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Dear Sr David

Exposure Draft 5 Insurance Contracts (“ED 5")

We are responding to your invitation to comment on the above exposure draft on behalf of
the worldwide organisation and Globa IFRS Board of PricewaterhouseCoopers.

Support for a new |FRS on insurance contracts

The development of a comprehensive standard for insurance contracts must remain atop
priority of the Internationa Accounting Standards Board (“the Board”). However, we
agree that the Board needs to issue an interim standard as a matter of urgency to enable
insurance companies to adopt |FRS before such a standard is completed. We therefore
welcome ED 5 asthefirgt step in the process. In findising ED 5 we would encourage the
Board to ensure that their proposal's do not require extensive systems changes at this stage
in areas where further changeislikely to be introduced as part of Phase I of the insurance
project.

We welcome the Board' s decision to issue a standard that deals with insurance contracts
rather than insurance entities. This recognises the need for a congstent gpproach within

the financia services sector. We consder, however, that insurance contracts have
digtinctive fesatures resulting from the combination of insurance risk trandfer, financing and
service which is aways present. The combination of these three el ements supports the need
for goecific guidance.
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We support the Board' s proposa for unbundling of deposit components of some insurance
contracts but welcome its limited gpplication. A consequence of this decison isto limit
comparability with other financid inditutions. Thusit is essentid thet the definition of
insurance contracts only encompasses those contracts that contain sSgnificant insurance

risk. Thisis essentid to ensure that Smilar contracts issued by investment entities,

insurance companies and banks are recognised, measured and presented in a comparable
manner.

However, infindising ED 5, the Board needs to:
1. Claify the definition of an insurance contract

2. Address atificid volatility resulting from the mismaiched accounting trestment for
assets and ligbilities

3. Provide guidance on the interpretation of fair value for insurance and investment
contracts and

4. Claify the treetment of discretionary participating investment contracts.
1. Definition of an insurance contract
We support the spirit of the definition of insurancein ED 5.

It isimportant that the definition and the related implementation guidance are clear and
concise to ensure that those contracts that are in substance investment contracts are
consgtently identified and accounted for under IAS 39 around the world.

In our response to question 2 we have suggested some improvements to Appendix B to ED
5 and the Draft Implementation Guidance. These suggestions are based on our practica
experience of the difficulties the insurance industry around the world is encountering in
seeking a consgtent interpretation of the proposed definition. In particular, we recommend
the use of asmall vocabulary, usng terminology aready accepted in other sandards and
condstently gpplied, snce thiswill improve the clarity of the definition and the related
implementation guidance.
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2. Asset/liability mismatching

We note from the Basis of Conclusions that the Board congidersit acceptable as an interim
measure not to address the mismatch that will arise between assets used to fund insurance
lidhilities and the insurance ligbilities themsaves. We are concerned that the proposed
retention of existing local accounting principles for insurance liabilities while assets are
accounted for under IAS 39 introduces artificid volatility whilst falling to reflect the red
volatility inherent in the entity's funding policies and may result in the presentation of
mideading information in the income statement and balance sheet. The performance
measure and net book value of insurance entitieswill be lessrelevant and relisble as a
result.

Under many current loca accounting principles, the objective of matching in the income
datement is achieved in one of two ways. ether by carrying assats at fair vaue and
applying current market interest rates to the determination of insurance liabilities
(“unlocking” the interest rate) or by carrying the assets at amortised cost and measuring the
insurance ligbilities usng the interest rate implicit in the funding assets a inception (thus
“locking in” the interest rate). The use of locked in interest rates will result in amismatch
between the carrying vaue of assets and liabilities as soon as interest rates move if the
assets used to fund the ligbilities are carried at fair vdlue. When interest ratesfdl, asin
recent years, the fair vaue of the assetswill increase, giving riseto again in theincome
gatement or in equity, which will not be reflected by an increase in the carrying vaue of
theligbilities. Since ED 5 in its loss recognition proposals does not require the use of
discounted cash flows using current market interest rates, the impact of this change will
also not be reflected through the loss recognition test proposed in paragraphs 11 to 13 of
the exposure draft.

In generd, we believe that when assets are measured at fair vaue, insurance ligbilities
should be measured using current interest rates. Consequently the standard should not
prohibit entities from moving to unlocked interest rates when measuring insurance
ligbilities. Paragraph 16 relating to the adoption of new accounting policies should be
amended to permit this explicitly. Asaminimum, entities should be permitted to adopt
such achangein policy if they chooseto do so. We recognise thet the systems
implications associated with a change to such a measurement method would be sgnificant
for many companies and thus it would be incongstent with the objective of minimising
systems changes during Phase | of the insurance project to make this mandatory at this
stage. Consequently, where entities choose to use locked in interest rates in vauing their
lidhilities, they should apply current market rates in the loss recognition test to ensure that
ggnificant losses due to changes in interest rates are recognised at the same time as the
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gains on the related assets. Whilst this solution does not address the problem completely,
it may dleviate some of the artificid volatility that will otherwise arise.

We recognise that the Board' s decision not to permit a separate classification of assets held
to back insurance ligbilitiesis consgtent with the trestment for smilar assets held by other
entities. We understand the attraction of an asset-based solution to the mismatch problem
for many insurance companies and have considered the two approaches addressed by the
Board in BC110: the relaxation of the criteriain IAS 39 for classfying financid assets as
held to maturity or the creation of anew category of assets carried at amortised cost
(namely assets held to back insurance liabilities). We accept that the former approach
would be inconsstent with the principle in IAS 39 that entities must have both the intent
and ability to hold assets to maturity. The latter gpproach would avoid a direct conflict
with the dassfication rulesin IAS 39, but we recognise that detailed rules, &t least as
complex as those dready imposed for held to maturity assets, would need to be introduced
to control the classification of assetsinto this category to ensure that assets that may be
sold in response to changes in market prices continue to be carried & fair value.  The
cregtion of such a category would impose artificid restrictions on management’ s ahility to
manage its portfolios of assets. Nevertheess, we bdieve that the Board has
underestimated the impact of the mismatch between assets and liahilities. A solution to
thisissue is amatter of congderable importance.

3. Theinterpretation of fair valuefor insurance and investment contracts

The adoption of IFRS by many insurance companiesin 2005 is expected to result in a
greater use of fair values. This arises primarily from the application of IAS 39 to financid
assets, investment contracts and embedded derivatives in insurance contracts. Moreover,
ED 5 dso presently requires the disclosure of fair vaues for insurance contracts from
2006. It istherefore essentid that the issue of aharmonised fair vaue measurement of
liabilities across sectors be addressed now. Fair vaue disclosure should not be required
until the issues are resolved and guidance is available.

We bdieve that further consideration should be given to the impact of surrender options on
the fair value of investment contracts. We believe that the Board's conclusion, set out in
BC 117(e) that the fair value of such a contract is not less than the amount payable on
demand, fails to recognise that there is a difference in nature between along-term interest
bearing contract with an embedded surrender option and a nor+interest bearing demand
deposit with no fixed term. Factors such as the price at which the surrender option may be
exercised, the tax implications of its exercise and the investor’ s expectations of future
returns on the contract will dl influence the fair vaue of the option, even without
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congderation of the behaviourd effectsimplicit in aportfolio of such contracts.  Some of
these factors may be relevant in determining the fair vaue of the liabilities themselves
whereas others may be viewed as a separate intangible assets relating to the customer
relationship.

We do not condder that it isyet practicd to determine the fair value of such liabilities with
sufficient reliability to drive the accounting trestment, nor do we believe that it is yet
practica to split the fair vaue of aportfolio of such liabilities between the fair vaue of the
ligbilities themsalves and that of the related intangible asset. We therefore recommend that
the Board accelerates its Measurement project and ensures that this addresses how to fair
vaue such lidbilities. Only when such a project is complete can an informed concluson on
the measurement of financid ligbilities be made.

Theoreticaly, we believe that the fair vaue of an investment contract with a surrender
option may be lessthan initid cost and therefore could giveriseto again on initid
recognition. Thisis congstent with the fact that insurance companies are prepared to pay
sgnificant amounts to third parties to acquire such business. The existence of a secondary
market in reinsurance and the sales of portfolios of contracts at prices that do not reflect the
aggregate value of the contracts supports this view.

Such a debate is consderably wider than the trestment of surrender optionsin investment
contracts, and as such should be carried out independently from the surrender options
debate. Any project on fair vaues needs to address such issues as entrance versus exit
vaue, wholesale versus retall markets, market vaue margins, vaues of renewa options,
customer behaviour and whether the fair vaue of aliability iswhat would be paid to
someone else to assume it or the amount to immediately settle with the holder of the
contract. These are not unique to the insurance industry and should be addressed on a
cross-industry basisin order to ensure a consistent approach.

4. Discretionary participating investment contracts

We support the Board' s decision not to address the accounting treatment of discretionary
participating investment contracts at thisstage. It isnot clear, however, how the inter-
relationship between paragraph 25 of ED 5 and IAS 39 isintended to operate. As
discussed in more detail in our response to question 9, the paragraph should set out
explicitly how to account for the fixed eement of such a contract, rather than only onan
imprecise cross reference to IAS 39.
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000000000

Inview of the complexity of the insurance indudtry, it is essentid for sound financid
reporting that the finalisation of the standard resulting from Phase | of the insurance
contracts project and its gpplication in practice are carried out in close co-operation with
users, preparers and auditors with an understanding of the industry’ sissues. We are
pleased to note that the Board has established a Task Force and recommend that it should
be consulted to ensure that any changes to the proposed IFRS resulting from the exposure
period are practical and appropriate.

If you have any questions in relation to this letter please do not hesitate to contact Jochen
Pape, Chair of the PwC Global IFRS Board (+49 211 981 2905), or Gordon Ireland (+44
207 212 5163).

Yoursfathfully

PricewaterhouseCoopers
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Question 1 — Scope

(@)

(®)

The Exposure Draft proposesthat the IFRS would apply to insurance contracts
(including reinsurance contracts) that an entity issues and to reinsurance
contractsthat it holds, except for specified contracts covered by other IFRSs.
The FRSwould not apply to accounting for policyholder s (paragraphs 2-4 of
thedraft IFRS and paragraphs BC40-BC51 of the Basisfor Conclusions).

The Exposure Draft proposesthat the [FRS would not apply to other assetsand
liabilities of an entity that issues insurance contracts. In particular, it would not

apply to:

(i) assetshed to back insurance contracts (paragraphs BC9 and BC109-
BC114). These assets are covered by existing IFRSs, for example, IAS 39
Financial I nstruments. Recognition and Measurement and |1AS 40
I nvestment Property).

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

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

The Exposure Draft proposesthat weather derivatives should be brought within
the scope of |AS 39 unlessthey meet the proposed definition of an insurance
contract (paragraph C3 of Appendix C of the draft IFRS). Would thisbe
appropriate? If not, why not?

Answer

@

We agree that it is appropriate to develop an accounting standard for insurance
contracts rather than for insurance undertakings.

We agree that policy holders should be excluded from the scope of ED 5 but we
are concerned that the amendment to IAS 32 proposed in paragraph C1 of ED 5
does not discriminate between contracts with no insurance risk, that should be
accounted for under IAS 39, and genuine insurance policies, where the premiums
should be accounted for as an expense. Entities holding direct insurance contracts
should dso gpply the insurance contract definition in ED 5 in determining the
extent to which they fall within the scope of IAS 39.

We suggest amending paragraph C1 asfollows:
“Paragraph 3 of [June 2002 Exposure Draft of improvementsto] IAS 32 Financial
Instruments: Disclosure and Presentation is deleted. Paragraph 1(d) is

renumbered as 1(c). Paragraph 1(c) is renumbered as 1(d) and amended to read as
follows

@)
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@ (@)

@ (i)

(b)

(d) insurance contracts as defined in Appendix A of IFRS X Insurance Contracts
However, this Standard applies to derivatives that are embedded in insurance
contracts (see IAS 39 Financial Instruments: Recognition and Measurement).”

Assets held to back insurance contracts: We note that ED 5 does not create
specid rulesfor assets held to back insurance contracts. We bdieve that it is most
important for the assets backing the insurance contracts and the ligbilitiesarisng
from insurance contracts to be measured on consistent bases. Failure to address
thiswill creste artificid volatility in reported equity or earnings that does not

reflect the underlying economics of the business. As discussed in our covering
letter, we believe that insurers should at least be permitted to minimise the effect

of this by measuring liabilities usng current interest rates.

We note that an anomay ill remains where assets which are contractudly linked
to policyholder rights under insurance or investment contracts include owner
occupied properties. Under the dlowed dternative treatment in |AS 16, these
properties can be carried at fair value. However, until the project on reporting
other comprehensive income is completed, this fair value adjustment is not
reflected in the income statement but isingtead taken directly to equity. The
policyholders' liability, however, will incorporate an embedded derivative that
will need to be carried a fair vaue through the income statement.

We would welcome a consequential changeto IAS 16 to dlow areporting entity
to choose to take revaluation gains and |osses on owner occupied property to the
income statement, provided that the treatment is adopted consistently for all assets
of the same class.

Financial instruments issued by issuers of insurance contracts: We beieve

that the scope outlined in question 1 (@) (ii) is gppropriate.

Weather derivatives. We agree that weather derivatives should be accounted for
under IAS 39 unless they meet the definition of an insurance contract.

Question 2 — Definition of insurance contract

Thedraft IFRS defines an insurance contract asa ‘contract under which one party
(theinsurer) accepts significant insurancerisk from another party (the policyholder)
by agreeing to compensate the policyholder or other beneficiary if a specified
uncertain future event (the insured event) adver sely affects the policyholder of other
beneficiary’ (Appendices A and B of thedraft IFRS, paragraphs BC10-BC39 of the
Basisfor Conclusonsand |G Example 1 in thedraft Implementation Guide).

Isthis definition, with the related guidancein Appendix B of thedraft IFRSand 1G
Example 1, appropriate? If not, what changes would you suggest, and why?
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Answer

We agree with the spirit of the definition in ED 5. However, we believe that the wording
of the definition is still open to misnterpretation, particularly in the light of the detailed
implementation guidance thét is attached.

We recommend the following changes to the definition and accompanying guidance to
assg initsinterpretation:

A smal vocabulary should be used based on terms that are aready widely used and
undergtiood in IFRS literature to ensure clarity in interpretation. For example, the use of
the terms*“plausble scenarios’, “trivid”, “extremdy unlikdy” and “inggnificant” are dl
difficult to interpret and may be seen as having different shades of meaning that were not
intended.

Appendix B to ED 5 should be amended to ensure consistency between paragraphs
B18(a), B21 and B23. We agree with the conclusion in B18(a) and B23 that the
legd form of alife insurance contract is not enough to justify the classfication of
the contract asinsurance if the insurer has not accepted significant mortdity risk.
For example, a contract offering 101% benefit on death does not have amateria
impact on cash flows should the insured event occur and should not be regarded as
an insurance contract. Moreover, it would be ingppropriate to conclude that a
contract that has a sgnificant surrender penaty for an inggnificant period of time
(say one month) but where the deeth benefit is equd to surrender vaue at dl other
timesisinsurance. However, the find sentence of B21 could be interpreted as
requiring the opposite.

We note that the use of the term “net cash flows’ in B21 has been interpreted as
permitting the classfication of contracts which trandfer very limited insurance risk
as insurance contracts. We recommend replacing this with* contractua cash
flows’. Thiswill dso ensure that transaction and other costs borne by the insurer
are excluded asthey do not arise directly from the contract.

The interpretation guidance should require the identification of the insured event as
the first step in the gpplication of the insurance contract definition test. Thisis
particularly rlevant where the definition depends on whether survivorship or degth
isidentified asthe insured event.

Example 1.4 isincongstent with paragraph B23 in that, in the former, there hasto
be a ggnificant probability that the holder will not survive until the specified date
wheress, in the latter, desth need only be plausble. We consider that the two
should be consistent and therefore recommend that the trestment of the contract in
Example 1.4 be amended to read asfollows: “Insurance contract, unlessthereisan
indggnificant probakility that the policyholder will not survive until the specified
date’. Moreover, the comparison of cash flows should be made not only a
maturity, asimplied in Example 1.4, but a any moment when there is more than an
inggnificant probability of survivd.

Paragraph B23 and Example 1.2 should be amended to clarify that a contract
should not be classified as insurance smply because the insurer has the discretion
under the contract to adjust the surrender benefit to reflect up-front acquisition
cogts or to make market vaue adjustments, for example in reponseto falsin
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equity markets. This should be distinguished from the stuation where pre-defined
surrender value charges consistently result in adifference in payout than in the
event of deeth. In such cases we recognise that there may be significant insurance
risk.

We attach as an gppendix to thisletter our proposed redrafting of paragraphs B21 to B26 to
address the issues we discuss above.

In addition, we recommend the inclusion of examples of property and casudty reinsurance
contracts and life reinsurance contracts in the Draft Implementation Guidance. Thisisa
complex areawith quota share, stop loss, financid and other types of reinsurance.
Clarification is needed to address when such reinsurance becomes insurance under the
Board' s definition. In particular, the Draft Implementation Guidance should clarify that
the aggregation of direct contracts pooled into a reinsurance contract should not result in
the classfication of the reinsurance contract as financing Smply because the effect of
aggregation may reduce the probability of loss and hence influence the decison asto the
level of insurance risk transferred.

Question 3 — Embedded derivatives

(@ [IAS39Financial Instruments: Recognition and Measurement requires an entity
to separ ate some embedded derivatives from their host contract, measure them
at fair value and include changesin their fair valuein profit or loss. This
requirement would continue to apply to a derivative embedded in an insurance
contract, unless the embedded derivative:

() meetsthe definition of an insurance contract within the scope of thedraft
IFRS; or

(if) isan option to surrender an insurance contract for afixed 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) aput option or cash surrender option embedded in an insurance contract
if thesurrender valuevariesin responseto the changein an equity or
commodity price or index; and

(i) an option to surrender afinancial instrument that isnot an insurance
contract.

(paragraphs5 and 6 of the draft |FRS, paragraphs BC37 and BC118-BC123 of
the Basisfor Conclusonsand |G Example 2 in the draft Implementation
Guidance)

Arethe proposed exemptions from the requirementsin IAS 39 for some
embedded derivatives appropriate? If not, what changes should be made, and
why?
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(b) Amongthe embedded derivatives excluded by this approach from the scope of
IAS 39 areitemsthat transfer significant insurancerisk but that many regard
as predominantly financial (such asthe guaranteed life-contingent annuity
options and guar anteed minimum death benefits described in paragraph BC123
of the Basisfor Conclusions). Isit appropriate to exempt these embedded
derivatives from fair value measurement in phase| of thisproject? If not, why
not? How would you define the embedded derivatives that should be subject to
fair value measurement in phase|?

(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
IG54-1G58 of the draft Implementation Guidance). Are these proposed
disclosures adequate? If not, what changes would you suggest, and why?

(d) Should any other embedded derivatives be exempted from the requirements in
IAS 397 If s0, which ones and why?

Answer

We agree with the exemptions outlined in question 3 (8) (i). However, claificationis
needed to address the circumstance where the deposit component has been unbundied and
issubject to IAS 39. If the contract is subject to unbundling and the surrender vaue option
relates to the deposit component, we would expect this derivative to be accounted for in
accordance with IAS 39 to be cons stent with prepayment options in other financia
instruments.

In relation to question 3 (b) we agree that the exemption is appropriate.

In relation to question 3 (c) we broadly agree with the Board' s proposals. However, we
would welcome the introduction of guidance on the level of aggregation gppropriatein
relation to these disclosures.

We believe that further consideration should be given to exempting surrender options
embedded in discretionary contracts (question 3 (d)). In principle, we agree that such
options should be accounted for separately if they are not exercisable at accreted amount
but in practice we bdlieve that the vauation of such options is more complex than for
norma prepayment optionsin view of the many behaviourd, contractud, fiscd and other
non-financid factors that will determine their exercise. Consequently, we recommend that
such options are aso exempted from the scope of IAS 39. Thiswould be consistent with
the proposed exemption of the host contract from the scope of IAS 39 at this stage.

In addition, we would welcome clarification that embedded derivatives should be regarded
asinsurance contractsin their own right, and thus be exempted from the requirement for
separation, where the cash flows of the derivative and the host insurance contract are
interdependent.
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Question 4 — Temporary excluson from criteriain IAS8

(@)

(0)

Paragraphs 5and 6 of [the May 2002 Exposure Draft of improvementsto] IAS 8
Accounting Palicies, Changesin 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 policiesfor:

(i) insurance contracts (including reinsur ance 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).

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

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

()  eiminate catastrophe and equalisation provisions.

(i) require a loss recognition test if no such test exists under and insurer’s
existing accounting policies.

(i) 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
Basisfor Conclusions).

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

why?

Answer

Exemption from |ASB Framework up to 31 December 2006

The Board should reconsider the “ sunset” proposa. We support the Board in setting for
itself a challenging target to ddiver Phase |l of thisinsurance project. However, there are
very substantid issuesto resolve and it may not prove possible to complete adl aspects with
proper due process within the time available. Thereisasubgtantia risk that the pressure of
asunset clause may be perceived to lead to inadequate time being spent on parts of its
Phase I proposals and/or insufficient dialogue with the Board's constituents. The Board
could be subject to sgnificant embarrassment and criticism if an amendment hasto be
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introduced at a late stage to defer or remove the sunset clause in 2006 if the target proves
impractical.

Paragraph 9 of ED 5 should be expanded to expresdy permit the continuation of
accounting policies for deferred acquidtion costs associated with insurance contracts.

Prohibition of catastrophe and equalisation reserves

We agree with the decision to eliminate certain catastrophe and equalisation reserves that
are common under some locad GAAP mainly for property and casudty business. They do
not meet the IASB Framework’s definition of aliability, snce they are mechaniamsto st
aside or redtrict access by shareholders to fundsin order to ensure adequate funding for
future dams.

We recommend, however, that the requirement is not limited to the specific terms
“Catastrophe and Equaisation reserves’ snce different terminology for the same reserves
may be used in some territories. We therefore suggest that in paragraph 10 the words “or
gmilar separate reserves which would not meet the definition of aligbility under the
framework” are added to capture any smilar provision for future losses on future contracts.

We note that in certain jurisdictions equalisation or catastrophe “provisons’ are required
by regulators to be set up for extant contracts. We do not agree that such provisions should
only be diminated for future contracts. Rather we consder that whilst prudent assumptions
may still be made in Phase | for catastrophes which might reasonably arisein un-expired
periods of risk on contracts in existence at the balance sheet date, the setting aside of a
Separate “reserve’ categorised as a catastrophe or equalisation reserve can not be
acceptable whether in relation to extant or future contracts.

We believe that additiona note disclosure should be required in cases where companies
have posted such reserves under local GAAP. Thiswould enable investors to have a better
understanding of the financid condition of the company and aid comparison of companies
from different countries. Similar disclosures are dready found in IAS 30 (paragraphs 50 to
52) requiring banks to disclose reserves established under loca circumstances or
legidation which are not permitted as reductions in the carrying value of assets or as
ligbilities under IFRS.

L oss recognition test

In relation to the proposa under question 4 (b) (i), we agree with the principle of
introducing a compulsory 10ss recognition test whenever the pre-existing accounting
policies do not require one.

We bdieve it should be made clear that dl contractua cash flows, including contingent
cash flows (e.g. guaranteed annuity options and those associated with embedded
derivatives that are not accounted for separately) should be considered in the compulsory
test in paragraph 11.

We ds0 note that the level of aggregation on which the loss recognition tet hasto be
performed is only referred to in the Basis for conclusons BC67 (b). Our opinion isthat the
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leve of aggregation is an important feature when consdering loss recognition testing and
therefore recommend that guidance should be included in paragraph 11 of ED 5.

Furthermore, we think that changing the term “existing” accounting policiesinto “pre-
exiging” accounting policies in paragraph 12 of ED5 would refer more clearly to the
accounting policiesin place before gpplication of the IFRS for insurance contracts.

De-recognition and offset
We agree with the proposals outlined in question 4 (b) (iii).

Question 5 — Changesin accounting policies
Thedraft IFRS:

(@ 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 Basisfor Conclusions).

(b) proposes that, when an insurer changes its accounting policies for insurance
liabilities, it can reclassfy 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).

Arethese proposals appropriate? If not, what changes would you propose and why?
Answer

We agree with the proposals set out in question 5.

It is unclear whether paragraph 16 only permits a change to an accounting policy if al
other requirements of paragraph 16 are complied with, including for instance the
elimination of excessve prudence. We bdlieve that a change in accounting policy that
moves away from any of the treatments discussed in the paragraph should be encouraged,
even if other agpects remain unchanged. Therefore we would recommend that paragraph
16 be redrafted as follows:

“ An insurer may continue using existing accounting policies that involve the
following, but a new accounting policy that introduces any of them does not satisfy
the requirements of paragraph 14.”

We understand that allowing non-uniform accounting policies for insurance liabilitiesis
necessary to achieve the objectivesin paragraph 1(a). However, it isunclear in paragraph
16 whether a change made in accordance with paragraph 15 would need to be made in al
subsdiaries or whether it can be made in certain subsidiaries aslong as it does not cregte
greater diversty in non-uniform accounting policies. We support the latter interpretation
at this stage as it would encourage the earlier adoption of accounting policies that comply
with IAS 8.
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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 1G5 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?

(b)  should unbundling berequired in any other cases? If so, when and why?

(¢ isit clear when unbundling would be required? If not, what changes should be
made to the description of thecriteria?

Answer

We agree with the proposals. Whilst the benefits of unbundling are Sgnificant, we
consder that any further move towards unbundling would be unhepful &t this stage.

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 he draft IFRS and paragraphs BC89-
BC92 of the Basisfor Conclusions).

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

Answer

We do not agree with the proposals reating to reinsurance purchased. Reinsurance
contracts are principally insurance contracts, asindicated in paragraph 2(a) of the exposure
draft, and as such should be treasted consistently with other insurance contractsin
accordance with loca GAAP until Phase |1 of the Insurance project has addressed the
appropriate accounting trestment. We note from BC90 that the Board' s primary concern
appears to be the risk of reporting a gain on buying reinsurance which is not
representationally faithful because no economic gain occurred &t thet time. However, we
note that this gain arises only as a correction of a previoudy overstated ligbility and
therefore results in amore gppropriate reflection of the entity’ sred exposure. The
retention of locad GAAP for such contracts would aso minimise the systems changes
required as aresult of Phase | of the project, particularly sinceit is clear that the Board
does not regard its proposals in paragraph 18 as permanent.

In the event that the Board decides to retain the proposals in paragraphs 18 and 19 of the
exposure draft, we believe that the proposed drafting itsalf requires some amendment. In
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particular, paragraph 18(b) creates anomalies for certain types of contract and should be
redrafted accordingly.

The anomay can beillugtrated by consdering the example of a quota share term life
reinsurance contract to which the insurance company can cede business written both prior
to and subsequent to the inception of the reinsurance contract. Under such a contract, all
business, irrespective of the date on which it was written, may cover periods of risk arising
subsequent to the inception of the reinsurance contract. Under locd GAAP the liability for
the direct insurer will frequently be set a alevel which creates aloss, frequently referred
to as“drain”. If the reinsurance contract reduces that gtrain, it is likely that profit will be
recognised at the time business is ceded to the reinsurance contract on business written
both prior and post the inception of the reinsurance contract in relation to future periods.

We consder it gppropriate to recognise profit relating to the transfer of risk in respect of
future periods asthisis condgstent with the treetment of other reinsurance contracts which
only cover business written subsequently. In order to ensure thet there is no differencein
accounting for future periods of risk, paragraph 18(b) needs to be redrafted to recognise
that gain recognition is appropriate to the extent that the reinsurance covers such periods,
irrespective of when the businesswas initidly written. If, however, the Board intended
there to be no gain recognition on any retroactive reinsurance, paragraph 18(b) should at
least be redrafted to limit it to the business written prior to the inception of the reinsurance.

Furthermore we bdieve the rights resulting from a reinsurance contract meet the definition
of financia assets under IAS 32 since they represent a contractua right to receive cash or
another financia asset from another enterprise. Therefore we believe that, if the Board
retains its proposed gpproach to reinsurance, it should amend paragraph 19 to require
impairment to be measured in accordance with |AS 39 rather than IAS 36.

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
contractsinto two components:

(@ a liability measured in accordance with the insurer’s accounting policies for
insurance contractsthat 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 IAS 36
I mpairment of Assetsand IAS 38 Intangible Assets |ts subsequent measur ement
would need to be consstent with the measurement of the related insurance
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liability. However, IAS 36 and IAS 38 would apply to customer lists and
customer relationships reflecting the expectation of renewals and repeat
businessthat arenot 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 Basisfor Conclusions).

Arethese proposals appropriate? If not, what changes would you suggest and why?
Answer

We note that the generd principles of fair vauing an acquired insurance business are not
conggtently applied around the world. Some countries make attemptsto fair value such
liabilities but others appear not to do 0. In that respect, we welcome the clarification
introduced with ED 5 that establishes the principle of fair vaue for the acquistion of
insurance contracts.

We have considered the proposd in ED 5 paragraphs 20 to 23 and in particular the
permission to alow an expanded presentation as set out in paragraph 20. Paragraphs BC93
et 520, et out the Board' s rationde for dlowing thisrelief from the generd principle that
assets and ligbilities should be separately fair valued in accounting for a business
combination. We agree with the principle of alowing thisrdief in the circumstances sat

out in BC93. However, we believe that paragraph 20 of ED5 potentidly extends the relief
to other circumstances which could lead to the inclusion of artificial assets on the baance
shest.

We do not support the creation of an asset baance which results smply from the
discounting of aliability where the accounting policy of the reporting entity isto carry its
ligbilities at undiscounted amounts. Similarly, the gpplication of excessive prudencein
determining liabilities should not give rise to adebit baance in a busness combination.
We recommend that such adjustments should be presented as deductions from the liability
balances determined under local GAAP rather than as assets.

We recognise that the acquired contracts will frequently be vaued by acquirersincluding
contractua cash flows that would not normaly be included in arriving & afar vaue under
IAS 39. Companies will aso often place a vaue on the investment margins they expect to
obtain from the acquired portfolio. These assessments are frequently integrated into a
portfolio valuation moded that also diminates the excessve prudence normally included in
the loca GAAP measurement of the ligbility. However, in those circumstances, it is not
possible to extract the elements that reduce the liability. The commentsin BC 94 to BC 99
do not make this entirdly clear and we would welcome redrafting of these paragraphs.

We believe that the financid statements should disclose how acquired insurance contracts
are measured post acquisition under the entity’ s accounting policies.

In particular, we agree that subsequent measurements of the acquired rights and obligations
should take into account the unwinding of the difference between the fair vaues of the
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acquired insurance contracts and the measurement of the same rights and obligations under
the entity’ s exigting accounting policies. The unwinding should be congigtent with the
measurement of the related insurance liability as stated in paragraph 22 (b) of ED 5.

Question 9 — Discretionary participation features

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

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

Answer

We agree that it is not possible to establish appropriate accounting requirements for
contracts with participating features until Phase |1 of the insurance project. At that stage it
may be necessary to revist the concepts of equity and liability Snce the current definitions
do not appear to offer a satisfactory and reliable accounting treatment for these features.

It is essentid that a strong burden of proof should be on the entity to demonstrate that the
policyholders do not have an effective lien on the excess of assets over the established
guaranteed obligations at the balance sheet date in determining the split between equity
and liahility, to ensure that an adequate ligbility is established.

Whether or not the undlocated surplus is split, disclosure of the policy sdected, amounts
involved and funds available for shareholder digtributions in the notes to the financid
datementsis essentid.

We support the Board' s decision not to address the accounting treatment of discretionary
participating investment contracts at this tage. 1AS 39 is not designed to dedl with such
contracts and we support the proposa to defer establishing the accounting treatment of
such contracts under Phase I1.

We support the Board's proposd to ensure that aminimum liability is established for the
fixed element but we do not consider it adequate to rely on a cross-referenceto IAS 39 to
establish measurement principles for this. The proposed amendmentsto IAS 39 recognise
two possble methods for accounting for aliability — amortised cost and fair value — with a
presumption that amortised cogt is the primary policy for such insruments. However, it is
not clear how the amortised cost of the fixed eement of discretionary participating
contracts should be measured, particularly in the light of our concerns about the lack of a
reliable fair vaue methodology for the embedded surrender option if thisis not exempted
from the need for bifurcation.

In any event, for the reasons set out in our covering letter, we do not believeit is

gppropriate to use the surrender floor as the measure of the minimum liability. Any such
proposa would pre-empt the discussion of the fair value of such contracts and does not
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reflect the real exposure of the insurance company to trandfer financid assetsin settlement
of theliahility.

To avoid confusion created by a cross-reference to a standard that was not intended to deal
with such contracts, the standard should establish in its own right the accounting trestment
for the minimum ligbility that would be acceptable for such contracts.

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 tsinsurance
assets and insurance liabilities from 31 December 2006 (paragraphs 30 and 33 of the
draft IFRS, paragraphs BC138-BC140 of the Bass for Conclusons 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?

Answer

We accept the merits of fair vaue disclosures even if the recording of insurance assets and
lidbilitiesis not & far vaue. However, we believe that it is premature to require fair value
disclosure of insurance assets and liabilities before the Board has resolved significant

issues about fair value measurement and has provided detailed guidance on the
methodology used to perform such measurements. The proper sequence of eventsin order
to produce relevant, reliable and comparable financid information should include debate
and due process on the best methodology to produce fair value measurements, the issuance
of guidance and a period of implementation (for preparers, users and auditors) before such
disclosureis required in audited financid statements. We urge the Board to develop this
guidance as soon as possible. In any event, fair value disclosure should not be required
until the issues are resolved and guidance is avallable

In addition, we believe that it is equally ingppropriate to require fair vaue disclosures for
discretionary participating investment contracts for which there is no active market in the
absence of any guidance on how these should be valued. This should be considered as part
of the Measurement project and any requirement to disclose the fair vaues of such
contracts should also be postponed until that project has been completed and subjected to
appropriate due process.

Without the gppropriate guidance significant additiona disclosure of the methodology used
would be necessary in addition to the more useful disclosures of underlying assumptions.
This additiona disclosure has the potentid to be so voluminous as to discourage the user
of financid statements to read them. We are also concerned about the auditability of these
disclosures in the absence of an accepted methodology to dlow the auditor to evauate the
reliability and relevance of those disclosures.

Question 11 — Other disclosures
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(@ The Exposure Draft proposes requirements for disclosures about the amounts
in the insurer’s financial statements that arise from insurance contracts and the
edimated 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 Bass for Conclusons and paragraphs 1G7-1G59 of the draft
I mplementation 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 rdatively 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 |FRSs already require
for other items.

(b) The proposed dsclosures 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?

(©0 Asatrangtional rdief, 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?
Answer

We agree with the principles of the disclosures set out in paragraphs 26 and 27. We
believe trangparency in reporting is vitd to reliable and relevant financia reporting.
Guidance needs to be given on the level of aggregation thet is gppropriate to ensure that
excessve disclosures are not made. The nature of insurance business is such that
determining what might be aterm or condition of any insurance contract that might have a
materia effect on the amount timing and uncertainty of future of future cash flowsisa
very sgnificant challenge. We support a clearer statement on the purpose of the
Implementation Guidance and, in particular, on the way it should be used to determine
relevant succinct information.

We are concerned to note the precedent set by the disclosure requirements in paragraph 29
() (iii) relating to clams development. It is unusua to require disclosures relating to
periods that predate the comparative period in audited financid statements and we consider
that this may give rise to particular difficulties where there is a change of auditors. We
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believe it is more gppropriate for such information to be included in the MD&A, asisthe
casein the US, and we would therefore encourage the Board to reconsider the decision to
require this disclosure in the financia statements.

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). IAS 39 already applies to a financial guarantee
given in connection with thetransfer of financial assets of 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?

Answer

We agree with the proposdl that IAS 39 should gpply to al guarantees that are not formed
as insurance contracts.

Question 13 — Other comments

Do you have any other commentson the draft IFRS and draft | mplementation
Guidance?

Answer

We note that ED 5 makes reference to acquidition costs but that these are not defined in
Appendix A. The following definition is induded in BC71 and we suggest tha it is
included as adefinition in Appendix A:

"Acquisition costs are the costs that an insurer incurs to sell, underwrite and
initiate a new insurance contract."
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Appendix

Significant insurance risk

B21

B22

B23

B24

Insurance risk is significant if, and only if, the change in the insurer's contractual cash flows
determined by the occurrence of the insured event is significant compared to the insurer's
contractual cash flows that could arise at the same point in time from the non-occurrence of the
insured event. If there are no contractual cash flows that can arise from the contract at that point in
time (in both the case of the insured event occurring or not), the present value of corresponding
future cash flows should be used to test if the insurance risk is significant. This condition must be
met over a significant period of the total contractual exposure. In making this assessment only
contractual cash flows arising from the occurrence or non-occurrence of the insured event are
considered.

An insurer shall assess the significance of insurance risk contract by contract, rather than by
reference to materiality to the financial statements.” Thus, insurance risk may be significant even if
there is a minimal probability of material losses for a whole book of contracts.

It follows that if a contract pays a death benefit exceeding the amount payable on surrender or
maturity, the contract is an insurance contract unless the additional death benefit is insignificant
(when judged by reference to the contract rather than to an entire book of contracts). In relation to
surrender values, this condition is met only if the surrender value is based on pre-defined non-
discretionary surrender value charges. Similarly, an annuity contract that pays out regular sums for
the rest of a policyholder’s life is an insurance contract, unless the aggregate life-contingent
payments are insignificant.

Paragraph B21 refers to the insurer’s contractual cash flows arising from the occurrence and non-
occurrence of the insured event. Insurance risk may arise solely as a result of changes of timing of
cash flows. An example is whole life insurance for a fixed amount (in other words, insurance that
provides a fixed death benefit whenever the policyholder dies, with no expiry date for the cover). It
is certain that the policyholder will die, but the date of death is unknown. In this circumstance, the
cash flows are adverse to the insurer as a result of the insured event occurring earlier. For these
contracts the value to be considered as the contractual cash flows arising from the non-occurrence
of the insured event is the present value (probability weighted) of the future contractual cash flows
at the point in time the insured event occurs. In order for the insurance risk to be significant the
change in cash flow on death must be significant compared to the value associated to the non-
occurrence of the insured event calculated as explained above. This condition must be met for a
significant period of time.

Changes in the level of insurance risk

B25

B26

A contract that qualifies as an insurance contract, whether at inception or later, remains an
insurance contract until all rights and obligations are extinguished or expire. If a contract did not
qualify as an insurance contract at inception, the issuer shall reclassify it subsequently as an
insurance contract if, and only if, the change in the insurer's contractual cash flows determined by
the occurrence of the insured event becomes a substantial proportion of all of the insurer's
contractual cash flows that could arise at the same point in time over from the non-occurrence of
the insured event. This condition must be met over a significant period of the total contractual
exposure. (see paragraph B21).

If the issuer can foresee at inception an increase over time in the probability of a change in the
insurer's contractual cash flows determined by the occurrence of the insured eventcompared to
the insurer's contractual cash flows that could arise at the same point in time from the non-
occurrence of the insured event, the contract is an insurance contract from inception, even if the
expected change in the insurer's contractual cash flows determined by the occurrence of the
insured eventis very small at inception when compared to the insurer's contractual cash flows that
could arise at the same point in time from the non-occurrence of the insured event. In other words,
if an event can occur that makes insurance risk significant, the contract is an insurance contract
from inception.

" For this purpose, contracts entered into simultaneously with a single counterparty (or contracts that are
otherwise interdependent) form a single contract.
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