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COMMENT LETTER ON ED 5 — INSURANCE CONTRACTS

Dear Sr David,
Thank you for the opportunity to comment on ED 5 Insurance Contracts.

Kredittilsynet is the authority supervisng the Norwegian securities markets and al Norwe-
gian financid inditutions, including insurance companies and banks.

Kredittilsynet dso prepares draft accounting regulations for insurance companies and banks
on behdf of the Minigry of Finance.

Please find enclosed the comments from Kredittilsynet regarding the specific questions raised
in ED 5 Insurance Contracts.

Moreover, please note that Kredittilsynet has paticipated in the writing of the Comment
Letter from the Internationa Association of Insurance Supervisors (IALS), and by this has
endorsed al comments put forward in the IAIS Comment Letter.

Best regards,

Bjarn Skogstad Aamo
Director Generd

KREDITTILSYNET

Postal address: Office address: Td: +47 22939800 E-mail: post@kredittilsynet.no
Postboks 100 Bryn Dstensgjaveien 43 Fax: +47 226302 26 Web site: www.kredittilsynet.no
N-0611 OSLO N-0667 OSLO Reg.No.: 840747 972

NORWAY NORWAY



Introduction

Kredittilsynet supports the implementation of internationdl financid reporting standards for
insurance contracts which are relevant, rdiable, comparable and understandable. We acknow-
ledge the development of an Internationd Financid Reporting Standard (IFRS) for insurance
contracts by the IASB.

Norway, as a member of the European Economic Area (EEA), is committed b follow the EU
accounting regulation, hereunder the IAS—regulaion prevaling for the consolidated accounts
of liged companies as from 2005. Following this, a Government gppointed Accounting
Commisson has suggested to amend nationd accounting regulaion, prevaling for separae
accounts, compatible with IFRS/IAS.

However, dready writing October 2003, a magor concern to Kreditilsynet is the implemen
tation of Phase | by 2005. Following the EU endorsement of Phase I, the EU Member States —
as well as the EFTA—daes with the EEA — will have to andyse the need for possible changes
to financid reporting rules, supervisory requirements, company law (i.e the issue of
redricting dividends and digtribution of profits to policyholders) and tax regulations. We
acknowledge that these are issues to be raised within the EU in rdation to the timeframe of
the IAS—regulation and the endorsement procedure, but the IASB should be aware of these
practica aspects regarding the implementation of an IFRS on insurance contracts.

Kredittilsynet would dso like to highlight that ED 5 Insurance Contracts is only acceptable as
a short term interim solution, i.e. as a “Phase | gandard”. In our opinion, the present (draft)
standard will not lead to comparable and consstent application as it permits the use of a vari-
ety of accounting policies which conflict with both the IASB Framework and the hierarchy
(IAS8).

It is important that Phase Il provides a robust and sustainable standard for insurance contracts.
Accordingly, Kredittilsynet encourages the Board to move towards Phase Il without undue
dday. In deveoping the Phase Il standard, we urge the Board to consult broadly and field test
proposals to make sure that the stlandard can be implemented safey with lasting benefits.

Please find below our specific comments to question 1-13 regarding the contents of ED 5.



Question 1
The scope defined for the IFRS on insurance contracts seems to be acceptable.

The focus on insurance contracts rather than on insurance entities is appropriate as it ensures
that amilar contracts will be accounted for in the same manner regardliess of the lega Struc-
ture of the entity issuing the contract. Likewise, IAS 39 and other rdevant 1ASs should be
gpplicable to insurance companiesin the same manner as they are gpplicable to other entities.

Question 2
The definition of an insurance contract together with the guidance given is acceptable.

However, the content of the definition itself is not sufficient to give an indisputable inter-
pretation. Kredittilsynet gppreciates the supplementary appendix as wel as the examples
given in the Implementation Guidance. Given the rgpid product deveopment within
insurance, we will emphasse the importance of a frequent review/update of the guidance.
Accordingly, sufficient resources should be dlocated to IFRIC in order to assst stakeholders
in the criticad implementation period as this would be essentia to ensure a harmonised globd
implementation and interpretation of the standard.

In our opinion, the pure endowment contracts meet the definition of an insurance contract
under ED 5 (the insured event being surviva without sufficient financid resources). Accord-
ingly, Kredittilsynet does not agree with the IASB’s conclusons in the draft Implementation
Guidance, example 1.4, and would gppreciate if the exampleisrevidted.

Question 3

Kredittilsynet agrees that any embedded derivatives, not closdy linked to the host insurance
contracts, should be separated and measured as financid instruments. We agree with the
exemptions given regarding the option to surrender an insurance contract for a fixed amount
(or amount based on a fixed amount and an interest rate).

Question 4
(a) Accounting policy and sunset clauses

Kredittilsynet recognises the need for a temporary exception from paragraph 5 and 6 of IAS 8
Accounting Policies until the IFRS for insurance contracts is completed (Phase I1). It should
be made clear that this exception will be vaid throughout the whole Phase |, and that no
specific dates (“sunset clauses’) should be stated. We believe this is necessary in order to
avoid confusion amongst stakeholders should Phase |1 be delayed.



(b) Catastrophe and equalisation provisions etc.
With respect to question 4(b) Kredittilsynet has no comments on proposas (ii) and (iii).

With respect to proposd (i) Kredittilsynet notices that equdisation provisons are not
conggent with IASB’s overdl framework. However, as IASB is aware of, various kinds of
equdisation provisons have been an integrated pat of the prudentid regulations in many
jurigdictions. In this context, it should be noticed that the immediate abolition of equdisation
provisons in Phase | may make it difficult to implement the necessary changes in the regu-
lations regarding capital or solvency requirements (in order to keep the overdl solvency or
financid drength a the same levd). Especidly with regad to the EU/EEA |AS—regulaion
referred to in our introductory comments, this will not be possble, as the detalled work
regarding the so cdled “Solvency Il Project” (which will take into account the consequences
of the new accounting standard) has not yet started. Accordingly, we foresee that an uncoordi-
nated devdopment and implementation of additiond capita or solvency requirements may
take place during Phase |. Even if this is fird and foremost a supervisory issue, the IASB
should be aware of these practical aspects of the implementation procedure.

Kredittilsynet understands that IASB will address the measurement of technica provisons in
Phase Il. However, in a Norwegian context, we have some concerns aready in Phase | regard-
ing the national regulations on technica provisons and especidly those defined as fluctuation
provisons. The fluctuation provisons, as defined by the nationa regulations, have obvious
dmilaities with any “provisons for risk and uncertainty” (or “provisons for adverse
devidion”), but a the same time they are classfied as egudisation provisons in accordance
with the EU Insurance Accounting Directive. Accordingly, the lack of any IASB guidance on
how to dipulate the “provisons for risk and uncertainty” (as this will be a Phase Il issue) may
hamper the future development of the regulations on technica provisons in norHife insur-
ance (including the rules on measurement methods regarding the provisons for outstanding
clams).

Question 5
Proposal (a)

Kredittilsynet has no comments on the general principles stated in paragraph 14 of the draft
IFRS.

It should, however, be noted that a consequence of the rules laid down by paragraph 16 may
be that rather different accounting practices will be applied during Phase | — both with respect
to insurance companies within a jurisdiction and between jurisdictions. A dmple illudration
of this point (involving two accounting practices) may be asfollows.

— A nordife insurance company measuring its provisons for outstanding dams with
excessve prudence will be alowed to continue this practice during Phase |.

— On the other hand, a company measuring its provisons for outstanding clams on a dis-
counted basis in combination with fluctuation provisons dipulated according to trans-
parent methods will not be dlowed to continue this practice (unless the fluctuation
provisons — due to changes in nationd legidation during Phase | — are (partidly) trans-



formed into “admissble’ provisons for risk and uncertainty). Cf. dso our comment on
question 4(b).

It is not obvious how the financid strength of the two companies should be assessed and com-
pared during Phase |, as the differences between the companies would not be apparent from
thar financid reporting. Moreover, even if it is required that the companies during Phase |
should disclose some informéation related to the prudence (i.e safety margins etc.) gpplied in
the cdculation of their insurance liabilities, it may be questioned whether this disclosure will
enhance the comparability of the companies accounts as there are ho common benchmarks
for quantifying the levd of prudence. Accordingly, we expect a variety of disclosure practices
to preval until a full sandard covering methods for measuring the technica provisons has
been developed.

The rise of gmilar differences in accounting practices may take place regarding the poposed
accounting for reinsurance, cf. our comments on question 7.

Proposal (b)

A cdlaification is needed as to whether this proposd is a generd exempt from the revised 1AS
39 paragraph 83 or whether it is an exempt in addition to the exemption from @ragraphs 5
and 6 of IAS 8 and the timing in the clause?

Question 6

Sub—question (a)

Kredittilsynet finds the suggestion appropriate for Phase |, but we emphasisethat if cash
flows do interact, the compound transactior/position should not be unbundled.

Sub—questions (b) and (c)

As insurance contracts are, in general, designed, priced and managed as packages of benefits,
unbundling required soldly for accounting purposes should not be required at this stage.

Moreover, it is Kredittilsynet's opinion that the question of unbundling should be carefuly
(re-)assessed before finadisng Phase 1. This will be necessary in order to ensure proper
requirements on unbunding, induding avoiding accounting rules leading to “atificd”
unbunaling of insurance contracts.

Question 7

Financial reinsurance and ART products/contracts

Other parties have raised concerns that al financia reinsurance contracts should be accounted
for in a gmila way irrespective of whether they are defined as insurance contracts or

financid ingruments. Kredittilsynet is, however, concerned tha this focus will be a the
sacrifice of a proper accounting of traditional ceded reinsurance. Please see our comments in



the following paragrgphs incuding examples illudraing the possble consequences of
paragraph 18 with regards to traditiona reinsurance.

For Phase |, the définitions of insurance and reinsurance together with the unbundling
requirements may improve the rdevance and comparability of accounting for many financid
reinsurance contracts. We believe that this improvement should be sufficient for Phase | with
regards to accounting of financid reinsurance.

Traditional reinsurance products/contracts

The focus on “the net amount paid a inception” in subparagraph 18(b) may lead to an in-
complete or oversmplified approach to the cedant’s accounting for a traditional reinsurance
coverage (i.e. the cedant’s rights under the reinsurance contract). This is egpecidly the case
when subparagraph 18(b) is read in connection with subparagraph 18(a).

The issue at stake may be illustrated by the reinsurance coverage related to a smple quota
share reinsurance treaty. If the cedant measures its ligbilities (eg. the provisons for out-
danding cdlams) on an undiscounted basis, while the reinsurer has gipulated the reinsurance
premium on a discounted basis, the principle lad down by subparagraph 18(b) will lead to an
atificid loss for the cedant a the outset (and a “bolstering” of earnings in subsequent
periods).

Other cases reflecting potentid problems related to the principle laid down by subparagraph
18(b) may arise due to the fact that reinsurance premiums often fluctuate rather widely as a
consequence of the changes in the (overdl) capacity of the reinsurance markets. In sich cases
the reinsurance premium will normaly not be a reiable gpproximation for the cedant’s rights
under the reinsurance contract.

In our opinion, it seems more relevant to dtate that the (direct) insurance companies should
measure their rights under reinsurance contracts by applying an accounting practice that is
consgent with the practice gpplied when measuring the direct insurance liabilities (on a gross
basis).

Two further comments should be made:

— It is not obvious how subparagraph 18(a) should be interpreted in the light of paragraph
14 and subparagraphs 16(a) and 16(b).

— It should be clarified what kind of cases subparagraph 18(e) refersto.
For example, in cases where a norHife insurer measures his provisons for outstanding
clams on a discounted basis, the (expected) future amounts paid in respect of incurred
clams will normaly exceed the discounted provisons. Accordingly, it is not reasongble
to date that thisfact is “evidence that the liability is understated”.

Other issues
Paragraph 19 of the draft standard states that IAS 36 should apply to the cedant’s rights under

a reinsurance contract. We welcome a cdlarification as to the use of 1AS 39 with regards to
reinsurers share of paid clams.



Question 8

Kredittilsynet agrees that the proposas are appropriate as long as assets and ligbilities are
subject to different measurement methods.

If both assets and ligbilities are measured at fair vaue, IAS 22 would apply.

Question 9

Kredittilsynet acknowledges the difficuties connected to the accounting of discretionary
participating festures and supports that the gpproach will be addressed in more depth in Phase
Il of the project.

There ae references to “unalocated surplus’ in ED 5, paragraph 24(b). Kredittilsynet
welcomes a darification of the semantics of the word “undlocated”. Does IASB refer to
“undlocated between investors and policyholders’, or “unalocated to the individud policy-
holders’?

Question 10

According to Kredittilsynet's understanding, the Board intends to issue a guidance before
findisng Phase Il, or to ddiver a complete IFRS for insurance contracts by 31 December
2006.

A complete understanding of what will be expected to be disclosed is a condition for relevant
and comparable disclosure. In order to ensure its reliability, Phase Il or a complete guidance
to fair vaue caculaions, should be presented as early as posshble. If no complete guidance on
estimating fair value of the insurance contracts is presented before 31 December 2006, the full
disclosure requirement should be postponed to avoid companies developing a diversty of
assumptions and methods for the caculation of far vaue close to the deadline for the
published Phase Il. In our opinion, a diversity of approaches regarding disclosure will neither
sarve the investors nor the supervisory authorities or the producers of financid reporting.

In the absence of quantitative disclosure of far vaue, disclosure requirements in Phase |
regarding the amount, timing and uncertainty of cash flows will give the usars of finencd
datements some quditative information on the nature and risks associated with insurance
lidhilities

We acknowledge the anadlogy to IAS 32 and fair vaue disclosure on loans (BC 139).
However, we have no knowledge of countries with experience of accounting according to 1AS
32, and this particular standard has not yet been adopted by the EU Commission.



Question 11

In Phase |, entities should be required to disclose information that would alow the readers of
the financid datements to assess the levd of prudence applied in cdculation insurance
lidhilities

The information in the cdams or run—off datigics is of margind vadue on an aggregated leve
when comparing account reports etc. from different (nonHife) insurance companies. In this
particular case we presume that |AS 14 Segment reporting could be an agppropriate way of
showing the information on amore detalled level.

Question 12

Kredittilsynet has no comments to this question.

Question 13

Kredittilsynet encourages the re-opening of 1AS 40 to include buildings used by the insurer
(BC 114).



