views in Question 11 with respect to the unit of antdo be used for determining the
first building block). The DP argues that the reason vieyidentified internally generated
customer relationship (corresponding to expected policyholdersicisge of existing
contractual options) shall be recognised is becauselibsgly linked with existing insurance
contracts. We note that this is generally the case rigrimternally generated customer
relationships. Therefore, we find the reasoning developdtié{oard rather complex and
somewhat ruled-based simply to achieve the expected accounsuiyy rerhe proposed
principle that is expected to apply only to insurancerectd does not appear to be properly
justified, even if it is said that the internally gested customer relationship would not be
recognised as an asset but as part of the related insuraiitity. Ultimately, we note that
IAS 38’s principles regarding internally generated custometioakhips are not applied.
Moreover, the Board acknowledges in paragraph 147 that, in g@adhie recognised
insurance liability would be the same as if the expectash cdflows from beneficial
policyholder behaviours arose from the contract itself, rathan from the customer
relationship, since the internally generated custometiaethip will be recognised at a
current exit value. This is another departure from IAS B8nciples.

The Board makes an analogy between a contract of n,yemmsellable at anytime and a
contract of one year that is renewable over n years. Iragsudes the analogy works only if
the contract to be renewed is renewed by tacit agreemighgut any modification either in
the pricing, in the risk insured, etc. If so, in substanbese two contracts are a long-term
agreement for which, if none of the parties takes any adhenre is an expected life that can
be assessed on a portfolio basis.

In an “exit value” model, and also in a “current ultimatettlement value” model, the
valuation of a portfolio of insurance contracts will takéo account an expected life as
described above. This is not the valuation of part of a custatagionship, rather it simply
reflects the way the contracts are established and tlegining in substance, i.e. as long as
the customer has not exercised its option to cancel (@utcender), the entity has an
obligation to continue to provide coverage. The fact thaistomer decides to continue an
existing contract with terms and conditions that are nghificantly modified is not
equivalent to entering into a new contract.

We acknowledge that the direction proposed for insuranceaotsitmay create significant
differences compared with the way other types of conteaetsiccounted for today. We have
not explored all the consequences of such an approach norweawencluded that the
approach would also be appropriate for other types dfacs. Nonetheless, as we support
making progress on a Standard on insurance contracts usiogples that provide relevant
information, we believe that if our views are followdlase IASB should make it clear that the
principle relating to the consideration of beneficial policdeol behaviour should not be
applied by analogy to other types of contracts until the IA&B conducted further research
on the relevance of its application to those other costract
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Question 7- A list follows of possible criteria to determine whiaash flows an insurer
should recognise relating to beneficial policyholder behaviour. dfhcriterion should the
Board adopt, and why?

(a) Cash flows resulting from payments that policyholders mostke to retain a right to
guaranteed insurability (less additional benefit payments that utesfrom those
premiums). The Board favours this criterion, and defines guaraed insurability as a
right that permits continued coverage without reconfirmation thie policyholder’s risk
profile and at a price that is contractually constrained.

(b) All cash flows that arise from existing contracts, regarseof whether the insurer can
enforce those cash flows. If you favour this criterion, howould you distinguish
existing contracts from new contracts?

(c) All cash flows that arise from those terms of existingntracts that have commercial
substance (ie have a discernible effect on the economidb@tontract by significantly
modifying the risk, amount or timing of the cash flows).

(d) Cash flows resulting from payments that policyholders mostke to retain a right to
any guarantee that compels the insurer to stand ready, at a pheg is contractually
constrained, (i) to bear insurance risk or financial risk, dii) to provide other services.
This criterion relates to all contractual guarantees, wherei@® criterion described in
(a) relates only to insurance risk.

(e) No cash flows that result from beneficial policyholder belar.
(f) Other (please specify).

Consistent with our comments in Question 6, we do not supfiernative (e). Further, as
we have difficulty understanding the exact meaning of eachashatives (a) to (d) and the
differences between them, we prefer indicating the princh@é we believe appropriate to
follow in the circumstances. We support the principle ofrictgig the extent to which
expected cash flows are considered and note that furttrérisvoequired in this area. We
suggest that the limit to the consideration of future cathwe associated with a contract due
to beneficial policyholder behaviour is the extent to whigbhsinflows are integral to the
fulfilment of the obligations under that contract, takingpiaccount that part of the obligation
that might arise from an automatic prorogation of the contedcthe choice of the
policyholder and to the extent that the components of the cordracnot significantly
modified. This notion is not very far from the “guaranteedirability” defined in the DP.

Other remarks are:

(a) looking at the Board'’s illustrations in Example 7 gip&ndix G, we consider that the
split between the good policyholders from the bad ones iscatifas usually no one is
able to differentiate (except in rare cases) the good polidgts from the bad ones at
inception. It is feasible only when experience occurst ddenomic benefits cannot be
attributed to specific insurance contracts at inceptidhis point highlights once more
that an approach on a contract-by-contract basis is pwbpgriate, even in the model
described in the DP (see our comments on the unit of atccoQuestion 11); and

(b) we suggest that the IASB considers how to deal witlfatttethat a policyholder may be
able to get a refund for part of the premium (e.g. im@abe insurance contract), should
the policyholder decide to cancel the insurance contract soenéluring the insurance
period. Should this be considered as part of the policyholdhentoer?
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Consideration of the use of a deposit floor for insurance liabilities

We have considered the appropriateness of using a depositoflaasurance liabilities in the

case where the measurement resulting from the “three bubtbogs” (i.e. which is closer to

real economic value) is lower than the surrender value/defbosi (i.e. the measurement
would reflect a surrender value where savings featurem@ueled in an insurance contract).
Similarly to the views preliminarily held by the Boamde do not believe that inclusion of
such a deposit floor would be appropriate. We believe itteirance contracts have
characteristics such that their measurement should tréfleqolicyholders’ behaviour on a
portfolio basis. However, we acknowledge that disclosuréhefsurrender value/deposit
floor in the notes to the financial statements may provadgable information to the users of
the financial statements.

Question 8- Should an insurer recognise acquisition costs as an expensernwncurred?
Why or why not?

If the measurement of the insurance liability includesudtire cash flows expected to arise
from the contract, i.e. even beyond guaranteed insurabiieydar comments in Questions 6
and 7), we agree that acquisition costs should be recdgmssan expense when incurred.

Question 9- Do you have any comments on the treatment of insurangeti@acts acquired
in a business combination or portfolio transfer?

The question is difficult to answer as long as there ietber view on how insurance
liabilities shall be measured. In theory, in the azfs@ business combination, we believe that
the general requirements of IFRS 3, Business combinationsidstioply. Consequently, it
may be appropriate to recognise goodwill after all identiéiahtangible assets have been
recognised and measured. In the case of a portfolisférathere is a need to understand the
models being used to value the insurance liabilities &odet that serve as a basis for
determining the amount that arose from the single trapnsacp as to understand why a
difference exists.

CHAPTER 5 - MEASUREMENT — OTHER ISSUES

Question 10- Do you have any comments on the measurement of assdts theback
insurance liabilities?

While we acknowledge that the current IFRS requirements generate accounting
mismatches in the financial statements of insurersgaovaot support making exceptions to
the general requirements of IFRS for specific industriéswever, we encourage the IASB to
be aware of those accounting mismatches.
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Question 11- Should risk margins:

(a) be determined for a portfolio of insurance contracts? Why dnwnot? If yes, should
the portfolio be defined as in IFRS 4 (a portfolio of contracts tree subject to broadly
similar risks and managed together as a single portfolio)? Why oywbt?

(b) reflect the benefits of diversification between (and negatcorrelation between)
portfolios? Why or why not?

Unit of account

The Board’s preliminary views (DP, paragraph 202) are that
(a) the unit of account does not affect the expected presaler of future cash flows,

(b) risk margins should be determined for a portfolimetirance contracts that are subject to
broadly similar risks and managed together as a singtolmr Risk margins should not
reflect the benefits of diversification between portfolmsl negative correlation between
portfolios.

We believe that the portfolio of insurance contracts shoel the unit of account used for
estimating both the future cash flows and the risk margid, that the final Standard on
insurance contracts should state so. This is because:

(a) all the models used in order to value insurance adstmésk margins are using principles
that have been set up based on portfolio data; and

(b) projections of expected cash flows are made looking ortolio of contracts, and
therefore consider the effect of policyholders’ behaviour on stadh flows (see
comments in Question 6).

The interdependency between the way the expected cash flowthamngk margin are
determined is such that the unit of account should bgatime for these two components.

Benefits of diversification

We support a principle that the effect of diversificatibiowdd be taken into account in the
measurement of insurance liabilities arising from a pbotfof insurance contracts, to the
extent that market participants would consider such diveasin. Consideration of
diversification is a reality of an insurer’s activity amds an element that is usually included
in the determination of risk margins by insurers.

We are not convinced that the final Standard on insurand¢eactsshould prescribe how the
principle we propose should be applied in practice. Whidegree that this is an area where
guidance will be needed, we consider that it would be apptepthat the guidance is
developed by insurance valuation experts.
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Question 12

(a) Should a cedant measure reinsurance assets at curreritvedtue? Why or why not?

(b) Do you agree that the consequences of measuring reinsuraagsets at current exit
value include the following? Why or why not?

(i) A risk margin typically increases the measurement oetheinsurance asset, and
equals the risk margin for the corresponding part of the undenlyi insurance
contract.

(i) An expected loss model would be used for defaults and dispueisthe incurred
loss model required by IFRS 4 and IAS 39.

(iii) If the cedant has a contractual right to obtain reinsurae for contracts that it has
not yet issued, the current exit value of the cedant’snseirance asset includes the
current exit value of that right. However, the current éxialue of that contractual
right is not likely to be material if it relates to insuranceontracts that will be
priced at current exit value.

We agree that a cedant shall measure a reinsuraset asa current value based on the
relevant share of the reinsured liability and an additiois&k margin for credit risk. This
seems logical in order for the reinsurance assets tormmsurance liabilities.

We also agree that a risk margin typically increasesnb@surement of the reinsurance asset,
and equals the risk margin for the corresponding part of thelyimdeinsurance contracts.
Where an insurer has purchased contract level reinsufaugceisk excess), the effect of that
reinsurance should be modelled at the individual contiaetl both gross and net of
reinsurance including an additional risk margin for neingce credit risk in order to
determine the effect of reinsurance.

Where reinsurance premiums are paid in relation to doporof business that is different
from that for which the reinsured business is reserved gle account reinsurance), then
we believe that the reinsurance should nevertheless réflecisk margins appropriate to the
reinsured business.

We agree that items (b)(ii) and (b)(iii) are consisteith a current value model.

Where an insurer has prepaid reinsurance protectionigks that have not yet been
underwritten, then we would support carrying that cost agagment, provided the insurer
is able to demonstrate that it would write business infuhee for which the reinsurance
premium would be an appropriate protection.

Question 13- If an insurance contract contains deposit or service coments, should an
insurer unbundle them? Why or why not?

We agree that unbundling identifiable components of a seooo&act, when a reliable
measurement of the value of the contract attributabladb ef the components can be made,
seems a conceptually sound principle.

We also believe that the response to the question ressett be made independently from
the reconsideration of the various types of insurance astithat exist and whether it is
appropriate that they fall within the scope of the 8&axd on insurance contracts.

We would wish to see all contracts that fall within smpe of a Standard on insurance
contracts to be dealt with in the same way, i.e. by oress them according to the three
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building blocks (subject to our comments in Questions 2 to We#lsas the consideration of
policyholders’ behaviour. However, we recognise that insuraongacts may be written
along side, or bundled with, other forms of business. For exampghr dealer might sell cars
complete with insurance cover for the first year’s u€dearly such transactions should be
treated separately in accordance with the relevand&tds. To make the answer to this type
of fact clear, the issue needs to be addressed in thda8tbthrough guidance. We believe
that this is best dealt with within the scope sectionhef Standard, by addressing what is
meant by an insurance contract where such a contriagh@ed with other services. If this is
done appropriately, any such scope definition should also agggdeal with the situation in
which an insurance contract is bundled with other finareéal/ices, such as investment
services.

Assuming that a contract is appropriately classifiednaissurance contract falling within the
scope of the Standard on insurance contracts, we reteiftihhere is a deposit component
within the insurance contract, it may be possible tatifieand value it separately. However,
it is unclear why these contracts should be required toaheed differently from other
insurance contracts that do not include such a feature vdloe of an insurance contract
including a deposit component also depends on an estimai# tfe future cash flows,
discounted, a risk margin and possibly a service mawgih,consideration of the portfolio’s
characteristics to which the contract belongs.

We have also indicated in our response to Question 7hato not believe that contracts
dealt with under the Standard on insurance contracts sheuklibject to a deposit floor,
which represents a significant difference from IAS 39’s mements if a deposit component
of insurance contracts were to be dealt with under tketd&rd instead. Another major
difference between the DP’s proposals for insuranceadstand IAS 39 is the consideration
of portfolio principles in determining the measuremeritaddilities.

We question what would be the added value of requirifgidiing any deposit or service
component of a contract within the scope of the Standardsomaince contracts as proposed
in the DP’s paragraph 228. We do not believe that the appficaf IAS 39's requirements
to a portion of an insurance contract would provide improvedrnmition as it may not
portray the real economics of the contracts. The interddgncy of the components within
an insurance contract is such that it is generally he#it with under the DP’s measurement
proposals than under IAS 39. The projections for the casls ff@sociated with the deposit
component are often dependent on the projections for theloaghrélating to the insurance
component due to the policyholder behaviour. Consistently wiglws expressed in
Question 6, we consider that projections of all the clastsfassociated with the contract as a
whole, determined on a portfolio basis, would generally pevhe best information to the
users of the financial statements.

In any case, should the IASB proceed with the preliminary wiewpressed in the DP’s
paragraph 228, we believe that more guidance would be neadbd assessment of whether
“the components are soterdependentthat the components can be measured only on an
arbitrary basis’ How far should the interdependency and arbitrary lgs?s

21



Discussion Paper: Preliminary Views on Insurance Contrets

Question 14

(a) Is the current exit value of a liability the price for mansfer that neither improves nor
impairs its credit characteristics? Why or why not?

(b) Should the measurement of an insurance liability refl€dtits credit characteristics at
inception and (ii) subsequent changes in their effect? Winywhy not?

In our response to Question 16 of the DP on FVM we indictiat ‘We agree that where a
liability is measured at fair value, fair value must include thetgstiability to meet its
obligations (i.e. an assessment of the risks and uncertainties thasheuwtflows will not be
paid as contractually required). It is appropriate that non-performanceisisietermined by
reference to the individual instrument, and not based on the entityvaold. We believe
that this view is still appropriate for the measureménhgurance liabilities under a current
value model.

In a transfer value model, we also believe thatétpigropriate that a liability be measured so
that the price for a transfer neither improves nor impthiescredit characteristics of the
liability. However, as we expressed at Question 5, we ddeleve that a transfer value
model is appropriate for insurance liabilities.

Question 15

Appendix B identifies some inconsistencies between the proptosadment of insurance
liabilities and the existing treatment under 1AS 39 of finaiat liabilities. Should the Board
consider changing the treatment of some or all financial liab#is to avoid those
inconsistencies? If so, what changes should the Board consided, why?

We generally support reducing differences in accountingntexss where items presenting
similar characteristics are dealt with differently untieo different Standards. However, in
the present circumstances, financial liabilities do hetigs show the same characteristics as
insurance liabilities. Hence, the difference in treatnmesy be justified. What is of utmost
importance is that the scope of the Standards on mseraontracts and on financial
instruments is clear and precise enough so that the® usicertainty over the classification
of the contracts between one Standard and the other intorfil@it the scope for accounting
arbitrage.
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CHAPTER 6 — POLICYHOLDER PARTICIPATION

Question 16

(a) For participating contracts, should the cash flows for eactesario incorporate an
unbiased estimate of the policyholder dividends payable in that @gerto satisfy a
legal or constructive obligation that exists at the reporting da¥¥fly or why not?

(b) An exposure draft of June 2005 proposed amendments to IAS 37 (see paragpdgh
253 of this paper). Do those proposals give enough guidance for an @rstio
determine when a participating contract gives rise to a legal onstructive obligation
to pay policyholder dividends?

As a preliminary comment, we would like to obtain conétion that contracts with
participating features will continue to be treated underStaandard on insurance contracts
(which seems to be our understanding of the DP’s proposal),iEno insurance component
exists in such contracts. We believe that this wouldgpropriate for two main reasons:

(a) those contracts share many common aspects with insucantracts, in particular that
they build on the principle of mutualisation of risks; and

(b) the accounting under the DP’s proposals (subject to oumeats) would provide a
meaningful accounting outcome for those contracts.

We agree with the DP’s preliminary views that the expkdash flows associated with
participating contracts shall include at least an unbiasstimate of the policyholder
dividends payable to satisfy the legal or constructive didligathat exists at the reporting
date. An alternative view would be to include in tlipexted cash flows all the additional
cash flows that are expected to be paid to policyholddrs. ldtter view would be consistent
with the belief that, in order to provide the best infaiorato the users of the financial
statements on the cash flows that are expected to flowfdhe reporting entity, insurance
liabilities shall reflect all expected cash flows assted with insurance contracts.

In that respect, we remind the IASB that, when the delmtese on the elements to be
considered for the classification of a financial instemt as an equity instrument or as a
liability, we expressed support for considering the exist@iceconomic compulsion. We
acknowledge that the IASB did not reach the same conclusitimeassue. Since then, our
views have not changed and we consider that economic compulsstii &n appropriate
element to consider in determining the existence of aitilaihd for its measurement. We
do believe that the debate on economic compulsion is reldeanthe treatment of
participating investment contracts. We acknowledge, howeverntbeeaction of the issue
with the discussions under the IASB’s project on Liabilitied Bquity.

If, ultimately, the IASB decides to limit the consideratioh cash outflows relating to
participating features to those that arise from legatamstructive obligations, we would
rather see a discussion on constructive obligation appligs$e contracts in the Standard on
insurance contracts rather than just making a refetten#s 37.

Further clarification would also be useful for multi-fundéh both guaranteed and non-
guaranteed products. Different practices are emerging ortdolassify such products — one
thought is to classify all the funds within the multi-fundsusture as investment contracts
with participating features (therefore accounted forthie same manner as insurance
contracts) and another thought is to treat only the gusgdriind as insurance contract and
the remaining funds as IAS 39 products.
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Question 17

Should the Board do some or all of the following to eliminate acotog mismatches that
could arise for unit-linked contracts? Why or why not?

(&) Permit or require insurers to recognise treasury shar@s an asset if they are held to
back a unit-linked liability (even though they do not meet theafework’s definition
of an asset).

(b) Permit or require insurers to recognise internally geated goodwill of a subsidiary if
the investment in that subsidiary is held to back a unitded liability (even though
IFRSs prohibit the recognition of internally generated goodwil all other cases).

(c) Permit or require insurers to measure assets at faatue through profit or loss if they
are held to back a unit-linked liability (even if IFRSs do not jpeit that treatment for
identical assets held for another purpose).

(d) Exclude from the current exit value of a unit-linked lidltly any differences between
the carrying amount of the assets held to back that liability ahdir fair value (even
though some view this as conflicting with the definition adirrent exit value).

Generally, we do not support specific exemptions to be riedesset valuation for identical
assets held by entities operating in different industri@snsequently, we do not agree with
any of the proposals (a) to (d) above. However, we wouldnbsupport if the 1ASB
reconsidered the extent to which it would allow generallynteasurement of certain types of
assets at fair value through profit or loss in ordesvoid an accounting mismatch, where the
contractual terms of insurance contracts require instwdnsld specified categories of assets
and pay a return directly linked to the fair value of, or refusm, those specified categories
of assets.

CHAPTER 7 — CHANGES IN INSURANCE LIABILITIES
Question 18 Should an insurer present premiums as revenue or as degdivhy?

As long as we do not have a better understanding of the meastiemesurance liabilities,
as well as how the IASB’s project on Financial Statemergésentation will progress, we find
it difficult to respond to the question raised. Consatyewe have not considered all issues
associated with the presentation of premiums as revena® @eposits. In any case, we do
believe that the information on the amount of premiumsivededuring the year is critical
information to be provided to the users of the financigiestants. This information may
possibly be provided in the cash flow statement.

As preliminary views, we currently have some preferenceliowing the premiums received
as forming part of the insurance liabilities, with oriiye tchanges in the insurance liabilities
recognised in the statement that will report an insupmtormance (see further comments in
Question 19 below). However, we acknowledge that this presemtatuld be inconsistent
with the way payments received in advance for service caostaae generally accounted for
under IFRS. For service contracts, the considerationvextas generally recognised as
revenue in the income statement as contractual perfoenuaeairs.
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Question 19- Which items of income and expense should an insurer pnéseparately on
the face of its income statement? Why?

As long as we do not have a better understanding of the meastiemesurance liabilities,
as well as how the IASB’s project on Financial Statemergésentation will progress, we find
it difficult to respond to the question raised. Consatiyewe have not considered all issues
associated with the presentation of income and expendég ¢ace of the income statement.
As preliminary views, with respect to the statement withtreport an insurer’s performance,
we understand that users of the financial statements waildynbe interested in a display
that would provide information on an insurer’s activity, sastthe writing of new business,
lapses or the conditions at which the business is retainemhseGuently any changes in
insurance liabilities recognised as income or expense woedd to be broken down to
provide meaningful information to the users on the insuestivities.

Question 20- Should the income statement include all income and expesgsing from
changes in insurance liabilities? Why or why not?

In principle, we would agree with the recognition of all ineoand expense arising from
changes in insurance liabilities in the income statemenbwever, we note that not all
changes in the fair value of the assets that backansarliabilities would be recognised in
the income statement (such as for financial assetkbleafor-sale).

We believe that it is important that accounting misies arising across industries are
eliminated to the extent they do not reflect an economic ni$madf the various elements of
the performance of insurers were presented into diffestatements, we believe that it would
complicate the understanding of their net performance.

Consequently, we believe it is difficult to respondrte guestion raised without consideration
of the progress being made on the IASB’s project on FinaBtaééments Presentation.

OTHER MATTERS

Question 21- Do you have other comments on this paper?
Transition

We would recommend that the IASB grants insurers thetyaldi proceed to a one-off
reassessment of the classification of their financiadtass adoption of the final Standard on
insurance contracts. As the accounting for insuranceamistmay change dramatically for
insurers, they should have the ability to revisit the optaaslable for the measurement of
the assets backing their insurance liabilities.

Working with insurance supervisors

The DP’s proposals for an insurance liability measurénmeciude the estimated profit
required by a market participant for bearing insurargleand for providing other services, if
the insurance liability were transferred to it. Sarly, our suggestions for the insurance
liability measurement include the deferral of profit to éxéent that it relates to a remaining
performance obligation.

Insurance regulators are important users of finargtelements prepared under IFRS. We
would encourage the IASB and insurance regulators to antea dialogue and to seek to
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achieve consistency of approach in measurement of insulaimkties where this is
practicable, while recognising that some of the objectiveth@finsurance regulators and
IFRS financial statements will be different. Regorathave regard to liabilities measured in
accordance with IFRS when determining regulatory requinésrend it is important that the
principles underlying the IFRS measurement basis are clémdiosed. In particular, any
element of deferred profit included within the overall IFR&bility measurement for
insurance contracts should be disclosed so that itlearly identifiable and readily
guantifiable and can therefore be appropriately treatecefulatory purposes.
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