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Exposure Draft 5 - Insurance Contracts

CNC comments

Question 1 — Scope

(a) The Exposure Draft proposesthat 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 (par agraphs 2-4 of the draft IFRS and paragraphs
BC40-BC51 of the Basisfor Conclusions).

We welcome the proposal that the IFRS would apply to insurance contracts and not to
insurance entities as this decison is congstent with other IFRSs. We suggest however that the
title of the standard be modified to refer to both insurance contracts and financid instruments
with discretionary participation festures : indeed, as Sated in its scope, ED5 isto be applied
not only to insurance contracts but dso to financid instruments with a discretionary
participation festure.

Consequently, we recommend that (i) the standard be entitled “insurance contracts and
financid instruments with a discretionary participation festure’ to avoid any

misunderstanding and (i) its wording be reviewed o that each time “insurance contracts’ are
referred to, it is replaced by “insurance contracts and financid ingruments with a
discretionary participation feature’ unless there is an explicit specific treatment required for
these "investment contracts'.

In particular, we consder that ED5 § 6 (embedded derivatives), EDS § 9 (temporary
exemptions from some other IFRS), ED5 § 14 (changes in accounting policies), ED5 § 20
(insurance contracts acquired in a business combination) should explicitly address not only
insurance contracts but also financid instruments with a discretionary participation festure
(see below).

Notwithstanding this modification in the title of ED5 (Phase 1), financid instruments with a
discretionary participation festure are “financid insruments’ and consequently will not be

part of the future standard on insurance contracts as they will be covered by IAS 39 (Phase
).

The Exposure Draft proposesthat the IFRS would not apply to other assetsand
liabilities of an entity that issuesinsurance contracts. In particular, it would not apply
to:

(i) assets held 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 1| AS 40 I nvestment Property.

(i1) financial ingtrumentsthat are not insurance contracts but areissued by an entity
that also issues insurance contracts (par agraphs BC115-BC117).

I sthis scope appropriate? If not, what changes would you suggest, and why?
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We disagree with the proposal that assets held to back insurance contracts should be
accounted for usng IAS 39 Financial Instruments: Recognition and Measurement . We
congder the mismatch issue resulting from this proposal of paramount importance. See
further comments below (Question 13.1).

We agree that “investment contracts’ (financid instruments that do not expose the issuer to
sgnificant insurance risk and so do not meet the definition of insurance contracts) are not to
be covered by ED5. However, we would like to underline that the measurement of these
financid ligbilities has to be congstent with the measurement of insurance contracts. Indeed,
“investment contracts” have features in common with other contracts (i.e. insurance contracts
and investment contracts with a discretionary participation feature), principaly the surrender
option. Measuring these contracts, either at amortised cost or fair value, requires modelling
the policyholders behaviour. Thisissue will specificaly be addressed during Phase 11 of the
insurance project, which leaves Phase | without guidance in this complex area (see Questions
3, 13.2.2 and 13.3 below).

(b) The Exposure Draft proposesthat weather derivatives should be brought within the
scope of 1AS 39 unless they meet the proposed definition of an insurance contract
(paragraph C3 of Appendix C of thedraft IFRS). Would this be appropriate? If not,
why not?

We agree.

Question 2 — Definition of an Insurance Contract

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

Isthisdefinition, with therelated Guidancein Appendix B of the draft IFRS and
|G Example 1, appropriate? If not, what changes would you suggest, and why?

Although we fully agree with the definition set out in ED 5, we fear that the Implementation
Guidance contains some inconsstencies.

We especidly disagree that pure endowments (1G Example 1.4) are best described as
“investment contracts unless there is sgnificant mortdity risk”. We are fully convinced that
pure endowments comply with the definition of insurance contracts, should the insurance risk
be sgnificant :

Such a contract refers to an uncertain future event that could adversely affect the

policyholder or other beneficiary if the insured benefits were not paid on surviva which is
“adverse to astandard of living”, and isin fact the same adversity covered by annuities.

In such a contract with no surrender option before maturity, it is plausble that the insured
event will cause a ggnificant adverse change in the present vaue of the insurer’ s net cash
flows arising from the contract. Let us assume a pure endowment for a person 20 years old
guaranteed a payment of 100.000 € at the age of 60 on survival. Whatever the premium
received the insurer will pay out 100.000€ if the insured survives to 60 wheress if the
insured does not survive the insurer will not pay this insured benefit.
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Consequently, surviva will occason the insurer a sgnificant adverse cash flow on the
occurrence of the insured event. These adverse cash flows may not only lead to
‘opportunity losses, but true losses, on a contract by contract basis, even before
congdering the whole portfalio. In the example presented above, if the policyholder
aurvives at 60, the insurer will incur aloss because the leve of the premium is based on an
expected surviva probability which is dways lower than 1. Based on current mortality
tables, the loss would amount to round 16 000 € if the policyholder survives,

Surviva without insured benefits is a dearly identifiable source of sgnificant insurance risk
and any contracts with payments triggered by surviva should be considered as insurance
contracts provided that the payable amounts are triggered by the uncertain event (surviva)
and that the uncertain event triggers payments that are significantly greater than those that the
beneficiaries insured would receive should the insured be dead.

We would aso like to emphasise that this example 1.4 istypicd of an inconsstency in the
goplication of the principles reating to “sgnificant insurance risk”. ED 5 § B21 definesa
sgnificant insurance risk asfollows : “insurance risk is Sgnificant if, and only if, it is

plausible that an insured event will cause a Sgnificant adverse change in the present value of
the insurer’ s net cash flows arising from that contract . ED5 refersto asignificant adverse
change in the present value of cash flows whereas the Implementation Guidance often refers
to the existence of aninsurer's"loss’ (1IG 1.2, 1.3, 1.5,...). This appears to be mideading and
could give rise to inappropriate conclusions as for “pure endowments’ for ingance where the
datement that : “asmal posshility of asgnificant gain for the insurer if the policyholder dies

" ghould, in this example, be replaced by “asgnificant adverse change in the present vaue of
cash flows if the policyholder survives to meturity”.

Findly, should pure endowment contracts not be recognised as “insurance contracts’, how
should the risks relating to these contracts be accounted for and disclosed?

Question 3 — Embedded derivatives

(8 IAS 39 Financial Instruments: Recognition and Measurement requires an entity to
separ ate some embedded derivatives from their host contract, measurethem at fair
value and include changesin their fair valuein profit or loss. Thisrequirement would
continue to apply to a derivative embedded in an insurance contract, unlessthe
embedded derivative:

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

(i) 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 ill be requiredto separate, and measure at fair value:

() aput option or cash surrender option embedded in an insurance contract if the
surrender value variesin response to the changein an equity or commodity price or
index; and

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

(paragraphs5 and 6 of thedraft IFRS, paragraphs BC37 and BC118-BC123 of the Basis
for Conclusonsand |G Example 2 in the draft Implementation Guidance)

Arethe proposed exemptions from therequirementsin I|AS 39 for some embedded
derivatives appropriate? If not, what changes should be made, and why?
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Although, we welcome the measurement at fair value of derivatives embedded in insurance
contracts or “investment contracts’ as the only method that provides transparency in the
financia statements, we fear that this principle cannot be applied in Phase | because of the
practical issuesit raises. Noting that ED5 dready congders these practical issues by
proposing two exemptions (as listed in the question above) and that the Implementation
Guidance ams a helping in this difficult exercise by providing guidance for derivatives
embedded not only in insurance contracts but aso in “investment contracts’, we il view
these exemptions as too redtrictive in phase | with regard to surrender options.

As gtated in the Implementation Guidance (examples 2.12 and 2.13), a surrender option
embedded in an insurance contract or in an investment contract has to be separated, in the
latter case, if the surrender vaue is not gpproximately equd to the carrying amount at each
exercise date.

Beyond the sgnificant changesto IT sysemsthisimplies, we are serioudy concerned about
(i) thelack of a consensus on vauation models for surrender options (thiswill be avery
complex issue to be addressed in Phase 11) and (ii) the inconsistencies that may be introduced
in Phase | requiring the fair value messurement of derivatives embedded in investment
contracts with discretionary participation features, while related host contracts (excluding the
embedded derivative feature) will have to be measured under existing accounting policies.

Taking this into account, and whilst sharing your concern over the transparency of financid
gatements, we favour keeping to existing accounting policiesin Phase | to measure
derivatives embedded in insurance contracts or “investment contracts’, as opposed to
separating them and measuring them at fair vaue. We are indeed convinced that the
requirement of arobust loss recognition test would be sufficient to ensure the recognition and
correct measurement of any rights and obligations linked with the embedded festures. These
exemptions should be limited to surrender options (see question 13.2.2) and only during Phase
|. We suggest the following rewording of ED5 86

“ As an exception to the requirement in IAS 39, an insurer need not separate, and measure at
fair value, a policyholder’s option to surrender an insurance contract or a financial
instrument with a discretionary participation feature for a fixed amount (or for an amount
based on a fixed amount and an interest rate) even if the exercise price differs fromthe
carrying amount of the host insurance liability.”

With regard to unit-linked contracts, we fear that the approach proposed in the draft standard
and in the Implementation Guidance (8 2.14 and 2.15) is not adequate. Noting that the
proposed approach differs widely from the way insurers presently manage these contracts, we
would like to emphasise that it is aso questionable in severd other respects :

Should the equity linked return be actualy considered a derivative, we question how to
measure this derivative and the amortised cost of the host contract. The gpproach requires
very complex development :

m it doesnot seem possible to consider — as some could have envisaged - that there are
payments under a host contract that is taken to be a debt instrument together with an
embedded derivative that swaps the "intere” payments to the returns on the
underlying reference assats. Doing so would be in contradiction with the statement of
IAS 39 Q&A 22-1 (Jduly 2001) : “An enterprise may not identify a component thet is
not specified or establish terms of the host debt instrument in a manner that would
result in the separation of an embedded derivative that is not clearly present in the
hybrid insrument, that is, it cannot create a cash flow that does not exist”.
Furthermore, it does not correspond to the economic substance of the transaction.
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m thismeasurement is closdly linked to (i) the measurement of the surrender option (see
above) and (ii) the accounting for acquidtion costs and management fees (see question
13.4 below).

Should the whole contract be measured at fair value, it would lead to a Significant loss at
inception if it were confirmed that IAS 39 introduces a“floor deposit value” for financid
instruments with a demand feature, whilst acquisition costs are recouped, on the economic
basis of the contractua terms, by future management fees (see question 13.4 below).

We would welcome a thorough investigation by the Board of al aspects of the measurement
of unit-linked contracts which we understand have not yet been fully invetigated. If this
cannot be done within the limited time-frame before Phase | isin place, we would recommend
that unit-linked contracts should continue to be accounted for under existing accounting
policies during Phase .

(b) Among the 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 optionsand
guaranteed 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 derivativesthat should be subject to fair value measurement in phase 1 ?

We congder it gppropriate to exempt these derivatives from fair value measurement in phase |
asfar asthey contain festures which comply with the definition of “ggnificant insurance

risk”. 1t would be neither consstent - where insurance contracts are to be measured under
existing accounting policies - nor feasble, without undue cost and effort, to measure these
derivatives & fair valuein phase .

(c) Thedraft IFRS proposes specific disclosur es about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft IFRS and paragraphs | G54-

| G58 of the draft Implementation Guidance). Are these proposed disclosur es adequate?
If not, what changes would you suggest, and why?

We agree with the proposed disclosures about “material exposuresto interest risk under
embedded derivatives’. However, we would like to stress that 1G 58 may be seen as too
demanding as it may not be feasible, without undue cost and effort, to disclose the fair vaue
of embedded derivatives, as stated above (see Question 3 b)). As developed below (see
Question 11 b)), we consider as necessary to explain that the Implementation Guidance are
only illugrative and not compulsory.

(d) Should any other embedded derivatives be exempted from therequirementsin
IAS 39? If so, which ones and why?

As mentioned above and as detailed below, we recommend thet equity linked return options
embedded in unit-linked contracts and surrender options embedded in financia instruments
containing a discretionary participation feature are not separated (Whether the host contract is
an insurance contract or an investmert contract).

Question 4 — Temporary exclusion from criteriain |AS8

(a) Paragraphs5 and 6 of [the May 2002 Exposur e Draft of improvementsto] IAS 8
Accounting Policies, Changesin Accounting Estimates and Errors specify criteriafor
an entity to usein developing an accounting policy for an item if no IFRS applies
specifically to that item.
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However, for accounting periods beginning before 1 January 2007, the proposalsin the
draft IFRS on insurance contracts would exempt an insurer from applying those criteria
to most aspects of its existing accounting policiesfor:

() insurance contracts (including reinsurance contracts) that it issues; and
(i) reinsurance contractsthat it holds.

(paragraph 9 of the draft IFRS and par agr aphs BC52-BC58 of the Basis for
Conclusions).

Isit appropriateto grant this exemption from the criteriain paragraphs 5 and 6 of
[draft] IAS8? If not, what changes would you suggest and why?

This exemption appears to be appropriate in phase | and we consider that ED5 8 9 (temporary
exemptions from some other IFRS) should explicitly address not only insurance contracts but
adso financid instruments with a discretionary participation feature.

With regard to the “sunset clause”, we welcome the Board' s willingness to complete the
standard on insurance contracts as soon as possible, but consder this clause as highly
dangerous and any application potentialy costly asit cannot be assumed that the Phase I
gtandard will be findised on time. Should this finaisation be delayed, we anticipate enormous
difficulties for entities to comply with IAS 8 in 2007 and fear that it may lead to agrest lack
of comparability. We aso believe that efforts required to do so would detract from their
capacity to co-operate fully with the IASB itsdlf in order to provide a comprehensive and
fully-field tested Phase 1.

(b) Despite thetemporary exemption from the criteriain [draft] |AS 8, the proposals
in paragraphs 10-13 of the draft IFRS would:

0] eliminate catastr ophe and equalisation provisions.

(i) requirealossrecognition test if no such test existsunder an insurer’sexisting
accounting policies.

(i)  requirean insurer to keep insurance liabilitiesin its balance sheet until they are
discharged or cancelled, or expire, and to report insurance liabilities without offsetting
them against related reinsurance assets (par agr aphs 10-13 of the draft IFRS and
paragraphs BC58-BC75 of the Basisfor Conclusions).

Arethese proposals appropriate? If not, what changeswould you propose, and why?

Although we recognise that equalisation and catastrophe provisions do not meet the definition
of aliahility, we have some concerns about the consequence of their diminationin Phasel in
the absence of any trangtiond arrangement. We fear that the elimination of these provisons
without any prescription for the measurement of ligbilities on business for which these
provisions were made should lead to the up-front recognition of unredlised earnings.

Question 5 — Changes in accounting policies
Thedraft IFRS:
@ proposes requirementsthat an insurer must satisfy if it changesits accounting

policiesfor insurance contracts (par agraphs 14-17 of the draft IFRS and par agraphs
BC76-BC88 of the Basisfor Conclusions).
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(b) proposes that, when an insurer changesits accounting policies for insurance
liabilities, it can reclassify some or all financial assetsinto the category of financial assets
that are measured at fair value, with changesin fair value recognised in profit or loss
(paragraph 35 of thedraft IFRS).

Arethese proposals appropriate? If not, what changeswould you propose and why?

We believe that the proposasin (a) are appropriate. However, we consider that ED5 § 14
should explicitly address not only insurance contracts but dso financid ingrumentswith a
discretionary participation fegture.

With respect to (b), we firstly note that the proposed provision is consistent with the proposed
amendment to IAS 39, under which an entity could dect at inception to designate any

finanda asst for indugon in the trading category. However, we would like to stress that we
do not support this proposed amendment to IAS 39 : dthough we support that entities should
have the opportunity to measure financid assets or liabilities at amortised cost or at fair vaue,
we condder actualy that this option should be more precisdy defined. Consequently, we
suggest thet the wording in EDS 8§ 35 is modified to explicit the purpose of this provison, ie
the consgstency between assets and liabilities measurement it isaiming at.

We secondly understand that the proposalsin ED5S 8 35 for reclassifying assets are intended to
apply dso as and when the Phase Il requirements for accounting for liabilities under these
contracts are introduced. Added wording in ED5 835 should make this clear, for example:

"Thisreclassification is permitted if an insurer changes accounting policies when it first
appliesthis[draft] IFRS if it makes a subsequent policy change permitted by paragraph 14
and on applying a future IFRS on insurance contracts and financial instruments with a
discretionary participation feature .

Question 6 — Unbundling

Thedraft IFRS proposesthat an insurer should unbundle (ie account separ ately for)
deposit components of some insurance contracts, to avoid the omission of assetsand
liabilities from its balance sheet (paragraphs 7 and 8 of the draft IFRS, paragraphs
BC30-BC37 of the Basisfor Conclusions and paragraphs G5 and | G6 of the proposed
I mplementation Guidance).

(@) Isunbundling 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 thedescription of thecriteria?

We consider these proposas appropriate. In the basis for conclusions (8 35 — 36) the Board
made a clear description of its objective, i.e. unbundling appears “ to be gppropriate for large
customised contracts, if afailure to unbundle them could lead to the complete omisson from
the balance sheet of materia contractud rights and obligations” but not * for traditiond life
insurance contracts for which the failure to unbundle these contracts would affect the
measurement of these liahilities, but not lead to their complete omisson from theinsurer’s
balance sheet ”. Therefore, unbundling should be an exception, which is aso consstent with
the objective not to oblige too many IT changesin Phasel.
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Question 7 — Reinsurance

The proposalsin 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
Basisfor Conclusions).

Arethese proposals appropriate? Should any changes be made to these proposals? If
s0, what changes and why?

We share the Board' s primary objective to avoid measurement inconsistenciesin Phase I. For
ingtance, if the premium paid by the cedant is based on discounted provisions (whereas his
provisons are set up on an undiscounted basis), we agree that the effect of discounting should
be diminated.

However, we stress that a gain on reinsurance should be recognised at inception if the cedant
happened to incur aloss on direct business, though any anomalous effect of discounting

should be eliminated. Consequently we consider that ED5 § 18 b) should be modified to make
thisclear.

Furthermore, we question whether a cedant should apply IAS 36 Impairment of assetsto its
rights under areinsurance contract. We are fully convinced that impairment tests have to be
carried, but are concerned that the requirements of implementing IAS 36 might not be
gppropriate for a consstent measurement of direct business liabilities and related assets
(rights under areinsurance contract). It could lead to afair vaue of the reinsurance assets
(present vaue of estimated cash flows) which would be inconsstent with the measurement of
the related liabilities (at amortised cost under current accounting policies). Thus we propose
that, during Phase |, impairment tests - congdering notably credit risk - should be performed
on locd exigting accounting policies wherever such impairment tests exist.

Findly, we would like to stress that the proposed example of unbundling given in the
Implementation Guidance (IG Example 3) should be developed. Firdly, it is unclear whether
the reinsurer incurs a sgnificant insurance risk, as the experience account is established at 90
per cent of cumulative premiums or of the underwriting balance. However, if this contract
actudly meets the definition of an insurance contract, accounting for the depogit-like
component needs to be addressed in detail, notably with respect to the following :

criteria (and methods to be used) for splitting the deposit component from the risk transfer
premiums,

earning patterns for premiums when "ingaments' are not equa from period to period, or
when experience-rated premiums are paid,

classfication and measurement of the deposit components in the absence of daimsand
after the occurrence of losses (profit or 10ss sharing provisions),

criteriafor splitting loss recoveries from deposit rembursements, when the reinsurer pays
acdam.

We believe that the development of additiona scenariosis necessary to clarify these issues.
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Question 8 — I nsurance contracts acquired in a business combination

|AS 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 proposalsin thisdraft 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 splitsthe
fair value of acquired insurance contractsinto two components:

(a) aliability measured in accor dance with the insurer’s accounting policies for
insurance contractsthat it issues; and

(b) an intangible asset, representing the fair value of the contractual rightsand
obligations acquired, to the extent that the liability does not reflect that fair value. This
intangible asset would be excluded from the scope of | AS 36 | mpairment of Assetsand
|AS 38 Intangible Assets. Its subsequent measurement would need to be consistent with
the measurement of the related insurance liability. However, IAS 36 and |AS 38 would
apply to customer lists and customer reationshipsreflecting the expectation of renewals
and repeat businessthat are not 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?

We have no specific comments but consider that ED5 § 20 should explicitly address not only
insurance contracts but dso financia instruments with a discretionary participation feature.

Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation featur es contained
in insurance contractsor financial instruments (paragraphs 24 and 25 of the draft IFRS
and paragraphs BC102-BC108 of the Basisfor Conclusions). The Board intendsto
addressthese featuresin moredepth in phase |l of thisproject.

Arethese proposals appropriate? If not, what changes would you suggest for phase| of
this project and why?

As these participation features will be addressed in more depth in Phase |1, we consider that it
IS gppropriate to permit insurance and investment contracts containing these features to be
accounted for under existing local practices, as an exception during the interim phase.

We aso agree that an intermediate category, neither ligbility nor equity, should not be
permitted for the unalocated surplus associated with discretionary participation features of
insurance contracts or investment contracts. Although we admit that the split between equity
and ligbility will need a careful and sometimes difficult analysis, we gill consder that this

split has to be made at the company level based on contractua and/ or legd provisons, its
participation policy etc... The principal assumptions made for any split between shareholders
and policyholders should be disclosed.

AsBC 104 to BC 106 explicit that discretionary participating features exist for both insurance
and investment contracts, we understand that :
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the analogy to tax described in BC 1071 also prevails for investment contracts ;

by analogy with tax (IAS 12 § 61), deferred participation should be charged or credited
directly to equity if the participation relates to items that are credited or charges, in the
same or different period, directly to equity.

We understand from ED5 8 2 b) and ED5 § C2 that financid instruments with a discretionary
participation feature are temporarily out of the scope of IAS 39 (pending its amendmentsin
view of the work done for Phase I1), and thus temporarily out of the scope of IAS 39 for
initid recognition purposes. We welcome this decison to alow premiums (and other related
items) to be accounted for under existing accounting policies as this trestment is consstent
with the incluson of these contractsin ED5. Nevertheless, we understand that these contracts
are dill scoped into IAS 32 for disclosure purposes, which means that their fair vaues should
be disclosed at least from December 2005 onwards. Measurement being precisaly the reason
that these financia instruments with discretionary participation festures are excluded
temporarily from |AS 39 during Phase |, we believe they should be dso exempted temporarily
from 1AS 32 fair vaue disclosure requirements.

Furthermore, we disagree with the proposal in ED5 § 25 that the measurement of such
financid instruments under existing accounting policies should be at no less than that
measurement IAS 39 would apply to the "fixed dement” they contain (see question 13.2). We
are however convinced that the requirement of arobust 10ss recognition test -as for insurance
contracts- would be sufficient to ensure the ligbility is recognised and not understated.

Question 10 — Disclosur e of thefair value of insurance assetsand insurance
liabilities

The proposalswould require an insurer to disclose the fair value of its insurance assets
and insurance liabilities from 31 December 2006 (par agraphs 30 and 33 of the draft

|FRS, paragraphs BC138-BC140 of the Bassfor Conclusions and paragraphs |1 G60 and
| G61 of the draft |mplementation Guidance).

Isit appropriateto requirethisdisclosure? If so, when should it berequired for thefirst
time? If not, what changes would you suggest and why?

Although we support the disclosure of fair value, we do not understand the proposed
requirement to disclose the fair value of insurance contracts as early as 2006. We consider
that this disclosure requires fair vaue measurement principles to be precisaly defined and
carefully tested with preparers. We fear that this may not be completed early enough to dlow
insurers to develop necessary IT systems appropriately. If the objectiveisto require insurers
to disclose information that is relevant to users, we do not consider this proposa appropriate
insofar as any disclosed information would be neither compliant with definitive requirements
nor comparable.

We suggest that the wording be modified so that fair value disclosure be required only once
the Phase Il standard is completed. In the meantime, we suggest recommending (while not
requiring) the disclosure of well known information, such as*embedded vaues’ (consstently
with 1G8).

1 “The resulting timing differences are analogous, in some respects, to temporary differences between the
carrying amounts of assets and liabilities and their tax bases.”
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Moreover, as stated above and hereafter (see Questions 1 aii) and 9), we believe that al
investment contracts, whether with a discretionary participation feature or not, should be
excluded temporarily from IAS 32 disclosure requirements as well as from EDS5 requirements
for disclosing fair vauein 2006. Indeed most of these contracts — like insurance contracts -
share a surrender feature, the vauation of which till needs to be defined.

Question 11 —Other disclosures

(a) The Exposure Draft proposes requirementsfor disclosures about the amountsin the
insurer’sfinancial satementsthat 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 Implementation Guidance).

Should any of these proposals be amended or deleted? Should any further disclosures
berequired? Please givereasonsfor any changesyou suggest.

Toalargeextent, the proposed disclosures are applications of existing requirementsin
IFRSs, or relatively straightforward analogieswith existing |FRS requirements. If you
propose changes to the disclosures proposed for insurance contracts, please explain what
gpecific attributes of insurance contracts justify differencesfrom similar disclosuresthat
IFRSs already requirefor other items.

We agree with the proposed disclosure requirements but would like to underline the
folowing :

Paragraph 29(d) of the draft IFRS requires an insurer to disclose information on interest
risk. When disclosing this information, we would suggest that insurance entities should
not only deal with individua classes of assets and liabilities separately as suggested in
IAS 32 but dso draw a parald between the exposure to interest risk of insurance
ligbilities and the exposure of assets backing these liabilities,

The example given in the draft Implementation Guidance (IG example 4) illustrates a
possible format for a clams development table where estimates of claims are shown for
each underwriting year. In some cases, a presentation of claims development for each
accident year would be more relevant, especidly in Phase | when datawill only be
available by accident year, under existing accounting policies. We suggest thet this
approach should aso be mentioned in the draft Implementation Guidance.

(b) The proposed disclosures are framed as high level requirements, supplemented by

I mplementation Guidance that explains how an insurer might satisfy the high level
requirements.

Isthis approach appropriate? If not, what changes would you suggest, and why?

Although we support this approach, we condder it necessary that it should be clearly stated
that the Implementation Guidance provisons are only indicative and illugtrative but not

compulsory.
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Furthermore, we stress that the wording of the standard has to be harmonised with that used in
the Guidance and vice versa:

The Implementation Guidance ams only at illugtrating the principles as described in the
standard and not at cresting new requirements. However, sometimes the wording used in
the Guidance could be mideading : it appears to set mandatory requirements, which are
not the objectives targeted: for instance, wording like “ Aninsurer discloses...” seemsto
be more redtricting than * For instance, an insurer may disclose ...”.

The converseistrue : principles defined in the standard should not appear to be more
demanding than those contained in the Guidance. For instance, ED5 § 29 (b) requiresthe
disclosure of “those terms and conditions of insurance contracts that have a materid effect
on the amount, timing and uncertainty of future cash flows.” Such awide wording should
be avoided in order to narrow and precise the spectrum of information requested, without
requiring the use of the Guidance.

We dso consder that some information required is confidential and that its disclosure could
be prgjudicid. In particular, the following information being the core business of the insurer
(i.e. his know-how) should not be mandatory :

the process used to determine the assumptions that have the greatest effect on the
measuremernt of these amounts and quantified disclosure of those assumptions,

policies for mitigating risks arising from insurance contracts.

(c) Asatrangtional reief, an insurer would not need to disclose infor mation about
claims development that occurred earlier than five year s before the end of thefirst
financial year in which it appliesthe proposed | FRS (par agraphs 34, BC134 and
BC135).

Should any changes be madeto thistranstional reief? If so, what changes and why?
We agree with this proposdl.

Question 12 — Financial Guar antees

The Exposur e Draft proposes that the transferor of a non-financial asset or liability
should apply IAS 39 Financial Instruments. Recognition and Measurement to a financial
guaranteethat it givesto thetransfereein connection with thetransfer (paragraphs 4(e)
of thedraft IFRS, C5 of Appendix C of thedraft IFRS and BC41-BC46 of the Basisfor
Conclusions). IAS 39 already appliesto a financial guarantee given in connection with
thetransfer of financial assetsor liabilities.

Isit appropriatethat 1AS 39 should apply to a financial guar antee given in connection
with thetransfer of non-financial assetsor liabilities? If not, what changes should be
made and why?

We agree and welcome the fact that genuine activities of credit insurance, which meet the
definition of insurance, will be covered by the proposed |FRS on Insurance Contracts and will
therefore be trested as other insurance activities.
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Question 13 — Other comments

Do you have any other Comments on the Exposur e Draft and |mplementation
Guidance?

13.1 - Mismatch - Measurement basis for insurance assets and liabilities

13.1.1 Thisissueisof paramount importance and hasto be solved

We consider the mismatch issue, as described in ED5 BC 110, is crucia and are concerned
that thiswould lead to huge difficultiesin interpreting an insurer’ sfinancia statementsin
Phase |, failing thus to comply with the IASB’ S framework.

Financid andysswill naturdly request and obtain information on sengtivities to market
volaility. However, recording the effects of asset vaue voldilities done in an insurer's
accounts, as the Board proposes for phase |, without aso recording the corresponding effects
of market volatilities on the fair vaues of insurance lighilities, which the Board postpones to
Phase |1 may lead to potentially serious media® misrepresentation of an insurer's financia
positior® and could aso well lead to unjustified reactions on financid markets.

Insurers will be forced to explain the one-sided approach the Board is proposing. Thiswill
inevitably aso raise the question of whether an insurer's accounts prepared on the basis of this
approach do in fact give atrue and fair view of the financid Stuation and results of an insurer.
The credibility of both the insurer's accounts and the Board's proposas can only suffer asa
result.

Thisissueis of paramount importance and has to be solved, failing which it would lead to a
questionable standard for insurance in Phase |.

13.1.2 Existing AS 39 held-to-maturity classification isnot a solution to the mismatch
issue

We regret that the proposed solutions were rgected by the Board and note the arguments
developed by the Board in 8 BC 110. With regard to the first proposal (relax the criteriain

IAS 39 for classifying financial assets as held-to-maturity), we would like to emphasise that
we do not agree that “an insurer may be able to classify some of its financial assets as held-
to-maturity if, in addition to meeting the other conditions set out in IAS 39, it concludes that
an unexpected increase in lapses or claims would not compel it to sell those assets’.

Insurers are not actudly able to determine the precise timing of clams and surrenders :
insurers manage these on agloba basis knowing that specific differences can occur in each
period but that they generaly compensate on aglobd basis.

% Mediameaning here “users’ as defined in the IASB Framework § 8: investors, employees, lenders, suppliers,
customers, governments and public

3 «|nformation about financial position[ie financial structure and solvency notably] is primarily provided in a
balance sheet” (Framework § 16 & 19)
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Should an insurer anticipate that surrenders and claims amount globally to 2% ayear —in
numbers and amounts —over an twelve year period covered by contracts, he might then
designate at inception 22% of theinitid unique premium as“available for sde” Such a
classfication would not be representative of financid management of the assets and would
lead to fair value measurement of asignificant proportion of the assets backing insurance
lidhilities

In order to comply with the accounting standards, he might otherwise be supposed to buy
assets with different maturity dates on thefollowing basis: Year 1: 2%/ Year 2: 2%/ .../
Year 12 (the maturity date of the contract): 88%. Were such assets dways available on the
market, such adecison would gill not be consistent with the redl financid management
required of a company. The company has to be able to respond adequatdly to fluctuationsin
the actud digtributions of surrenders and clams, both in timing and amount - with or without
effects on expected vaues, asthey occur.

And what of sandard deviations from expected vaues eg. "unexpectedly” high surrenders? Is
the insurer then supposed to be very "consarvative" at inception and designate, for instance,
30% of asxtsas“avaladblefor sde’?

None of the above mentioned possibilities would adequately represent the financia
management of a company nor reflect the economic substance of its transactions. Neither
would they solve the “ spurious voldility” issue.

13.1.3“Unlocked” discounting of insurance liabilitiesis also not a solution to the
mismatch issue

Some might envisage solving the mismatch issue through discounting insurance ligbilities.
We do not see the “unlocked” discounting of insurance liabilities as a possble answer to the
mismatch issue for the following reasons:

Discounting requires determining the discount rate which is a question for resolution in
Phase|1. In the absence of additiond guidance, there is uncertainty about what is
acceptable in Phase | : which rate? which market value margin?... and thus alack of
religbility and comparaility.

With regard to investment contracts with a discretionary participation fegture, thisissue is
gill more contentious as the discount rate is closdly linked to the participation feature and
to policyholder behaviour. Thisis equdly true of any participating or performance-linked
contract

Should these conceptua issues be solved, we must emphasise the fact that the
implementation of such discounting would entall consderable developmentsin IT

systems.

Introducing “unlocked” discounting of al insurance liabilities would be a step towards
Phase Il but it is uncertain whether practical decisons then required in Phase | would not
have to be modified when Phase |1 is completed : thiswould therefore appear to bein
contradiction with the objectives set for Phasel.
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13.1.4 Suggested solutionsto the mismatch issue

Having reviewed the different drawbacks of each proposed solution we believe that the lack
of agiven solution is an inherent part of the decison in Phase | to consider compulsory the
measurement of financia assets under IAS 39. We fear that this decision is conceptually
inappropriate as long as insurance contracts and financid instruments with a discretionary
participation fegture are measured under existing accounting policies on a different basis.

13.1.4.1 Temporary exemption to | AS 39 for assets backing “insurance liabilities’

Given the continuance of existing accounting policies to measure “insurance liahilities’ in

Phase |, we believe that the best solution is to grant insurers a temporary exemption to IAS 39
for assats backing “insurance liabilities’, thereby dlowing them to retain existing accounting
policies for matching asset valuetions.

This proposa contains two sub-proposals :

a) Assets backing “insurance liabilities’ defined without restriction : we consider thisthe
best approach insofar as :

it fully complies with the assets and liahilities management of insurance business

it isthe most congstent gpproach in Phase | : whereas ligbilities will be accounted for
under existing accounting policies, so dso will financid assets.

b) Assetsbacking “insurance liabilities’ defined aslimited to fixed maturity investments
. if the Board were to consder that consistency between assets and liabilities should be

limited to components bearing the same type of risk (ie interest risk), we would congder it
possible to retain this second proposd, athough it appears to us less consstent for the reasons
explained in @) above.

13.1.4.2 Temporary exemption to IAS 39 “tainting rules’ for held-to-maturity assets
backing “insurance liabilities’

Should these proposals be regjected, we bdieve that the only remaining solution would be,
athough dready rejected by the Board, to include in ED5 atemporary exception for phase |
dlowing insurersto sdl hed-to- maturity interest- bearing assets held to back “insurance
ligbilities’ without triggering the “tainting” rudesif the only reason for the sale wasto meet
surrendersor clams::

At inception, the insurer may be able to demondtrate that he has the “positive intent and
ability” to hold these assats until maturity of the insurance or investment contracts— or
replace them with other such assets where he can subsequently obtain assets with maturity
dates that correspond more closely to the contract maturity dates. This demonstration
should obvioudy be documented.

In most cases, assets should come to maturity a the same dates as ligbilities. Financid
management by insurance companies obvioudy dreedy includes "duraion analyss' of
asset and contract portfolios and drives asset replacement for matching maturity dates.

4 «|nsurance liabilities’ meaning “insurance contracts’ and “investment contracts with a participation feature”
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If surrenders or claims were to occur before the expected maturity, the insurer should be
dlowed to sdl the corresponding assets before maturity without triggering the “tainting”
rules, provided that adequate documented and factua reasons for this sdle are disclosed.

In this case, the insurer would have to “amortise’ the capita gains/ losses resulting from
the sold asset over itsresidua period to maturity.

Under both proposals (see § 13.1.4.1 and 13.1.4.2 above), assets should comply with the
requirements of IAS 39 in the following respects:

Initid measurement of financid assets
Imparment and uncollectability of financid assets

Hedging accounting
Disclosures

Embedded derivatives requiring separation

13.2 - Measurement of financial instrumentswith a discretionary participation
feature

13.2.1 Measurement of the fixed dement

ED5 gpplies to financid instruments that contain a discretionary participation feature [ED5 8§
2(b)]. EDS 8 25 specifies that the measurement of such financia instruments under exigting
accounting policies should be no less than that measurement IAS 39 would gpply to the "fixed
eement” they contain (i. e. amortised cogt or fair vaue). The latter amount is consdered the
floor carrying vaue of the overdl ligbility. ED5 825 permits not determining the IAS 39
measurement of the fixed eement if the total reported ligbility under exigting accounting
policiesis "dearly higher™.

For the following reasons, we consder that references to the IAS 39 measurement of the fixed
element should be struck from paragraph 25 :

ED5 scopesin financid instruments with a discretionary participation festure and removes
them temporarily from the scope of IAS 39. Despite this, a"partia measurement” under
IAS 39 isthen required of an undefined "fixed dement” which isin itsalf contradictory.

In practice, it would be necessary to separate the "fixed eement” from the participation
feature as it would be difficult to prove that the total reported ligbility under existing
accounting policiesis clearly higher than the IAS 39 measurement of the fixed dement.
The need to compute the IAS 39 measurement of the fixed dement would effectively void
the relief intended under paragraph 24(a)° to avoid the difficulties of separating the
components envisaged in financid instruments with discretionary participation features.
This"unbundling” would certainly require insurers to make mgor changesin their EDP
systemns, which contradict the overriding objective of the Board [ED5 § 1(b)] .

® which leaves the insurer free to decide whether or not to report separately the fixed element and the
discretionary feature
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Difficulties of application and differing interpretations between insurers would certainly
aixe astheterm “dearly higher” isimprecise asis the term "fixed dement”.

Therisk of undergating liabilities of investment contracts with a participating feature is
addressed in the loss recognition test [ED5 § 11-13]. We therefore think that it would be much
sampler and much more consstent with the overdl objective of ED5 and the deferrd of
messurement considerations to Phase |1 for both insurance contracts and al contracts with
discretionary participation features to gpply this loss recognition test d o to financiad
ingruments with a discretionary participation festure thereby providing an acceptable and
viable replacement of the requirement to measure the fixed eement under IAS 39.

13.2.2. Measurement of the surrender option at fair value

A proposed draft amendment to IAS 39 [BC 117 (c¢)] indicates that if the amortised cost of the
contractud ligbility differs from its surrender vaue, the investor’ s option to surrender should

be measured at fair value, unless the surrender vaue is @pproximately the same asthe

carrying amount at each date.

However, we have no common accepted guidance on how caculate the fair value of any
surrender option in afinancid insrument with a discretionary participation fegture, just aswe
have no common accepted guidance on how to evauate the fair vadue of the ingrument itself.

Furthermore the value of the option correlates inseparably to both components (the "fixed
eement” and the participation feature). The fair vauation of such insruments, as for insurance
contracts with or without such features, ill remains aquestion for Phase 1.

In addition there is no consensud guidance on how to evauate the amortised cost of the
contractud liability of such financid ingruments and we understand that amortised cost will
be dso consdered as a possible basis for measurement in Phaselll.

In al events, and for the same reasons, we again consider that gpplying the loss recognition
test set out in paragraphs 11-13 would adequately and viably correspond to the objectives of
the Board.

13.3 - Fair value measurement of financial liabilities - Deposit floor

We do not understand the rationale underlying the introduction of a*“depost floor” in the fair
vaue measurement of afinancid ligbility with a demand feature (ED5 BC 117 €)).

13.3.1. Thefair value of a book of contracts cannot be the smple sum of individual
surrender values: surrender patternshaveto be considered

Introducing afloor on the fair value measurement (i.e. the immediate surrender vaue)
possibly represents alegdidtic interpretation of its current worth in the hands of the
policyholder. However, the Situation of the insurer is quite different as he pools individud
risks. This means that dthough it isimpossible to determine the timing of the surrender of an
individua contract, the expected surrender pattern of a portfolio of contracts is determinable.
Using the portfolio as the unit of account, asthe principles dready established in IAS 39 for
groups of assets and the Board's clarifications (ED5 BC117) intend, givesfair vaues which
cannot be the smple sum of individua surrender vaues.
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Thisisdl the more consstent with fair vaue techniques (i.e. based on a stochastic gpproach)
which weigh al surrender scenarios. In these techniques, therisk of future surrendersis
dready taken into account in the resulting fair vaue. It is unnecessary and redundant to
require any floor.

13.3.2. Theintroduction of a deposit floor would lead to several measur ement
inconsistenciesin insurers financial statements

If this modification wereto be made in IAS 39, it would lead to severd inconsstenciesin
insurers financid Satements:

Where transaction codts are Sgnificant, the amortised cost of aliability with ademand
feature could be less than the amount payable on demand whereas the fair value of the
same liability could not be at any time and in dl events would not be on inception. This
decison appears to be neither congstent within the IASB standards nor doesiit reflect the
economic characteristics of a portfolio of contracts.

Thisfair vaue measurement can be seen as highly divergent from fair value concepts (i.e.
present vaue of the probability-weighted expected cash flows in the absence of active
market) as envisaged for Phase 1. The deposit-floor concept was proposed in the Issues
Paper for an asset and liability measurement model — which was not based on fair vaues —
but based on the prospective measurement of insurance liabilities, and limited to the
minimum amount resulting from a retrogpective approach.

We would like to emphasise that implementing a decision to impose a"floor vaue' will
cregte an additiond mismatch issuein afar vaue goproach of assets and liabilities,

13.3.3. Thisproposal isnot consistent with existing standards and with Phase || tentative
conclusions

The introduction of the “deposit floor” appears to contradict existing standards which
consider expected surrender patterns :

The excluson of surrender patternsin the fair vaue measurement of non-insurance
contracts that are scoped into |AS 39 isinconsistent with the proposed guidance (ED5 BC
117 @) with respect to amortised cost under I1AS 39 which includes surrender patterns.
Phase || might dso most likdly incude surrender patternsin the fair va ue measurement of
insurance contracts and financia instruments with a discretionary participation festure
(ED5 BC®6).

We understood the cancellation of the current 886 of |AS 32 was even meant to alow for
the introduction of surrender patterns as in the measurement of: 'the fair value of a
deposit liability without a specified maturity is the amount payable on demand at the
reporting date'(specification sruck from the amended version of IAS 32). In dl events
we note that adl contractsissued by insurers embody a " specified maturity” aswell asa
"death guarantee”’ (whether significant or not) and that these contracts do not condtitute a
(short-term) deposit lighility.

The introduction of an expected vaue (i.e. probability weighted average of dl cash flows)
is consgtent with IAS 19 where the measurement reflects the enterprise’ s estimate of the
future employee turnover or again with IAS 37 which requires that provisions should be
measured on a basis that reflects the enterprise’ s best estimate of the cost of settling the
ligbility, i.e. present vaue of the probability-weighted expected cash flows.
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Discounting future cash flows was never consdered as being away to anticipate profit but
rather asthe integration of time vaue in the measurement of liabilities and thisis the reason
why iswas required by other standards.

13.3.4. Surrender issues haveto be car efully addressed in Phasel |

We acknowledge that factoring expected surrender patterns for fair value measurement raises
subgtantia issues that need to be addressed in order to ensure overdl rdliability and
comparability in the measurement of lidbilities
expected surrender patterns are closdly linked to the gap between market interest rates and
the return policyholders can expect on their contracts and therefore closely linked to
interest rate variaions, policy terms and conditions etc. These patterns will be al the more

difficult to calibrate asthere is no experience of asgnificant risein interest rates in recent
past years,

unexpected surrenders may aso occur as result of many diverse events : for instance after
changesin tax laws or even as the result of a newspaper article : this probability and the
impact for thiskind of event are difficult to estimate and to rationaise;

surrender models depend also on policyholders behaviour which is quite complex to
mode asit could not be smply compared to afinancid arbitrage. Therefore it sometimes
would appear not to be rational.

Thus, measurement of fair vadue may be very sendtiveto dight differences in assumptions

and models, for which insurers may lack market information. Therefore, timeis necessary to
work out a commonly agreed approach to model surrenders. But we note that the framework
and many current sandards (IAS 19, IAS 37...) dready require models which are very
sengitive to key assumptions and afar value including based on surrender patterns would
amply be on line with those standards.

13.3.5. Conclusion

In conclusion, we suggest suppressing the deposit floor requirement based on the following
consderations:

athough “investment contracts’ may contain an immediate demand festure, it should be
noted that they also contain specific features such as maturity dates, renewals, death
guarantees, participation feature, tax incentives,... All of which influence surrender
patterns. These issues are to be addressed in Phase 11. Taking adecision in Phase | would
most likely lead to reversing this decison in Phase I1, which is contradictory with the
objective of Phase .

the fair value measurement of some financid liabilities may perhaps be consdered equd
to theimmediate amount available on demand, if those ligbilities do not contain the
specific features detailed above. The absence of a deposit floor might not lead in such
cases to a measurement which is materidly different to the amount available on demand.
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13.4 - Measurement of “investment contracts’

Beyond the above mentioned issues that are specific to investment contracts with a
participation feature, we must question how investment contracts are supposed to be measured
under IAS 39. This particularly relatesin Phase | to unit-linked contracts, as 1G 1.9 states that
“Investment contracts in which payments are contractualy linked (with no discretion) to
returns on a specified pool of assets held by the issuer are subject to IAS 39” and that “the
link to the investment return crestes an embedded derivative that typicaly requires

separaion’”.

13.4.1. Fair value measurement

If these contracts were to be measured at fair value, insurers would face many issues that will
be addressed for Phase 11, among them modelling the policyholders behaviour, amulating the
future unit valuesin order to compute the present vaue of future fees, etc... consdering that
the contract does not condtitute a"demand deposit” per se (see § 13.3 above for additional
ISSues).

BC 117 (d) (e) (f) (g) only provide partid guidance as to which cash flows should be
projected in order to compute the fair vaue of investment contracts, and in particular unit
linked contracts : as to which income (front end fees, management fees,...) and asto which
expenses (origination cods, cost of servicing...). For example, does (f) mean that contractua
rights to recelve management fees should be recognised less related costs up to an amount
equal to origination costs paid?

We fear that the absence of guidance would lead in Phase | to alack of comparability arisng
from different interpretations and would like to stress that these issues have to be carefully
addressed in Phase [1 with aview to dlowing for consstent trestment of insurance and
investment contracts.

13.4.2. Amortised cost measur ement

If these contracts were to be measured at amortised cost, we do not know how to proceed
where unit-linked contracts are to be viewed as a hybrid instrument that combines a debt
insrument and an embedded derivative, e.g. the equity-linked return available on surrender or
maturity, as proposed in 1G 1.9 and |G 2.8. Indeed this "embedded derivative' would seemto
congtitute the whole contract as an equity-linked return is available both on surrender and
meaturity.

Asfor fair value measurement under 1AS 39 for these contracts, BC 117 does not provide
aufficient guidance in order to compute their amortised cost.

We would welcome a thorough investigation by the Board of dl aspects of the measurement
of unit-linked contracts which have not yet been fully investigated. If this cannot be done
within the limited timeframe before Phase | isin place, we would recommend that unit-linked
contracts should continue to be accounted for under existing accounting policies during
Phasel.
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13.5 - Unit-linked contracts “invested” in investment property — additional
mismatch issue

Some unit-linked contracts are "invested” in investment property. If insurers were to eect to
measure the liabilities under these contracts at fair vaue, it would be consistent to measure
the corresponding investment property as an asset a fair vaue dso.

However, it should be noted that 1AS 40 Investment property statesin 8 27 that “after initial
recognition, an enterprise that chooses the fair value model should measure all of its
investment property at its fair value, except in the exceptional cases described in § 47”
(inability to determine the fair value).

Consequently insurers, having opted for consistent asset and unit-linked contract ligbilities at
far vaues, would be required to measure dl of their investment property at fair vaue
athough some investment property should be measured at "cost" because the corresponding
ligbilities are dso measured, under existing accounting policies, at "cod™.

We recommend that an exception is introduced in ED5 to alow insurers to measure at
amortised cogt the part of investment property which does not back liabilities under unit-
linked contracts, independently of the option chosen for assets actualy backing the unit-
linked contracts.

13.6 - Acquisition costs
We welcome the Board' s decision made in July with respect to transaction costs:

“ The Board tentatively agreed that transaction costs should be defined as* incremental costs
that are directly attributable to the acquisition or disposal of a financial asset or financial
liability. The Board also tentatively agreed that the Standard should clarify that transaction
costs are included in the measurement of items other than those measured at fair value with
changesin fair value recognised in profit or loss. ”

This decison should permit a consistent trestment between insurance and investment
contracts whilst enabling the recognition of incrementd internd and externa acquisition costs
in the computation of investment contract liabilities when measured at amortised cost. We
actudly understand that interna costs should be considered when they can be directly
attributed to the sale of a contract.

With regard to fair value measurement, we note that BC 117 (f) dtates : "if future investment
management fees and related costs are in line with current fees charged, and costs incurred,
by other market participants for similar services, it islikely, unless there is market evidence to
the contrary, that the fair value at inception of the contractual right to those fees equals the
origination costs paid".

As stated above (see Question 13.4.1) does this not mean that the contractua rights to future
management fees should be recognised less related costs up to an amount equa to origination
costs paid?

13.7 - First time application of ED5

Asthe Board dlowed entities adopting IFRSs for the first timein 2005 not to restate
comparative financial statements to incorporate the requirements of 1AS 39, we recommend
that asmilar exception isintroduced in ED5.
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A dgnificant part of an insurer's ligbilities may actudly comply with IAS 39. It would not be
congstent to require restating comparative financid statements for insurance contracts and yet
not require a comparative presentation for dl of an insurer's assets and ligbilities coming

under 1AS 39.

However, as decided for IAS 39, “insurerswould be required to provide a reconciliation
between amounts recognised at the end of the comparative period (for an entity with a
December year-end, 31 December 2004) and those recognised at the beginning of the next
period (for an entity with a December year-end, 1 January 2005)”.
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