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INTRODUCTION

1

The Indtitute d Chartered Accountants in England & Wales welcomes the opportunity to
respond to the International Accounting Standards Board (‘the Board') regarding the
proposals in Exposure Draft 5: ‘Insurance Contracts (‘EDS'), published by the Board for
comment in July 2003.

We have reviewed the exposure draft and set out below a number of comments and
suggestions. We ded firg with the mgor points before answering the questions specificaly
raised by the Board.

MAJOR POINTS

ED5 as an Interim Solution

We support the Board in its am of developing amode for accounting for insurance contracts,
and the decision to split this project into two phases, with Phase | in place for the adoption of
IFRS by dl EU ligted insurers by 2005. We agree that it is sensble to defer mgor changesin
the measurement of insurance assts and liahilities until Phase 11 dlowing further time for full
development, discussion and testing of afair vaue modd for insurance contracts.

Subject to the comments in this response, ED5S presents an acceptable solution as an interim
measure towards asssting insurers in adopting IFRS for 2005. However, we would have
concerns were ED5 to be extended significantly beyond 2007 as a result of ddays in the
introduction of the Phase Il standard. Given the importance of ensuring that the Phase |1
standard is of a high quality and the pressure to have Phase 11 in place by 2007, we consder it
important that substantia resources are devoted by the Board to the project. The ‘sunset
clause in the temporary exemption to IAS 8 creates uncertainty as to what will happen in
2007 if Phase Il isnot in place. We strongly recommend that the sunset clause is removed
from the Phase | standard and replaced with a strong commitment to developing Phase Il a8
soon asis practicable. See Question 4.

Fair Value Disclosuresin 2006

We support the disclosure of fair value information as soon as a suitable fair value modd has
been devel oped which can be gpplied to insurance contracts. However, we question whether
this will be achieved by 2006. We recommend againg introducing a mandatory fair vaue
disclosure requirement before the such an agreed mode is in placee. We would dso
recommend that the Board undertakes a project to set out high level principles kehind fair
vaue accounting to ensure that it can be applied consgently. See Question 10 and

Appendix I1.
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11

Importance of Field Testing

The demanding timetable for introducing the Phase Il standard by 2007 might lead to
restricted development of the modd. Proper fidd testing is a fundamenta component in the
development of any new accounting modd. We would be interested in participating in any
field testing of the Phase Il modd. See Question 13.

Prior Year Compar ativesfor Year of | mplementation

We would recommend that the Phase | standard is applied prospectively, with no requirement
to restate prior year comparativesin the year of implementation. Given the close link between
ED5 and aspects of IAS 39, we consider it important that a Smilar exemption isincluded in
ED5 asisinIAS 39. See Question 13.

I nter pretative Pandl

We recommend setting up an interpretative pandl, under the auspices of IFRIC, but with
specidist insurance expertise, to ded with interpretative issues on a referral bads. See
Question 13.

Inconsistent Definition of | nsurance Contr act

We note some inconsgtencies in the definition of an insurance contract. We agree that it is
appropriate to define insurance contracts around the transfer of significant risk. However, the
drafting in ED5 isimprecise and incondgtent. See Question 1.

Mismatch and L oss Recognition Test

We note that ED5 permits mismatch between the measurement of assets and liabilities. This
reflects the difficulties in dedling with insurance ldbilities in an interim solution, rather than
problems on the asset Sde. We have concerns over one potentia mismatch issue arising as a
result of the use of locked in interest rates in measuring insurance ligbilities.  We would
recommend the unlocking of interest rates, ether directly or through the loss recognition test.
We would further recommend that the definition of aloss recognition test is made more robust.
We condder both of these changes to be sufficiently significant to warrant a limited e
exposure of ED5. See Questions 1 and 4(b).

Volume of Disclosures

We are concerned that the disclosures suggested in the implementation include overly
complicated and, in places, unnecessary disclosures. The daus of the implementation
guidance may aso be unclear. See Question 13 and Appendix 1.
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Unit-Linked Contracts and Embedded Derivatives

We st out in Appendix | asummary of the particular issues surrounding unit-linked contracts.
We would favour dlowing the recognition of deferred acquistion costs for unit-linked
contracts, given tha insurers are willing to incur sgnificant expenses to generate unit-linked
contracts. We do not consider that unit-linked contracts include embedded derivatives asthe
linkage to a specified index forms afundamenta and integral component in that contract. See
Question 3.

Link between | nsurance and Reinsurance

The proposa to require an 1AS 36 impairment test for reinsurance assets does not properly
reflect the link between the vaue of reinsurance assats and the rdated insurance liabilities. The
IAS 36 impairment test would require reinsurance to be measured & the lower of cost and
recoverable amount. See Question 7.

ANSWERSTO IASB QUESTIONS

Question 1 — Scope

(@)

14

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 24 of the draft IFRS and
paragraphs BC40-BC51 of the Basisfor 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:

(i) assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).
These assets are covered by existing IFRSs, for example, |AS 39 Financial
I nstruments: Recognition and Measurement and | AS 40 I nvestment Property.

(i) financia instruments that are not insurance contracts but are issued by an
entity that also issues insurance contracts (paragraphs BC115-BC117).

I sthis scope appropriate? 1f not, what changes would you suggest, and why?
We support the Board's approach of developing an accounting standard for insurance

contracts rather than insurance entities. The mgor benefit of this gpproach is that non
insurance contract assets and ligbilities are accounted for in a consistent way, regardless of the
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16

17

18

(b)

19

entity. In particular, this goproach will dlow further harmonisation of accounting policies
between banking and insurance groups, many of which are now engaged in both activities.

ED5 will permit mismatches between the measurement of assets (normaly measured at fair
vaue) and insurance liabilities (recognised on various different measurement bases depending
on locd GAAP). This reflects the inadequacies of ED5, as an interim solution, in addressing
insurance liability measurement.

We have particular concerns regarding the permissible mismatches, where local GAAP dlows
insurance liabilities to be valued using locked in interest rates, but assets are measured a fair
vdue. Wherethereisadggnificant fal in interest rates, the asset values will rise (particularly for
bond portfolios), while liabilities would be undervaued if the old interest rates continue to be
used. A rigorous loss recognition test would pick up this understatement, athough this would
be a one-way test. We are concerned that local GAAP loss recognition tests may not be
aufficiently robust to require unlocking of interest rates.

While it would be ingppropriate to measure insurance ligbilities at fair vaue under Phase |, we
recommend that where locked in interest rates are used to measure insurance liabilities, those
interest rates should be unlocked, elther on the balance sheet or through the loss recognition
test. We further recommend that the definition of the expected loss recognition test is made
more robust and that the Phase | standard makes it clear that alocal GAAP test may not meet
this definition.

Introducing the requirement to unlock interest rates and making the definition of a loss
recognition test more robust would be sgnificant changes to ED5 representing improvements
in accounting for insurance contracts. These changes would require proper due process by
the Board. If the Board were to introduce these changes, we recommend a limited re-
exposure of ED5S, smilar to limited revisons to IAS 39 exposure of the fair vaue hedge
accounting proposals.

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? If not,
why not?

We agree that weather derivatives are brought within the scope of 1AS 39 unless they meet
the proposed definition of an insurance contract.

Question 2 — Definition of an | nsurance 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
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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 | G Example 1 in the draft | mplementation Guidance).

Is this definition, with the related guidance in Appendix B of the draft IFRS and
|G Example 1, appropriate? If not, what changes would you suggest, and why?

20

21

22

23

24

The definition of an insurance contract is fundamenta to accounting for insurance contracts.
There can be a fine line between the festures of an investment contract and an insurance
contract. While we fully support adopting a principles based gpproach to setting criteria, it is
important that there is a clear definition of an insurance contract in the Phase | standard,
capable of conggtent interpretation. Without such a definition, there would be uncertainty as
to which contracts would qudify as insurance contracts and financid statements would lack
consgency.

We are concerned that the current drafting of the definition of an insurance contract does not
achieve this am and appears interndly inconsstent. The dividing line between insurance and
investment contracts is defined in terms of dgnificant insurance risk in B21, whils B23
introduces the concept of risk being non-trivid. B25 introduces a further term “plausible’.
Sgnificance is awdl undersood accounting term, while trividity and plaushbility are not well
defined or understood in this context. We recommend that references to trividity and
plaughbility are removed from ED5 and that insurance risk is defined in terms of sgnificance.

As afurther incongstency, B21 measures the sgnificance of risk based upon the present vaue
of future cash flows (i.e. a net basis) while B23 measures it in terms of a comparison of desth
and maturity or surrender benefits (i.e. a gross bass). The consegquence of introducing a net
cash flow measure for insurance contracts is that many more types of product will fall under
the definition of an insurance contract than on a gross bads, as risk could be considered
ggnificant in comparison to profitability on contracts rather than in light of the insured event.
We recommend that the Board clarifies whether thisisitsintention.

There is a third potentid problem with the definition of insurance risk. Under B21, it would
seem necessary for any change in net (or gross) cash flow arising from an insured event to be
sgnificantly different from the cash flow arisng from voluntary discontinuance a that dete. If
this was not the case, dl investment contracts might quaify as insurance smply because, on
death, there would be a loss of future management charges.  This problem might be
addressed if B21 referred back to B15, which requires that insurance risk is sgnificantly
different to lgpse or persstency risk.

Many concerns over the definition of insurance contracts surround the potentid treatment of
unit-linked contracts. See Appendix |.
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25 Subject to the above comments, we generdly support the definition of insurance contracts
around ggnificance of risk, dthough we consder that the final definition should be revisted as
part of the Phase |l project.

ICAEW TECH 34/03 - ED5 Insurance Contracts 9



Question 3 — Embedded derivatives

(@)

(b)

(©

(d)

IAS 39 Financial Instruments: Recognition and Measurement requires an entity to
separate some embedded derivatives from their 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:

(i) meets the 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 a fixed amount and an interest rate).

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

(i) aputoption 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

(i1) an option to surrender a financial instrument that isnot an insurance contract.

(paragraphs 5 and 6 of the draft IFRS, paragraphs BC37 and BC118-BC123 of the
Basisfor Conclusionsand |G Example 2 in the draft  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?

Among the embedded derivatives excluded by this approach from the scope of 1AS 39
are items that transfer significant insurance risk but that many regard as
predominantly financial (such asthe guaranteed life-contingent annuity options and
guaranteed minimum death benefits described in paragraph BC123 of the Basis for
Conclusions). Isit appropriate to exempt these embedded derivatives from fair value
measurement in phase | of this project? If not, why not? How would you define the
embedded derivatives that should be subject to fair value measurement in phase | ?

The draft IFRS proposes specific disclosures about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft |FRS and paragraphs | G54-
IG58 of the draft Implementation Guidance). Arethese proposed disclosures
adequate? If not, what changes would you suggest, and why?

Should any other embedded derivatives be exempted from the requirements in
IAS 39? If so, which ones and why?

ICAEW TECH 34/03 - ED5 Insurance Contracts 10
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27

28

We are concerned that Board's proposals for embedded derivatives may create significant
implementation problems.  EDS is an interim solution and will not provide consstency of
measurement between companies because of its dependency on local GAAP. Implementation
of such atrangtiond regime should be as straightforward as possible.

The proposals in ED5 appear to be highly complex for many investment contracts. This can
be demondrated by looking a unit-linked contracts. Payments to policyholders will vary in
line with an index of products. This linkage gppears to meet the ED5 definition of an
embedded derivative under ED5. Asthislinkageis not in itsdf an insurance contract, it would
therefore need to be separated and measured under IAS 39. However, the vaue of the
lidhilities of unit-linked contracts tend to be strongly linked to the vaue of the assets backing
such ligbilities and are therefore well hedged. This gppears to be a highly complex solution for
ardatively sraightforward problem, particularly given that Phase | will be an interim standard.

In our opinion, unit-linked contracts do not contain embedded derivatives. There is an
assumption that derivatives involve a low premium for the risk involved. The premiums on
unit-linked products are invested to cover the lidbilities and the linkage forms a fundamental
part of the underlying product. We do not consider that separating out different components
of unit-linked contracts as embedded derivatives would provide a sensble answer. We
recommend that ED5 is amended to make clear that the linkage between liabilities and a
specified index on index-linked contracts does not meet the definition of an embedded
derivative. Appendix | sets out in more detail the difficultiesin repect of unit-linked contracts.

Question 4 — Temporary exclusion from criteriain |AS 8

(@)

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 item if no IFRS applies
specifically to that item. However, for accounting periods beginning before 1 January
2007, the proposals in the draft IFRS on insurance contractswould exempt an insurer
from applying those criteria to most aspects of its existing accounting policies for:

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

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

Is it appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of
[draft] IAS8? If not, what changes would you suggest and why?
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30

31

32

33

34

We believe that it is appropriate to grant insurers an exemption from the criteriain paragraphs
5 and 6 of [draft] IAS 8 during Phase | of the insurance standard. Given that the IASB has
decided to address accounting for insurance contracts in two phases, such an exemption is
essentid to avoid subgtantial accounting policy changestwice in ardatively short time span.

If no such exemption was granted companies issuing insurance contracts would be forced to
interpret, in an insurance context, accounting standards that were not devel oped to address the
particular features of insurance policies. Loca GAAP measurement bases would not be
avalable and it would require subgtantid time and effort for insurers to gpply this complex
solution.

We recommend that Phase | dlows further exemptions from the condructive obligations
requirements of IAS 37 in respect of undlocated baances of discretionary funds with
participating features as described in our response to question 9, and from IAS 36 for
reinsurance balances. See Question 7.

The *sunset dause’ of 1 January 2007 for these exemptions should be excluded from the find
dandard. If the exemptions expire without a suitably developed Phase 11 solution in place,
insurers would be faced with problems of fitting general accounting solutions around their
complex products. The Board has acknowledged, by prioritisng its project on insurance, that
generd accounting solutions are ingppropriate for insurance contracts. Furthermore, it would
be undesrable if insurers were faced with three sgnificant accounting syslem changes in a
short period of time, firsly from the need to implement Phase |, secondly to interpret and
adopt IAS 37 in an insurance context and findly to implement the Phase Il sandard when it is
eventudly issued. Not only would this require sgnificant time and effort on the pat of
preparers of financia Statements and auditors, it would be unlikedly to incresse the
understanding of users during the interim period.

The sunset clause imposes unnecessary pressure on the development of the Phase |1 standard.
The Phase | standard would become the only accounting standard issued with a time limit.
We condder this an unwelcome precedent that might undermine confidence in the Phase |
standard.

We support a rapid move towards a well developed, discussed and field tested Phase |1

standard. [f this can not be achieved by 2007, the Phase | requirements should be extended.
We would not wish to see a reduction in the development and consultation of Phase Il asa
result of the need to meet any atificid deadline. We consgder the Board should replace the
aunset dause with a srong commitment to implementing Phase Il without undue delay,
including an outline of how it intends to achieve this.
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(b)

35

36

Despite the temporary exemption from the criteria in [draft] IAS 8, the proposalsin
paragraphs 10-13 of the draft IFRS would:

(i) diminate catastrophe and equalisation provisions.

(i) require aloss recognition test if no such test exists under an insurer’s existing
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 (paragraphs 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?

We agree that it is reasonable to diminate catasirophe and equdisation provisons. While
there may be merit in insurers managing their business to ensure they have sufficient resources
in the event of significant future losses, this should be addressed through capitd requirements
rather than lighilities.

The requirements of a loss recognition test are not well defined, as noted above in our
comments to question 1. We recommend that the required loss recognition under EDS is
made more robust and that Phase | sets minimum requirements for dl loss recognition tests
irrepective of loca GAAP requirements, rather than only requiring one where no such test
exigds under an insurers exising accounting policies.  This would be a sgnificant change to
EDS5 which would require alimited re-exposure prior to the implementation of Phase .

Question 5 — Changes in accounting policies

Thedraft IFRS;

(@)

()

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 Basisfor Conclusions).

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 loss (paragraph 35 of the draft IFRS).

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

37

We congder the proposas in (&) and (b) appropriate in general. However, we note that a
drict interpretation of the wording in paragraph 16 of the draft standard would prevent an
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insurer, when making any change to its accounting policies for insurance contracts, from
continuing with other aspects of their exiging palicies involving the matters listed in paragraph
16. Thisisincongstent with BC77, which would prohibit the adoption of accounting policies
that would diminish the rdlevance and rdiability of financid Satements, athough it would
permit insurers to continue such policies. We would recommend that the wording of
paragraph 16 is amended to be consistent with the wording of BC77.

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 Bass for Conclusons and paragraphs IG5 and 1G6 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?

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

38  The proposas on unbundling appear reasonable as part of an interim solution.

Question 7 — Reinsurance

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
Basisfor Conclusions).

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

39 We agreethat insurance liabilities and related reinsurance assets should be reported separately
without offsetting.

40 We condder that a more appropriate measurement basis for reinsurance would be to dlow
insurers to continue with locd GAAP accounting for reinsurance contracts under Phase |,
which typicaly maich assets and liabilities. We agree that t is necessary to ded with the
particular issue of retroactive reinsurance but suggest that that any solution should be limited to
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that type of contract. Rensurance contracts without sgnificant risk transfer would be
excluded from the definition of an insurance contract and dedlt with in that way.

41 Payments under reinsurance contracts are linked to the clams paid under the underlying
insurance policies. Paragraph 19 of the draft statement and the proposed change in C10 to
the scope of 1AS 36 would require an insurer to gpply an IAS 36 impairment test to its rights
and obligations under a reinsurance contract.  This would require an insurer to value such
balances at the lower of cost and recoverable amount. We do not consider that this would
appropriately reflect the link between the vaue of reinsurance assets and the underlying
insurance ligbilities. For example, reinsurance may be bought for £100 guaranteeing to pay
90% of each and every dlam. Clams rdating to the underlying insurance policy might tota
£1,000. £900 of these clams may be recoverable from the reinsurer but the IAS 36
impairment test would limit the vaue of the rensurance asset to £100. We recommend
alowing the retention of local GAAP impairment tests.

42  We note that the definition of significance may differ for reinsurance from direct insurance, asa
reinsurance contract may bundle together a portfolio of insurance contracts, thereby potentialy
reducing risk compared to the exposure on the underlying contracts. 1t might still be generdly
gppropriate to treat such contracts as reinsurance.

Question 8 — I nsur ance contracts acquired in a business combination

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 splitsthefair value of acquired insurance contractsinto two components:

(@ aliability measured in accordance with the insurer’s accounting policies for insurance
contractsthat 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 |AS 38 Intangible Assets. Its subsequent measurement would need to be
congistent with the measurement of the related insurance liability. However, |AS 36
and 1AS 38 would apply to customer lists and customer relationships reflecting the
expectation of renewals and repeat businessthat are not part of the contractual rights
and obligations acquir ed.

ICAEW TECH 34/03 - ED5 Insurance Contracts 15



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 par agraphs BC93-
BC101 of the Basisfor Conclusions).

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

43 We agreethat it is gppropriate to measure a fair vaue insurance assets and liabilities acquired
as part of abusiness combination. We aso welcome the Board' s recognition that a sgnificant
change to the accounting gpplied to such acquistions of insurance assetslliabilities would not
be practica as part of Phase |. However the proposas made with respect to business
combinations lack clarity. For example BC93 refers to PVIF and VOBA, but it is unclear
how such amounts should be measured.  Furthermore this is only relevant in a life insurance
context. There is no guidance provided for genera insurance contracts acquired.

44  The standard is dso unclear as to what will happen to the accounting for historic acquistions
upon adoption of the Phase Il accounting Standard. We believe that an insurance entity should
be dlowed to recdculate the fair vaue of assets and liabilities acquired to be consstent with
the find definition of fair vdue and hence restate goodwill. If such a restatement is not
permitted then insurers will be left with the unacceptable position of having two caculations of
far vaue, one for purchase accounting and the other for historic accounting. We do not
believe that thiswill result in relevant and rdiable accounting.

45 The weskness of having an interim dtandard means that it is difficult to resolve the issues
outlined above. Given thet the Board will not to provide definitive guidance on the definition of
fair vdue until Phase Il we strongly recommend that an additiond clause is added to paragraph
20 which says.

‘Until the Phase Il insurance standard is issued, companies will need to use existing
accounting policies to calculate the intangible asset referred to above. Any changes to
these policies should meet the general requirements within paragraphs 14-17 on
changes to accounting policies. Upon adoption of Phase |1, companies will be permitted
to revisit acquisition accounting to bring the fair values of insurance assets and
liabilities acquired into line with the requirements of the Phase Il standard, with a
corresponding adjustment to goodwill.’

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 featuresin moredepth in phase |l of this project.
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Are these proposals appropriate? If not, what changes would you suggest for phase | of
this project and why?

46  We consder that the proposas for accounting for discretionary participating features under
ED5 could be improved for Phase | by atightening of the definition of what can be recognised
as equity. We do not believe that undlocated funds under contracts with discretionary
participating features should be included as equity when there may be a condructive liability to
policyholders established by past behaviour. In this context, we believe that condructive
obligations should be defined in broad terms.  We recommend that surpluses on such
contracts should only be treasted as equity to the extent that there is evidence to support
shareholders rightsto that surplus.

47  The rebuttable presumption should be that undlocated surpluses are plit between lidbilities
and equity. In the event of doubt over the alocations between liabilities and equity, we would
favour recognition under ligbilities. This approach would include permitting 100% to be
recognised as a liability. Although this approach might be consdered to be excessvely
prudent, aworse result would be to alocate more to equity than shareholders have alegitimate
right to expect. We aso recommend that insurers should disclose, & a high leve, the method
used to alocate surpluses between liabilities and equity.

48 Investment contracts with discretionary participation festures are exempted from the
measurement requirements of 1AS 39, but not from the disclosure requirements of 1AS 32.
Thisisincongstent with other aspects of EDS. It will require insurers to incur the system codts
of measuring the fair value of such contracts without clear guidance on how to do so. The
Board have recognised, in dlowing the exemption, that it would be difficult to apply 1AS 39
without first addressng a number of issues. We recommend that the exemption from IAS 39
for participating business is extended to aso gpply to IAS 32.

Question 10 — Disclosur e of the fair value of insur ance assets and insurance liabilities

The proposalswould require an insurer to disclosethe fair value of itsinsurance 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 | G60 and 1G61 of
the draft |mplementation 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?

49  The proposed disclosures from 31 December 2006 are likely to be in advance of the Board

defining fair vaues for insurance contracts. Particular issuesin gpplying the fair value modd to
insurance contracts are explained in more detail in Appendix I1.
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51

We srongly recommend that any requirement to disclose the fair vaues of insurance ligbilities
is deferred until the Board has defined what fair \dlue means in the context of insurance
contracts. We support fair value disclosures for insurance ligbilities once the Board has
reached an agreed definition of what far vdue means. Any far vaue disclosure requirement
without a proper definition, however, would involve experimentation in the financid satements,
which isundesrable.

We expect most listed insurers to develop supplementary information containing value based
measures.  This might be dong the lines of an enhanced verson of Achieved Rofits. We
believe that, until the Board is able to satisfactorily explain how to apply the fair value modd to
insurance contracts, it would be more agppropriate to disclose vaue based information as
upplementary information rather than in the financia statements. Such disclosures should not
be redtricted by future Phase |l proposas while they remain uncertain.

Question 11 —Other disclosures

(@)

(b)

(©

The Exposure Draft proposes requirements for disclosures about the amountsin 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
Basis for Conclusons and paragraphs 1G7-IG59 of the draft Implementation
Guidance).

Should any of these proposals be amended or deeted? Should any further
disclosuresberequired? Please givereasonsfor any changesyou 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 differencesfrom smilar
disclosuresthat IFRSs already requirefor other items.

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

Isthisapproach appropriate? If not, what changes would you suggest, and why?
Asatrandgtional relief, an insurer would not need to disclose infor mation about claims

development that occurred earlier than five years before the end of the first financial
year in which it appliesthe proposed | FRS (par agraphs 34, BC134 and BC135).
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Should any changes be made to thistranstional relief? If so, what changes and why?

52  We have generd concerns over the volume and extent of some of the disclosures proposed by
ED5 and, more particularly, that suggested in the implementation guidance. We support the
gpproach of producing high levd principlesto determine the required leve of disclosures. We
are concerned, however, a the level of detail contained in the implementation guidance.
Usars might welcome claification from the Board over the status of this guidance and whether
it is expected that the implementation guidance should be adopted as best practice, or whether
it isintended as an example of what may be consdered suitable disclosures.

53  Our concerns over the potentiad volume of required disclosures are st out in more detall in
Appendix I11. Many of our concerns might be addressed by alowing a reasonable level of
aggregation and disaggregation in the disclosures. We dso have some concerns that some of
the suggested disclosures are not relevant for al types of insurance contracts.

Question 12 — Financial Guar antees

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 givesto the transferee in connection with the transfer (paragraphs 4(e) of
the draft IFRS, C5 of Appendix C of the draft IFRS and BC41-BC46 of the Basis for
Conclusions). 1AS 39 already applies to a financial guarantee given in connection with the
transfer of financial assetsor liabilities.

Isit appropriatethat |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?

54  Wedo not consder thisto be aggnificant issue. In principle, if there was such a contract, we
consider it would be appropriate for it to be accounted for n the same way as for other
financid guarantees.

Question 13 — Other comments

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

Importance of Field Testing

55  As discussed above, the timetable for producing a Phase |l standard for 2007 appears
ambitious as there are a number of areas requiring further development.  Although we would
have concerns were Phase | to be extended beyond the short term, we consider it more
important that the Phase Il standard is of a high standard than that any drict timetable is met.
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The development, discusson and testing of the Phase |l stlandard should not compromised in
order to meet any pre-determined timetable. We would like to stress the importance of

proper fidd testing as part of the further development of the Phase Il modd. We do not
condder fied vidts to represent fidd testing. We would welcome a commitment from the
Board to include fidd testing as part of the development of the Phase Il model. We would be
interested in assgting in the field testing process and might be able to provide volunteers from
both the insurance industry and accountancy practices.

I nter pretative Pandl

As discussed above, given the current diversty of insurance accounting and locd insurance
products, it might be useful to have an interpretetive pand set up after the implementation of
Phase | to dedl with issues ariging in relation to accounting for insurance contracts. Thiswould
dlow consgent interpretation of issues arisng. The interpretative pand should include
specidise insurance knowledge. It might be gppropriate for the pand to be under the auspices
of IFRIC, possbly as a sub-group, and dedl with issues on areferrd basis.

Per for mance Reporting

We consider that performance reporting may be the best way to address the concerns over
the potentid for asset and liability mismatches and volatility. We congder that thisis a Phase |
issue and that the Board should concentrate resources on solving the performance reporting
issues. Looking ahead to the future performance reporting model, we would encourage the
Board to permit aflexible approach to performance reporting under Phase I, asthis will dlow
insurers to accommodate many of the potentid issues of volatility and distortion under the
interim standard. A tight definition of performance reporting requirements might prevent this.

Prior Year Comparativesfor Year of | mplementation

As discussed above, ED5 would require 2004 comparatives for the 2005 year end. This
could be problematic for insurers given that 1AS 39 will be gpplied prospectively for the first
time gpplication of IAS. EDS5 requires lighilities that are not within the scope of ED5 to be
accounted for under IAS 39. This might require insurers to apply I1AS 39 to 2004
comparatives when other companies are alowed to apply it prospectively and for accounting
periods ending before IAS 39 has been adopted. We would therefore recommend that the
Phase | standard is applied prospectively, smilar to IAS 39.

Status of | mplementation Guidance

It is unclear whether the implementation guidance is expected to be followed or whether it is
provided as an ad to interpreting the draft tandard. This uncertainty is not helped by the fact
that, we understand, the implementation guidance will be provided in English Language only,
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while the standard will be trandated into severd languages. We recommend that the status of
the guidance is made clearer and that it is provided in the same languages as the fina Phase |
standard.
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APPENDIX I: UNIT-LINKED CONTRACTS

UNIT-LINKED CONTRACTS

Many unit-linked contracts may not meet the definition of an insurance contract under a gross
cash flow test. This would force insurers to account for unit-linked contracts under 1AS 39,
alowing the options of accounting for lidbilities under amortised cost or fair vdue. Given tha
assts and lidbilities are dosdy maiched in unit-linked contracts, the amortised cost route is
not a good solution in addition to being hugely complex. Insurers are willing to incur Sgnificant
costs to generate long term business as the policies can last for terms of over 25 years. The
fair vaue route would therefore be problematic as insurers would have to write off acquisition
cods on inception, thereby creeting initid losses for insurers on contracts they expect to be
profitable. Thiswould have sgnificant impacts upon shareholders funds.

We would recommend that unit-linked contracts not meeting the definition of insurance
contracts are given a temporary exemption from IAS 39 in a amilar manner to investment
contracts with participation festures. This would alow insurers to recognise deferred
acquidition costs until the particular issues of unit-linked products are dedt with as part of the
Phase Il project. Deferred acquidition costs do not represent the expected vaue of the
relationship with policyholders. They do, however, reflect the actud expenses insurers are
willing to incur in order to secure future cash flows.

We do not consder that this will create inconsstency with the accounting for amilar products
by companies other than insurers, as we are not aware of smilar products offered by other
companies. Unit-linked contracts differ from unit trusts in that unit trusts are a separate legd
entity and their assets and liabilities are not included on the balance sheets of the investment
manager. A further difference is that unit trusts do not have the same long-term relaionship
with unitholders that an insurance company has with unit-linked policyholders.  Unit trust
managers typicaly cover the cogts of acquiring new unit holders by the spread between the
cancellation and creation prices. Management companies do not invest to the same extent in
acquiring reationships with individud unitholders.  Insurance companies, on the other hand,
are willing to invest sgnificant amounts of up-front expense in acquiring individua unit-linked
contracts. We would suggest dlowing a further exemption from IAS 39 under Phase | for
unit-linked contracts, smilar to the exemption provided for invesment contracts with

participating features.

An dternative gpproach to ded with the issue of unit-linked contracts would be alow
companies writing unit-linked products to split acquistion cods between invesment and
sarvice dements, where it could be demondrated that there is a service dement to the
product. This would alow insurers to account for the service dement of acquistion costs
under IAS 18 and write it off againgt future management charges.
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DEVELOPMENT OF FAIR VALUE MODEL FOR PHASE || STANDARD

Fair vaue, as defined in Appendix A of ED5 and IAS 39, represents a market based
measurement. It is an gpproximation of the price that would be exchanged between a willing
buyer and sdler in an arm’s length transaction. Fair values are most easily observable where
there is an efficient, liquid market. While we support the fair value gpproach in principle for
insurance contracts, there are difficulties in practice of gpplying the general mode to insurance
contracts. We discuss these difficulties below.

A Policyholder Per spective

Policyholders do not typicaly hold portfolios of insurance contracts. It is not easy for them to
diversfy their generd insurance risk in the same way that they might diversfy investment risk,
for example. For this reason, insurance contracts provide protection to policyholders from
both the generd market risk and their individud risk and policyholders are prepared to pay a
risk premium to cover both the market and individua risks of that contract.

Policyholders receive both tangible and intangible benefits from taking out insurance contracts.
The tangible benefits arise from indemnification from lighilities. The intangible benefits include
the “peace of mind” of having insurance in place. In addition, insurance can be a legd
requirement, such as motor insurance. Policyholders are willing to pay for both the tangible
and intangible eements.

An I nsurance Company Per spective

In contrast to policyholders, insurance companies are able to dversfy risk. Insurers interna
risk management procedures measure insurance liabilities on a portfolio bass. Insurers have
more information about expected claims rates than policyholders and they generdly set prices
based upon a number of factors, ncluding expected clams patterns and prices set by ther
competitors.  Insurers aso have access to the reinsurance market, where both buyers and
lers have amilar information, both benefit from divergfication and transactions are a arms

length.

As aresult of the above factors, the prices on reinsurance markets are generdly lower than the
prices set by insurance companies and charged to policyholders. On certain types of
insurance product, there is strong competition and the prices set by insurers may be close to
the present value of the expected future cash flows of the ligbilities under that contract, with a
small profit margin added. A typicd example would be motor insurance. For other types of
product where there is less competition, more information asymmetry and the products may be
less trangparent, there can be dgnificant differences between the premiums pad by
policyholders and the cost of reinsurance. An example would be product warranty policies,
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where the premium paid by policyholders might be 100, while expected clams payments might
be 50.

Reinsurance M arket asa M easur e of Fair Value

Insurance is a regulated market. The law prevents insurers from disposing of insurance risk.
The reinsurance market is a way of managing exposure to risk, but does not extinguish such
rik. Clamsare dill paid by the direct insurer and then recovered from the reinsurer. For this
reason insurers are dill required to maintain regulatory capitd in respect of insurance liabilities
when reinsurance is in place and it is proper that insurance ligbilities and reinsurance ligbilities
should not be netted off. These legal and regulatory regtrictions prevent a true secondary
mearket for insurance liabilities from existing.

A further reason for pricing differentials between insurance and reinsurance premiums is the
timing of cash flows. Reinsurance cash flows are often paid on an aggregate bass and at
specified times. There are therefore potentia timing differences between payment of daimsto
policyholders and recovery of those amounts from the reinsurance market.

For these reasons, the risk transfer bought and sold in the reinsurance market is not an exact
meatch to the products sold in the direct insurance market. However, in genera we would
suggest that pricing in the reinsurance market is based more closely on the best estimate of the
present value of future cash flows than the premiums paid by policyholders.

Entry Value vs Exit Values

The current direction of the Board appears to be towards measuring the fair vaue of insurance
ligbilities based upon the prices paid by policyholders, in the absence of market evidence. Itis
unclear as to what would congtitute market evidence. For example, it is unclear whether the
prices on the reinsurance market would be considered as market evidence.

We have a more fundamental concern over describing the prices paid by policyholders as the
far vaue of underlying lidbilities. We congder that this is inconastent with the way in which
far vaues are derived in other circumstances and that it might be better described as ‘entry
value accounting. In order that fair value accounting is properly understood, the concept of
far vdue mugt be clearly defined and that definition applied condgtently. Introducing a
separate definition of fair value for insurance contractsis only likely to make the concept of fair
vaue accounting less understandable.
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Profits on I nception

The Board gppear to seek to prevent recognition of profits on inception of insurance
contracts. On a contract where it is possible to obtain 100% reinsurance a significantly lower
prices than the related direct insurance premium, it gppears reasonable to recognise profits
when the assets and liabilities relating to that contract are measured on afair value basis. A
naturd consequence of any true far vaue system is that profits can be recognised on
measuring the assets and ligbilities on afar vaue basis.

We recommend that the Board addresses the issue of subsequent measurement of insurance
ligbilities before a requirement to disclose the fair vaue of insurance liabilities is introduced.
An ‘entry value approach would result in the recognition of profits when insurance premiums
are lowered and losses when premiums increase.

Proj ect to Devalop Framework of Fair Value Principles

We recommend that the Board undertakes a project to develop a set of consstent principles
for fair vaue accounting that can be gpplied consstently across a range of accounting iSsues,
induding but not limited to insurance contracts. The far vadue model is being gpplied to an
increasing spectrum of accounting policies. There is a danger that, if it is not applied in a
cohesve and consstent manner, it will not be well understood by users and will not improve
the rdlevance and rdiability of financid information.

The fair value modd can not be easly extended to al areas of accounting. It works well
where there is a liquid, observable secondary market. The Board should develop a
framework of fair vaue principles to assst accounts preparers in developing financid models
for gpproximating fair values in other circumstances and ensure the modd is consstently used.
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VOLUME OF DISCLOSURES

)

i

We acknowledge the need to introduce a level of dsclosure a Phase | to improve the
information available to users of the financid statements of insurers. The temporary relaxation
of the requirements in paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements
to] 1AS 8 makes it more difficult to prescribe detailed disclosure requirements in those areas
where accounting policies may be specific to entities operating in a locd environment. The
draft standard therefore prescribes high level principles for disclosure.

As indicated in Question 11, the high leve principles are supported by a larger volume of
detailed guidance and it may not be clear how the guidance should be interpreted. The
potentid for confusion is heightened by use of different grammar within the guidance which
appears to imply different degrees of guidance. By way of example, the guidance in paragraph
IG37 uses the wording “An insurer discloses for example...” which suggedts a grester degree
of latitude than the wording of the following paragraph (IG38) “To achieve this, an insurer
discloses...”.

We understand that the Board did consider whether some of the guidance should be included
in the draft standard but concluded that it was difficult to include only part of the guidance in
the standard. We suggest that the Board should review the wording in the guidance and
where wording of a more mandatory nature is adopted, it should consder whether to soften
the wording or include the requirement within the draft Sandard. Additionaly where a detailed
table or reconciliation is deemed necessary then this should be included in the standard rather
than in the guidance (in line with the requirement to produce clams run-off tablesin paragraph

29(0)(iii)).

Turning to the detall contained in the implementation guidance, we have concerns regarding
some of the detailed proposals. In anumber of instances, the suggested disclosures are drawn
from comparison of the requirements of existing |ASs and modified to provide smilar levels of
disclosure in respect of insurance contracts. We acknowledge that this methodology provides
abags for generating possible disclosure items but we bdlieve that additiond work is required
to ensure that the disclosure suggested is relevant and rdigble in the context insurance
contracts. We have set out below various examples where we condder that the disclosures
suggested in the implementation guidance to ED5 may be excessive.

Disclosur e of Net Cash | nflows and Outflows under 1G39

IG39 provides an example of a disclosure of insurance contract net cash inflows and outflows
that has been moddled on the requirements of the proposed amendments to IAS 32. The
disclosure in IAS 32 is intended to provide information on a entity’s exposure to interest rate
risk where changes of interest rates might either impact contractuad cash flows or affect the fair
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vaue of a financid ingrument due to an exposure to fixed interest rate under contractud
arrangements. We are not convinced that the above criteria apply automaticaly to insurance
contracts and fed that any smilarity is not sufficient to judtify the disclosure requirementsin IG
39.

The disclosure requirements of the proposed amendmentsto IAS 32 apply to the earlier of the
maturity date and the repricing date of an instrument and not to the anticipated cash flows as
proposed in 1G39. We gppreciate that some users may find such information useful in the
context of certain insurance liabilities, for example outstanding clams in generd insurance
business. For other provisons, such as those arising under life contracts, the basis of vauation
during Phase | may render the information of little vadue to users. The cash flows assumed at a
contract level on life contracts may be complex (involving both inflows and outflows over the
duration of the contract) and prudent (for example the bass of vauation may assume an

unredlistic estimate of the lapse experience of the contracts). We are not convinced that users
will find these disclosures useful.  Additiondly, the proposed guidance gpplies to al insurance
ligbilities. In the case of some classes of insurance (e.g. generd insurance business) this would
include provisons for unearned premiums and it is unclear how the proposed disclosure would
be provided for this category of liahility.

Disclosur e Requirements under 1G 39(b)

We dso have concerns about the other disclosure requirements in paragraph 1G39. For
example, 1G39(b) suggests a disclosure of the impact of adverse policyholder behaviour in
respect of lapses and surrender options. Using a generd insurance example, this could require
disclosure of the impact of lgpse of dl those contracts where no claim would arise under the
policy and retention of those contracts where a clam does arise. Thisisimpossible to predict
with certainty as nsurance clams are fortuitous, but could be estimated and comply with the
wording of this paragraph. Taking another example of an insurer underwriting catastrophe
risks, this answer would be different depending on whether or not a catastrophic event occurs
during the period of risk. In view of the uncertainties surrounding al forms of insurance
contracts we are unclear asto the form that a disclosure satisfying the requirements of 1G39(b)
could take.

Disclosur e Reguirements under | G39(f)

We acknowledge that the existence of a guarantee protection scheme for policyholders is
relevant in the context of a contingent liability on an entity underwriting insurance risks. We do
not believe that it is relevant in the context of the accounting for insurers  own insurance
contracts, as any such scheme is unlikely to afford any protection to the shareholders of the
entity. We therefore bdlieve that the guidance in paragraph 1G39(f) is unnecessary in an IFRS
on insurance contracts and is adequately covered by I1AS 37.
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Presentation of information under | G27

Another example of unnecessary disclosures is the information provided in 1G27. This
disclosure dso follows a mode of disclosure required in IAS 37. For certain insurance
ligbilities, we consder that the relevant information may be presented in a better format. For
example, the information in the run-off tables for outstanding clams provides more useful

information than the information proposed in the reconciliation of opening and closing
provisons. In addition, the list of proposed items to be included in the reconciliation appears
to include duplication: for example, a change in an exising clams provison would seem to
gppear initems (b) and (e).

The levd of aggregation expected in item (d), which states that surpluses released should not
be offsat againg deficits in other provisons, is unclear. The Board should explain the level
(e.g. policy, class of busness, etc) a which the identification of surplug/deficit is made. It
appears that the principles adopted from IAS 37 in proposing the disclosure are more relevant
to its usud use in a andl portfolio of large provisons than to insurance contracts (a large
portfolio of smdl provisons). The andogy of following the disclosure requirementsin IAS 37
is logt in 1G28 when the guidance proposes that prior year information is given. This is
explicitly not required by IAS 37 (paragraph 84).

Finaly, the Board expects this disclosure to be on an aggregate bads, whereas existing
accounting policies may include assets and liabilities of very different nature (for example
outstanding claims provison and provisons for unearned premiums). It is presumed that
provisons arising from the deferra of income would be better disclosed in a format amilar to
that proposed for the deferra of acquisition cogts.

Information about run off claims

The draft slandard requires information about the run off of claims provisions to be provided
for aperiod of at least ten years but has qudified this by permitting a arting point of 5 years
of information. We undergtand that some companies may have difficulty in providing this
information on a retrospective bass and would urge the Board to investigate the practicd

problems tha this may cause insurers. For companies dready liged in the USA smilar
disclosure requirements are dready in place in respect of general insurance contracts but
further work may be required to produce the data in respect of other classes of business (e.g.
life insurance contracts where clams remain outstanding for more than one year). Agan we
would urge the Board to consder the practical issues of providing this information & a leve

that may be conddered rdiable.

ICAEW TECH 34/03 - ED5 Insurance Contracts 24



APPENDIX Il —VOLUME OF DISCLOSURES

Statement on K ey Performance I ndicators under 1G59

xiii)  The implementation guidance includes a statement on key performance indicators in 1G59.
We can find no reference in the draft standard to KPI's. We do not believe that the contents
of this guidance aids the understanding of the stlandard and should be omitted.

IDC 31 October 2003
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