CL 157

February 6 2003

Sr David Tweedie

International Accounting Standards Board
30 Cannon Street

London ECAM 6XH

England

Dear Sr David

Forsakrings
Forbundet
e
Swedish

Insurance Federation
Klara N Kyrkogata 33
SE-T11 22 Siochbolse
Tel D8-783 98 (W)

Fax (08783 95 1§

Cirg wr 556 207-586(0

Comments on “ Exposure draft of proposed amendmentsto IAS 32 and IAS 39" (EXD)

The Swedish Insurance Federation is the trade association for insurance companies. Its

member companies account between them for more than 95 per cent of the insurance business

in Sweden.

We have recently concluded discussons within the Federation regarding the impact of
EXD32 & 39 on the financia statements of an insurance company.

Most of our comments below relate to EXD39 measurement consderations and EXD32
separation of liability and equity dements.

Application of IAS 39 on long term savings contracts, measurement

It ssemslike alot of the busnessissued by the life insurance companiesin Europe will not
meet the definition of insurance business for financid reporting purposes as set out in the
Insurance project. These contracts will be classfied as financid instruments and fal under
IAS 39, dthough legdly defined asinsurance contracts. According to the proposed
amendment to IAS 39, financid liabilities should be valued at amortised cost or fair value,
IASB propose no additiona guidance on how to compute fair value or amortised cost for
these contracts

It is obvious that when IAS 39 was written, IASB did not cover the specid features of long
term savings contracts. There are many crucid questions that remain unresolved, leading to
practical implications that make it more or less uncertain how to gpply 1AS 39 on long term
savings contracts by the year 2005. For example:

- Profit profiles of Smilar insurance and investment contracts will gppear markedly
different.

- Inpractice, according to IAS 39, how should we account for fair value or amortised cost

of financid liabilities in the savings contracts? There is no liquid market againgt which to
determine fair vaue but reporting according to the embedded vaue method (used in
transactions and widdly published as supplementary accounting informeation throughout



Europe, Canada and Audtraia) is not alowed. On the other hand amortised cost does not
redly reflect the economic nature of an insurance contract.

- Thetreatment of acquisition costs is not clear according to IAS 39. Deferred acquisition
cogts (DAC) isan important part of many national GAAPs based on the EU directives.
Any uncertainty on thiswill have sgnificant practica consequences. For example, the
proposed amendment to IAS 39 would require interna transaction costs to be expensed
immediately. This would mean that companies using interna saes forces would be
systematically disadvantaged compared to companies that use externa saes forces.
Obvioudy this could have a sgnificant impact on how the insurance industry operates.

- If one can neither recognise future premiums according to afair vaue gpproach, nor
recognise DAC according to matching and deferrd gpproach, significant initia losses will
occur. Such an accounting method would not reflect the economic redity of long-term life
insurance contracts. Indeed, thiswould put the reporting on long-term insurance business
back 20 years, negating the progress made through deferrad-and- matching and into fair
va ue gpproximations that now have wide support and, in the UK at least, established

guidance. The Draft Statement of Principles produced over the past couple of years by the

IASB secretariat represented a further, positive, step forward aong this path but has been
sddined by ignoring fine principles and instead following the rulesin IAS39.

- What are the consequences of gpplying IAS 18 on the service component? For example,
how should acquisition costs be treated under IAS 18?

- Thereareimportant issues regarding IAS 39 contracts that will not be dealt with until
Phase |1 of the project: Unit of accounts and the issue on Separate accounts. The question
on whether funds like Unit linked should be accounted for asfinancid assets and financid
ligbilities, separate accounts or off balance sheet isimportant and should be solved before
conversonto IAS.

Congdering the important open questions and the little time for preparing the changes, we
believe that there should be an exemption for insurers on gpplying IAS 39 and IAS 18 for
long term savings contracts faling outside the definition of insurance contracts from 2005.
Preferably IAS 39 should be amended in order to handle the accounting for long-term savings
contracts. Thiswork should be undertaken in close co-operation with Phase |1 of the insurance
project. By doing so we will obtain a clear and robust accounting modd for long term savings
contracts and consistency will be promoted. Insurance companies that issue contracts falling
under IAS 39 must be alowed the same time for preparing the changes as companiesissuing
insurance contracts or other indudtries. Also there would be sufficient time to carefully

eva uate the open questions.

Separation of debt and equity in performance linking contracts

In Sweden, many life insurance companies are mutua or run on amutua bass which means
that surpluses generated must be returned to the policyholdersin the form of bonuses. The
policyholders have no choice or influence over the investment of ther funds.

The mgority of the business consists of two mgor groups of products, al of which are long-
term savings oriented insurance products:

- Traditiond individud business

- Corporate pensions

While dl of these contracts have guaranteed values, they have an account value which is
credited (or debited) with accumulated amounts thet represent an dlocation of actua
investment, mortality and expense experience. The dlocation is based on the operation of a



defined formula, which is required to be filed with Swedish insurance regulators. In principle,
the payout a death, maturity, surrender or through annuitization is the guaranteed amount
plus an amount ca culated using the account vaue (if any). This determination of account
vaue consders the estimated fair value of total assets. Experience alocated to the account
va ue can be positive or negative, but policyholders are aways entitled to guaranteed contract
vaues.

The Bonus reserve in the balance sheet conssts of alocated and unallocated accumulated
surpluses. There is no requirement that surpluses be passed through to policyholdersin the
period they emerge nor is there a requirement that these profits be distributed or alocated to
current policyholders. Due to the fact that the individua policyholder’ s right to the bonus
reserveis not guaranteed and can be withdrawn, the reserve is classfied as equity according
to Swedish GAAP. Bonus reserves are the dominant source of risk capital in many of the
mutua companies snce there are no shareholders contributing with risk capitd.

Conddering these circumstances we believe that the question of classfication of surplus as

either debt or equity must be carefully evaluated. We believe that there is a need for an option
to classify the bonus reserve as equity.

If you would like further input from us on these topics, please do not hesitate to get in touch
with me.

Yours sncerdy

Arne Sandstrom



