. SECURITIES COMMISSION

12TH FLOOR
RESERVE BANK BUILDING

2 THE TERRACE

P.O.Box 1179
3 November 2003 WELLINGTON

NEW ZEALAND

TEL 64-4-472 3830
Peter Clark FaX 64-4-472 8076
Senior PrO]eCt Manager E MAIL seccom@sec-com. govi nz
Internationa Accounting Standards Board
30 Cannon Street,
London ECAM 6XH,
UNITED KINGDOM Fax: +44 (0)20 7246 6411
Dear Mr Clark

SUBMISSION ON ED 5 INSURANCE CONTRACTS

In response to he IASB’s Invitation to Comment on ED 5, we are pleased to attach the New
Zedand Securities Commisson’'s submisson on the Exposure Draft contaning our
comments.

We commend the |ASB on itswork in producing this proposed standard.

Y ours fathfully

Joanne Moores
Senior Executive (Financia Reporting)

Direct Did: 471 7655
joanne.moores@sec-com.govt.nz



Responses of the New Zealand Securities Commission to the | ASB’s | nvitation to
Comment on Exposur e Draft 5 | nsurance Contracts

Question 1 - Scope

(a) The Exposure Draft proposes that the IFRS would apply to insurance contracts (including
reinsurance contracts) that an entity issues and to reinsurance contracts that it holds, except
for specified contracts covered by other IFRSs. The IFRS would not apply to accounting by
policyholders (paragraphs 2-4 of the draft IFRS and paragraphs BC40-BC51 of the Basis for Conclusions).

The Exposure Draft proposes that the IFRS would not apply to other assets and liabilities of
an entity that issues insurance contracts. In particular, it would not apply to:

0] assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).

These assets are covered by existing IFRSs, for example, IAS 39 Financial
Instruments. Recognition and Measurement and 1AS 40 Investment Property.

(i) financial instruments that are not insurance contracts but are issued by an entity
that also issues insurance contracts (paragraphsBC115-BC117).

| s this scope appropriate? I f not, what changes would you suggest, and why?

Response:
We agree that scope of the proposed standard is appropriate.

We support the ‘insurance activity’ approach applied in the proposed standard, with the
effect that the sandard will gpply to the insurance contracts of dl entities.

We think it gppropriate that other aspects of accounting by insurance entities should be
addressed by other relevant IFRSs.

(b) The Exposure Draft proposes that weather derivatives should be brought within the scope

of IAS 39 unless they meet the proposed definition of an insurance contract (paragraph C3 of
Appendix C of the draft IFRS).

Would this be appropriate? | f not, why not?

Response:
We agree that weather derivatives that do not meet the proposed definition of an insurance
contract should be accounted for as a derivative contract under IAS 39. As is noted in the

Badis for Conclusons, these contracts may have the legd form of insurance contracts but do
not trandfer ggnificant insurance risk to the issuer.



Question 2 — Definition of insurance contract
The draft IFRS defines an insurance contract as a:

‘contract under which one party (the insurer) accepts significant insurance risk
from another party (the policyholder) by agreeing to compensate the policyholder or
other beneficiary if a specified uncertain future event (the insured event) adversely
affects the policyholder or other beneficiary’

(Appendices A and B of the draft IFRS, paragraphs BC10-BC39 of the Basis for Conclusions and 1G Example 1
in the draft |mplementation Guidance).

I's this definition, with the related guidance in Appendix B of the draft IFRS and IG
Example 1, appropriate?

If not, what changes would you suggest, and why?

Response:

We agree with the definition and with the rdated guidance in Appendix B of the draft IFRS,
and |G Example 1.

We note that according to paragraph BCA1l the definition will catch certan financid
guarantees provided by third parties (such as letters of credit provided by banks), and that an
insurer may be required to recognize a liadility for such guarantees gpplying the loss
recognition test provided for in the proposed standard.

We aso support the proposed amendment to IAS 37 arisng from the proposed standard on
insurance contracts. This reflects the fact that these financid guarantees now fal within the
meaning of the term insurance contracts.

Under IAS 37 a liability would be recognized/provided for a financid guarantee if the
probability existed that payments would be required under the guarantee in excess of any
expected offsetting cash inflows under the guarantee, and if a reliable estimate of the loss can
be made.

We have examined the conceptua correctness of this treatment with reference to the
Oefinition of a liadility, the criteria for recognition of a ligdility, and the definition of an
insurance contract. Under the definition of an insurance contract the payment to the
counterparty under the guarantee is contingent on an uncertain future event (for example a
default event) that would adversdy dffect the counterparty (nonrrecovery of outstanding
amounts).

It would appear that, under the loss recognition tedt, it is intended the recognition of an
insurance contract liability arisng under a contract to provide a credit guarantee takes place
gther when the guarantee is provided (ie a inception) or subsequently whilst the guarantee
remains in force, if the expected edtimated future cash outflows under the guarantee exceed
the expected edimated future cash inflows. Tha is to say an insurance liability rdaing to
expected estimated cash outflows under such financia guarantees and the related loss are
only recognized when they meet the same probability test for recognition of a liability and an
expense as goplies for the recognition of other liabilities and expenses.

We think that the treatment of these financid guarantees under the proposed standard is an
important area of application of the standard, and that the treatment of guarantees under the
gandard should receive further darification in the Implementation Guidance for the proposed
Standard, and dso in Phase |1 of the Board’ s Insurance Project.



Question 3 — Embedded derivatives

(@ IAS 39 Financial Instruments. Recognition and Measurement requires an entity to
separate some embedded derivatives fromtheir host contract, measure them at fair value and
include changes in their fair value in profit or loss. This requirement would continue to apply
to a derivative embedded in an insurance contract, unless the embedded derivative:

) meets the definition of an insurance contract within the scope of the draft
IFRS or

(i) IS an option to surrender an insurance contract for a fixed amount (or for an
amount based on a fixed amount and an interest rate).

However, an insurer would still be required to separate, and measure at fair value:

0] a put option or cash surrender option embedded in an insurance contract if
the surrender value varies in response to the change in an equity or
commodity price or index; and

(i) an option to surrender a financial instrument that is not an insurance
contract.

(paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and BC118-BC123 of the Basis for Conclusions and
|G Example 2 in the draft I mplementation Guidance)

Are the proposed exemptions from the requirements in 1AS 39 for some embedded
derivatives appropriate?

If not, what changes should be made, and why?

(b) Among the embedded derivatives excluded by this approach from the scope of IAS 39 are
items that transfer significant insurance risk but that many regard as predominantly financial
(such as the guaranteed life-contingent annuity options and guaranteed minimum death
benefitsdescribed in paragraph BC123 of the Basis for Conclusions).

I's it appropriate to exempt these embedded derivatives from fair value measurement in
phase|l of thisproject? If not, why not?

How would you define the embedded derivatives that should be subject to fair value
measurement in phase|?

(c) The draft IFRS proposes specific disclosures about the embedded derivatives described in
guestion 3(b) (paragraph 29(e) of the draft IFRS and paragraphs 1G54-1G58 of the draft Implementation
Guidance).

Are these proposed disclosures adequate? If not, what changes would you suggest, and

why?

(d) Should any other embedded derivatives be exempted from the requirementsin | AS 39?
If so, which ones and why?

Response to Questions 3 (a) to (d):

We condder that given the exemption from separately accounting for embedded derivatives
that are themsdves insurance contracts is made only on the grounds of temporary excluson
until such time as Phase Il is complete, it is acceptable in view of the overdl purpose of the
IASB to ensure that a Phase | Standard on Insurance Contracts isin place by 1 January 2005.



Other than for this we disagree on a conceptua bass that there should be exemptions in the
IFRS for accounting trestments that are aready addressed in an existing IFRS.

Question 4 — Temporary exclusion from criteriain |AS 8

(a) Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements to] IAS 8
Accounting Policies, Changes in Accounting Estimates and Errors specify criteria for an
entity to use in developing an accounting policy for an itemif no IFRS applies specifically to
that item. However, for accounting periods beginning before 1 January 2007, the proposals
in the draft IFRS on insurance contracts would exempt an insurer from applying those
criteria to most aspects of its existing accounting policies for:

0] insurance contracts (including reinsurance contracts) that it issues; and
(i) reinsurance contracts that it holds.
(paragraph 9 of the draft IFRS and paragraphs BC52-BC58 of the Basis for Conclusions).

Isit appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of [draft]
|AS 8?

If not, what changes would you suggest and why?

Response:

We condgder that given the exemption from separately accounting for embedded derivatives
that are themsdves insurance contracts is made only on the grounds of a temporary excluson
until such time as Phase Il is complete, the exemption is acceptable in view of the overdl
purpose of the IASB to ensure that a Phase | Standard on Insurance Contracts is in place by 1
January 2005.

Other than for this we disagree on a conceptua basis that there should be exemptions in the
IFRS for accounting treatments that are already addressed in an existing IFRS,

(b) Despite the temporary exemption from the criteria in [draft] IAS 8, the proposals in
paragraphs 10-13 of the draft IFRSwould:

0] eliminate catastrophe and equalisation provisions.

(i) require a loss recognition test if no such test exists under an insurer’s existing
accounting policies

(iii)  require an insurer to keep insurance liabilities in its balance sheet until they
are discharged or cancelled, or expire, and to report insurance liabilities
without offsetting them against related reinsurance assets

(paragraphs 10-13 of the draft IFRSand paragraphs BC58-BC75 of the Basis for Conclusions).

Are these proposals appropriate? | f not, what changes would you propose, and why?

Response:

We support these proposals. FRS 34 and FRS 35 in New Zedland already address these
issues dong the smilar lines as the proposdsin ED 5.

Regarding the application of the loss recognition test to insurance contracts, teking a
conceptud view of this issue, we condder that not only losses but dso gains should be able to



be recognized, to give an equa treatment to both possble outcomes for a contract at the point
in time when the probable outcome of the test is determined. Conceptudly there is o basis
for giving any higher priority to the recognition of insurance contract losses then insurance
contract gains.

We dso think that while the IASB has acknowledged the difficulties with specifying a loss
recognition mechanism for insurance contracts at this stage, we do think that it would be
helpful to entities who are required to comply with this standard if the loss recognition test
could be addressed in the Implementation Guidance for the proposed standard.

Question 5 — Changesin accounting policies
Thedraft IFRS

(a) proposes requirements that an insurer must satisfy if it changes its accounting policies for

insurance contracts (paragraphs 14-17 of the draft IFRS and paragraphs BC76-BC88 of the Basis for
Conclusions).

(b) proposes that, when an insurer changes its accounting policies for insurance liabilities, it
can reclassify some or all financial assets into the category of financial assets that are
measured at fair value, with changes in fair value recognised in profit or 10ss (paragraph 35 of
the draft IFRS).

Are these proposals appropriate? | f not, what changes would you propose and why?

Response:

We support these proposals and furthermore we consider that they should be incorporated as
a consequentiad amendment to IFRS 1 First Time Application of IFRSs. This is to ensure that
this issue comes to the attention of preparers of financid reports when they agoply IFRS for
thefirg timein their financid satements

Our concern is that these proposals represent important quality safeguards to ensure a smooth
trangtion to IFRS for entities who are issuers of insurance contracts. Taking a proactive
perspective on enforcement of IFRSs it would we think be advissble to give these
arrangements greater profile through incorporating them into IFRS 1.

Question 6 —Unbundling

The draft IFRS proposes that an insurer should unbundle (ie account separately for) deposit
components of some insurance contracts, to avoid the omission of assets and liabilities from

its balance sheet (paragraphs 7 and 8 of the draft IFRS, paragraphs BC30-BC37 of the Basis for
Conclusions and paragraphs IG5 and | G6 of the proposed | mplementation Guidance).

(a) Isunbundling appropriate and feasible in these cases? If not, what changes would you
propose and why?

(b) Should unbundling be required in any other cases? |f so, when and why?

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



Response:

We think that it is entirdy gppropriate that depost dements be unbundled from the insurance
components of insurance contracts, and this has dready been done in New Zedand under
FRS-34 for some years. The experience here has demonstrated that the gpproach isfeasible.

We accept that the requirements for unbundling in the proposed standard are as yet addressed
mainly a those sorts of insurance contracts where it is “easest to perform” and perhaps
where the effect of unbundliing is likdy to be grestet. However, taking a conceptud
perspective on the issue, we condder that it is appropriate that the unbundling requirement be
aoplied uniformly across dl insurance contracts, rather than sdectively. We understand that
the issues will adso be addressed in Phase Il and we would encourage the IASB to adopt that
approach to the issue.

We think that the unbundling requirements contained in the proposed Sandard are
aufficiently clear, taken together with the Implementation Guidance.

Question 7 — Reinsurance purchased

The proposals in the draft IFRS would limit reporting anomalies when an insurer buys
reinsurance (paragraphs 18 and 19 of the draft IFRS and paragraphs BC89-BC92 of the Basis for
Conclusions).

Are these proposals appropriate? Should any changes be made to these proposals? If so,
what changes and why?

Response:

We support these proposals. These proposals are dready a feature of the accounting standards
goplied for insurance in New Zedand. The presentation of assets and liabilities, and income
and expense for reinsurance contracts is conceptualy appropriate. This accounting trestment
is being implemented by insurance entitiesin New Zedand.

Question 8 - I nsurance contracts acquired in a business combination or portfolio transfer

IAS 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 proposals in this draft IFRS would not exclude
insurance liabilities and insurance assets (and related reinsurance) from that requirement.
However, they would permit, but not require, an expanded presentation that splits the fair
value of acquired insurance contracts into two components:

(a) a liability measured in accordance with the insurer’s accounting policies for insurance
contracts that it issues; and

(b) an intangible asset, representing the fair value of the contractual rights and obligations
acquired, to the extent that the liability does not reflect that fair value. This intangible asset
would be excluded from the scope of 1AS 36 Impairment of Assets and IAS 38 Intangible
Assets. Its subsequent measurement would need to be consistent with the measurement of the
related insurance liability. However, |AS 36 and IAS 38 would apply to customer lists and
customer relationships reflecting the expectation of renewals and repeat business that are not
part of the 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 IFRSand paragraphs BC93-BC101 of the Basis for Conclusions).



Are these proposals appropriate?

If not, what changes would you suggest and why?

Response:

We agree with the proposds in the context of business combinations or portfolio transfers.
We note that it the accounting treatment of the intangible asset ariSng in such transactions is
described in the Basis for Conclusions, but that the standard is Sllent on this matter.

Whilg we acknowledge that the Board is not a present able to say how far vaue for
insurance assets and ligbilities should be determined, we think that it is important that the
accounting trestment of the intangible asset be addressed in the interim period prior to
completion of Phase Il, to ensure a basc levd of condgstency of approach between various
preparers in different jurisdictions. We think that the Board should consder including some
dandards to addressng the presentation of the intangible assat in the issuer’s financid
statements, and include guidance on the gpplication of the loss recognition tet to the assat in
the Implementation Guidance.

Question 9 — Discretionary participation features

The proposals address limited aspects of discretionary participation features contained in
insurance contracts or financial instruments (paragraphs 24 and 25 of the draft IFRS and
paragraphs BC102-BC108 of the Basis for Conclusions).

The Board intends to address these features in more depth in phase 11 of this project.

Are these proposals appropriate?

If not, what changes would you suggest for phase | of this project and why?
Response:

We agree with these proposals.

Question 10 — Disclosure of the fair value of insurance assets and insurance liabilities

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

Is it appropriate to require this disclosure? If so, when should it be required for the first
time?

If not, what changes would you suggest and why?
Response:

We note that the Board acknowledges that at present it has not determined what basis should
be used for edtablishing the far vaue of insurance contract assets and liabilities This is
expected to be available from the IASB to enable preparers to determine fair values in time
for the required disclosures to be made from 31 December 2006.



Whilg we agree in principle that it is dedrable that entities be able to make far vdue
disclosures as early as possble, we aso consder that viewed from a cost-benefit perspective,
entities may encounter some difficulty to establish sysems that measure the far vaues of
insurance assats and liabilities within the envisaged time frame, and in time to comply with
the disclosure requirements of the proposed standard.

Question 11 — Other disclosures

(@) The Exposure Draft proposes requirements for disclosures about the amounts in the
insurer’s financial statements that arise from insurance contracts and the estimated amount,

timing and uncertainty of future cash flows from insurance contracts(paragraphs 26-29 of the
draft IFRS, paragraphs BC124-BC137 and BC141 of the Basisfor Conclusionsand paragraphs|G7-
IG59 of the draft Implementation Guidance).

Should any of these proposals be amended or deleted? Should any further disclosures be
required?

Please give reasons for any changes you suggest.

To alarge extent, the proposed disclosures are applications of existing requirements in
IFRSs, or relatively straightforward analogies with existing IFRS requirements. If you
propose changes to the disclosures proposed for insurance contracts, please explain what
specific attributes of insurance contracts justify differences from similar disclosures that
IFRSs already require for other items.

(b) The proposed disclosures are framed as high level requirements, supplemented by
Implementation Guidance that explains how an insurer might satisfy the high level
requirements.

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

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

Should any changes be made to this transitional relief? I f so, what changes and why?
Response to Question 11 (a) to (c)

We congder that the proposed disclosures about amounts included in the financid Statements
that arise from insurance contracts are gppropriate. The disclosures will sgnificantly enhance
the ussfulness of reported financid information concerning insurance contracts.

We support the gpplication of the high-level principles to the disclosure requirements, and we
think that the Implementation Guidance is helpful in illugrating how the requirements should
be applied.

We do not think that changes should be made to the trangtiond relief in rdation to historica
disclosures about claims development.




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

The Exposure Draft proposes that the transferor of a non-financial asset or liability should
apply 1AS 39 Financial Instruments. Recognition and Measurement to a financial guarantee
that it gives to the transferee in connection with the transfer(paragraphs 4(e) of the draft
IFRS, C5 of Appendix C of the draft IFRSand BC41-BC46 of the Basis for Conclusions). IAS
39 already applies to a financial guarantee given in connection with the transfer of financial
assetsor liabilities.

Is it appropriate that |AS 39 should apply to a financial guarantee given in connection
with the transfer of non-financial assets or liabilities?

If not, what changes should be made and why?

Response:

We agree that IAS 39 should gpply to financid guarantees given in connection with the
transfer of financid and non-financial assats or lidhilities.

Question 13 — Other comments
Do you have any other comments on the draft | FRS and draft | mplementation Guidance?

We commend the IASB on ED 5. We think that the proposed standard will bring vauable
postive changes in financid reporting of insurance activities, particularly in jurisdictions
which did not previoudy have any accounting standards for insurance activity or insurance
contracts for domestic reporting.

We emphasize that there are certan outcomes associated with the implementation of the
proposed standard to insurance contracts in New Zedland which would involve acceptance of
cost-based accounting trestments for assets that either are not permitted, or would preferably
not be permitted under New Zedand's financid reporting standards [such as is the case in
accounting for Investment Properties under IAS 40 and investment contracts under IAS 39).

Whilst the Securities Commission’s view is that these are tolerable effects in the near term,
given the high importance we atach to the god of convergence to one st of globd
accounting standards and the benefits forseen from that development, we strongly encourage
the IASB to address these issues in its medium term agenda.

The adoption of far vaue accounting for dl insurance assets and liabilities and indeed dso
for other assats and liabilities, is the direction the IASB should be moving in to ensure that
IFRS lead to high qudity and highly comparable financid reporting across nationa borders,
and do actualy represent ‘international best practice’.



