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IASB Discussion Paper Preliminary Views on Insurance Contracts

The ABI’s Response to the EFRAG’s draft comment letter

Introduction

1. The Association of British Insurers (ABI) represents nearly 400 member companies, which between them provide 94% of the UK’s domestic insurance. It works on behalf of the UK insurance industry to keep standards high and to make its voice heard.

2. The ABI is grateful for the opportunity to respond to the European Financial Reporting Advisory Group’s (EFRAG) draft comment letter ‘IASB Discussion Paper Preliminary Views on Insurance Contracts’.  

Overall comments

3. The ABI has worked closely with the Comité Européen des Assurances (CEA) and the CFO Forum in considering the European insurance industry’s response to the discussion paper.  The ABI has agreed the joint CEA/CFO Forum response to the discussion paper and fully supports the positions set out in that paper.

4. The ABI’s own response focuses on two points of particular concern to UK life insurers which, because the issues are largely specific to the UK, are not discussed in depth in the CEA/CFO Forum letter.  These issues are inherited estate in with-profits funds, and policyholder taxation.

5. We respond below to your questions to respondents and, though your draft comment letter takes a similar line to ours in many respects, we also take the opportunity to comment on a number of other issues raised by your draft comment letter. 

EFRAG’s questions for respondents

Litigation provisions and insurance claims liabilities
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6. We believe that the third building block, a margin that reflects the risk and uncertainty, is a necessary component in measuring insurance liabilities. This concept applies equally to the measurement of a litigation provision.  In our view the risk margin is an allowance for the risk and uncertainty inherent in the underlying best estimate of future cash-flows 

7. We are not clear from reading the discussion paper what the IASB believes is the purpose of the risk margin.  We do not consider the risk margin should be a mechanism for deferral of profit. This is an important issue that needs to be addressed. In our view the risk margin should represent the cost of risk, i.e. a risk margin in addition to the expected present value of future liability cash flows required to manage the portfolio. 

8. Any market participant would need to set aside capital to bear the risk associated with the uncertainty within the underlying expected future cash-flows and would therefore have to bear the cost associated with holding this capital. We do not consider that the risk margin should include any additional compensation over and above this compensation for risk. Hence we support the use of the cost of capital approach, consistent with solvency II, as an appropriate method of determining the risk margin.  

9. In its liabilities project, the IASB seems to have settled tentatively on the following proposed measurement principle: " ‘the amount an entity would rationally pay to settle an obligation on the balance sheet date’—a current settlement notion. An entity may settle a liability on the balance sheet date in one of two ways: paying the counterparty to release the entity from its obligation or paying a third party to assume its obligation." In the context of litigation any inherent uncertainty should also be taken into account when measuring the liability. 
Settlement and transfer values

[image: image2.png]“Question for respondents

We would particularly welcome your views on this issue. Do you believe that settlement
value and transfer value will be the same, or at least very similar, and if so why? O, to
put it another way, why might it be relevant to include in a settlement value the amount
that a market participant would require to bear the risk inherent in the liabity?





10. We consider the measurement of the insurance liability should be on an economic basis comprising the discounted expected best estimate cash-flows and an allowance for risk and uncertainty (risk margin) based on a cost of capital approach This is consistent with our understanding of an exit value since in most cases insurers retain and fulfill the insurance obligations themselves and a transferee would similarly ultimately need to settle the insurance obligations. We are concerned that the measurement attribute proposed is based on a hypothetical transfer value.

11. Any market participant would need to set aside capital to bear the risk associated with the uncertainty within the underlying expected future cash-flows and would therefore have to bear the cost associated with holding this capital. We do not consider that the risk margin includes any additional compensation over and above this compensation for risk.
12. Another way of looking at this is that in theory a market consistent transfer value equates to a settlement value, since in the absence of pressure to sell for some kind of strategic reason a rational market participant would always choose the least cost of exiting from a liability. Hence if maximum profit can be generated from settling a liability a rational market participant would choose to settle rather than transfer, hence the transfer value in such circumstances would equate to the settlement value.

Beneficial policyholder behaviour (IASB Q.7)
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13. Like you, we favour option (b) as reflecting better the economics of insurance activity, and we nevertheless also acknowledge the need to distinguish between new and existing contracts. We consider that all expected cash-flows arising from the existing contract should be included in the measurement of the insurance liability. The proposed guaranteed insurability criterion is too restrictive and would lead to the exclusion of expected cash-flows from existing contracts.  As explained in the joint CEA/CFO Forum response, the CFO Forum has set out in its Elaborated Principles a general principle which we consider should give a basis on which  new and existing contracts may be distinguished. Further work to establish a suitable basis should be undertaken which would include considerations such as the ability to re-price and underwriting requirements.

14. In measuring the liability we consider the focus should be placed on estimating all  the contractual cash-flows arising from the existing contract rather than justifying the inclusion of certain future premiums as some form of ‘customer relationship asset’. The future premiums are an integral part of the contract and their inclusion within the cash-flows is required to measure the liability hence this should be considered a measurement rather than a recognition issue. A distinction should be drawn between inclusion of these existing contractual cash-flows and any ‘customer relationship asset’ related to future new contracts which may subsequently arise, which it is not intended to recognise
15. We should add that we are not aware of conceptual reasons why insurance should be treated differently to other industries though its different economics, especially on the life side, may lead to different results.

Risk margins (IASB Q.11)
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16. We support the inclusion of a further allowance for diversification beyond the portfolio level. This is because the benefits of diversification between lines of business are an integral part of an insurer’s business model.

Other comments
Recognition requirements (IASB Q.1)

17. We share your concerns (A2.2) that the ED does not take taken fully into account that the timings of contract participation and risk coverage may differ significantly. We would add that the treatment of acquisition costs is also important in this context, so as to avoid accounting mismatches.

‘Orphan estates’

18. You refer (A1.21) to the suggestion of some commentators that there should be a third category, ‘other’, in addition to equity and liabilities. We suggest that it may be helpful to expand on what this might be. In the ABI response, we have specifically raised our concerns around the treatment of the inherited estate in the context of complexity of the construct and constraints of UK with-profit funds. We believe further consideration should be given to the treatment of such ‘inherited estates’ that arise in the UK context. 
Role of premium in calibration of risk margins (IASB Q.4)

Whilst we agree that the measurement basis should be applied consistently (A1.55), we do not accept that significant profits as measured against the premium should necessarily trigger a need for further investigation. As indicated above we believe the risk margin is an allowance for risk and uncertainty which is calculated independently from the premium. We believe the ‘initial profit margin’ (as defined by the CFO Forum/CEA) is more significant than that envisaged by the IASB It is therefore important that the presentation and recognition of this ‘initial profit margin’ is carefully considered in the development of the final standard. 
Constructive obligation to pay policyholder dividends (IASB Q.16)

19. We would not agree with an assertion (A1.61) that, because an insurer may manage down the dividend expectations of policyholders and lower the payments it makes, it therefore did not have a constructive obligation to make any payments. We regard this issue as one of measurement rather than of recognition. We consider the constructive obligation arises on the inception of the contract, the measurement relates to uncertainty around the amount and timing of the bonus. The measurement focus should be placed on estimating all the cash-flows arising from the existing contract, the expected future discretionary payments are an integral part of the contract and their inclusion within the cash-flows is required to enable an economically sensible measurement of the liability
20. We would be happy to discuss any of these points further with you.
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