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Re: Response of the European Banking Federation (EBF) and the European Savings
Banks Group (ESBG) to the proposals of ED5 Insurance Contracts published by the
I nter national Accounting Standards Board.

Dear Sir Tweedig,

Please find enclosed the comments of the European Banking Federation (EBF) and the
European Savings Banks Group (ESBG) on the Exposure Draft (ED5) on Insurance
Contracts.

The EBF and ESBG believe that it is important to consider the issue of insurance contracts not
only from the insurance perspective but aso to take into account the potential impact it will have
on bancassurers.

As mentioned n the general comments section of the enclosed position paper, the EBF and
ESBG would like to draw the attention of the Board to the fact that many of the proposals of the
ED 5 anticipate the outcome of decisions which remain to be taken under Phase I1. In severa
instances, the options proposed are more complex and therefore difficult to implement. In the
event of any delay to Phase |l of the project, these interim measures could be in place for some
time. In this regard, the EBF and ESBG would ask the IASB to strongly place an emphasis on
consistency, both in terms of the standard itself as well asits interaction with other standards.

The EBF and ESBG fear that the use of current existing accounting policies for the measurement
of liabilities and the use of IAS 39 rules for the vauation of assets, proposed during Phase |,

would create a mismatch between assets arid liabilities. This mismatch would have as a
conseguence the loss of atrue and fair presentation of an insurer’s accounts.

The EBE and ESBG would dso like to highlight the fact that, in their opinion. the unbundling of
insurance contracts is not currently relevant to be addressed as the



developments planned for Phase Il should eliminate the Board' s concerns about the omission of
assets and liabilities from insurers balance sheets.

In terms of deferred acquisition costs and prospectiveness regarding |AS 39 the EBF and ESBG
believe that IAS 39 should be amended in order to alow adeferra of acquisition costs for
contracts which are consistent with contracts in terms of IAS 18 (*“ Revenue recognition”)

We remain at your continued disposal should you wish to discuss the issues addressed in the
position paper.

Yours sincerdly,

Pz

Sg Sg

Nikolaus BOMCKE Chris DE NOOSE

Secretary Generd of the EBF Secretariat Chairman of the ESBG Management
Committee

c.c Mr. Clark, IASB Senior Project Manager



ED 5-INSURANCE CONTRACTS
JOINT POSITION OF THE EUROPEAN BANKING FEDERATION
AND EUROPEAN SAVINGS BANKS GROUP

1. INTRODUCTION

The European Banking Federation (EBF) and the European Savings Banks Group
(ESBG) gppreciate the opportunity afforded by the Internationa Accounting Standards
Board (IASB) to comment on the Exposure Draft (ED5) on Insurance Contracts.

The EBF and ESBG believe that it isimportant to consder the issue of insurance
contracts from not only the insurance perspective but aso to take into account the
potentia impact on bancassurers. Of particular importance are the potentia flow on
effects and the interaction with standards on financia instruments, e.g. IAS 39.

These comments while highlighting the problems associated with the proposas will
endeavour to focus on those issues of particular complexity for bancassurers.

2. GENERAL COMMENTS
2.1 Timing of the Proposals

ED 5isregarded as Phase | of the project of accounting for insurance contracts, and
istherefore only intended as an interim solution until Phase |l isfindised In this
regard, many of the issuesraised by the EBF and ESBG throughout this paper are
related to the interaction of Phase | (ED 5) and Phase U of the insurance contracts
project.

Many of the proposalsin ED 5 anticipate the outcome of decisions which will be
made in Phase I1. Moreover, in severa cases, the options proposed under ED 5 are
more



complex and therefore difficult to implement that potentid result under Phase 1. The
requirements under Phase | will require sysem modifications which may need to be
reversed or readjusted dependant upon which decisions are made under Phase 1|

Furthermore, in the event of any delay to Phase Il of the project, these interim measures
could bein place for somerime.

As such, the EBF and ESBG asks the IASB to place a strong emphasis on achieving
conggency both in terms of the dandard itsdf as well as its interaction with other
standards.

Consgency with IAS 39 is in this regard of vitd importance. Phase Il may well require
accounting for insurance contracts a fair value, however this has not yet been decided.
As severd uncertainties remain regarding the treatment under 1AS 39, the EBF and
ESBG would suggest the extendgon of the use of exising accounting policies in severd
cases until Phase Il has been completed and the full implications of many of the
decisons been thoroughly evauated.

In addition, IAS 39 does not require comparatives, in 2004. A smilar exemption should
also be granted under ED 5.

2.2Prospectivenessregarding IAS 39

The EBF and ESBG bdieve that IAS 39 should be amended such that deferrd of dl
acquistion costs should be permitted, including interna costs such as employee costs.
This deferrd would however be limited to acquistion codts that are directly attributable.
The amortisation of these deferred costs should be maiched to the recognition of revenue
from the related contracts.

The EBF and ESBG would, however, highlight the fact that a more Sgnificant issue
aises in the context of liadilities accounted for a far vaue where the "depost floor”
approach may preclude the recognition of aDAC asset

2.3Assets and liabilities mismatch

The EBF and ESBG would like to underline the different and inconsstent messurement
of assts and ligbilities that will occur in Phase |. The use of current exisling accounting
polices for the messurement of liabilities and exiding IAS 39 (and IAS 40) for the
vaudion of the assts creates an atificid mismaich which makes the andyss of the
financid information less undersandable. It can dso only digort the true and fair
presentation of an insurer's accounts.



3. SPECIFIC COMMENTS
Question 1: Scope

The Exposure Draft proposes that the IFRS would apply to insurance contracts
(including reinsurance contracts) that an entity issues and to reinsurance contracts
that it holds, except for specified contracts covered by other IFRSs. The IFRSwould
not apply to accounting by policyholders (paragraphs 24 of the draft IFRS and
paragraphs BC40-BC51 of the Basis for Conclusions).

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

apply to:

(1) assets held to back insurance contracts (paragraphs BC9 and BC109-BC114).
These assets are covered by existing IFRSs for example, I1AS 39 Financial
Instruments: Recognition and Measurement and 1AS 40 Investment Property.

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

Is this scope appropriate? if not, what changes would you suggest and why?

The EBF and ESBG believe that the standard should be renamed "Insurance Contracts
and Fnancid Ingruments with a Discretionary Participation Festure’. The current
tite is somewha mideading dnce it gives the opinion tha the dandard deds
exclusvely with insurance contracts. In actua fact, the current proposds have wider
affects on many financid indruments currently coveted under 1AS 39.

The EBF and ESBG have no objection to the decison that the accounting principles
for insurance contracts apply to insurance contracts regardiess by whom they are
issued. However, the EBF and ESBG suggest that if there is doubt about the
classfication of a contract, that the contract should be presumed to be an insurance
contract if it isissued by an insurance company.

A second important aspect to be taken into congderation is the mismatch between the
measurement bass of assets (normdly far vaue) and insurance ligbilities (usudly
amortised cost according to current local GAAP). The approach proposed by the
IASB is therefore ingppropriste since in many cases, the assats and liabilities are
economicaly matched. In this regard, the EBF and ESBG agree with EFRAG that this
isacause for concern.

This gpproach will potentidly result in ggnificant digortions in financid Satements
which would no longer be representative of the underlying performance of the
busness. In the European Union, this will be particularly pronounced as a result of
many common products, such as with profit contracts. The EBF and ESBG are
concerned that the approach proposed will create less reiable, less rdevant and more
atifidd results Moreover, the resulting atificid voldility from this mismatch will
be in equity impacting on the level of risk. As is the case for an insurance entity, this
ads has implications for solvency requirements for a banking entity. The proposas
could therefore increase the voldility of the levd of regulaory capitd. There is dso a
rsk that a new measurement will make many contracts gopear unprofitable or require
an increase in cost of capitd.



A third aspect to consider is the implication that this approach has on the consistency of
accounting treatment. Under the proposas in ED5. certain long-term financiad contracts
would be accounted for under IAS 39 and others under ED5S. IAS 39 currently does not
incdude sufficent guidance to account for long-term financid contracts correctly, and
dlows different interpretations and options that may result in inconsistent gpproaches.
This is reinforced by the fact that under ED 5, there is dso a lack of clear guidance on
how insurance liabilities should be measured under ether a far vaue or amortized cost
approach. In this regard, insurance ligbilities could be measured in any number of ways.
Moreover, far vauing insurance is one of the more difficult techniques and yet it is
proposed to adopt it before due consderation has realy been given to the issues. Given
the fact that measurement will be discussed under Phase Il of the project, therefore, it
would seem reasonable that detaills on how to messure insurance ligbilities are adso
postponed until Phase 1. As such, locd GAAP rules should apply until after Phasell.

(b) The Exposure Draft proposes that weather derivatives should be brought within the
scope of IAS 39 unless they meet the proposed definition of an insurance contract
(paragraph C3 of Appendix C of the draft IFRS). Would this be appropriate? if not, why
not?

The EBF and ESBG support EFRAG's view dated that it is appropriate that westher
derivatives are brought within the scope of IAS 39 unless they meet the proposed
definition of insurance contract.

Question 2 - Definition of Insurance Contract

The draft IFRS defines an insurance contract as a 'contract under which one party (the
insurer) accepts significant insurance risk from another parry (the policyholder) by
agreeing to compensate the policyholder or other beneficiary if a specified uncertain
future event (the insured event) adversely affects the policyholder or other beneficiary’
(Appendices A and B of the draft IFRS, paragraphs BC10-BC39 of the Basis for
Conclusions and 1G Example 1 in the draft Implementation Guidance).

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

The EBF and ESBO in generd support the EFRAG podtion that the definition of an
insurance contact set out in ED 5 when read in conjunction with the related guidance in

Appendix B is acceptable.

It should be recognised that many financia products currently covered under IAS 39
will become insurance contracts under the new proposed definition. Moreover, many
insurance related products would in turn be covered under IAS 39.

The definition proposed by the IASB however provides too much scope for different
interpretations as to whether contracts should be classified as insurance or investment.
The IASB should condgder expanding its implementation guidance Including examples,
paticulaly for margind cases. It is however unlikdy that additiond implementation
guidance could resolve thisissue.

The EBF and ESBG bdieve it is however important to collaborate further on one
example:



Many banks currently offer persond loans where the balance is not required to be repaid
upon the death of the customer. Many mortgages require die borrower to have life
insurance, but even so, early repayment pendties are often waived if the borrower dies.
Any policy with this type of congruction will need to be andysed to determine if there is
“dgnificant insurance risk”. ED5 includes in the Implementation Guidance Example 1.2,
a contract where the “death benefit could exceed amounts payable on surrender or
maturity. The Implementation Guidance points to this type of insrument meeting the
definition of an "insurance contract (unless contingent amount is insignificant in all
plausible scenarios). Insurers could suffer a significant loss on an individual contract if
the policyholder diesearly” .

The EBF and ESBG agree with the EFRAG comment letter that this example is too
widdly drawn, and tha it will catch dmost any contract that has a redemption pendty
that is waved upon desth. This would affect many loans and mortgages otherwise
accounted for under 1AS 39. The EBF and ESBG would suggest that, in the case where
the death benefit exceeds the surrender amount, as stated in Example 1.2 the Board
should narrow the wording in order to refer only to surrenders where the pendty is in
excess of the recovery of outstanding acquigtion cods, otherwise amost any contract
that has a redemption pendty waved on death will be conddered. (ie. deete the phrase
for the rest of the policyholderslife”).

The EBF and ESBG dso support EFRAG when it sates "EFRAG disagrees that pure
endowment are best described as investment contracts unless there is a significant
mortality risk Such policies make no payment unless the policyholder survives to the
maturity of the policy and they are priced on the assumption that a proportion of
policyholders will fail to survive until maturity of the policy. If a larger than expected
proportion does survive to maturity, then the insurance company would make a
significant loss. Conversely! if a smaller proportion survives the company would makea
significant profit In each case the risk is significant and it is an insurance risk rather
than an investment risk.”

Moreover, the EBF and ESBG bdieve that pure endowment contracts are insurance
contracts and as a consequence should be included in the scope of ED5S consdering that
the policyholder of such a contract would be adversdly affected if he had not a financid
protection in case of survival.

Question 3—Embedded Derivatives

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

(i) meetsthe definition of an insurance contract within the scope of the draft IFRS, or
(i) is an option to surrender an insurance contract for a fixed amount (or for an
amount based on a fixed amount and an interest rate).

However, an insurer would still be required to separate, and measure at fair value:
(i) a put option or cash surrender option embedded in an insurance contract if the

surrender value varies in response to the change in an equity or commodity price
or index; and



(i) an option to surrender a financial instrument that is not an insurance contract.
(paragraphs 5 and 6 of the draft IFRS paragraphs BC37 and BC118-BC123 of the
Basis for Conclusions and |G Example 2 in the draft Implementation Guidance)

Are the proposed exemptions from the requirements in IAS 39 for some embedded
derivatives appropriate? If not, what changes should be made, and why?

The EBF and ESBG ae of the opinion that an embedded derivative which meets the
definition of an insurance contract or is an option to surrender an insurance contract for a
fixed amount should be excluded from the requirement to far vdue The EBF and
ESBG however, support the IASB's view that other embedded derivatives should be
measured at fair value as this auld be in line with the approach proposed for Phase I1. It
is beieved however that the need to identify and separatedly measure embedded
derivatives may only be a temporary requirement given that the Phase Il proposas may
require the whole contract to be fair vaued.

The messurement of a whole contract a far value is esser to undertake than the
unbundling of the contract to bifurcate the derivative. Moreover, given that the decison
to use fair value at Phase U has not yet been taken therefore the work required at Phase |
IS unnecessarily complex.

In order to avoid ggnificant time arid effort in Phase |, the EBF and ESBG would
propose that the Board consder an exemption for al embedded derivatives within
insurance contracts and investment contracts with a discretionary participation feature
and ingead place reliance on a loss recognition test to ensure that the level of provisons
Isadequate in Phasell.

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

We agree with the IASB’s proposas and welcome the Board's decison that GAOs and
GMDBs should be regarded as having insurance festures which would not require them
to be far vaued in Phase |. We agree that note disclosure should ill be required,
however, detailing theft existence and potentia impact

(c) The draft IFRS proposes specific disclosures about the embedded derivatives
described in question 3(b) (paragraph 29(e) of the draft IFRS and paragraphs |1G54-
1G58 of the draft implementation Guidance). Are these proposed disclosures adequate?
If not. what changes would you suggest, and why?

It appears that ED 5 will require far vaue disclosures and senstivities in regpect of
embedded derivatives not separated from their host contracts. We would recommend that
these disclosures be diminated from the requirements until al Phase 1l measurement
Issues have been fully addressed.

(d) Should any other embedded derivatives be exempted from the requirements in 1AS
397? If so, which ones and why?



We do not believe that any other embedded derivatives should be exempted.

Question 4- Temporary exclusion from criteriain IAS 8

(a) Paragraphs 5 and 6 of [the May 2002 Exposure Draft of improvements to] I1AS 8
Accounting Poalicies, Changes in Accounting Estimates and Errors specify criteria for an
entity to use in developing an accounting policy for an item if no IFRS applies
specifically to that item. However, for accounting periods beginning before | January
2007, the proposals in the draft IFRS on insurance contracts would exempt an insurer
from applying those criteria to most aspects of its existing accounting policies for:

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

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

Is it appropriate to grant this exemption from the criteria in paragraphs 5 and 6 of
[draft] 1AS 87 If not, what changes would you suggest and why?

This exemption appears to be appropriate in Phase | and the EBF and ESBG consder
that EDS should dso explicitly address not only insurance contracts but dso financid
ingruments with a discretionary participation festure.

Therefore, the EBE and ESBG in agreement with EFRAG disagree with the incluson of
the sunset dause, as it makes no provisons for any delay in the development of Phase |1
beyond 1 January 2007. In case of a ddlay in the Phase U, entities would have to use
different accounting regimes entirdy or partidly, therefore cregting their “own GAAP"

(b) Despite the temporary exemption from the criteria in [draft] 1AS 8, the proposals in
paragraphs 10-13 of the draft IFRSwould:

(i) diminate catastrophe and equalisation provisions..
(i) require a loss recognition test if no such test exists tinder an insurer's existing
accounting policies.

The EBF and ESBG agree with the excluson from ED 5 of the cdculation of
equalisation and catastrophe provisons as a matter of principle, but not on the grounds
of precticdity. It is worthwhile underlining therefore that the consequences of such a
decison will lead to the immediate recognition of atificda and undue earnings if no
trangtiona arrangement is introduced in ED5. The EBF and ESBG recommend however
a modification in the wording of paragrgph 10(a) to ensure generd understanding that
the permisson to keep provisons for exising contracts should not cover renewas of
contracts.

Supporting EFRAG's view, the EBF and ESBG bdieve that more guidance should be
provided on the way a loss recognition test should be conducted and especialy more
details about the scope (i.e. types of insurance contract) the test should cover. The EBF
and ESBO would like to underline the fact that most of the locd GAAPs require loss
recognition tests, in accordance with locd GAAP which are not necessarily compliant
with |AS 37. As a consequence, some contracts may show losses under |AS 37 that



would not occur under the locad GAAP, even though looked a systemdticdly, the two
approaches would lead to comparable strength of provisons.

Question 5 - Changes in accounting policies
The draft IFRS

(&) proposes requirements that an insurer must satisfy if it changes its accounting
policies for insurance contracts (paragraphs 14-17 of the draft IFRS and paragraphs
BC76-BC88 of the Basis for Conclusions).

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

Are these proposals appropriate? If not. what changes would you propose and why?

The EBF and ESBG bdieve tha a change in the accounting policies regarding the
measurement of insurance liabilities and related investments should not be redtricted.

The EBF and ESBG disagree with the requirements that an insurer mugt satidy if it
changes its accounting policies for insurance contracts. The requirements included in
paragraph 16 assume tha the measurement basis adopted in Phase 11 will be far vaue
The EBF and ESBG do not beieve tha this decison should be pre-empted.. and hence
suggest that no changes in accounting policy should be permitted for entities during
Phasel.

While the EBF and ESBG recognize that it was not the intention of the IASB to create
this outcome the proposds have an unintentional ensuing effect. The EBF and ESBG ae
in this respect concerned that the requirements of 1AS 27, which requires a line-byline
consolidation of subgdiaries, would be consdered to be a change in accounting policy
for those bancassurers who currently consolidate the results of ther insurance businesses
udng a sngle-line embedded vadue aoproach or a dngle-line net equity method. We
consder that a change in accounting policy of this type, which is merdly presentationd
and unrelated to the actud accounting for insurance contracts should not conditute a
change in accounting policy for insurance contracts as provided for in EDS

BC76-BC88

Regarding point (b), the EBF and ESBG congder that the possbility of trandfer of
financid assets from one category to another in accordance with 1AS 39 should not be
limited and be consdered as optiond. Effectively, a this juncture, the EBF and ESBG
have inaufficient detall regarding the accounting treatment for insurance liabilities and
for financid contracts with a participation discretionary festure which depends on the
completion of Phase 2 of the project.



Question 6 - Unbundling

The draft IFRS proposes that an insurer should unbundle (i.e account separately for)
deposit components of some insurance contracts, to avoid the omission of assets and
liabilities from its balance sheet (paragraphs 7 and 8 of the draft IFRS paragraphs
BC30-BC37 of the Basis for Conclusions and paragraphs IG5 and 1G6 of the proposed
implementation Guidance).

(a) is unbundling appropriate and feasible in these cases? if not, what changes would
you propose and why?

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

(¢ Is it clear when unbundling would be required? If not, what changes should be made
to the description of the criteria?

The EBF and ESBG support the EFRAG draft comments, which Sate:

“(a) EFRAG regards the current proposal in paragraph 7 of ED 5 as an
improvement to previous draft proposals as it recognises that unbundling is
required only when the bundled nature of the plan obscures the proper
accounting for the obligations.

However, EFRAG does not favour the unbundling of insurance contracts in
principle, except in cases where the structure of the contract is clearly artificial
This is because insurance contracts are, in general, designed, priced and
managed as packages of benefits and, in consequence, any unbundling required
solely for accounting purposes would necessarily be artificial.

Where the structure of a contract does obscure the accounting for the deposit
element and unbundling of the insurance and investment components may he
require, we believe the criterion should be that “ the cash flows of the insurance
component and the investment component do nor interact” rather than the
current one-sided proposal to test if “the cash flows from the insurance
component do not affect the cash flows from the deposit component”. This
change would lead to a more balanced approach and leave bundled a number of
traditional products, where the one-sided test might apply unnecessarily.

(b) EFRAG does not believe that unbundling should be required in any other cases
and we agree that surrender values should not be unbundled from traditional
life contracts,

(c) Subject to the comments made under (a), EFRAG believes it is clear when
unbundling isrequired during phase|.”

In addition, the EBF and ESBG do not believe that unbundliing of insurance contracts is
gopropriate especidly given that the developments a Phase Il should diminate the
Board's concerns. Should this requirement be maintained, this may mean tha systems
changes will need to be made for Phase | for something which may not be required under
Phase Il. The EBF and ESBG bdieve that this is contrary to one of the Board's
objectivesfor Phasel.



Question 7 - Reinsurance Purchased

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

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

The ED 5 proposals prevent a reinsurance assst from being grester than the premium
pad which will result in incondstent measurement bases for insurance and reinsurance
contracts and may cause Sgnificant problems for the insurance indudtry.

The EBF and ESBG support the EFRAG draft comments which propose that it is more
gopropricte to condder the accounting for reinsurance in Phase Il dong with the
accounting for directly written insurance contracts and to only include the principles for
financia reinsurance dready in Phase 1 of the project.

These ED 5 proposas would dso require sgnificant systems development and would be
superseded by the requirements of Phase Il contrary to the Board's objectives for Phase
I

The EBF and ESBG therefore bdieve that reinsurance should be consdered under Phase
[1 dong with the accounting for directly written insurance contracts.

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

IAS 22 Business Combinations requires an entity to measure at fair value assets
acquired and liabilities assumed in a business combination and ED 3 Business
Combinations proposes to continue that long-standing requirement. The proposals in
this draft IFRS would not exclude insurance liabilities and insurance assets (and related
reinsurance) from that requirement However, they would permit, but not require, an
expanded presentation that splits the fair value of acquired insurance contracts into two
components:

(@) a liability measured in accordance with the insurer's accounting policies for
insurance contracts that it issues; and an intangible asset, representing the fair value of
the contractual rights and obligations acquired, to the extent that the liability does not
reflect that fair value. This intangible asset would be excluded from the scope of |AS 36
impairment of Assets and IAS 38 intangible Assets. Its subsequent measurement would
need to be consistent with the measurement of the related insurance liability. However,
IAS 36 and IAS 38 would apply to customer lists and customer relationships reflecting
the expectation of renewals and repeat business that are not pan of the contractual
rights and obligations acquires

The expanded presentation would also be available for a block of insurance contracts
acquired in a portfolio transfer (paragraphs 20-23 of the draft IFRS and paragraphs
BC93-BC101 of the Basis for Conclusions).

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



Although we agree with the IASB's proposds, we note that IAS 22 (and its replacement
ED3) does not appear to permit entities that recognise an asset on their balance sheet for
the vdue of the inforce budness to incude this asset in determining goodwill. We
would recommend that ED 3 be amended to specificaly refer to this type of asset in the
determination of goodwill in a busness combination otherwise the acquirer would not be
following the accounting policies of the acquiree. Moreover, the EBF and ESBG ae
convinced that the “Present Vaue of Insurance in Force’ has to be amortised according
to the dready redised benefits. It is necessary that the recognised amount of the asset
have to be taken into consderation in course of the loss recognition test.

Question 9 - Discretionary participation features

The proposals address limited aspects of discretionary participation features contained
in insurance contracts or financial instruments (paragraphs 24 and 25 of the draft 1FRS
and paragraphs BC102-BC108 of the Basis for Conclusions). The Board intends to
address these features in more depth in phase 11 of this project.

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

The EBF and ESBG are of the opinion that paragraph 25 of ED 5, which requires the
goplication of paragraph 24 to investment contracts that contain both a discretionary
participation feature and a fixed eement that requires non-discretionary payments. Will
have as a consequence the continuation of exigting accounting policy for such contracts
as premiums. This gppears to conflict with the principles goplying to other investment
contracts. As such, the resolution of thisissue should be postponed until Phaselll.

It is believed that it is ingppropriate to require the fair value disclosure of these contracts
as the trestment of discretionary participating features is unclear under IAS 39 and the
fair vaue requirements for long-term investment contracts remain ill-defined.

Moreover, ED5 specifies for such contracts, that “the issuer shdl recognise a liability
measured at no less than the measurement that 1AS39 would apply to the fixed dement”.
EBF and ESBG. This position is based on the fact that;:

e The EBF and ESBG do not see the necessity during Phase 1 to introduce
different accounting treatment for financia contracts and insurance contracts
with adiscretionary participating feature (paragraphs 24 and 25);

e A ddintion of the ‘fixed dement’, and daification of ‘dealy highe’ is
necessary to be able to apply this paragraph;

»  Thisunbundling would require mgor changesin theinsurer’ s data systems,

* The exiding loss recognition test is sufficient to ensure a correct vauaion of
the liabilities of such contracts’

Moreover, the EBF and ESBG bdieve that the use of different measurement bases for
asts and liabilities in profit participating contracts should not creste mismaiches if the
unalocated surplus (unredlised gains and profits) ae conddered as condructive
obligations without taking into account the nature of the discretionary festures and even
though the dlocation of unredised profits or losses to shareholders or policyholders is
dill to be made. The EBE and ESBG undergtand that during Phase | unredised gains and
loses resulting from carying assats a far vaue rdating to participaing contracts with
discretionary features will be considered as congtructive obligations and not as equity.



The EBF and ESBG would dso request the Board to darify in the find standard that
discretionary participation features should be consdered as condructive obligations if
the payment of the benefits are made reasonably certain by market practices.

Question 10 - Disclosure of thefair value of insurance assets and insurance liabilities

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

Isit appropriate to require this disclosure? If so, when should it be required for the first
time? If not, what changes would you suggest and why?

The EBF and ESBG condder that the requirement to disclose the fair vaue of insurance
contracts in 2006 is premature given that the Board has not yet findised how the far
vdue of insurance contracts, in particular insurance liabilities, will be messured. The
postion sated by EFRAG in its comment letter is therefore welcomed. Given the wide
number of views as to what is meant by far vaue (entry or exit vaue) arid the practica
difficulties in seting up modds to determine the vaues snce there is no active market
for insurance contracts, provides a wide degree of room for manoeuvre and could lead to
non-comparable and unreigble information

In full support of the EFRAG propostion, therefore, the EBG and ESBG would rather
suggest, for the time being, to indude in the financid datements a paragraph on the
methodologies followed to measure insurance assets and ligbilities This should be
goplied until the findisation of Phase Il of the project. This would provide the users of
annud accounts with additiond informeation.

Neverthdess, it should be mentioned that the vaue of the portfolio disclosed in the notes
is highly dependent on the measurement of the ligbilities of the insurance contracts. The
lower the measurement of such ligbilities is, the lower is the vaue of portfolio-vaues not
recognised in the balance shest.

Question 11— Other disclosures

(a) The Exposure Draft proposes requirements for disclosures about the amounts in the
insurer’s financial statements that arise from insurance contracts and the estimated
amount, timing and uncertainty of future cash flows from insurance Contracts
(paragraphs 26-29 of the draft IFRS paragraphs BC124-BC137 and BC141 of the Basis
for Conclusions and paragraphs |G7-1G59 of the draft | mplementation Guidance).

Should any of these proposals be amended or deleted? Should any further disclosures be
required? Please give reasons for any changes you suggest.

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



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

Is this approach appropriate? if not, what changes would you suggest, and why?

(c) As a transitional relief an insurer would not need to disclose information about
claims development that occurred earlier than five years before the end of the first
financial year in which it applies the proposed IFRS (paragraphs 34, BC 134 and
BC135).

Should any changes he made to this transitional relief? If so, what changes and why?

Although the EBF and ESBG generdly support these proposds as long as the
information disclosed is rdevant and the quantification only necessxy where it is
practical to do so, concerns exist about the workload involved. More specificadly, the
requirements will impose a far heavier workload in terms of data collection procedures
and sysems, but without the benefit of providing useful information to the usars of the
accounts if the Implementation Guidance is taken as being mandaory. Insurance
companies should not be requested to disclose internd information in more detail than is
requeted for other indudriess. Moreover, the information indicated in the
implementation guidance is too detailed. Like the gandard, the focus should be on
explaning principles dbeit with examples, raher than edablishing a dealed lig which
could potentidly be used as a mandatory “checklist” which it is not the objective of the
implementation guidance.

The EBF and ESBG condder the proposds on sengtivity andyss to be broadly
acceptable, athough, as differing practices may emerge in respect of the ranges and
varigbles disclosed, the Board should consder providing more guidance by giving
examples and using wording in conformance with that used in the standard.

The proposal of EFRAG to ddete references of value based information is adso
supported.

Findly, the EBF and ESBG dso support the proposds for trangtiond reief in respect of
clams development disclosures.

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

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

Is it appropriate that 1AS 39 should apply to a financial guarantee given in connection
with the transfer of non-financial assets or liabilities? If not, what changes should be
made and why?

The EBF and ESBG support the opinion of EFRAG that the proposa provides a clear
distinction between financia guarantees given by atransferor of nonfinancial assets or



liabilities and a credit insurance given by a credit insurer. Financid guarantees provided
by indudries other than the insurance industry, eg banks, would also be treated as
insurance contracts if they meet the definition.

Question 13— Other comments
Do you have any other comments on the draft IFRS and draft implementation Guidance?
Mismatch-Measurement principles for insurance assets and liabilities:

The EBF and ESBG supports EFRAG when its sates that: "the interaction between IAS
39, including the current proposed changes and ED 5 creates a measurement mismatch
for insurance contracts. This results from the recognition in Phase I, that insurance
liabilities will continue to be measured under existing accounting policies, which usually
adopt some form of amortised cost approach, while the assets backing these insurance
liabilities will, in most practical circumstances, need to be held on an available-for-sale
basis, which results in the assets being held on the balance sheet at market value. This
will result in volatility, often for artificial reasons, in equity. We describe the volatility as
artificial because, even when the assets and liabilities are perfectly matched, movement
in equity would occur solely due to the different measurement bases”

In contradiction to the solution proposed by EFRAG whereby the IAS 39 held to
meaturity criteria should be rdaxed, the EBF and ESBG beieve a better solution to
avoiding the mismaich problem would be achieved by establishing a new category of
assats the measurement of which should be based on current local accounting policies:

asts hed to back insurance lidilities. The proposa suggested by EFRAG could cause
practicd difficulties asit disregards normad investment srategies.

The EBF and ESBG would therefore favour the second solution as proposed by the
insurance industry to the Board and which recommends the creation of a new category of
assts the measurement of which should be based on current locad accounting policies,
I.e. assets held to back insurance liahilities.

Deferred acquisition costs.

The EBF and ESBG support the postion of EFRAG that deferred acquisition codts for
insurance contracts and financia contracts should be treated consstently in Phase | of
the project

IAS 39 should, however, be amended such that the deferrd of acquistion codts is
permitted. even if these costs are interna codts, such as Staff costs, provided that they are
directly attributable. The amortisation of these deferred costs should be matched to the
recognition of revenue from the related contracts.

Fair value measurement of contracts issued by insurers at no less than surrender
value

Paragrgph BC117 suggedts that the far value of a financid liability with a demand
failure be no less than the amount. payable on demand.



At this stage, the EBF and ESBG consder that the introduction of a ‘deposit floor” for
the vauaion of contracts issued by insurers is premature. Many complex issues are to be
addressed in phase Il to take into account dl the specific characteristics of insurance
contracts and financid instruments with a discretionary participation feature:  behaviour
of the policyholders, tax incentives, participating features (...) that directly impact the
surrender patterns.

Unit-linked contracts

Many issues are dtill pending concerning the valuation of unit linked contracts:

. how to separate the host contract and the embedded derivative?

. how to measure the amortized cost of the host contract and the fair vaue of the
derivative?

At this dage, the EBF and ESBG condder thet it is necessary to further investigate dl

aspects of measurement of such contracts and recommend mantaining exising
accounting policies during phase 1.



