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SPANISH ACCOUNTING AND AUDITING INSTITUTE (ICAC)

COMMENTSON ED 5INSURANCE CONTRACTS

In generd, the ED-5 is conddered as a trangtiona rule gpplicable during
phase I, on which further work needs to be carried out on a consensua basis in order
to gve accounting solutions to the different operations done by insurance and
reinsurance undertekings, that will be agpplicable in phase 1I. A solution that will
necessarily have to seek equivalence between the correct input of the different
operations in the accountings and the intention and god of the operations carried out
by such undertakings on issuing, coverage and liquidation fo the compromises

assumed.

Concerning the different questions raised in the ED-5, we' d like to underline:

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
ligbilities of an entity that issues insurance contracts. In particular, it would

not apply to:

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

The Exposure Draft proposes that westher 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 gppropriate? If not, why not?

We share the idea of focusing the ddimitation of the scope of the standard,
according to the principle that edtablishes “the contract must be understood
conddering the underlying redlity rather than the forma features’, to the nature of
the contracts, and, therefore, extending the accounting regime for insurance
contracts to those operations compliant with the definition of Insurance Contract
foreseen in ED-5, regardless they are issued or not by insurance undertakings. As
long as phase Il doesn't come into force, we consder necessary on a trangitory basis
the non-drict application of 1AS 39 for asset held to back insurance contracts, as
long as during phase | it won't extent the far vaue to those liahilities derived from
insurance contracts, the different accounting regime agpplicable to such liabilities and
to the financid assets hedging the, may raise a big decree of voldility to the asset of
insurance undertakings, according to the oscillations of either interest rates or prices
not encompassed with liabilities variations in the same direction.

Therefore, Spanish  supervisory  authority  for  insurance  undertakings
congders that, on a trangtory bass during phase I, IASB should make more flexible
the requirements demanded for the maintenance of assats in the hed to maturity’s
portfolio, so that, thus, asset held to back insurance contracts may be vaued at cog;
or dlow on a trangtory bass a new category of assets indde IAS 39, named as asset
held to back insurance contracts, that can be vaued at acquidition cost. In both cases,
problems linked to the voldility created by the mismaching of assats and liabilities
would be removed.

Question 2 — Definition of insurance contract
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The draft IFRS defines an insurance contract as a ‘ contract under which one party
(the insurer) accepts sSgnificant 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) adversdly affects the
policyholder or other beneficiary’ (Appendices A and B of the draft IFRS,
paragraphs BC10-BC39 of the Basis for Conclusons 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?

Insurance contract is defined by ED-5, for accounting purposes only, as the one
by which one paty (the insurer) accepts dgnificant insurance risk from another
paty (the policyholder) by agreeing to compensate the policyholder or other
beneficiary if a specified uncertain future event (the insured event) adversdy affects
the policyholder or other beneficiary’

However according to the legd ddimitation of these contracts in insurance
market, and we think that in most of Europe as well, a difference is made among the
three paties intervening in the contract with the insurer, the policyholder, the
insured person (to whom, him or his goods, the risk affects), and the beneficiary
(who will get pad the sum). So , even if dl three of them may be the same person,
they may not, but in every case the one that will have to support/sustain the damage
will be the insured person, not the policyholder nor the beneficiary.

According to the aforementioned, we propose the following definition for
insurance contract: ~ insurance contract is defined as the one by which one paty
(insurer) accepts the risk ceded by the other party (policyholder), compensating the
beneficiary in case an uncertain adverse event affects the insured ™.

On the other hand we don't share the opinion dating that pure endowment
contracts, as they appear in 1G 1.4, won't be considered as insurance contracts. Such
contracts rely on financid-actuarid caculations, and as the insurance operations that
they are, they incorporate an insurable risk borne by the insurer, in line with the
definition, thus not being any reason for their exclusion.

Furthermore, in line with the aforementioned, we consder that a a globd leve
the ddfinition of insurance contracts and its ddimitation from other financid
products is coherent, dthough such coherence results bigger from a theoreticd point
of view than from a practicd one, as there aren't concrete specified criteria to
deimit what sands for Significant risk and NonrSignificant risk thus setting an
unclear and subjective threshold hardly gpplicable in practice. In addition to thet, it
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may imply that identical products would have a different accounting trestment due
to the different level of risk assumed, thus raising regulatory arbitrage. An example
of such philosophy may be the ddimitation of credit insurance from the rest of
financid guarantees, where an objective condition( that the debtor won't comply
with his obligations, cauang an economic loss to the policyholder), dlows splitting
between insurance contracts and the rest of the financial guarantees.

Therefore, we condder that the standard must combine both quditative and
quantitative eements to define what's understood by insurance contract in a manner
that subjective criteria of those eaboreting the financid information to be disclosed

won't distort the annua accounts.

Question 3— Embedded derivatives

(@) 1AS 39 Financial Instruments. Recognition and Measurement requires ar
entity to separate some embedded derivatives from their host contract,
measure them et fair value and incdlude changes in their fair vaue in profit or
loss. Thisrequirement 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 the draft
IFRS; or

(b) isan option to surrender an insurance contract for a fixed amount (or for
an amount based on afixed amount and an interest rate)?

However, an insurer would till be required to separate, and measure at fair
vaue

(i) aput 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 afinancid instrument that is not an insurance
contract. (paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and
BC118-BC123 of the Basis for Conclusons and IG Example 2 in the draft
Implementation Guidance)

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

(b) Among the embedded derivatives excluded by this gpproach from the
scope of 1AS 39 are items that transfer Sgnificant insurance risk but that
many regard as predominantly financia (such as the guaranteed
life- contingent annuity options and guaranteed minimum death benefits
described in paragraph BC123 of the Basis for Conclusions). Isit gppropriate
to exempt these embedded derivatives from fair vaue 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 1?

(c) 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). Arethese
proposed disclosures adequate? If not, what changes would you suggest, and

why?

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

We agree with the generd datement of separating embedded derivatives
included in insurance contracts, in the line of 1AS 39, and in the same way, to except
the separation of the surrender option on a fixed amount. However, the separaion of
implicit derivatives in order to vadue them a far vaue while the liabilities derived
from the insurance contract during phase | is done a cogt, builds up on the volatility
of assets-ligbilities, qudified as non-desired, so that we consider that such separation
shouldn’t be carried out until phase Il comes into force.

a) Question 4 — Temporary exclusion from criteriain IAS 8

(@) Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvementsto] IAS
8 Accounting Policies, Changes in Accounting Estimates and Errors specify
criteriafor an entity to use in developing an accounting palicy for anitem if no
IFRS applies specificdly 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 criteriato most aspects
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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 gopropriate to grant this exemption from the criteriain paragraphs 5 and 6
of [draft] IAS8? If not, what changes would you suggest and why?

(b) Despite the temporary exemption from the criteriain [draft] IAS 8, the
proposas in paragraphs 10-13 of the draft IFRS would:

(i) diminate catastrophe and equdisation provisons.
(if) reguire aloss recognition test if no such test exists under an insurer’s
exiging 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 againgt related reinsurance assets (paragraphs 10-13
of the draft IFRS and paragraphs BC58-BC75 of the Basis for Conclusions).

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

Thedraft of |1AS 8.5 and .6 establishes:

“IAS 85 - In the absence of a particular Sandard or an Interpretation of a
Sandard that specifically applies to an item in the financial statements,
management shall use its judgement in developing and applying an

accounting policy that resultsin information that is:

(a) relevant to the decision-making needs of users; and

(b) reliable in that the financial statements:
(i) represent faithfully the results and financial position of the
entity;
(ii) reflect the economic substance of transactions and other
events, and not merely the legal form;
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(iii) are neutral, ie free frombias;
(iv) are prudent; and
(v) are completein all material respects.

IAS 8.6 - In making the judgement described in paragraph 5, management
shall consider the following sources in descending order:

(a) the requirements and guidance in Sandards, and Interpretations
of Standards, dealing with ssimilar and related issues, and Appendices
and Implementation Guidance issued in respect of those Sandards;
(b) the definitions, recognition criteria and measurement concepts for
assets, liabilities, income and expenses set out in the Framework for
the Preparation and Presentation of Financial Satements; and

(c) pronouncements of other standard-setting bodies that use a

similar conceptual framework to develop accounting standards, other
accounting literature, and accepted industry practices, to the extent, but only
to the extent, that these are consistent with (a) and (b) of this paragraph.”

We agree with the exception settled concerning paragraphs 5 and 6 of IAS 8,
dthough such exception should refer not to a fixed date, as it currently does (1%
January, 2007), but to the moment where phase Il comes into force. By doing so, an
undesired but gtill possible dday wouldn’t mean the loss of such exemption.

b)  Question 5 - Changesin accounting policies

The draft IFRS:

(@) proposes requirements that an insurer must satisfy if it changesits accounting
policies for insurance contracts (paragraphs 14-17 of the draft IFRS and
paragraphs BC76-BC88 of the Bass for Conclusons).

(b) proposes that, when an insurer changes its accounting policies for insurance
ligbilities, it can reclassfy some or dl financid assats into the category of
financid assetsthat are measured at fair value, with changesin far vdue
recognised in profit or loss (paragraph 35 of the draft IFRS).

Are these proposals appropriate? |If not, what changes would you propose and
why?
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No specific comment on this issue. We'd like to clarify tha the exception to
the changes in the accounting policies during phase | doesn't affect just insurance
undertakings but dso to dl others under the scope of such standard. In particular, we
are referring to credit entities that give financid guarantees that, according to the
ddimitation of insurance contract, must be registered according to ED-5, so that
during phase | they’ll be allowed to gpply IAS 39 until phase Il comesinto force.

c) 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
ligbilities 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 |mplementation Guidance).

(@) Isunbundling gppropriate and feasible 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?

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

We agree with the unbundling as a principle, dthough its drict gpplication to
many insurance operations would have a negative effect on the operation as a whole.
The desgn, planning and management of insurance products is done as a whole, so
splitting certain elements of such contracts in respect to other or others would cause
a loss in the ovedl vison of the operdion, thus implying a loss of information in

the annud accounts.
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The implementation guidance only indudes an example on unbundling
referred to financia reinsurance. We doubt on whether it could extend to any
insurance operation where the financid and insurance risk components were clearly
delimited, or if whenever an insurance contract is conddered to lack of a significant
risk it shall be accounted as awhole according to IAS 39.

We condder that, whenever possible, unbundling shdl apply, and whenever
not possble the ddimitation of insurance and financid risk, a least during phase |
the whole operation should be treated as an insurance contract.

d) Question 7 — Reinsurance purchased

The proposdsin 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 s0, what changes and why?

In generd, we agree with the accounting regime foreseen for reinsurance,
dthough we congder that, in relation with paragraph 18.d), it should be postponed
until phase Il, once the regime for vauaion of lidbilities derived from insurance
contracts is concreted, the deferrd of incomes raising in the accountings with the
regiser of the provisons for ceded reinsurance and the cessons of premiums where
the provisons are not financialy discountable.

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

IAS 22 Business Combinations requires an entity to measure a 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
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require, an expanded presentation that splits the fair value of acquired insurance
contracts into two components:

(@) aliability measured in accordance with the insurer’ s accounting policies for
Insurance contracts thet it issues, and

(b) anintangible asst, representing the fair vaue of the contractua rights and
obligations acquired, to the extent that the liability does not reflect thet fair
vadue. Thisintangible asset would be excluded from the scope of IAS 36
Impairment of Assetsand IAS 38 Intangible Assets Its subsequent
measurement would need to be consstent with the measurement of the related
insurance liability. However, IAS 36 and IAS 38 would apply to customer
lists and customer relationships reflecting the expectation of renewals and
repeat business that are not part of the contractua rights and obligations
acquired.

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

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

No specific comments on this proposal.

€)  Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation features
contained in insurance contracts or financid instruments (paragraphs 24 and 25 of
the draft IFRS and paragraphs BC102-BC108 of the Basisfor Conclusons). The
Board intends to address these features in more depth in phase |1 of this project.

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

We agree on leaving to phase Il the decison on whether digribution of

profitsis an expense or part of the entity’s own funds. No other comments.

10
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f)  Question 10 — Disclosure of the fair value of insurance assets and

insurance liabilities

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

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

In generd we agree on the proposa, but we'd like to comment that we
condder far vaue of ligbilities derived from insurance contracts should be included
in the annud report from phase Il of the project, i.e, when the regime for vauation
of technica provisons is sufficiently darified. Thus, we condder that the reference
to the end of 2006 as the date from which on such information shall be disclosed
should be modified, to adapt it to the date phase |1 comes into force.

g0 Question 11 — Other disclosures

(@) The Exposure Draft proposes requirements for disclosures about the amounts
inthe insurer’sfinancial 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 |G7-1G59 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 alarge extent, the proposed disclosures are applications of existing

11
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requirementsin IFRSs, or relatively straightforward analogies with existing
IFRSrequirements. 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.

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

why?

(c) Asatransitional relief, an insurer would not need to disclose information about
claims devel opment that occurred earlier than five years before the end of the
first financial year in which it applies the proposed | FRS (paragraphs 34,
BC134 and BC135).

Should any changes be made to this transitional relief? 1f so, what changes and

why?

In generd we see as quite ambitious the disclosure of hformation foreseen in
the proposd, so0 it's one of the subjects where additiona details and examples need
to be provided by IASB.

As an example of the aforementioned, there are different measures of
senghility, so in order to meke informaion comparable unique parameters of
mesasure should be settled.

12
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On the other hand, even if the requested info brings a generd overview of
rik in dl its d9des, for smdl undertakings providing such information may be too
costly compared to the utility that such information may provideto its users.

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

The Exposure Draft proposes that the transferor of a non-financia asset or liability
should apply IAS 39 Financial Instruments: Recognition and Measurement to a
financiad 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-BCA46 of the Basisfor Conclusons). 1AS 39 dready appliesto afinancd
guarantee given in connection with the transfer of financid assets or liahilities,

Isit gppropriate that IAS 39 should gpply to afinancia guarantee givenin
connection with the transfer of non-financia assets or liabilities? If not, what
changes should be made and why?

We agree with the proposal included in the draft, that splits between financiad
guarantees as such and credit insurance, and in that sense we recognize the efforts
caried out by IASB to ddimit both types of guarantees and classfy credit insurance

as an insurance contract.

Question 13 — Other comments

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

1.- We condder that deferred acquigition costs dready recognized in relaion
to the contracts classfied as invesment contracts must be maintained within
the current accounting regime during phase I, thus exempting 1AS 39 in that

sense.

Furthermore, deferred acquisition costs of insurance contracts must be, in our
opinion, kept as assets.
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2.- ED-5 dates the need of gpplying loss recognition test during phase | for
ligbilities derived from insurance contracts, and we think that guidance on
application of it would be welcome.
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