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Dear David

AUSTRALIAN ACCOUNTING STANDARDS BOARD’S SUBMISSION ON ED 5
INSURANCE CONTRACTS

The staff of the AASB provided the IASB with a staff submission on ED 5 Insurance
Contracts on 31 October 2003. A copy of this submission isincluded with this |etter.
This submission provided a detailed technical review of ED 5. The AASB Board
would aso like to provide a submission at a broader policy level.

The AASB staff submission noted that the key concern, from an Australian perspective, in
implementing ED 5 isthe application of IAS 39 Financial Instruments: Recognition and
Measurement to investment contracts. Section 3 of the submission discussed the concerns

with IAS 39, in particular the narrow definition of transaction costs and the proposasin
relation to demand features.

The staff submission also discussed other concerns with the ED 5 proposals that arise from
the scope of ED 5. ED 5 applies to insurance contracts, whereas current Australian GAAP
applies to insurance business. When the accounting for insurance contracts is separated from
the accounting for other assets and liabilities that are integra to the business there is the
potential for inconsistent measurement. Hence we have concerns with the potential for
insurance contract and investment contract liabilities, and the assets that back them, to be
measured inconsistently, which causes spurious volatility. We believe that all assetsintegral
to insurance activities should be measured at fair value with movementsin fair value
recognised in the income statement. Similarly, we believe that deferred tax assets and
ligbilities should be discounted, consistent with the discounting of insurance liabilities. Our
current accounting standards incorporate these requirements.

The AASB believes that current Australian GAAP, amended to address the HIH Royal
Commission recommendations, amended to improve loss recognition requirements and
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amended to incorporate ED 5 disclosure principles will be superior to ED 5 in the following ways.

1

2.
3.

Australian GAAP requires discounting of insurance ligbilities, proposed amendments will require
discounting at arisk-free rate;

Australian GAAP does not allow excessive prudence in measuring insurance liabilities;

Assets integral to insurance activities will be measured at fair value with movementsin fair value
reflected in the income statement (Australian insurers will be required to elect the fair value through
profit or loss designation in IAS 39 as well asthe fair value options available in other standards); and
Augtraian GAAP will require an explicit risk margin in general insurance and an implicit one for life
insurance.

We, therefore, believe that Australian GAAP, amended as described, will be closer to the tentative
conclusions for Phase H, and afair value model, than many other jurisdictions.

AASB Options

The AASB believes that the application of IAS 39, asit is currently drafted, would be a step backwards for
Augtralian financial reporting. We believe that our current accounting standard AASB 1038 Life Insurance
Business, which applies to life insurance contracts and investment contracts, written by life insurers, is
currently world' s best practice for accounting for these long-term contracts and we are not comfortable with
changing the accounting practices for investment contracts from AASB 1038 to IAS 39.

We believe we have the following options available to us (in order of preference):

1

Persuade the IASB to amend the demand features and transaction costs aspects of IAS 39 and to
require consi stent measurement of assets and liabilities. Thisis our preferred option because we
believe that the IASB approach in Phase | is flawed. However, we recognise that the IASB is unlikely
to be able to implement such an extensive change as part of Phase l.

Persuade the IASB to alow accounting for investment contracts to be grandfathered under ED 5,
where the current local GAAP is closer to afair value model than IAS 39. We recognise that IAS 39
is an interim standard and note that there is along-term trend towards requiring insurance contracts,
and financia instruments generally, to be treated on afair value basis. Thiswould alow Austraiato
continue with a coherent model that is well understood and well regarded internationally.

Persuade the IASB to acknowledge an alternative model, within the current IASB standards. We
believe that such amodéd is aready permitted under the current standards but would like this
assertion confirmed by the IASB. The AASB staff have suggested this model in their submission to
you. The aternative model treats the pure financial instrument under IAS 39 and the service element
of the contract under IAS 18. Many in the Australian industry see investment products

Page 2/3



asidentical in substance to an investment in a mutual fund, and as a service contract with
an embedded financia instrument. Such amodel would a so be consistent with the way
in which mutua fund managers will probably apply IASB standards to their operations.
A drawback of this option is that it does not address some of the issues that arise asa
result of the scope of ED 5. However, in Australia, we would address some of these by
requiring insurers to apply the fair value options available in IASB standards when
measuring assets integral to insurance activities. We see this as the most practical
solution from your perspective.

4. Retain the current scope of AASB 1038 such that it applies to insurance and investment
business of life insurers, as opposed to insurance contracts only. Australian life insurers
would then not be able to state that they are compliant with IASB standards, which would
be most undesirable.

The AASB would like to reiterate the support for afair value model expressed by the AASB
staff in their submission. We support the overall direction of Phase Il to afair value model, but

believe that Phase 1, incorporated in ED 5, dilutes our current accounting for insurance and
investment contracts, and takes us further away from the fair value goal.

We would be pleased to discuss these options with you further.

Yours sincerely

—:") Ll .']_\_.;T_,r{ .'Ir-_? [

David Boymal
Chairman
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SECTION 1
EXECUTIVE SUMMARY

Thissubmisson has been structured as follows:

1. Executive ummary;

2. Issuesaisgng from ED 5;

3. Issuesarisng from |AS 39;

4. |ssuesrelating to Phase |1 of the Insurance Project; and
5. Other issues.

Within each section we have presented each issue in order of the percelved importance from
an Audrdian perspective. We aso include, as an Appendix, the AASB’s proposed approach
inimplementing ED 5.

Our most significant concern is the application of IAS 39 Financial Instruments: Recognition
and Measurement, asit is currently drafted, to investment contracts and to financial assets
that back investment contract liabilities or insurance contract liabilities.

We do not support the proposasin relation to:

1. Demand festures (outlined in paragraph BC117(€)); or

2. Acquistion codts (referred to as transaction costs in IAS 39); and

3. Theinconggtency in the measurement of assets that support investment contract
ligbilities or insurance contract liabilities, and the underlying investment contract
ligbilities or insurance contract liahilities, that is allowed under IAS 39.

We believe that the potentia consegquences of the demand features (or “surrender vaue
floor”) and acquisition costs proposasinclude:

1. Investment contracts, which are expected to be profitable, may report sgnificant losses
on inception. We do not bdieve that financid statements prepared on thisbasisare
relevant or reliable; they will not represent faithfully the substance of the contracts.
These proposds are inconggtent with afair vaue modd;

2. We bedlieve that the proposasin relation to demand features could potentialy lead to
Spurious volatility in reported results for certain participating contracts. Under ED 5,
paragraph 25, theissuer of afinancia ingrument with a discretionary participation
feature must measure the liability at “no less than the measurement that IAS 39 would
apply to thefixed element.” For contracts where the account baance is effectively
fully guaranteed, it is concelvable that when investment markets are depressed that the
value of the supporting assets will be less than the surrender value. Large losseswould
be reported, followed by large profits when the markets recover. For such contracts we
would expect to see losses reported when investment markets are depressed, however,
the surrender value floor exaggerates the losses and subsequent profits. The surrender
vaue floor therefore creates additiond volatility in the reported results; and

3. Therewill beincongstency in the trestment of acquisition costs under IAS 39 and
under Augtraian GAAP for insurance contracts; this could encourage accounting
arbitrage. Audrdiais not the only jurisdiction that would face thisissue.
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The AASB saff believe that there are two ways of dedling with these issues under Phase | of
the Insurance Project:

1. Deeethe proposasin relation to demand features, and extend the definition of
acquigtion cogtsto include al externa and interna cogts relaing to the acquisition of
contracts, including the reasonable alocation of overheads. We believe that one of the
IASB’s chief concerns driving these proposals is the recognition of profits on inception
of an investment contract. We believe that replacing these requirements with one that
does not alow the recognition of profits at inception would provide a solution without
the disadvantages of the demand features and transaction costs proposals; or

2. Unbundle investment contracts, at least notiondly, such that the pure financia
instrument (or wholesae component) is accounted for under IAS 39 and the servicing
(or retail) component is accounted for under IAS 18 Revenue. Thefinancd liability
under IAS 39 would effectively be the face amount of the pure financid instrument,
however, there would be the recognition of an asset representing deferred costs, which
would relate to the retall revenue recognised under IAS 18. The AASB daff are
currently working with their Australian condtituents to develop this modd further.

The AASB believes that assets that support investment contract or insurance contract
lighilities should be measured congstently with the measurement of the investment contract
or insurance contract liabilities. There is widespread actuaria support for the notion that
Mmeasuring assets that support investment contract or insurance contract liabilities
inconggtently from the underlying investment contract or insurance contract ligbilities leads
to spurious volatility in the income satement. The AASB saff believe that IAS 39 should be
amended to require consstent measurement of assets and liabilities. In Appendix 1 of this
submission we outline the AASB’ s proposed implementation of ED 5; this explains thet the
AASB proposes that insurers be required to apply 1AS 39 to the financial assets supporting
investment contract or insurance contract liabilities, and to investment contract ligbilities, by
eecting the fair value through profit or loss desgnation.
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SECTION 2
ISSUESARISING FROM ED 5

2.1 Inconsistent M easurement of I nsurance Contracts and Investment Contracts
Under current Austrdian GAAP, life insurance contracts and investment contracts are both
measured using the Margin on Servicesmode (MoS). The Appendix to this report illustrates
the characteristics of thismode. Phase | of the Insurance Project introduces an inconsstency
in the measurement of insurance liabilities and investment contract liabilities that does not
currently exist under Audralian GAAP, insurance ligbilities will continue to be measured
using MaoS, whereas investment contracts will be treated under IAS 39. We believe that this
could encourage accounting arbitrage. The AASB gaff believe that the IASB should be
seeking to eiminate such inconsstencies as part of Phase |l of its Insurance Project.

2.2 L oss Recognition Proposals

The AASB supports the lass recognition proposasin principle and agrees that such
requirements are essential, especidly where insurers are using a deferrd and matching mode!.
However, we make the following comments in relation to the details of the proposas:

1. We believe that aloss recognition test should be carried out at a class of businessleve
rather than for insurance liabilities asawhole. The current proposals could result in
expected losses in one class of business being netted off againgt expected profitsin
another. The AASB believes that the deferred acquisition cost (DAC) asst, and any
intangible ass4, is not asingle asset but the sum of the DAC for dl classes of insurance
and that the loss recognition test proposed could result in DAC, or intangible assets,
being carried forward that are impaired;

2. The AASB haveinterpreted ED 5 as requiring that, where an insurer has to apply
IAS 37, and awrite-down is required, that the insurer, as an dternative to writing down
the DAC or the intangible asset, could increase the amount of the insurance liahility.
The AASB believesthat the DAC, and any intangible asset, should adways be written
down firdt, and any further liability should then be reflected as a separate ligbility. If
thisis not the case an insurer could be carrying an impaired asset on its balance sheet.
Thiswould be in contravention of IAS 36 Impairment of Assets

3. Thewording used in paragraph 12(b) isunclear. It Sates“the insurer shdl recognise
the difference by decreasing the carrying amount of the related DAC or intangible
assts or increasng the carrying amount of the insurance ligbilities” This does not
make it clear that if the loss recognition test identifies aloss greeter than the DAC, or
intangible assat, that the insurer would need to write down the DAC, or intangible asst,
and then provide for afurther liability. Thisis however, in our opinion, the intention of
the ED; and

4. The referenceto “intangible assets’ in paragraphs 11 and 12 is unclear and we believe
there should be an appropriate cross-reference to paragraph 20 of ED 5.

2.3 Définition of Insurance

The AASB supports the principles based definition of insurance proposed and in particular
the lack of any quantitative thresholds to define Sgnificart insurance risk. However, the
AASB gaff would like to make the following comments in relation to the details of the
proposals:

1. Clearly the disadvantage of such amode isthat it crestes“ grey areas’ wherethereis
the possibility of different interpretations. The AASB believes that reference should be
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made to congdering the substance of a contract when determining whether a contract is
an insurance contract. Whilgt thisis arequirement of the IASB Framework, we believe
it would be usefully repeated in Appendix B of ED 5;

Paragraphs B21 to B24 of Appendix B provide examplesto illutrate the interpretation
of dgnificant insurancerisk. Given the pivotd nature of these paragraphs, we bdieve
that Appendix B would benefit from a broader range of examples; and

The current definition of insurance gppears to imply a contractua condition that the
insured event adversdly affects the policyholder or other beneficiary. Thiswould
exclude, for example, third party life insurance policies, ance the test of insurable
interest is gpplied at the time the policy iswritten and is not recited in the contract. The
AASB g&ff believe that, in keeping with the principle of substance over legd form,
there should not be the requirement of a contractua condition thet the insured event
adversdly affects the policyholder or other beneficiary. We discuss insurable interest
further below in our discussion of westher derivatives.

2.4 Basisfor Conclusonsand Implementation Guidance

The AASB gaff strongly support principles based standards and support the use of Basis for
Conclusions and Implementation Guidance documents to assst usersin understanding the
rationale behind standards and in implementing standards. However the AASB g&ff believe
that in many instances, with ED 5, information is not presented in the correct document, for
example, some text in the Basis for Conclusions should be located in the Standard. We note
the following:

1.

Paragraph BC 31 on unbundling explains, “transaction cogts incurred at inception
would be allocated between the two componentsiif the treatment of such costs for
insurance contracts differs from their trestment under IAS 39.” We do not believe that
thisinformation is appropriate in the Bass for Conclusions, but belongs in the text of
the standard; the trestment of acquisition costsis a materid aspect of accounting for a
transaction. It would also be useful if there was greater guidance as to how this
alocation should be performed;

BC 93(b) on intangible assets explains the nature of the asset by way of example. It
dates “thisintangible asset is often known by names such as the present value of in
force business, present value of future profits or value of business acquired”. Many
congtituents have been confused by the nature of this asset and we bdlieve that this
guidance should be included in the standard;

IG Example 4 gives an illugtration of a claims development teble. It States that the table
isa“possbleformat”. The table shows claims development by underwriting year. We
believe that the standard should state whether the claims development table should be
by accident year or underwriting year. The current wording appears to dlow achoice
and this would make comparisons between entities difficult. The AASB daff believe
that presentation by accident year is most appropriate for disclosure of the devel opment
of damsincurred;

The AASB daff support the principles based disclosure requirements provided in ED 5.
However, the Implementation Guidance provides very detailed guidance that some
insurers could interpret as requiring large volumes of disclosure. The AASB daff
believe that the IASB should consider the development of implementation principles,
the current implementation guidance would be subordinate to this or could perhaps be
dispensed with entirdly;

ED 5 dtates that the process of making assumptions must be disclosed and that the
effect of changesin assumptions must be disclosed. Thiswould suggest thet the
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sengtivity of al assumptions must be disclosed. However, BC 129 states. “ Some argue
that it is difficult to disclose meaningful information about changes in assumptions,
because assumptions are often interdependent. As aresult, an analysis by sources of
change depends on the order in which the andysisis performed. To acknowledge this
difficulty, the draft IFRS does not specify arigid format or content for thisandysis.
Thisdlows insurers to analyse the changesin away that meets the objective of the
disclosure and is gppropriate for their particular circumstance.” We beieve that the
principle embodied in the text of BC 129 should be included in the standard,;

6. BC 140 provides some guidance on what is meant by fair value. We believe that this
concept is fundamental and that such guidance belongsin the text of he sandard;

7. Appendix B to ED 5 provides guidance on the gpplication of the definition of an
insurance contract. The Basis for Conclusions discusses the concept of insurable
interest. This concept is fundamental to most congtituents' understanding of what
insurance represents and we believe that it should be addressed in Appendix B.

2.5 Disclosure of Fair Value from 31 December 2006

ED 5 requires disclosure of the fair value of insurance assets and liabilities from

31 December 2006. The AASB daff consder it ingppropriate to require fair vaue to be
disclosed, when the definition of fair vaue has not been provided. Condtituents are unable to
consider the appropriateness of the disclosure if they are unable to understand the
measurement basis.

The AASB d&ff believe that it will take time to develop the fair value modd for insurance
assets and lighilities, that this process will require extensive consultation with the insurance
indugtry in many jurisdictions, and it is unlikely that the IASB will have completed this
processin time for 31 December 2006 disclosures. The disclosures will therefore be based
upon a definition that is likely to change once Phase |1 has been duly completed. The AASB
daff dso note that, whilst thereis strong support for afar value modd for insurance
contracts in Augtralia, some aspects of the current model, expressed by the IASB in their
pronouncements, face significant opposition in the insurance industry in Audtrdia

The AASB gaff bdieve this requirement should be deleted until adefinition of the far value
of insurance assets and liabilitiesis provided as part of Phase |l of the Insurance Project.

2.6 Discretionary Participation Features

ED 5 permitsfinancia indruments with discretionary participation festures to be accounted
for asinsurance contracts using current GAAP. Paragraph 25 of ED 5, however, Sates that
an insurer must “recognise aliability measured at no less than the measurement that IAS 39
would gpply to the fixed element”. The measurement of the fixed element therefore gppears
to become aminimum for the ligbility asawhole.

It is gppropriate for the fixed eement to be treated under IAS 39, however we believe that the
surrender vaue floor should not be impased as a minimum for the liability asawhole, asthis
applies asurrender vaue floor to these insurance contracts. Section 3.1 of this report
discusses our concerns with surrender vaue floors further. We believe that the requirement
relating to the fixed eement should be deleted from paragraph ED 5.

2.7 Weather Derivatives
The current proposals are that a westher derivative isto be treated as an insurance contract
only if the contract holder is adversdly affected by the climatic variable. This treatment sems
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from the definition of an insurance contract that requires the insured to be adversely affected
by the insured event. It has been suggested to the AASB, by some of its Audtrdian
condtituents, that weather derivatives should be excluded from ED 5 on the basis that they are
tradable ingruments that behave like derivatives and have observable market prices, not on
the basis of insurable interest.

The AASB daf beieve that this debate highlights the following:

1. Inany ddfinition of an insurance contract it is essential to consder the substance of the
contract. Thisreiterates our comments made in relation to the definition of insurance
above. |Isthe contract in substance a derivative or an insurance contract, the accounting
should fallow the substance. In congdering this the cost of the premium could be
considered;

2. The current definition of an insurance contract requires a specified uncertain future
event to adversaly affect the policyholder. There are contracts, which are in substance
insurance contracts, where the policyholder can make aclam for afixed sum if the
ranfal isbelow acertain level a the nearest Bureau of Meteorology location. The
contract is structured in such away because of the difficulties in measuring actua loss
suffered and because of the moral hazard of having arainfal gauge on the
policyholder’ s property. The policyholder can reasonably be expected to be affected by
therainfal a the nearest Bureau of Meteorology location at the time the policy is
written, however it may be that thisis not the case. The contract was purchased to
provide insurance againg low rainfall and should be accounted for as such.

2.8 Trangtional Provisons

Paragraph 32 of ED 5 provides for exemptions, for first-time adopters, from full retrospective
application. However, paragraph 9 of IFRS 1 First-time Adoption of International Financial
Reporting Standar ds, states that the requirements of IFRS 1 (which provide for full
retrospective gpplication) override al trangtional provisonsin other standards, except where
specified in IFRS 1. The AASB daff recommend that IFRS 1 be amended to ensure that the
relief proposed in ED 5 is effective.

2.9 Unbundling
We believe that the wording of paragraph 7 of ED 5isunclear. Paragraph 7 states:

“Some insurance contracts contain both an insurance component and a deposit component.
In some ingtances, the gpplication to the deposit component of an insurer’ s existing
accounting policies for insurance contracts could mean that the insurer does not recognise
obligations to repay amounts received under the insurance contract, or rights to recover
amounts paid under the insurance contract. In that casg, if the cash flows from the
insurance component do not affect the cash flows from the deposit component, an insurer
gdl:

(8 Tresat the insurance component as an insurance contract.

(b) Treat the deposit component as afinancid liability or financia asset under IAS 39.”

It is not clear whether “in that casg’ in the third sentence gpplies to the first or the second
sentence. Itisaso not immediately clear that there are three conditions that need to be met
before a contract must be unbundled:

1. Must be adeposit and an insurance component;

2. Accounting policies could mean that rights or obligations are understated; and
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3. Cash flows from insurance component do not affect cash flows from deposit
component.

We believe that the IASB should consider revising the wording of paragraph 7 of ED 5.

1/12/2003 page 10/20



SECTION 3
ISSUESARISING FROM IAS 39

3.1 Demand Features

Paragraph BC117(e) of the Basis for Conclusions on ED 5 daesthat: “Thefar vaue of a
financid ligbility with a demand feature (eg an investment contract thet the investor can
cancd a any time) is not less than the amount payable on demand.”

Paragraph BC117(c) of the Basis for Conclusions on ED 5 states that: “1f the amortised cost
of the contractud liability differs from its surrender value, the issuer measures e fair value

the investor’s option to surrender, unless the surrender vaue is approximately the same as the
carrying amount at each date.”

These two paragraphs effectively gpply a“ surrender vaue floor” to both the fair vaue and
amortised cost measurement basesin IAS 39. The surrender vaue floor is not congstent with
afar vaue modd and is overly conservetive in our opinion, thereby potentialy breaching the
IASB Framework, which does not alow excessive provisions. The AASB saff note that the
surrender vaue floor has been widely criticised by Austrdian condtituents.

We believe that the potential consequences of the demand features proposas include:

1. Investment contracts, which are expected to be profitable, may report significant losses
on inception, we do not believe that financid statements prepared on thisbasis are
reliable; they will not represent faithfully the substance of the contracts. We bdieve
that these proposals are inconsstent with afair value modd; and

2. We bdlieve that the proposas in relation to demand fegtures could potentialy lead to
spurious volaility in reported results for certain participating contracts. Under ED 5,
paragraph 25, the issuer of afinancia instrument with a discretionary participation
feature must measure the ligbility a “no less than the measurement that |AS 39 would
apply to thefixed element.” For contracts where the account balance is effectively
fully guaranteed, it is concelvable that when investment markets are depressed that the
vaue of the supporting assets will be less than the surrender vdue. Large losses would
be reported, followed by large profits when the markets recover. For such contracts we
would expect to see losses reported when investment markets are depressed, however,
the surrender vaue floor exaggerates the losses and subsequent profits. The surrender
vaue floor therefore creates additiona volatility in the reported results, and

3. From an Audtrdian perspective, the proposals will introduce an inconsistency in the
way in which surrender vaues are treated, depending upon whether a contract meets
the definition of an insurance contract or not. Under current Audtraian GAAP, life
insurance ligbilities are measured alowing for expected surrenders on a probability-
weighted basis. This difference could encourage accounting arbitrage.

The AASB daff believe that there are two ways of dedling with these issues under Phase | of
the Insurance Project:

1. Delete the proposasin reation to demand festures and extend the definition of
acquistion cogtsto include dl externa and interna codts rdating to the acquisition of
contracts, including the reasonable dlocation of overheads. We bdieve that one of the
IASB’s chief concerns driving these proposals is the recognition of profits on inception
of an investment contract. We believe that replacing these requirements with one that
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does not dlow the recognition of profits at inception would provide a solution without
the disadvantages of the demand features and transaction costs proposals; or

2. Unbundle investment contracts, at least notiondly, such that the pure financid
ingrument (or wholesale component) is accounted for under IAS 39 and the servicing
(or retail) component (both revenue and expenses) is accounted for under IAS 18. The
finandd ligbility under IAS 39 would effectively be the face vaue of the pure financia
ingrument, however, there would be the recognition of an asset representing deferred
costs, which would relate to the retail revenue recognised under IAS 18. Investment
contracts could be viewed as service contracts with an embedded financia instrument,
in the same way that when invegting in aunit trust an investor is in substance smply
purchasing the services of the investment manager to manage the funds. The unitsin
the unit trust are separate financid ingruments. Investment contracts issued by life
insurersin Audrdiaare in substance the same type of arrangement. The AASB daff
are currently working with their Audtralian congtituents to develop this mode further.

3.2 Acquisition Costs

At its July 2003 meeting the | ASBtentatively agreed to define transaction cods as.
“incrementd codtsthat are directly attributable to the acquisition or digposal of afinancid
asst or financid ligbility”. Under current Audtrdian GAAP, AASB 1038 Life Insurance
Business defines acquisition costs as dl “fixed and variable costs of acquiring new business,
including commissions and Smilar distribution cogts, and costs of accepting, issuing and
initidly recording policies”

We believe that the potential consequences of the acquisition cost proposals include:

1. Investment contracts which are expected to be profitable may report sgnificant losses
on inception, we do not believe that financid statements prepared on this basis are
reliable, they will not represent faithfully the substance of the contracts,

2. Entitieswith different distribution channes will account for the same business
differently. Those who use externa channels such as brokerswill be able to treat those
brokerage or commission costs as transaction cogts, whereas those with internd sales
forces may not be able to treat these costs as transaction costs; and

3. From an Audralian perspective, the proposals will introduce an inconsstency in the
way in which acquisition costs are treated, depending upon whether a contract meets
the definition of an insurance contract. This difference could encourage accounting
arbitrage.

The AASB gaff believe that thisissue can be dedt with in the same way as the demand
featuresissue: either the acquigition cods definition is extended aong the lines of the
definition in AASB 1038 or an aternative modd, as described above isimplemented for
Phasel.

3.3 Consistency in the Measurement of Assetsand Liabilities

The AASB believes that assets that back investment contract or insurance contract liabilities
should be measured conggtently with the measurement of the underlying investment contract
or insurance contract ligbilities. There is widespread actuarid support for the notion that
measuring assets that support investment contract or insurance contract liabilities
inconggtently from the underlying investment contract or insurance contract liabilities leads

to spurious volatility in the income statement. The AASB gtaff believe that IAS 39 should be
amended to require congstent measurement of assets and related ligbilities. In Appendix 1 of
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this submisson we outline the AASB’ s proposed implementation of ED 5; this explains that
the AASB proposes that insurers will be required to apply 1AS 39 to the financia assets
supporting investment contract or insurance contract liabilities, and to investment contract
ligbilities, and be required to eect the fair vaue through profit or loss designation. The

AASB proposd is aresponse to the net present vaue models currently used for insurance
lidbilities
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SECTION 4
ISSUESRELATING TO PHASE Il OF THE INSURANCE PROJECT

4.1 1ASB’s Tentative Conclusionsfor Phasell of the Insurance Project

The AASB support the development of afar vaue mode and recognise the difficultiesin
developing such amodd for insurance. The AASB daff have concerns with some of the
views taken by the IASB in reation to the fair value model that is being developed under
Phase Il of the Insurance Project.

BC6 of the Basis for Conclusions on ED 5 discusses tentative conclusions for Phase 1.

1. BC6(a) proposes an asset and liability modd. The AASB supports such an agpproach;

2. BC6(b) proposes that assets and ligbilities arising from insurance contracts should be
measured at fair value. The AASB supports such an approach in theory; clearly this
will depend upon the definition of far value that evolves,

3. BC6(b)(i) proposes a cavest to the fair value mode such that entities may use entity
specific assumptions and information when market- based informetion is not available

without undue cost and effort. We agree with this proposal, however, we would prefer

that market-based assumptions and information should only be applied to particular

parameters where thisis appropriate. For example we do not beieve that it would be

appropriate to assume that the claims handling costs will be equivaent to the clams
handling cogts of an externd dlams handling specidig, if the entity has no intention of
outsourcing dams handling and if its Srategy isto control this aspect of the business
for dtrategic reasons. The HIH Royd Commission, which investigated the collapse of

HIH in Audrdia, identified an example of assumptions being set in thisway, which led

to insurance ligbilities being understated;

4. BC6(b)(ii) proposes a cavedt to the fair vdue modd such that in the absence of market

evidence to the contrary, the estimated fair value of an insurance ligbility shdl not be
less than the entity would charge to accept new contracts; an insurer would not
therefore recognise anet gain a inception. The AASB daff believe that where an
insurer is demonstrably able to charge premiums that are above the market rate,
whether it is because of brand or customer service, that this should be reflected in the
income statement. Whilst the AASB do not support the full recognition of profit at
inception, it supports recognising profit marging, in excess of the risk margin, over the
period of insurance service. Thisis condgtent with current Audtrdian GAAP for life
insurance and our proposed amendments for generd insurance. The AASB staff dso
notes that, in the genera insurance market in particular, there is a pronounced market

cycle. During a“soft market” premiums for some classes can be more than 25% below
the leve that will actually be required to cover insurance expenses. |n such amarket it

is not gppropriate to base insurance liabilities upon current premium levels,

5. BC6(c)(i) proposes that insurance liabilities are to be discounted. The AASB supports

this proposd and indeed current Austrdian GAAP dready requires discounting;
6. BC6(c)(ii) proposes that the measurement of ligbilities should be independent of the
performance of supporting assets. The AASB supports such a proposa and in the

proposed amendments to Australian GAAP have incorporated this concept. We note,

however, that where the vaue of the ligbilities is dependent upon the performance of
the assets that this should be reflected in the discount rate;

7. BC6(c)(iii) proposes that insurance liabilities should include arisk margin. The AASB
supports this approach, and is proposing to introduce a margin for uncertainty for
generd insurance contracts, but recognises the difficulties in defining market vaue

1/12/2003 page 14/20



margins. The actuariad community in Augtrdia has recommended that in the absence of
industry agreement over the measurement of market vaue margins a proxy for far
vaue should be adopted. Thisisthe approach taken by the Austrdian regulator, the
Audrdian Prudentid and Regulatory Authority, for genera insurance. Generd

insurers are required, for regulatory purposes, to adopt a sufficiency margin a the
gregter of 75% sufficiency and hdf the coefficient of variation. The AASB daff

believe that such an gpproach could be adopted, as an interim measure only, whilst
there continues to be debate over the measurement of market vaue margins. This could
prevent Sgnificant delays with the implementation of Phase 11 of the Insurance Project;

8. BC6(c)(iv) proposes that the fair value measurement of an insurance contract should
reflect the credit characterigtics of that contract. We note thet thisissue is highly
contentious within the insurance industry and we believe that further debate is required
before we are able to take a pogition on this issue;

9. BC6(d) proposes that renewas should only be recognised where the policyholder holds
uncancellable continuation or renewd rights that sgnificantly condrain the insurer’s
ability to reprice the contracts and where those rights will lgpseif the policy is not
renewed. We believe that this approach is overly conservative and inconsistent with
the IASB Framework. Current Austrdian GAAP for life insurance contracts is based
upon expected renewals and we believe that Phase 11 should provide for expected
renewds,

10. BC6(e) proposes that acquisition costs should be recognised as expenses when
incurred. The AASB supports such aproposa as an inherent aspect of an asset and
liability modd but notes that an dement of acquisition costs would implicitly be carried
forward if profits on inception in excess of the risk margin are carried forward and
recognised in accordance with the period of insurance service, as recommended by the
AASB;

11. BC6(f)(i) sates that the IASB isto consider unbundling as part of Phasell of the
Insurance Project. The AASB staff supports unbundling at atheoreticd level. Where
the contract as awhole meets the definition of an insurance contract, but where there
are both deposit and insurance components to the contract, the deposit component
should be unbundled. The AASB supportstheinterim gpproachin ED 5asa
reasonable compromise. If the IASB isto gpply the conclusonsin the Issues Paper
published in 1999, that deposit components are to be unbundled, thiswill require
further consultation to define the unbundling process and to dlow sufficient time for
the systems changes that would be required; and

12. BCe(f)(ii) statesthat the IASB isto consder how an insurer measuresits liahility
under participating contracts as part of Phase |l of the Insurance Project. The AASB
saff believe that such contracts should be measured using expected values. The nature
of the contractsis such that they tend to generate predictable returnsto therr
policyholders. Appropriate disclosure of assumptions and guarantees should enable
users of the financid statements to understand the nature of the insurers’ lidbilities.

The AASB supportsthe ED 5 requirement that unalocated surpluses arisng on
participating contracts cannot be classfied as an intermediate category that is neither
ligbility nor equity. Under Australian GAAP undlocated surpluses are treated as a
policyholder lighility, thisis conagtent with legidative requirements. We bdlieve that
the IASB will need to maintain these high level principlesin Phase |1 of the Insurance
Project as legidation in the different jurisdictionsis likely to cause inconsagenciesif a
more detailed approach is adopted.
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4.2 Fair Value Hierarchy
Paragraphs 99 to 100A of IAS 39 establish ahierarchy for the subsequent measurement of
far vaue

1. Quoted market pricein an active market;

2. Recent market transactions between knowledgegble, willing partiesin an arm’s length
transaction; and

3. Vdudtion techniques.

The AASB g&ff note that there is no active market for insurance ligbilities. The AASB daff
aso note thet there are very few market transactions in insurance liabilities. The remaining
vauation method is vauation techniques. The AASB g&ff believe that sochagtic vauation
techniques are the only gppropriate method of measuring the fair vaue of an insurance
contract. Stochadtic va uation techniques cope well with the inherent uncertainty that exists
ininsurance contracts. The AASB staff believe, however, that quoted market prices and
recent transactions, if available, are gppropriate benchmarks for testing the vaidity of the
ligbility that is generated by the vauation technique. If a sochatic vauation gpproach isto
be required as part of Phase Il insurers will require Sgnificant amounts of time to implement
the required systems changes and the IASB must provide sufficient notice of the
requirements.

4.3 Recognition of Insurance Liabilities
ED 5 defines an insurance lidbility as: “an insurer’s net contractua obligations under an
insurance contract”. The IASB Framework states that an element of the financid statements
should be recognised if it is
1. Probable that any future benefit associated with the item will flow to or from the
enterprise; and
2. Theitem has avdue that can be measured with reliability.

For any individua insurance contract is unlikely to be probable that alosswill arise. Phasell
of the Insurance Project needs to address thisissue and recognise that whilst the insurance
contract leve is gppropriate for determining whether or not a contract is an insurance contract
it isnot gppropriate for recognising or determining the ligbility. Insurance liahilities only

exig a aclassof busnessleve.

Smilarly theligbility that arises on asingle contract is unlikely to be able to be caculated
reliably. However, usng actuarid techniques, the cdculation of the ligbility for agroup of
contracts can be performed reliably.

The AASB daff believe that the IASB’ s deterministic framework isingppropriate for
insurance contracts. A more gppropriate framework for insurance is a sochagtic one that
deds with inherent uncertainty. However, it can dso be said that a ochastic framework is
more approprigefor afar vaue modd, which isthe future direction of al IASB standards.
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SECTION S
OTHER ISSUES

5.1 Deferred Tax

Under current Austrdian GAAP, lifeinsurers deferred tax balances are required to be
discounted. This ensures congstency of measurement, given that insurance liabilities for life
insurance and investment contracts are discounted under Audralian GAAP. The most
ggnificant deferred tax baances that arise for insurersrelate to capita gains on financia

assets supporting insurance and investment contracts. 1AS 12 Income Tax does not alow tax
bal ances to be discounted.

For discretionary or unit-linked insurance contract or investment contract business, insurers
discount deferred tax bal ances when caculating policyholder benefits, as amatter of
policyholder equity, as capitd gains are passed from one generation of policyholdersto
another. If the deferred tax balances are not able to be discounted then this creates an
incongstency in the measurement of policyholder ligbilities between financid reporting
purposes and regulatory and investment fund/policyholder profit alocation purposes. In
addition, if policies gpecificdly require accounting baances to be used in the caculation,
then, to maintain policyholder equity, costly policy or rule changes would be required.

We dso believe that, as a matter of principle, there should be consistency of measurement of
assetsand ligbilities.

5.2 Measurement of Other Assets Backing Participating or Investment-Linked Business
In section 3.3 of this report we state our pogtion that the financia assets backing financid
liahilities should be measured condgtently. In life insurance business and investment

business, there may also be other non-financid assets that directly support financd ligbilities

in agatutory fund required by Audraian legidation. These assets include owner-occupied
property, investment property, investments in subsidiaries and property plant and equipment.

The AASB bdievesthat al of these assets, where they support insurance or investment

contract liabilities, should be measured at fair vaue with changesin fair vaue recognised in

the income statement. Not al agpplicable IFRS standards alow such treatment.

In particular, current Australian GAAP requires the excessin the net market vaue of an
interest in asubsdiary over the net assets of the subsidiary to be reported as an asset (the
EMVONA as=t) in the consolidated financid report of alifeinsurer. Thisasset isunlikely
to be fully dlowable under IFRS standards.

For participating or unit-linked insurance or investment business, the vaue of the liahilities
will reflect the full value of the assets backing the contracts. Therefore the inability to
recognise this EMVONA asset may create misalignment between the measurement of assets
and the measurement of liabilities. The AASB believes that for al insurance contract or
investment contract liabilities where the value of the liabilities is dependent upon the
performance of the assets, that the assets backing those liabilities should be measured et fair
vaue
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APPENDIX
AASB’'SPROPOSED IMPLEMENTATION OF ED 5

The AASB have reviewed ED 5 and have issued:

1. ED 122 Request for Comment on |ASB ED 5 Insurance Contracts

2. ED 122A Request for Comment on Amendments to AASB 1023 General Insurance
Contracts and

3. ED 122B Request for Comment on Amendments to AASB 1038 Life Insurance
Contracts.

These exposure drafts outline the AASB’ s proposed response to ED 5. AASB ED 122, ED
122A and ED 122B also reflect the recommendations of the HIH Royd Commission aswell
as changes designed to reduce differences between Australian regulatory and financia

reporting.

The following tablesillugtrate the current accounting models for generd and life insurance
contracts and the proposed accounting models.

GENERAL INSURANCE

Current Model Proposed M odel

AASB 1023 Financial Reporting of General | ED 122A Request for Comment on

I nsurance Activities Amendments to AASB 1023 General
I nsurance Contracts

Deferral and matching modd Asst and liability model

Revenue recognised over the period of risk Revenue recognised from the attachment date

Acquigtion costs deferred to match revenue Acquisition costs expensed from the
attachment date

Unearned premium reserve recognised Premium liability recognised for future
clamsthat will arise under current policies

Outstanding claims reserves measured using Outstanding claims reserves measured using

net present value caculation net present vaue caculation

Outstanding claims reserves reflect expected Outstanding clams reserves include amargin

vaue to reflect uncertainty in the measurement
model

Discount rates reflect returns on supporting Discount rates reflect the fact thet ligbilities

assets are typicaly independent of the performance
of supporting assets

Assatsintegrd to genera insurance activities Asstsintegra to generd insurance activities
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measured at net market vaue with changesin
net market vaue recognised in the income
Satement

measured a fair vadue with changesin fair
value recognised in the income statement —
insurers apply 1AS 39 but must dect the fair
vaue through profit or loss designation,
insurers also apply IAS 16, IAS 40 and

IAS 27 as appropriate but must eect the fair
vaue “options’ available in these sandards

Embedded derivatives that are not insurance
contracts to be treated under IAS 39

Certain deposit components to be unbundled
and treated under IAS 39

LIFE INSURANCE

Current Modd

AASB 1038 Lifelnsurance Business

Proposed M odel

ED 122B Request for Comment on
Amendmentsto AASB 1038 Life I nsurance
Contracts

Margin on services (MoS) model

MoS agpplied to life insurance contracts and
investment contracts

Palicy lidbility for life insurance contracts

and investment contracts measured as net
present value of future receipts from and
payments to policyholders plus planned
margins of revenues over expenses rdating to
services not yet provided on the basis of
assumptions that are best estimates

Acquidgtion cogs for life insurance contracts
and investment contractsincluded in
expenses are dl direct and indirect costs
related to acquiring the businessincluding
adlocation of overheads

Differences between actud and assumed
experience for life insurance contracts and
investment contracts recognised immediately
in the income Satement

Changes in assumptions for life insurance
contracts and investment contracts, other than

Margin on services (MoS) mode

MoS gpplied to life insurance contracts
IAS 39 gpplied to investment contracts

Policy ligbility for insurance contracts
measured as net present vaue of future

recei pts from and payments to policyholders
plus planned margins of revenues over
expenses relating to services not yet provided
on the basis of assumptions that are best
estimates

Acquistion cogts for life insurance contracts
included in expenses are dl direct and
indirect cogts rdated to acquiring the
business including alocation of overheads

Differences between actua and assumed
experience for life insurance contracts
recognised immediately in the income
Satement

Changes in assumptions for life insurance
contracts, other than discount rates
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discount rates assumptions, recognised over
future years during which services are to be
provided

Changesin discount rate assumptions for life
insurance contracts and investment contracts
recognised in income statement immediately

Losses on groups of related products for life
insurance contracts and investment contracts
recognised immediady in the income
Satement

Discount rates for life insurance contracts
and investment contracts reflect performance
of supporting assets

Asstsof alifeinsurer (alifeinsurer isan
entity that writes either insurance or
investments business) measured at net market
vaue with changesin net market vaue
recognised in the income statement

Deferred tax assats and lighilities for life
insurance contracts and investment contracts
discounted

assumptions, recognised over future years
during which services are to be provided

Changesin discount rate assumptions for life
insurance contracts recognised in income
datement immediately

L osses on groups of related products for life
insurance contracts recognised immediatey
in the income statement

Discount rates for life insurance contracts
reflect the fact thet liabilities are typicaly
independent of the performance of supporting
assets except where thisis not the case, in
which case discount rates reflect the
performance of supporting assets

Assts of alifeinsurer (alifeinsurer isan
entity that writes either insurance or
investments business) measured at fair vaue,
insurers required to apply rdevant IASB
standards but to dect the fair vaue options
avallable under the standards. Financid
lighilities relating to investment contracts
measured at fair value. Issuers apply IAS 39
but are required to eect the fair vaue
through profit or loss designation

Deferred tax assets and liabilities for life
insurance contracts only discounted where
the deferred tax balances are part of alife
insurance contract and discounting of these
baancesis an explicit or implicit term of that
contract
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