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INSURANCE CONTRACTS DISCUSSION PAPER

Dear Mr Clark,

I am writing on behalf of the CNC to give you our views on the above-mentioned Discussion Paper. Our detailed responses to the questions in the DP will be sent to you in a separate mail in a short period of time.

1. Interaction with other relevant IASB projects

We think several proposals expressed in the discussion paper relate to fundamental issues that are currently under consideration by the Board on other IASB projects. We regret that the IASB work plan timetable does not allow us further considerations of the impact that the DP proposals could have on these other relevant IASB projects and vice versa, notably:

· The conceptual framework project, particularly the phases on : 

· Objectives and qualitative characteristics 

· Measurement  

· Assets and liabilities definitions

· The revenue recognition project, particularly in the context of long term contracts such as insurance contracts which are covering risks and providing associated services over several years.

· The fair value measurement project 

· The project on amendments to IAS 37 which is about non financial liabilities measurement and recognition (in particular the definition of constructive obligations)

· The liabilities and equity project (modified joint project with FASB)

· The financial instrument project which aims to replace the existing standards, particularly for the measurement issues identified on non quoted financial instruments (and which are not held for sale) which are very similar to insurance contracts measurement issues

However, we agree that IFRS 4 Insurance contracts is an interim standard which needs to be improved as soon as possible as decided at the inception of the Insurance project. As Phase 2 is intended to produce a long term standard, we are nevertheless concerned about the consequences on the future new standard that the other relevant projects could have when they are finalised. Obviously, if the future new standard were also a second interim standard this would be highly undesirable (for users with respect to financial communication, as for management and information systems). 

We draw your attention to the fact that our comments relate only to contracts within the scope of the future standard and do not pre-empt the answers we could make for other industries. We think that the proposed measurement base i.e. current exit value (subject to our following comments in §2.) is relevant to the insurance business model. This does not mean that in situations other than insurance contracts the current exit value will best reflect the future cash flows and be the most appropriate measurement model. 

In this respect, we reproduce our response to the DP Fair value measurement §2.1. « The measurement phase in the conceptual framework project »: The DP proposals should be examined in the light of the principles determining when each measurement base is appropriate. We recommend that the DP proposals should be postponed until the appropriate criteria are defined. We suggest that these criteria should include:

(a) Whether the measurement objective is relevant to the business model of the reporting entity

(b) Whether liquid markets generally exist for the types of assets and liabilities to be measured

2. Main comments on the measurement of insurance liabilities 

2.1. Prospective measurement model

We think that insurance liabilities have to be measured according to a prospective measurement model based on unbiased estimates of future cash flows, a current discount rate, and an explicit unbiased risk margin. 

· In most contracts, no nominal amounts of cash out flows are defined at the inception of either insurance contracts, or investment contracts with DPF. Rather, the cash out flows, their amounts and/or their occurrence depend on many interdependent factors that vary according to uncertain events. Moreover, the whole insurance business depends on the mutualisation of these contracts. Due to these uncertainty and interdependency (increased by the mutualisation feature), the insurance liabilities have to be measured from a prospective measurement model based on future cash flows expected by the insurers.

· We believe this prospective measurement model would provide a useful information to the users as it would be consistent with the financial information which at the present time is provided to them, based on the embedded value (a similar prospective model in line with the business model of the insurers).

At this stage we have no comments on the name to be given to the measurement attribute, the key question being what it encompasses. Nevertheless, the proposed definition relies on the hypothetical transfer of these liabilities to another entity (transfer value) which some do not consider relevant for a liability which in the vast majority of cases will be settled by the insurer himself. 

In the prospective measurement model proposed in the DP, the Board includes a service margin into the third building block in addition to the risk margin. In our view it is not necessary to add a service margin as the future servicing cash flows are taken into account in the prospective measurement base mentioned above in the same way as other contractual cash flows. The principles underlying the service margin proposed in the DP should be discussed as part of the revenue recognition project 

Contrary to the view expressed in the DP, we think there could be a significant difference between insurance liabilities measured according to a prospective model and the premiums received by the insurers.

Considering : 

· that insurance contracts represent a service over a long period and that revenue recognition principles should reflect this time spread as with other services,

· that the insurer does not intend to transfer its contracts, 

the measurement model should not lead to recognition of day one profit.

For the above reasons, we propose that the difference between insurance liabilities measured according to a prospective model and the premiums received net of acquisition costs (i.e. initial surplus) should be taken into the net income statement over the life of the contract as and when the services are rendered. 

· At the inception of the contract the initial surplus should be recognised in equity as an item of “Other Comprehensive Income”.  This proposal is consistent with the requirements of certain other current standards (in particular with the requirements of IAS 39 with respect to the variations in the fair value of certain financial instruments )

· According to developments in other projects and more particularly in the revenue recognition  project and the debt/equity project an alternative treatment preferred by some would be to recognise the initial surplus as a separate liability distinct from the insurance liability measured according to the prospective model as indicated above. 

2.2. Key assumptions 

Without taking position on the alternative definition to which our remarks might lead, we wish to express our disagreement with certain key assumptions underlying the model proposed in the DP: 

· Servicing costs

We consider that entity specific cash flows should be taken into account to determine servicing costs as it seems more relevant for the measurement of insurance liabilities to reflect the costs that will effectively be borne by the entity. 

· Policyholder behaviour

We consider the inclusion of future premiums for existing contracts an integral part of the proposed measurement model as these premiums represent expected cash inflows from the contracts held by the insurer. They should therefore be taken into account in the measurement of the liabilities just like other prospective cash flows that are already based on policyholder behaviour e.g. duration of the premiums received. The fact that, in certain cases  they may include policyholder options which may turn out to be beneficial to the issuer does not mean that it will not be advantageous for the policyholder to exercise them. In many cases, in practice, such options are also beneficial to the policyholder

In this context, it is necessary to determine which cash flows should be taken into account whilst distinguishing existing and future contracts. However, we do not think the criterion proposed by the DP with the concept of “guaranteed insurability” will enable all the relevant  cash flows (as defined above) to be determined on an economic basis consistent with current exit value. We think that the “guaranteed insurability” concept is a starting point that needs to be taken further and be developed along the lines indicated above. 

Moreover, this principle must be equally applicable to investment contracts with DPF as they are managed together with the insurance contracts and are measured according to the same model as that proposed for insurance contracts (see §3. below). 

· Credit characteristics of insurance liabilities

We do not agree with taking credit risk into account in measuring insurance liabilities. In our opinion, the inclusion of credit risk in measuring liabilities is part of a wider debate. The Framework review project is an opportunity to discuss user needs in this respect and in particular those of creditors.

· Risk margin

We agree that the risk margin should be an explicit and unbiased estimate of the margin that market participants require for bearing risk in place of the entity, i.e. the margin which covers the uncertainty associated with the liability and in this respect corresponds to the required compensation. 

However, considerable debate has taken place on the determination of this margin because of the lack of clarity of the DP which stipulates that the objective of the risk margin is to convey useful information to users about the uncertainty associated with the liability. 

Some commentators consider that the two concepts, covering the uncertainty and compensation are not identical and that compensation could include an additional element of remuneration. If this were the case, we would urge the Board to clarify this point .

· Unit of account

We agree that the relevant unit of account is the portfolio of contracts. It appears to us, however, that the portfolio definition criteria (risks broadly similar, managed together) does not reflect necessarily the way in which the contracts are managed by insurers. Portfolios should, in our view, be defined by reference to the risk management criteria used by the entity (i.e. pricing, management, measure of performance…).

· Unbundling

We are not in favour of unbundling as set out in the DP except where there is an obvious juxtaposition of several contracts. 

Where measurement is interdependent the valuation by difference as proposed by the DP would lead to a misleading information. A contract with interdependent components should be measured using a single model in order to avoid economically anomalous results.

3. Treatment of DPF and investment contracts with  DPF

We are concerned that the measurement of investment contracts with DPF is not dealt with in the DP given that these contracts are within the scope of the current version of IFRS 4 and that the DP deals with DPF. 

· Treatment of investment contracts with DPF

We consider that the scope of IFRS 4 Phase 2 should include investment contracts with DPF.  This extended scope of IFRS 4 allows the contracts with DPF to be measured and accounted for the same way whatever the contract qualification, insurance or investment. This is all the more important that this homogeneous treatment is indeed necessary to reflect the ALM of insurers: 

· The same assets are backing both categories of contracts, insurance & investment. Most of the time, they are pooled and managed together. 

· In the most frequent case where assets are pooled, their yield is feeding the annual discretionary participation of both insurance and investment contracts. The underwriting result of insurance contracts is often added to the participation global amount that is to be shared between contracts whatever their IFRS qualification is (insurance or investment). 

· Recognition and measurement of  DPF

We consider that insurance contract liabilities should reflect the expected amount of DPF as the liabilities are measured using a prospective model. A measurement principle limited to the enforceable amount would be inconsistent with the other assumptions used in the model proposed in the DP, in particular with respect to future cash flows from contracts and modelling the behaviour of policyholders. Furthermore, policyholders do have a valid expectation to receive a discretionary participation above the minimum, notably:

· Policyholders pay more for discretionary participating contracts than for guaranteed income contracts.

· Contracts say that they will get a discretionary participation (just as for instance the French Insurance regulation also does).

· Past experience shows policyholders that they received more than the minimum. 

Consequently, the application of the recognition principles for non-financial liabilities per IAS 37 to discretionary insurance liabilities seems inappropriate since it would limit recognition to legal obligations or enforceable constructive obligations. Indeed, these items should be recognised under the proposed prospective model like other expected cash flows from insurance contracts.

We hope you have found these comments useful and would be pleased to provide any further information you might require.

Yours sincerely,
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Jean-François Lepetit
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