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ESBG welcomes the opportunity to comment on the Draft Endorsement Advice issued by EF-
RAG. We represent the locally focused European banking sector, helping savings and retail
banks in 21 European countries strengthen their unique approach that focuses on providing ser-
vice to local communities and boosting SMEs. ESBG unites at EU level around 900 banks that
provide retail banking services, including for certain banks the provision of insurance coverage
and related services to their clients. This letter represents the consensus view of ESBG, includ-
ing the financial conglomerates that are represented.

ESBG supports a high-quality standard for insurance contracts accounting; however, we con-
tinue to believe that IFRS 17 as amended in June 2020 does not correctly reflect certain con-
tracts issued by our members that represent long-term life-saving products managed under
cash flow matching and, to a certain extent, participating contracts’, through its measurement
nor its presentation requirements.

We have shared previously the main accounting deficiencies that IFRS 17 has in our view and
acknowledge that the requirement of annual cohorts is the most transversal issue, that creates
inconsistencies for almost all entities that issue insurance contracts with how these contracts
are managed. However, at this current stage ESBG cannot neglect that the accounting deficien-
cies not addressed by the IASB in the final standard altogether will lead to negative conse-
quences in the prudential field for financial conglomerates.

More particularly, what worries ESBG financial conglomerates most is the consequences that
endorsing IFRS 17 will have on their solvency ratios for the banking groups?. This is a signifi-
cant issue that certain ESBG members — i.e. the financial conglomerates affected by this issue
— already highlighted to EFRAG and the European Commission within its letter of 23 July 2020.
A copy of this document is provided in Appendix 1 to this letter.

In this context, we support endorsement of IFRS 17 provided that there is (i) an appropri-
ate prudential solution that addresses the volatility arising in OCI for financial conglom-
erates and (ii) an accounting solution for the annual cohorts issue. Both issues must be
resolved as part of the endorsement process, addressing the first issue as a change in
the Capital Requirements Regulation (CRR), and both should not impact the 1 January
2023 effective date of IFRS 17.

Regarding the volatility in OCI, given it is an issue arising from the application of IFRS 17
that affects prudential requirements for financial conglomerates, ESBG requests that EF-
RAG recommend the European Commission to consider specific changes in the CRR
made in conjunction with the IFRS 17 endorsement process.

Volatility arising in OCI for financial conglomerates

There are several requirements in IFRS 17 that will lead to volatility in OCI for financial con-
glomerates. Whilst pure insurers will experience the same volatility in their equity, they will not
have any consequences in terms of their solvency level.

However, the same will not happen for financial conglomerates. It is expected that life insurers
may experience high volatility in OCI arising from different sources, some of them derived from

! Hereafter referred as ‘intergenerationally-mutualised contracts’.

2 Financial conglomerates led by a bank have to measure two different solvency ratios:

a) The solvency ratio for the Banking Group: it is the banking solvency, based on CRR (reported to
competent authorities through COREP and disclosed to market on a regular basis, including through the
Pillar III report), and

b) The solvency ratio for the Financial Conglomerate: it is the solvency as a financial conglomerate
based on FICOD (reported to competent authorities through ad-hoc reportings as stated by FICOD and
disclosed to the market through the Pilar III Report).
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the interaction between IFRS 9 Financial instruments and IFRS 17, while others come directly
from IFRS 17 requirements. This volatility will arise even if insurers have implemented and use
sophisticated asset-liability management techniques that under Solvency Il are valid and ac-
cepted to mitigate asymmetries between the measurement basis of financial instruments and
technical liabilities.

The above referred volatility arises mostly from the following sources are:

e Changes in discount rates do not affect OCI for the Contractual Service Margin (CSM)
e There is not yet a common consensus among the Big Four companies on the availability
to use macro hedge accounting on insurance contracts and its effectiveness.

ESBG is aware that IFRS 17 seeks to significantly increase the comparability in accounting for

insurance contracts between companies from different countries and business models, as well

as to enhance the quality of financial information. We agree with achieving these objectives but
not if this causes a significant prejudice to certain of our ESBG members.

Only if there was an amendment in the CRR introduced by the prudential supervisor this volatil-
ity could be disregarded. In contrast, in the case of insurance companies or insurance-led
groups, the same volatility in OCI will not impact their solvency ratios because they will be esti-
mated under the Solvency Il regime, which is disconnected from the IFRS balance sheet. ESBG
advocates for a level-playing field across any type of company that issues insurance contracts,
so that one particular group is not prejudiced in terms of prudential requirements.

As explained in more detail below, except for annual cohorts, we believe that the requirements
in IFRS 17 that lead to such volatility in OCI should not impact the endorsement process. That
is, although these requirements were highlighted in the past by ESBG to be addressed by the
IASB within the project to amend IFRS 17, and for which we proposed solutions, our view is that
they should not impact the endorsement process of IFRS 17 in the European Union.

Accordingly, we propose to address the volatility in OCI for financial conglomerates as a change
or amendment of the requirements in CRR which should be addressed in parallel and in con-
junction to the endorsement process, so that financial conglomerates are able to apply them
once IFRS 17 enters into force.

In this regard, two different approaches that could be further analysed are the following:
1. Change in the CRR so that the CSM is considered as eligible own funds, at least in part,

2. Propose a filter on amounts recognised in OCI arising from a particular type of contract to-
gether with the amounts arising from the backing assets to those contracts. The scope could be
aligned with the contracts that we are asking to be scope out from the annual cohort require-
ment.

ESBG is at the disposal of the European Commission and any other interested party to work to-
gether on how the CRR could be changed and explain the solutions that its members envisage
to address the volatility in OClI issue.

Annual cohort requirement in IFRS 17

The second condition for ESBG to be supportive of the endorsement of IFRS 17 in the Euro-
pean Union is that an adequate solution to the issue of ‘annual cohorts’ is provided as part of
the endorsement process for cash-flow matched and intergenerationally-mutualised contracts.
We envision a solution based on defining in the European Commission Regulation a scope ex-
emption to the annual cohorts’ requirement to reflect mutualization of long term life savings
products measured through the Building Block Approach model and the intergenerationally-mu-
tualised contracts. Such a solution should be optional so that companies that have to or will re-
port under IFRS 17 as issued by the IASB are able to do it. We are aware that different groups
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of stakeholders and organisations have provided their views on how to define this scope excep-
tion. For instance the ICAC, ANC and CFO Forum provided separately their proposals to define
in practice the exception. This material could be used as a starting point and we urge the Euro-
pean Commission to work closely with the insurance industry to fine tune the proposals and as-
sess the most convenient way to define the type of contracts that should be optionally ex-
empted.

Other accounting issues in IFRS 17

As mentioned before, the final standard IFRS 17 as amended in June 2020 still contains a num-
ber of unresolved issues that ESBG highlighted earlier. Under a strictly accounting point of view,
from all of these issues, of particular importance is the application of annual cohorts to cash
flow-matched and intergenerationally-mutualised contracts. The arguments provided by ESBG
to EFRAG in our response to the IASB's ED/2019/4 amendments to IFRS 17 of 4th September
2019 are still valid.

The other issues (including in particular amounts to be recognised in OCI at transition under the
Fair Value Approach in IFRS 17 for contracts measured under the general model, separating
components from an insurance contract, and the interaction between IFRS 17 and IFRS 9 when
entities invest in equities), while they are priority topics for ESBG and have not been resolved by
the IASB in the final Standard issued in June 2020, they should not impact the endorsement
process of IFRS 17 in the European Union, but rather be addressed by the IASB throughout a
post implementation review, or sooner as part of other current on-going projects such as the Dy-
namic Risk Management new model for macro hedging.

We include below ESBG responses to EFRAG’s ‘Invitation to comment’. We would like to high-
light that although we have responded ‘No’ to certain questions based on the reasons explained
before, if such issues - prudential solution that addresses the volatility arising in OCI for financial
conglomerates and accounting solution for the annual cohorts issue — where addressed as part
of the endorsement process in the European Union, we would support the endorsement of IFRS
17 as amended in June 2020.
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INVITATION TO COMMENT ON EFRAG’'S ASSESSMENTS ON
IFRS 17 INSURANCE CONTRACTS AS AMENDED IN JUNE 2020

1. Oncefilled in, this form should be submitted by 29 January 2021 using the ‘Com-
ment publication link’ available at the bottom of the respective news item. All open con-
sultations can be found on EFRAG’s web site: Open consultations: express your views.

EFRAG has been asked by the European Commission to provide it with advice and supporting
material on IFRS 17 Insurance Contracts as amended in June 2020 (‘IFRS 17’ or ‘the Stand-
ard’). In order to do so, EFRAG has been carrying out an assessment of IFRS 17 against the
technical criteria for endorsement set out in Regulation (EC) No 1606/2002 and has also been
assessing the costs and benefits that would arise from its implementation in the European Un-
ion (the EU) and European Economic Area.

A summary of IFRS 17 is set out in Appendix I.

Before finalising its assessment, EFRAG would welcome your views on the issues set out be-
low. Please note that all responses received will be placed on the public record, unless the re-
spondent requests confidentiality. In the interests of transparency, EFRAG will wish to discuss
the responses it receives in a public meeting, so it is preferable that all responses can be pub-
lished.

In order to facilitate the EFRAG process, it is strongly recommended to use the structure
below in your responses.

EFRAG's initial assessments, summarised in this questionnaire, will be updated for com-
ments received from constituents when EFRAG is in the process of finalising its Letter
to the European Commission regarding endorsement IFRS 17.

Your details

1 Please provide the following details:
(1)  Your name or, if you are responding on behalf of an organisation or company, its
name:
ESBG

(2) Areyou a:
[] Preparer [_] User [_] Other (please specify)

Bank Association

(3) Please provide a short description of your activity:

Banking

(4) Country where you are located:

Belgium

(5) Contact details, including e-mail address:

TSI
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Tsvetomira.VanAssche@wsbi-esbg.org

Part I: EFRAG’s initial assessment with respect to the technical criteria for endorsement

Note to the respondents: Appendix Il presents EFRAG’s reasoning with reference to all require-
ments in IFRS 17 apart from the application of the annual cohorts requirement to some contracts
specified in paragraph 6 of Annex A within Annex 1 (those contracts are conventionally referred
to in this questionnaire, in the Cover Letter, in its Appendices and Annex as ‘contracts with inter-
generationally mutualisation and cash-flow matched contracts®, or ‘intergenerationally mutu-
alised and cash flow matched contracts’. Annex 1 presents content of this requirement that con-
tribute positively or negatively to the technical criteria on this matter.

2 EFRAG's initial assessment of IFRS 17 is that:

. The EFRAG Board has concluded on a consensus basis that, apart from the re-
quirement to apply annual cohorts to intergenerationally-mutualised and cash-flow
matched contracts, as explained in the attached Cover Letter, on balance, all the
other requirements of IFRS 17 meet the qualitative characteristics of relevance, reli-
ability, comparability and understandability required to support ‘economic decisions
and the assessment of stewardship and raise no issues regarding prudent account-
ing. EFRAG has concluded that all the other requirements of IFRS 17 are not con-
trary to the true and fair view principle.

. EFRAG Board members were split into two groups about whether the requirement
to apply annual cohorts to intergenerationally mutualised and cash-flow matched
contracts meet the qualitative characteristics described above.

(i)  Nine EFRAG Board members consider that overcoming in a timely manner the
issues of IFRS 4 brings sufficient benefits despite the concerns on annual co-
horts. They believe that, in the absence of an alternative principles-based ap-
proach to grouping of contracts, on balance the annual cohorts require-
ment provides an acceptable conventional approach that enables to meet
the reporting objectives of the level of aggregation of IFRS 17.

(i) Seven EFRAG Board members consider thatin many cases in Europe the re-
quirement to apply annual cohorts for insurance contracts with intergenera-
tional mutualisation and cash-flow matched contracts will result in information
that is neither relevant nor reliable. This is because the requirement does not
depict an entity’s rights and obligations and results in information that repre-
sents neither the economic characteristics of these contracts nor the entity’s
underlying business model. These EFRAG Board members also consider
that this requirement is not conducive to the European public good because it
(i) adds complexity and cost and does not bring benefits in terms of the result-
ing information, (ii) may lead to unintended incentives to change the way insur-
ers cover insurance risks and (iii) may produce pro-cyclical reporting effects.

EFRAG’s reasoning and observations are set out in Appendix Il, Annex 1 and the Cover
Letter regarding endorsement of IFRS 17.

(1) Do you agree with this assessment for all the other requirements of IFRS 17 apart
from the requirement to apply annual cohorts to intergenerationally mutualised and
cash-flow matched contracts?

[ ]Yes X] No

3 For a description of the affected contracts please refer to paragraphs 8 to 28 of Annex A to Annex 1
of the endorsement package relating to IFRS 17.
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If you do not agree, please provide your arguments and what you believe the implica-

tions of this could be for EFRAG’s endorsement advice.

We do not completely agree with this assessment because we believe other
issues remain (apart from annual cohorts) that, although would not block the
endorsement of IFRS 17, they will have a negative impact on the true and fair
view principle on which the endorsement is based.

Please note that ESBG provided in September 2019 a description of the main
issues that financial conglomerates would face if they were not resolved by
the IASB in the Amendments to IFRS 17 published in June 2020. In addition,
ESBG would like to make a reference to a letter which was subscribed by the
main financial conglomerates within ESBG that are also represented at the
Pan- European Conglomerate Group of July 2020. This letter sent to the EF-
RAG and European Commission (please see Appendix 1) focused on three
main points:

- The way life savings and retirement contracts are managed conflicts with
the IASB obligation to group the contracts by annual cohorts

- IFRS 9 and IFRS 17 will introduce artificial P&L and solvency ratio volatil-
ity for the financial conglomerates requiring an amendment to CRR

- Transition methods will have a negative impact on shareholders’ fund
and on the financial conglomerate solvency ratio at transition date

Some of the accounting issues communicated in September 2019 may be
fixed by the IASB in the context of the post implementation review of IFRS 17,
for example separating components from an insurance contract. However,
there are other issues that arise from the current requirements in IFRS 17 that
need an immediate response at European level. In particular, ESBG is signifi-
cantly concerned about the consequences that the volatility arising from IFRS
17 will have on the prudential ratios of the financial conglomerates it repre-
sents (solvency ratio of the banking groups). This impact in the prudential
area arises because the prudential equity is based on the IFRS book value of
equity. Given that financial conglomerates cannot wait until such an issue is
maybe resolved as part of a post implementation review, ESBG urges the Eu-
ropean Commission to explore a solution based on amending the current re-
quirements in the CRR.

Accordingly, ESBG requests that EFRAG recommend the European Com-
mission to consider specific changes in the CRR made in conjunction
with the IFRS 17 endorsement process.

We believe that this issue on the volatility of prudential ratios for financial con-
glomerates was shared with EFRAG at an early stage of the endorsement
process, before the IASB initiated its amendments published in June 2020,
therefore it is a shame that it has not been resolved by the IASB in the current
requirements in IFRS 17, and at the current stage only a change in the CRR
will mitigate the consequences in the prudential field.

ESBG believes that only if there is an appropriate prudential solution
that addresses the volatility arising in OCI for financial conglomerates,
the assessment for all the requirements (other than the ‘annual co-
horts’) necessary for the endorsement process would be met. That is,
we support the endorsement of IFRS 17 only if a solution to this issue is
envisaged at European level.
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As a summary of the main sources of this volatility, we would like to highlight
the following ones related to the IFRS 17 requirements:

1. Changes in discount rates do not affect OCI for the Contractual Service
margin (CSM):

The full fair value changes of all the assets of the investment portfolio will
impact in OCI for FV-OCI portfolios, while only the impact in the fulfilment
cash flows (not in CSM) from the insurance contracts, generated by
changes in the discount rates are recognised in OCI. That introduces dif-
ferences in the absolute amounts on which OCI is calculated and means|
that the amounts of OCI arising from the financial instruments will not be
offset by the same amount of OCI arising from the measurement of the
insurance contract.

Currently under the requirements in IFRS 4, entities that issue insurance
contracts are able to mitigate the volatility in OCI (and in P&L if applicable)
by using the ‘shadow accounting’. This is particularly relevant for financial
conglomerates as such an accounting approach helps mitigate any undue
volatility in their equity and consequently, this volatility does not affect their
prudential ratios.

2. Uncertainties regarding the application of macro hedge accounting for risk
mitigation purposes:

For those contracts measured under the general measurement that are not
eligible for the risk mitigation option, the interaction between IFRS17 and
IFRS 9 Standards presents some challenges in terms of mitigating volatility,
and accounting mismatches. To date, there are still relevant uncertainties
regarding whether the fair value macro hedge approach will mitigate the
referred volatility in an effective way, and whether the auditors will agree on
such implementation for the insurance business.

Regarding the other priority issues that remain unresolved, communicated in
September 2019, we believe they should not block the endorsement of

IFRS 17 by the European Union in time for the 2023 effective date and, there-
fore, should not lead to amendments to IFRS 17 as part of the European en-
dorsement process. We recommend to re-evaluate these issues in the con-
text of a post implementation review of IFRS 17, or sooner if possible within
the context of other IASB projects such as Dynamic Risk Management.

We provide below a summary of the most relevant ones as communicated
previously to EFRAG:

1. Current rate versus locked-in rate to remeasure the CSM: Under the gen-
eral measurement model (both PL and FV-OCI option) changes in the IFRS
17 discount rate after initial recognition do not lead to a remeasurement of the
CSM, given that the CSM is measured at inception with the locked-in rate and
not remeasured to reflect changes in this rate.

Even if the expected cash flows from an insurance contract are economically
and perfectly matched with non-contractually disclosed financial assets that
replicate those cash flows, including any long-term interest rate guarantee, an

insurer will recognize in PL / OCI amounts that go beyond the credit risk

TSI
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spread. This arises as a consequence of the CSM not being remeasured at
each reporting date for changes in the discount rate.

2. Differences in the locked-in discount rate used to measure the liabilities

and the acquisition yield rate of the underlying assets: considering the long-
term nature of the life insurance business focused on retirement products/so-
lutions, if insurers invest in debt instruments, changes in the fair value of the
assets — regardless of whether they are measured at fair value through P&L
or through OCI — will not have the same equivalent offsetting amount in the
liability side for different reasons such as credit spread risk, liquidity risk, or
because the estimated expected profit of these contracts is not remeasured
over time, leading to significant amounts of volatility in other comprehensive
income (OCI) or profit and loss.

3. Transition: Under the Fair Value Approach (“FVA”) at transition, the final
requirements in IFRS 17 lead to an accounting mismatch in the accumulated
amount of OCI for those products without direct participation features (i.e.
business measured through IFRS17 BBA model) but managed under cash
flow matching techniques as per local regulatory requirements. This account-
ing mismatch arises from the different treatment on the asset side (financial
instruments whose changes are recorded in OCI) compared to the liability
side (potentially no OCI impact at Transition where implementing the IFRS17
Standard) leading to a negative impact on Equity.

Under local commercial regulation of certain jurisdictions, this negative impact
on equity could prevent companies from distributing dividends to sharehold-
ers. It is our belief that for these contracts, the locked-in rate to be used at
transition should be based on the rate of the underlying assets. In more spe-
cific terms, ESBGs proposal was to amend paragraph C24(c) so this option
under the FVA at transition could also be available for contracts measured
under the BBA model and managed through cash flow matching techniques
and not only for insurance contracts with direct participation features to which
paragraph B134 applies.

4. Separating components from an insurance contract: There may be similar
insurance risks combined in one legal insurance contract for which separation
and separate measurement of each risk would provide more useful infor-
mation. The Standard should permit the separation of different insurance risks
contained in a single insurance contract. In the same way, not allowing to
change from VFA to the general model in contracts that change naturally over
time may impair the understandability of the product and the information pro-
vided to users.

TSI

Having considered the technical arguments for those that support and those that op-
pose the application of annual cohorts to intergenerationally-mutualised contracts,

as described in Annex 1, and having considered the two views from the EFRAG

Board above does the requirement to apply annual cohorts to intergenerationally-

mutualised contracts (within the context of paragraphs B67-B71 of IFRS 17) meet
the qualitative characteristics described above? Please explain your technical rea-

sons for supporting your view.

[ ]Yes X] No

IFRS 17 recognises the existence of intergenerationally-mutualised contracts
for determining the fulfilment cash flows (FCF), yet refuses to extend this mu-
tualisation principle to the contractual service margin of the same contracts.
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For intergenerationally-mutualised contracts, the requirement to divide them
into annual cohorts does not provide information that is relevant, reliable or
“‘prudent” because it is not possible to determine objectively how the entity’'s
share of returns should be allocated to each cohort.

Such allocation would neither reflect the legal and economic features of these
contracts nor the way they are monitored by the entity.

When the contracts of a portfolio are contractually or legally sharing the over-
all returns of the same pool of underlying assets, new policyholders acquire
rights in the assets purchased with the premiums of the existing policyhold-
ers, and conversely the existing policyholders have rights in the return of the
new assets paid by the premiums of the newcomers. For such contracts,
there is no reason to follow the profitability at a lower level of granularity than
the portfolio, such as an annual cohort, because every contract within the
portfolio is contractually or legally entitled to the returns of the same underly-
ing items whatever the underwriting date. Conversely, no subset of contracts
becomes onerous until the portfolio as a whole becomes onerous. This is why
a division into cohorts will not be relevant or “prudent”.

Since these contracts, according to regulatory requirements and contractual
terms, are monitored as a whole, there is currently no established mechanism
of allocation by cohort, and no basis to do so. Thus, setting up such a mecha-
nism would be artificial, and not reliable.

This is why we believe that the contractual service margin of these contracts
should be determined at the level of the portfolio, overriding the current re-
quirement of §22, so as to achieve the accounting objective of IFRS 17 which
“is to ensure that an entity provides relevant information that faithfully repre-
sents those contracts”.

Because the majority of our life and savings portfolios correspond to intergen-
erationally-mutualised contracts (either in France, Italy or Luxemburg), this is-
sue is extremely important for us, and we consider that a European solution
to this issue should be proposed as part of the European endorsement pro-
cess, so that it should not delay the implementation of IFRS 17 on 1st Janu-
ary 2023 at the latest.

The solution may be based on the proposals already provided by the French
standard setter (ANC), or the CFO Forum, or on a new one, if it correctly ad-
dresses this issue.

TSI

Having considered the technical arguments for those that support and those that op-
pose the application of annual cohorts to cash-flow matched contracts, as described

in Annex 1, and having considered the two views from the EFRAG Board above

does the requirement to apply annual cohorts to cash-flow matched contracts meet
the qualitative characteristics described above? Please explain your technical rea-

sons for supporting your view.

[ ]Yes X No

IFRS 17 will not adequately reflect the economic nature of certain insurance
contracts that, in the case of Spain, are cash flow-matched over different gen-
erations of policyholders. The Spanish insurance business model is based on
the active management of the interest rate (reinvestment) and insurance (lon-
gevity/survival) risks of a large pool of contracts by matching cash flows from
the pool of assets to the expected benefits to policyholders.

10
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The fact that longevity risk is estimated on the basis of internal models that
group together a large number of elements covering a population of multi-
year contracts, their grouping by cohorts introduces distortions in the profita-
bility of these contracts that do not exist in a broader one-year view and will
not provide useful information because of the pricing, the business and risk
management techniques applied to these portfolios are done at portfolio level
and not on an annual cohort basis.

Having a reduced number of contracts in the cohort together with a different
profile composition (for example, significant differences in the individual
amount of the liability for remaining coverage for each policyholder) are fac-
tors that generate more variability in the adjustments in the contractual ser-
vice margin — CSM — and increase the scope for “onerous” cohorts when
based on actuarial assumptions supporting the product there would be a
compensation across cohorts. Senior cohorts have a reduced number of poli-
cies from policyholders with a more similar age over time, resulting in a sam-
ple of contracts that are not representative of the expected behaviour of the
global insured population, included in actuarial assumptions. Therefore, co-
horts would generate this “artificial” variability in performance, not aligned with
the economic performance of the product, that is expected to provide a stable
margin with no significant deviations from the assumptions used in pricing in
relation to longevity risk of the global population. The financial information
provided would not be easily understandable by users, this can confuse them,
as they could perceive that the company does not have a good risk manage-
ment framework in place.

Therefore, we believe that the requirement to apply annual cohorts to cash-
flow matched contracts does not meet the technical criteria. Not addressing
this issue will increase significantly the cost of preparing the financial report-
ing and the resulting financial information will not be as useful, as it would be
desirable by different interest parties and stakeholders. We believe this signif-
icant issue should be resolved as part of the endorsement of IFRS 17 by the
European Union. We believe that a potential simple solution to address the
issue described above would be that an entity is not required to apply para-
graph 22 to contracts where contracts and related assets meet the conditions
set out in Article 77b of the Solvency Il - Directive 2009/138/EC (i.e. eligible
for the matching adjustment). However, it may be a new proposal, if an alter-
native solution correctly addresses this issue.

However, we believe that the solutions developed to resolve the annual co-
horts issue for intergenerationally-mutualised contracts and cash-flow
matched contracts should be optional (to allow users to also comply with
IFRS as issued by the IASB) and furthermore should not delay IFRS 17’s ef-
fective date of 1 January 2023.

TSI

Are there any issues that are not mentioned in Appendix Il, Annex 1 and the Cover
Letter regarding the endorsement of IFRS 17 that you believe EFRAG should take

into account in its technical evaluation of IFRS 177 If there are, what are those is-

sues and why do you believe they are relevant to the evaluation?

The main relevant issues have already been mentioned in question (a).
In particular, we would like to stress the importance of including a men-
tion in the cover note where EFRAG recommends that the European
Commission consider specific changes in the CRR made in conjunction

11
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l\;vith the IFRS 17 endorsement process to address the volatility issue de-
cribed.

In addition, it is worthwhile to note that during the implementation of IFRS 17
(in combination with IFRS 9) ESBG financial conglomerates have encoun-
tered several issues that demonstrate the (unnecessary) complexity of IFRS
17 in certain areas and the misalignment between the detailed requirements
in IFRS 17 and the fundamental nature of insurance business. Whilst this im-
plies that financial results under IFRS 9 and IFRS 17 will not always be reflec-
tive of the economics of the underlying businesses, we do not believe that
these issues are sufficient to block the endorsement of IFRS 17 by the Euro-
pean Union in time for the 2023 effective date. However, we do believe that a
tough post implementation review will be needed.

Also, the implementation of IFRS 17 in combination with the participation of
certain entities represented by ESBG in the EFRAG’s field test on the IASB
Exposure Draft on Primary Financial Statements, has highlighted the fact that
the requirements in IFRS 17 are very different from those in IFRS 9, which
used to report the performance of the insurance and banking activities re-
spectively. We are concerned that for financial conglomerates the core reve-
nues that would be shown in the PL will not be comparable between both
businesses and would not portray faithful information on the return of those
activities.

Finally, it should be noted that we are aware of the current on-going dialogue
between the IASB and several audit companies regarding the possibility to
implement macro hedge accounting for insurance contracts. We regret that
many companies have made relevant progress for implementing both stand-
ards (IFRS 17 and IFRS 9) and that there is still no certainty on whether or
under what conditions such accounting would be possible as a risk mitigation
technique.

Part Il: The European public good

Note to the respondents: EFRAG’s reasoning and conclusions with reference to all the other
requirements of IFRS 17 is presented in Appendix I, apart from the observations on the require-
ment to apply annual cohorts to intergenerationally mutualised and cash flow matched contracts,
which are presented in Annex 1 (refer to the section titled Appendix Il in Annex 1).

3

In its assessment of the impact of IFRS 17 on the European public good, EFRAG has
considered a number of issues that are addressed in Appendix Ill and Annex 1 regarding
the endorsement of IFRS 17.

(1)

The EFRAG Board has on a consensus basis assessed that, apart from the require-
ment to apply annual cohorts to intergenerationally-mutualised and cash-flow
matched contracts, all the other requirements of IFRS 17 would improve financial
reporting and would reach an acceptable cost-benefit trade-off. EFRAG has not
identified any other requirements of IFRS 17 that could have major adverse effect
on the European economy, including financial stability and economic growth. Ac-
cordingly, EFRAG assesses that all the other requirements in IFRS 17 are, on bal-
ance, conducive to the European public good.

Do you agree with this assessment for all the other requirements apart from the re-
quirement to apply annual cohorts to intergenerationally mutualised and cash-flow
matched contracts?

[1Yes [XINo
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If you do not agree, please provide your arguments and what you believe the implica-
tions of this could be for EFRAG’s endorsement advice.

As we have mentioned in Part | of this questionnaire, other problems remain
(apart from annual cohorts) that would have a negative impact if not resolved.

For those issues that affect the calculation of the regulatory capital require-
ments for financial conglomerates, an appropriate solution should be found
before IFRS 17 enters into force.

Regarding the other unresolved priority issues, we believe they should not
block the endorsement of IFRS 17 by the European Union. Addressing the
concerns on these unresolved issues would significantly improve the quality
and usefulness of IFRS 17. However, we agree that these remaining issues
should not block the endorsement of IFRS 17 by the European Union in time
for the 2023 effective date and, therefore, should not lead to amendments to
IFRS 17 as part of the European endorsement process. We recommend to
re-evaluate these issues in the context of a post implementation review of
IFRS 17, or sooner if possible within the context of other IASB projects such
as Dynamic Risk Management.

EFRAG Board members were split between two groups, as described in the Cover
Letter and above, with reference to the requirement to apply annual cohorts for con-
tracts with intergenerational mutualisation and cash-flow matched contracts.

Having considered the technical arguments for those that support and those that op-
pose the application of annual cohorts to intergenerationally-mutualised contracts,
as described in Annex 1, and having considered the two views from the EFRAG
Board above, is the requirement to apply annual cohorts to intergenerationally-mutu-
alised contracts (within the context of paragraphs B67-B71 of IFRS 17) conducive to
the European public good? Please explain your technical reasons for supporting
your view.

[lYes [XINo

The standard allows for transferring FCF among groups of contracts that are
mutualised (see B70). However, the implementation of such requirements
would be highly costly and would imply a significant level of subjectivity. The
identification of amounts to be reclassified between the groups of contracts
requires a specific allocation pattern and an extensive historic follow-up, while
it will eventually not reflect the management expectations as these are in
practice defined at a higher level than the annual cohorts.

Because the profitability of intergenerationally-mutualised contracts should re-
main the same at annual cohort or at aggregated level, and no cohort can be-
come onerous unless the whole mutualised portfolio becomes onerous, ap-
plying the requirements of §22 would require setting up complex allocation
mechanisms for no benefit.

There is a consensus within the French insurance market (and other coun-
tries concerned by the issue) that the implementation of annual cohorts will
come at a certain cost. Ultimately, there is a risk that this cost will affect the
policyholders, without providing relevant information to the users.

The operational costs related to the application of the annual cohorts are ma-
terial both at implementation and in the running phase, because of the vol-
ume of data to be managed. These are long-term contracts, which can stay in
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force over several decades, thus storing and processing the corresponding
data by cohort will require a significant increase in IT capacities.

Closing activities related to the preparation and control of input/output data of
both actuarial and accounting processes would be multiplied accordingly, and
would increase continuously over time as new groups of contracts are under-
written, requiring more resources and more costs.

Monitoring the profitability of intergenerationally-mutualised contracts by an-
nual cohort for pure accounting purposes would be costly, complex and artifi-
cial.

Consistent with the annual cohorts’ requirements, asset-liability management
may be performed at the cohorts’ level, and would result in a significant effi-
ciency loss because it has no economic or contractual substance.

The performance of the entity would be difficult to explain when decomposing
the profitability of contracts by generation and trying to link it to individual as-
sets on which policyholders have no direct share.

Ultimately, the negative impact on the European public good should not be
underestimated since part of the additional costs may affect the policyholders.

It should be reminded that the current legal and contractual terms and condi-
tions governing intergenerationally-mutualised contracts, as issued in France
and some other countries, reflect the willingness of the regulator and of the
insurers to share equitably the return of the underlying assets across genera-
tions. Over the long term, the annual cohorts’ requirements could influence,
for sole accounting purposes, the design of insurance products, modify the fi-
nancial asset management policy and the current coverage system, which
has been designed to provide a safe and stable framework to the policyhold-
ers to manage long-term savings and retirement benefits.

We have not identified any practical benefit of applying the annual cohorts’ re-
quirements to intergenerationally-mutualised contracts. None of the IFRS 17
disclosures requirements has this level of granularity, and they will not be part
of the financial communication of insurance companies. The IFRS 17 indica-
tors of the annual cohorts will not be useful for these contracts because they
result from an artificial allocation of cash flows below the portfolio level. An
accounting requirement that ignores the economic consequences of the legal
and contractual terms will most likely be of no interest to investors and ana-
lysts.

(3)

TSI

Having considered the technical arguments for those that support and those that op-
pose the application of annual cohorts to cash-flow matched contracts, as described
in Annex 1, and having considered the two views from the EFRAG Board above, is
the requirement to apply annual cohorts to cash-flow matched contracts conducive
to the European public good? Please explain your technical reasons for supporting

your view.

[ ]Yes X No

As we mentioned in Part |, IFRS 17 will not adequately reflect the economic
nature of certain insurance contracts that, in the case of Spain, are cash flow-
matched over different generations of policyholders.

The fact that longevity risk is estimated on the basis of internal models that

group together a large number of elements covering a population of multi-
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year contracts, their grouping by cohorts introduces distortions in the profita-
bility of these contracts that do not exist in a broader one-year view.

Having a reduced number of contracts in the cohort together with a different
profile composition (for example, significant differences in the individual
amount of the liability for remaining coverage for each policyholder) are fac-
tors that generate more variability in the adjustments in the contractual ser-
vice margin — CSM — and increase the scope for “onerous” cohorts when
based on actuarial assumptions supporting the product there would be a
compensation across cohorts.

Consequently, the Profit and Loss statement of insurers which will be ob-
tained by adding the individual results of each cohorts for long-term contracts
may not portray the performance of the product, especially when there are
senior cohorts. This effect may be significant depending on the adjustments
to future cash flows that relate to senior cohorts.

All this can lead to a negative impact on the European public good. Unjusti-
fied impacts on profitability may cause groundless concerns in equity markets
about the insurers. That in conjunction with the persistent low interest rate en-
vironment, could lead to discouraging the sale of this type of insurance busi-
ness in favour of unit-linked type of products where policyholders bear the in-
vestment risk. Additionally, given that in this type of contracts, entities invest
in financial assets that provide sufficient risk-adjusted returns to secure those
guarantees, this protects the financial strength and stability of the insurance
industry.

In terms of cost benefit, increased resources will be required to allocate un-
derlying assets to cohorts, as well as costs related to data storage and ap-
proval of disclosure amounts and it is considered that the efficiency of ALM
will be lost as there will be difficulties in justifying the link between certain
types of investments and the contracts of a specific cohort.

In conclusion, maintaining this requirement can be costly, may not accurately
reflect their economics and the way they are managed for legal and contrac-
tual purposes, and will therefore be of little value to users. In addition, the in-
surers may want to discontinue that kind of contracts.

We believe this significant issue should be resolved as part of the endorse-
ment of IFRS 17 by the European Union.

We believe that a potential simple solution to address the issue described
above would be that an entity is not required to apply paragraph 22 to con-
tracts where contracts and related assets meet the conditions set out in Arti-
cle 77b of the Solvency Il - Directive 2009/138/EC (i.e. eligible for the match-
ing adjustment).

Several organizations have presented documents in recent months describ-
ing this issue. Please, for more detail about this type of contracts see Appen-
dix 1and the description provided in Annex A of DEAs Annex 1.

However, we believe that the solutions developed to resolve the annual co-
horts issue for intergenerationally-mutualised contracts and cash-flow
matched contracts should be optional (to allow users to also comply with
IFRS as issued by the IASB) and furthermore should not delay IFRS 17’s ef-
fective date of 1 January 2023.

TSI
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Part lll: The questions in Part lll relate to all the other requirements in IFRS 17 apart from
the requirement to apply annual cohorts to intergenerationally mutualised and cash-flow
matched contracts

Notes to the respondents: In this Part, “IFRS 17” or “requirements in IFRS 17” or “the Standard”
is intended to be referred to all the other requirements in IFRS 17 apart from the requirement to
apply annual cohorts to intergenerationally mutualised and cash-flow matched contracts (your
views on the latter requirement are to be covered in Part |V).

The European Commission and the European Parliament asked EFRAG to provide its views on
a number of specific matters, that are presented below.

Improvement in financial reporting

4 EFRAG has identified that, in assessing whether the endorsement of IFRS 17 is condu-
cive to the European public good, it should consider whether the Standard is an improve-
ment over current requirements across the areas which have been subject to changes
(see paragraphs 15 to 27 of Appendix lllI). To summarise, for all the other requirements in
IFRS 17 apart from the requirement to apply annual cohorts to intergenerationally mutu-
alised and cash-flow matched contracts, EFRAG considers that they provide better finan-
cial information than IFRS 4.

Do you agree with this assessment?

[lYes [XINo

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

In general, the standardization of the disclosure requirements contributes positively
to enhance the comparability between competitors. However, the principle-based
nature of the Standard also means that companies could adopt different ap-
proaches. Thus, comparability is not entirely granted by the IFRS 17 Standard.

Additionally, as we mentioned in Part | of this questionnaire, other problems persist
(in addition to the annual cohorts) therefore, if they are not resolved, they will not
provide better information than IFRS 4 for that specific topic. Although they should
not block the approval of IFRS 17 by the European Union in time for the effective
date of 2023, those that affect the calculation of the regulatory capital requirements
of financial conglomerates, they should be resolved before IFRS 17 enters into
force with a change in CRR.

Please also see the answer in question referring to procyclicality and volatility.

Costs and benefits

5 EFRAG’s initial assessment is that taking into account the evidence obtained from the var-
ious categories of stakeholders, the benefits of all the other IFRS 17 requirements in IFRS
17 exceeds the related costs.

Do you agree with this assessment?
X Yes [ No

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

Given the complexity embedded in the IFRS17 Standard we believe that it would
take some time for internal users and external stakeholders to fully understand
and use the new financial statements in an active manner where making
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business decisions. It is very difficult to quantify and measure the benefits of
IFRS 17 — compared to the incurred cost of implementing the standard — and be-
lieve that the benefits of IFRS 17 may be more visible at a European industry
level than for individual companies in a certain jurisdiction; however we note that
this improvement in consistency in financial reporting amongst insurers could
have been achieved at a much lower cost.

For example, in those jurisdictions where a dual accounting system will be kept
temporarily (i.e. local GAAP and IFRS) additional costs and burdens are ex-
pected to be faced during the first years after the implementation date.

Finally, the consolidation reporting process (especially for financial conglomer-
ates) is expected to be more demanding given the additional effort which is re-
quired to aggregate and disclose the insurance results in the consolidated finan-
cial statements. It is worth mentioning that from a cost and operational perspec-
tive, the IFRS17 calculations will be done only once at legal entity level (i.e. insur-
ance company level) and will be then consolidated at group level including the
necessary intercompany adjustments (e.g. treatment of acquisition costs paid to
the bank distributor which is part of the Group). Any other operating model which
might require additional IFRS17 calculations at Group level is regarded as un-
bearable from a cost and time perspective and would change our conclusion on
whether the benefits exceed the costs.

Other factors
Potential effects on financial stability

6 EFRAG has assessed the potential effects on financial stability based on the ten criteria
set out in the framework developed by the European Central Bank “Assessment of ac-
counting standards from a financial stability perspective” in December 2006. Based on this
assessment, EFRAG is of the view that, on balance, IFRS 17 does not negatively affect
financial stability (Appendix Ill paragraphs 428 to 482).

Do you agree with this assessment?

X Yes [ ] No

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

We agree with this assessment, but if the issues mentioned in Part | are not re-
solved, they will affect the stability of some companies.

Potential effects on competitiveness
(Appendix Ill paragraphs 227 to 286)

7 EFRAG has assessed how IFRS 17 could affect the competitiveness of European insur-
ers taking into account the diversity in their business models vis-a-vis their major competi-
tors outside Europe.

Article I. EFRAG concludes that the underlying economics and profitability will always be
more decisive in taking up a business in a particular region or a particular insurance prod-
uct than changes to the accounting that is used to report on it.

Do you agree with this assessment?
X Yes [ No
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If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

Although the underlying economics and profitability will always be more decisive in
taking up a business in a particular region or launching a particular insurance prod-
uct, accounting is also relevant and it could be a competitive disadvantage com-
pared to entities’ competitors if the later are not required to apply IFRS 17. How-
ever, the potential effects on competitiveness should not block the endorsement of
IFRS 17 by the European Union in time for the effective date of 2023.

Potential impact on the insurance market (including impact on social guarantees)

8 EFRAG has assessed the potential impact on the insurance market in Appendix Il para-
graphs 287 to 325.

EFRAG commissioned a study from an economic consultancy. This study (‘Economic
Study’) stated that entities may re-consider both their pricing methodologies and product
offers when applying IFRS 17 for the first time. The effect on pricing may be more significant
than the effect on product offers. However, EFRAG does not have any quantification of the
extent of changes in pricing or product design that would result from it.

As per the Economic Study, a majority of stakeholders interviewed (i.e. supervisory author-
ities, insurers and external investors) agreed that IFRS 17 alone would not impact the asset
allocation of insurance undertakings, because this activity is more driven by risk manage-
ment and/or asset/liability management.

Furthermore, EFRAG has considered how IFRS 17 could affect small and medium-sized
entities (SMEs). EFRAG concludes that the number of small insurers that would be affected
by IFRS 17 in producing their individual financial statements is very limited (between 27 and
35 depending on the option chosen based on the proposed* EIOPA quantitative thresholds).

(a) Do you agree with the assessment on pricing and product offerings?

X Yes [INo

(1) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(2) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

As mentioned in the commissioned study, both the pricing methodologies and prod-
uct offerings may vary when we apply IFRS 17 for the first time, but it is difficult to
have a quantification of the scope and impact of the changes.

(b) Do you agree with the assessment on asset allocation?

[] Yes [XINo

(3) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(4) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

4 Reference is made to EIOPA's publicly consulted Consultation Paper on the Opinion on the 2020 review of Solvency
II to amend the thresholds for applying Solvency II.
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ESBG believes that the asset allocation of insurance companies under IFRS 9 and
IFRS 17 will be based mainly on risk management, ALM management but also the
accounting treatment of certain financial instruments (for example, insurers may
use more or less derivatives depending on the conclusion of whether they are able
to apply macro fair value hedges of interest rate risk, or invest less in equities than
currently given that there is no recycling in P&L under IFRS 9 and this will create an
accounting mismatch for certain insurance products.

(c) Do you agree with the assessment on SMEs?

[ ]Yes X] No

(5) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(6) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

While this matter should not block the endorsement of IFRS 17 with a 1 January
2023 effective date, EFRAG’s analysis on SMEs affected by IFRS 17 is misleading.
To define “small” insurers, EFRAG uses EIOPA’s definition of small insurers for
which Solvency Il requirements do not apply. This means that EFRAG’s analysis fo-
cuses only on extremely small insurers and fails to consider the large number of
small and medium unlisted insurers which apply IFRS as part of the option under
article 5 of the IAS regulation in Europe. In addition, for those small and medium
sized insurers for whom Solvency Il does apply there are a range of exemptions
and proportionality principles which are intended to facilitate a significant reduction
in burden. There is no such relief in IFRS 17, so all insurance companies in Europe
who will be under IFRS 17 will have to apply the full standard irrespective of their
size.

Presentation of general insurance contracts

9 EFRAG is of the view the presentation requirements of IFRS 17 would provide relevant
information. EFRAG also concludes that providing separate information for contracts that
are in an asset, from those in a liability, position would provide useful information to users.
(Appendix Il paragraphs 118 to 125, 360 to 362).

Do you agree with this assessment?

[ ]Yes X] No

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

IASB is working on a new Primary Financial Statements standard. We believe that
the interaction of this new standard with IFRS 17 will present the following issues,
especially for financial conglomerates:

- The IASB has not provided clear guidance in the exposure draft of the new fu-
ture standard about how entities with different business activities should pre-
pare their financial statements. No reference is included also in IFRS 17. Cur-
rently there is diversity in how financial conglomerates across different jurisdic-
tions in Europe prepare its P&L, therefore we are not sure whether IFRS 17 will
provide more comparative information.

- The exposure draft on Primary Financial Statements requires an analysis of ex-
penses using either a by nature or by function presentation, based on which-
ever method provides the most useful information. Given that the Insurance
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Service Result is net of direct attributable expenses, if we decide to present ex-
penses by nature, it may convey the message that the banking business is our
predominant activity, and that most of the non-attributable expenses relate ex-

clusively to this business.

- The Insurance Service Result will be not comparable with the current infor-
mation provided in the annual report regarding business information (IFRS 8);
as it is difficult to explain and reconcile.

- The identification of acquisition and other costs attributable to insurance con-
tracts at consolidated level is complex and will require sophisticated analytical
developments. Financial conglomerates should be able to allocate the costs by
businesses even when market-based commissions (intragroup transactions
that are eliminated) may be used as reasonable proxy of the costs incurred in
order to avoid having two different CSM (consolidated level and insurer stand-
alone separate level). Such allocation is not required for the banking business
— IFRS 9 only allows for incremental transaction costs to be deducted in the
EIR — which leads to question whether the resulting P&L for financial conglom-
erates will provide useful information to users.

We do not believe that these should block the endorsement of IFRS 17 by the Eu-
ropean Union in time for the 2023 effective date, but they should be resolved in the
new IFRS referring to Primary Financial Statements.

Interaction between IFRS 17 and Solvency Il

EFRAG concludes that in implementing IFRS 17, there are possible synergies with Sol-
vency Il, but the extent of such synergies varies between insurers. In addition, no syner-
gies are expected for building blocks that are specific to IFRS 17 such as the contractual
service margin which is not an element of the measurement approach for insurance liabili-
ties under Solvency II. Synergy potential is available in areas that have a high degree of
commonality under the two frameworks, i.e. the building blocks for the measurement of
the insurance liability needed to establish the cash flow projections, and actuarial systems
to measure insurance liabilities. The potential depends, to an extent, on the differences in
the starting position of insurers and the investments already made in the implementation
of Solvency Il. It also depends on the amount of effort to adapt existing actuarial systems,
that were developed for the Solvency Il environment, to the IFRS 17 reporting require-
ments. (Appendix Il paragraphs 401 to 412).

Do you agree with this assessment?
M Yes [INo

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

No additional comments

Impact of the new Standard on financial stability, long-term investment in the EU, procycli-
cality and volatility

On financial stability, refer to the conclusions in paragraph 6 of this Invitation to Comment.

On long-term investment in the EU, EFRAG’s view is that asset allocation decisions are
driven by a variety of factors, among which external financial reporting requirements might
play some part but do not appear to be a key driver. There is no indication that IFRS 17 in
isolation would lead to any significant changes in European insurers’ decisions on asset
allocation or holding periods (Appendix Il paragraphs 96 to 123).
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On procyclicality and volatility, EFRAG believes that IFRS 17 has mixed effects on procy-
clicality. IFRS 17 may result in more volatile financial performance measures because of
the use of a current measurement. However, from the evidence collected, it is not likely that
this volatility has the potential to play a specific role in producing pro-cyclical or anti-cyclical
effects. EFRAG also assesses that IFRS 17 does not have the potential to reinforce eco-
nomic cycles, such as overstating profits and thus allowing dividends and bonus distribu-
tions in good times, as there is no linkage between the accounting equity (cumulative re-
taining earnings) and amounts available for distributions, which are defined within the re-
quirements of Solvency Il or within the requirements at national level, independently from
the IFRS accounting. Finally, EFRAG notes that the transparent nature of the IFRS 17 in-
formation has the benefit for investors to be able to react timely to any changes at hand,
thereby avoiding cliff-effects. (Appendix Il paragraphs 483 to 507).

(a) Do you agree with the assessment on long-term investment?
MXYes [INo

(1) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(2) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

(b) Do you agree with the assessment on procyclicality and volatility?

[ ]Yes X] No

(3) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

As mentioned in EFRAG’s Appendix Ill in case of insurers that are part of a finan-
cial conglomerate, as the IFRS book values of equity of the banking parent com-
pany are the basis for the prudential ratios, volatility would affect other comprehen-
sive income and thus the basis of calculating regulatory capital requirements.

Despite the fact that EFRAG justifies that this finding is related to prudential regula-
tion, and therefore, it does not pronounce on the matter, the source of this volatility
originates with the final requirements in IFRS 17 as explained in Part I, therefore
ESBG believes it is necessary to find a solution before IFRS 17 enters into force,
without impacting the 1 January 2023 effective date of the standard.

As explained in our cover letter, this is a condition for ESBG to support the en-
dorsement of IFRS 17 in Europe and leads us to request that EFRAG recommend
the European Commission to consider specific changes in the CRR made in con-
junction with the IFRS 17 endorsement process.

ESBG is at the disposal of the European Commission and any other interested
party to work together on how the CRR could be changed and explain the solutions
that its members envisage to address the volatility in OCl issue.

In this regard, we detail below two different approaches that could be further ana-
lysed:

1. Change in the CRR so that the CSM is considered as eligible own funds, at least
in part.
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2. Propose a filter on amounts recognised in OCI arising from a particular type of
contracts together with the amounts arising from the backing assets to those con-
tracts. The scope could be aligned with the contracts that we are asking to be
scope out from the annual cohort requirement.

(4) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

IFRS 17 and IFRS 9

EFRAG is of the view that mismatches reported by preparers that contributed to EFRAG’s
assessment do not arise solely from the application of IFRS 17 and IFRS 9 but are mostly
economic in nature. EFRAG considers that reporting the extent of the economic mis-
matches in profit or loss provides useful information.

In EFRAG’s view, asset allocation decisions are driven by a variety of factors and disen-
tangling the impact of accounting requirements from other factors is difficult. When defin-
ing the accounting for financial assets under IFRS 9, an insurer would not apply business
models determined in isolation, but rather business models that are supportive of or com-
plementary to their business model for managing insurance contracts. EFRAG notes that
the interaction between each of an entity’s internal policy decisions will determine the im-
portance of any accounting mismatches remaining in the financial statements and this
may differ largely from one insurer to another.

EFRAG has assessed the different tools that both standards offer to mitigate accounting
mismatches. EFRAG assesses that:

(1) there is no conceptual barrier against the application of hedge accounting in the
context of IFRS 17. However, given the lack of experience and systems by the in-
dustry, it would require significant investment both in time and systems development
to achieve hedge accounting in this context (Appendix Ill, Annex 5);

(2) the treatment of OCI balances and risk mitigation at transition will not, on balance,
negatively impact the usefulness of the resulting information.

(a) Do you agree with the assessment on the application of hedge accounting?

[ ]Yes X] No

(1) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

We disagree with this assessment. As we mentioned in Part | there are still relevant
uncertainties regarding whether the fair value macro hedge approach on interest
rate risk will mitigate the referred volatility in an effective way, but also there are
uncertainties whether the auditors will agree on such implementation for the insur-
ance business.

Accordingly, we do not agree with the assessment that the application of hedge ac-
counting is only hindered by the lack of experience and systems in the insurance
industry and could be resolved by investing significant time and systems develop-
ment. Even insurance companies that are subsidiaries of banks in the context of fi-
nancial conglomerates may not benefit of the extended use of hedge accounting
carried out at the parent entity level (for the banking business) having at their dis-
posal IT systems that could be used for hedge accounting.
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This is a problem for long term savings business that are managed through cash
flow matching techniques, including the use of derivatives to mitigate interest rate
risks and are measured through the general model. Derivatives may also be used
to manage financial risk in other saving contracts and not for trading purposes.

We are concerned about not being able to offset the underlying impacts on the
measurement of liabilities with the corresponding impacts on the asset side. It is the
objective of ESBG members to protect P&L and OCI from any volatility arising from
changes in the measurement of assets and liabilities.

(2) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

(b) Do you agree with the assessment on the treatment of OCI-balances and risk mitigation?

[ ]Yes X No

(3) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

IAs we have mentioned in Part | of this questionnaire and in the question related to
procyclicality and volatility, the treatment of OCI-balances and risk mitigation will
have a negative impact on the usefulness of the resulting information. Although
they should not block the approval of IFRS 17 by the European Union in time for
the effective date of 1 January 2023, those that affect the calculation of the regula-
tory capital requirements of financial conglomerates should be resolved before
IFRS 17 enters into force with a change in CRR.

(4) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

Application of IFRS 15

In some instances, an entity (including insurers) may choose to apply IFRS 15 instead of
IFRS 17 to contracts that meet the definition of an insurance contract but that have as
their primary purpose the provision of services for a fixed fee. EFRAG concludes that this
option would probably be made by those entities that do not operate in the insurance busi-
ness. EFRAG concludes that for these entities accounting for these contracts in the same
way as for other contracts would provide useful information and that applying IFRS 17 to
these contracts would impose costs for no significant benefit (Appendix Il paragraphs 68
to 76).

Do you agree with this assessment?
DX Yes [1No

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

No additional comments

23



Doc 041/2021

=
(& TSI

Vers. 1.1

14

15

Implications of transitional requirements

Considering the extent of the information available for each particular group of insurance
contracts at transition, EFRAG assesses that the existence of three transition approaches
does not result in a lack of relevant information. The alleviations granted under the modi-
fied retrospective approach are still leading to relevant information as they enable achiev-
ing the closest outcome to a full retrospective application without undue cost or effort. In
addition, EFRAG acknowledges that the possible use of three different transition methods
may affect comparability among entities and, for long-term contracts, over time. However,
the practical benefits of the modified retrospective and fair value approach, which were
introduced by the IASB to respond to operational concerns of the preparers, may justify
the reduced comparability (Appendix Il paragraphs 129 to 155, 228 to 237, 300 to 303,
372 to 374, 398 to 400).

Do you agree with this assessment?
MXYes [INo

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.

ESBG agrees that the existence of three transition approaches in IFRS 17 should

not be considered to result in a lack of relevant information in financial reporting of
insurers. Each entity issuing insurance contracts may face different restrictions at

the transition date (for example, lack of or impossibility to re-estimate certain past

cash flows consistent with IFRS 17 requirements) and these limitations will impact
the transition approach used when implementing the standard.

We support the existence of the modified retrospective approach and fair value ap-
proach as practical expedients for transition where obtaining the information re-
quired for the fully retrospective approach is impracticable. We note that the modifi-
cations permitted under the modified retrospective approach, as set out in para-
graphs C9 to C19 of IFRS 17, are too restrictive and do not provide the simplifica-
tions that make retrospective application possible in practice, accordingly ESBG
members expect to use the fair value approach as the only available way to imple-
ment IFRS 17.

Article |.  Impact on reinsurance

EFRAG concludes that the separate treatment under IFRS 17 of reinsurance contracts
held and underlying direct contracts reflects the rights and obligations of different and sep-
arate contractual positions. Furthermore, EFRAG acknowledges that reinsurance con-
tracts issued or held may meet the variable fee criteria even though IFRS 17 states that
they cannot be insurance contracts with direct participation features. However, EFRAG
assesses that the risk mitigation option would largely address the accounting mismatches,
thereby balancing relevant information. In addition, for reinsurance contracts held that are
used to recover losses from the underlying contracts, EFRAG considers that the Amend-
ments provide relevant information as they aim at reducing accounting mismatches which
is present under the original version of the Standard (Appendix Il paragraphs 63 to 74,
210 to 216, 274 to 275, 349 to 352, 395 to 397).

Do you agree with this assessment?

X Yes [ ] No

If you do not agree, please provide your arguments and indicate how this could affect EF-
RAG’s endorsement advice.
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No additional comments

Implementation timeline

Feedback from the Limited Update to the Case Studies shows that the delay to the effec-
tive date of IFRS 17 to 1 January 2023 results in higher one-off implementation costs for
preparers. However, the delay is also helping preparers to adjust their project approaches
to the operational difficulties of the Covid-19 crisis. EFRAG understands from preparers
that they may choose to avoid these costs by revisiting solution designs or may make
more use of internal (cheaper) resources. Furthermore, according to the Limited Update to
the Case Studies and other feedback from insurance associations, most of the partici-
pants did not intend to early apply IFRS 17, whereas a small minority wanted to have this
possibility. EFRAG is not aware of any European insurer having taken a firm commitment
to early apply the Standard. Finally, EFRAG notes that IFRS 17 requires a presentation of
restated comparative information when applying the Standard for the first time. However,
IFRS 9 does not have similar requirements for financial assets and liabilities (Appendix Il
paragraphs and 609 to 613).

(a) Do you agree with the assessment relating to delay of IFRS 17 implementation till 20237

X Yes [INo

(1) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(2) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

(b) Do you agree with the assessment relating to early application?

X Yes [ ] No

(3) If you do not agree, please provide your arguments and indicate how this could af-
fect EFRAG’s endorsement advice.

(4) Do you have any other observations that you think is relevant for EFRAG’s endorse-
ment assessment on this topic? Please explain.

No additional comments

Do you agree that there are no other factors to consider in assessing whether the en-
dorsement of the Standard is conducive to the European public good?

[ ]Yes X] No

If you do not agree, please identify the factors, provide your views on these factors and
indicate how this could affect EFRAG’s endorsement advice.

In order to conclude that IFRS 17 is conducive to the European public good, the
European Commission should address the volatility in OCl issue explained in
ESBG’ cover letter and in Part I.
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Part IV: The questions in Part IV aim at collecting constituents’ inputs (Questions to con-
stituents in Annex 1) and views relating to the requirement in IFRS 17 to apply annual co-
horts to intergenerationally mutualised and cash-flow matched contracts

Notes to the respondents: Respondents are reminded that responses to this Invitation to Com-
ment will be made public on EFRAG’s website. EFRAG is also inviting respondents to share
quantitative data and to allow confidentiality of this information, constituents are kindly invited to
submit these data separately from the Invitation to Comment. Such quantitative data can be sent
to ifrs17secretariat@efrag.org. Only aggregated resulting data will be made public in the subse-
quent steps of the due process and will be presented in an anonymous way.

The intergenerationally-mutualised and cash-flow matched contracts are specified in paragraph
6 of Annex A within Annex 1.

18 As stated in paragraphs 5 to 9 of Annex 1:

(1) What is the portion of intergenerationally-mutualised contracts and cash-flow
matched contracts of all life insurance liabilities and all insurance liabilities? Please
report the results for these two types of contracts separately where relevant.

As mentioned in Annex | of the DEA, in Spanish insurance market technical provi-
sions subject to the matching adjustment on total technical life provisions is 69.6%
and technical provisions subject to the matching adjustment on the total technical
provisions is 61.49%.

(2) Please indicate the proportion of contracts with intergenerational mutualisation
(within the context of paragraphs B67-B71 of IFRS 17) for which the requirement
around annual cohorts is considered a significant issue. Please specify the share
that would qualify for VFA.

IAs mentioned above, the requirements regarding annual cohorts are an issue for all
French life and health contracts and investment contracts with discretionary partici-

pation features which are not unit-linked. 100% of these contracts would qualify for
VFA.

(3) Please describe the approach you envisage to implement the annual cohorts re-
quirement to contracts with intergenerationally-mutualised contracts (within the con-
text of paragraphs B67-B71 of IFRS 17).

We are unable to answer this question as we do not envisage an approach to imple-
menting the current annual cohort requirements for these types of contracts that will
provide meaningful results. We believe this significant issue should be resolved as
part of the endorsement of IFRS 17 by the European Union.

(4) Please indicate the proportion of cash-flow matching contracts for which the require-
ment around annual cohorts is considered a significant issue. Please specify how
the features of the contracts compare with the description provided in Annex A of
Annex 1.

The requirement around annual cohorts considered a significant issue is for the pro-
portion indicated in the section (a) for Spanish insurance market. The description
provided in Annex A of DEAs Annex 1 on Spanish contracts includes the character-
istics of these contracts.

(5) Please describe the approach you envisage to implement the annual cohorts re-
quirement to cash-flow matched contracts.
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We are unable to answer this question as we do not envisage an approach to imple-
menting the current annual cohort requirements for these types of contracts that will
provide meaningful results. We believe this significant issue should be resolved as
part of the endorsement of IFRS 17 by the European Union.

Part V: Questions to Constituents raised in Appendix lll
19  As stated in paragraphs 532 to 534 of Appendix llI:

(1) In your view, how will the Covid-19 pandemic affect the impacts of IFRS 17 on the
insurance market (see a description of some expected impacts in paragraphs 518 to
527 in Appendix Ill) and indirectly, on the European economy as a whole?

In our opinion, at this time, the Covid-19 pandemic should not impact the decision on
endorsement of IFRS 17 by the European Union in time for the 2023 effective date.

(2) Is the Covid-19 pandemic affecting your implementation process for IFRS 17 and
IFRS 97 Please explain in detail the impacts such as project ambitions, budget for
implementation and ongoing costs, resources, speed of implementation. Please also
explain whether this relates to the IT systems implementation, or rather the actuarial
or accounting aspects of implementation.

No. In our opinion, at this time, the Covid-19 pandemic should not impact the decision
on endorsement of IFRS 17 by the European Union in time for the 2023 effective
date

(3) Are there other aspects around the implications of Covid-19, not yet addressed in
the DEA that you want to expand on?

Not at this time.

Part VI: EFRAG’s overall advice to the European Commission

20 Do you have any other comment on, or suggestion for, the advice that EFRAG is propos-
ing to give to the European Commission?

ESBG has shared previously the main accounting deficiencies that IFRS 17 has, in
our view, and acknowledge that the requirement of annual cohorts is the most
transversal issue, that creates inconsistencies for almost all entities that issue in-
surance contracts, with how these contracts are managed. However, at this current
stage ESBG cannot neglect that the accounting deficiencies not addressed by the
IASB in the final standard altogether will lead to negative consequences in the pru-
dential field for financial conglomerates.

More particularly, what worries ESBG financial conglomerates most is the conse-
quences that endorsing IFRS 17 will have on their solvency ratios for the banking
groups®. This is a significant issue that certain ESBG members — i.e. the financial

5 Financial conglomerates led by a bank have to measure two different solvency ratios:

a) The solvency ratio for the Banking Group: it is the banking solvency, based on CRR (reported to
competent authorities through COREP and disclosed to market on a regular basis, including through the
Pillar III report), and

b) The solvency ratio for the Financial Conglomerate: it is the solvency as a financial conglomerate
based on FICOD (reported to competent authorities through ad-hoc reportings as stated by FICOD and
disclosed to the market through the Pilar III Report).
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conglomerates affected by this issue — already highlighted to EFRAG and the Euro-
pean Commission within its letter of 23 July 2020. A copy of this document is pro-
vided in Appendix 1 to this letter.

In this context, we support endorsement of IFRS 17 provided that there is (i)
an appropriate prudential solution that addresses the volatility arising in OCI
for financial conglomerates and (ii) an accounting solution for the annual co-
horts issue. Both issues must be resolved as part of the endorsement pro-
cess, addressing the first issue as a change in the Capital Requirements Reg-
ulation (CRR), and both should not impact the 1 January 2023 effective date
of IFRS 17.

Regarding the volatility in OCI, given it is an issue arising from the applica-
tion of IFRS 17 that affects prudential requirements for financial conglomer-
ates, ESBG requests that EFRAG recommend that the European Commission
consider specific changes in the CRR made in conjunction with the IFRS 17
endorsement process.

As explained in more detail below, except for annual cohorts, we believe that the
requirements in IFRS 17 that lead to such volatility in OCI should not impact the en-
dorsement process. That is, although these requirements were highlighted in the
past by ESBG to be addressed by the IASB within the project to amend IFRS 17,
and for which we proposed solutions, our view is that they should not impact the
endorsement process of IFRS 17 in the European Union but rather be addressed
by the IASB throughout a post implementation review, or sooner as part of other
current on-going projects such as the Dynamic Risk Management new model for
macro hedging.
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Appendix 1: Letter submitted by Pan-European Conglomerate Club to EFRAG and Euro-
pean Commission

Pan-European Conglomerate Club
To
European Commission
John Berrigan
Director-General — DG Financial Stability, Financial Services and Capital Markets Union (FISMA)
Rue de Spa 2 / Spastraat 2
B - 1000 Bruxelles / Brussel

Didier Millerot

Head of Unit

Insurance and Pensions (FISMA.DDG.D .4)
Rue de Spa 2 / Spastraat 2

B - 1000 Bruxelles/Brussel

Copy:

EFRAG

Jean-Paul Gauzes
Chairman EFRAG Board
Square de Meets 35
B-1000 Bruxelles/Brussel

23 July 2020
IFRS 17 implementation — Annual cohorts and negative impacts on solvency ratios issues
Dear Sirs,

In the context of the upcoming IFRS 17 implementation decision in Europe, we consider that func-
tioning of private solidarity mechanisms established by history and European culture as well as the life
insurance sector's stable contribution to the financing of the economy through long-term investment
in shares and bonds should not be weakened by a change in an accounting standard.

The IASB has issued its Amendments to IFRS 17 on 25 June 2020. Yet several major issues remain
unresolved despite the repeated comments or proposals of many stakeholders.

The way life savings and retirement contracts are managed conflicts with the IASB obligation
to group the contracts by annual cohorts

High in the list is the annual cohort requirement for contracts with intergenerational sharing of risks
or cash flows. This is a major issue for life saving and retirement contracts in several European coun-
tries. In France and Italy, the legal and contractual frameworks require that the policyholders have the
same potential right to the return of the underlying assets whatever their underwriting year. Broadly
similar contracts exist in other jurisdictions such as Germany or Luxembourg. In Spain, the regulations
require an asset-liability management for long term retirement contracts based on cash flow matching
techniques, which provides for an intergenerational sharing of risks. Both cases are different, but the
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way they are managed conflicts with the obligation set by the IASB to group the contract by annual
cohorts. This is detailed in the annual cohort appendix.

IFRS 9 and IFRS 17 will introduce artificial P&L and solvency ratio®, volatility for the finan-
cial conglomerates requiring an amendment to CRR

Life saving and retirement contracts (but also long term P&C contracts) are based on a long term
holding of the underlying assets. The simultaneous application of IFRS 9 and IFRS 17 conflicts with
this business model. Under IFRS 9, equity investments are normally measured at fair value though
P&L, because the alternative approach of fair value through OCI prohibits the OCI recycling upon
disposal of the equity (we believe the OCI recycling upon disposal should be allowed again in order
to stop penalising investments in equity assets). This introduces volatility in the P&IL which is not
compensated when insurance contracts are measured using the general model. When the saving and
retirement contracts are measured using the variable fee approach (VFA), the sole measurement model
in IFRS 17 which recognizes an asset-liability linkage, the mechanism of the VFA only provides for
an efficient compensation of the change in the fair value of the underlying assets if the contractual
service margin remains positive. This means that sudden brutal unfavourable financial markets evolu-
tions may trigger an immediate loss on the liability side, even if this loss is only temporary and will not
affect the fulfilment of its obligations by the insurer. An illustration is provided in appendix 2.

In addition, considering the long-term nature of the pension business, if insurers invest in debt instru-
ments, changes in the fair value of the assets — regardless of whether they are measured at fair value
through P&L or through OCI — will not have the same equivalent offsetting amount in the liability
side for different reasons such as credit spread risk, liquidity risk, or because the estimated expected
profit of these contracts is not remeasured over time, leading to significant amounts of volatility in
other comprehensive income (OCI) or profit and loss.

On these volatility issues that will impact prudential ratios of financial conglomerates, we believe that
a BEuropean solution should be developed. Such a solution may be based through exploring any alter-
natives to change the future requirements included in the CRR once IFRS 17 has been endorsed at
European level. Any change should have as objective to portray the economics of the insurance con-
tracts in terms of the solvency of the conglomerate.

Transition methods will have a negative impact on shareholders’ fund and on the financial
conglomerate solvency ratio at transition date

Additionally, the transition from the current standards to IFRS 9 and IFRS 17 creates specific issues.
IFRS 17 provides for several transition methods (a full retrospective approach, a modified retrospec-
tive approach and a fair value approach). The second and third methods are supposed to alleviate the
cost of the transition, yet some of the simplifications introduced may have a negative effect on the
level of the shareholders’ fund at transition date. An example is provided in appendix 3. From a higher
perspective, the effect of the transition on the shareholders’ fund creates a specific issues for financial
conglomerates for which the banking solvency ratios are based on the IFRS consolidated accounts,

6 Financial conglomerates led by a bank have to measure two different solvency ratios:

a) The solvency ratio for the Banking Group: it is the banking solvency, based on CRR (reported to
competent authorities through COREP and disclosed to market on a regular basis, including through the
Pillar 3 report)

b) The capital adequacy for the Financial Conglomerate: it is the capital adequacy based on FICOD
(reported to competent authorities through ad-hoc reportings as stated by FICOD and disclosed to the
market through the Pilar 3 Report)

This letter refers to the effects on a) the solvency ratio for the banking group

30



=
Doc 041/2021 (g
Vers. 1.1

TSI

and may be affected by the change in accounting standards. Pure European insurance groups are much
less affected because their solvency margin requirements are based on Solvency 2, a regulatory
standard distinct from the IFRSs whereas financial conglomerates are subject to the CRR banking
regulation which is based on the IFRSs (all IFRS equity impacts translate into the Solvency ratio unless
a filter is in place).

These unresolved technical issues will lead to massive disposals of equity portfolios and
changes in the debt instruments investment strategy

The most probable effects of the major unresolved technical issues (i.e. annual cohorts for intergen-
erational mutualised insurance contracts and earnings/equity volatility, please refer to annexes) will
lead to massive disposals of equity portfolios and divert life insurers from any current and future
initiatives to strengthen the financial structure of European companies over the long term. Addition-
ally, those insurers that invest in sovereign and corporate debt may be forced to change the type of
insurance products currently being offered to limit themselves to those businesses that fit better under
the accounting requirements of IFRS 17 and IFRS 9 in order to limit the volatility recognised in other
comprehensive income (OCI) or profit and loss.

A European solution to the IFRS 17 annual cohorts’ requitement is needed

Therefore, so as not to penalize the policyholders and not to create impediments to the financing of
the economy that would be contrary to the European public good at a time when long term financing
support towards our corporates is needed, we call for a solution to the annual cohorts requirement
when endorsing IFRS 17. We would propose to provide an optional exemption from the annual co-
horts’ requirement for insurance contracts with intergenerational sharing of risks between policyhold-
ers and contracts that are cash flow-matched over different generations.

A CRR solution is also required to solve the negative impacts on the financial conglomerates’
solvency ratio

We also remain at your disposal to jointly explore other complementary reliefs that may be provided
in the context of reviewing the CRR for the referred volatility in OCI and P&L and negative impact
issues on the solvency ratio of the financial conglomerate.

We hope these major concerns and the solution proposed will hold your attention and we would be
pleased to provide any further information you may require.

If you would like to discuss our comments further, please do not hesitate to contact our coordinators:
Michel Bilger (michel.bilger@credit-agticole-sa.fr) & Nicolas Patrigot (nicolas.patrigot@bpce. ).

Signed by the following conglomerate groups belonging to the Pan-European Conglomerate Club:
. Banca Intesa Sanpaolo,

. BNP Paribas,

. BPCE,

. CaixaBank,

. Crédit Agricole,

. Crédit Mutuel,

. DZ Bank,

. La Banque Postale,

. Société Générale.

O 00 1O\ Ul A~ W~
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Pan-European Conglomerate Club

Issue 1 - The annual cohort issue for contracts with intergenerational sharing of risks between
policyholders

In a nutshell, life and saving participating contracts can be split between :
(i) the unit-linked contracts (for which the policyholder holds identified units of designated
assets),

(i) the “euro” saving contracts (for which the policyholder has a right on the return of an
identified pool of assets, but no specific right over any of these assets),

(iii) the “euro” annuities contracts (under which the beneficiary receives an annuity until death
with a guaranteed interest rate; being part of them as a result of employer’s pension
commitments with their personnel).

Under IFRS 17, (i) and (ii) categories will be measured using the Variable Fee Approach, although
their characteristics are very different, and (iii) will be measured under the General Model.

According to the IFRS 17, contracts should be grouped for measurement purpose by portfolios (sim-
ilar risks managed together), profitability groups (onerous, few chance to be become onerous, and
others), and by “annual cohorts” (the group should not include contracts issued more than one year
apart).

‘Euro’ saving contracts

In the “euro” saving contracts, the policyholders share most of the returns of the same underlying
items across generations, independently from their underwriting year. If some contracts provide for a
minimum rate, this financial guarantee is usually deducted from the return available to the other poli-
cyholders sharing the same pool of assets, and thus implicitly financed by them.

Such contracts are including an intergenerational sharing of financial risks between policyholders. In
France or Italy, the regulation require this intergenerational sharing of risks, and the assets are man-
aged at portfolio level for all contracts sharing the same assets, whatever the fee structure or under-
writing year.

For the “euro” contracts, applying the annual cohorts’ requirement will be largely artificial and will
not provide a relevant information to the users, as it will not appropriately model the economics of
these contracts and their legal and contractual terms.

‘Euro’ annuities contracts

In addition to “euro” saving contracts, life annuities are also a widespread type of insurance contracts
used to promote the long-term savings of European population, which can be both immediate and
deferred annuities, and being promoted by the employees or subscribed directly by individuals.
Although life annuities may have different features across Europe, in certain countries like in Spain,

insurers provide a long-term fixed guarantee on interest rate to policyholders that does not change
over time even if the market interest rates change.
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This guaranteed interest rate credited to the policyholder is set by companies based on the observable
market yield of the investment portfolio assigned for the expected duration of the benefits (life ex-
pectancy in life annuities) when the contract is underwritten.

Considering the above pricing methodology, insurers earn an expected constant financial margin in
these contracts that is the difference between the internal rate of return of financial assets and the
guaranteed interest rate credited to the policyholder, while they are exposed to other non-financial
risks (basically, deviation from the assumptions used in pricing in relation to longevity risk, to the risk
margin or to operating expenses) that would determine the overall margin.

In the specific case of Spain, in order to provide the guaranteed interest rate along the life of the
beneficiary the Spanish regulation incorporated financial immunization and asset-liability management
(ALM) as methodologies for covering interest rate and spread risks for this type of contracts for more
than 20 years ago. This has played an effective role in the control of the interest rate provided to the
policyholder and the spread credit risk assumed by life insurance undertakings even through different
macroeconomic environments (high and low interest rates, different phases in the business cycle...).
It is relevant to mention that the losses incurred as a consequence of asset default would be assumed
by the insurer. This is the reason that justifies the strong restrictions included in the Spanish regulation
regarding which financial investments are eligible for this methodology. Only under exceptional cir-
cumstances, the policyholder will surrender. If this is the case, the amount of surrender will be closely
linked with the market value of the underlying portfolio (i.e. insurance companies do not bear the
underlying market risk in case of a surrender benefit payment).

Under cash flow matching techniques, insurers group contracts issued more than one year apart. The
groups are mainly defined considering the aggregation of homogenous insurance and financial risks.
The optimization of the asset and liability management mechanism and the underlying cash flows
require that the size of these groups of assets and policies are big enough. The objective of these
techniques is to ensure that the expected cash flows to be paid to policyholders match the future
proceeds arising from the financial assets held by insurers (mainly fixed-debt instruments), in terms
of timing, amount and currency. Calculations are prescribed by regulation and require monitoring the
matching of the cash flows in monthly buckets until the extinction of the in-force group of contracts.
There are also compulsory quarterly reviews to ensure there is not a mismatch. By applying these
techniques, there is an intergenerational risk sharing among policyholders, in particular longevity and
financial risks, which is also the basis on which the pricing of these contracts is based and how are
built the internal actuarial statistical models used to estimate expected cash flows.

The management of the in-force contracts is consistent with how the contracts are grouped under the
cash flow matching. Indeed, the above referred cash flow matching techniques are not only used for
managerial and prudential purposes but also with an accounting perspective as financial reporting does
not require to group contracts differently.

To sum up, based on the above descriptions the main features of the insurance contracts to which
cash flow matching techniques are applied across generations are the following:
a) long-term life-saving contracts with a guaranteed interest rate which are only eligible to be

measured under the general model,

b) managed under cash flow matching techniques which are regulated and compulsory for insurers
if they want to provide a guaranteed interest rate,

c) there is intergenerational risk sharing of longevity and financial risk, but
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d) they do not share the features described in paragraphs B67-B71, as the cash flows to be received
by one policyholder are not affected by cash flows of other policyholders or contracts or affect them.

One last remark is that the contracts featured above have been granted a particular treatment under
the prudential regime of Solvency II, using a matching adjustment when measuring the insurance
contracts that permits insurers to adjust the risk-free rate term structure to avoid volatility in the Sol-
vency II own funds. To be eligible for the matching adjustment, insurers must have in place robust
and sound cash flow matching techniques, which reinforces the adequacy of these techniques to man-
age groups of contracts, and at the same time provide evidence that are generally accepted at European
level.

LASB requirements

For the IASB, the annual cohorts are necessary to provide an information of the users of the financial
statements on the profitability trend of the contracts, and to avoid combining profitable contracts in
force with less profitable new business.

However, this assumption relies on the basis that the financial assets can be attached to each annual
cohort. This is correct for the unit-linked contracts, but not for the “euro” saving contracts and “euro”
annuities contracts where no such segregation of assets currently exists, and will have to be determined
solely for applying the annual cohort requirement of IFRS 17.

This issue has been raised in several occasions by several stakeholders, including the EFRAG and the
preparers (notably the CFO Forum). The ANC and the ICAC also submitted this issue to the IASB.
Yet the IASB Board has refused to provide for a solution for the contracts with an intergenerational
sharing of risk and has not considered this issue in the revised standard’ issued on 25th June 2020.
The last refusal dates 5 June 2020 after specific proposals had been submitted to the EFRAG and the
IASB by the ANC, the ICAC and the CFO Forum.

We remain convinced that a solution for the annual cohort requirement can and should be found,
with no material effect on the information provided by the standard. Otherwise, the allocation of the
Contractual Service Margin by annual cohort to comply with IFRS 17 requirement may be costly, may
not correctly reflect their economics and the way they are managed for legal and contractual purposes,
and thus will be of little value for the users. In addition, the insurers may want to discontinue that
kind of contracts, which are currently representing a large amount of the life and saving business in
France, Italy and Spain.

A solution could be found by providing an option to apply or not this IASB annual cohorts require-
ment, as we understand those listed groups and companies that want to apply the requirement for
different reasons (because of their implementation projects, to be fully compliant with IFRS).

Accordingly, in terms of the solution to be adopted by the European Commission we would
propose to provide an optional exemption from the annual cohorts’ requirement for insurance
contracts with intergenerational sharing of risks between policyholders and contracts that are cash
flow-matched over different generations.

7 Although the IASB staff admitted in February 2020 that the cost of tracking “annual cohorts” are high,
and expected benefits are low or reduced
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Issue 2 - Impacts of IFRS 17 in crisis context

IFRS 17 requires insurers to use approaches consistent with current market conditions for liability
valuation purposes.

The longer insurance obligations, the more likely they are sensitive to economic fluctuations. This is
particularly true for life insurance obligations (savings and pensions).

IFRS 17 also deeply modifies performance measurement by the creation of a new indicator: the
“CSM” (Contractual Service Margin). The purpose of the CSM is to prevent upfront profits, as a
deferred profit liability concept. It is gradually allocated into the income statement as insurance or
investment services are provided. It may not be negative: when an increase in the cash flows exceeds
the carrying amount of the CSM, the CSM is reduced to zero. The excess is immediately recognized
as a loss in the income statement (i.e. « loss component » in the terms of IFRS 17).

Every economic variation will subsequently affect the income statement or other comprehensive in-
come statement until a potential improvement of the economic situation, making them particularly
volatile. These impacts will affect the equity of the insurance undertaking and the solvency of its parent
banking company.

The relevance of this point can be illustrated by two examples
Excample 1 — equity as underlying financial assets

This example considers the financial conditions as of march 18th 2020 during the Covid-19 pandemic
(fallout of European equity markets and ongoing low level of interest rates).

If IFRS 17 had been in force, the measurement of the CSM of a life insurance company would have
taken into account these economic conditions. Changes in cash flows related to economic conditions
between the last financial disclosure (i.e. December 31st 2019) and March 18th 2020 would have dras-
tically impacted the level of CSM setting it to nil and even below. The excess amount would have been
recognised as a loss, resulting in a significant impact of the income statement of the company. The
IFRS accounting income would have been reduced by three times its current income.

CSM Measurement

Changes related
to economic conditions
CSM Loss at 18.03.2020
at 31.12.2019

IFRS 17 - CSM measurement due to economic variations
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Example 2 — debt as underlying financial assets

This example is based on a life-long annuity product measured under the IFRS17 general model. Based
on IFRS17 requirements the CSM is measured with the corresponding locked-in rates while the lia-
bility cash flows are re-measured based on actual rates. Based on high-level estimates, a parallel shift
of 20bps interest rate decrease would lead to an increase of liabilities of c.a. 2.5%. This increase in the
value of liabilities would be recorded in OCI leading to an Equity volatility which would, consequently,
lead to a decrease in the Group’s available resources (i.e. CET1 ratio)

Issue 3. Transition — An illustration of negative impacts of the Fair Value Approach on the
shareholders’ fund for contracts measured with the general model

Regarding the Fair Value Approach (“FVA”) at Transition, current IFRS17 requirements lead to an
accounting mismatch in the accumulated amount of OCI for those products without direct participa-
tion features (i.e. business measured through IFRS17 BBA model) but managed under cash flow
matching techniques as per local regulatory requirements (please see issuel). This accounting mis-
match arises from the different treatment on the asset side (financial instruments whose changes are
recorded in OCI) vs on the liability side (potentially no OCI impact at Transition where implementing
the IFRS17 Standard) leading to a negative impact on Equity.

It is our belief that for these contracts, the locked-in rate to be used at transition should be based on
the rate of the underlying assets. In more specific terms, our proposal is to amend paragraph C24(c)
so this option under the FVA at Transition would also be available for contracts measured under the
BBA model and managed through cash flow matching techniques and not only for insurance contracts
with direct participation features to which paragraph B134 applies.

Issue 4. Interaction with IFRS9 Standard — Financial and operational impacts of the limitation
to the Risk mitigation (hedging techniques under IFRS 17)

Current IFRS17 risk mitigation techniques are focused on participating products. However, long term
savings business are managed through cash flow matching techniques, including the use of derivatives
to mitigate interest rate risks and are measured through the general model. Derivatives may also be
used to manage financial risk in other saving contracts.

The interaction between IFRS17 and IFRS9 presents some challenges when it comes to mitigate risks.
Although there has been progress on the possibility to use fair value macrohedges on interest rate risk
for some portfolios of insurance contracts (in a similar way as the referred “EU carve out” which is
already being used by the banking sector), insurance companies are still assessing whether it is an
effective alternative to manage volatility. Current analysis indicate that the risk mitigation options
included in IFRS 9 might not be applicable to the whole universe of insurance contracts which are
currently being measured under IAS39 and IFRS4.

We are concerned about not being able to offset the underlying impacts on the measurement of lia-
bilities with the corresponding impacts on the asset side. Our aim is to protect the Profit and Loss
and Other comprehensive income statements from any volatility arising from changes in the meas-
urement of assets and liabilities.
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About ESBG (European Savings and Retail Banking Group)

ESBG represents the locally focused European banking sector, helping savings and retail banks in 21
European countries strengthen their unique approach that focuses on providing service to local com-
munities and boosting SMEs. An advocate for a proportionate approach to banking rules, ESBG
unites at EU level some 900 banks, which together employ more than 650,000 people driven to inno-
vate at roughly 50,000 outlets. ESBG members have total assets of €5.3 trillion, provide €1 trillion in
corporate loans (including to SMEs), and serve 150 million Europeans seeking retail banking services.
ESBG members are committed to further unleash the promise of sustainable, responsible 21st centu-
ry banking. Our transparency ID is 8765978796-80.
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