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Dear Madam, dear Sir,

Subject Discussion paper — Preliminary Views on Amendmest to IAS 19 Employee
Benefits

Aon Consulting Worldwide (ACW) is pleased to hergwisubmit its comments on the
discussion paper (DPPteliminary Views on AmendmentslA& 19 Employee Benefits”.

ACW really appreciates the opportunity given by tA& Board to participate in the revision
process ofAS 19 “Employee Benefits”.

The following paragraphs include our comments amgfjgstions on some points and issues.

Scope of the Project

Question 1

Given the objective of the IASB project to addrepscific issues in a limited time frame, are
there additional issues which you think should térassed by the Board as part of this project?
If so, why do you regard these issues as a mdtimiarity?

The DP mainly addresses four issues:
1) elimination of deferred recognition of changes @fited benefit (DB) promises;

We understand that deferred recognition mechanamsot in line with thd-ramework
and other IFRSs (such #&S §. They should therefore be eliminated. However,alg
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understand (and we welcome the initiative) that SAHRS and SFAS standards should
converge in a near future. The FASB has alreadgnt@lome steps in this respect &FAS
158 Employers’ Accounting for Defined Benefit Pensionl ®©ther Postretirement Plans
Certainly in this context, we agree that this toglhould be treated as a priority

2) presentation approaches for Defined Benefit (DB)pses;

We understand that on a more general basis, peggantissues are covered by another
project (revision oflAS 1 Presentation of Financial StatemenBy treating DB promises
presentation issues apart, we are concerned bybfmssconsistencies with the specific
‘Presentation’ project

Furthermore, as far as DB promises are concernedthimk that presentation issues are
tightly linked to measurement issues. DB promises eurrently measured (and we
understand this will not change in a near futur®)aapresent value based on a mark-to-
market discount rate. This makes the Defined Be@iigation (DBO) very volatile. But
pensions are typically long-terabligations; the measurement method should reseghis,
especially in an accounting framework resultingnimediate recognition of changes.

We would therefore advise to postpone this topiatdeast to couple the analysis with the
revision of DB promises measuremeamntd the ‘Presentatiorproject. In this respect, we
would invite re-considering the following topics:
* The re-cycling approach (through OCI) adapte@&BAS 158
* The nature of the discount rate (should it be Heseént rate, a risk-free rate,
some rate linked to the return on plan assels,...

3) contribution-based promises: definition, measuramesognition and presentation;

We are happy that the IASB Board acknowledgesttieaturrent IAS 19 text is not adapted
to some types of promises very popular in some ttimsnwhere IAS/IFRS standards must
be applied. In our opinion, the solution proposkedutd offer some continuity as to current
practices and better reflects the economic realitgterlying the promises falling into the
contribution-based category.

4) benefit promises with a “higher of” option.

This seems natural to tackle this type of promaggrom the moment that contribution-
based promises are treated specifically.

Recognition and presentation of defined benefit pnmises

Question 2

Are there factors that the Board has not consideretdriving at its preliminary views? If s
what are those factors? Do those factors proviffecnt reason for the Board to reconsider
preliminary views? If so, why?

its

As mentioned in our comment on Question 1, we fidwat tackling this issue without

considering the measurement aspeditght hamper the faithful representation of thenpany’s
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position. Under the current measurement method ptbposed recognition and presentation
methods, the long-term maturity of the pensiongailons is NOT taken into account. We think
that there should be some mechanisms recognisinipiig-tem maturity of pension obligations

and mitigating the impacts of punctual/extra-ordmnaarket fluctuations. This is what the

corridor rule was meant for. Alternatively, somalslity in the profit and loss (P/L) account

could be maintained by using SFAS 158’s re-cycteahnique.

As far as thereturn on plan assets concerned, we think the actual return on aissatore
transparent information. We would recommend to iregiine disclosure of thexpectedeturn
on plan assets, for information purposes.

The recognition ofinvested past servide the period of plan amendment seems to best lgomp
with the ‘service matching principle’ (see Objeetiaf IAS 19, page 19-9 of the standard): in
most cases, the incremental (positive of negatbexjefits resulting from a plan amendment
matches services rendered in the past.

We are not convinced that, for example, the ecoadrenefit arising from services rendered by
an employee hired just after the amendment (notexored by the Past Service Cost) and an
employee having exactly the same profile but hivetbre the amendment (concerned by the
Past Service Cost) will be different during thetiregsperiod.

The comparison withFRS 2 Share-based Paymenay not be that straightforward: in most of
the cases, share-based payments are granted axenrive to remain with the company.
Suppose two employees having the same profile &itld and that only one is entitled to

unvested options. Then, the other one might be mmartévated to create value for the company.
So, here, the recognition over the vesting peresirs appropriate.

Question 3

(a) Which approach to the presentation of changedefined benefit costs provides the mpst
useful information to users of financial statem@nighy?

1)Approach 1— All changes through P/L

Pros

- This approach seems to be more consistent withefinaork.
- Simple, transparent and easily understandable.

- Enhances comparability.

Cons

- Increased volatility in the P/L.

- The post-employment obligation is a long-term cdutiign.
In this context, the increased volatility may hampbke relevanceof the Financial
Statements. On the long term, the short-term \iyatf post-employment obligations may
not be relevant to the decision-making needs ofitezs.
In the same order of idea, und&S 39 Financial Instrumentsvhen financial instruments
are meant to be held until maturity, they are anted by using a method (the so-called
amortised cosimethod) resulting in more stability in the finagcaccounts. In other words,
punctual fluctuations will not affect the financiabsition of the reporting entity and this,
because of the long-term nature of the obligatmmtracted.

2) Approach 2— Service Cost through P/L, the rest through OCI
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Under this approach:

The Service Cost (and assimilated items such aash $ervice Cost or a Curtailment

impact) is recognized through the P/L. We also wstded that experience gain or loss
should also be recognized through P/L.

All other items (incl. Interest Cost, impact of olgas in the discount rate and all changes in
plan assets value) are presented in OCI.

Pros

The P/L seems to be more predictive (more relevaftrmation) with respect to the
elements most under the entity’s control. For edamihe discount rate depends on the
market conditions rather than on a decision proogfise company.

Makes the P/L more stable than with Approach 1ctisieems better reflect the long-term
feature (and hence long term risk) of the conthotaigation.

Offsets financial cost/gain: the Return on PlaneAs®ffsets the Interest Cost. This would
make sense to many users from an economic pergpecti

Enhanced comparability.

Cons

About the first bullet point above: the Service Cdspends to some extent on the discount
rate used (as of the beginning of the reportingppgr

In some jurisdictions, the Return on Plan Assetsaly depends to a large extent on the
entity’s decision to invest in volatile plan assétsother words, the origin of the volatility
clearly results from a management decision. Ssuahk, the Return on Plan Assets should
have an impact on the P/L of the reporting entity.

All financing aspects (incl. Interest Cost) of thbligation are recognized in OCI. The
consistency with other standards can be questioned.

Approach 3 - Service Cost through P/L, the rest through OCI
Under this approach:

The Service Cost (and assimilated items such assd $ervice Cost or a Curtailment

impact), the Interest Cost and the Interest Incdeng. coupons and cash dividends) are
recognized through the P/L. We also understandetkaerience gain or loss should also be
recognized through PJ/L.

Other items (incl. impact of changes in the dis¢cowte and all changes in plan assets
value), actually re-measurements, are present&€in

Pros

The P/L seems to be more predictive (more relevafurmation) with respect to the
elements most under the entity’s control; i.e. Eemot subject to re-measurement impacts
due the exogenous parameters.

Makes the P/L more stable than with Approach 1.ctvlieems to better reflect the long-
term nature of the contracted obligation.

Cons

About the first bullet point above: the Service Cdsterest Cost and, to some extent, the
level of Interest Income depend on market condition

More complex and transparent (probably for the ethalder/stakeholders).

Partially offsets financial cost/gain: the Interkatome (but not the capital gain/loss effects)
offsets the Interest Cost. This would make lessesdrom an economic perspective. The
financial impact cannot be evaluated without theiteh gain/loss impact. Identical
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investment may or may not distribute any intermedimmcome. They will be treated

differently.
- Consistency with other standards may not be asgergdAS 39 Financial Instrumenis
- Heavy to implement: how to estimate Interest Inceme
1. Expected Return on Assets: include capital gais/{osrtainly for equities).
2. Actual dividends and coupons: not always possibleave the information in due tim
Moreover, plans with exactly the same plan assetsdifferent vehicles may repo
different numbers.

e.
rt

3. Market yields based on high quality corporate bonusy be quite an arbitrary measure
in case of low correlation between the actual kgerdncome and the used market

yields.
- Comparability hampered because of the above hulieits.

As a conclusion
- We would again strongly advise to wait for the ome of the revision ofAS 1

Presentation of Financial Statemeritsorder to keep the maximum of consistency across

all standards.

- Nevertheless, we think that Approach 1 is not aslhpto the current measurement
methodology. Approach 2 may not be consistent witter IFRS/IAS standards. Although
all the proposed approaches can be seriouslyisdticApproach 3is, in our view, better in
line with the pursued objective (transparency atwhemical relevance). This approach is
however difficult/expensive to implement becausetld difficulties in determining a

relevant picture of the Interest Income in due time

(b) In assessing the usefulness of informatiorstrs what importance do you attach to eac
the following factors, and why:

(i) presentation of some components of defingtebecost in other comprehensive income;
and

(ii) disaggregation of information about fair vaP

n of

For transparency purposes, we think the level rmation should not be more aggregated

than it is now. It would also useful to some uderbave a clear distinction betwe@perating
CostandFinancial Cost

For consistency reasons, we are in favour of tmeeskevel of disaggregation for fair value

(where possible, please see Question 11).

‘ (c) What would be the difficulties in applying eanhthe presentation approaches?

Please see point (a) above.

Question 4

(a) How could the Board improve the approachesudised in this paper to provide more use
information to users of financial statements?

aful

As mentioned earlier, some users would appreciatdhave a clear breakdown between

Operating CostandFinancial Cost We would also advise to add some sensitivity y@iglon
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the key parametersdteris paribuyand disclosing the expected return on (plan)tagseasset
category.

(b) Please explain any alternative approach to eptesion that provides more useful
information to users of financial statements. Inatvivay does your approach provide more
useful information to users of financial statem@&nts

As pointed out in Question 3, we think that usefibrmation to the users certainly means
information reflecting the economic reality. As bupost-employment benefits, by definition,
create long-term obligations. In this respect, frameconomic perspective, in our opinion, the
financial accounts should not be directly impadbgdfluctuations of market data. This would
clearly be the case if the corridor rule is remqousztause the discount rate is a volatile market-
information.

In order to ensure more (long-term) stability, isleauld be to:

» Re-visit the concept of discount rate under IASfd®:example by reference tosattlement
rate (although we know this approach has beentegjda the past) — or to some kind of
risk-free rate, some rate linked to the return tam @ssets. This would not be necessarily
against the basic principles of IAS 19: under theent text, the DBO of DB promises is a
present valuénot afair value).

* Re-discuss the opportunity to use SFAS 158’s réguy¢echnique.

Definition of contribution—based (CB) promises

Question 5

Do you agree that the Board has identified the @mjte promises to be addressed in the s¢ope
of this project? If not, which promises should beluded or excluded from the scope of the
project, and why?

The proposed definition is

A contribution-basegbromise is a post-employment benefit promise iichwlduring the
accumulation phase, the benefit can be expressed as

(i) the accumulation of actual or notional contrians that, for any reporting period,
would be known at the end of that period, excepttlie effect of any vesting or
demographic risk; and

(i) any promised return on the actual or notior@ntributions is linked to the return
from an asset, group of assets or an index. A daution-based promise need not include
a promised return.

This definitionsometimes seems too restrictive and sometimelsrazal.

From one hand, in Belgium for example, (Defined t@bntion) DC promises have all become
DB plans under the current IAS 19 because the lEgisrequires the employer to bear a
minimum return guarantee on the contributions pa@lte level of the guarantee is fixed by the
legislator. As such, those promises would NOT dfasss contribution-based promises, since
the promised return is NOT linked to the returnniran asset, group of assets or an index.
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However we understand that these Belgian promisesyaically promises for which this new
category has been created.

From another hand, condition (i) of the proposefind&n (]...] contributions [...]_wouldbe
known at the end of that period [...]) could be cézar

From our viewpoint, Paragraph 5.27 is clearer wiiestates that such promisesquires that
the contribution for any perioés known at the end of the periad the reporting period to
which the contribution relatés

For example: in Belgium, many defined benefit pldfgenuine” DB plans under the new
definitions) are funded through individual cap#alion (level annual premiums) with insurance
company (offering a known return guarantee, attleasthe (level) of the premiums already
paid). One could argue that in such cases, undepithposed definition, the promise could be
considered as a contribution-based promised: thmige can be expressed as the accumulation
of actual contributions that are known (claimedtbg insurance company) at the end of the
reporting period to which they relates.

We would hence advise to make it more precise #tlatontributions relating to a given
reporting period should be known at the end of tepbrting period. In the Belgian example,
only a part of the contributions relating to a giygeriod are known by the end of this reporting
period. Of course, this is also made clearer wieening Paragraph 5.11 (salary risk in the case
of DB promises). But it would be important to referthis in the definition itself.

We also understand that economically identical [pged(possibly expressed in different ways)
should be accounted in the same way. This leadsedtassify some promises that were
explicitly considered as DB promises in the currenxt. See Example (d) of IAS19.52 [fixed
lump sum at retirement age non dependent on sérvice

Some promises provide a fixed lump sum with vestompditions (e.g.: Example 2 of
IAS19.70). To the extent that this promise coulcekpressed as a single contribution during the
first period and then a 0% return on the contrifmutit would be accounted like a contribution-
based promise and no longer as a DB promise @dthual until the date upon which service
conditions are met, as in Example 2 of IAS19.70).

In practice thedesign(the basic mechanism is: considering the contrilbutelating to a period
as a base for determine the benefit earned duhiiggperiod), the presence of salary risk
together with the promised return are more releyaae answer to next question) than then
economic reality (being economically identical)céessification criteria.

We would however not recommend to use too manygosaes and to refine the definition in
order toonly include those promises where the current DB treatrmakes little sense. For
transparency and information purposes, the conceg#sl in the definitions should be kept
simple and understandable by users.

Question 6

Would many promises be reclassified from definedélie to contribution-based under the
Board's proposals? What are the practical diffiesltif any, facing entities affected by these
proposals?
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We have already given an example of reclassifioaiiothe answer to the previous question.
The definition may result in massive reclassificatissues in the Netherlandsafeer average
salary promisgand in Germanyflat currency unit promises)

The main difficulties would be to manage the actimgntransition from one framework to the
other one. The impact on the financial statemeilte highly material.

Question 7

Do the proposals achieve that goal? If not, why not

The proposal does not fully achieve its goal: gsloot solve some issues that it should (such as
the Belgian problematic exposed in the answer tesfpon 5) and creates unnecessary issues in
some other situations.

Recognition issues related to contribution—based pmises

Question 8

Do you have any comments on those preliminary vielvso, what are they?

We agree with the propositions. This is in linehnilhe treatment of other types of benefit and,
hence, contributes to maintain consistency throughbe standard. Accordingly, unvested
promises should be recognised as a liability, nditeshal liability should be recognised when
an employee leaves immediately after the repoditg and benefits earned should be allocated
according to the benefit formula without allowingyadeparture.

As to the latter point (benefit allocation), we valike to stress the importance of Paragraph
6.8, first bullet point:

[...] IAS 19 requires:

- no departure from the benefit formula fdefined contribution plang-or example, if
a defined contribution plan promised a benefit ohtcibutions of 5 per cent of
current salary for the first ten years of serviaaalO per cent for the next ten years,
the fact that the benefits earned in later periads higher than the benefits earned in
early periods would not affect the accountigmtities would not make an accrual in
the early periods for the higher benefits to beediin the later periods

We can deduce that within a normal DC promise,biieefit earned during a period a service
results from the contribution paid during the saperiod without considering future
contributions. The latter ones will be earned in exchange ofisemendered in the future.

The underlined sentence is fundamental: it enstiregpromise accounting comply with 1AS
19's primary objective (see Page 19-9 of the Stat)da

The Standard requires an enterprise to recognise:

(a) a liability when an employee has provided sanin exchange for employee benefits
to be paid in the future; and

(b) an expense when the enterprise consumes tmoméo benefit arising from service
provided by an employee in exchange for employeefite
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In virtue of this ‘service-matching principle’, @ppears natural not to make any accrual in the
early periods for contributions paid in later yefrsthis, in opposition to the proposition of the
ever-discussed exposure drd®9 Employee Benefit Plans with a Promised Return on
Contributions or Notional ContributionsSo we would suggest to keep this principle iy an
other possible CB(-like) approach, because itnisylir opinion, the best way to match the cost
of employee benefit with the service rendered. Thictically means that it should be clear
that, in the case of a DC promise with promisedrretthe Projected Unit Credit in the IAS 19
context (see Objective of the Standard) yields game results as applying the Unit Credit
Method.

If the IAS Board decided to keep the existing dfasstion (DB and DC promises only), we
would invite the IFRIC to issue an official integpation in that sense (for “contribution-based”
promises remaining DB promises), in order to fii & gap leading to too different
interpretations in some jurisdictions.

Measurement of contribution—based promises

Question 9

(a) Are there alternative measurement approacltasbfiter meet the measurement objectives
described in this paper? Please describe the agmsand explain how they better meet [the
measurement objectives.

We agree with the fair valugpproach. This approach is in line with the meas@nt of other
elements also including embedded items (B&S 2 Share-based PaymensS 39 Financial
Instruments It however introduces some discrepancy/discaitinin the measurement of
employee benefits: DB promises are not measurdairatalue and according to the proposed
definition, some promises would clearly move from @ CB.

Again this addresses the issue of re-thinking teasurement method for DB promises together
with CB promises.

As far as the fair value measurement (Chapter ¢pieerned, we would like to address some
technical points:

In determining the cash flows, the probability df @ossible outcomes should be considered.
(Paragraphs 7.16 and ff.). Then, in order to carside time value of money, these cash flows
have to be discounted (Paragraph 7.19). This aloulresults in a present value.

From an actuarial perspective, there are many whygalculating a present value of cash flows
in an uncertain universe (with other words: allagvifor risk). Among the most popular
frameworks:

a) Use the observable cash flows and probabilitigsliscount with an adjusted discount rate.
b) Use the "risk neutral" cash flows and probabsitout discount with a risk-free discount rate.

Framework a) is usually used in the insurance wtolcdalculate an embedded value of an
insurance company.

Framework b) is often used in the financial wordd pricing instruments. Please note that:
Discussion paper — Preliminary Views on Amendmémi&\S 19 Employee Benefits
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- This framework assumes that there is no arbitrageunity.

- This framework may be used und&RS 2 (equity-settled share-based transactions by
reference to the fair value of the instruments g@hwhen using the Black-Scholes-
Merton formula (although there is no market forseiaénstruments and that the non-
arbitrage condition may not be met).

Under Framework b), the cash flows used are naethibat are observable, while they may be
consistent with market prices, if discounted with tisk-free rate.

It is not so clear whether the IASB is meant toept@ny kind of method or not. As underlined
above, the choice of the method has an impact@wdy the discount rate should be chosen.

We also think that (like ilFRS 3 the use of the intrinsic valighould be allowed when the fair
value is not available through market or the usappiropriate valuation models.

(b) To what extent should the effect of risk beluded as a component of the measurement
approach at this stage of the Board’s post-employrbenefit promises project? How should
this be done?

We think the question of the inclusion of risk farticular, credit risk) should be analysed
together with the conclusion of the on-going ‘Féalue’ project.

Question 10

(a) Do you agree that the liability for benefitstie payout and deferment phases should be
measured in the same way as they are in the acatioruphase? If not, why?
(b) What are the practical difficulties, if any, wieasuring the liability for a contribution-based
promise during the payout phase at fair value assuthe terms of the benefit promise do not
change?

We agree that the measurement during the accumilgtiase should be made according to the
classification of the promise, disregarding what t@ppen during the payout and deferment
phases. In many cases, the classification of theniges may change during those phases. It is
often not possible to value these options in aeaibje way. The choice made by an employee
for one option rather than for another one is seldational and similar options do not exist on
the markets. Furthermore, we are not convinced tthetbenefit derived from such valuation
would exceed the cost of determining it.

In this respect, when valuing the obligation in #oeumulation phase, we would recommend to
use the best estimate as to the options left teetheloyee. For example, where the employee
can choose between the payment of an annuity @mp sum but that 90% of them choose the
lump sum, this rate should be used in the calaratf the obligation.

We however reject the approach of keeping the mmeasent method used during the

accumulation phase for the payout and defermensgshdollowing this, identical promises

(after accumulation phase) would be recognisedsored and presented in different ways. This
does not promote comparability and transparentliefinancial statements.

We would rather recommend to allow reclassificatifter the accumulation phase according to
the classification of the promise at that moment.
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Disaggregation, presentation and disclosure of combution—based
promises

Question 11

(a) What level of disaggregation of information abohanges in the liability for contribution
based promises is useful to users of financiaéstahts? Why?

For consistency and transparency reasons, we wadildse to keep the same level of
disaggregation for both DB and CB promises; celgdimview of Question 10.

(b) Do you agree that it is difficult to disaggregi@hanges in the contribution-based promise
liability into components similar to those requiffied defined benefit promises? If not, why not?

Where the new CB classification really matters igadly, promises consisting of a pure DC
promises and an embedded option), the followingcttire can be identified:

DC component

- Service Cost: (notional) contribution paid.
- Interest Cost: calculated with the return on plssets/promised return.
- Actuarial Gain/Loss: results from the differencévimen actual and expected values.

Embedded Option

- Service Cost: difference between the values (dseginning of the reporting year) of
the option at the beginning and at the end of #réod. The option, at the end of the
period, valued as of the beginning of the periadresponds to a forward-start option
considering one additional year of service. Opti@me (fair-) valued by using
valuation models under other IFRS.

- Interest Cost: reflects the impact of time on tpdan’s value (this is the factor that
financial quantitative analysts c#l).

- Actuarial Gain/Loss: results from the differencévimen actual and expected values.

Question 12

Should changes in the liability for contributionslea promises:

(a) be presented in profit or loss, along withchlhnges in the value of any plan assets; or
(b) mirror the presentation of changes in the ligbfor defined benefit promises (see Chapter
3)? Why?

For consistency and transparency reasons agaiwowkl advise to keep the same presentation
scheme for both DB and CB promises.

Benefit promises with a ‘higher of’ option

Question 13

(a) What are the practical difficulties, if any,igentifying and measuring the ‘higher of’ option
that an entity recognises separately from a hdstet&benefit promise?
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Where both promises are deeply mutually embeddeani be difficult to isolate each one. If it
can be shown that one promise is clearly more rnadtian the other, we would recommend to
allow performing a single valuation, in virtue bkt‘substance over form’ principle.

(b) Do you have any other comments on the propdsalbenefit promises with a ‘higher of
option? If so, what are they?

The treatment of the option (measurement, recagnénd presentation) should follow the same
treatment as the option embedded in a CB promise.

Other matters

Question 14

What disclosures should the Board consider asgbdinat review?

- The expected return on plan assets (by asset cgjesfmuld be given in the disclosures.
- A sensitivity analysis of the obligation with respéo main parameters (e.g.: discount rate,
inflation, mortality, withdrawal, retirement agdjaild be performedeteris paribus

Question 15

Do you have any other comments on this paper?, liveat are they?

We would like to stress again the interactions eetwmeasurement and presentation issues for
DB promises.

This ends the comments and suggestions that ACWewi submit to you.

Should you have any question on this letter, pléaskfree to contact us. In the meantime, we
remain at your service for any additional inforroatneeded.

Yours Sincerely,

Aon Consulting Worldwide

Any question on this letter can be addressed to

Régis Renard
Senior Consulting Actuary

Aon Consulting Belgium
Avenue Van Nieuwenhuyse 2
BE-1160 Brussels
@ +32 (0)2 730 97 07
#=7 regis_renard@aon.be
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