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Dear Sir David,
Re: Exposure Draft ED/2010/8 I nsur ance Contracts

Deloitte Touche Tohmatsu Limited is pleased to respond tBxpesure Draft, ED/2010Msurance
Contracts(the ‘ED’).

The development of an International Financial Repoi&itamdard (‘IFRS’) that deals comprehensively with
the accounting for, and presentation of, insurance adsti®long overdue and we welcome the publication
of the ED as an important step towards improving the aciogufar insurance contracts and completing the
body of IFRSs. We support the Board in its efforts to deteghis project and to work with the Financial
Accounting Standard Board to achieve convergence with ASFG

We welcome the model proposed in the ED because it offpr®u@ments to the accounting for insurance
contracts under existing IFRS practices. In particularsuggport the ED’s proposals regarding the following
core principles:

a) the introduction of a consistent measurement basisisarance contracts as defined (this basis
presents insurance contracts as a bundle of rights agaibdhs);

b) the use of a current measurement model focused on the isduiiment of its obligations
under a portfolio of insurance contracts (a portfolio curf@filment value); and

C) the transparency of the measurement model using explicit “bultdids” which is also

reflected in a set of presentation requirements f@alighe “building blocks” in the statement of
comprehensive income.

However, the ED includes a number of proposals that appeaove away from these core principles and we
recommend that the Board considers alternative solutiortkitess these areas to ensure consistency with the
ED’s core principles.

I nteraction with the accounting for financial assets under IFRS9

Insurers run their businesses by managing portfolios of gagmtisased with the proceeds of issuing
insurance contracts to their customers such that tisssésaare sufficient to fulfil the insurers’ obligations
under these contracts. It is therefore important to ertbat the interaction of the ED’s accounting model
with IFRS 9 produces a meaningful reflection of the inswedonusiness model.



Insurers expect to settle their contractual obligationsdispose of their assets over several years due to the
long term nature of many insurance liabilities. Matclasgets against contractual obligations is a core
activity of virtually any insurer. The ED has recognideat tvhen the amount, timing or uncertainty of the
cash flows of insurance liabilities contractually depentherperformance of matching assets (i.e., cash flows
from participating insurance contracts), the insurandgitias should be measured taking into account this
link. We support this principle.

However, we note that a significant portion of insuraratalities that are of a very long term nature (e.g.,
payout annuities) do not have participating features butdbegquire a significant investment return to
satisfy the liability cash flows. As a result, companieskdo invest in assets with cash flow characteristics
very similar to those of the liabilities. Ignoring theaanting for the assets backing insurance liabilities will
create an accounting mismatch that could make insusprarted performance less relevant.

Under IFRS 9, financial assets purchased by an insurendoits future insurance obligations are measured
either at amortised cost or fair value whilst underBBethe related insurance liabilities will always be
measured at current fulfilment value. These differingsueement models create inherent accounting
mismatches as follows.

« Ifaninsurer’s liabilities are funded by assets measatéair value through profit or loss, changes in
the assets’ credit risk will be recognised in profitamsl each reporting period. However, no offsetting
changes in the credit risk (i.e., non-performance riskih@insurer will be recognised because credit
risk is not a component of current fulfilment value ofitieirance liability. Even if credit risk were
included as a component of current fulfilment value, itlddave limited correlation to the credit
risk of the assets.

» If the insurer’s liabilities are funded by assets caraiedmortised cost, changes in the rate used to
discount the liabilities would be recognised in profitaas whilst no offsetting changes associated
with the assets would be recognised.

This situation seems to create a “dead end” for amensn terms of its IFRS-reported performance, because
the asset or liability volatility will always flow thugh to its statement of comprehensive income. The
volatility associated with short term fluctuations indsteisk, or that of risk free rates and illiquidity
premiums, may disguise the underlying economic performarteiofy on, pooling and being released from
insurance and other risks through an effective assatily management.

We encourage the Board to work with the preparer, investaityst and actuarial communities to explore
alternative methodologies for measuring a current fulfilmahtesthat would more faithfully represent the
underlying economics of an insurer’s asset-liability managestesiegies.

We have identified a number of potential solutionsts issue that we have included in our response, which
we recommend the Board explores as possible alternativese Titclude:

1. requiring the recalibration of the residual margin atethe of each reporting period against the
prospective re-measurement of the current fulfilment value; and

2. amending the proposed guidance on the selection of a dts@te to permit the insurer to determine
the appropriate discount rates on the basis of a refeassee portfolio adjusted for the insurer’s
estimate of expected default losses associated wisle thesets.

In addition, the Board may wish to consider the developnfenimacro hedge accounting approach capable
of reflecting an insurer’s asset-liability management utitdeBoard’s proposed hedge accounting
amendments to IFRS 9. We would be happy to assist thvel Baod its Staff in developing our suggested
solutions noted within this letter.

1. Recalibration of the residual margin



Restricting the calibration of the residual margin toahitecognition makes the ED internally inconsistent
because the other components of the building blocks (expecteflaestand risk adjustment) are
recalculated at each reporting date. This restrictiag also result in more volatility in an insurer’'soged
performance and it may make it more difficult for finmstatement users to assess the insurer’s asset and
liability management for the period. For example, ifitiseirer’s measurement of future cash flows and their
related uncertainty results in the need to recognise anumeontract / portfolio, under the ED an insurer
would continue to recognise income from the residual magjgase in all subsequent financial periods,
ignoring the fact that the application at that point ofrteiecash flows test required on initial recognition
would produce a negative difference and not a residual margi

We therefore recommend that if an insurer measures Hteddlnancial assets at amortised cost, it should
recalibrate the residual margin at each reporting dat@isaéthe prospective changes in the building blocks to
determine the subsequent measurement of the residual mangpioigent of the insurance liability, after
deducting the systematic release.

The final IFRS should also require that when a padfeécomes onerous, the insurer must release to profit or
loss any remaining aggregate residual margin in fut gart (to the extent needed).

We also recommend that if an insurer measures theddiagencial assets at fair value through profit or Joss
it should remove from the recalibration of the residual mdngancial variables like interest rate risk, thus
allowing the change in discount rates caused by movememiarket interest rates to flow directly to profit
or loss.

Our recommendation to recalibrate the residual margindvaduce, to some extent, the earnings volatility
that would otherwise be experienced by insurers thathesamortised cost measurement basis under IFRS 9
for a significant portion of their assets, because the mdrken volatility of the insurance liability discount
rate would be offset, in part or in total, by the figcation of the residual margin.

The ED'’s transitional provisions would be inconsisteith our recommended accounting model to
recalibrate the residual margin as under the proposesitioamal provisions no residual margin would be
accounted for. We agree with the Board that a éitbspective application under IAS 8 could result in
significant costs. However, we believe that establistiiegesidual margin of in-force contacts at zero at the
date of transition does not represent faithfully the ugterleconomics (i.e., the profitability) of the in-force
portfolio.

We would be happy to meet with the Board to discussorerdetail our recommended recalibration model,
and its effect on the residual margin on transitioatnet to the model proposed in the ED. If the Board were
to adopt our model, we strongly recommend that the Boaresawi field testing to establish whether
insurers could apply this model to a wide and diverse rangswafance contracts.

2. A reference asset portfolio approach to selecting discountsdoe non-participating cash flows

The ED requires an insurer to measure its insuranceacoiinbilities using a discount rate that refletis t
characteristics of the liabilities’ cash flows, includihgir degree of illiquidity. The Board has acknowledged
the absence of consensus on how best to measure illigoidityurance cash flows. Our discussions with
insurers and investors have highlighted this area as afydartconcern.

As a possible way to mitigate the difficulty in applyitids principle, we recommend the Board introduces
additional application guidance that extends from the guidanosing a replicating portfolio described in
paragraph B45 of the ED.

We believe that this additional guidance should addresseiection of the discount rate and should offer
insurers the option to determine the discount rate for fbash that do not vary with the value of the assets
backing them using a “top down” approach starting with theafateturn on a reference asset portfolio. If an
insurer chooses to use this top down approach, the amendadagighould require the insurer to determine
the discount rate by removing the risk of default (basetsaestimate of expected credit losses) from the rate
of return on a reference asset portfolio that matcheguttsion and currency of the insurance contract cash



flows (as the risk of default is not relevant to theirasice contract cash flows). The adjustment for expected
credit losses on the assets should be consistentheitypproach the Board is developing for IFRS 9.

The discount rate resulting from our proposed approach vetlold for the measurement of insurance
contracts to be more aligned with assets that are neghatifair value through profit or loss if the insunes
selected assets that are similar to the referersst partfolio, excluding their credit risk. If the assets a
measured at amortised cost, the prospective changieg diresn this discount rate would be part of our
proposed recalibration of the residual margin.

Other significant recommendations

In addition to the recommendations set out above there areandaer of the ED where we believe that
alternative solutions would allow the final IFRS to beseloto the stated objectives of the Board's project.

Reflecting insurance contract sales in the statement @ihprehensive income

Insurers and investors frequently comment to us on theetinmformation the ED presents on the volume of
contracts that an insurer sells in a reporting perioel.bélieve that the presentation of an insurer’s
performance would be more relevant if it also incluoiédrmation related to contracts sold in the reporting
period.

One possible way to achieve this objective under the cutriéihihent value model would be to present the
elements of the initial calibration of the residual margisegsrate lines at the top of the statement of
comprehensive income. This approach would have the followinditsetia) it would capture consistent
information for contracts issued in the reporting per{bdljt would be consistent with the underlying
measurement model; and (c) it would allow the calculati@ommon ratios that investors have developed
for insurers’ new business (e.g., new business margiifdansurance businesses).

Unbundling of certain components of insurance contracts

We believe that the Board should modify the proposed unbungliingiple to require separation of
components from an insurance contract only when those comipdijeare not interdependent with the
insurance coverage and (ii) have been combined with the m=®icaverage for reasons that do not have
commercial substance.

Like the Board, we view an insurance contract as a bufidights and obligations that generates a package
of cash inflows and outflows, and we generally believettimbundle should be the unit of account. We also
recognise that insurance contracts may be written abegsi bundled with, other forms of obligations, and
that such components may not be interdependent with the prowakinsurance coverage.

For example, a car dealer might sell cars complete msturance coverage for the first year's use. Clearly the
different elements of such transactions should be aceddot separately in accordance with the relevant
Standards. However, a unit-linked policy which incorpesat death benefit equal to the higher of a fixed
amount or the value of the units clearly has twouiesst that could be unbundled but which in fact are
“interdependent”. As such, we believe that these unit-firdantracts should be accounted for as a single
unit, but we are not certain as to whether that wouldhé@c¢counting outcome under the unbundling

principle in the ED.

Introducing an unbundling principle that requires separativzen components (i) are not interdependent with
the insurance coverage and (ii) have been combined withsln&ance coverage for reasons that do not have
commercial substance would achieve the Board's objectiveantbetter cost-benefit balance.

Valuation of the risk adjustment liability
We support the ED’s proposal to measure the underlying estimaicertainty explicitly because it enables

users to assess management’s most current view offtxedi degree of volatility of outcomes from the
future cash flows of insurance portfolios in forcehat teporting date. We believe this approach is preferable



to the composite margin because it updates the assessittemtresidual uncertainty based on information
obtained subsequent to initial recognition of insurance aon&mounts.

The explicit measurement of the risk adjustment will lkeyaelement of the ED’s overall model; however, its
application could be improved if the final IFRS clariftee following areas.

1. We have found the principle surrounding the measurement osthadjustment set out in paragraph
35 of the ED confusing and thus potentially leading to diwensipractice. We believe that the ED
should define the risk adjustment as “the amount the inguneid rationally pay to eliminate the
uncertainty in the amount and timing of the ultimatélfukent cash flows”.

2. The definition of a portfolio is not supported by any appitcaguidance. This may lead to diversity
in practice. We recommend that guidance should be inglundghe final IFRS to explain how
portfolios are defined vis-a-vis different legal structuk&e. believe that it would be more relevant
for users if the definition of portfolio is independentloé insurer’s legal structure. Guidance would
need to be developed in the final IFRS to explain thatldigeee of diversification in a portfolio is
established at the highest level at which a reporting astdgnsolidated if enforceable intercompany
agreements exist that would allow access to the pardolersification benefits. In addition we
believe that our recommendation to designate the recatibragiproach at a portfolio level would
also contribute to the application of the definition and austh be included in the application
guidance.

3. We believe the Board should specify in the final IFR8 tihen the insurer determines the risk
adjustment the portfolio it considers would include theugrof contracts as defined and the benefits
from the purchased reinsurance contracts that reinsure ittagance contracts. The calculation of
the risk adjustment before and after the benefit of the paechreinsurance contracts will be used to
measure the reinsurance asset.

Need for field testing the new IFRS

We are in support of the Board'’s plan to field test the ifRS prior to its issuance. However, we believe
that the Board should enlist the help of the Insurance \Wgi&roup in the period up to the mandatory
effective date of the final IFRS in order to addressrging issues that insurers may discover as they prepare
for the adoption of the new IFRS. Issues should be elgvatde IFRS Interpretation Committee or the

Board for additional standard setting as appropriate.

Our detailed responses to the questions in the ED atelewtin the appendix to this letter.

If you have any questions concerning our comments, pleasectd@ronica Poole in London at +44 (0) 207
007 0884 or Francesco Nagari in London at +44 (0) 207 303 8375.

Sincerely,

Veronica Poole
Global Managing Director
IFRS Technical



Appendix: | nvitation to Comment

Question 1 — Relevant information for users (paragraphs BC13-BC50)

Do you think that the proposed measurement model will producevaht information that will help users
of an insurer’s financial statements to make economic decisflghy or why not? If not, what changes do
you recommend and why?

Our cover letter addresses our major concerns on thengle of the ED.

In addition, we would like to clarify that the term “useém our response refers to investors (and lenderd), an
not to regulators. This is in line with the IASB’s Frawvork although we acknowledge that the perspective of
other users should not be ignored.

In particular, we draw your attention to the fact thatentty there are many important insurance regulatory
reforms taking place around the world, for example Solvéneithin the European Union, which have taken
the Board’s work on its insurance project as a refer@omt for the development of their own valuation rules
for insurance liabilities.



Question 2 — Fulfilment cash flows (paragraphs 17(a), 22—-25, B37-B66RG81)

(@)

(b)

Do you agree that the measurement of an insurance contraciutth include the expected present
value of the future cash outflows less future cash inflewhat will arise as the insurer fulfils the
insurance contract? Why or why not? If not, what do you reconmdend why?

Is the draft application guidance in Appendix B on estimates ol cash flows at the right level
of detail? Do you have any comments on the guidance?

(a) We agree that the measurement of an insurance cortiocatti Snclude the expected present value of

the future cash outflows less future cash inflows thatamdle as the insurer fulfils the insurance
contract, as this is consistent with the Board’s dhjes. As the cash flows that are being discounted
are received / paid out at different points in time,woeding of the ED could be improved to clarify
whether a full yield curve should be used for discounting, gingle discount rate.

(b) We believe the guidance in the appendix is appropriate foneige-based standard. We believe the

Board should clarify whether it expects entities totheeg'mean” value If this is the case, we suggest
including in the phrase in paragraph 22(a) the word 'nieaalarification:

(a) an explicit, unbiased and probability-weighted estimate (igea®dneanvalue) of the future
cash outflows less the future cash inflows that will arise agtheer fulfils the insurance contract
(paragraphs 23-25);

It appears to us that the Board's intention is thatéekgd value’ is synonymous with a ‘mean value’,
as that term is used in statistical measurementss distinction is particularly important for
property/casualty unpaid claim liabilities, as the mpgrapriate methods typically involve basic data
averaging approaches to estimate expected (mean) vsingsaggregated claims data. While the
goal of these methods can be to estimate an unbiasedegkpeian) value, these methods do not
estimate an expected (mean) value using explicit probaights applied to explicit scenarios or
explicit possible outcomes.

In Appendix B, paragraph B38 seems to describe that theune@asnt objective is to estimate an
expected (mean) value, and that paragraph B39 indicaethéhapproach used to estimate an
expected (mean) value can vary depending on the circurastali¢e believe these paragraphs could
be improved to state that B38 is not intended to prescramfgpestimation techniques and does not
limit the choice of techniques, whereas B39 provides exartipdesof. A suggestion as to how
paragraphs B38 and B39 could be amended as follows.

) aldla a ayifa
kD

or-a ate-ofca oV afa aro 3 he-fullrange of
possible-outcomeThe measurement objective of an explicit, unbiased estimatbepresent value
of future cash outflows less the future cash inflows @sdstimate the expected value of uncertain
outcomes. The notion of an expected value is consistent wittatstical mean value which can be
explained as a probability-weighted average that is reflectivéhefringe of possible outcomes for
outcomes that can have a meaningful effect on the expected v&laeh scenario specifies the
amount and timing of the cash flows for a particular outcome, and tmeagstl probability of that
outcome. The cash flows from each scenario are discounted and weigkitecebtyimated probability
of that outcome in order to derive an expected present value, fFleusm is not to develop a single
‘best’ estimate of future cash flows, but, in principle, taotdg all possible scenarios and make
unbiased estimates of the probability of each scenario. In some aasasyrer has access to
considerable data and may be able to develop those cash flow scenariypsBeasn other cases, the
insurer may not be able to develop more than general statements abeatisidity of cash flows
without incurring considerable cost. In those cases, the insurer sleathose general statements in
estimating the future cash flows.

B39 The expected present value of future cash flows should benastd using approaches that are

appropriate for the contracts being measured. This may invoheeubke of basic methods using
averages or average factors applied to aggregated data, or the estinm#dtmd may involve
complex modelling, simulating many future outcomes at the poleyel, or some other approach
that meets the measurement objective of an expected vallen considering all possible scenarios,




the objective is not necessarily to identify every possiklesso but rather to incorporate all
relevant information and not simply ignore data or information thatffecdlt to obtain. In practice,
it is not always necessary to develop explicit scenarios. For egarhph insurer estimates that the
probability distribution of outcomes is broadly consistent with a prolghlstribution that can be
described completely with a small number of parameters, itwifice to estimate those parameters.
Similarly, in some cases, relatively simple modelling mag agivanswer within a tolerable range of
precision, without the need for a large number of detailed simulatiomsetr, in some cases, the
cash flows may be driven by complex underlying factors and respond in amoghlinear fashion to
changes in economic conditions (e.g. if the cash flows reflect & sdir@errelated implicit or
explicit options). In such cases, more sophisticated stochastic mgdsllikely to be needed,
including the identification of scenarios that specify the amount and tiohithge cash flows for
particular outcomes and the estimated probability of those outcomes.



Question 3 — Discount rate (paragraphs 30-34 and BC88-BC104)

(@)

(b)
()

Do you agree that the discount rate used by the insurerrfon-participating contracts should
reflect the characteristics of the insurance contractbitity and not those of the assets backing that
liability? Why or why not?

Do you agree with the proposal to consider the effect ofiliiy, and with the guidance on liquidity
(see paragraphs 30(a), 31 and 34)? Why or why not?

Some have expressed concerns that the proposed discount rate reggprnesent the economic
substance of some long-duration insurance contracts. Are thosecerns valid? Why or why not?

If they are valid, what approach do you suggest and why? For exangieuld the Board

reconsider its conclusion that the present value of thdfifaient cash flows should not reflect the
risk of non-performance by the insurer?

(a) Our cover letter highlights the broader issues arising franiriteraction between the proposal to

have a discount rate that is independent of the yieldeoAssets backing insurance liabilities and the
options available under the new IFRS 9 accounting for finhassets.

We agree that for insurance liabilities with cash #dhat do not vary with the value of the assets
backing them, i.e., where no link exists between the caals #ind the assets, the discount rate should
not be a function of the assets held to fund those liasilitiowever, as discussed in our response to
(b) below, we believe the ED should permit an insurertta sisscount rate in line with a reference
asset portfolio with cash flow characteristics simitathose of the liabilities. There will undoubtedly
be instances where that reference asset portfolio itasjifinot the same, as the actual assets held.

Our recommendation to recalibrate the residual margiouseh our response to Question 6 below, or
the composite margin if adopted, would reduce, to sextent, the earnings volatility that would
otherwise be experienced by insurers that use the aeuitdbst measurement basis under IFRS 9 for
a significant portion of their assets. In a scenario ehassets are held at amortised cost the market
driven volatility of the insurance liability discount rateuld be offset by the recalibration of the
residual margin, thus avoiding the reported performaht®eansurer being inappropriately impacted
by short term fluctuations in market consistent variabled ts estimate the present value of future
insurance cash flows.

We also recommend that if an insurer measures the falassets backing those insurance contracts
at fair value through profit or loss, it should remonaeni the recalibration of the residual margin
financial variables like interest rate risk, thus allogvthe change in discount rates caused by
movements in market interest rates to flow directlyrtdipor loss.

(b) We agree that in a current valuation of liabilities discount rate should take into account market

interest rates that reflect a premium for the redailliquidity of the liabilities. We share the Board's
concerns that at this stage there are no clearly engetgthniques to estimate the degree of
illiquidity of liabilities and we agree that it would la@propriate to continue the field testing activity
in this area. This is particularly relevant for longndiabilities (e.g., fixed annuities) with no form of
policyholder participation in the assets backing the insuraoeacts.

In responding to this question we observe that the IASE Bsued a paper on discount rates on 8
November 2010. In the example illustrated in that papeftddé highlights the fact that within a
single insurance contract there may be three diffeypestof expected cash flows to discount, each
with their own appropriate methodology:

1. cash flows that do not vary with the assets backing {hef@rred to as “fixed cash flows” in
the Staff paper) which can be discounted using a sindik gueve;

2. cash flows that vary with asset performance, whichbeameasured as a function of the
assets; and

3. options and guarantees, which should be measured using pptioly techniques.

We agree with this analysis and recommend that the fiff lincludes additional guidance on the
selection of the discount rate applicable to cash flowtsdihaot vary with the value of the assets



()

backing them that offers insurers the option to determindifie®unt rate using a “top down”
approach starting with the rate of return on a referasset portfolio (rather than using a risk free
rate plus illiquidity premium).

The portfolio of reference assets should be built to campiebt instruments of good credit quality
denominated in the relevant currency and economic environmeiftich the insurance contracts are
issued. This is a key practical point to ensure theistemt application of the IFRS across
jurisdictions where debt markets are in different stage®welopment. There should be no
requirement for an insurer to hold the assets comprisingetéeence asset portfolio.

The “top-down” approach to determination of the discountisatensistent with the ED’s three
building blocks model. It is quite different from the “repliogtportfolio” approach described in
paragraph B45 of the ED. Under the “top-down” approach thesreferasset portfolio is used to
derive a discount rate that an insurer can use to neemimsurance liability; the valuation of the
reference asset portfolio is not used as a proxy tounedise current fulfilment value of that liability.

If an insurer chooses to use the “top down” approach, itldhxe required to determine the discount
rate by removing the risk of default based on its estinfaggpected credit losses from the rate of
return on a reference asset portfolio. The adjustmerfoected credit losses should be consistent
with the approach the Board is developing for IFRS 9.

The discount rate resulting from the “top down” approach @oohtinue to be aligned with the
requirements of the ED because it would be based on obsetessgst rates and it would implicitly
reflect the degree of illiquidity of the cash flows it lieptes after the removal of the spread
equivalent to an insurer’s estimate of expected chesles for that reference asset portfolio.

We believe that this approach to estimating the discotetwauld be less complex to apply in
practice than using a risk free rate plus illiquidityrpinem. It would allow for the measurement of
insurance contracts to be more aligned with assetsuitbameasured at fair value through profit or
loss if the insurer has selected assets that arlasimithe reference asset portfolio, excluding their
credit risk, and thus would be more representativeefrisurers’ business model.

We encourage the Board to explore this approach and we Wweunappy to provide assistance in that
regard.

As discussed in our cover letter, we believe that tbeseerns are valid and stem from the interaction
between the ED and IFRS 9 accounting for financialtas¥ée have recommended in our covering
letter and in our responses to sub-questions (a) ard@@ve possible solutions to address the
volatility problem arising from the selection of the disebrate used to account for insurance
contracts, in particular in terms of their pricing of ldegm insurance contracts such as fixed
annuities, and to align the accounting to the insurershess models.

We do not believe that including the premium to refleetrtbk of insurer’s non-performance would
address this concern because it would not correlatetiagtassets held against the liabilities and it
could potentially amplify the accounting mismatch rathan mitigate it.



Question 4 — Risk adjustment versus composite margin (paragragb$@—-BC115)
Do you support using a risk adjustment and a residual margin tfas IASB proposes), or do you prefer a
single composite margin (as the FASB favours)? Please explainréason(s) for your view.

As explained in our cover letter, we believe that userddioenefit more from a current assessment of the
uncertainty of the outcomes of future cash flows than freeparting basis that does not actively measure
this underlying uncertainty. For this reason, we do not stippoomposite margin model. However, our
support for the two margin approach proposed in the ED &sstivat a final standard will clarify the

definition of risk adjustment margin. Our concernsdiseussed further in our response to Question 5 below.



Question 5 — Risk adjustment (paragraphs 35-37, B67-B103 and BC105-BC123)

(@)

(b)

Do you agree that the risk adjustment should depict the maximamount the insurer would
rationally pay to be relieved of the risk that the ultimatdffiment cash flows exceed those
expected? Why or why not? If not, what alternatives do you suggedtwhy?

Paragraph B73 limits the choice of techniques for estimatingkriadjustments to the confidence
level, conditional tail expectation (CTE) and cost of capital teifues. Do you agree that these
three techniques should be allowed, and no others? Why or mgi® If not, what do you suggest
and why?

Do you agree that if either the CTE or the cost of capitadtimod is used, the insurer should
disclose the confidence level to which the risk adjustmemiresponds (see paragraph 90(b) (i))?

Do you agree that an insurer should measure the risk adjustinat a portfolio level of aggregation
(i.e. a group of contracts that are subject to similar risksdamanaged together as a pool)? Why or

Is the application guidance in Appendix B on risk adjustmentdfa right level of detail? Do you

(€)
Why or why not?
(d)
why not? If not, what alternative do you recommend and why?
© have any comments on the guidance?
(@)

(b)

Although we broadly agree with the proposed objectiveswggest amending the definition of risk
adjustment as follows to limit the diversity in practibat we believe would arise from the
application of the current definition included in the ED:

“The risk adjustment shall be the-maximamount the insurer would rationally pay-te-be-relieved of
the-risk-thateliminate the uncertainty in the amount and timing tiie ultimate fulfilment cash flows

exceed-those-expeetéd

We believe that our proposed wording addresses the intgiipreissues relating to both the words
“maximum” and “exceed”.

The use of the word “maximum” causes much concern amorgyditigmers because it has a clear
mathematical meaning of the highest value among a parteetiaf values. The ED does not define
how an insurer defines such a set of values which is ltkdigad to confusion as to what the
maximum amount would represent.

We understand that the Board introduced the word “maximaraVvoid insurers showing a minimum
risk adjustment (or a nil risk adjustment amount). Mggeve that the intentions of the Board could be
achieved more effectively if the guidance clarifiedttit is hard to envisage circumstances under
which the risk adjustment would be zero and explained iwvkhbuld reflect, i.e., the characteristics
of what the risk adjustment amount should be, using egttte three recommended techniques. In
addition, the application guidance could be expanded to includdnéinacteristics that would indicate
a high versus a low percentile for the Confidence LevelGiIHd techniques; and the characteristics
that an insurer would need to consider to determine a highewer amount of capital and cost of
capital rate for the Costs of Capital technique.

The use of the word “exceed” implies that only one taihefdistribution curve is considered when
measuring the risk adjustment, i.e., only events thatdvioatease the liability are considered. We
believe that the objective of the risk adjustment shoul loketermine the amount an insurer would
be willing to pay to eliminate all the uncertainty in taesh flows, whether it is positive or negative.
For example, this could be achieved by entering intangueance contract.

Although we understand that the Board is concerned abouttheflaomparability that may arise
from insurers selecting different techniques to calculseisk adjustment for similar portfolios of
insurance contracts, we do not believe that the fifaBIBhould restrict the risk adjustment
measurement to three (or any other specific numberatfption techniques. In our experience other
techniques exist and, almost certainly, new techniqguésmdrge in the future and it would not be
appropriate to prohibit their use if they were better suitetl particular type of risk.



()

(d)

(e)

For the above reasons, we recommend that the final IF&&sahe use of methods other than the
three techniques set out in the ED, provided an altemsgchnique represents more faithfully the
uncertainty of the expected present value of the futureftcag$ of the portfolio. The final IFRS
should provide an example in the application guidance tardiieswhen none of the three methods
would be sufficient to measure the additional liability. &0 suggest that the Board addresses its
concern about the lack of comparability by requiring robustasres about the technique used to
calculate the risk adjustment.

We believe clarification of paragraph 90 (b) of the EDriscal because there are two incompatible
interpretations of this disclosure requirement: (1) wherCibst of Capital (CoC) or Conditional Tail
Expectation (CTE) methods are used to measure the riskradjus an insurer must solve for what

the confidence level (CL) would be to arrive at the sagsalt; or (2) if the CoC or CTE methods are
used, an insurer must disclose the confidence level uslkedsa techniques. We believe that the basis
for conclusion BC117 (c) confirms that interpretation (Wit the IASB intended. On that basis, we
do not agree with that disclosure requirement.

The disclosure of how an insurer measures the risktaggms should be sufficient to provide users
with useful and transparent information. We do not atiraethe disclosure proposed in paragraph
90 (b) of the ED would enhance comparability because, asodme Bcknowledges, there are
instances where the CL methodology is not appropriate, asdftthe CoC or CTE were chosen as
the most appropriate technigue to measure a particutaitngould be meaningless to then try to
reproduce the same amount under a less appropriate technique.

Furthermore, there is currently limited experience in cdmgCTE and/or CoC results into CL
amounts and the resulting disclosures would likely bpgyesl inconsistently for a number of periods.
For example, paragraph B82 of the ED refers to a risk as@n earthquake exposure — in that case
the CoC and CL methods would take into account the plissds low-frequency high-severity

losses in all but the extreme tail of the probability distion curve and it is likely that insurers would
not deem them appropriate. It would be meaningless to cortfgaresulting risk adjustment
calculated using CTE (or another more relevant technigue) “equivalent” risk adjustment using
the CL technique.

We agree that the risk adjustment should be measuregbatfalio level, provided that “portfolio” is
better defined in the final IFRS (see also our answée)tbelow). We believe that this is the most
practical solution and the most likely to produce releuaformation for users at a reasonable cost.

The ED defines a portfolio of insurance contracts goap of insurance contracts that are subject to
broadly similar risks and managed together as a single pioadbes not specify whether an insurer’s
legal structure affects how it defines its portfolios whagasuring its insurance liabilities.

We believe that when a reporting entity determines theadgistment margin for a portfolio of
contracts, that amount should not reflect the benefitbvef sification from contracts held by a parent
or sister entity within the group, unless enforceablera@mpany agreements exist that would allow
access to the diversification benefits. This limitatiorstsxeven if contracts held at the reporting
entity level are similar to contracts held at the paoersister entity level, and such contracts are
managed together as a single pool by a parent of thdingpentity. For example, if the reporting
entity is Subsidiary A, it would consider contractsiexs by Subsidiary B, or those held by the parent
of Subsidiary A and B, if and only if an enforceable agrent exists that allows Subsidiary A to
access these diversification benefits.

We believe it would not be a faithful representation ofitisarance contract portfolio liability to
include in that liability the extent of the diversificatibanefits that the insurer may have from other
portfolios it has assembled.

Application guidance on deter mining the risk adjustment to open portfolios — As drafted, the ED
fails to address the fact that portfolios are ofteanoportfolios., Addressing this characteristic is
fundamental for a consistent application of the new stainddne definition of portfolio becomes very
relevant when future cash flows associated with new actstneed to be allocated to a cohort in order
to calculate the risk adjustment (for the portfolio) #melresidual margin (for the cohort). In practice,



an insurer would first need to allocate the risk adjesinto the cohort and in turn determine the
residual margin; that concept relating to new contraatsissing from the ED. A possible approach to
determine the margins could be to perform the calculati@portfolio level, with and without the
new cohort and take the difference as the residual margheamew cohort.

Application guidance on the application of the risk adjustment techniques — The ED does not
clarify what time frame should be used when calcogatihe risk adjustment under the CoC technique.
Usually, companies would use a one year period with, fanple a 99.5% confidence level. If a
longer run-off were to be used, a lower confidence leveldvgenerally be used. We believe that the
guidance should clarify this aspect of the risk adjustroalculation.

We understand that the techniques proposed in the EDreaeyabeing used in several countries
(e.g. VAR in Australia, CTE in Canada) primarily ®olvency purposes. However, the application of
these concepts for financial reporting purposes is less cormmibwe recommend that the Board
includes illustrative examples for each of the three tegi®s to ensure consistent application of the
three techniques.



Question 6 — Residual/composite margin (paragraphs 17(b), 19-21, 50-53 @1@48-BC133)

(@)

(b)

Do you agree that an insurer should not recognise any gain &iahrecognition of an insurance
contract (such a gain arises when the expected present valulkeofuture cash outflows plus the
risk adjustment is less than the expected present valudefature cash inflows)? Why or why
not?

Do you agree that the residual margin should not be less thaw,z&o that a loss at initial
recognition of an insurance contract would be recognised immedyaie profit or loss (such a loss
arises when the expected present value of the future cagfiaaus plus the risk adjustment is more
than the expected present value of future cash inflows)? \Whwhy not?

Do you agree that an insurer should estimate the residuatomposite margin at a level that
aggregates insurance contracts into a portfolio of insurance contsaand, within a portfolio, by
similar date of inception of the contract and by similar coverggeiod? Why or why not? If not,

Do you agree with the proposed method(s) of releasing the resichargin? Why or why not? If
not, what do you suggest and why (see paragraphs 50 and BC125-BC129)?

Do you agree with the proposed method(s) of releasing the comgosrgin, if the Board were to
adopt the approach that includes such a margin (see the Appendikgdisis for Conclusions)?

Do you agree that interest should be accreted on the residuaigin (see paragraphs 51 and
BC131-BC133)? Why or why not? Would you reach the same cormaiu®r the composite

We agree that the insurance accounting model should nott pecagnition of Day 1 gains for the
reasons cited in BC 121, namely that (1) permitting sunbgration would be inconsistent with the
proposed revenue recognition model (i.e., because no perfermbligation has been satisfied at
inception); and (2) doing so may result in recognising gaisgg from an improper estimation of

We agree that the residual margin should not be less énafecause permitting recognition of a
negative residual margin would inappropriately resutteferral of estimated contract losses and
would be inconsistent with the notion that the residuabgmas an allocation of premium receivable

©)
what do you recommend and why?
(d)
(€)
Why or why not?
(f)
margin? Why or why not?
(@)
the initial insurance liability.
(b)
in excess of expected outflows to policyholders.
©)

(d)

We agree that it is appropriate to estimate the relsafummposite margin for a group of contracts;
however, as noted in our response to Question 5 above, weehtie Board needs to clarify further,
or provide additional application guidance on, the definitiofpoftfolio” to avoid diversity in
practice. We also understand, and agree in prinaigtle,the rationale behind requiring portfolios of
contracts to be disaggregated further into cohorts fgouhgoses of determining the residual margin.
However, for entities that write a large volume of cariBat is possible that this requirement could
become burdensome in practice. We believe, it would be hélgfie final IFRS further clarified
what is meant by “similar” and provided examples of how ghinciple might be applied in practice
(e.g., grouping all contracts written in the month oft8ejer 201X having a coverage period of 2
years) or by setting some minimum level of aggregation. fihnkeIFRS should also clarify that such
cohorts could still be combined and reported at the partievel in the statement of financial
position.

We do not agree with the proposed method of releasingdiueiad margin. As explained in our

cover letter, we believe that the residual margin shbelcecalibrated in subsequent reporting periods
to reflect changes in assumptions affecting the expeceseprvalue of fulfilment cash flows. In
essence, this means that all prospective changes in builidicks 1 and 2 are first offset against any
remaining residual margin. Actual experience, i.e. thewmifice between cash flows anticipated at
inception and actual cash flows, would be recognised Biracprofit or loss for the period. For
example, an insurer that pays in the current period amanse contract cash flow that it had expected
to pay at a later date would recognise the resulting chartge time value of money through profit

or loss in the period. In contrast, no experience veeiavould be reported from the amounts of the
cash flow if their quantum is as previously expectedhatend of each reporting period, the
remaining amount of residual margin to be amortisedladvequal the original residual margin



(e)

established at inception, less the accumulated amastisglus or minus the change in the present
value of expected future fulfilment cash flows arising frdmanges in assumptions updated during
the reporting period.

The recalibration is performed using the same elemeatsh& ED would require insurers to present
on their statement of comprehensive income. At each regatate, the insurer will always recognise
through profit or loss (i) the release of the risk adjestnexpected in the period, and the gains and
losses on initial recognition described in paragraph 72(phdi-incremental acquisition costs and
non-direct issuance costs, (iii) experience adjustmentgignidterest expense from the unwinding of
the discount. The other elements would be taken aghmsésidual margin, net of its systematic
release, to the extent there is residual margin remaimdc@y excess over the remaining residual
margin would be recognised in profit or loss (i.e.,résdual margin would never be less than zero).

The recalibration adjustment would be reported as aa&pesmponent in the statement of
comprehensive income defined as the “release/increasadfaksiargin”. This line item will be
distinct from the systematic release of the residuagimaAll other components would be recognised
in profit or loss.

The systematic release of the residual margin is govémyedragraph 50 of the ED which requires
that the residual margin be amortised based on thedpasd time" or the "expected timing of
incurred claims and benefits" if it differs significanffom the passage of time. For many life
insurance products, the pattern of claims and benefitsimfihct, be substantially different from the
passage of time because the probability of having to payitsetegfds to increase in the later policy
years. For example, whilst the death benefit under a whelpdiicy is often level throughout the life
of the policy, the value of that benefit typically incsea with duration as the probability of death
increases with age. As another example, most of thditsemeder a short-term endowment policy are
paid at policy maturity. As compared to the "passagent'tian amortisation pattern based on the
"expected timing of incurred claims and benefits” wilult in a substantial back-loading of residual
margin amortisation. For these reasons, we recommenthéhBoard modifies paragraph 50 to
require that the systematic residual margin releas®imputed on the basis of passage of time, or
another rational basis.

In addition, we believe that the proposal in the ED tcasehe residual margin over the period of
coverage under the insurance contract establishes an arbitigiryline. Instead, we recommend that
the period for the release of the residual margin bedh®ined coverage and claims handling
period.

As explained in our response to Question 3 above, the retalibod a portfolio’s residual margin
would exclude financial variables like interest ras& when an insurer has measured the financial
assets backing that portfolio at fair value througHipoo loss.

Whilst our recommended approach is more complex than the apgragaosed in the ED, we

believe it is preferable because recalibrating the residasdin against the other building blocks
results in a more faithful representation of the econowfitise insurer’s business model compared to
continued recognition of the residual margin on the basissefraptions made at inception of the
cohort.

Finally, our proposed recalibration repeats the sareecme that the insurer is required to carry out
under the ED at initial recognition when all cash flows aosjpective. However, at the recalibration
date the insurer would recognise the actual experierm®iih or loss and it would adjust the residual
margin only for updated assumptions applied to future estincatgdflows. If the Board adopts our
proposed recalibration approach, the final IFRS shoslu r@quire that, the recalibration must release
in full (or to the extent needed to cover the onerous naturendfact) to profit or loss any aggregate
remaining residual margin, i.e. at the portfolio levdhew a portfolio becomes onerous.

As noted in our response to Question 4 above, we do not stipparge of the composite margin
approach. However, if the Board were to adopt that appreezwould recommend the same
recalibration and systematic release methods as dedanitour response to (d) above.



()] Under our recommended approach of releasing the residual maggithe combined coverage and
claims handling period, we do not agree that interestlghme accreted on the residual margin. Such
accretion would not add any substantial benefit to theaatse of an insurer’s financial statements.



Question 7 — Acquisition costs:

Do you agree that incremental acquisition costs for contraissued should be included in the initial
measurement of the insurance contract as contract cash outfi@nd that all other acquisition costs
should be recognised as expenses when incurred? Why or whylhat, what do you recommend and
why?

We agree with the concept of including in the expected pregaére of an insurance contract those
incremental costs identified in the ED. However, wedwelithat the cash flows to be included in the building
blocks should also include directly attributable costdedlto the issuance of an insurance contract.
Including these directly attributable costs would be coasistith the economics of the insurance contract.

We believe that the following language from FASB Accountitapn8ards Update (ASU) No. 2010-26
Financial Services — Insurang@opic 944) would be an appropriate guideline for identifyhmgse costs that
should be included in the expected cash flows. As statibed ASU:

“The portion of the employee’s total compensation [...] and payroll-rdl&iege benefits related directly to
time spent performing any of the following acquisition activitiesifoontract that actually has been
acquired:

1. Underwriting

2. Policy issuance and processing
3. Medical and inspection

4. Sales force contract selling.

Other costs related directly to those insurers acquisition @giefsvdescribed above that would not have been
incurred by the insurance entity had the acquisition contract transacfina{®ccurred”.



Question 8 — Premium allocation approach

(@)

(b)

Should the Board (i) require, (ii) permit but not requir@y (iii) not introduce a modified
measurement approach for the pre-claims liabilities of somersftluration insurance contracts?
Why or why not?

Do you agree with the proposed criteria for requiring that apprbaand with how to apply that
approach? Why or why not? If not, what do you suggest and why?

(@)

(b)

We believe that there should be a modified accounting appri@r short duration contracts’ pre-
claims liabilities as a practical approximation of the bngdlocks measurement that would allow
the presentation of these contracts along the lines ofdtesrstnt of comprehensive income
presentation widely accepted by investors in insurerss#iihese types of contracts, often referred
to as general insurers or property and casualty irsUAée believe that any modified accounting
approach should be permitted, but not required.

However, using a bright line of 12 months to determine whetkarance contracts would qualify for
this modified accounting approach appears to be arbitrarye@denmend that the Board considers
alternatives such as that currently applied in US GAvRre there is no specific limit on the duration
of the contract to determine the classification of insceasontracts. Insurers would disclose in their
accounting policies the parameters selected to definedimation, similar to the approach adopted
for the IFRS 4 definition of significant insurance risk.

We do not agree with the proposed modified accounting apprdastead, we recommend that the
Board adopts an accounting approach for short duration ctssiaglar to the unearned premium
approach currently used under US GAAP. Under this apprpaemiums from short duration
contracts are recognised as revenue over the period of thaatantproportion to the amount of
insurance protection provided. If the period during whichriberer must stand ready to pay claims
differs significantly from the contract period, premiumauidobe recognised as revenue over the
period of risk in proportion to the amount of insurancegatodn provided. This methodology
generally results in premiums being recognised as revenuly @xer the contract period (or the
period of risk, if different). Premiums subject to adjusnt (e.g., retrospectively rated or other
experience-rated insurance contracts) would be recogmssex/enue over the period of the contract.
Acquisition costs incurred would be netted against thanmael premium and amortised in proportion
to the premiums earned. Please see our response tiioQuesbove for the types of acquisition
costs that we believe should be included. A provisiontieraus contracts based on the building
blocks model would be recognised if the measure of thegtiortfsing the building blocks approach
exceeds the unearned premium liability at each repaitbg

Our proposed short duration contract accounting model vadsddinclude the following elements.

* As premiums are earned over the period of coverage, atfiabduld be recognised for
losses incurred in the period of coverage including reptosses, incurred but not reported
losses and claims handling and settlement costs. dlétli would be recognised using the
principles of the building blocks approach including the pregaioie of the probability
weighted cash flows and a specific risk adjustment toesddhe uncertainties in the ultimate
amount and timing of the cash flows.

* Aresidual margin liability would be determined and ekshed as the premiums are earned
and as the claims liability is recognised for the Iess® claims expenses incurred.

* A portion of the residual margin would be attributed togagod of coverage and such
portion would be part of the premiums earned. The remapuorngpn of the residual margin
would be accounted for consistent with the recalibratiodel we described in our response
to Question 6 above. As discussed in that response, we bibleeresidual margin release
should include the claim settlement period. To recogniserttiee residual margin only over
the period of coverage seems inconsistent with the conbinuaitthe exposure for the
uncertainty in the cash flows after the period of covesms.

* We believe that a revenue (earned premium) and expeseréd loss and expenses)
presentation in the statement of comprehensive income afismghis proposed model
would provide the most useful information. Disclosurethefearned premium would



include the earned premium for the current reporting penddadjustments for earned
premium reported in prior periods. Disclosure of the incllweses and expenses would
include separate disclosure of paid losses and expemtehanges in the individual
components of the building blocks used to establish the tiglskparately presented for
insured events of the current period and for insured ewvépisor periods. We have
commented more extensively on our recommendation to the aternn the statement of
comprehensive income in our response to Question 13 below.



Question 9 — Contract boundary principle

€)) Do you agree with the proposed boundary principle and do yonktimsurers would be able to
apply it consistently in practice? Why or why not?
(b) If not, what would you recommend and why?

We agree with the concept of contract boundary as seat tlwe iED. However, we recommend that the Board
amends the definition of contract boundary in paragraph 27(eplace the reference to “the particular
policyholder” with “the particular class of insurance consacr his change would allow underwriting actions
carried out for a specified group of policyholders for a singleknown as “community ratings” to be

included in the contractual clauses that create a comivaodary. We believe that in these circumstances it is
appropriate that the future premiums and associated tseaediexcluded from the expected value if they
arise subsequent to the date on which the insurer hasattcal ability to introduce a new risk rating for the
specified group of policyholders.

In addition, we believe that further guidance is necegsaagsist preparers in applying a concept that does
not have a precedent in IFRS literature. We have sdiabonv a few areas for which we recommend guidance
in the final IFRS.

Statutory requirements — The public interest associated with insurance contcagsdes situations where
insurers are not always able to reflect fully the pricthefspecific risk transferred by a policyholder. For
example, some jurisdictions have a statutory (or regyfatequirement for an insurer to renew an insurance
policy at the same rate (which may not fully reflect tisk of the policyholder) unless the insurer provides the
policyholder with written notice, within a specified perioefore the contract expiry, of its intent to re-price
the contract (or not to renew the policy under conditions spedfjestatute or regulation). In such
circumstances, we believe that the insurer has thigyabire-price fully prior to the expiry of the notice

period to reflect fully the risk of the policyholder and #fere, the ‘contract boundary’ should not include
the notice period imposed by this statutory/regulatogquirement. .

Similarly, some jurisdictions may have enacted lawsegulations that restrict an insurer to re-pricing a
contract at a rate that only substantially but not “futigflects the risk of the policyholder. As currently
worded in the ED, such a restriction could result imngarer using a different contract boundary in two
jurisdictions for the same contract on the basis of thatstg/regulatory requirements applicable in each
jurisdiction. We believe that such statutory/regulatonjthtions should be disregarded in the assessments of
contract boundaries.

Another example of statutory/regulatory limitations tgpree individual contracts fully relates to certain
health insurers that may be compelled by law or reguldt write or renew individual insurance contracts at
a price that does not fully reflect the risk of the sfedipolicyholder, but the insurer can aggregate such
contracts into “community-rated pools” such that the priéonghe pool as a whole fully reflects the
aggregate risks of all of the contracts in that pool. fifa IFRS should clarify whether a contract boundary
has been established for the entire pool in such citeunoss.

Contract boundary for purchased reinsurance — Certain reinsurance contracts cover risk from corgract
force and also risks that will arise from contracts Hre yet to be issued either within a specified future
period of time or until such time as the re-insurancayris closed to new business by agreement of the two
parties. The ED does not address how the contract bounaeang &le determined for purchased reinsurance
contracts that protect the cedant for insurance cdastitatas yet to issue.

Paragraph 27 of the ED indicates that “the boundary aisumance contract distinguishes the future cash
flows that relate to the existing insurance contract filoose that relate to future contracts”. However, the ED
is unclear if this principle also applies to an exispogchased reinsurance contract that also reinsures future
contracts issued by the insurer.

We believe that the guidance should specify that, wheinaurance agreement is purchased by the cedant for
contracts yet to be issued (e.g., agreement covensaictitssued in next 12 months), the initial reinsurance
asset is to be represented entirely by the reinsurasmhial margin asset until a contract that falls uttaker



reinsurance agreement is sold and the basis to mehsumgrisurance contract using the principles in
paragraph 43 of the ED can be used.

If the Board adopts our recommended recalibration approacfinéh&~RS would also need to elaborate on
the subsequent measurement of the reinsurance residuat asset. The recalibration would need to be
consistent with the amortisation described above as nasured contracts are issued.



Question 10 — Participating features

(@)
(b)

()

(d)

Do you agree that the measurement of insurance contracts shmclude participating benefits on
an expected present value basis? Why or why not? If not, whatodorgcommend and why?
Should financial instruments with discretionary participatiofeatures be within the scope of the
IFRS on insurance contracts, or within the scope of theSB’s financial instruments standards?
Why?

Do you agree with the proposed definition of a discretionary papation feature, including the
proposed new condition that the investment contracts must pigdie with insurance contracts in
the same pool of assets, company, fund or other entity? Why grmat? If not, what do you
recommend and why?

Paragraphs 64 and 65 modify some measurement proposals to make thé&blsuor financial
instruments with discretionary participation features. Do yagree with those modifications? Why
or why not? If not, what would you propose and why? Are any otfmedifications needed for these
contracts?

b)

We agree that the estimated future cash flows shoulddedll the cash flows that are expected to be
paid to policyholders, including those that are subject to insufscretionary decisions within the
terms of the contract’s participating clauses. This wpubdide users of the financial statements
information on the insurance contract liability that ma&the cash outflows that the insurer expects
to pay to fulfil its contractual obligations.

In particular, we support the approach taken in paragrapl{jBéflthe ED to include in the estimate
the payments to current and future policyholders. This regemeimplies that the participating fund
is the unit of account for the cash flows that vary \atiset performance rather than the portfolio of
participating contracts that are in force at the repgrtiate. We recommend that the Board includes
an explicit statement to that effect to help the apptinatf this key principle for participating
business.

The application of this principle to the measurement digygating contracts on transition would
require specific guidance if the Board adopts our recomatemdto allow for a restatement that
recognises an opening residual margin balance. Under tlentprovisions of IFRS 4, insurers have
classified the discretionary participating feature eitlsea ability or as a split between equity and
liability. The Board will have to decide if the surplus oftapating funds that is represented by
these amounts should form part of the residual margirpafticipating liability or whether it should
be part of equity.

This issue is particularly relevant for those fundsnetibe application of the contribution principle
(i.e., that policyholders must receive benefits based ondbsiribution to the surplus) has resulted in
a significant amount of assets within the participating finadl have been contributed by
policyholders under contracts that are no longer in force.i3$ue is known in some jurisdictions as
the “orphan estate” or the “inherited estate” and irsbation to policyholders or the insurer is often a
complex legal and regulatory matter. In these casesampr®@ach would be for the Board to conclude
that the application of B61(j) results in the orphan esiatgansition to be an element of the residual
margin of the participating fund liabilities until an approetiibution scheme is in place.

Finally, we note that the application of these accognpirinciples to mutual insurers that operate
their entire business on a participating basis would nfesritie present and future policyholders are
also the business owners. In many of these cases, the applafeB61 (j) could produce a
participating liability that incorporates the entire amoof equity of the reporting entity because it
will result in payments to parties in their capacityhaklers of a participating contract. We
recommend that the application guidance in the final IFR8ldladdress this particular case.

We believe it is appropriate that contracts with pgréiting features are within the scope of the final
standard, even if no insurance component exists in suctactstfor two main reasons:



» those contracts share many common aspects with insurantracts, in particular they build on
the principle of mutualisation of risks; and

» the accounting under the ED’s proposals (subject to our reeofations and comments) would
be better aligned with the economics of the transaction batie policyholders and the
participating funds from where their contracts are issued.

c) We understand the Board’s intention to restrict the oreasent of participating contracts to those
issued within the insurance industry through the requirethanhthe investment contracts must
participate with insurance contracts in the same poat®séts, company, fund or other entity.
However, we are concerned that this would create diff@@sdunting results for similar transactions
depending on how the participating funds are structured. Wetdeelieve that this approach would
make the IFRS more relevant and thus we do not suppgtdpesed amendment of the definition of
a discretionary participating feature from its current texhin IFRS 4.

d) We agree with the proposals in paragraphs 64 and 65 Bithe



Question 11 — Definition and scope

(@)
(b)

Do you agree with the definition of an insurance contract anelated guidance, including the two
changes summarised in paragraph BC191? If not, why not?

Do you agree with the scope exclusions in paragraph 4? Why or mgt¢ If not, what do you
propose and why?

Do you agree that the contracts currently defined in IFR&s financial guarantee contracts should
be brought within the scope of the IFRS on insurance contr&c¥hy or why not?

We agree with the definition of an insurance contractthedelated guidance, because we consider
the changes to be of an explanatory nature, clarifyinbduthe classification principles that already

To our knowledge, the application of IFRS 4 has been consigithrithese two additional
clarifications and therefore we do not expect a chandesiway contracts are currently classified in

We do not agree with the proposed amendment to the scdpsiers in paragraph 4 that proposes to
scope out fixed fee service contracts. This scopeisiari is not well defined and it could result in
less relevant information than if these contracts wetbe scope of the final IFRS. Our proposed
approach to unbundling would require the separation of sevbiggations that are not interdependent

For example, assume an entity issues a fixed fee sawigract with an employer under which it
offers to administer, for a fixed fee, all the claiangsing from the employees’ health related issues,
and also offers stop loss coverage to limit the employensulative costs if they exceed a specified
amount. The current definition of fixed fee services wauidgest that this contract is scoped out and
the provider would not be required to recognise the liahilityer the stop loss coverage other than by
allocating an amount of the fixed fee to it unlesswhele contract became onerous. This accounting
result would be less relevant to the investors inehtty because they would be informed of

potential losses less timely than if these contraet®weasured using the building blocks approach

()
@)
exist in IFRS 4.
jurisdictions where IFRS 4 is applied.
(b)
with an insurance coverage.
proposed in the ED.
©)

We agree that the contracts currently defined in IF&&Ssancial guarantee contracts should be
brought within the scope of the IFRS on insurance contrattsvever, we also recommend
providing an entity with the accounting policy choice tocakt for financial guarantee contracts in
accordance with IFRS 9 if the entity’s business modelditbese contracts as financial instruments,
rather than as insurance. This approach would retaiexieeng scoping requirements, which have
worked well in practice.



Question 12 — Unbundling

Do you think it is appropriate to unbundle some components of an rasge contract? Do you agree with
the proposed criteria for when this is required? Why or winyt? If not, what alternative do you
recommend and why?

We believe that the Board should modify the proposed unbungliingiple to require separation of
components from an insurance contract only when those comipdijeare not interdependent with the
insurance coverage and (ii) have been combined with the m®icaverage for reasons that do not have
commercial substance. Like the Board, we view an insereowtract as a bundle of rights and obligations
that generates a package of cash inflows and outflowsyamgnerally believe that the bundle should be the
unit of account. We also recognise that insurance costnaay be written alongside, or bundled with, other
forms of business, and that such components may not be pegedint with the provision of insurance
coverage.

For example, a car dealer might sell cars complete msturance coverage during the first year’s use.
Clearly, the different elements of such transactions shoeibccounted for separately in accordance with the
relevant Standards. However, a unit-linked policy windorporates a death benefit equal to the higher of a
fixed amount or the value of the units clearly has waiudres that could be unbundled but which in fact are
“interdependent” because the death benefit cannot be deterwithedt knowing the value of the units. As
such we believe that these unit-linked contracts sHoeilgiccounted for as a single unit under the ED.

Regardless of the unbundling threshold chosen by the Boéedd@pendent versus closely related), we
believe that the Board should provide additional applicatiadegee and/or illustrate the application of the
unbundling guidance to common contracts. This will enthaesimilar contracts are accounted for
consistently by different entities The Board shoutalmend or delete its existing bifurcation guidance (e.g.
paragraph B4.3.5(d) of IFRS 9) to be consistent with thestemdard.

We recommend modifying the requirements to unbundle componenisuocdnce contracts to components
thatare not interdependent with the insurance coveraaye which have been combined with the insurance
coverage for reasons that do not have commercial substafibe result of this alternative approach would
be to limit the number of components accounted for withisurtg the “building blocks” measurement.

We are concerned that the unbundling requirements in trer&m®o onerous and do not pass the cost-benefit
analysis test: two of the three mandatory examplesrfbundling would result in reporting that is

substantially equivalent to the core model proposed fondkeinsurance contract. We do not believe that the
proposed requirements would enhance the relevance @tulityl of insurers’ financial statements.

One example where an insurer would be required to unbunates ¢ account balances. Account balances
are cash flows that insurers have an obligation to @#yet policyholder irrespective of the occurrence of the
insured event. When an account balance exists in aramsicontract, it is usually closely related to the
insurance component and it is funding all of the chargeghle insurer is entitled to receive from the
policyholder to meet its obligation to stand ready to payrd (i.e., an additional amount that is due only if
the insured event occurs, sometimes calculated as arfpoopar a multiple of the account balance and in

other instances a guaranteed minimum amount) arghtter services (i.e., to remunerate the account balance
based on the management of the relevant funds that the pafieyals paid into it).

Unbundling would require the account balance to beddeas a financial liability and accounted for under
IFRS 9 at amortised cost or at fair value through poofloss. However, the treatment of the account balan
within the insurance liability would achieve a substalytiedjuivalent measurement and preserve the integrity
of the principle the ED is developing, i.e., accountingrisurance contracts and not for their separate rights
and obligations. Unbundling in this example effectively separtihe obligation to pay cash under a particular
scenario from those obligations that could arise frontdmgract.

The proposed model in the ED requires the insurers todmmail relevant scenarios and the associated cash
flows to determine the probability weighted present valueetontract. Whenever the contract has an
inherent component that is payable irrespective of the ocwa' @ the insured event, the resulting expected
value will always consider this cash flow under eachage. In addition the insurer is required to develop
scenarios for different events and also for eventaroog at a different time - this is equivalent toocadting



the expected life of a financial instrument under IFRB®&vever, unlike IFRS 9, under the ED the insurer
would always discount the cash flows using a discaaiptthat is consistent with the market interest rates
observable at the reporting date. This would be diffdrent the effective interest rate used if the account
balance was measured at amortised cost under IFRS 9.

Finally, we observe that with the unbundling of the accbatdance and its accounting under IFRS 9, the
insurer would be able to apply the IFRS 9 fair value opworaffinancial liability. This choice would allow
the recognition of the amount relating to an insurer’s owditrisk in contrast with the measurement
attribute in the ED where credit risk would be explicitkgleded from the measurement of the cash flows of
the host insurance contract.

Embedded derivative cash flows under the ED would be meassiregisubstantially equivalent inputs to
those used under IFRS 9, except that IFRS 9 would requiragasurement of bifurcated embedded
derivatives to be based on market participants’ assumptimhsielude the own credit risk of the insurer.

Overall, we see very little benefit in requiring the efmecessary to assess whether there is a close
relationship of embedded derivatives with the host insuremciact and the resulting bifurcation compared
to leaving the embedded derivative as an integral compoh#r msurance contract to be accounted for
under the ED as there is a sufficiently clear requirertense market prices to ensure the embedded
derivatives cash flows are substantially aligned with thigind alone market value.

If the Board does not agree with our proposals above, wewaend that the examples given in paragraph 8
(a) are moved out of the final IFRS into the ImplemeataGuidance. We also recommend that additional
examples relating to unbundling of account balancesaheded together with the existing examples on
embedded derivatives contained in the current text of fR& W Implementation Guidance.



Question 13 — Presentation

(@)

Will the proposed summarised margin presentation be usefulders of financial statements? Why

or why not? If not, what would you recommend and why?

(b)

Do you agree that an insurer should present all income axgense arising from insurance

contracts in profit or loss? Why or why not? If not, what do ymcommend and why?

(@)

We observed that the investors’ reaction to the proposathaused margin presentation has been
mixed. The link to the measurement model and the identditaf the sources of profit under the
model is welcomed. However, the lack of information on aarers volume of activity, the

difficulty to reproduce some of the more common key perfocmamdicators and the less than
prominent display of cash based information (proposed tvea only in the footnotes) result in the
criticism that the summarised margin would remove amd#eemphasise financial information that
investors find useful under current presentation practices.

We believe that the above factors make the proposed sumtharasgin presentation less useful to
users of financial statements because the information ablouhe of activity typically represented
by the revenue an entity recognises from contracts wittuggomers is not part of the current
fulfilment value model which instead considers the insweaantract as a bundle of inflows and
outflows. As noted above, we support the measurement nfarance contract on this basis, but we
are also of the view that volume information must beauighet! in the statement of comprehensive
income to satisfy the needs of financial statemensuser

One possible way to achieve this objective is to prasennformation used to determine the initial
residual margin at the top of the underwriting marginise®f the statement of comprehensive
income. The elements included would be the present valuguvéfinflows, the present value of
future outflows, the initial measurement of the risk adpgstt and the resulting residual margin
liability (see paragraph 17 of the ED). In addition, the wwdéng margin would also include the
losses arising at issue of new insurance contracts wieotuarently proposed to be disclosed as a
separate line below the underwriting margin (see paragraphafa{i® ED). In line with the general
presentation principles of the ED, the items arising frioeninitial recognition of purchased
reinsurance contacts would be presented after egble obrresponding lines for the insurance
contracts they reinsure, with the gains at initiabgggtion of these contracts also included in the
underwriting margin. In addition, the change of the risk a@djast liability would be split between
the expected release for the period (due to the inbeneg released from risk) and its re-
measurement at the reporting date which would be peztérgether with the other prospective
assumptions changes.

The advantages of the presentation described above woulddi®as:

» the amounts presented would be extracted directly fhenunderlying measurement model
and would be presented in the statement of comprehensomeén

» the amounts presented would offer a better indicatiohepinisurer’s volume of insurance
contract sales during the period because their calculabafdvibe based on the same contract
boundary concept that underpins the current fulfilment vapeoach; and

* investors would be able to calculate immediately thet mm®mmon key performance
indicators such as new business margins.

Finally, to address the concern about the limited emplasisnounts linked to cash, the Board could
require that the experience adjustments component of theeégtatement line set out in paragraph
72 (d) of the ED is disclosed showing the gross amouattofal cash flows paid and received
together with the release of the equivalent estimatediatirom the insurance contracts liability.



The following table illustrates the presentation descridi®m/e, assuming an insurer elects all lines to
be presented on the face of the statement of comprehensiveenc

Ref, to ED Description (all amounts would have an adjacent
paragraph potential corresponding reinsurance amount, usually
with opposite sign)

17 New contracts expected present value of the future XX
inflows

75(a)(i) Earned premium from shcduration contrac XX

17 New contracts expected present value of the future (XX)
outflows

17 New contracts risk adjustm (XX)

17 New contracts residual mart (XX)

75(a)(ii)- Claimsincurredand expenses from short duration conti (XX)

(iv)

72(c) Acquisition costs that are not incremental at thellet’an (XX)
individual contract

72(a)(i) Release of risk adjustme XX

72(a)(ii) Release of residual mar: XX

72(d)(i) Actual cash flows paid and recei XX 1 (XX)

72(d)(i) Estimated casflows paid and receivt (XX) 1 XX

72(d)(ii) Changes in assumptions (including cash flows, disc (XX) I XX
rates and risk adjustment)

New Recalibration of the residual margin from change XX [ (XX)
proposal assumptions
72(€e) Interest on insuranccontract liabilitie: (XX)

Some users believe that an alternative approach to priéesestsuch as a written premium approach
is more relevant to their investment decisions. Foatlmdance of doubt, our comments above
should not be understood as our indifference to such investor. tiedgsBoard is able to establish
that investors are better served by an alternative peggentormat, such format should not be
precluded.

(b) We considered the possibility of reflecting certain chamgéise insurance contracts within other
comprehensive income (“OCI”") similar to what is currepigrmitted under the IFRS 4 “shadow
accounting” approach. However, we believe that the Bealeision not to retain the available-for-
sale classification category for financial instrunsentIFRS 9 makes it particularly difficult to
address the asset-liability volatility through recognitiboamponents in OCI using the approach
from IFRS 4. However, as stated in our cover letterstnangly encourage the Board to explore all
possible ways to address the accounting mismatch andpiesgrers’ business in a manner relevant
to users.



Question 14 — Disclosures

€)) Do you agree with the proposed disclosure principle? Why or wbi? If not, what would you
recommend, and why?

(b) Do you think the proposed disclosure requirements will méet proposed objective? Why or why
not?

(c) Are there any disclosures that have not been proposed that wioelldseful (or some proposed that
are not)? If so, please describe those disclosures and explaintidwwould or would not be
useful.

(a) We agree with the principles as described in paragr@®lasmd 91 of the ED.

(b) In line with our comments on the presentation of new insgraaotracts issued as set out in our
response to Question 13 above, we suggest that paragraph 8ésrédueidisclosure of cash flows
relating to policies in force and those related to @mt$rissued in the year.

To that extent, we propose to change the wording of sub (nts (g) of paragraph 86 to specify
that those items are for policies that were in f@tte start of the year and then add the following
lines for new contracts sold during the year:

Risk adjustments included in h
Residual margins included in h

k. Reinsurance assets arising from reinsurance contragigedt in the year by the insurer as
cedant

I. Risk adjustments included in k

m. Residual margin included in k

n. Impairment losses on reinsurance acquired in the year

h. Insurance contract liabilities for policies sold in tharye
i.
J-

In line with our comments on the presentation of experiedicistanents covered by paragraph 72 (d)
with a clearer link to cash flows, we suggest thatratysis is presented in the notes showing these
experience adjustments for premiums received and benefitsTgas latter amount should be
analysed in its broad components (for example, disclasurenefits paid for deaths, surrenders,
maturities, annuities, claimants’ indemnifications argenses). We believe this information would
be useful to users of financial statements.

As set out in our response to question 5 (c) above, we deehete that the second part of paragraph
90 (b) (i) produces useful disclosure, namely to requireligeosure of “... the confidence level to
which the risk adjustment estimated under those metheodssponds (e.g. that the risk adjustment
was estimated at conditional expectation (Y) and correspmna confidence level of Z percent)”.



Question 15 — Unit-linked contracts
Do you agree with the proposals on unit-linked contracts? Whywry not? If not what do you recommend
and why?

We agree with the ED’s proposals on unit-linked contracrtd,we believe that they will help to address
existing accounting mismatches.

We also believe that the presentation requirements proposiee ED will provide financial statement users
with greater transparency into the nature of the insitenit-linked contracts and their performance, and
enable users to differentiate more clearly investmsntms that affect the insurer directly from those #nat
contractually passed through to policyholders.



Question 16 — Reinsurance

(@)
(b)

Do you support an expected loss model for reinsurance assets?0Mmwy not? If not, what do
you recommend and why?
Do you have any other comments on the reinsurance proposals?

(@)

(b)

Generally, we support the expected loss model for reinsei@ssets. However, as set out below, we
believe that further clarification is required.

The final Standard should clarify that a reinsuraaeset should be measured by reference to the
underlying portfolio of insurance contracts.

This is accomplished by first measuring the expected fdreakre of the cash flows of the portfolio
of reinsured contracts and the related risk adjustmangimon a gross basis (i.e., excluding the
effects of any reinsurance) and comparing those amouttie teet cash flows and risk adjustment
(i.e., including the effects of reinsurance). The défee between the gross and net risk adjustment
margin would be the risk margin ascribed to the reingigasset.

This risk adjustment margin would then be incorporaitmthe expected present value of the
reinsurance fulfilment cash flows for the purposes ofrdeteng the amount of the reinsurance asset
that will be subject to the final adjustment reflectihg estimated expected losses from default and
disputes.

In our response to Question 9 above we have recommended forpinereéments on the accounting
for reinsurance assets for inclusion in the final IFRS.

Finally, we recommend that the final IFRS requiresctb@ant to disclose the economic reasons that
management believe have resulted in the recognition of aorgswpgain on the purchase of
reinsurance contracts.

The ability to recognise an accounting gain from theseéaetions is aligned to the economics of risk
diversification differential between cedant and reinsthiat the ED has now embedded through the
application of the current fulfilment value approach. Howewer pelieve that a requirement to
disclose management’s rationale for the accountingwairid be particularly useful to users and
therefore we would recommend its explicit inclusions irfithe IFRS.



Question 17 — Transition and effective date

(@)
(b)

Do you agree with the proposed transition requirements? Whwhby not? If not, what would you
recommend and why?

If the Board were to adopt the composite margin approach favoured ByRASB, would you agree
with the FASB’s tentative decision on transition (see #ygpendix to the Basis for Conclusions)?
Is it necessary for the effective date of the IFRS onurence contracts to be aligned with that of

Please provide an estimate of how long insurers would requiradopt the proposed requirements.

We agree with the Board that full retrospective applicatinder IAS 8 could result in significant

costs. However, our recommended approach to recalibeatesidual margin deals more effectively
with the risk of using hindsight than the current proposadeuthe ED because it requires
recalibrating the residual margins of all portfolioscohtracts in force at the transition date based on a

We recommend that the Board includes in the final IFR&jairement to restate a number of prior
periods that would materially allow the recognition of aisightly large opening residual margin to
allow the operation of recalibration on the in force phiws without imposing a full retrospective
restatement. However, the Board should carry out fiskihgto determine the appropriate number of
years insurers would need to consider in the restatementi€v is that this would likely be in a

As an alternative to this approach, the final IFRS calltaiv the option of full retrospective
application under IAS 8 with the requirement to discloghénstatement of comprehensive income
the impact on results arising from the restated residaadin to enable users to compare companies

Another option would be to require insurers to performlaaten of the fair value of their existing
contracts and to use this fair value as the referengetéomine the initial residual margin at the date
of transition. The fair value of insurance portfoliesuld take into account all expected sources of
profits a hypothetical buyer would be acquiring and itlddoe a representative basis of the value that
the residual margin should represent. We believe thdathealue of the contracts in force to be used
for the transition provisions of the new IFRS would neeldet@djusted only to remove the insurer’s
own credit risk to ensure consistency with the subsequeasurement proposed under the ED.

We believe that the same alternative transition approaetesit under (a) above would need to be

We believe the effective date of the new IFRS should geedi with the effective date of IFRS 9.

()
IFRS 9?7 Why or why not?
(d)
@)
prospective assessment.
range between five to ten years prior to the mandatgtan date.
that did or did not restate.
(b)
used in an IFRS that uses a composite margin accounbdegl.
(©)

(d)

On the basis of our discussion with clients and othect&ifiestakeholders, we believe that the final
IFRS should become effective no earlier than for rapgiperiods beginning on or after 1 January
2014.



Question 18 — Other comments
Do you have any other comments on the proposals in the exposwar

Ongoing improvements to the standard

The ED does not provide non-mandatory implementation guidanttestrate how the proposed principles or
accounting models would be applied to various typessofrance contracts or specific contract provisions.
Without such guidance, and given the breadth of the standaroelieve it is likely that practice issues will
arise as a result of (1) constituents interpreting thenlyidg principles in the final standard differently,dan
(2) entities performing more detailed modelling and idginigf additional implementation questions about
how the principles in the standard should be applied tofgpeontract features or provisions, or identifying
possible unintended consequences of applying the models inahsténdard.

Therefore, we encourage the Board to perform more tigskthg with preparers and users and enlist the help
of the Insurance Working Group in the period up to the mandaftective date of the final IFRS in order to
address emerging issues that insurers may discover garépaye for the adoption of the new IFRS. Issues
should be elevated to the IFRS Interpretation CommittéleeoBoard for additional standard setting as
appropriate.

IFRS 4 Implementation Guidance

A non-mandatory Implementation Guidance Appendix to the a5 should be developed as soon as
practicable to assist the adoption of the new requirements.

The implementation guidance that accompanies IFRS 4dshewpreserved in the new IFRS for the areas
dealing with contract classification and, if the propoggar@ach to unbundling of embedded derivatives is
retained, the guidance on identification and accountirgrrent of embedded derivatives.

This guidance has been particularly useful in the adopfitFiRS 4 and should continue to be available
particularly for those jurisdictions that will be movit@IFRS in the near future.

The development of the additional guidance recommended above aduifurther chapters to these two
useful products of the Board’s Insurance Contracts Ahaegect work.



Question 19 — Benefits and costs

Do you agree with the Board’s assessment of the benefits astsmf the proposed accounting for
insurance contracts? Why or why not? If feasible, pleasereate the benefits and costs associated with the
proposals.

As noted in our cover letter, we support the ED as anrit@piostep to achieve the benefit of a common IFRS
basis for insurance contracts.

It is premature to attempt to quantify the costs and ieredfthe adoption of this new IFRS and we would
expect that the Board hase sight of this dimensioncasries out its field testing activity. The choice of the
transition date would contribute to making the implemigonieefforts more or less marked across an industry
that already has substantial challenges in the near future

Our current assessment leads us to the view that tiefitsethat a common IFRS basis for insurance
reporting delivers to investors should outweigh the costmplieimenting the new reporting regime provided
the new standard addresses appropriately the concerns exiresiss letter and by other commentators..



