COMMENT LETTER OF THE SOUTH AFRICAN INSTITUTE OF
CHARTERED ACCOUNTANTS (SAICA)

In response to your request for comments on the exposure draft on insurance contracts,
attached please find the comment letter prepared by the South African Inditute of
Chartered Accountants (SAICA). Please note that SAICA is not just a professond body,
but dso secretariat for the Accounting Practices Board (APB), which is the officid
accounting standard setting body in South Africa

GENERAL COMMENTS

We fully support the development of an Internationd Financid Reporting Standard
(IFRS) that will provide a globdly consstent measurement and disclosure basis for the
ligbilities arisng from insurance contracts.

We ae of the opinion that issuing an IFRS in a phased approach, with phase 1 and
phasell so far gpart, could cause a number of problems and could undermine IFRS. The
draft IFRS is loosdy worded and not of the high qudity expected of the IASB, for
example, the draft IFRS has little guidance on recognition and measurement. As a result
some of the quditative characterisics of financid dSaements as contaned in the
Framework, namely comparability and the neutrdity and prudence aspects of rdiability
might not be achieved. In addition, by dlowing an insurer to measure lidbilities with
excessve prudence (see paragraph 16(b), the draft IFRS is not complying with the
Framework nor 1AS 37 - Provisions, Contingent Liabilities and Contingent Assets
Furthermore, we are concerned that phase Il could result in amending the definition of
insurance contracts and some of the principles set out in this draft IFRS.

Whilst we understand that it is not the intention of the IASB to address messurement
principles in phase 1 of the insurance project and that this draft IFRS deds mainly with
disclosure issues for insurance contrects, this adso causes concans.  The extent of
disclosure requirements are smilar to those required in other IFRS, but because of the
lack of measurement principles in this draft IFRS, we woud expect that additiond
disclosure requirements would be required to compensate for this. This is illusrated in
our response to questions 4(b), 5 10 and 11. We are concerned about the various
interpretations of how to disclose the far vaue of insurance ligbilities and assets, as is
required in paragraph 30 of the draft IFRS, when no measurement principles have been
established.



SPECIFIC COMMENTS ON QUESTIONS RAISED

Question 1 — Scope

(@) The Exposure Draft proposes that the IFRS would apply to insurance contracts

(b)

(including reinsurance contracts) that an entity issues and to reinsurance contracts
that it holds, except for specified contracts covered by other IFRSs. The IFRS
would not apply to accounting by policyholders (paragraphs 2-4 of the draft IFRS
and paragraphs BC40-BC51 of the Basis for Conclusions).

The Exposure Draft proposes that the IFRS would not apply to other assets and
liabilities of an entity that issues insurance contracts. In particular, it would not

apply to:

(i) assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).
These assets are covered by existing IFRSs, for example, 1AS 39 Financial
Instruments: Recognition and Measurement and |AS 40 Investment Property.

(i) financial instruments that are not insurance contracts but are issued by an
entity that also issues insurance contracts (paragraphs BC115-BC117).

Is this scope appropriate? If not, what changes would you suggest, and why?
Y es, the scope is appropriate, except as noted below.

The scope of this draft IFRS excludes the accounting by policyholders and we note
the comments in B 51. However, we are of the opinion thet it should be Stated that
policyholders are to assess whether they have insurance or investment contracts and
that, if they hold invesment contracts, they should be accounting for these in terms
of IAS 39 - Financial Instruments. Recognition and Measurement. This would
ensure equal but opposite accounting treatment by the policyholder for investment
contracts.  If the contract is an insurance contract, then the contract should be
accounted for in line with the current accounting policy gpplied by the policyholder,
until the introduction of phasell.

The Exposure Draft proposes that weather derivatives should be brought within the
scope of 1AS 39 unless they meet the proposed definition of an insurance contract
(paragraph C3 of Appendix C of the draft IFRS). Would this be appropriate? If
not, why not?

In our view this would be appropriate.



Question 2 — Definition of insurance contract

The draft IFRS defines an insurance contract as a ‘contract under which one party (the
insurer) accepts significant insurance risk from another party (the policyholder) by
agreeing to compensate the policyholder or other beneficiary if a specified uncertain
future event (the insured event) adversely affects the policyholder or other beneficiary
(Appendices A and B of the draft IFRS paragraphs BC10-BC39 of the Basis for
Conclusions and |G Example 1 in the draft Implementation Guidance).

Is this definition, with the related guidance in Appendix B of the draft IFRS and
|G Example 1, appropriate? If not, what changes would you suggest, and why?

In our view, the definition is not appropriate.

We concur with the Board that the draft IFRS should be more of a principled-based
dandard. The definition of “significant insurance risk” in B2l has a datement of
principle — dgnificant risk of a dgnificant loss. However, the lack of further guidance
regarding what condtitutes “ significant insurance risk” means that each insurer (and their
auditors) has to separately agree on what is ggnificant. This could cause a lack of
comparability of the results of insurers, and can make the interpretation of those results
problematic, especidly in the interim period until phase |l isfindised.

The incluson in B22 of the sentence ‘insurance risk is not significant if the occurrence
of the insured event would cause a trivial change in the present value of the insurer’s
contractual cash flows in all plausible scenarios’ suggests that we now have to ded with
two terms, being sgnificant and trivid. The Collins dictionary defines the word trivia as
“of little importance; petty or frivolous’ or “ordinary or commonplace; trite” In our
opinion, the man motivaion behind the chosen wording is to prevent insurers from
adding inggnificant amounts of life cover to contracts to enable such contracts to be
classfied as insurance contracts (whilst they should in redity be classfied as investment
contracts). There can be no doubt that trivia conditutes less than significant and dso less
than materid. Furthermore, the intuitive feding is that the difference between trivid and
ggnificat is not magind. If an amount is congdered Sgnificant, trivid has to be
somewhat removed from that amount. We beieve there should be further guidance on
this to ensure that it is gpplied in a condstent manner. The risk of leaving the draft IFRS
and guidance in B21 and B22 is that it will provide a shelter for those that have insurance
risk, but escape 1AS 39 on the trivid clause. Strong loss recognition tests may assst to
some degree and should be required.

Further, the word “plausible’ referred to in B21 is too vague and requires definition.

From the above arguments it can be seen that the definition requires leves of
interpretation from “significant” to “trivial” to “plausible’. This is & best confusng
where English is your firgd language. For non-English spesking countries the definition
could easly be midnterpreted and not applied consgently. We therefore recommend



that the Board condder the use of dmple, cler and consgtent language when re-
as=ssing the definition.

There is no reference to premium in the definition and there is the view tha you may
achieve a narrower gpplication of the insurance principle if the word is referred to in the
definition. We underdand that risk should be linked to the potentid liability and not the
premium, but that is only true if the unbundling provisions are adequately addressed.

If the Board decides to address policyholders in phase I, the definition would have to be
amended accordingly.

Furthermore the dternative risk trander industry should be consdered and guidance
given asto whether, in fact, insurance risk has passed.

Question 3 — Embedded derivatives

(@ [1AS 39 Financial Instruments: Recognition and Measurement requires an entity to
separ ate some embedded derivatives from their host contract, measure them at fair
value and include changes in their fair value in profit or loss. This requirement

would continue to apply to a derivative embedded in an insurance contract, unless
the embedded derivative:

(i)  meets the definition of an insurance contract within the scope of the draft
IFRS or

(i) isan option to surrender an insurance contract for a fixed amount (or for an
amount based on a fixed amount and an interest rate).

However, an insurer would still be required to separate, and measure at fair value:

(i) a put option or cash surrender option embedded in an insurance contract if
the surrender value varies in response to the change in an equity or
commodity price or index; and

(i) an option to surrender a financial instrument that is not an insurance
contract.

(paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and BC118-BC123 of the
Basis for Conclusions and |G Example 2 in the draft I mplementation Guidance)

Are the proposed exemptions from the requirements in 1AS 39 for some embedded
derivatives appropriate? If not, what changes should be made, and why?

Yes. However there should be a cross reference to IAS 39 paragraph 25(€).

(b) Among the embedded derivatives excluded by this approach from the scope of



(©)

(d)

IAS 39 are items that transfer significant insurance risk but that many regard as
predominantly financial (such as the guaranteed life-contingent annuity options and
guaranteed minimum death benefits described in paragraph BC123 of the Basis for
Conclusions). Is it appropriate to exempt these embedded derivatives from fair
value measurement in phase | of this project? If not, why not? How would you
define the embedded derivatives that should be subject to fair value measurement in
phase |?

Yes.

The draft IFRS proposes specific disclosures about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft IFRS and paragraphs
|G54-1G58 of the draft Implementation Guidance). Are these proposed disclosures
adequate? If not, what changes would you suggest, and why?

Yes. However it should be dated that the same principles as those in IAS 32
Financid Indruments Disclosure and Presentation should be applied where
possible.

Should any other embedded derivatives be exempted from the requirements in
IAS39? If so, which ones and why?

We are not aware of any others.

Question 4 — Temporary excluson from criteriain IAS 8

(@)

Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements to] 1AS 8
Accounting Policies, Changes in Accounting Estimates and Errors specify criteria
for an entity to use in developing an accounting policy for an item if no IFRS
applies specifically to that item. However, for accounting periods beginning before
1 January 2007, the proposals in the draft IFRS on insurance contracts would
exempt an insurer from applying those criteria to most aspects of its existing

accounting policies for:
(i) insurance contracts (including reinsurance contracts) that it issues; and

(i) reinsurance contractsthat it holds.

(paragraph 9 of the draft IFRS and paragraphs BC52-BC58 of the Basis for
Conclusions).

Isit appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of
[draft] IAS8? If not, what changes would you suggest and why?

Yes.



(b) Despite the temporary exemption fromthe criteria in [draft] |AS 8, the proposalsin
paragraphs 10-13 of the draft IFRSwould:

@)

(if)

(iii)

eliminate catastrophe and equalisation provisions.

We are concerned about an apparent contradiction within the draft IFRS.
Here there is the requirement that catastrophe and equdisatiion provisons be
dimnated, yet paragraph 16(b) dlows the insurer to continue its existing
practice of measuring insurance ligbilities with excessve prudence
Condoning this questionable practice is further exacerbated by the fact that
insurers are not required to comply with IAS 37 - Provisions, Contingent
Liabilities and Contingent Assets If the Board dlows this, at the very least,
additiond disclosure should be required.

require a loss recognition test if no such test exists under an insurer’s existing
accounting policies.

We bdieve that the draft IFRS should a lesst require disclosure of the
following in regards to aloss recognition test:

adefinition of the cashflows used,
whether the cashflows were discounted, and
how deferred acquisition costs were determined.

Whilst we acknowledge that the draft IFRS does not address measurement
criteria, hence not defining the loss recognition test, we would recommend
that detailed disclosure be required of how the test has been performed.

In addition, we beieve the implementation guidance examples should be
expanded to state whether the loss recognition test should be carried out on a
portfolio basis or for individua contracts, with the additiona disclosure we
refer to above.

Paragraph 11 of the draft IFRS does not state whether it takes into account any
regulatory or solvency requirements. We believe that consderation should be
given to include guidance to the effect that regulatory requirements are not to
be taken into account.

Paragraph 12 of the draft IFRS dlows an option of reducing the asset as
opposed to increasing the liability (i.e. dlows offsetting). This gopears to
contradict paragraph 10(d) which does not dlow offsetting.

require an insurer to keep insurance liabilities in its balance sheet until they
are discharged or cancelled, or expire, and to report insurance liabilities
without offsetting them against related reinsurance assets (paragraphs 10-13
of the draft IFRS and paragraphs BC58-BC75 of the Basis for Conclusions).



Are these proposals appropriate? If not, what changes would you propose,
and why?

We agree with this proposal.

Question 5 — Changesin accounting policies

Thedraft IFRS

(@)

(b)

proposes requirements that an insurer must satisfy if it changes its accounting
policies for insurance contracts (paragraphs 14-17 of the draft IFRS and
paragraphs BC76-BC88 of the Basis for Conclusions).

There are two issues we do not support:

Allowing the insurer to continue “measuring insurance liabilities with
excessive prudence’ as thisis not in terms of the Framework and condones
questionable practice, as noted in our comment in Question 4 above.

The requirement of paragrgph 16(e) which alows companies within a group
to have different accounting policies for ther insurance ligbilities. At the very
least there should be full disclosure of the different bass used. We are of the
opinion that segment reporting may address this to some extent. However if
not, there should be a requirement to provide detailed disclosure of the
amounts on the different bases.

proposes that, when an insurer changes its accounting policies for insurance
liabilities, it can reclassify some or all financial assets into the category of financial
assets that are measured at fair value, with changes in fair value recognised in
profit or loss (paragraph 35 of the draft IFRS).

Are these proposals appropriate? If not, what changes would you propose and

why?

We believe that narrower wording should be used to ensure that this is a one way
only option, once an entity has made the change, it cannot change back.

Question 6 — Unbundling

The draft IFRS proposes that an insurer should unbundle (i.e. account separately for)
deposit components of some insurance contracts, to avoid the omission of assets and
liabilities from its balance sheet (paragraphs 7 and 8 of the draft IFRS paragraphs
BC30-BC37 of the Basis for Conclusions and paragraphs IG5 and 1G6 of the proposed
I mplementation Guidance).

(@)

Is unbundling appropriate and feasible in these cases? If not, what changes would
you propose and why?



We support the unbundling principle in these cases.
(b) Should unbundling be required in any other cases? If so, when and why?

We are of the opinion that the unbundling principle should be broadened to more
than just the deposit components of insurance contracts. We believe that adl nor+
insurance components should be recorded if they are presently excluded from the
balance she«t.

(o) Isit clear when unbundling would be required? If not, what changes should be
made to the description of the criteria?

Our concern is that the heading of the section is mideading in that it implies that
eements of an insurance contract should be unbundled, when it more accurately
deds with the nonrecognition of assts and ligbiliies where unbundiing has
occurred. Accordingly we believe the heading should be reworded.

Question 7 — Reinsurance pur chased

The proposals in the draft IFRS would limit reporting anomalies when an insurer buys
reinsurance (paragraphs 18 and 19 of the draft IFRS and paragraphs BC89-BC92 of the
Basis for Conclusions).

Are these proposals appropriate? Should any changes be made to these proposals? |If
so, what changes and why?

We do not beieve that accounting of reinsurance should be specified in phase 1. The draft
IFRS does not address the measurement principles for the insurer when accounting for
insurance liabilities, yet when the insurer buys reinsurance rigorous rules are applied. We
believe this is inconsstent and ingppropriate, despite the commernts in BC92. It is dso not
conggent with the scoping out of accounting by policyholders, as in effect, the insurer
has become the policyholder. If there are certain practices which are regarded as
unacceptable then the draft IFRS should be specific on these.

Question 8 — Insurance contracts acquired in a business combination or portfolio
transfer

IAS 22 Business Combinations requires an entity to measure at fair value assets acquired
and liabilities assumed in a business combination and ED 3 Business Combinations
proposes to continue that long-standing requirement. The proposals in this draft IFRS
would not exclude insurance liabilities and insurance assets (and related reinsurance)
from that requirement. However, they would permit, but not require, an expanded
presentation that splits the fair value of acquired insurance contracts into two
components:

(@ a liability measured in accordance with the insurer’s accounting policies for



insurance contracts that it issues; and

(b) an intangible asset, representing the fair value of the contractual rights and
obligations acquired, to the extent that the liability does not reflect that fair value.
This intangible asset would be excluded from the scope of 1AS 36 Impairment of
Assets and |AS 38 Intangible Assets. Its subsequent measurement would need to be
consistent with the measurement of the related insurance liability. However,
IAS36 and 1AS38 would apply to customer lists and customer relationships
reflecting the expectation of renewals and repeat business that are not part of the
contractual rights and obligations acquired.

The expanded presentation would also be available for a block of insurance contracts
acquired in a portfolio transfer (paragraphs 20-23 of the draft IFRS and paragraphs
BC93-BC101 of the Basis for Conclusions).

Are these proposals appropriate? If not, what changes would you suggest and why?

Although paragraph 20 of the draft IFRS “permits, but does not require an expanded
presentation” of a liability and an intangible asset, paragraph 22 exempts the intangible
asset form IAS 36 - Impairment of Assets, and IAS 38 - Intangible Assets We beieve this
is not gppropriate as it is not clear how the proposed accounting in this regard be
achieved without guidance on how to far vdue insurance liabilitties and assets.  In
addition, it is not clear how the intangible assets should be determined, nor when or how
the intangible asset should be increased or decreased. Furthermore, it is not clear whether
a negative asset has been conddered as a possbility and whether the accounting for this
is expected to differ from that of intangible assats.

Having accounted for the business combination, the reporting entity has an option to split
the insurance liabilities into components based on its accounting policies.

For a business combination, consder:

Undiscounted Discounted
Consderation 1000 1000
Assets (at fair vaue) 3000 3000
Insurance lidhilities 2500 2000
Net assets acquired 500 1000
Goodwill 500 -

Proposad accounting in group financid satements:

Insurance ligbilities 2500 2000
Intangible asset 500 -



This disclosure seems to contradict the generd principle of offsetting that this draft IFRS
Seeks to diminate.

Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation features contained
in insurance contracts or financial instruments (paragraphs 24 and 25 of the draft IFRS
and paragraphs BC102-BC108 of the Basis for Conclusions). The Board intends to
address these features in more depth in phase 11 of this project.

Are these proposals appropriate? If not, what changes would you suggest for phase | of
this project and why?

We are of the opinion that paragraph 25 of the draft IFRS is bending the IFRS rules, as
these are financid ingruments. IAS 39 should therefore be gpplied in full, not to some
extent only. We recommend that paragraph 25 should be deleted, which would therefore
mean that IAS 39 would be applicable.

Question 10 — Disclosure of the fair value of insurance assets and insurance
liabilities

The proposals would require an insurer to disclose the fair value of its insurance assets
and insurance liabilities from 31 December 2006 (paragraphs 30 and 33 of the draft
IFRS paragraphs BC138-BC140 of the Basis for Conclusions and paragraphs |G60 and
|G61 of the draft |mplementation Guidance).

Is it appropriate to require this disclosure? If so, when should it be required for the first
time? If not, what changes would you suggest and why?

No. It is not posshle to require the disclosure of far vaues, when no guidance is given
on how to messure far vaues. This is paticulaly rdevant for insurance liabilities. We
recommend, that if measurement of far vadue principles is not given, that a least
examples of disclosure should be provided as to how far vaue was arived a. This is
needed in order to prescribe some sandardisation. Furthermore, this disclosure should
aign with that required in IAS 32.

The fact that a date of 31 December 2006 has been used does not dleviate the issue, as
phase Il of the project may not have determined how to measure fair vaues by that date.
We therefore recommend that the draft IFRS should not contain such a requirement, but
rather be amended when adequate guidance has been given on the determination of far
vauesin Phasell of the project.

Question 11 — Other disclosures

(@) The Exposure Draft proposes requirements for disclosures about the amountsin the
insurer’s financial statements that arise from insurance contracts and the estimated
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(b)

(©

amount, timing and uncertainty of future cash flows from insurance contracts
(paragraphs 26-29 of the draft IFRS, paragraphs BC124-BC137 and BC141 of the
Basis for Conclusions and paragraphs 1G7-IG59 of the draft Implementation
Guidance).

Should any of these proposals be amended or deleted? Should any further
disclosures be required? Please give reasons for any changes you suggest.

To a large extent, the proposed disclosures are applications of existing
requirements in IFRSs, or relatively straightforward analogies with existing IFRS
requirements. If you propose changes to the disclosures proposed for insurance
contracts, please explain what specific attributes of insurance contracts justify
differences from similar disclosures that IFRSs already require for other items.

The requirement within the draft IFRS paragraph 29(c)(iii) to disclose cdams
development for a period of up to ten years is excessve and unnecessary for
purposes of the audited financid datements. It is interesting to note, that
experience indicates that some companies, who have been required to provide this
information, have had ggnificat difficulties in providing data in the format
required. In many cases, the 10-year information is developed only after substantial
systems modifications.

We would support a requirement that the notes to the financid Statements disclose,
for each year for which an income statement is presented, for example two or three
years, incurred clams related to the provison for losses of the current fiscd year
and the increases or decreases in the provison for losses of prior fiscd years. To
supplement this numerica andyss, the enterprise should quditatively discuss the
reasons for the changes in incurred clams recognised in the income Satement
attributable to insured events of prior fisca years. If more information is required,
the ten-year table could be presented outside of the audited financia statements.

The proposed disclosures are framed as high level requirements, supplemented by
Implementation Guidance that explains how an insurer might satisfy the high level
requirements.

Is this approach appropriate? If not, what changes would you suggest, and why?

These proposals are consdered reasonable.  However as this is a disclosure IFRS,
more detailed guidance should be provided around disclosure aspects As no
measurement principles have been given for far vaue, loss recognition tests, €fc,
we believe that more disclosure is required on how these items have been measured.

As a trangitional relief, an insurer would not need to disclose information about
claims development that occurred earlier than five years before the end of the first
financial year in which it applies the proposed IFRS (paragraphs 34, BC134 and
BC135).
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Should any changes be made to this transitional relief? If so, what changes and

why?

No changes are required.

Question 12 — Financial guarantees by the transferor of a non-financial asset or
liability

The Exposure Draft proposes that the transferor of a non-financial asset or liability
should apply IAS 39 Financial Instruments. Recognition and Measurement to a financial
guarantee that it gives to the transferee in connection with the transfer (paragraphs 4(e)
of the draft IFRS, C5 of Appendix C of the draft IFRS and BC41-BC46 of the Basis for
Conclusions). 1AS 39 already applies to a financial guarantee given in connection with
the transfer of financial assetsor liabilities.

Is it appropriate that 1AS 39 should apply to a financial guarantee given in connection
with the transfer of non-financial assets or liabilities? If not, what changes should be
made and why?

Yes.

Question 13 — Other comments

Do you have any other comments on the draft IFRS and draft I mplementation Guidance?

None.



COMMENT LETTER OF THE NON-LIFE INSURANCE INDUSTRY PROJECT
GROUP OF THE SOUTH AFRICAN INSTITUTE OF CHARTERED
ACCOUNTANTS (SAICA)

In response to your request for comments on the exposure draft on insurance contracts,
attached please find the comment letter prepared by the Nontlife/Short-term Insurance
Industry Project Group of SAICA. The project group is an industry interest group, which
is represented by non-life insurers, regulators and industry auditors.  This project group
consders accounting, auditing and reporting matters of relevance to the nonlife
insurance indugtry.

Please note that this comment letter o includes the following gppendix:

Page
A: Definitions and examples of captive insurance arrangements 15

GENERAL COMMENTS

The SAICA Non-Life Insurance Industry Project group, heredfter referred to as the
project group, are of the view that:

1. Thereisalack of examplesfor the non-lifeinsuranceindustry

The draft IFRS addresses insurance contracts pre-dominantly in the life insurance
industry rather than the nontlife insurance indudry. This is evident, when looking
a the implementation guidance examples which are dmogst 90 % related to the life
indugtry.

We have highlighted bdow some of the differences between life and nonlife
contracts in South Africa:

a- Life insurance condsgts both of risk busness and investment busness. In

contrast, dthough some nonlife contracts sold in South Africa have funded
components, very few, if any, have investment components.

A Payments to intermediaries ae viewed differently by the life and nontlife
indugtries.  Commisson payments to intermediaries in the nontlife indusry are
seen as payments for future services to be ddivered by the intermediary as well
as a fee for introducing the business to the insurer. In the life insurance industry
commissons are not paid for future services but only for an introduction of the
new businessto theinsurer.
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A~ The assumptions underlying the vauation of life insurance policy liabilities are |
vay different from nonlife insurance. The differences arise from separate
legidation and actuarid involvement gpplying to the different indudtries.

Recommendation 1

There are numerous unique complexities to the nonlife industry that need to be
addressed by way of example in the implementation guidance, including but not
limited to:

a The concept of risk transfer and what condtitutes “ significant” risk transfer
isnot as clear asin the life indudtry;

b. The use of risk-management vehicles (indluding retrospectively-rated
policies, captive and cdll-captive insurers, partid sdf-insurance, etc.) ismore
common in the nortlife indudtry;

C. Nortlife busness has no or Sgnificantly smdler investment components
and contracts are generdly of shorter term, cancellable and reviewable at short

notice;
d. Non-life results are subject to grester voltility;
e. In most countries the differences between life and non-life are recognised;

through specific non-life regulation;
f. Differing accounting standards have been applied in South Africa between
life and non-life business.

Recommendation 2

The draft IFRS should be expanded to include a variety of examples covering the
non-life insurance industry.  Such examples should include:

A Unbunding - Although one example of unbunding is induded in the |
Implementation Guidance, additiond examples should be included to
illusrate where the cash flows from depost/funded components are not

separate from the cash flows from the insurance components.

applicability of embedded derivatives for non-life insurance contracts.

A- Embedded derivatives - Examples should be induded to illusrae the |

A~ Risk trandfer - Additional examples should be set out where nortlife contracts |

do not incude aufficient rik trander to meet the definition of insurance and
examples of where they do not meet the definition.

Thereareinconsistenciesin the definition of an insurance contract |
The draft IFRS is accompanied by guidance on implementing the document as well

as a bass for conclusons. When these documents are read together, varying
interpretations could result in incongstencies of accounting trestment because the

14



33.

definition of an insurance contract, whilst it seems to be precisdy daed in
Appendix A to the draft IFRS, becomes unclear when one reads Appendix B
together with examples and the Bass for Conclusons. In the examples of
insurance contracts, under B18, it spesks specificdly of certain insurance contracts
tha may fdl foul of the definition because of the risk patnership tha exidts
between the policyholder and the insurer, paticulaly in captive insurance
arrangements including wholly owned captives, cdl captives and rent a captive
arangements. A definition of each of these arrangements is in Appendix A to this
|etter.

Recommendation 3

The definition of risk transfer should be narrowed and clearly defined. Detailed
guidance is required on how to test for the transfer of “ significant insurance risk”
in the nontlife insurance evironment.  Guidance should be provided on what
“gignificant” isand explained in the context of the contract being assessed.

More examples should be induded in the implementation guidance for specific
indances where ggnificant insurance risk is not transferred.  For example, the
project group suggests open ended premium adjusment clauses where the insurer
can cdl for additiona premium income to reimburse the insurer for losses suffered
does not transfer sgnificant insurance risk. We bdieve that there is inqufficent
clarity initem 1.18 of 1G2 of the Implementation Guidance,

Examples of detailed risk transfer tests that could be applied by preparers of
financid gatements will be useful.

Misinterpretations may occur from the requirement that an entity is digtinct
from the policyholder

The Appendix B definition of insurance contracts B3 dates that “ the definition of
an insurance contract requires the insurer to accept significant insurance risk from
the policyholder. This is possible only if the insurer is an entity distinct from the
policyholder” .

The project group is of the opinion that contracts issued by wholly owned captives
and cdl captives would meet the definition of an insurance contract. However, we
believe, because of the requirement for the entity to be didinct from the
policyholder, these contracts could be misinterpreted. Such captive contracts could
be interpreted to be sdf insurance, which is scoped out of the draft IFRS in B18(C).
Further B18(b) refers to “contracts which pass significant insurance risk back
through mechanisms that adjust future payments’ such contracts are often issued
by the captive indudry. This is best illusrated by an example. An example of a
wholly owned captive insurance arrangement is aso included in Appendix A.
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Recommendation 4

Whally owned captive insurers and cell captives conditute a large pat of the
insurance market in South Africa. We bdieve that these arrangements should dill
be treated and accounted for as insurance business, provided tha the individud
contracts contain sufficient risk transfer. We therefore believe that the draft IFRS
should make reference to the kinds of arrangements that do not condtitute insurance

business.
Recommendation 5

The example of a wholly owned captive in Appendix A requires clarity, especidly
for the cdl captive and captive insurance indudry as in these cases the insurer and
the policyholder may be interpreted as being the same entity as they are in a group
(holding company / subddiary) rdationship. The draft IFRS should dso darify
what sdf insurance is and what is envisaged in terms of accounting for this.
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SPECIFIC COMMENTS ON QUESTIONSRAISED
Question 1 — Scope

(& The Exposure Draft proposes that the IFRS would apply to insurance contracts
(including reinsurance contracts) that an entity issues and to reinsurance contracts
that it holds, except for specified contracts covered by other IFRSs. The IFRS
would not apply to accounting by policyholders (paragraphs 2-4 of the draft IFRS
and paragraphs BC40-BC51 of the Basis for Conclusions).

The Exposure Draft proposes that the IFRS would not apply to other assets and
liabilities of an entity that issues insurance contracts. In particular, it would not

apply to:

(i) assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).
These assets are covered by existing IFRSs, for example, 1AS 39 Financial
Instruments: Recognition and Measurement and |AS 40 Investment Property.

entity that also issues insurance contracts (paragraphs BC115-BC117).
Is this scope appropriate? If not, what changes would you suggest, and why?

Yes, the scope is appropriate.  However as noted above, the implementation

guidance examples need to be expanded to include more examples of nonlife
insurance contracts.

Furthermore the scope of this guidance should to some extent include accounting by
policyholders, this should not be entirdly delayed to phase Il of the project. Thisis
predominantly due to the proposed concept of unbundling insurance contracts.  If
the insurer does not recognise the proposed unbundled investment component as
premium, the accounting should be mirrored in the policyholder’ s accounts.

{b)(c) The Exposure Draft proposes that weather derivatives should be brought within
the scope of IAS 39 unless they meet the proposed definition of an insurance
contract (paragraph C3 of Appendix C of the draft IFRS). Would this be
appropriate? If not, why not?

Yes. However, the example in Appendix B18 paragraph (g) states ‘tontracts that
require a payment based on climatic, geological or other physical variables
regardless of any adverse effect on the holder of the contract (commonly described
as weather derivatives).” We are of the opinion that the words ‘regardless of any”
should be removed OR this paragraph should include the full darification of the
principles as contained in BC38. The reason would be to ensure that in a case
where the payment in terms of the contract is based on climatic, geologicd or other
physcad variadles and has an adverse effect on the policyholder, this would then
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meet the definition of an insurance contract. The mogt important dement being that
the policyholder is adversdy affected.  Alternatively we can replace the words
“regardless of any” with theword “unless’ and it will achieve the same meaning.

Question 2 — Definition of insurance contract

The draft IFRS defines an insurance contract as a ‘contract under which one party (the
insurer) accepts significant insurance risk from another party (the policyholder) by
agreeing to compensate the policyholder or other beneficiary if a specified uncertain
future event (the insured event) adversely affects the policyholder or other beneficiary’
(Appendices A and B of the draft IFRS paragraphs BC10-BC39 of the Basis for
Conclusions and |G Example 1 in the draft Implementation Guidance).

Is this definition, with the related guidance in Appendix B of the draft IFRS and
|G Example 1, appropriate? If not, what changes would you suggest, and why?

The definition may be gppropriate, however darity is sought on the following issues:

Implementation Guidance Example 1 needs to be expanded to include more non-life
(conventiond and non-conventiond) insurance contract examples and  suggested
accounting treatment in respect of phasel.

B3 — acceptance of a sgnificant insurance risk from the policyholder is only possble
if the insurer is an entity diginct from the policyholder — refer cell captive and captive
industry commentsin generd comment 3 above.

Present vaue of cash flows (as per B24). This principle of present vauing cash flows
addresses contracts where the amount of the loss by the insurer is known, but its
timing is unknown. More darification is needed regarding when the amount of the
loss is unknown to determine what significant insurance risk is on these contracts.  In
the case of nontlife insurance contracts, the timing of loss is never known as fortuity
is necessary for an insurance arrangement to exist.

Further daification of what is sgnificant and what is not should be given in the
implementation guidance. We accept tha quantitative guiddines create an arbitrary
dividing line and presents opportunities for accounting abitrage. To provide no
quantative guidance however does not dleviate this problem, and adds the additiond
problem of the inconsgsency of the application, and reporting of what is sgnificant
and what is not. Further examples of where a contract meets the definition are
required to those provided in the draft Implementation Guidance, as well as examples
of contracts that do not meet the definition.

Question 3 — Embedded derivatives
(@ [1AS 39 Financid Ingruments. Recognition and Measurement requires an entity to

separate some embedded derivatives from their host contract, measure them at far
vdue and include changes in ther far vadue in profit or loss  This requirement
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(b)

would continue to goply to a derivative embedded in an insurance contract, unless
the embedded derivative:

(i)  meets the definition of an insurance contract within the scope of the draft
IFRS or

(i) isan option to surrender an insurance contract for a fixed amount (or for an
amount based on a fixed amount and an interest rate).

However, an insurer would still be required to separate, and measure at fair value:

{(ii)  a put option or cash surrender option embedded in an insurance contract
if the surrender value varies in response to the change in an equity or
commodity price or index; and

(i) an option to surrender a financial instrument that is not an insurance
contract.

(paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and BC118-BC123 of the
Basis for Conclusions and |G Example 2 in the draft I mplementation Guidance)

Are the proposed exemptions from the requirements in 1AS 39 for some embedded
derivatives appropriate? If not, what changes should be made, and why?

The project group are of the view that paragraph 5 and 6 regarding embedded
derivatives gpply only in alimited number of cases to non-life insurance contracts.

Where embedded derivatives do apply to the non-life insurance industry, an
explanation on how they apply and examples/guidance of where they apply within
non-life insurance industry is required. It is however noted that (i) above requires
the separation of an embedded derivative and fair value accounting when the
surrender value varies in response to a change in equity or commodity price or
index, however where the value variesin response to an interest rate, fair value and
separation of the embedded derivative is not required. This may be appropriate but
does create some inconsistency with the requirements of 1AS39.

Among the embedded derivatives excluded by this agpproach from the scope of
IAS 39 are items tha transfer dgnificant insurance risk but that many regad as
predominantly financid (such as the guaranteed life-contingent annuity options and
guaranteed minimum deeth benefits described in paragraph BC123 of the Bads for
Conclusions). Is it appropriate to exempt these embedded derivatives from fair
vaue measurement in phase | of this project? If not, why not? How would you
define the embedded derivatives that should be subject to far vaue measurement in
phase |?
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The project group are of the view that paragraph 5 and 6 regarding embedded
derivatives gpply only in alimited number of cases to non-life insurance contracts.

Where embedded derivatives do apply to the non-life insurance industry, an
explanation on how they apply and examples/guidance of where they apply within
non-life insurance industry is required.

(c0 The draft IFRS proposes specific disclosures about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft IFRS and paragraphs 1G54-
IG58 of the draft Implementation Guidance). Arethese proposed disclosures
adequate? If not, what changes would you suggest, and why?

The project group are of the view that paragraph 5 and 6 regarding embedded
derivatives gpply only in alimited number of cases to non-life insurance contracts.

Where embedded derivatives do apply to the non-life insurance industry, an
explanation on how they apply and examples/guidance of where they apply within
non-life insurance industry is required.

(d) Should any other embedded derivatives be exempted from the requirements in
IAS39? If so, which ones and why?

The project group are of the view that paragraph 5 and 6 regarding embedded
derivatives gpply only in alimited number of cases to non-life insurance contracts.

Where embedded derivatives do apply to the nontlife insurance industry, an
explanation on how they apply and examples/guidance of where they gpply within
non-life insurance industry is required.

Question 4 — Temporary excluson from criteriain IAS 8

(& Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements to] IAS 8
Accounting Policies, Changes in Accounting Estimates and Errors specify criteria
for an entity to use in deveoping an accounting policy for an item if no IFRS
applies specificdly to thet item. However, for accounting periods beginning before
1 January 2007, the proposds in the draft IFRS on insurance contracts would
exempt an insurer from goplying those criteria to most aspects of its exiging
accounting policiesfor:

()  insurance contracts (including reinsurance contracts) that it issues; and
(i)  reinsurance contracts that it holds.

(paragraph 9 of the draft IFRS and paragraphs BC52-BC58 of the Basis for
Conclusions).
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(b)

Isit appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of
[draft] IAS8? If not, what changes would you suggest and why?

Yes.

Despite the temporary exemption from the criteria in [draft] 1AS 8, the proposds in
paragraphs 10-13 of the draft IFRS would:

(i) eliminate catastrophe and equalisation provisions.

(i) require aloss recognition test if no such test exists under an insurer’s existing
accounting policies.

(iii) require an insurer to keep insurance liabilities in its balance sheet until they
are discharged or cancelled, or expire, and to report insurance liabilities
without offsetting them against related reinsurance assets (paragraphs 10-13
of the draft IFRS and paragraphs BC58-BC75 of the Basis for Conclusions).

Are these proposals appropriate? If not, what changes would you propose, and

why?

Yes.

Question 5— Changesin accounting policies

The draft IFRS

@

(b)

proposes requirements that an insurer must satisfy if it changes its accounting
policies for insurance contracts (paragraphs 14-17 of the draft IFRS and paragraphs
BC76-BC88 of the Basis for Conclusions).

proposes that, when an insurer changes its accounting policies for insurance
ligbilities, it can reclassfy some or dl finencd assets into the category of financid
asts that are measured at fair vaue, with changes in fair vaue recognised in profit
or loss (paragraph 35 of the draft IFRS).

Are these proposals appropriate/ If not, what changes would you propose and

why?

Yes, however it is noted that to dlow a change in accounting policy to a
discounting method, when no guidance has been given with regards the method of
determining probability of cashflows, as well as discount rates to be used, that this
may present an opportunity to manipulate results.
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Question 6 — Unbundling

The draft IFRS proposes that an insurer should unbundle (ie account separately for)
deposit components of some insurance contracts, to avoid the omission of assets and
liabilities from its balance sheet (paragraphs 7 and 8 of the draft IFRS paragraphs
BC30-BC37 of the Basis for Conclusions and paragraphs 1G5 and 1G6 of the proposed
I mplementation Guidance).

(@ Is unbundliing appropriate and feasble in these cases? If not, what changes would
you propose and why?

(b)  Should unbundling be required in any other cases? If so, when and why?

(o) Isit clear when unbundling would be required? If not, what changes should be
made to the description of the criteria?

The guidance given in paragraph BC30 to BC37 does not come to a clear concluson.
Indeed, in paragraph BC35, the Board acknowledged that there was no clear conceptua
line between cases where unbundling is required and cases where it is not required. It is
important that a line be edablished s0 that a consgent interpretation is gpplied in
unbundling cortracts in the nortlife industry.  In addition, the reasons therefore should be
cdearly dated. Given the indefinite nature of the definition of insurance read together
with the examples under the guidance, it is important that clear examples be given as b
when unbundling would be required.

From the draft IFRS and supporting documentation it would seem that captive insurance
arrangements may be considered for unbundling.

Captive insurance contracts assist insureds that enter into partnerships with their non-life
insurers in a cost efficient and business effective way. The focus is on gpplication of risk
management principles and decreasing the overdl cost of risk in an organisation in order
that the most efficient insurance contract is put into place. Because of the fact that
certain components of captive insurance arrangements in effect provide cover equa to
premium pad an interpretation that requires unbundling could be placed upon what is
essentidly an insurance contract.  In our opinion, ED5 does not adequately address the
unique aspects which pertain to captive insurance contracts and certain burning cost
conventional insurance contracts.

We bdieve that the IASB has no intention to negatively impact the efficient captive
market nor the burning cost reinsurance market through proposed accounting standards
nor do they wish to promote accounting practice which prevents busness from
conducting its affairsin a cogt-efficient and effective manner.

Recommendation

We recommend that the definition of risk tranfer be reviewed as suggested under our

generd comments a the beginning of this letter and that a clear Satement be made that
should an insurance contract be defined as a risk bearing insurance contract, that no
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further work is required to unbundle components of that contract. In other words, the
only test in respect of an insurance contract when it comes to unbundling is whether it is
a risk-based contract or not. In the case of the life industry it would appear that the
intention of the drafters of the exposure draft is to separate out investment components of
life contracts. Herein lies the mgor distinction between the life and the non-life industry
referred to earlier. There are seldom investment components in a non-life contract even
if it contains elements of a partnership between the insurer and the insured. We suggest
that should the contract not comply with the risk transfer rules contained in the draft
IFRS then the whole contract should not be accounted for as an insurance contract.

Should it comply with the risk transfer rules, then it will be accounted for as an insurance
contract.

Question 7 — Reinsurance pur chased

The proposals in the draft IFRS would limit reporting anomalies when an insurer buys
reinsurance (paragraphs 18 and 19 of the draft IFRS and paragraphs BC89-BC92 of the
Basis for Conclusions).

Are these proposals appropriate? Should any changes be made to these proposals? If
so, what changes and why?

Yes. However with reference to paragraph 18 (a) of the draft IFRS it was not fully
understood by the project group what practices the IASB is trying to stop, and it was felt
that BC90 might only partidly address the problem. Further, 18(a) appears to contradict
BC78 which encourages recognizing insurance ligbilities on a discounted basis.

Question 8 — Insurance contracts acquired in a business combination or portfolio
transfer

IAS 22 Business Combinations requires an entity to measure at fair value assets acquired
and liabilities assumed in a business combination and ED 3 Business Combinations
proposes to continue that long-standing requirement. The proposals in this draft IFRS
would not exclude insurance liabilities and insurance assets (and related reinsurance)
from that requirement. However, they would permit, but not require, an expanded
presentation that splits the fair value of acquired insurance contracts into two
components:

(@ a liadlity measured in accordance with the insurer’s accounting policies for
Insurance contracts thet it issues; and

(b) an intangible asset, representing the fair value of the contractual rights and
obligations acquired, to the extent that the liability does not reflect that fair value.
This intangible asset would be excluded from the scope of 1AS 36 Impairment of
Assets and |AS 38 Intangible Assets. Its subsequent measurement would need to be
consistent with the measurement of the related insurance liability. However,
IAS36 and IAS38 would apply to customer lists and customer relationships
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reflecting the expectation of renewals and repeat business that are not part of the
contractual rights and obligations acquired.

The expanded presentation would also be available for a block of insurance
contracts acquired in a portfolio transfer (paragraphs 20-23 of the draft IFRS and
paragraphs BC93-BC101 of the Basis for Conclusions).

Are these proposals appropriate? If not, what changes would you suggest and

why?

Yes. However it is not cler whether there is an assumption that a negative asset
can never aise, and if a negative asset can arise whether the treatment would be
different.

Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation features contained
in insurance contracts or financial instruments (paragraphs 24 and 25 of the draft IFRS
and paragraphs BC102-BC108 of the Basis for Conclusions). The Board intends to
address these features in more depth in phase Il of this project.

Are these proposals appropriate? If not, what changes would you suggest for phase | of
this project and why?

The project group are of the view that discretionary participation features referred to in
the draft IFRS apply to, in alimited number of cases, non-life insurance contracts.

Where discretionary participation features do apply to the non-life insurance indudry, an
explanation on how they goply and examples/guidance of where they gpply within nort
life insurance indudtry is required.

Question 10 — Disclosure of the fair value of insurance assets and insurance
liabilities

The proposals would require an insurer to disclose the fair value of its insurance assets
and insurance liabilities from 31 December 2006 (paragraphs 30 and 33 of the draft
IFRS paragraphs BC138-BC140 of the Basis for Conclusions and paragraphs 1G60 and
|G61 of the draft Implementation Guidance).

Is it appropriate to require this disclosure? If so, when should it be required for the first
time? If not, what changes would you suggest and why?

Far vdue is difficult to gpply consgently for the insurance industry. In order to apply
the far vdue principle within the nontlife indugry further definitive guidance and
practica examples need to be provided as these contracts are not normally traded and so
far vaue is not conggently applied in the indusry. For example, different vaues might
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aise if the policies are vadued individudly or as a portfolio. Refer to the arguments in
BC139 and BC140.

It is extremdy difficult to require the disclosure of the fair vaue of assats and lidghilities
without providing guidance on the measurement of such far vadues We adso question
the wisdom of such applicatiion in non-life contracts which are predominantly by nature
short term and cancellable.  This comment does not apply to long tal insurance business.
The fact that a date of 31 December 2006 has been used does not aleviate the issue, as
phase Il of the project may not yet have determined how to messure fair vaues. We
therefore recommend that the draft IFRS should not specify a date, but rather refer to
when adequate guidance has been given on fair values by phase Il of the project.

Question 11 — Other disclosures

(@ The Exposure Draft proposes requirements for disclosures about the amounts in the
insurer’s financid datements that arise from insurance contracts and the estimated
amount, timing and uncetainty of future cash flows from insurance contracts
(paragraphs 26-29 of the draft IFRS, paragraphs BC124-BC137 and BC141 of the
Bass for Conclusons and paragraphs 1G7-1G59 of the draft Implementation
Guidance).

Should any of these proposals be amended or deleted? Should any further
disclosures be required? Please give reasons for any changes you suggest.

To a large extent, the proposed disclosures are applications of existing
requirements in IFRSs, or relatively straightforward analogies with existing IFRS
requirements. If you propose changes to the disclosures proposed for insurance
contracts, please explain what specific attributes of insurance contracts justify
differences from similar disclosures that |IFRSs already require for other items.

The project group agree with the principle of requiring further disclosure for
insurance contracts, however for a disclosure standard the disclosures are far too
broad. The IASB should be more specific and have a clearer statement on their
purpose. They should also give consideration to the cost/benefit test which would
prescribe the level of detailed disclosure required.

(b) The proposed disclosures are framed as high leve requirements, supplemented by
Implementation Guidance that explans how an insurer might satisfy the high leve
requirements.

Is this approach appropriate? If not, what changes would you suggest, and why?

Yes. The project group agree with the principle of requiring further disclosure for
insurance contracts, however for a disclosure standard the disclosures are far too
broad. The IASB should be more specific and have a clearer statement on their
purpose. They should also give consideration to the cost/benefit test which would
prescribe the level of detailed disclosure required.
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(©) As a trangtiond rdief, an insurer would not need to disclose information about
clams development that occurred earlier than five years before the end of the first
finendd year in which it applies the proposed IFRS (paragraphs 34, BC134 and
BC135).

Should any changes be made to this transitional relief? If so, what changes and

why?
No changes are required.

Question 12 — Financial guarantees by the transferor of a non-financial asset or
liability

The Exposure Draft proposes that the transferor of a non-financial asset or liability
should apply IAS 39 Financial Instruments. Recognition and Measurement to a financial
guarantee that it gives to the transferee in connection with the transfer (paragraphs 4(e)
of the draft IFRS, C5 of Appendix C of the draft IFRS and BC41-BC46 of the Basis for
Conclusions). 1AS 39 already applies to a financial guarantee given in connection with
the transfer of financial assetsor liabilities.

Is it appropriate that |AS 39 should apply to a financial guarantee given in connection
with the transfer of non-financial assets or liabilities? If not, what changes should be
made and why?

Yes.

Question 13 — Other comments

Do you have any other comments on the draft IFRS and draft I mplementation Guidance?

No.
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APPENDIX A
DEFINITIONS OF CAPTIVE ARRANGEMENTS

Captive Insurance Company — An insurance company owned by a parent company of a
group of companies and writing its owner’ s insurance.

Captive insurers are formed where insurance is not obtainable from the conventiond
market or where a company wishes to put its insurance programme into a tax effective
vehicle to improve the overdl profitability of the group.

Cel Captive Insurer — An insurer that is dructured with separate cdls. Each cell,
through a shareholders agreement, is separate and independent from the other cels in the
insurer.  The assets dlocated to each cedl may be used only to setle the ligbilities
incurred by such cdl and thus should not be attached by the creditors of the other cdlls.
Pogtive returns on the net assets in the cdl and on insurance business introduced by the
cdl owner to the insurer are atributable to the cell owner. However, the cell owner may
be held accountable for losses incurred in the cdl in certain indances. The cdl owner is
an entity or person that owns a cdl in cdl captive insurer. The relationship between the
cdl owner and promoting company is via a contractua agreement in South Africa There
is no Protected Cdl Company (PCC) legidation applicable to South African insurance
companies.

Rent A Captive — A rent a captive is a policy issued by an insurance company generdly
to insure the retained portion of risk an insured has in respect of its own assets and
ligbilities. The insurer enters into a risk partnership with the insured whereby it shares
and profits in relation to the performance of the aforesaid insurance programme, which
generdly covers high frequency, low vaue losses.

EXAMPLE OF A WHOLLY OWNED CAPTIVE INSURANCE ARRANGEMENT

Company A, being a large group, owns 100% of the share cepitd of Company B, a
registered insurer (called “captive insurer™) or owns a cdl in company B a cdl captive
insurer.  For purposes of the example cdl captive and captive are used interchangeably.
Company B was sat up for the sole purpose of underwriting the insurance risks of
Company A. Company B does not underwrite any other insurance business outside that
of the group.

Company A enters into insurance arangements with Company B. These contracts are
negotiated a market terms and al contain sgnificant risk trandfer. Company B may then
decide to reinsure some of these risks with the market. The insurance contracts between
Company A and Company B do not contain any arrangement which requires A to make
good any underwriting losses in B by way of future premiums. Company A may of
course voluntarily assume an obligation to recapitdise its subsdiary or cel B in the event
of losses.
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Company B prepares its own financid datements and complies with the locd insurance
legidation and regulations.

In terms of the definition of insurance in ED5, will Company B be an entity distinct from
Company A, the policyholder?

In addition in terms of Appendix B in EDS5, paragraph B18 (b) and (c), the following is
not regarded as insurance business.

(& contracts tha have the legd form of insurance, but pass dl sgnificant insurance
risk back to the policyholder through mechaniams tha adjust future payments by
the policyholder as a direct result of insured losses, for example some financia
reinsurance contracts or group contracts (such contracts are norrinsurance financia
ingruments);

(b) <Hf-insurance, in other words retaining a risk that could have been covered by
insurance (there is no insurance contract because there is no agreement with another

party).

Would the above captive insurance arangements classfy as noninsurance financid
ingruments or sdf insurance in terms of the above two paragraphs? If so, would this
mean that neither Company A nor Company B can account for these transactions as
insurance business? How would this then affect the reinsurance transactions entered into

by Company B?
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COMMENT LETTER OF THE LONG-TERM/LIFE INSURANCE INDUSTRY
PROJECT GROUP OF THE SOUTH AFRICAN INSTITUTE OF CHARTERED
ACCOUNTANTS (SAICA)

In response to your request for comments on the exposure draft on insurance contracts,
attached please find the comment letter prepared by the Long-ternvLife Insurance
Industry Project Group of the South African Indtitute of Chartered Accountants (SAICA).
The project group is an industry interest group, which is represented by long-termlife
insurers, regulators and industry auditors.  This project group condders accounting,
auditing and reporting matters of relevance to the long-term insurance indudtry of South
Africa

Pease note that this comment | etter also includes the following appendices:

Page

A: Examples of Captive Insurance Arrangements 14-16
B: Professona Guidance Note PGN 103 The Report by the

Satutory Actuary in the Annual Financial Statements of

South African Long-term Insurers 17-27
C: Professond Guidance Note PGN 104 Life Offices — Financial

Soundness Valuation 28 -53
D: Professond Guidance Note PGN 107 Embedded Values and

Value of New Business 54 — 66

GENERAL COMMENTS

The SAICA Long-term/Life Insurance Project Group, heresfter referred to as the project
group, in the main, supports this draft IFRS. However, the project group believes the
following needs to be addressed by the International Accounting Standards Board
(IASB):

1 The inconsgent definitions of insurance contracts in IAS 32 — Financial
Instruments. Disclosure and Presentation and this draft IFRS (see our comments
under Question 1).

2. The fundamentd principles that:

insurance assets and liabilities must be valued consstently; and
that the assets of the shareholders and policyholders must be kept separately.

(See our comments under Question 1).

3. The ddfinition of an insurance contract needs to be made clearer with regard
to risk transfer (see our comments under Question 2).
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4.

The messurement of far vaues of liddilities It is extremdy difficult to
require the disclosure of the far vadue of ligbilities without providing guidance on
the measurement of such fair vaues (see our comments under Question 10).

The anomdy of prescribing the accounting by the cedant for reinsurance, but not
prescribing accounting for direct insurance contracts (see our comments under
Question 7).



SPECIFIC COMMENTS ON QUESTIONSRAISED
Question 1 — Scope

(@) The Exposure Draft proposes that the IFRS would apply to insurance contracts
(including reinsurance contracts) that an entity issues and to reinsurance contracts
that it holds, except for specified contracts covered by other IFRSs. The IFRS
would not apply to accounting by policyholders (paragraphs 2-4 of the draft IFRS
and paragraphs BC40-BC51 of the Basis for Conclusions).

The Exposure Draft proposes that the IFRS would not apply to other assets and
liabilities of an entity that issues insurance contracts. In particular, it would not

apply to:

(i) assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).
These assets are covered by existing IFRSs, for example, IAS39 Financial
Instruments: Recognition and Measurement and |AS 40 Investment Property.

(iv) financial instruments that are not insurance contracts but are issued by an
entity that also issues insurance contracts (paragraphs BC115-BC117).

Isthis scope appropriate? If not, what changes would you suggest, and why?

The project group believes that the scope is appropriate, subject to the comments
below.

We undersand that, at this stage, there will not be a consequentid amendment to
IAS 32 — Financial Instruments. Disclosure and Presentation with regards to the
definition of an insurance contract. Therefore there should be some clarity provided
regarding the different definitions of insurance contracts in this draft IFRS and
IAS 32. At leadt, there should be a cross reference to the definition in IAS 32.

A view was expressed that it should be a fundamenta principle that the assets and
ligbilities be vadued conddently and that the assets of the shareholders and
policyholders be kept separately. This is not clear in the draft IFRS and affects in
the main following:

own shares in policyholder funds,
associate companies,

owner occupied properties,;
subsidiary companies.

Transactions between shareholders and policyholders, on the bass that they are

arms length, should be properly accounted for between these two parties as separate
and independent entities.
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Congder for example that participating policyholders share in risk and get some
return and that portion “belongs’ to the policyholders and should not go to the
shareholders but should be disclosed separately.

(d) The Exposure Draft proposes that weather derivatives should be brought within the
scope of 1AS 39 unless they meet the proposed definition of an insurance contract
(paragraph C3 of Appendix C of the draft IFRS). Would this be appropriate? If
not, why not?

Yes.
Question 2 — Definition of insurance contract

The draft IFRS defines an insurance contract as a ‘contract under which one party (the
insurer) accepts significant insurance risk from another party (the policyholder) by
agreeing to compensate the policyholder or other beneficiary if a specified uncertain
future event (the insured event) adversely affects the policyholder or other beneficiary’
(Appendices A and B of the draft IFRS paragraphs BC10-BC39 of the Basis for
Conclusions and |G Example 1 in the draft Implementation Guidance).

Is this definition, with the related guidance in Appendix B of the draft IFRS and
|G Example 1, appropriate? If not, what changes would you suggest, and why?

In principle there was agreement on the definition of an insurance contract, however the
project group is of the opinion tha the definition should provide some additiond
guidance how to messure risk trandfer. It is bdieved there should be a measurement
hierarchy from “trivial,” referred to in B22 to “significant,” as noted in the definition,
which should indlude a definition for “plausible’ referred to in B21.

Further daification of what is dgnificant and what is not should be given in the
implementation guidance where examples for the life and nortlife insurance industry are
illustrated. These examples should be of afringe nature and refer back to the definition.

B18(b) refers to “contracts which pass significant insurance risk back through
mechanisms that adjust future payments.” Guidance is needed to address whether
“mechanisms’ would incdude wholly owned ceptive insure's and cdl  captive
arangements. In order to assigt the IASB in understanding the issues of concern to the
project group, set out in Appendix A are examples of captive insurance arangements
typicaly found in South Africa

Question 3— Embedded derivatives
(@ [1AS 39 Financial Instruments: Recognition and Measurement requires an entity to
separate some embedded derivatives from their host contract, measure them at fair

value and include changes in their fair value in profit or loss. This requirement
would continue to apply to a derivative embedded in an insurance contract, unless
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the embedded derivative:

(i) meets the definition of an insurance contract within the scope of the draft
IFRS or

(i) isan option to surrender an insurance contract for a fixed amount (or for an
amount based on a fixed amount and an interest rate).

However, an insurer would still be required to separate, and measure at fair value:

(iii) a put option or cash surrender option embedded in an insurance contract if
the surrender value varies in response to the change in an equity or
commodity price or index; and

(i) an option to surrender a financial instrument that is not an insurance
contract.

(paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and BC118-BC123 of the
Basis for Conclusions and |G Example 2 in the draft Implementation Guidance)

Are the proposed exemptions from the requirementsin IAS 39 for some embedded
derivatives appropriate? |If not, what changes should be made, and why?

Although the project group was comfortable with the recommendations contained
herein, the IASB should be aware that there is a risk that the proposals may result in
an insurer having to separatdly far value and disclose a cash surrender option
embedded in an insurance contract if the surrender value varies in response to the
change in an equity or commodity price or index, which should not be the case.
This concept is further explained below.

In teems of IAS 39, the definition of a derivetive requires that no or little net
invesment be made. In the case of the surrender vaue, this represents the vaue of
dl the premiums dready pad by the policyholder, and therefore does not represent
asmdl investment relaive to the vaue of the contract.

In addition if;

- the economic characteristics of the embedded derivative are closdy related to the
host contract (which it isin this case); and

- the surrender value does not meet the definition of a derivative (which we do not
believe it does, see above); and

- the combined instrument is dready reflected a far vaue (or what we currently
regard asfair vaue until phasell),

then the surrender vaue need not be separately disclosed as an embedded
derivative.



(b) Among the embedded derivatives excluded by this approach from the scope of

(©

(d)

IAS 39 are items that transfer significant insurance risk but that many regard as
predominantly financial (such as the guaranteed life-contingent annuity options and
guaranteed minimum death benefits described in paragraph BC123 of the Basis for
Conclusions). Is it appropriate to exempt these embedded derivatives from fair
value measurement in phase | of this project? If not, why not? How would you
define the embedded derivatives that should be subject to fair value measurement in
phase |1?

Yes.

The draft IFRS proposes specific disclosures about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft IFRS and paragraphs
|G54-1G58 of the draft Implementation Guidance). Are these proposed disclosures
adequate? If not, what changes would you suggest, and why?

Yes. However some of those embedded derivatives may be totadly immaterid,
therefore some guidance should be provided on the disclosure maeridity of
embedded derivatives. We do not believe it will be useful information to provide
disclosures of immateria embedded derivatives.

Should any other embedded derivatives be exempted from the requirements in
IAS39? If so, which ones and why?

We are not aware of any others.

Question 4 — Temporary excluson from criteriain IAS 8

(@)

Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements to] 1AS 8
Accounting Policies, Changes in Accounting Estimates and Errors specify criteria
for an entity to use in developing an accounting policy for an item if no IFRS
applies specifically to that item. However, for accounting periods beginning before
1 January 2007, the proposals in the draft IFRS on insurance contracts would
exempt an insurer from applying those criteria to most aspects of its existing
accounting policies for:

(i)  insurance contracts (including reinsurance contracts) that it issues; and
(i) reinsurance contracts that it holds.

(paragraph 9 of the draft IFRS and paragraphs BC52-BC58 of the Basis for
Conclusions).

Isit appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of
[draft] IAS8? If not, what changes would you suggest and why?

Yes



(b)

Despite the temporary exemption from the criteria in [draft] |AS 8, the proposalsin
paragraphs 10-13 of the draft IFRSwould:

(i) €eliminate catastrophe and equalisation provisions.
Yes, this proposd of diminating catasrophe and equalisation provisons is
appropriate, however the project group condders that this is more relevant to

the non-life insurance indudtry.

(i) require aloss recognition test if no such test exists under an insurer’s existing
accounting policies.

We agree with this principle of aloss recognition tes.

(iif) require an insurer to keep insurance liabilities in its balance sheet until they
are discharged or cancelled, or expire, and to report insurance liabilities
without offsetting them against related reinsurance assets (paragraphs 10-13
of the draft IFRS and paragraphs BC58-BC75 of the Basis for Conclusions).

Are these proposals appropriate? If not, what changes would you propose,
and why?

We agree with this proposal.

Question 5 — Changesin accounting policies

The draft IFRS:

(@)

(b)

proposes requirements that an insurer must satisfy if it changes its accounting
policies for insurance contracts (paragraphs 14-17 of the draft IFRS and
paragraphs BC76-BC88 of the Basis for Conclusions).

proposes that, when an insurer changes its accounting policies for insurance
liabilities, it can reclassify some or all financial assets into the category of financial
assets that are measured at fair value, with changes in fair value recognised in
profit or loss (paragraph 35 of the draft IFRS).

Are these proposals appropriate? If not, what changes would you propose and

why?

Whilg the project group was comfortable with the recommendations it was
consdered that a greater understanding of al guidance should be given in rdation
to paragraph 16(b) of the draft IFRS “ measuring insurance liabilities with excessive
prudence” . Further what is the meaning and measurement of “excessve’?



We support the requirement of paragraph 16(e) of the draft IFRS which alows
companies within a group to have different accounting policies for their insurance
lidbilities, only in s0 far as there are multinational subsidiaries in the group. We do
not support different accounting policies for insurance ligbilities for subgdiaries
within the same country as this could digort the group results and make
comparisons meaningless.  We bdieve this disinction should be made clear in the
draft IFRS.

We wish to draw the IASB’s attention to the fact that having different accounting
policies within a group provides the opportunity for regulatory arbitrage.

Regulatory abitrage can be defined as concluding business arangements in a
manner that is primarily driven by a desre to provide cgpitd for lidbilities in a
different jurisdiction which prescribes the leest amount of ceapitd for writing the
business. The lower the capitd, the lower the cost. This creates an opportunity for
an arbitrageur to make arisk-free profit from such a stuation.

For example, an insurer has ligbilities of R100m, with a capitd requirement of
R10m. This capitd will cos him R15m per year, & 15% per annum cost of
cgpitd. If he can reinsure the busness to another jurisdiction where the capitd
requirements would only be R5m, he would save R750 000 every year, which can
be shared between the reinsurer and reinsured. The point is that the lidbilities are
now backed with only haf the capital, and therefore, haf the security.

This needs to be didinguished from a reinsurer retroceding ligbilities to its parent
company, which may or may not have a lower capital requirement. In this case, the
reinsurance is being placed where the capitd is and the dternaive would entail the
parent company meking an additiond invesment in its subsdiary to finance the
arrangement.

Question 6 — Unbundling

The draft IFRS proposes that an insurer should unbundle (i.e. account separately for)
deposit components of some insurance contracts, to avoid the omission of assets and
liabilities from its balance sheet (paragraphs 7 and 8 of the draft IFRS, paragraphs
BC30-BC37 of the Basis for Conclusions and paragraphs IG5 and 1G6 of the proposed
I mplementation Guidance).

(@)

Is unbundling appropriate and feasible in these cases? If not, what changes would
you propose and why?

The project group consders that unbundling should be dlowed, if not actudly
required, as it provides for better disclosure. Detailed below are specific answers to

6(a) to (c).



(b)

(©

Although we support the unbundling principle, paragraph 7 of the draft IFRS only
refers to the one specific issue; where the cash flows for the insurance contract are
independent from the cash flows of the depost component. By implication, if the
cash flows of the depost and the insurance components are closdly related then
there is no need to unbundle the contract. This should be clearly stated, rather than
by implication. In addition, the IASB has not recognised the effect of unbundling
to the income statement. We believe the income statement effect should be referred
to.

Should unbundling be required in any other cases? If so, when and why?

The unbundling principle refers to the “ deposit component” of insurance contracts.
We are of the opinion that the terminology used is incorrect and that the unbundling
principle should rather refer to the “investment component.”

Is it clear when unbundling would be required? If not, what changes should be
made to the description of the criteria?

No, refer to our answer to question 6(a) above.

It was however considered that non-life insurers and reinsurers may have difficulty
in goplying the unbundling principle and the IASB should give daity to them. We
refer you to the comment letter from the SAICA nontlife insurance industry project

group.

Question 7 — Reinsurance pur chased

The proposals in the draft IFRS would limit reporting anomalies when an insurer buys
reinsurance (paragraphs 18 and 19 of the draft IFRS and paragraphs BC89-BC92 of the
Basis for Conclusions).

Are these proposals appropriate? Should any changes be made to these proposals? If
so, what changes and why?

We do not believe that accounting for reinsurance should be specified in phase I. The
draft IFRS does not address the measurement principles for the insurer when accounting
for insurance ligbilities, yet when the insurer buys reinsurance rigorous rules are gpplied.
This will result in the incondgtent trestment by the insurer of two closdy rdated baance
sheet items. We bdieve this is inconsstent and ingppropriate, despite the comments in
BCO2. It is aso not condgtent with the scoping out of policyholders, as in effect, the
insurer has become the policyholder.
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Question 8 — Insurance contracts acquired in a business combination or portfolio
transfer

|AS 22 Business Combinations requires an entity to measure at fair value assets acquired
and liabilities assumed in a business combination and ED 3 Business Combinations
proposes to continue that long-standing requirement. The proposals in this draft IFRS
would not exclude insurance liabilities and insurance assets (and related reinsurance)
from that requirement. However, they would permit, but not require, an expanded
presentation that splits the fair value of acquired insurance contracts into two
components:

(@ a liability measured in accordance with the insurer’s accounting policies for
insurance contracts that it issues; and

(b) an intangible asset, representing the fair value of the contractual rights and
obligations acquired, to the extent that the liability does not reflect that fair value.
This intangible asset would be excluded from the scope of 1AS 36 Impairment of
Assets and 1AS 38 Intangible Assets. Its subsequent measurement would need to be
consistent with the measurement of the related insurance liability. However,
IAS36 and IAS38 would apply to customer lists and customer relationships
reflecting the expectation of renewals and repeat business that are not part of the
contractual rights and obligations acquired.

The expanded presentation would also be available for a block of insurance contracts
acquired in a portfolio transfer (paragraphs 20-23 of the draft IFRS and paragraphs
BC93-BC101 of the Basis for Conclusions).

Are these proposals appropriate? If not, what changes would you suggest and why?
Yes.
Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation features contained
in insurance contracts or financial instruments (paragraphs 24 and 25 of the draft IFRS
and paragraphs BC102-BC108 of the Basis for Conclusions). The Board intends to
address these features in more depth in phase Il of this project.

Are these proposals appropriate? If not, what changes would you suggest for phase | of
this project and why?

We are of the opinion that paragraph 25 of the draft IFRS was incorporated to curb the
indusiry practice of negdive bonus dabilisation reserves It is bdieved that these
discretionary participation features would be addressed under the loss recognition tests.
We therefore recommend that paragraph 25 should be deleted and this issue addressed in



phase Il. It must be clarified that the exemptions pertaining to these contracts applies to
vauation, aswell as disclosure, until phasell is darified.

Question 10 — Disclosure of the fair value of insurance assets and insurance
liabilities

The proposals would require an insurer to disclose the fair value of its insurance assets
and insurance liabilities from 31 December 2006 (paragraphs 30 and 33 of the draft
IFRS, paragraphs BC138-BC140 of the Basis for Conclusions and paragraphs |G60 and
|G61 of the draft Implementation Guidance).

Isit appropriate to require this disclosure? If so, when should it be required for the first
time? If not, what changes would you suggest and why?

No. We bdieve the requirement to disclosure of far vaues cannot be implemented when
no guidance is given on how to measure far vaues. This is paticulaly relevant for
insurance ligbilities.  The risk is that there will be inconsstencies between insurance
companies and the far vadues across companies. Clarification is needed as regards the
definition of insurance assts in the context of along-term insurer.

The fact that a date of 31 December 2006 has been used does not dleviate the issue, as
phase Il of the project may not yet have determined how to messure fair vaues a that
date. We therefore recommend that the draft IFRS should not specify a date, but rather
refer to when adequate guidance has been given on fair values by phase |l of the project.

Question 11 — Other disclosures

(@) The Exposure Draft proposes requirements for disclosures about the amountsin the
insurer’s financial statements that arise from insurance contracts and the estimated
amount, timing and uncertainty of future cash flows from insurance contracts
(paragraphs 26-29 of the draft IFRS, paragraphs BC124-BC137 and BC141 of the
Basis for Conclusions and paragraphs 1G7-1G59 of the draft Implementation
Guidance).

Should any of these proposals be amended or deleted? Should any further
disclosures berequired? Please give reasons for any changes you suggest.

To a large extent, the proposed disclosures are applications of existing
requirements in IFRSs, or relatively straightforward analogies with existing IFRS
requirements. If you propose changes to the disclosures proposed for insurance
contracts, please explain what specific attributes of insurance contracts justify
differences from similar disclosures that IFRSs already require for other items.

(b) The proposed disclosures are framed as high level requirements, supplemented by

Implementation Guidance that explains how an insurer might satisfy the high level
requirements.
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Is this approach appropriate? If not, what changes would you suggest, and why?

The project group agree with the principle of requiring further disclosure for
insurance contracts, however, for a disclosure standard the disclosure requirements
are far too broad. The IASB should be more specific and have a clearer statement
on their purpose.

Condderation should be given to the cost/benefit test which would prescribe the
level of detalled disclosure required. It is necessary to guard against over disclosure
for the sake of it and which over disclosure could be meaningless. There is dso a
big chdlenge paticulaly in the areas of insurance contracts versus investment
contracts. What vaue will it redly add? For example, would paragraph 27b of the
draft IFRS expect further and fuller disclosure (and indeed separate baance sheets
and cash flow statements) for different types of businesses?

In South Africa the Actuarid Society of South Africa has given guidance to the
industry in the form of Professona Guidance Notes PGN 103 “ The Report by the
Satutory Actuary in the Annual Financial Statements of South African Long-term
Insurers” and PGN 104 “Life Offices — Financial Soundness Valuation” which
form an integra pat of vauation and disclosure.  Further guidance is provided in
PGN 107 “Embedded Values and Value of New Business’ as additiond
supplementary reporting.  We would encourage the IASB to further address this
issue, by referring to these three documents attached as appendices B, C and D.

As a trangitional relief, an insurer would not need to disclose information about
claims development that occurred earlier than five years before the end of the first
financial year in which it applies the proposed IFRS (paragraphs 34, BC134 and
BC135).

Should any changes be made to this transitional relief? If so, what changes and

why?

No changes are required.



Question 12 — Financial guarantees by the transferor of a non-ffinancial asset or
liability

The Exposure Draft proposes that the transferor of a non-financial asset or liability
should apply I1AS 39 Financial Instruments. Recognition and Measurement to a financial
guarantee that it gives to the transferee in connection with the transfer (paragraphs 4(e)
of the draft IFRS, C5 of Appendix C of the draft IFRS and BC41-BC46 of the Basis for
Conclusions). IAS39 already applies to a financial guarantee given in connection with
the transfer of financial assetsor liabilities.

Is it appropriate that 1AS 39 should apply to a financial guarantee given in connection
with the transfer of non-financial assets or liabilities? If not, what changes should be
made and why?

Y es, we concur with this treatment.
Question 13 — Other comments
Do you have any other comments on the draft IFRS and draft |mplementation Guidance?

() From a South African context the proposed split of insurance and investment
contracts may drive South African Revenue Sarvice (SARS) to ultimatey review
the whole trustee basis of taxation known in South Africa as the 4 fund approach.
Thismay have amaterid impact on the bads of taxation in the future.

(i) In the light of (i) above, it would be appropriate to see the whole picture before the
separation of insurance contracts and financid insruments.

@) In the case of the draft IFRS paragraph 29(c)(iii) it was suggested that this
paragraph would impact nontlife insurers rather than life insurers.  Does it make
sense given the nature of the life insurance busness to go back ten years? Why
only ten?

(iv) The quedtion was raised as to whether or not there was enough emphasis on the
difference which exigs between non-life and life insurers. For example the draft
implementation guidance paragraph 1G39. Would this andyss referred to in (i)
above be required for life insurers and what vaue would it add? With this in mind
it was suggested that there should be grester emphasis in digtinguishing between
nontlife and life insurers and possibly reinsurers as well.

(v) It was suggested that there was inadequate guidance on a group of contracts versus
individual contracts.
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APPENDIX A

EXAMPLE OF AWHOLLY OWNED CAPTIVE INSURANCE ARRANGEMENT

Company A, being a large corporate and mining group, owns 100% of the share capita
of Company B, a registered insurer (called “captive insurer”). Company B was st up for
the sole purpose of underwriting the insurance risks of Company A. Company B does not
underwrite any other insurance business outside that of the mining group.

Company A enters into insurance arangements with Company B. These contracts are
negotiated at market terms and al contain sgnificant risk trandfer. Company B may then
decide to reinsure some of these risks with the market. The insurance contracts between
Company A and Company B do not contain any arrangement which requires A to make
good any underwriting lossesin B by way of future premiums.

Company B prepares its own financid statements and complies with the locd insurance
legidation and regulations.

At the end of each financid year, Company A consolidates the financia results of
Company B.

In terms of the definition of insurance in the draft IFRS, Company B would be an entity
distinct from Company A, the policyholder.

In terms of Appendix B in the draft IFRS, paragraph B18 (b) and (c), the following is not
regarded as insurance business.

(@ contracts that have the legd form of insurance, but pass dl ggnificant insurance
rsk back to the policyholder through mechanisms tha adjust future payments by
the policyholder as a direct result of insured losses, for example some financid
reinsurance contracts or group contracts (such contracts are norrinsurance financia
indrumens);

(b) <Hf-insurance, in other words retaining a risk that could have been covered by
insurance (there is no insurance contract because there is no agreement with another

party).

Would the above ceptive insurance arangements classfy as nonrinsurance financd
insruments or sdf insurance in terms of the above two paragraphs? If so, would this
mean that nether Company A nor Company B can account for these transactions as
insurance business? How would this then affect the reinsurance transactions entered into

by Company B?
Wholly owned captive arangements ae very common in South Africa These

arrangements could be treated and accounted for as insurance business, provided that the
individual contracts contain sufficient risk transfer. We therefore believe that the draft
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IFRS should make reference to these kinds of arrangements and provide implementation
examples.

EXAMPLE OF A CELL CAPTIVE STRUCTURE
Overview

The cdl dructure gives an ability to offer clients an equity participation in a licensed
insurer through a shareholder agreement. The dtructure is a number of separate classes of
shares, where each class comprises a business cell. Each cdl is represented by a separate
dass of ordinary shares with specified dividend rights. Clients subscribe for these shares
and the client as cdl owner is afforded the risk financing and conventiond insurance
capabilities enjoyed by alicensed insurer.

Product features

The shares issued to cel participants provide the cdl owners the ability to underwrite
their own risks or those of connected third parties. Risks taken on by the cell are covered
by “stop loss’ and “ catastrophe’ reinsurance and solvency.

For example, a cdl owner would pay a premium into a cdl and this premium would be
market related. The cdl owner will then dam againg this premium. In addition the cell
owner would have made an “invesment” in terms of contributing/ buying shares in a cdll
where the cel owner is of the opinion that it could do its risk management on its own.
This capitd contribution isaso a risk.

EXAMPLE OF A RENT-A-CAPTIVE (CONTINGENCY) STRUCTURE
Contingency policy

A contingency policy is a normd insurance policy that affords the insured the protection
of insurance and the opportunity to share in the underwriting profits of their programme
based on favourable clams experience and implementation of sound risk management
principles. The benefits are:

A Management tool for risk management and for controlling the company’s risks,
losses and exposures.

Thefacility for sharing in underwriting profits at the discretion of the insurer.

The creation of sef-insurance capacity for difficult or expensve to insure risks.
(Helps provide sufficient reserves to adosorb and facilitate larger retentions of losses in
the future)



At Renewal or cancdlation

A performance bonus is declared, at the discretion of the insurer and is dependent upon a
favourable clams experience. This bonus comprises the underwriting surpluses and the
time vdue of money.



APPENDIX B

PGN 103: THE REPORT BY THE STATUTORY ACTUARY IN THE ANNUAL
FINANCIAL STATEMENTSOF SOUTH AFRICAN LONG-TERM INSURERS

1. BACKGROUND

1.1

1.2.

1.3.

1.4.

1.5.

1.6.

1.7.

Paragraph 12 of Schedule 4 of the Companies Act dtates that, in the case of a
long-term insurer, a report by the Statutory Actuary shdl be included in the
financid datements, in accordance with a guiddine issued by the Actuarid
Society of South Africa.

AC 121 issued by the South African Ingtitute of Chartered Accountants
(SAICA) prescribes the specific disclosures necessary in the amud finencd
datements of South African long-term insurers. Within AC 121 there is
reference to the Report by the Actuary.

PGN 103 provides guiddines to Statutory Actuaries regarding the format and
content of this report to be included in the annud financid datements of the
long-term insurer.

If any embedded vadue informetion is provided in the financid Satements or
annua report, the actuary shall be guided by PGN 107 (embedded vaue
guiddines).

The purpose of the report by the Statutory Actuary is to give readers of the
annud financid datements a far picture of the overdl financid drength of
the insurer, as wel as its profitability. The purpose of this guiddine is to help
ensure condstency and completeness of disclosure in the annud finencd
Satements of long-term insurers.

The incluson of a Sautory Actuay’s Report in the annud financid
datements is mandatory for al South African long-term insurers. Compliance
with this verson of PGN103 is mandatory for Statutory Actuary Reports
incduded in the financid daements of South African long-term insurers for
financial yearsending on or after 31 December 2002.

SAICA has dravn up an audit guide entitted “Auditor's Reationship with
Actuaries in the Long Term Insurance Industry”. This audit guide requires the
auditor and the Statutory Actuary to work closaly together. It can be expected
that the auditor would wish to discuss the Statutory Actuary's report in the
annud fineancid daements with himher in the context of this ASSA
guidance note.

2. GENERAL COMMENT

2.1

The Actuarid Society of South Africa is not able to prescribe the nature of
the disclosure in annud financid datements, but the Statutory Actuary is
nevertheless encouraged to seek to influence the content of the annud
financia statementsto be consistent with PGN 103 and PGN 104.



2.2. 1t should be noted that the board of directors is responsible for the annua
financid daements. The information contained within a Statutory Actuary's
report and the manner in which it is presented is, however, the responsbility
of the Statutory Actuary. If pat of the information that would have been
included in the Statutory Actuary’s report is insdead provided esewhere in the
financid satements (see dtart of section 4 below), then the Satutory Actuary
must be stisfied with the manner in which this information is presented
elsawhere in the financid satements.

2.3. It is emphassed that every Statutory Actuary bears a persond professiona
responghbility for the reports he/she sgns. He/lshe mugt take dl relevant facts
into account and condgder them in the light of the unique and specific
circumstances gpplying to the insurer a the time he/she compiles the report.
This guidance note cannot cover dl posshilities and should therefore be
interpreted and followed in the spirit of the guidance given where a particular
circumstance is not covered specificaly.

2.4. This guidance note does not require the disclosure of items that are not
materid. Materidity guiddines must be the same as for other items in the
financid daements, as decided by management and approved by the
auditors.

3. CONCERNSAROUND ANNUAL FINANCIAL STATEMENTS

3.1. In the event that the Statutory Actuary materidly disagrees with the content
of the annud financid statements, or has experienced pressure from the board
or management to change the vauation basis, or the manner in which the
financid results are presented, and is uncertain as to higher correct course of
conduct, he/she should contact the ASSA through its Presdent, Presdent-
Elect or Honorary Secretary.

3.2. If, in the Statutory Actuary’s opinion, the financid results presented in the
annuad financid datements are maeridly inconsgtent with PGN 103 or PGN
104, the Statutory Actuary is required to report this inconsstency to the
Regidrar of Long-term Insurance within seven days of the publication of the
annud financid Satements.

4. REQUIRED DISCLOSURE

The Satutory Actuary’s Report shdl contain the following minimum information,
unless it is satidactorily provided esewhere in the annud financid datements in
compliance with these requirements:

Statement of Assets, Liabilities, Excess Assets and Capital Requirements

4.1. A datement reflecting the values of assets and ligbilities as determined by the
Statutory Actuary on the financid soundness basis, the excess of the vadue of
assets over the vaue of liabilities (excess assats), the totd amount of the
capitd adequacy requirements and the ratio of excess assets to cepita
adequacy requirements. The vaues of assets and ligbilities and the amount of



4.2.

the cepitd adequacy requirements shdl be determined in accordance with
PGN 104. The dtatement shdl reflect the vaues as a the current reporting
date and as at the previous reporting date.

The Statutory Actuary's vauation of ligbiliies should indude dl ligbilities
incurred but not included under current ligbilities or provisons in the baance
sheset.

Certification of Financial Position

4.3.

4.4,

A cetificate Sgned by the Statutory Actuary that the vauaion has been
conducted and that the Statutory Actuary’s Report has been produced, in
accordance with gpplicable ASSA Professond Guidance Notes (including
PGN103 and PGN104), that the Statutory Actuary’s Report, read together
with the annua financid dSaements, farly presents the financid pogtion of
the long-term insurer, and that the long-term insurer is financidly sound and
islikely to remain financidly sound in the foreseegble future,

If the financid pogtion is such that the excess assts are less than the capita
adequacy requirements, or that the Statutory Actuary is unable for any other
reason to certify that the long-term insurer is financidly sound or is likdy to
continue to reman financidly sound, then the certificate shal be amended
accordingly, and explanatory commentary shal be provided setting out the
reasons for the insurer’s financia condition and the steps required to restore
or ensure financid soundness.

Analysis of Change in Excess Assets

4.5.

An andyss of the change in the excess of the vaue of assats over the vaue
of licbilities over the reporting period, olit into a leest the following
components.

Any capitd raised.
Any dividends paid.

Investment returns (including redised and unredised capitd gppreciation
or depreciation) generated by the excess of assets over ligbilities. Where
funds are ‘borrowed” from shareholder funds to finance the business (such
as for unamortised acquistion expenses), this reduces the shareholder
funds that are invested externdly, and a notiona interest payable on this
‘loan’ should be charged againgt operating profit and included here. A
lit of the investment return between invesment income and capita
gopreciation (where cepitd appreciation includes redised and unredised
gans or losses) should be provided.

Operating profit, excluding the effect of changes in vaduation methods or
assumptions.

The financid effect of changes in the vauation methods or assumptions.
This is the capitdised vadue of the corresponding profit or loss that would
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have aisen in future years if the method or assumption change had not
been made.

Shareholder tax. The above items may alternatively be shown net of tax, if
preferred.

Reconciliation to Reported Earnings

4.6. Where reported eanings provided dsewhere in the annud financid
satements differ from the change in the excess assats, after excluding the
effect of any capitd raised or any dividends paid, a reconciliation between
these two items shd| be provided.

Changesin Valuation Methods or Assumptions of Assetsor Liabilities

4.7. A brief description of any materia changes in methods or assumptions since
the previous reporting period shdl be provided. Disclosure of the financid
effect thereof is provided for in 4.5 above.

Liability Valuation Methods and Assumptions

4.8. A dexription of the vaduation methods and assumptions according to which
various broad categories of liabilities were vaued shdl be given. For items
such as mortdity and expenses, the report shdl state how each of the man
assumptions compare with recent actual experience. The nature of and dates
of the most recent experience investigaions for the main classes of busness
should be provided. Should there be expected future deviations, eg. the effect
of AIDS on mortdity, the way in which this is taken into account shdl be
dated. The assumptions for items like investment return, bonuses assumed for
discounted cash flow vauations, expense inflation, discount rates and growth
of dividendsrents as well as the rdationship between the different items shal
be disclosed.

4.9. The way in which policyholders reasonable benefit expectations were
provided for shdl aso be shown. For example, the level of future bonus rates
(e.0. supportable or last declared) provided for. Supportable bonuses are those
that could be declared if investment returns assumed in the vauation were
earned, before taking account of any bonus dabilisation reserves. Where a
bonus rate for any of the ensuing three annua bonus declarations is assumed
that is lower than the lesser of the supportable bonus rate and last declared
bonus rate, or where a bonus rate beyond three years is assumed that is lower
than the supportable bonus rate, this shdl be disclosed with detals of the
reductions in bonus rates assumed.

4.10. A description shdl be provided of the way in which any bonus stabilisation
reserves are determined and have been dlowed for. For a prospective
vauation, where it is assumed tha future bonuses differ from supportable
bonuses (as defined above in 4.9), there is an implicit bonus dabilisation
reserve that must be quantified for the purposes of 4.11 beow. This implicit
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4.11.

4.12.

4.13.

4.14.

bonus dabilisation reserve is defined as the difference between the reserve
based on supportable bonuses and the reserve based on assumed bonuses.
When cdculaing bonus dabilisation reserves, gppropriate alowance shdl be
made for bonuses accrued up to the vauaion date (at declared, interim or
expected bonus rates, depending on the timing of the vauation and the timing
of the bonus declarations).

Where the bonus dabilisation reserve for any class of business is more
negdive than —7.5% of corresponding lidbilities a the vauation date, this
fact shall be disclosed. It is recommended that an explanation of what caused
this to occur be provided. If the bonus dtabilisation reserve is more negative
than —7.5% of corresponding liabilities a the vaudion dae, the Statutory
Actuary shdl dso date why he/she bdieves that this can be recovered
through under-declaration of bonuses during the ensuing three years.

Any reduction, whether by cancdlation or temporay suspension, of
previoudy declared nonvested bonuses shdl be described, and the financid
effect thereof shdl be quantified and disclosed. The extent to which the
financid effect of such reduction of previoudy declared nonvested bonuses
differs from the underlying asset vdue movement shdl be quantified and the
accounting treatment thereof described, with specific reference to its effect on
bonus dabilisation reserves and disclosed earnings.  Similar disclosures shall
be made in the event of the reversd of any such reduction in non-vested
bonuses.

The nature of and reason for any materid second-tier margins shdl be
described. If no embedded vaue information is provided in the company’s or
group’s annud report, then the present vaue of the second-tier margins shdl
be disclosed.

The description of the liability vauation methods and assumptions may be
succinct and may cover broad principles for mgor classes of business only,
provided these classes account for at least 75% of totd ligbilities.

Asset Valuation Methods and Assumptions

4.15.

4.16.

4.17.

A brief description of the methods and assumptions used for vauing the
asHs, including a description of the way in which assat values are smoothed,
if gpplicable.

There may be intangible assets included in the baance sheet that are not
avalable to meat current and future ligbilities. They could include goodwill,
unamortised acquisition expenses and/or unamortised development expenses.
The Statutory Actuary should state whether he found it appropriate to exclude
any of them from the assets shown in the statement of vaue of assats and
lighilities, or to reduce the vaue a which they are shown.

Any difference between the far vadue and actuarid vaue of assets shdl be
split gppropriately between the portion reating to excess assets and the
portion backing policyholder ligbilities.
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4.18. The description of the asset vauation methods and assumptions may be
succinct and may cover broad principles for mgor classes of assets only.

Capital Adequacy Requirements

4.19. A brigf summary of the main assumptions adopted for caculaing the capitad
adequacy requirements shal be provided. These assumptions include the
materid  off-setting  management  actions assumed (including those actions
that may dready have been assumed in cdculaing the liadilities), the
crcumgtances in which these actions would be taken, and the manner in
which the capitd itsdf is invesed. The financid effect on the capitd
adequacy requirements of dl the assumed management actions shdl be
provided, and the management actions described shal account for at least
90% of thisfinancid effect.

4.20. For assumed off-setting management actions, the Satutory Actuary shdl
certify that these actions have been approved by specific resolution by the
board of directors, and that he/she expects that these actions would be taken if
the corresponding risks were to materidise.

4.21. A datement shdl be made as to whether the ordinary capita adequacy
requirements (OCAR) or terminaion capital adequacy requirement (TCAR)
applied.

Other

4.22. If the Statutory Actuary is unable to reconcile mgor differences between the
vauation data and the accounting data, or mgor differences in the build-up of
the vauation data, the problem shal be discussed with the company and with
the auditor. If the differences cannot be reconciled and are materid, it will be
necessary to disclose this fact and to give an opinion of the extent and effect
of the discrepancy, and to State wha alowance has been made in the
vauation for the discrepancy.

4.23. Any other descriptions or explanations consdered necessry to enable a
reader to gain a meaningful appreciation of the figures presented.

5. NOTES

5.1. The requirements detailed above, and any other information included in the
report, shdl be presented in a way that minimises the posshility of
misnterpretation. The format detalled in the annexure hereto is suggested in
this context, but variations thereof may be appropriate in individud
cdrcumgtances. The datement reflecting the actuaria values of assets and
ligbilities may, for example, be incorporated into the balance shet.

5.2. The annexure includes recommendations regarding the content and format of
the report.



ANNEXURE

SUGGESTED CONTENT AND FORMAT FOR THE
STATUTORY ACTUARY’'S REPORT

Statement Of Assets, Liabilities, Excess Assets And Capital Requirements

R'm 31.12.2002 31.12.2001

Tota value of assets as per balance shegt 115 600 103 750

Reconciliation of and explanation for any difference
between balance sheet value and PGN 104 value

Value of assetsas per PGN 104 115 600 103 750
Actuarid vaue of palicy lighilities 100 000 90 000
Current and other liabilities as per baance sheet 3000 2700
Total value of liabilities 103 000 92 700
Excess Assets 12 600 11 050
Capital Adeguacy Requirements 6 000 5400

Ratio of Excess Assetsto Capital Adequacy

. 21x 2.0x
Requirements

Certification of Financial Position

| hereby certify that:

the valuation of the ABC Life Assurance company as a 31 December 2002, the
results of which are summarised above, has been conducted in accordance with, and
this Statutory Actuary’s Report has been produced in accordance with, applicable
Actuarid Society of South Africa Professiond Guidance Notes,

my Statutory Actuary’s report, read together with the annua financid dSatements,
farly presents the financid pogtion of the company; and

the company was financidly sound as a the vaudion dae, and in my opinion is
likely to remain financidly sound for the foreseeable future.

Sgned

Name
Statutory Actuary
Date
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Analysis of Changein Excess Assets

The excess of the value of assats over the vaue of lighilities has changed as follows over
the reporting period:

Yearto Yearto
31.12.2002 31.12.2001
Excess Assets as a end of reporting period 12 600 11 050
Excess Assets as at beginning of reporting period 11 050 10 000
Changein Excess Assets over the reporting period 1550 1050
This change in the excess assets is due to the following factors:
Investment return generated by excess assets over liabilities:
Investment income 600 550
Capitd appreciation 900 _ 450
Totd invesment return 1500 1000
Operating profit 1400 1250
Changesin vauation methods or assumptions 100 - 150
Tax - 450 - 350
Total earnings 2 550 1750
Capitd raised - -
Dividends paid -1000 - 700
Total changein excess assets 1550 1050
Reconciliation to Reported Earnings

Totd earnings as per the above table 2550 1750
Reported earnings in annud financid statements 2600 1750
Difference - 50 -

The reasons for this difference are asfollows ...
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Changesin Valuation Methods or Assumptions

The vaue of liabilities as a 31.12.2002 decreased by R 100 million as a result of changes
to vauation assumptions.

Themain assumption changes causing this decrease were asfollows .....
Valuation Methods and Assumptions

The vaudion was peformed usng the Financid Soundness Vauation method and was
conducted in accordance with PGN 104. Assets and policy liabilities have been vdued on
methods and assumptions that are consstent with each other.

The result of the vauation methods and assumptions isthat profits are released
appropriately over the term of each policy, to avoid the premature recognition of profits
that may giveriseto lossesin later years.

Liability Valuation Methods and Assumptions

In the calculation of liabilities, provison has been made for:
the best-estimate of the future experience, plus
the margins prescribed by PGN 104, plus
second-tier margins as follows to release profits consstent with policy design:

> reduce the vauation rate for liabilities by 0,25 percentage points to release profits
congstent with the amount of assets managed from year to year.

> increase the mortality and morbidity assumptions by 10% to rel ease expected risk
profits congstent with the amount of cover provided from year to year.

» An dlowance for the shareholders 10% participation of the expected reversonary
and termina bonus payable each year in respect of conventiond with profit
business.

» An dlowance for the shareholders 10% participation of the bonus expected to be
declared each year in respect of smoothed bonus business.

The following are the main assumptions used to caculated the vaue of the liabilities:

The assumptions (before adding margins) with regard to future surrender, lapse,
disability payment termingtion, mortdity, medicad cdams and morbidity raies were
consgent with the company’s recent experience and provision has been made for the
expected increase in the occurrence of AIDS-rdaed clams The most recent man
experience invesigationswere ...

Provison for expenses (before adding margins) darts & a level consgent with the
company’s current experience and dlows for a 8% escdation per annum theresfter
(previous year: 10%).



Where rdevant, lidbilities incdude provisons to mest mauwity, mortdity and
disability guarantees and for losses in respect of potentia lgpses and surrenders.

The discount rates quoted below are before the alowance for first and second tier
margins and tax.

For non-profit annuities, ligbilities have been cadculated by discounting expected
future annuity ingaments and expenses a interest rates based on the bond yidd
curve a the valuation date.

A discount rate of 12% (revious year: 14%) has been used to vaue other non-profit
business.

Profit-sharing life and term annuity ingaments and future expenses in respect of
these instdments have been discounted a 12% per anum (previous year: 14%).
Future growth is provided for at the latest declared growth rate.

For reversonary bonus policies, a gross premium vauation was done. Future bonuses
were provided for at the latest declared reversonary bonus rates and a find bonus
rates supported by the assumed investment return of 12% p.a. A discount rate of 12%
per anum (previous year: 14%) was used. Bonus stabilisation reserves were held to
equate the liabilities to the market/fair value of the corresponding assets.

For individud unbundied policies of which the bonuses are sabilised/smoothed, a
gross premium vauation was done. Future bonuses were provided for a bonus rates
that would be declared should an investment return of 12% per annum be earned. A
discount rate of 12% per annum (previous year: 14%) was used to place a present
vaue on assumed future cash flows. A negaive Rand reserve has been adlowed for,
equa to the present value of future charges not required for risk benefits and renewd
expenses. Bonus dabilisation reserves were held to equate the liabilities to the market
value of the corresponding assets.

For market-related unbundled business (eg. those where a portion of the premium is
dlocated to an accumulation account) the ligbility was taken as the market vadue of
the units notiondly credited to the policies, less the present vaue of future charges
not required for risk benefits and renewa expenses. For the purpose of cdculating the
Rand resarves, the same discount rates as applied to individud investment series
policies above, were used.

In the case of group policies for which the bonuses are dabilised, the ligbilities are
equa to the baances of the investment accounts plus corresponding bonus
dabilisation reserves. Group linked business was vdued a the market vaue of the
underlying assets.

Policyholders reasonable benefit expectations have been dlowed for asfollows ...
Bonus gtabilisation reserves have been determined asfollows ...

No bonus dabilisation reserve for any cass of busness was more negdive than —
7.5% of corresponding liabilities at the vauation date. Where the bonus stabilisation
reserve for any class of business is more negative than —7.5% of corresponding
liabilities at the valuation date, this fact must be disclosed. It is recommended that an



explanation of what caused this to occur be provided. If the bonus stabilisation
reserve is more negative than —7.5% of corresponding liabilities at the valuation
date, the Satutory Actuary must also state why he/she believes that this can be
recovered through under-declaration of bonuses during the ensuing three years.

Asset Valuation Methods and Assumptions

All assts (including the excess of assats over liabilities) have been vdued a market
vauefar vdue This paragraph should refer to the "normal” accounting notes, where
mor e information would be provided about what is meant by market value/fair value: for
example, how properties and unlisted subsidiaries were valued.

Capital Adequacy Requirements

The capital adequacy requirements have been cdculated in accordance with PGN 104.
The following man assumptions have been used to cdculate the investment redlience
capital adequacy requirement:

That a decline of 30% in equity asset values, 15% in property vaues, and 16% in
fixed interest asset values (as a result of a 3% increase in fixed-interest yieds) will
occur, in accordance with PGN 104.

That 50% of accumulated non-vested bonuses would be removed should asset values
decline to this extent and not subsequently recover within a few months. This
assumption reduced the capital adequacy requirements by R5bn.

| certify that the off-setting management actions assumed above have been gpproved by
specific resolution by the board of directors, and that | am satisfied that these actions
would be taken if the corresponding risks were to materidise.

For the purpose of grossng up the intermediate ordinary capitd adequacy requirements
(IOCAR) to determine the ordinary capital adequacy requirements (OCAR), it has been
assumed that assets backing the capitd adequacy requirements are invested 80% in
equities and 20% in fixed interest assats.

The OCAR exceeded the termination capital adequacy requirement (TCAR), and thus the
capital adequacy requirements have been based on the OCAR.

Other

Comment on any materid unreconciled differences between the vauation data and the
accounting data, or in the build-up of the vauaion data, on the extent and effect of any
such discrepancies, and on what dlowance has been made in the vauation for any such
discrepancies.

Provide any other descriptions or explanations considered necessary to enable a reader
to gain a meaningful appreciation of the figures presented.



APPENDIX C

PGN 104: LIFE OFFICES—-FINANCIAL SOUNDNESSVALUATION

1. INTRODUCTION

1.1 The objective of this guidance note is to asss fdlow members of the ASSA in
discharging their professond responshbility in relation to the vauation of a
long-term insurer’s assets, liabilities and capitd adequacy requirements on the
financia soundness method.

1.2 Compliance with PGN104 is mandatory for financid soundness vauations of
long-term insurers registered in South Africa

1.3 A financid soundness vaduation is intended to give a prudently redigtic picture
of the overdl financd pogtion of the long-term insurer, dlowing explicitly
for actud premiums that will be received and future experience that may be
expected in respect of interest rates, expenses, mortdity, morbidity and other
relevant factors.

1.4 A minimum level of financid resilienceisintroduced by way of

best edimate assumptions of al parameters increased by prescribed as
well as second-tier margins for profit-reporting purposes, and in addition,

compliance with capitd adequacy requirements for financid soundness
puUrposes.

Profits should be recognised prudently over the term d each contract to avoid
the premature recognition of profits that may give rise to loses in future

years.

2. GENERAL GUIDELINES
2.1 Theliabilities must be caculated on
redigic (i.e. best-edtimate) assumptions of the future experience (as
further described in the balance of par. 2)
plus prescribed margins added to the best-estimate parameters (par. 2.15)

plus second-tier margins where the dautory actuary beieves it
appropriate (par. 2.16).

2.2 The redigtic assumptions should be guided by immediate past experience, and be
modified by any knowledge of or expectations regarding the future. Redligdtic
assumptions should depend on the nature of the business.

2.3 Asstsand lighilities must be vaued on bases that are mutually consistent.



2.4 Where future amounts are discounted, the gross interest rate used must be
redigic in terms of actud pest yidds modified by any knowledge or specific
expectations with regard to the future.

2.5 Allowance must be made for tax, using the datutory actuary's expectation of the
effect of the tax basis on the particular long-term insurer in the future.

2.6 The premiumsto be valued must be those payable in terms of the contract.

2.7  The liaddilities should include provison for expected dlocations of profit to
shareholders, in paticular where there is a specified reationship between
profits attributable to shareholders and the bonus rates declared for
policyholders. If such expected dlocations to shareholders could act as a
buffer in adverse circumstances, it is not necessary to reserve for both the
rdevant prescribed margins and such expected shareholders entitlements. It
would be adequate to reserve for the higher of the two. The reserving bass
used should, however, be disclosed.

2.8 Allowance mugt be made for expenses a a redidic level, making dlowance for
ecaation of future expenses & an inflation rate that is congstent with the rate
of interest that isto be used.

2.9 Mortdity and morbidity must be dlowed for a a leve that is consggtent with past
experience modified by expected future trends.  This must include the best-
estimate of the effect of Aids.

2.10The benefits to be vaued mugt take into account the reasonable expectations of
policyholders.

2.11Stautory actuaries, in setting their assumptions, must teke cognisance of the
sengtivity of vauation results to changes in the various parameters, and may
need to undertake valuaions on more than one bass. If this is done, there is
no requirement to report on the result of more than one vauation.

2.12Allowance must be made for the effect of lapses and surrenders a a leve that is
condgent with past experience modified by expected future trends.
(Approximate methods are alowed.)

2.13Where a policy of smoothing bonuses has been followed, the liahilities should be
increased by any bonus gabilisation reserve that exigs - i.e. any undistributed
aurplus that is conddered to be earmaked for future digtribution to
policyholders. If the smoothing process has resulted in a negative bonus
dabilisation reserve because of a downward fluctuation in the market vaue of
matching assets, it is acceptable to reduce the liabilities to reflect the amount
that will be recovered through under-didribution of bonuses during the
ensuing three years, provided that the actuary is satisfied that if market vaues
of assets do not recover, future bonuses will be reduced to the extent
necessary. A negative bonus sabilisation reserve impacts on capital adequacy
requirements as set out in paragraph 6. Where reference is made to liabilities
in paragraph 6, these liabilities are after taking into account the effect of any
bonus stabilisation reserves, unless otherwise stated.
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2.14Expected profits should not be recognised in respect of future options expected to
be taken up (eg. automatic premium increases), but expected losses in respect
of such options should be recognised. Business must be grouped into broad
categories with smilar expected take-up rates of the options. Only the net loss
in any category (if any) needs to be recognised.

2.15The intention of the prescribed margns (to be added to the best-estimate
assumptions) is to introduce a degree of prudence to dlow for posshble
adverse deviations in the rendering of services and the exposure to risks
during the expected future "lifetime’ of the busness These prescribed
margins will a the same time serve to defer profits to avoid the premature
recognition of profitsthat may give rise to losses in future years.

The prescribed margins are as follows.

Risk or sarvice Prescribed margin as % of the
base assumption

Mortdity 7,5% (increase for assurance,
decrease for annuities)

Morbidity 10%

Medica 15%

Lapses 25% (i.e. if the best-egdtimate
assumption is x%, the margin
is 0,25x%)

Disability Income 10% of clams reserves
Benefitsin payment

terminations

Surrenders 10% (increase or decreasein
surrender rate depending on
which dternative givesrise to
anincreesein liabilities)

Expenses 10%

Expenseinflation 10% (of estimated esclation
rate)

Charge againgt A reduction of 0,25 percentage

investment return points per annum in the
management fee or an
equivaent asset-based or
investment performance-based
margin



2.16In

Examples of the "charge againgt investment return” margin are asfollows:

Linked business (rand reserve) - assume an investment fee of 1,25% if the
red invesment feeis 1,5% (say).

Reversonary bonus business - vaue the lidbilities a 0,25% less than the
vauation rate of the assets (adjusted for the effect of taxation and asset
management _charges), without adjusting the expected future borus rate
accordingly.

Non-profit busness induding immediate annuities vaue the lidbilities a a
rate of 0,25% less than the rate used for vauing the assets.

The prescribed margins must goply throughout the life-time of the policies,
i.e. no future management actions may be assumed to reduce the margins.

Where business is expected to be profitable based on best-edtimate
assumptions, but not after dlowing for the prescribed margins, the margins
may be reduced to the extent necessary not to show a loss on new business.
The fact that the prescribed margins were not fully alowed for and the
monetary effect thereof as gpplied to al in-force busness must then be
disclosed in the financid datements. Furthermore the cepitd adequacy
requirement before management action must be increased by the capitalised
vaue of the shortfdl, as gpplied to dl in-force business.

To the extent that business is not expected to be profitable based on best-
estimate assumptions, aloss will have to be reported.

addition to the margins in par. 2.15, second-tier margins should be included
where the datutory actuary beieves that the prescribed margins ae
insufficient in a particular case for the prudent release of profits. Second-tier
margins may adso be added to defer the rdease of profits consstent with
policy design or company practice. These second-tier margins must be defined
and the reason for their exigence as wdl as their broad financid effect on
earnings must be disclosed in the accompanying actuarid report.

217Any profits remaning after dlowance for the liablities (incduding dl the

margins) as referred to in par. 2.1 will then be recognised.

As a large portion of the work in respect of a policy is frequently done at issue
and to the extent that a portion of the future profit flowing therefrom may be
recognised with a high confidence levd, it is not necessry to diminate dl
initid profits as a matter of principle. The emergence of such capitdised
future profitsis controlled by the level of second-tier margins used.

2.18Where materidity guidelines are gpplied to the ligbility sde of the baance shest,

they should be the same as those decided on by management and approved by
the auditors for use on the asset 9de and should preferably be dtated as a
percentage of earnings. Materidity guiddines refer to acceptable margins for
erors and approximate vauaion methods and not the effect of different
va uation assumptions.
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3. REASONABLE EXPECTATIONSOF POLICYHOLDERS
3.1 The reasonable expectations of policyholders cannot be defined in watertight

3.2 In

teems. They will depend upon the type of product, the long-term insurer's
practice, the manner in which benefits are quoted and presented to
policyholders and expectations created by marketing materid.

An overiding principle is that the expectations that need to be taken into
account are those tha in the datutory actuary’s opinion may influence the
long-term insurer when deciding on future didributions of surplus. In effect,
the statutory actuary is required to set up reserves for what he consders the
long-term insurer will probably do or might have to do in future if the
investment yidd assumptions used in the vaudtion are redised, in the light of
any expectations that he consders have been created.

In any case where the maintenance of last-declared bonus rates (other than in
the case of market-rdated policies) is not assumed for dl future years this
must be disclosed with details of the reductions in bonus rates assumed.

order to encourage consstent interpretation of policyholder expectations, the
following guiddines are provided:

a) Policyholders expect dl contractud benefits to be pad and obligations to
be met.

b) Holders of market-related policies expect to participate in the unsmoothed
investment peformance of the underlying asset portfolio. For this purpose
market-related policies are defined as those where the end benefits are
held out as being linked to the value of an asst portfolio, either explicitly
or implicitly.

¢) Holders of smoothed bonus policies expect to participate in the smoothed
invesment performance of the underlying asset portfolio as described in
marketing literature.

d) In the asence of anything to the contrary, holders of with-profit policies
(as described in marketing literature) expect to receive a share of the
investment performance and other profits that are generated by the assurer
over time and aso to share in losses.

e) Other factors sometimes creste additiona policyholder expectations.
These may indude the manner in which the long-term insurer’s products,
bonus policy and benefit illudtrations are presented to the insuring public.
On the other hand, the long-term insurer may have made specific and clear
announcements or taken action to change previoudly created expectations.

The datutory actuary will need to consder what expectations have been
created and whether the long-term insurerhas taken clear action to change any
previoudy held expectations to determine which expectations need to be taken
into account in the vauation.

The following are some of the specific ways in which expectations are
frequently created:



() Where there is a higory of maintaining bonus rates or srong smoothing of
bonus rates over a sustained period, policyholders probably expect that the
same approach will goply in the future, given a continuation of current
circumstances.

(i) The illugration of future vaues assuming the maintenance of bonus raes
Creates an expectation that those rates will be maintained, given a
continuation of current circumstances.

f) The current LOA Bendfit Illugraion Agreement dlows for benefits in
respect of policies other than reversonary bonus products, to be projected
at two standard rates and for standard expenses to be used.

The principle underlying the Agreement is that policyholders are given
two dternative figures which are merdy illudrations of benefits that may
possbly accrue, and do not represent any edtimate of actual benefits.
These illugrative vaues do not in themsdves create a benefit expectation.
However, other actions in paticular how benefit illudrations ae
presented, may well creste expectations, as indicated above.

g In cae of reversonary bonus policies, it is not reasonable to discount
future benefits a high interex rates without dlowing for the
corresponding bonuses one would expect to declare under such conditions
(see 3.2(d) above).

If the statutory actuary considers that policyholder expectations have been
created in respect of projected vaues or bonus rate maintenance, to the
extent that the long-term insurer would need to take cognisance thereof in
future surplus digtributions, the full maintenance of the implied bonus rate
must be assumed. If the datutory actuary consders tha no such
expectaions have been created, the full mantenance of the level of bonus
rates that the long-term insurer expects to be declared, or that may
reasonably be expected under conditions compatible with the interest rate
assumptions being made, must be assumed.

h) The full vadue of nonvested bonuses that have dready accumulated or
would be paid out on desth, must dways be valued. In addition, depending
upon circumstances, future additions to such bonuses may need to be
assumed (for example, where the amount of bonus depends on a scale that
is related to duration).

4. VALUATION OF UNBUNDLED CONTRACTS

4.1 Unbundled contracts include any business where a desgnated portion of the
premium is dlocated or deemed to be dlocated to an accumulation fund. This
may include the following caegories of busness : market-related, smoothed
bonus, universd life and deposit administration.

4.2 For this business, the tota reserve would condst of two parts, i.e a "fund
reserve’ and a''rand reserve’.
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4.3 Subject to the provisons of paragreph 2.13, the ligbility arisng from the fund
reserve nust be taken to be not less than the vaue of the accumulation fund,
including, where applicable, any non-vested bonuses.

Subject to the provisons of paragraph 2.1., the vaue of the fund may be
reduced by the discounted vaue of cashflows of management fees or other
charges on the fund to the extent that they are not absorbed by prescribed (or
second-tier) margins.

4.4 The rand ressrve must in principle be derived from a discounted cash flow
caculation thet allows for

expected future mortaity and morbidity experience, including margins,

expected future commissons, expenses and expense inflation, including
margins, less

expected future expense deductions, risk benefit premiums to be charged,
and management fees recovered to the extent not included in 4.3 above
and to the extent that they are not absorbed by prescribed (or second-tier)
margins.

In addition it may be necessary to set up rand reserves for

any guarantees that have been given under the contract; and the reasonable
expectations of policyholders.

45 The complexity and detal of the cadculations will depend on the levd of
guarantees provided. For example, for a linked contract that guarantees the
levd of future dlocation amounts, it may be necessty to cdculate rand
reserves policy by policy and year by year in order to ensure that future cash
flows are covered without recourse to additional finance. For business with
less onerous guarantees, dternative gpproaches may be appropriate, subject to
testing that demongtrates the adequacy of the liahilities.

4.6 To promote a prudent release of earnings an agppropriate mismatching reserve
(cdculaed like the redlience resarve in par. 6h(i)) will be required in
aggregate for a category of busness where the deemed accumulation fund is
not matched by appropriate investment assets.

. VALUATION OF ASSETS

5.1 .In the case of assets backing market-related business, the assets should be valued
on abass congstent with that used for the cdculation of liabilities.

5.2 In the case of dl other budness, it is possble to use ether a fairvaue approach or
adiscounted cash flow (DCF) approach.

5.3 If far vaue is used as the bads for vauing the assats mentioned in 5.2, it would
be necessary to determine the rate of discounting implicit in such far vaues,
and to vdue liadlities on a consgent interet bass. In such cases,
congderation should be given to setting aside an investment reserve.
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54 If a DCF approach is used, the underlying asset vadue basis should be the
discounting of expected cash flows a an interest rate consistent with that used
in the vaduation of ligbilities. Where rdevant, gppropriate adjusments must be
made to reflect any increased leve of risk with regard to expected cash flows.

When vauing property and equity investments, any growth that is assumed in
respect of future income must be compatible with assumptions in respect of
the vauation interest rate and of the level of expense inflation, but may need
to be adjused for specific invesments if the datutory actuary believes the
prospects for those invesments differ ggnificantly from the normd
assumptions.

The vadue placed on equity and property investments in total should generaly
not exceed the far vaue, on a willing buyer/willing sdler bass. However
departures from this principle might be acceptable in dtuatiions where the
excess of vauation over far valueis held to cover non-vested liahilities.

6. CAPITAL ADEQUACY REQUIREMENTS

The use of bedt-edimate vauation assumptions adjusted by the prescribed margins
and second-tier margins ensures that the long-term insurer should be able to weather
some devidions from best-estimate assumptions.  Additional amounts are however
needed to ensure that the long-term insurer has aufficent capitd to meet fairly
subgtantid  deviations in the main parameters affecting long-term insurers  business.
These will be referred to as capitd adequacy requirements and follow a risk-based
cgpitd gpproach in determining the minimum amount of capitd required by a long-
term insurer. The capitd adequacy requirements equa the larger of the "termination
capital  adequacy requirements’ (TCAR) and the "ordinary cepitd adequacy
requirements’ (OCAR), as defined below.

6.1 " Termination Capital Adequacy Requirements' (TCAR)

TCAR = Lapse capitd adequacy requirement + surrender capitd adequecy
requirement, as set out below:

a)Lapse capital adequacy requirement (for policies with no surrender
values)

The lapse capital adequacy requirement equas the amount required to
ensure that no policy has a negative liability, where liability refers to the
financid soundness liability before teking any other capitd adequacy
requirements into account.

b) Surrender capital adequacy requirement

The surrender capital adequacy requirement equals the amount required to
ensure that no policy's lidbility is less than its current surrender vdue. For
policies which cannot be surrendered or transferred from the long-term
insurer, eg. cetan retirement annuities of people younger than 55, the
amount is 0.



6.2 Ordinary capital adequacy requirements(OCAR)
IOCAR= J(a2+b2+ci2+cii2+ciii2+ d2+e2+ f2+ g2+ h2+i?) +

where a refers to the capital adequacy requirement set out in item 6.2(a), b to
the one in item 6.2(b), etc.

The sum of dl groups must be taken in respect of an item before squaring.  If
in respect of lapses (item &), there are 2 subgroups namely x and v, then & =
(ax+ay)2, where g, and a are the lapse c.ar. for groups x and y respectively.

The capitd adequacy requirement should generdly be higher where groups
ae used ingead of bundling dl policies, snce expected profits in one group
may not be used to reduce expected losses in another group (i.e. the capita
adequacy requirement for a group i.r.o. an eement eg. g must be grester to

or equal t0 0.)

IOCAR is the intermediate ordinary capital adequacy requirement before
taking into account the effect of the assumed fals in far vaue (according to
the reslience scenario) of the assets covering it.

OCAR ?fhe ordinary capitd adequacy requirement is then caculated by
grossing up IOCAR for the effect of the assumed fal in far vdue of the assets
backing it, as described in paragraph 6.2h(i). For example should ony equities
be used to back the OCAR and the assumed fall for equities be 30% then

IOCAR

OCAR =

Should OCAR be backed by cash then OCAR = 10CAR

Should a balanced portfolio be available to back OCAR then OCAR will be
built up starting with the less volatile assats.

Example

Cash, fixed interest and equities are available as free assets. For purpose of
this example assume fdls in fair vaues of 0%, 10% and 30% respectively and
the IOCAR is more than the sum of the vaue of the cash and 90% of the fixed
interest assets.

Then OCAR =

Cash amount (c) + Vaue of fixed interest assets (fi) + Vaue of equities(e)
Where e is derived from the following formula

IOCAR =c+ 0,9fi +0,7e

It is not necessary to take into account the fall in the fair value of the free
assets which are not needed to cover OCAR

ad)Lapserisk (for policieswith no surrender values)



b)

The lapse risk capitd adequacy requirement equals 40% of the amount
required to ensure that no policy has a negative ligbility before taking
into account the effect of any negetive bonus sabilisation reserve.

Additions to the above amount must be considered where

the officgs lgpse experience fluctuates sgnificantly from year to
year or the trend in lapses has been worsening over time;
the typicd leve of lgpses is in excess of 20% of policies that could
lgpse per annum.

Surrender risk

The surrender risk capitd adequacy requirement equas 20% of the
amount required to ensure that no policy's liability before taking into
account the effect of any negative bonus stabilisation reserve is less than
its current surrender value. For policies which cannot be surrendered or
transferred from the assurer, eg. certain retirement annuities of people
younger than 55, the amount is 0.

Additions to the above amount must be considered where

surrender  values are guaranteed (say 40% instead of 20% if
guarantees gpply at dl durations);

the office has crested expectations of <abilised future surrender
vaues a the point of sde or in regular correspondence with
policyholders;

the typicd level of surrenders is in excess of 10% of in- force
policies per annum.

c)Mortality, morbidity and medical fluctuation capital adequacy

0]

(i)

(ii)

requirements
The requirements are asfollows:
, 45p
Mortali —;
YR
. 65p
Morbidi —;
Y T
, 135p
Medica —_—;
Jn
where

n= number of lives assured in the category (net of lives fully
reinsured) and

p=  Annud risk premium on the vauation bass or expected dran
(net of reinsurance).



d)

Notes:

The above formulae are based on typicd spreads of risks. The
fluctuation risk can be decressed to a large extent by suitable
reinsurance.  Whilgt it is not practicd to prescribe formulae which
depend on reinsurance arangements, the vaduator may make an
adjustment for reinsurance where he can judify it.

Mortdity includes funerd benefits and accident benfits.

Morbidity includes lump sum disability benefits dread disease
benefits and income protection benefits.

Medica includes hospital cash plans and mgor medica benefits.
p should indude any relevant option premiums
Annuitant mortality fluctuation capital adequacy requirement
The annuitant mortality fluctuation capital adequacy requirement equas
r

Jn
where

r = financia soundness reservesfor the relevant (i.e. where mortaity
plays arole) annuity portfolios on the vauation date and

n = number of annuitants in the relevant category.

Mortality, morbidity and medical assumption capital adequacy
requirement

The Aids assumption capitd adequacy requirement is equa to one-third
of the best-edtimate Aids lighility.

The mortdity, morbidity and medicd assumption capita adequacy

requirement for busness with liabilities not vadued on a discounted cash
flow basis, isequd to the sum of the following requirements:

() Mortdity: the effect of a 5% heavier mortdity experience tian the
datutory actuary’s best-etimate on the financid soundness
method.

(i) Morbidity: the effect of a 10% heavier morbidity experience than
the datutory actuary’s best-etimate on the financid soundness
method.

(i) Medicd: the effect of a 15% heavier medical experience than the
datutory actuary’s best-esimate on the financid soundness
method.



Notes:

Mortdity, morbidity and medicd include the same bendfits as
described in the notes to 6.2(c).

Additions to the above amounts must be considered for new types of
benefits, new didribution channds, insufficient experience data being
available, or experience worsening over time.

Where the mortdity risk is diminated by the use of back to back
policies there are no mortality capita adequacy requirements.

The divergent experience as set out above must be assumed to last for
the expected time that it would take to react to a divergence of
experience by adjugting risk premiums.  In cases where risk
premiums cannot be adjusted, the divergent experience must be taken
into account for the outstanding term of each policy.

f) Expense fluctuation capital adequacy requirement

o)

h)

0]

The expense fluctuation capitd adequacy requirement equas 10% of dl
renevad expenses in the previous year (excluding commisson and
commisson-related and other acquisition costs).

An addition to the above amount must be consdered where the long
term insurer is growing rgpidly.

Expense assumption capital adequacy requirement

The expense assumption capitd  adequacy requirement, for busness
with ligbilities not vaued on a discounted cash flow bass eguds the
increase in ligbilities should dlowance be made for a 2% worse inflation
rale for renewd expenses (i.e. mantenance, investment and clams
expenses) laging for the duration of the expected reaction time, or for
the outdanding term of each policy if expense loadings cannot be
reviewed. (The effect of discontinuances must be taken into account.)

I nvestment capital adequacy requirement

The invesment capital adequacy requirement is equd to the greater of
(i) and (ii).

Resilience capital adequacy requirement

The purpose of the reslience capitd adequacy requirement is to test the
robusiness of the financid pogtion of a long-term insurer in the face of
volatile market conditions. The datutory actuary must reconsder the

finencdd soundness vduation asuming the following fdl in the far
vaues of the assats backing the ligbilities on the vauation date:

Type of asset Fall in fair value
Equities
Index* up to 4% 30%
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Index* 5% and over 20%
Index* between 4% and 5% Interpolate
Properties 15%

Fixed interest assets Fdl equivdent to a 3% increase
in fixed-interest yields

Cash and fluctuating interest

rate assets 0%

Other assets 35%

* The Index refers to the JSE Actuaries All Share Dividend Yidd
Index.

Cdculation of the resilience capita adequacy requirement:

Assumelg = Financid soundness liabilities (including any bonus
stabilisation reserves) at the vauation date

Ag =Lg i.e the assts necessay to back the liabilities at the
vauation date

L, = Financid soundness liabilities after the assumed

fdl in far vadue (before deduction of the absolute
value of any negative bonus dabilisation reserve),
reduced by the effect of any proposed management
actions.

A= The vdue of the assats (Ag) after the assumed fall
infar vaue
Then the resilience capital adequacy requirement equas.
(Ao-Lo)-(A1-L1)
= Li1-A1
Notes:
Assume that fair values will not recover (within ashort period).
The effect of a 3% fdl in fixed-interest yields must be provided for
(if it leeds to a higher capitd adequacy requirement than the 3%
increase in fixed-interest yields).
For options and futures the long-term insurer’s exposure to the
rdlevant assets (eg. equities) must be teken into account when
cdculating this requirement. A long-term insurer might, for example,
hedge an equity portfolio by sdling futures.  Should the composition
of the portfolio and the futures index sold be identicd, a fdl in far

vdue of say 30% would meke a redlience capitd adequacy
requirement unnecessary for the hedged portion of the portfolio. As



the compogtion will normdly not be identicd, the dautory actuary
would have to consder what off-set to dlow. In an extreme casg, the
fair value of the equity portfolio may even fal while the index rises.

Although the dautory actuary must condder liquidity when vauing
and reporting on a long-term insurer, there is generdly no particular
capital adequacy requirement for lack of liquidity.

Worseinvestment return capital adequacy requirement

The worse invetment return scenario assumes that  future red
investment returns would be 2% per annum lower than assumed in the
vadudion. This implies tha the vaduaion interest rate used in vauing
both assets and lidbilities and the assumed growth rates for future
dividends and rentds where agpplicable must al be reduced by 2% per
annum.

Cdculation of the worse invesment return capitad  adequacy
requirement:

Assumelg = Fnancid soundness liabilities (including any bonus
sabilisation reserves) a the vauation date
Aog= Lo I.e. the assets necessary to back the liabilities a the
vauation date
L= Financid soundness liabilities assuming the worse

investment return scenario (before deduction of the
abolute vdue of any negatlive bonus gabilisation
reserve), reduced by the effect of any proposed
management actions e.g, lower bonus rates.

A1 = The value of the assets (Ag) taking into account the

worse investment return scenario. (It is expected
that fixed interest assets will be revaued.)

Then the worse investment return capital adequacy requirement equas.
(Ag-Lo)»-(A1-L1)

= Li-A1

Fixed interest assets need to be revalued.

i) Foreign exchangerisk capital adequacy requirement

)

The foreign exchange risk cepitd adequacy requirement is equd to the
decrease in the excess of assets over liabilities resulting from a 20%
change up or down, whichever results in the greater decrease, in foreign
exchange rates for al assets and liabilities held in foreign currencies.

Any underdatement of the liabilities resulting from not dlowing for the
full prescribed margins,
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6.3 General guidance on capital adequacy requirements

a)

b)

The guiddines congder only the more generd contingencies  Should
there be any other factor which could place the long-term insurer at risk,
the datutory actuary must consder additiond capita  adequacy
requirements.

Wherever gpplicable, alowance for off-setting factors may be made in
cdculating capital adequacy requirements, eg. reducing non-vested
ligbilities, declaring lower bonus raes, increesing mortdity charges,
increasing expense charges and adjusting surrender vaues. The leve of
capitd adequacy requirements is a function of the expected
management action resulting in off-sets.  Credit for off-sets may be
taken only where management action had been resolved by the Board
and where the dtatutory actuary is satified that the reevant actions will
be taken as resolved.

In the case of the investment capital adequacy requirement it should be
taken into account that certain management actions have already been
assumed to justify the use of any negative bonus stabilisation reserve. It
is therefore recommended that the Board should separately resolve
these management actions and any further management actions
necessitated by the occurrence of the resilience or worse investment
return scenario.

Approximate methods may be used to calculate the capital adequacy
requirements.

It was decided to ignore the effect of new busness when cdculating
capitd  adequacy requirements, as is the case with the financid
soundness method in generd.  In conddering the future finencd
podtion of the office, the actuary will of course teke expected new
business into account.

Separate cdculations must be made for busness written in different
countries should exchange controls agpply.

The tota capitd adequacy requirement as st out above is the minimum
amount that must be availdble. Where the stautory actuary perceives
that this minimum is inadequate for a particular long-term insurer, he
must set aside such higher amount as he regards as prudent. Examples
of cases for which higher amounts must be kept, are given in 6.2. In the
particular case of a long-term insurer that runs only non-profit busness
with dringent guarantees, capita adequacy requirements that will leave
a 5% chance of insolvency is too low, i.e the tota capita adequacy
requirement as set out above will have to be increased.
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g In the case of financid groups the dtautory actuary must heed the risk

of usng the same capitd repeatedly to cover the capitd adequacy
requirements of different companiesin the group.

First Issued: August 1986

Revised: August 1995
May 1997
May 1998
October 1999
April 2001
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CAPITAL ADEQUACY REQUIREMENTS
Explanatory Notes
Purpose of capital adequacy requirements

The purpose of capita adequacy requirements is to provide a cushion in addition to
the lidbilittes in order that random fluctuations in experience and adverse
fluctuations or trends in any of the variables about which assumptions are made in
the financd soundness vaudion, would in the large mgority of cases lead to a
reduced cushion and not to a deficit under the financid soundness vduation. The
exisgence of capitd adequacy requirements cannot provide a guarantee agangt
future finanad difficulty - it can only help to makeit lesslikdly.

Inability to meet the capitd adequacy requirements according to the ASSA
guiddines would not necessrily mean that the long-teem insurer was financidly
unsound, but rather that it was under financia gtrain.

Use of capital adequacy requirements

The same guidance note on inter dia capitd adequacy requirements will be used for
the annua financid statements and for regulatory purposes.

Conditional nature of capital adequacy requirements

As a large portion of life assurance policies in South Africa allow the long-term
insurer to adjust

- chargesfor risk benefits
- expensecharges

- policy vaue bases, and
- bonusrates

the cepitd adequacy requirement should be conditiond on the expected
management action resulting from adverse experience.  As such the sze of the
cepitd adequacy requirement can be intepreted only  in the light of the
management actions assumed in the caculation.

Action in case of shortfall

The action to be taken in the case of a long-term insurer not having enough assets to
cover liabilities as well as capitd adequacy requirements is an FSB matter. One
would however expect a more lenient approach directly after some adverse
contingencies occurred. It is reasonable to use assets set adde to cover capita
adequacy requirements when the adverse contingencies are experienced, but then it
would be necessary to rebuild them within a reasonable period.

L evel of aggregate capital adequacy requirements

A baance is needed: between aggregate capital adequacy requirements should be
large enough to provide a sgnificant cushion againgt adverse experience, but not of
such a 9ze to endanger the viability of the long-term insurance industry. Since it
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would be too conservative to assume that al adverse events occur together, the
following approach is adopted:

a)

b)

The sze of a number of cushions to cover specific events is assessed assuming
only that event is to be covered. Statidticdly, where practicd, the "target”
confidence interval for the gze of the cushion is 95%, i.e. owing to random
fluctuations aone the cushion is expected to be inadequate one year in twenty.

The overdl cushion is not merely the sum of the individud cushions, but rather
a lower amount as it is not expected that dl unfavourable conditions will occur
a the same time. Ingead some samplifying assumptions are made as to the
corraion between events, and these assumptions result in the adding together
of the cushions in a hierarchicd dructure where the totd is less than the sum of
the parts.

The smplifying assumptions made with respect to correations are as follows:

Two events may be strongly negatively correlated, e.g. the occurrence of A
precludes the occurrence of B. In this case the higher of the two cushionsis
required.

Two events are strongly correlated eg. the occurrence of A will lead to the
Smultaneous occurrence of B. In this case the sum of the cushionsis required.

The two events are uncorrdated. In this case the square root of the sums of the
squared cushionsis required.

6. Leve of capital adequacy requirementsfor individual risks

6.1

6.2

Termination capital adequacy requirements (TCAR)
a) and b) Lapse and surrender capital adequacy requirements

It is regarded as prudent that a long-term insurer should be in a postion to
aurvive a "run on the bank" scenario.  The required TCAR is aufficient to
survive avery sdective detrimenta run on the bank.

A case could well be made for teking the effect of a fal in asset vaues into
account in caculaing these capitd adequacy requirements. Nevertheless it
was felt that the lgpse and surrender assumptions are S0 conservative that
additions are unnecessary.

Ordinary capital adequacy requirements (OCAR)
a) and b) Lapse and surrender risks

The OCAR were chosen to provide for roughly a doubling of reevant
lapse/surrender rates.

c) and d) Mortality, morbidity and medical fluctuation capital adequacy
requirements

The required OCAR provide for fluctuations in experience over the year up
to the next vduation. In the case of mortdity, Monte Carlo smulations
were done for the business spread of two large long-term insurers, teking
into account a 95% confidence level to derive the requirements.
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A dmilar cdculdion was done for morbidity, ignoring the dependency
between morbidity and mortdity lump sum benefits.  The offset was ignored
to make some provison for the mora and economic risks, which aso
influence morbidity daims.

As a reault of the scarcity of experience on medicd benefits it was

arbitrarily decided to pitch the medica fluctuation risk OCAR a 3 times the
mortdity fluctuation risk OCAR.

For annuitant lives a Monte Carlo smulation was done on the same bass as
for mortdity.

€) Mortality, morbidity and medical assumption capital adequacy
requirement

The am of these requirements is to dlow for errors in assumptions and for
long-term experience deviaing from that expected in the vauation. Taking
into account that mortdity experience is more credible than morbidity
experience and that medicd experience is largely absent, the figures of 5%,
10% and 15% were chosen rather arbitrarily to reflect the ascending order of
uncertainty.

The one-third Aids assumption c.ar. was chosen arbitrarily.
f) Expense fluctuation capital adequacy requirement
The expense overrun of 10% was chosen arbitrarily.
g) Expense assumption capital adequacy requirement
The 2% was chosen arbitrarily.
h) Investment capital adequacy requirement

() Reslience capital adequacy requirement

The requirement for equity vaues was deduced from sudying 12
months price movements of the JSE Actuaries All Share Index. The
levels of 30% and 20% were chosen to roughly correspond with a
probability of less than 5% tha these limits would be exceeded in
any 12-month period. (It should however be noted that the present
dividend yidd levels are very low, with the result that the probability
of exceeding the limitsis probably higher in current circumstances.)

The limits for the other asset categories were chosen to reflect the
fact that in generd terms the other assats are less voldtile than
equities.

An dternative approach would have been to cdculate the reslience
capita adequacy requirement for equities as the effect of an increase
in dividend yidds. This approach has the advantage that it adjusts
automaticdly as invesment conditions change. This adjusment is
however so smdl tha the less flexible, but Smpler gpproach was
chosen.
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(i) Wor seinvestment retur n capital adequacy requirement.
The 2% was chosen arbitrarily.

() Foreign exchangerisk capital adequacy requirement
The 20% foreign exchange risk c.ar. was chosen arbitrarily.

7. Schematic illustration of the place of capital adequacy requirements in the
overall financial postion of along-term insurer

Vaueof | Freeassets Badance of free reserves for
total published financid reports
ms Cwltd .............................................
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PGN104: Addendum to incor porate requirements of AC133 (Similar to |AS 39)

1.

BACKGROUND

11

1.2

1.3

Generdly Accepted Accounting Standard AC133, which relaes to the
measurement and recognition of financid indruments, became effective
for published financid datements for accounting periods commencing on,
or after, 1 July 2002. As per paragraph .02(d) of AC133, AC133 will not
goply to rights and obligations under insurance contracts as defined in
paragraph .05 of AC125 (covering Financid Instruments. Disclosure and
Presentation). However, certain policies of insurance (hereinafter referred
to as ‘investment contracts’) may fdl under the definition of financid
insruments, because they do not meet insurance risk transfer requirements
as defined under AC125, or the definition of insurance under internationa
gandards (see 1.2 and 2.2.2 below). This will affect components of a
long-term insurer’ sfinancid datements.

Application of —the requirements of AC133 to invesment contracts pre-
empts much of the work that is currently being undertaken on far vaue
accounting a an intenationa leve by the Internationd Accounting
Standards  Board  (“1ASB”). The Accounting Practices Committee
(*“APC”) has recognised the importance of ensuring that the loca
accounting standards remain in line with these international developments,
and therefore acknowledge that implementation of AC133 from a practical
perspective may be subject to change until the international Standards
have been findised. The APC has invited the long-term insurance
industry to make proposds regarding practica interim  arrangements,
pending findistion of the internationa dandard.  This Addendum to
PGN104 has been produced driven—by the Actuarid Society of South
Africa (“ASSA”) to povide guidance for vauators as part of these interim
arrangements.

One of the key tenets of AC133 is that certain assets and lighilities fdling
within its scope are to be vaued a “far vaue’, where far vaue is defined
in paragraph .09 as “the amount for which an asset could be exchanged, or
a lidbility settled, between knowledgesble, willing parties in an am’'s
length transaction”. A financid soundness vaduaion reflects current
market conditions (being based on redidic, best estimate assumptions),
and therefore conditutes a “far vaue’ methodology. Thus, in broad
terms, the a—financid soundness vauaion method is regarded as an
appropriate approach to fair vaue accounting. Moreover, to the extent a
financid soundness vaduation is used for purposes of the published
accounts the professona guidance of PGN104 is then agpplicable to
vauation under AC133. There are, however, certain features of AC133
that need to be specifically catered for. This addendum to PGN104 is
being issued to ensure that felew—members dlow consdently for properky
bring—these features in_the te—a—finanda soundness vadudion beng

performed for purposes of the published accounts..—and-therefore—properly
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15

Ultimately, the published accounts must dso be dgned off by the
company’s auditors—alse: This addendum to PGN104 has been reviewed
by the South African Inditute of Chartered Accountants (“SAICA”), who
have agreed that as an interim meesure in advance of findisation of the
international accounting standards on insurance contracts and investment
contracts the approach —to vauation under AC133 envisoned by this |
addendum to PGN104 is appropriate. However, it is recognised that in
practice specific points of detal may 4ill emerge which will need both
audit and actuarid input and agreement before findisation of the
published accounts.

This addendum will, as indicated —by 1.2 above, be subject to change as |
decisons ae made a an internationd levd as to how far vadue
accounting will be gpplied. Subject to future change this addendum will
be applicable for dl vauations performed on or after 30 June 2003 and in
any event will gpply to vauations performed a 30 June 2003 and 30
September 2003 and at any dates between these dates. |

This addendum to PGN104 is mandatory for fdlow members performing
vauations under AC133 where a financid soundness vauation approach
is used. Other fair vaue approaches are however possible, and where
these are used, will require acceptance by the insurer’s auditors. This
addendum does not apply where AC133 dlows vauation methods other
than far vaue.

2. PRINCIPLES OF THE VALUATION

21

2.2

General

211 The assts of a long-term insurer mugt, in al cases, be vaued a
far vaue.

2.1.2 Asstsand liahilities should be vadued on a consstent basis.

2.1.3 AC133 agpplies to certain aspects of financid reporting. As in the
past, PGN104 continues to apply to the vauation of liabilities for
insurance contracts and for investment contracts with participation
in_profits on a discretionary bass, and to the determination of
capital  adequacy requirements.  This addendum to PGN104
modifies its application to the vauaion of ligbilities for investment
contracts in order to ensure trestment compliant with AC133.

Categorisation of liabilities

2.2.1 Asafirg gep in vauing the lidbilities, the policy contracts must be
categorised as ether:

% Insurance contracts, or
% Investment contracts



2.2.2 Insurance contracts are deemed to be any policy cortracts not |
fdling within the definition of investment contracts A lig of such
contracts is-described below, and will include for example: |

¥ Whole life, endowment and term assurances

¥, Permanent hedth insurance

¥ Credit life insurance

¥, Group lifeinsurance

%  Univers life policiesincorporating life or disability cover
% Dread disease policies

¥ Funerd insurance

¥, Contracts with invesment guarantees payable only on desth
(or other insured risk) or survival to a predetermined date, but
not on surrender

% Contracts participating in profits on a discretionary basis,
including policies with reversonary bonuses and policies with
smooth bonuses

¥, Maket related recurring premium payihg—contracts with a |
minimum deeth bendfit of return of premiums

% Pendon fund busness with smooth bonuses
% Lifeannuities

Invetment contracts —are effectivly defined as deemed—to—be—any |
contracts where the benefits on death (or other insured risk, such as
dissbility or morbidity) occurring within a predetermined period or on
survivd to a predetermined date (or series of dates, as in the case of an
annuity) ae not more than the corresponding amount payable on
surrender, or where the additiond such bendfit is inggnificant.  This
definition follows guidance under the draft international standard, which is
more detailled than that in AC125 referred to above.  Judgement will be
required in assessng “inggnificant” in this regard, and in practice this is
something that should be resolved with the company’s auditors, if the
position is unclear.

Investment contracts with participation in profits on a discretionary basis
present particular difficulties of trestment. These difficulties have been
recognised by the IASB, which has indicated that these contracts can
continue to be treated as in the past. Condgent with the internaiond
pogition, these contracts are not affected by this addendum to PGN104 and
will continue to be vaued in accordance with PGN104.

Investment contracts affected by AC133 and this addendum to PGN104
will indude, for example:
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2.3

24

% Non profit Sngle premium guaranteed contracts
% Non profit *sructured’” Sngle premium contracts

¥%  Single premium contrects with benefits linked to the
performance of a specific asset portfolio (unless with profits
on adiscretionary bass)

% Pendon fund or dgnking fund ‘investment only’ busness
(unless with profits on a discretionary bass)

¥, Annuitiescertan and ‘living annuities  (unless with profits
on adiscretionary basis)

The above examples are based on recommended guidance of the ASSA
Life Assurance Committee to SAICA, and while comprehensve, may not
cover every type of insurance policy sold. Particular attention should be
pad to the definition of an investment contract, as given ealier in this
paragraph, when categorisng a contract not included in the examples
given above.

223 In theory, for purposes of edablishing —how contracts are
categorised a policy--by-—policy approach is required. In practice it
would be acceptable to base the classfication on classes of policies
with gmilar characterisics.  Moreover, contracts need not be
unbundled into insurance contracts and investment contracts,
unless the cash flows from the insurance component do not affect

the cash flows from the invesment component. For
exampleHewever, if a policy has a sdf-sanding rider, the rider
may be classfied separately.

2.2.4 Lidbilities should be cdlassfied a inception and once cdassfied as
d@ther an insurance contract or investment contract —would then
reman 0.

Valuation of insurance contracts

2.3.1 The vdudion of insurace contracts and investment contracts with
participation in_profits on a discretionary basis is not subject to
AC133.

2.3.2 Theefore, for these insdrance—contracts, the financid soundness
vauation, as required #—the—past—by PGN104 continues to be
gpplicable.

Valuation of investment contracts

24.1. Investment contracts are specificaly covered by AC133 and to
comply with this Professona Guidance Note must be vaued using
far vaue, notwithganding that certain dternative approaches may
be permissible under AC133.
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2.4.2. The far vaue approach described in the ensuing paragraphs will
be cdled for practical purposes the financia soundness vauation

method " FSV method”) ACI33-parmits—of the tse-of generally
- > At

FSV method is an appropriate far vaue method, because it
satiffies the following AC133 requirements.

It is ageneradly accepted method.

It produces a vaue of lidbilities condstent with assats vaued at
far vdue

It assumes the insurer is a going concern.

It conditutes a aufficiently rdiable etimation technique, given
that no deep and liguid market exiss for these investment
contracts, 0 that reliable market information is not available.

2.4.3. If the liadility would, under a financid soundness vaduation, be
vaued udng a prospective gpproach, the far vadue should be
cdculated in terms of PGN104, thefinancial-soundness—valuation |
but excluding any second tier margins.

2.4.4. In generd, the prescribed margins, which are additional to best |
estimate, will for current practica purposes be regarded as “market
vaue magins’. For purposes of interim guidance, these “market
vadue magins’ should be retained for purposes of deriving far
vaue under the financid soundness method. This is because these
margins approximate to the maket value margins that which—a
willing buyer would require in order to compensate for the nherent
risks in the block of busness being acquired. These margins may
be diminated or reduced for purposes of deriving fair vaue under
the financid soundness method, only where objective evidence
acceptable to the external auditor demonstrates suggests-that such |
an gpproach is reasonable.

2.45. If the lisbility for a particular invesment H—the—hdgmls,'—tepa‘

particdlar—investiment—contract would, under a financid soundness
vaudion, be vaued usng only a retrogpective approach, the

80



2.4.6.

liability should be set equd to the fair vaue of the corresponding
backing portfolio of assets, but the second paragraph of section 4.3
of PGN104 will not apply (i.e, the value of the fund may not be
reduced by the discounted value of cash flows of management fees
or other charges on the fund).

For purposes of deriving far vaue usng the financid soundness
method, where embedded derivatives (eg., financid guarantees)
exig within a product line, these must be valued as required by
PGN104. The method envisaged by the draft guidance note on

reserving for maturity guarantees would be an acceptable method
to use.

Feeel-veel—l%—tlcapwmn—eest&Althouqh AC133 implies that the
liability of an investment contract a inception should be the
condderation recaived less transaction costs, ASSA bdieves that it

would be more conssent with subsequent measurement to instead
use the same method at inception as required above.
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APPENDIX D

PGN 107: EMBEDDED VALUESAND VALUE OF NEW BUSINESS

1. SCOPE

Compliance with this guidance note is best practice for al embedded vaue statements
published together with interim and annud financid datements on or after 31
December 2001, both in respect of long-term insurers registered in South Africa and
in repect of holding companies of such insurers.

The guidance is intended primaily for routine financia reporting but for other
dtuaions the badc principles should ill goply. These guiddines are applicable to
Embedded Vdues and the Vaue of New Busness written for al South African life
inaurance business. The guidance only gpplies if such vaues are published and in
itself does not require the publication of such vaues.

Although the guidance does not apply to business other than life business, it does not
preclude the use of smilar techniques and principles in the caculation of such vaues.

2. INTRODUCTION

Mog life insurance policies are issued on the expectation on the part of both the
purchaser and the sdller that the contract will remain in force for a number of years.

Both parties have expectations as regards future payments to each other. While the
purchaser’s obligations to make future payments are voluntary, those of the Life
Company ae not. In addition the Life Company expects to incur cods in
adminigering its Exiging Budness in the future.  Accordingly, reserves must be
established in order for acompany to be able to fulfil its obligations.

As thee resarves include both prescribed and discretionary margins, which can be
expected to emerge as profits in future, the Exising Busness of a life company
contains an dement of shareholder value.

Actuarid techniques have been developed regarding the determination of the vaue of
assets and liahilities. However, there is a need for guidance in relation to the issues in
determining the Vadue of New Business written and Embedded Vaue of a Life
| nsurance company.

3. DEFINITION OF EMBEDDED VALUE

The embedded vaue equds:
the net worth
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plus the vaue of in-force business
lessthe cost of capitd at risk

The embedded va ue does not place a vaue on future new business, and usualy does
not place any vaue on future profits from sources other than the in-force insurance-
related business.

3.1 Net worth

The net worth should generdly be taken as the excess of assets a fair vaue over
ligbilities on the Financid Soundness Vdudion. Assats shown a far vaue in the
financid datements would normdly be included in the net worth a the same vdue,
but the actuary should be in agreement with the values placed on unquoted assets.
Where a liged subgdiary (other than a life insurance subsidiary) is consolidated in a
holding company’s accounts, the net worth should include the holding in the listed
subsdiay a far vdue Unliged life insurance subsdiaries should be included a
their embedded vaue, with their net assets forming part of the net worth, ther vaue
of inforce forming pat of the totd vaue of in-force and ther cost of capitd forming
pat of the totd cost of capitd, less respective dlowances for minorities.  Where the
life insurance subsidiary is ligted, it should ether be included as above, or the holding
should be shown at fair vaue.

3.2 Value of in-for ce business

An exiging block of in-force busness has a vaue because there are margins (both
fird and second tier) in the vaue of published ligbilities on the Financid Soundness
Vduation bass. On a best edimate bass these margins will be rdeased in the future
as profit. The value of the in-force block is therefore the value placed on these
future expected after tax didributable profits in respect of life busness (including in-
force life budness of life insurance subsdiaries. If the subsdiaries are not wholly-
owned, the proportionate share thereof should be shown as mentioned above.)

3.3 Cost of capital at risk

Capitad is required to be retained within a life insurance company over and above the
financia soundness reserves to ensure ongoing solvency. The cost of cepitd a risk
reflects the discount to fair vaue of this capitd. It is cdculated as the difference
between the discounted vadue (a the risk discount rate) of the sum of projected
release of the capital at risk and the investment return projected to be earned on it and
the fair vaue of the capitd at risk a the vaduation date. The cepitd at risk should be
taken as equal to the Capital Adequacy Requirements.



4. PROJECTIONSOF FUTURE PROFITS-METHODOLOGY
4.1 General

Essentialy the exigting life insurance business assets, FSV liabilities and capitd a
risk should be projected until the businessis expected to be no longer in force.

In cadculaing the projected vaue of assets at later time periods, profits assumed to be
released at earlier time periods should be excluded. The profits a the end of each
time period then represent the excess of projected assets over projected liabilities.
From these profits dl taxes (including STC) that would be payable in respect of these
profits, if distributed to shareholders, should be deducted. A present vaue is then
placed on the projected future net profits, by discounting them to the calculation date
a a risk discount rate. The assumptions to be used for these projections, including
the risk discount rate, are discussed in section O below.

4.2 Group Business

Whereas cash flow projections are often not undertaken for group business in the
FSV, it is appropriate to make such projections for embedded vaues and for the vaue
of new busness. The same comments will apply in cases where other benefits are
valued on aretrospective basis for FSV purposes.

The actuay must teke due care when setting the assumptions for the cash flow
projections. In particular the actuary should consder whether the modelled run-off of
the busness is gpproprigte.  The assumptions with a particular influence on this are
the inflation increases assumed as wdll as the discontinuance rate of members.

4.3 Cost of Capital at Risk

The assumed composition of the assets backing the CAR should be consstent with
the company’s practice and with the asset digtribution assumed when caculating the
CAR.

4.4 New Business

The vaue of new busness should in generd be taken as the vadue of dl increases in
business with date of entry in the year to the caculation date. The vaue is cdculated
as a the date of entry with al associated costs being included in the cash flows.

A policy may only be teken into account if at least one premium that was not
subsequently refunded was recognised in the financid dsatements. Premium increases
that have been dlowed for in the vadue of in-force may not be counted again as new
business when they actudly incept.

In particular:



Future “automatic’ premium increases (both contractud and those which incept
unless the policyholder specificaly cancels them) on new and exiding busness
should be included in the value of new and existing business respectively despite
the fact that they are not included in the FSV cdculations in terms of PGN104.

For group busness, increases in business from new schemes or new benefits on
exiging schemes should form pat of the new busness vaue. New
member/sdary relaed increases under existing schemes should form pat of the
in-force vaue.

The renewable recurring premiums under Group Assurance contracts such as PHI
and GLA should be treated as In-Force business.

Renewable sngle premium receipts should be trested as single premium new
business and therefore any such future receipts should be excluded from the Vaue
of In-Force to avoid double counting.

For openended contracts, i.e. those with no specific end date, the rates of
continuation beyond the minimum term should be based on a best etimate and
included in the Vdue of New Business a inception of the origind contract. Such
continuations may not be included as New Business when they occur, as they are
dready included in the Vaue of In-Force.

Continuations of individud polices and deferrds of retirement annuity policies
after the fixed maturity date stated in the contract should be trested as new
busness once they occur, if they have been included in the exits a their
respective maturity dates.

The definitions given above are the preferred agpproach. If a company wishes to
depart from these, such departures must be explicitly disclosed and the effect of the
departure on in-force and new business quantified.

4.5 Taxation

The embedded value and the vaue of new busness are concerned with projected
after-tax shareholder profits out of which didributions may be made. (Whereas the
FSV is concerned with tax only in the policyholders funds)

The after tax profits to be vaued should therefore take into account dl tax ligbilities
of the life office, induding any alowance for four funds tax and Secondary Tax on
Companies.  The tax ligbility of the digributed profits in the hands of the particular
shareholder is therefore ignored.

The future taxes in respect of in-force (including new busness written in the most
recent accounting period) should be projected on a going concern bass. The
dlowable expenses in respect of the new busness written are taken into account in
projecting future tax rates for in-force business.



4.6 Approximations and Materiality

This guiddine does not preclude the use of gpproximate methods. The basic principle
that should be applied a dl times (induding haf-year results) is that the actuary is
saidfied that the method and caculation is sufficiently accurate to satisfy materidity
concerns.

4.7 Senditivity analysis

An important pat of any cdculdion is an andyss of the sengtivity of the results to
changes in  assumptions. Sengtivity teting is paticulaly recommended if
assumptions have been based on very limited data, when deviations from expected
vaues may be very large, or if an assumption is considered to be particularly critical.

Thein-force vaues may be particularly sengtive to:
the Risk Discount Rate
the rates of investment return
expense levels and the effect of cogt inflation thereon
persgtency levels
mortality/morbidity rates
take-up rates of premium indexation
management action

In addition to the above the value of new business may be sengtive to:
the number of new business policies sold

The actuary should try to ensure tha the usars of the information understand the
uncertainty inherent in any one result.

For al busness where it is the practice to vary bonuses based on the investment
return, the bonus rates should be adjusted consgently when varying the raes of
investment return.

4.8 Checks

The reasonableness of the models and the inputs used should be checked. Sufficient
checks should be performed to ensure that assumptions have been derived and input
correctly and that the system is projecting profits correctly in accordance with the
assumptions.

An example of suitable checks to be performed is the comparison of items such as
opening lidbilities, premiums, clams and expenses in the firg year of the profit
projection with the numbers in the financid datements Another is that the actuary
should ensure that expenses assumed for the purposes of the Embedded Vdue
reconcile to actua expenses.



4.9 Outsour ced services

Some associated companies or subsidiaries may provide services to the insurance
company eg. asset management, adminigration, didtribution. The treatment of fees
pad by the insurer should be determined by the actud accounting treatment of the fee
paid for the outsourced service and the vauation placed on the insurer’s (or holding
company’s) shareholding in such associated company or subsdiary should be
consigtent with the accounting treatment.

5. PROJECTIONS OF FUTURE PROFITS—-ASSUMPTIONS

Asthis guidance note assumes a best estimate approach, the assumptions should be
the same asfor the FSV — excluding dl planned margins.

5.1 Experience assumptions

Assumptions should represent best estimates of future experience. The assumption
should avoid both under-estimates and over-estimates.

The best estimate assumptions should equa those used for the prospective FSV
vauation as a the same date, excluding dl firg and second tier margins. However,
some actuaries use a smoothed approach in sdting FSV investment assumptions —
this is ingppropriate for embedded vaue and for value of new busness caculations.
For classes of business where a retrogpective vauation is used for FSV purposes,
future assumptions should be s& in line with those that would have been used if a
prospective FSV vduation were to be peformed. In particular for group business,
assumptions will be required in respect of the future growth of the busness (eg. rate
of increase/decrease in membership of schemes, scheme termination, benefit
increases due to sday inflation, etc.) These assumptions should be based on recent
experience where available, and in the case of benefit incresses related to sdary
inflation, should be consgent with the other economic assumptions. Due to the
open-ended nature of some group business, assumptions based on recent experience
may give rise to a projection where the book of busness continues to grow at
unredidic levels for a prolonged number of years. This should be avoided, and
assumptions (such as scheme terminations) may need to be adjusted in the later years.
For group business, clams should be projected usng clams ratios that are based on
recent experience.

Despite the explicit excluson of future premium increases, which may decrease the
progpective vauation in the FSV, they should be included for Embedded Vadue
purposes. The alowance should be based on the best estimate take up rate expected
in respect of such future premium increases.

5.2 Economic assumptions

The economic assumptions should be consgent with the asset vauation. In addition
they should be sdif-congstent and congistent with the assumed expense inflation rate.
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5.3 Risk discount rate

The Risk Discount Rate is arisk-adjusted rate of return comprising:
arisk-freerate of return
a risk premium above the risk-free rate to compensate the investor for the risk that
actud profits will deviate from those projected. The sze of the risk premium
reflects the perceived degree of risk associated with those profits.

The rate chosen should take into account the assumed long term investment returns,
and the risks associated with the projected profits being vaued. Since dl of these
factors are subject to a certain amount of judgement, opinions on appropriate discount
rates will vary and there is inevitably a range of discount rates that might be
consdered appropriate.  Vaues should be quoted at different rates to indicate the
sengtivity of the resultsto the leve of the discount rate.

In his recommendation, the actuary should therefore take account of items such as.
rates of invesment return assumed in the embedded vaue cdculations. These
rates will be based on those currently available or expected in invesment markets
(i.e. the gross equity return)
the uncertainty associated with the other assumptions
the uncertainty related to the projected profits being redised (i.e. taking into
account the risk profile of the company itsdf) This addresses inter dia any
mismaiching between policyholder ligbilites and assts snce any  such
mismaiching will imply gregter uncertainty of the expected profits.
the actud investment policy of the company as reflected in the current
compostion of its shareholder assets.  This inter dia addresses the fact that the
more conservaive the assets backing the CAR, the less “risky” the tota return
dream from the company. In principle switching to riskier assets to reduce the
Cogt of CAR should result in ahigher risk discount rate.

The risk discount rate does not dlow for the particular tax podtion of a potentia
investor, Snce the tax pogtions of different investors will not dl be smilar.

5.4 Expenses

The split between acquisition and maintenance expenses should be consstent with the
FSV assumptions and actua expense experience.

Non-recurring expenses may be excluded from unit costs provided they are separatdy
quantified in the anadyss of embedded vaue earnings as a nonrecurring item, and
their nature is explained. Future expected non-recurring expenses however, should be
dlowed for in the vdue of inforce busness. The definition of nonrecurring
expenses should ensure that only redlly exceptional expenses are excluded.

Corporate overhead expenses relaing to life busness should be included in the
acquigtion and/or in the projected maintenance expenses unless such corporate



expenses are specifically covered by charges on the corporate assets and the assets
have been written down correspondingly.

For group business, where assumptions are not usudly required for the FSV,
projected expenses should be based on recent expense experience. The projection of
these expenses should dlow for both expense inflation and dso future red
growth/decline in the business.

The value of New Business should reflect actua acquisition expenses for the period.
5.5 Management Action

Attention is particularly drawn to the guidance in PGN103 and PGN 104 regarding
assumed future management actions. Assumptions regarding future increases in
expense recovery charges or risk charge rates and resulting action regarding premium
increases or reductions in sums assured will generdly be based on less objective
supporting  evidence than assumptions regarding  experience.  The actuary’s
assumptions should therefore be subgtantiated as rigoroudy as possble with formdly
minuted Board agreement as a minimum requirement.

6. DISCLOSURE
Thefollowing are the minimum disclosure requirements.

A table showing the embedded value at current calculation date and at previous
cdculation date, split between net worth, value of in-force busness and cost of
capital at risk.

The net worth should be reconciled to the published vaue of shareholder funds
with explanations of dl reconciling adjustments.

A reconciliation should be provided of the movement in the embedded vdue from
the previous caculation date to current caculation date. The reconciliation should
show the effect of any capitd raised, dividends declared, vaue added by new
business, expected unwinding of risk discount rate and cost of capital, experience
variances (rdive to the previous assumptions), invesment variances (relaive to
the previous assumptions), experience assumptions changes (as a the period end),
exchange rate movements and economic assumptions changes (as at the period
end).

The centrd risk discount rate and a summary of the basic economic assumptions
used.

The methodology used to place a value on In-Force and new business should be
disclosed, aswell as any materid changesin the methodology used.

A reconciliation between the premium volume of new busness quoted in the
published accounts and that forming the bass of the embedded vaue report
should be provided, olit into recurring and sngle premium.  This includes
explictly showing the new business premiums (Single and recurring separaey)
vaued for embedded va ue purposes.
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Materid changesin the definition of new business should be disclosed.

The vaue of new business should be shown both gross and net of the cost of any
associated capitd at risk.

If business other than Long Term Insurance business is included in the Embedded
Vaue, this should be shown separately, both in respect of New Busness and
Vdue of In-Force.

Explanation of sgnificant itemsin experience variance

The impact of any sgnificant post financid period-end events.

Any other assumption, event or management action which has had or may have a
material impact on the disclosed vaue.

A company may not clam compliance with PGN107, unless the report complies
in al respects or al specific points of materid departure have been disclosed and
explained.

Where a company publishes vaue of new business other than that as at the date of
entry, this should be disclosed, as well as a reconciliation to the date of entry
vaue.

The effect of sengtivities should be shown separatdy for net worth, vaue of in-
force busness and cost of capitd a risk. Where the sengtivities were only
performed on the vaue of in-force business and cost of cepitd at risk, this should
be disclosed.

The STC caculation basis should be disclosed (eg. caculated on cash dividends
assumed to be distributed according to the dividend policy.)

Given the purpose and nature of these calculations, maximum disclosureis desirable.



SECTION 2
SUGGESTED ANALYS SOF EMBEDDED VALUE TEMPLATE

Embedded vaue earnings for the period ccyy mm dd to CCYY MM DD

Embedded value at end of financid period
Less Capitd Raised
Fus Dividend declared
Less Embedded vaue a sart of financia period
Embedded vaue earnings

Components of Embedded vaue earnings

Vaue of New Business
Expected Return

Operating Experience Variances
Experience Assumption changes

Investment Return on net worth
Investment Variances
Economic Assumptions changes
Exchange Rate movements

Tota Embedded vaue earnings
Notes

1. The rationde for the above split is that the first four items show experience that
is largedy dable or under the control of management. The other items are
potentidly volatile and changes in these are more market driven.

2. The investment return on the net worth should be on the same basis as for the
FSV and published Financid Statements. It represents the investment return on
the full net worth rather than on any part thereof.

3. The Vdue of New Business is as defined in paragraph 0. The expected return

should include unwinding of New Busness from the dae of entry to the
vaudtion date, but no alowance for experience variations over this period.
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SECTION 3

PURPOSE AND SCOPE OF THE DRAFT GUIDANCE NOTE ON
EMBEDDED VALUES

The atached draft guidance note has been prepared by a sub-committee of the Life
Insurance Committee of the Actuaria Society of South Africa. It isintended to:

- provide assistance to actuaries

- encourage a condstent approach to facilitate comparisons between companies

The sub-committee accepts that financid reporting methodologies are in a date of flux
internationaly and expects that these guiddines may need to be updated periodicaly
until an internationa consensus emerges.

Embedded vaue cdculations are performed in varying circumstances and for  varying
purposes, eg. for routine financia reporting or in connection with a proposed corporate
transaction. An actuary associated with a statement of embedded vaue or a vaue of new
busness must be acutdy aware of the fact that buying and sdling decisons are likey to
be based on these vaues. All the norma rules of professond conduct will gpply. If the
actuary’s name is asociaed with the published vaue, professond liadility issues may
arise.

Whilg the guiddines can be consulted in any rdevant Studion, it is intended that they
will constitute best practice only for the specific situation of publication in the
financial statements of life insurers, their parent companies or their group. A
background note is dso atached. It will not form pat of the find guidance note and
highlights the philosophy as well as some of the shortcomings of the current accepted
best practice.
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SECTION 4

BACKGROUND
Definition

The vauation bass for liddlities on the Fnancid Soundness bass contains
margins for prudence. This is necessary from a security of benefits point of
view and to ensure a high probability that the earnings (taken as increase in the
excess of assets over liabilities) will not be overdated. It means that over time,
experience should be more favourable than assumed in the vauation bass, and
profits should emerge.  These future profits are vauable to shareholders,
together with net assat vaue and a deduction for cost of capitd a risk, they
comprise the embedded value of the business.

Some offices ds0 seek to invedigae the vadue of future business, tha is the
goodwill of their busness. The totd of embedded vaue plus goodwill, that is the
gppraisa vaue, is an edimate of the tota vaue of the busness to shareholders. To
fadllitate the invedigation into the vadue of future busness as wdl as andyse the
change in embedded vaue, the vaue of the most recent year's new business is
usualy caculated. The guidance note does not consder the methodology for, nor
indeed the appropriateness of, usng the vaue of the most recent year's new
business in an attempt to evaluate alife insurer’s goodwill.

A draightforward interpretation

Embedded value and the vaue of new busness are cdculaed by performing a
projection of future profits. This projection is usudly determinidtic, that is, only one
possble future “best etimate’ outcome is conddered. A risk discount rate is then
assumed and used to discount the projected profit stream, resulting in a present
vdue measure.  Alternatively a risk free discount rate plus specific market vaue
margins may be used to discount the projected profit stream.

The most draghtforward interpretation of embedded vaue is to interpret the
projected cash flows as expected cash flows under some suitable probability modd.
If investors buy a shae a the embedded vadue, and dl datutory profits are
digributed, then the investors return is Smply the risk discount rate on the vaue of
inforce busness plus the return on the net worth assets.  This enables us to
interpret the risk discount rate as a shareholder’s required return, which might be
compared to the expected return on other competing projects or invesments. It
dlows for the risk that the profit levels might not be achieved due to fluctuations in
the results.

Purpose of publishing embedded values
The current profit reporting practice based on the FSV guideines, does not

necessarily represent the increese in shareholder vaue by a life company in a
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partticular period. This is due inter dia, to changes in economic conditions and to
the fact that a part of the profit being reported relates to the release of margins set
up a the end of the previous financid period. Incresses in margins through the
addition of new business during the period may dso not be reflected in the profits
reported. The change in the embedded value can ad as a further guide to show the
true addition to shareholder vaue of alife office over aparticular financid period.

General commentary

The embedded vdue is sendtive to the assumptions used. The effect of over-
optimigic assumptions will emerge in future years as negative experience and
invesment variances. Also, if over-pessmidic, the effect will emerge in future
years as podtive experience and investment variances. The objective is to find an
appropriate balance, and to avoid over-optimistic or over-pessmigtic assumptions.

Other approaches

Attempts have been made to overcome the theoreticad shortcomings of the common
goproach to embedded vaues by using quas-determinigtic short-cuts to arbitrage
pricing theory or its specia case, the cepitd asset pricing modd. Risk neutrd
stochastic modds and deflators have aso been used.

These ASSA guidance notes only consder the deterministic profit projection
approach interpreted as projecting best estimate cash flows. This gpproach may not
be applicable in al circumgances and the use of other interpretations in other
circumgancesis entirdly a the discretion of individual companies/ groups.

Accounting I nfluences

Accounting standards vary from one country to another. Often, the standards have
been carefully crafted to teke account of product features that are popular in that
country. The actuary must be aware of resulting difficulties in cross-border work.
The actuary should dso bear in mind that these guiddines have been drawn up in a
South African context.

There is a powerful trend in internationa accounting towards fair vaue accounting.
Under these rules, assets are taken a market value, and liabilities are vaued using a
discounted cash flow approach, but on a bass which includes market vaue
margins, rather than prudentid margins, in order to be consgtent with the market
valuation of assets.

In addition to the newer fair vaue reporting methods, a number of more traditiona
techniques are competing to achieve internationd dominance. These include the
UK accruas method, US GAAP, the Audralian margin on services, and various
intermediate compromises such as the achieved profits measure proposed by the
ABI inthe UK.



