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IFRS timeline
Update and next steps
•

Comment period on the re-exposure draft (‘ED’) ends 25 October 2013.

•

Target date of publication for the final standard is H2 2014.

•

Effective date of the standard is “approximately three years from date of publication of the final
IFRS”.
Revised
Final
Exposure
Standard 2HY
Draft released
2014
June 2013

Exposure
Draft released
July 2010

Effective date:
1 January or 1 January
2017?
2018?

IFRS 4
2010

2011

2012

IFRS 9
IFRS 9 for assets
and liabilities
published
October 2010

3

2013

2014

2015

2016

2017

2018

Final
Standard 2HY
2014
ED: Limited
Amendments:
Classification and
Measurement
released November
2012

ED: Expected
Credit Losses
released
March 2013

Effective date:
1 January 2016?
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IFRS timeline
What is the IFRS 4 Phase II project and its impact?

 Snapshot: Insurance Contracts
 Exposure Draft ED/2013/7
• Invitation to comment – 7 questions for
respondents
• The actual ED

• Appendix A – defined terms
• Appendix B – application guidance

 Basis for Conclusions Exposure Draft
ED/2013/7

• Introduction/Background/IASB/FASB/
Significant changes since the 2010 ED
• Appendix A – Basis for conclusions on
areas on which the IASB is not seeking
input
• Appendix B – Effect Analysis

• Appendix C – effective date and transition

• Appendix C – Summary of changes
since the 2010 ED (Table)

• Appendix D – consequential amendments
to other Standards

• Appendix D – Differences between the
proposals in this ED and the FASB ED

• Appendix E – Table of concordance (2010
and 2013 ED)

• Alternative view of Stephen Cooper

 Illustrative Examples Exposure Draft
ED/2013/7
4
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IFRS timeline
Background
•

After nearly three years since it published its draft IFRS on insurance contract the IASB made
significant changes in five key topics which are now re-exposed.

•

The revised exposure draft relates to the proposed requirements for:

1. Unlocking of contractual service margin: Adjusting the unearned profit from insurance
contracts.
2. OCI solution: Presentation of interest expense between profit or loss and the other
comprehensive income (‘OCI’).
3. Mirroring Approach’ for participating contracts: Accounting for contracts that specify a link to
the returns on underlying items that the entity is required to hold.
4. Earned premium approach: Presentation of insurance contract revenue and expenses.
5. Retrospective application: Effective date and transition.
•

5

IASB does not intend to revisit other aspects of the proposed standard. These are deemed final
following the IASB deliberations, the associated outreach and field testing.
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Scoping through Analysis of Contracts
1.
2.
3.

Does the contract meet the definition of an insurance contract under IFRS 4 Phase II?
Do multiple insurance contracts have to be combined into one?
Does the contract have to be unbundled into different components for which other IFRS apply?

7
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IFRS Insurance 101

Contracts meeting the insurance contract definition of IFRS 4 Phase II
No significant changes expected in comparison to Phase I application
Standard applies to
1.

an insurance contract, including a reinsurance contract, that it issues;

2.

a reinsurance contract that it holds; and

3.

an investment contract with a discretionary participation feature that it issues, provided that the entity also issues insurance
contracts. At consolidated level - entity = all entities included in the consolidated perimeter.

Retain current IFRS 4 (Phase I) definition with additional guidance for significant risk transfer test
• Definition: ‘A contract under which one party (the issuer) accepts significant insurance risk from another party (the policyholder)
by agreeing to compensate the policyholder if a specified uncertain future event (the insured event) adversely affects the
policyholder’.
 Assessment at contract level (not at portfolio
Example: Unit-Linked (Br 23) contract with 130% death coverage
level). Thus insurance risk can be significant
1. Identify an insured event - the life assured dies.
even if the chance of losses on the portfolio is
2. Will it adversely affect the insured? - Yes, his widow will have to survive (i.e. needs
remote.
income).
 Significance measured using present values
(already often applied in practice). Requires a
scenario with commercial substance in which
present value of cash outflows exceeds present
value of premiums. If and only if, an insured
event could cause an insurer to pay significant
additional benefits in any scenario.

8

3. Identify a scenario in which (1) occurs? - The death occurs in the following year to
subscription.
4. Does (3) have a commercial substance? - Yes, there is a charge for the extra death
benefit.
5. How much will be the loss to the insured? – 130% of the premium paid.
6. Chose another scenario in which (1) doesn’t occur. – The policyholder survives to the
end of the contract.

7. Does (6) have commercial substance? - Yes, there is a good chance that he won’t die.

This condition is met even if the insured event
is extremely unlikely.

8. What is paid under (7)? – The fund value.

Underwriting or timing risk but additional
guidance that timing delays may reduce
uncertainty.

Conclusion: in scope of IFRS 4 standard due to significant death coverage. Pure unitlinked contracts (without insurance risk) remain under IAS 39 / IFRS 9.

9. Is (5) significantly more than (8)? – Yes.

© 2013 Deloitte Belgium

Contracts meeting the insurance contract definition of IFRS 4 Phase II
No significant changes expected in comparison to Phase I application
In general, same scope exemptions applied under current IFRS. Some fixed fee service contracts to
be accounted for under the new IFRS “Revenue from Customer Contracts”.

Combining insurance contracts
An entity shall combine two or more insurance contracts that are entered into at or near the same time with the
same policyholder (or related policyholders) and shall account for those contracts as a single insurance contract if
one or more of the following criteria is met:
 the insurance contracts are negotiated as a package with a single commercial objective;
 the amount of consideration to be paid for one insurance contract depends on the consideration or performance of the other
insurance contract(s); or

IFRS 4 Phase II

 the coverage provided by the insurance contracts to the policyholder relates to the same insurance risk.

9

IFRS
Technical
Requirement
Contract
Definition,
Insurance risk

Impact Lines
Description
• Insurance risk: the requirement to make a
distinction between insurance contracts and
investment contracts. Investment contracts
continued to be treated and reported in
accordance with IFRS 9.
• Combining of insurance contracts.

Impact
• Insurance risk: No significant change
expected.
• Combining of insurance contracts: risk to
be analysed but not significant impacts
expected.

Life

NonLife

L

L
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Unbundling is only allowed if it is required
More restrictive in comparison to current IFRS 4 (Phase I)
An insurance contract may contain one or more components that would be within the scope of
another standard if they were separate contracts. Unbundling is only allowed if it is required.
IFRS 4 Phase II (unbundling prohibited if
not required)

Current IFRS 4 Phase I (voluntary unbundling)

Step 1: Do not unbundle if investment
component is highly interrelated (not a
distinct component)

Investment
component
(IFRS 9)

 cannot benefit from one component
without the other being present,
policyholder cannot lapse one without
the other, or
 can only value one with the other.
Step 2: If not highly interrelated: unbundle if:
investment component is separately sold in
the same market and jurisdiction. This may
lead to differences in different markets.
We expect that separating investment components will be uncommon due to highly interrelated character.
No unbundling of investment components for instance for Branch 21 contracts with profit sharing and
Branch 23 contracts containing significant insurance risk. The measurement of highly interrelated
investment components of Branch 23 contracts (with significant insurance risk) are picked up through the
introduction of the mirroring approach of IFRS 4 Phase II.

10
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Unbundling is only allowed if it is required
More restrictive in comparison to current IFRS 4 (Phase I)
Unbundling is not allowed if service cash flows are highly interrelated. Same principle (as for
investment component) applies for identifying a distinct component.

Service
components
(IAS 18)

IFRS 4 Phase II

Embedded
derivative
(IFRS 9)

11

IFRS
Technical
Requirement

Unbundling

Unbundling is required if the goods or services could be sold separately, or the policyholder can
benefit from it without benefiting from the insurance contract.
A detailed screening of contracts is considered useful for determining whether services need to be
unbundled and for having a clear insight in the underlying cash flows (for measurement purposes).

Separate if and only if the embedded derivative is not closely related to the host. If separated
value ED first, remaining contract is valued in accordance with the ED.

Impact Lines
Description

Impact

Life

NonLife

• Separate investment and service components
unless risks and characteristics are highly
interrelated and so interdependent they cannot be
reliably separated.
• Separate embedded derivatives: treatment and
reporting in accordance with IAS 39 / IFRS 9.

• All voluntary unbundling under current
IFRS must be removed on transition and
bundled contracts will be accounted for
under the new IFRS as insurance
contracts. Difference between unitlinked contracts treated as insurance
contracts and investment contracts.

M

L
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Contract assessment
Illustrative example

Example

We consider 1.000 8-year term universal life insurance contracts with the following
characteristics:
• Single payment: 10.000,00 € (insurance tax: 2,00% and entry fee percentage:
1,75%);
• Technical interest guarantee: 0,75%;
• Death capital: 20.000,00 € (legal pricing mortality table);
• Annual management fees: 0,10% of mathematical reserves, and
• Discretionary participation feature: yearly excess return above technical guarantee
and financial margin attributed to the shareholder (maximum of 1,00%).
Under Belgian Gaap the movement of technical provisions of these contracts changes as
follows:

In addition, the available cash coming from the premium income and part of the cash of
the incorporation of the insurance company (400.000 EUR) is invested in an 8-year bond
for a total amount of 10.000.000 EUR at an effective interest yield of 2,21%.

Scope
Conclusion
12

The draft Standard has to applied to our example as it relates to a contract that transfers
significant insurance risk (death coverage) and in addition includes a discretionary
participation feature. No unbundling – all items of the contract are highly interrelated.
© 2013 Deloitte Belgium

Overview Measurement Models
1.

Which measurement model to apply?

13
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IFRS Insurance 101

Use of different measurements models
Overview
•

One basic model, the Building Block Approach (BBA) applicable to all contracts in scope
 Probability weighted present value of future net cash flows;
 Explicit risk adjustment liability;
 If the sum of the above is an asset/net profit, an explicit Contractual Service Margin liability
to represent the unearned profit of the contract.

•

Two alternative models:
 Required ‘Mirroring Approach’ for all participating contracts where the insurer is required
to hold underlying items in which the policyholder participates directly (e.g. unit-linked
insurance contracts).

 Optional Premium Allocation Approach (PAA) for contracts with coverage of 12 months
or less and those with more than 12 months coverage that meet eligibility criteria.
 Important Note: PAA only applies to pre-claim periods. Claims liabilities (Life and NonLife Insurance Claims) are always under the BBA [also applying locked in discount rate
at inception of the contract (not required if claims are expected to be paid within 12
months)].

14
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Which measurement model to apply?
Classification for category of contracts
.Category

INITIAL Measurement Requirements

1. LIABILITIY FOR THE REMAINING COVERAGE
Contracts where cash flows do not depend on underlying
items (e.g. non-participating contracts).

Building Block Approach.

Contracts with a direct link to underlying items that the
insurer is required to hold (e.g. unit-linked contracts with
significant insurance risk).

The liability must be decomposed in:
• ‘Mirroring approach component’ for cash flows that vary
directly whereby reference is made to the carrying amount
of the underlying items.
• Building Block Approach applies for the other cash flows
that do not vary directly (reference to other categories).

Contracts where cash flows vary indirectly with underlying
items that the insurer is required to hold (e.g. profit sharing
contracts).

Building Block Approach applies using a discount rate that
reflects that dependence.

Contracts where the cash flows depend on underlying items
that the insurer is NOT required holding (e.g. index linked
contracts).

Building Block Approach applies using a discount rate that
reflects that dependence.

Contracts where the simplified approach to measure the preclaims liability can be elected (e.g. short duration non-life
contracts).

Optional Premium Allocation Approach (reasonable
approximation of the Building Block Approach).

2. INCURRED CLAIMS LIABILITY
Non-Life and Life Claims liabilities of contracts into the scope
of the standard.
15

Building Block Approach.
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Which measurement model to apply?
Definition of participating contracts
Definition of participating contracts = all contracts where the cash flow linkage with underlying items is
directly traceable.
 This link may also depend on the insurer’s discretion (e.g. often insurers have the
discretion to decide how much from the participating items go to policyholders). The
contractual arrangement that establishes the policyholder’s right to participate in the
underlying items may arise from contract, law or regulation.
 The underlying items are defined quite broadly as:
•

The returns from a specified pool of insurance contracts or a specified type of insurance
contract;

•

Realised and/or unrealised investment returns on a specific pool of assets held by the
issuer; or

•

The profit or loss of the entity or fund that issues the contract.

 The amounts are distributed to policyholders at the insurer’s discretion would be influenced by
level of return of the underlying items have produced in a given period, competitor’s
distribution rates, mortality and expense experience.
With-profit, unit-linked and many others are expected to meet the definition of participating contracts.
Analysis to be performed of the substantive terms. Initial and subsequent measurement depends on
whether there is a direct (‘mirroring’) or indirect linkage.
16

© 2013 Deloitte Belgium

Which measurement model to apply?
IFRS 4 Phase II and Solvency II: Measurement bases can be different
IFRS 4 Phase II
Insurance Contracts

Solvency II

Expired

average of future cash flows,
discounted and risk
adjustment

Unexpired

CSM*

Premium
Allocation
Approach
Onerous
Contracts

Unincepted

Investment
Contracts
* CSM is contractual service margin
17

BBA

Probability weighted
average of future cash
flows, discounted plus
risk margin (risk margin
specified in SII is unlikely to be
the same as that would be used
to meet the requirements of the
(draft) standard)

Insurance Contracts

Insurance Contracts

BBA: Probability weighted

IFRS 9

BBA is Building Block Approach
© 2013 Deloitte Belgium

Unit of account
Application throughout the standard
Definition of a Portfolio
1. Subject to similar risks and priced similarly relative to the risk taken on; and
2. Managed together as a single pool.

IASB Unit of Account

18

Scope

Contract

Contract Measurement

Portfolio

Acquisition Costs

Portfolio

Contractual Service Margin

Portfolio

Contractual Service Margin Release

Not prescribed

Risk Adjustment

Entity-wide

Onerous Contract Test

Portfolio

Disclosures

“…useful information is
not obscured…”

At initial recognition CSM is
separately determined only
for new contracts in the
portfolio.
• Cohort of contracts
“Systematic way that best
reflects the remaining
transfer of services
provided under the
contract” (Para 32 ED)
• Initial recognition date
and coverage period
likely to be taken into
account
© 2013 Deloitte Belgium

Measurement at inception using the
Building Block Approach (‘BBA’)
1.
2.
3.

19
19

How to apply the Building Block Approach measurement model at inception?
Cash flows discounted at which rate?
How to account for day one losses and to eliminate day one gains through the contractual service
margin?

© 2013 Deloitte Belgium

IFRS Insurance 101

Building Block Approach (‘BBA’)
Overview measurement at inception

Premiums
Taxes

Cash in flow (-)

Direct Attr.
Acquisition
Costs

20

Year 1

Year 2

…

Block 1 + Block 2 + Block 3 < 0
Recognise Contractual Service Margin (= Block 4) to
eliminate Day One Gain (at inception before any cash flows
are received or paid)

Year 8

Block 1 + Block 2 + Block 3 > 0
Recognise Day One Loss (Onerous Contract)

Future Cash In lows

Cash out flow (+)

Immediately
after
inception

Balance Sheet Liability

Maturities

Deaths

Deaths

Surrenders

Surrenders

Costs

Costs

Sum of
Time Value
Contractual
Risk
Future Cash
of Money Adjustment
Service
Flows
Margin
(CSM)

…

Building
Block 1

Costs

Time

Building
Block 2

Building
Block 4
Building
Block 3

Premiums

Accounting Perspective of the
Insurance Contract Liability whereby :
negative amount increases liability and
positive amount decreases liability
Net cash in or
out flow
depends on
type of
contracts

© 2013 Deloitte Belgium

Building Block 1: Future Cash flows
A current, unbiased probability weighted estimate of contractual cash flows
•
•

•

Current - re-assessed at each reporting period.

In Scope: Cash In Flows
Premiums

Incorporate, in an unbiased way, all available
information about the amount and timing of all cash
flows within the boundaries of a contract.

Salvage and subrogation

In Scope: Cash Out Flows

Probability weighted cash flows - Stochastic modeling
may be required (e.g. options and guarantees).

•

If observable market data exists, incorporate in the
model to the extent possible.

•

Non-market variables utilize entity-specific cash flows.

Claims (e.g. deaths, surrenders, annuities, maturities
(interest guarantees / profit sharing / participating cash
flows))
Directly attributable acquisition costs at portfolio level
Claims handling costs, policy administration and
maintenance, recurring commissions and fixed and variable
overheads that are directly attributable to fulfilling the
portfolio (but excluding indirect costs such as product
development and training costs).
Policyholder taxes (e.g. 2% insurance tax)

IFRS 4 Phase II

IFRS
Technical
Requirement

21

Best Estimate
Cash Flow,
Recognition &
Boundaries

Impact Lines
Description

Impact

• Recognition of contracts to be determined based
on the earliest point in time of start of coverage
period, date first payment is due from policyholder
or where evidence contract will be onerous.
• Contract boundaries will need to be clearer and
explicit on the point at which the insurer is no
longer required to provide coverage or can fully
reassess and re-price the risk.
• Requirement to produce best estimate cash flows.

• Recognition – earlier of the three dates
specified (incl. non incepted contracts).
• Boundaries – analysis to be performed
taking into account characteristics of
contracts.
• Best estimate cash flows – common
concept to SII/MCEV but the actual cash
flows can differ .

Life

NonLife

M

M
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Building Block 1: Future Cash flows
Focus on directly attributable acquisition costs
IFRS 4 – Phase II at portfolio level
“Directly attributable acquisition costs that can be allocated on a rational and consistent basis to the individual portfolios of
insurance contracts. Acquisition costs are costs of selling, underwriting and initiating an insurance contract and include costs
that cannot be attributed directly to individual insurance contracts in the portfolio.”
• Changed position from 2010 ED. Direct acquisition costs in originating a portfolio of insurance contracts should be included
(previously a more narrow definition applied – acquisition costs that are incremental at contract level).

• Acquisition costs are included as part of the cash flows. Implicitly these expenses are deferred through a reduction in the
contractual service margin. For the purpose of measuring insurance contract revenue, an entity shall allocate the directly
attributable acquisition costs over the coverage period in the systematic way that best reflects the transfer of services
provided under the contract.

Broader scope compared to incremental contract cost of IAS 39 / IFRS 9 (and initial 2010 ED)
Incremental (one that would not have been incurred if the entity had not acquired, issued or disposed of the financial
instrument) acquisition costs at transaction level only include sales commissions, whereas directly attributable acquisition
expense further include underwriting, sale staff salaries and bonuses and administration costs.

IFRS 4 Phase II

•

22

IFRS
Technical
Requirement
Directly
attributable
acquisition
costs

Impact Lines
Description
• Insurance companies that issue insurance
contracts and investment contracts have to treat
directly attributable acquisition costs differently
(insurance contracts at portfolio level / investment
contracts at contract level).

Impact
• Flexible and adequate cost accounting
systems in place for initial and
subsequent measurement.

Life

NonLife

M

L
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Building Block 2: Time Value of Money
Discount rate is market consistent interest rate generally used in measuring an instrument with cash
flows whose characteristics reflect those of the insurance contract liability – timing, currency and
liquidity. Option to determine the discount rate for insurance liabilities using either the “top-down” or
“bottom-up” approach.
•

Top Down Approach

Bottom Up Approach

Unexpected
default adj

•

Expected
default adj
Yield curve
based upon
actual or
reference
asset
portfolio

Mismatch
adjustment

Remove factors that are not relevant to the insurance
contracts (such as market risk premiums for assets
included in the reference portfolio) and adjusts for
differences between timing of cash flows between the
assets and the cash flows of insurance contracts.

23

•
Illiquidity
premium
DISCOUNT
RATE
IFRS 4
PHASE II

Dependent on:
1. Duration
2. Liquidity
3. Currency
of insurance cash
flows.

Risk free
rate

A “risk free rate” plus an illiquidity
premium based on the
characteristics of liability cash
flows.

•

No reconciliation
between both
discount rate
curves required.
No further guidance
on how to calculate
the illiquidity
premium.
Disclosures on
discount rate,
impact of illiquidity
and sensitivities.
One yield curve is
locked-in for P&L
reporting and
another is revalued
at each balance
sheet date – the
difference is
required to go
through OCI (BBA ED proposal).
© 2013 Deloitte Belgium

Building Block 2: Time Value of Money
Discount rate to be applied
Basic Building Blocks Approach Discount Rate
•
•
•

Curve, not a flat rate;
Market data for durations where this is a market;
Long term averages where there is no market.

Asset Dependent Cash Flows
•

Use a rate that reflects the dependency.

No discount rate to be applied
Mirrored assets (IASB)
•
•
•

No rate to be applied, just mirror the balance for the mirrored portion;
Basic Building Blocks Approach Discount Rate for the fixed cash flows, may also have asset dependent
cash flows;
Mirrored products subsequent measurement: the asset dependent rate gets updated in both the balance
sheet and income statement.

Short term duration contracts
•

24

Discounting for cash flows is not required (optional) for contracts with duration of 1 year or less (duration is
determined at issue). Also applied under simplified pre-claims Premium Allocation Approach.

© 2013 Deloitte Belgium

Building Block 2: Time Value of Money
Comparison of curves and Risk of day one losses
•

Principles based (definition of risk free rate, …?).

•

Default risk which an insurance company expects to realize in the real-world is not or only partly (in case of an
asset dependency) reflected in the discount curve.

•

Risk of day one losses (recorded immediately in profit and loss).

IFRS 4 Phase II

IFRS
Technical
Requirement

25

Discounting

Insurance lines
Impact
Description

• Insurers are required to discount future cash flows to
a present value basis.
• Yield curve may be determined using “top down” or
“bottom up”: Need to adjust discount rate for
a) duration mismatch;
b) expected credit losses on reference
asset/portfolio of assets.
• If cash flows depend (wholly or partly) on the returns
of underlying items, the discount rate to measure
those cash flows shall reflect the extent of that
dependence.
• Discount rate calculation method - mirroring
approach.

Impact

• Companies are familiar with
discounting but need to come up
with a methodology which could
have significant impact on
modelling, systems and data.
Should consider whether SII
methodology is appropriate for IFRS
reporting or a new methodology is
needed.
• Complexity of discount rates for
cash flows depending on the returns
of underlying items.

Life

NonLife

M

M
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Building Block 3: Risk Adjustment
Incorporating uncertainty, diversification and risk aversion
•

Dynamic adjustment for uncertainty
The risk adjustment conveys information to users of financial statements about the entity’s perception of the
effects of uncertainty about the amount and timing of cash flows that arise from an insurance contract.
Decreases, but can also increase over time (“to the extent that emerging experience reduces uncertainty,
risk adjustments will decrease and vice versa”).

2.

Various techniques possible but translation into confidence level required.

IFRS
Technical
Requirement

IFRS 4 Phase II

.

26

1.

Risk
adjustment

Description

• Additional disclosure of equivalent confidence interval
requirement for an adjustment for the effect of uncertainty
(risk adjustment) about the amount and timing of future
cash flows.
• An insurer shall use the following techniques for
estimating risk adjustments: confidence level, conditional
tail expectation, cost of capital.
• Determination of risk adjustment for claims liabilities (Life
and Non-Life).

Impact

Insurance
lines
Life

NonLife

H

H

• New concept for IFRS but SII risk
margin approach could be
leveraged.
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Building Block 3: Risk Adjustment
Incorporating uncertainty, diversification and risk aversion
•

Entity specific and determined at entity level
“The risk adjustment also reflects:

(a) the degree of diversification benefit that the entity considers when determining the compensation it
requires for bearing that uncertainty; and
(b) both favourable and unfavourable outcomes in a way that reflects the entity’s degree of risk aversion.”
Possible consequences:
1. Differences can occur applying IFRS at group level (larger diversification) and at legal entity or sub-group
level (smaller diversification).
2. Higher risk aversion results into higher risk adjustment and decreases comparability between different
insurance companies (for instance if the entity applies a higher confidence level). Nevertheless additional
disclosures are introduced.
3. Unit of account = entity level: implies similar or higher diversification benefits compared to Solvency II
(Impact of diversification with non-insurance relating activities?).

27
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Building Block 4: Contractual Service Margin (CSM)
Eliminating day one gains
Block 1 + Block 2 + Block 3 < 0

• Represents unearned profit in a contract.
• The contractual service margin cannot be negative.
• At initial recognition to be determined at the level of a
portfolio of insurance contracts.

Recognise Contractual Service Margin (= Block 4) to
eliminate Day One Gain (at inception before any cash flows
are received or paid)

Block 1 + Block 2 + Block 3 > 0
Recognise Day One Loss (Onerous Contract)

• Implying use of cohort within portfolio of insurance
contracts.

.

28

IFRS 4 Phase II

IFRS
Technical
Requirement
Contractual
service
Margin (CSM)

Insurance lines
Description

What is changing

• New requirement for the release of the CSM of a
contract to be released over the coverage period,
on a systematic basis that is consistent with the
pattern of transfer of services provided under the
contracts.
• Eliminates gains at inception of a contract.
• Measured at “portfolio” level, and within a portfolio,
by similar date of inception / coverage period
leading to additional data requirements (cohort of
contracts within portfolio).
• ED proposes to allow “unlocking” of contractual
service margin for changes in market and insurance
assumptions.

• Brand new concept for IFRS –
impacting the timing of profit
(transitional apply).
• Unlocking will be welcome by
companies so this is a positive change.
However, companies have to consider
the practical and operational
implications of “unlocking”.
• Impact for Non-Life limited as in most
cases simplified measurement
approach will be adopted for the preclaims liability.

Life

NonLife

H

L
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Building Block 1: Future cash flows
Illustrative example

Assumptions

The following assumptions are taken into account in the calculation of the expected future
cash flows at inception:
•
Industry mortality rates: Assuralia 2005-2009;
•
Flat total surrender rates: 2,00 %;
•
Directly attributable acquisition cost per contract: 2,00 % of gross premium;
•
Yearly contract administration cost: 10,00 EUR;
•
Yearly non-attributable cost: 1.000,00 EUR;
•
Economic assumptions:
• Risk-free rate: 1,21% (cash);
• Investment spread: 1,00% (bond and loan).

Discretionary
participation
feature

29

The yearly excess return above technical guarantee and financial margin attributed to the
shareholder (maximum of 1,00%) is shared with the policyholders
This discretionary participation feature is valued using a Black normal interest rate model and
considering a sequence of 8 one-year call options of the policyholders towards the insurer.

© 2013 Deloitte Belgium

Building Block 1: Future cash flows
Illustrative example
Different expected cash flows are accounted for (premium income, death outgo, surrender outgo, maturity outgo,
acquisition expenses and contract administration expenses).
A distinction is made between the cash flows not expected to vary with returns on underlying items and the cash
flows that are expected to vary indirectly. In the example profit sharing is assumed to be within the scope of this
category of cash flows.
The undiscounted future cash flows relate to the net future outflows.

Accounting Perspective of the Insurance Contract Liabilities whereby:
(-) negative amount increases insurance liability or equals liability
(+) positive amount decreases insurance liability or equals asset

30
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Building Block 2: Discount rate
Illustrative example
Risk free rate: 1,21%
at inception

Illiquidity premium: 0,50%
at inception

Discount rate: 1,71%
at inception

Accounting Perspective of the Insurance Contract Liabilities whereby:
(-) negative amount increases insurance liability or equals liability;
(+) positive amount decreases insurance liability or equals asset.
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Building Block 3: Risk adjustment
Illustrative example
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,0 = abs(𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,0 − 𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,0 )

Shock Mortality + 15%

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,𝑡 = 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,0 ∗ (𝑆𝑢𝑚 𝑎𝑡 𝑅𝑖𝑠𝑘𝐵𝑎𝑠𝑒,𝑡 /𝑆𝑢𝑚 𝑎𝑡 𝑅𝑖𝑠𝑘𝐵𝑎𝑠𝑒,0 )

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐿𝑎𝑝𝑠𝑒,0 = abs(𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐿𝑎𝑝𝑠𝑒,0 − 𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,0 )

Shock Lapse + 50%

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐿𝑎𝑝𝑠𝑒,𝑡 = 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐿𝑎𝑝𝑠𝑒,0 ∗ (𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,𝑡 /𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,0 )

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,0 = abs(𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,0 − 𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,0 )

Shock Expenses + 10%

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,𝑡 = 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,0 ∗ (𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,𝑡 /𝑃𝑉 𝐹𝑢𝑡𝑢𝑟𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝐵𝑎𝑠𝑒,0 )

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑡 =

𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,𝑡
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐿𝑎𝑝𝑠𝑒,𝑡
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,𝑡

𝑇

1
0
0
1
0,25 0,50
∞

𝑅𝑖𝑠𝑘 𝐴𝑑𝑗𝑢𝑠𝑡𝑚𝑒𝑛𝑡𝑡 =
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𝑘=𝑡

0,25 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑀𝑜𝑟𝑡𝑎𝑙𝑖𝑡𝑦,𝑡
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐿𝑎𝑝𝑠𝑒,𝑡
0,50
1
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠,𝑡

6% ∗ 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑘
1 + 𝑅𝑖𝑠𝑘 𝑓𝑟𝑒𝑒 𝑟𝑎𝑡𝑒

1 2

𝑘−𝑡
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Building Block 4: Contractual Service Margin (CSM)
Illustrative example
For a non-onerous contract, the reported insurance liability IFRS 4 Phase II is equal to 0 at inception as the
constitution of the contractual service margin cancels out the negative risk adjusted present value of the future cash
flows.

33
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Required Mirroring Approach
1.
2.

When required?
What about additional technical and operational difficulties?

34
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IFRS Insurance 101

Required Mirroring Approach
Overview
For participating contracts where cash flows vary directly with the underlying items: measure and
present fulfilment cash flows by reference to the assets carrying amount (amortised cost / FVTPL /
FVOCI) (‘mirroring’ approach). Underlying items determine the measurement basis for the contracts.
Mirroring may apply (unit linked insurance contracts), if the contract:

35

Para 33(a): “Requires the entity to hold underlying items such as specified assets and liabilities, an
underlying pool of insurance contracts, or if the underlying item specified in the contract is the assets
and liabilities of the entity as a whole” and

•

Para 33(b): “Specifies a link between the payments to the policyholder and the returns on those
underlying items”.

IFRS
Technical
Requirement

IFRS 4 Phase II

.

•

Mirroring
Approach

Insurance lines
Description
• If mirrored, cash flows need to be broken down into
3 buckets:
• Cash flows directly linked to underlying items /
assets;
• Cash flows indirectly linked to underlying items /
assets;
• Cash flows that do not vary with underlying items
/ assets.

Impact
• Operational and accounting technical
complexity of decomposing contracts
into various cash flows and adopting
different accounting measurement
models for the different cash flows.

Life

NonLife

H

L
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Optional Premium Allocation Approach
(‘PAA’)
1.
2.

Under which circumstances can an insurance company adopt the Premium Allocation Approach?
How to account for onerous contracts?

36
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IFRS Insurance 101

Premium Allocation Approach
Overview
PAA

BBA

AC

CSM

BB3
and
BB4

RA

(*) CSM is unlocked and
floats up/down, but can
never be negative
PAA

BBA

AC

CSM
RA

≈
UPR

BB 1
BB2

Liability for
remaining
coverage

BBA
RA

RA

=

RA

=

BB 1
BB2

UPR
BB 1
BB2

BB 1
BB2

Coverage Period

Day 0
LEGEND
AC
Directly Attributable Acquisition
Costs

RA
Risk Adjustment

BB
Building Block

CSM*
Contractual Service Margin
(unlocked)

BBA
Building Block Approach

Liability for
incurred claims

BB 1
BB2

Claims incurred period
Risk adjustment is
recognized over combined
coverage and claims
handling period.

UPR
Unearned Premium Reserve

PAA
Premium Allocation Approach
37
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Premium Allocation Approach
Overview
• Simplified measurement for remaining coverage (excluding measuring claims liabilities) allowed if:
 doing so would produce a measurement that is a reasonable approximation to those that would be produced
when applying the requirements of the building block approach; OR
 the coverage period of the insurance contract at initial recognition (including coverage arising from all premiums
within the contract boundary) is one year or less.

• Onerous contract test to be performed at the level of the portfolio of insurance contracts.
• If significant financing component, time value of money to be accounted for.
IFRS Technical
Requirement
Simplified
approach

IFRS 4 Phase II

.

38

Onerous
contracts

Insurance lines
Description

Impact

Life

NonLife

• If an insurer sells short duration contracts, permitted to
use alternative method if coverage period is expected
to be one year or less.

• This is optional and allows non-life
insurers to continue using the
unearned premium approach. For
majority of non-life contracts, this
should be relatively straightforward
to apply. There can be exceptions.

L

L

• An insurer will need to perform an onerous contract
test if facts and circumstances indicate that the
contract has become onerous in the pre-coverage
period. An insurance contract is onerous if the
expected present value of the future cash outflows
from the insurance contract plus risk adjustment
exceeds the expected present value of future cash
inflows and the carrying amount of the liability for the
remaining coverage period.

• New measurement basis under
IFRS for monitoring and assessing
onerous contracts.
• Impacting non-life mainly
(simplified approach and
unincepted contracts).

L

M
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Subsequent measurement of the
different approaches
1.

How to apply the different measurement models after initial recognition?

39
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Overview of subsequent measurement models
Complexity increases
SUBSEQUENT MEASUREMENT

CATEGORY OF
CONTRACTS

INITIAL
MEASUREMENT

Building Block 1
Sum of Future CFs

Building Block 2
Discounting

Building Block 3
Risk Adjustment

Building Block 4
CSM

1. LIABILITIY FOR THE REMAINING COVERAGE
Contracts where cash flows
do not depend on
underlying items

Contracts with a direct link
to underlying items that
the insurer is required to
hold

Contracts where cash flows
vary indirectly with
underlying items that the
insurer is required to hold

40

BBA

‘Mirroring approach’ for
cash flows that vary
directly

BBA for other cash flows
that do not vary directly

BBA applies using a
discount rate that reflects
that dependence

All changes in P&L

P&L Unwinding at locked-in
rate
OCI Changes in discount
rate

Change in risk
adjustment in
P&L

Release of CSM in P&L
Offset changes related to
future services in P&L

Follows accounting treatment of underlying items that vary directly

All changes in P&L

All changes in P&L

P&L Unwind at locked-in
rate
OCI Changes in discount
rate
Changes in fulfilment cash
flows that vary indirectly
with the returns on
underling items would be
recognised in P&L whereas
those that are not expected
to vary would be
recognised in P&L and in
OCI in accordance with the
general requirements of the
(draft) standard

Change in risk
adjustment in
P&L

Release of CSM in P&L
Offset changes related to
future services in P&L

Change in risk
adjustment in
P&L

Locked in CSM for
changes of cash flows
that vary indirectly
Normal CSM treatment of
BBA applies to other
cash flows
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Overview of subsequent measurement models
Complexity increases
CATEGORY OF
CONTRACTS

INITIAL
MEASUREMENT

SUBSEQUENT MEASUREMENT
Building Block 1
Sum of Future CFs

Building Block 2
Discounting

Building Block 3
Risk Adjustment

Building Block 4
CSM

1. LIABILITIY FOR THE REMAINING COVERAGE (continued)
Contracts where the cash
flows depend on
underlying items that the
insurer is NOT required
holding

Contracts where the
simplified approach to
measure the pre-claims
liability can be elected

BBA applies using a
discount rate that reflects
that dependence

(Optional) PAA

All changes in P&L

Principles for setting
the discount rate for
interest expense
through P&L
(requirement to reset
the rate rather than
keep the rate
unlocked)

Change in risk
adjustment in
P&L

Normal BBA applies with
the exception of the
resetting of the interest
rate (if occurs)

1. Premium minus directly attributable acquisition costs (optional if one year or less) to be included
in P&L during coverage provided
2. If significant financing component, discounting to be applied), no update needed if remaining
coverage one year or less
3. Update onerous contract test at reporting date with changes in P&L

2. INCURRED CLAIMS LIABILITY
Non-Life and Life Claims
liabilities of insurance
contracts

41

BBA

All changes in P&L

Changes in discount
rate in OCI

Change in risk
adjustment in
P&L

N/A
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Subsequent measurement under the basic Building Block Approach
Unlocking the Contractual Service Margin as general principle
Challenge
Would trigger unlocking
• Changes in estimates for premiums,
benefits/claims if they refers to
future coverage
• Delay or acceleration of repayment
of investment components, if it
relates to future coverage or other
services

Need to identify
which changes
will trigger
unlocking of CSM

Contractual service
margin at initial
recognition

If due to favourable
changes

Unlock for changes in cash
flows

If due to
unfavourable
changes

Would NOT trigger unlocking
• Changes in estimates of incurred
claims
• Changes in risk adjustment
• Changes in expected credit losses
the cedant estimates on its
reinsurance assets

42

No limit on the
amount by
which CSM can
increase

Limit imposed as
CSM cannot be
negative

Any unfavourable
changes in excess of
carrying amount of
CSM as at date of
change will be
recognised
immediately in profit
of loss
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Subsequent measurement under the Basic Building Block Approach
Application of the locked-in discount rate
Presentation
Contractual Service
Margin

Update to reflect
current estimates at
each reporting period
Balance
Sheet 1

Risk Adjustment

Discount
rate
Present Value of
Expected Fulfilment
Cash Flows

Cash
flows

Total IFRS
insurance
liability

43

Challenges:

Balance
Sheet 2
(the real
one)

Effectively insurer
will be required to
develop separate
balance sheet to
reflect different
presentation of the
interest rate
changes

Unwinding of
discount using
locked-in
discount rate

Difference
between
locked-in
discount rate
and discount
rate at
reporting
period

Profit or loss

Other
comprehensive
income

Need to determine
specific assets that
backs the insurance
liability to prevent
accounting mismatch
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Subsequent measurement under the Basic Building Block Approach
Full view of the different building blocks
Reserve reflected in P&L

X(t) % of
carrier

set X(t+1) % of
carrier
to offset
Residual
change
margin in
assumptions

In force
at 12/2012
Risk
Adjustmt

Risk
Adjustmt

No unlocking

CSM

CSM

CSM

Expect
PV of
Future
Cash
Flows

12/2012
44

Risk
Adjustmt

Risk
Adjustmt
Lower CSM
means less
Profit from
CSM release
in the future

Expect
PV of
Future
Cash
Flows

Expect
PV of
Future
Cash
Flows
Old
assump
Old disc
rate

BEL

12/2013

Reserve reflected in BS

New
assump
Old disc
rate
Change in noneconomic
assumptions

OCI is
released over
time as
liabilities runoff

CSM
Through
OCI
Expect
PV of
Future
Cash
Flows

New
assump
New disc
rate
Change in
discount rate
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Subsequent measurement
Illustrative example
Mortality rates:
Assumption (at t = 0)

1

2

3

4

5

6

7

8

0,05%

0,06%

0,06%

0,06%

0,07%

0,07%

0,07%

0,08%

0,07%

0,08%

0,08%

0,08%

Assumption (at t = 4)
Reality

Lapse rates:

Non-economic
assumptions

Assumption (at t = 0)

0,05%

0,06%

0,06%

0,07%

0,07%

0,08%

0,08%

0,08%

1

2

3

4

5

6

7

8

2,00%

2,00%

2,00%

2,00%

2,00%

2,00%

2,00%

2,00%

2,20%

2,20%

2,20%

2,20%

Assumption (at t = 4)
Reality

Expenses:
Assumption (at t = 0)

2,00%

2,00%

2,00%

2,20%

2,20%

2,20%

2,20%

2,20%

1

2

3

4

5

6

7

8

10,00

10,00

10,00

10,00

10,00

10,00

10,00

10,00

11,00

11,00

11,00

11,00

11,00

11,00

11,00

11,00

Assumption (at t = 4)
Reality
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10,00

10,00

10,00

11,00
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Subsequent measurement
Illustrative example

Economic
assumptions

46

0

1

2

3

4

5

6

7

Risk free rate

1,21%

1,35%

1,52%

1,72%

1,92%

2,11%

2,28%

2,42%

Illiquidity premium

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

Risk free rate +
illiquidity. premium

1,71%

1,85%

2,02%

2,22%

2,42%

2,61%

2,78%

2,92%

Investment spread

1,00%

1,00%

2,00%

1,00%

1,00%

1,00%

1,00%

1,00%

Risk free rate +
investment spread

2,21%

2,35%

3,52%

2,72%

2,92%

3,11%

3,28%

3,42%
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Subsequent measurement
Illustrative example

New estimates of cash
flows because of
deviation between
assumption and reality
and introduction new
assumptions

Locked-in rate
Recognition
Assumption change
Discounting at rate
reporting date
47
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Presentation Proposals:
Earned Premium Approach

48

© 2013 Deloitte Belgium

IFRS Insurance 101

Changes in presentation – Statement of comprehensive income
Current format versus current proposal

Current presentation
format

New proposal for
presentation of the
current ED
Earned premium revenue

X

Gross written premium

X

Fees and commission

X

Incurred claims and expenses

(X)

Net investment income

X

Expenses

(X)

Net income

X

Changes in Risk adjustment

X

Amortisation of Acq. Costs

(X)

Policyholder claims

X

Changes in Residual margin

X

Changes in estimates and RA – claims

(X)

X

Experience adjustments and

Change in insurance liability
Net policyholder claims and

49

The original ED
proposal of a
‘summarised margin
approach’

Unwind of prev. changes in est. – claims

X

changes in estimates

X

Underwriting result

X
X

benefits incurred

X

Underwriting result

X

Investment income

Acquisition costs

X

Investment income

X

Interest on insurance contract liabilities

Amortisation of acquired

Interest on insurance

in-force business

X

contract liabilities

Administrative expenses

X

Net interest and

Total operating expenses

X

investment income

X

Net Investment income

X

Profit or loss

X

Profit or loss

X

Profit or loss

X

Other comprehensive income

X

Total comprehensive income

X

based on locked-in discount rate at
(X)

inception

(X)

Losses on initial recognition

(X)

Effect of discount rate changes on
insurance contract liabilities (OCI)

(X)

Total comprehensive income

X
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Earned Premium Approach
Components of the underwriting result
Underwriting
result
Initial loss
recognition on
onerous
contracts

Expected less
Actual claims
and expenses

Release of
CSM

Change to
future
Fulfilment
Cash Flows
Release of risk
adjustment

Change to
CSM for future
service
coverage
Effect of
change in RI
credit standing

Profit and Loss
•

•

•

The Contractual Service Margin is recognised systematically to reflect delivery of service over the coverage period. The
CSM is the profit that the business expects to make after paying out all claims and expenses, and providing for the risk
adjustment.
The risk adjustment is revalued at each reporting date and reflects the fact that the premiums and claims are not certain,
but our best estimate. It is a buffer in case experience changes for the worst. Any release of the risk adjustment is
recorded in profit and loss.
The unwind of the time value of money expected at initial recognition is recognised in the P&L.

Change in OCI
•

50

Changes to the time value of money for future cash flows are presented in other comprehensive income statement.
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Earned Premium Approach
A significant change from current practices
•

Objective: allocate insurance contract revenue to each period in proportion to the reduction in
liability over remaining coverage period.

•

Applies the principles of Revenue from Contracts with Customers. The trigger for recognising
revenue is when a performance obligation or service has been provided or transferred to the
customer.

•

Identification and disaggregation of deposit components from revenue and expense amounts.

•

Presents claims and benefits as expenses when incurred.

•

This means that the amount presented includes an estimate of the present value of the fulfilment
cash flows for claims and benefits incurred in the portion of the coverage period within the
financial year.

•

Changes in the estimates of the fulfilment cash flows for claims incurred in previous periods are
presented separately following the onerous contract presentation approach from Revenue from
Contracts with Customers.

•

Presents non-claims fulfilment costs as expenses when the costs themselves, or the claims to
which they relate, are incurred.

51
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Earned Premium Approach
A significant change from current practices
Presents direct acquisition costs as if they were amortised over time grossing up the release to
income of the unearned profit.

•

Insurers are required to disclose inputs into the determination of the revenue recognised in the
period, i.e.

IFRS 4 Phase II

•

52

•

Expected cash flows;

•

Change in risk adjustment; and

•

Change in contractual service margin, and amortisation of deferred acquisition costs.

IFRS Technical
Requirement

Presentation and
disclosure

Insurance lines
Description

• Extensive reporting and disclosure
requirements.

Impact

• Presentation - This is still an area of
uncertainty but we believe there may be
significant change.
• Disclosure – Significant change.

Life

Non-Life

H

H
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Presentation
Illustrative example

•
•
•
•
•
•
•
53

Insurance contract revenue is based upon the estimates.
Expected claims and incurred claims relate to the outflows in excess of the present value of future cash flows.
Acquisition costs are amortized on a linear basis.
“Unexpected change in the insurance liability (profit sharing)” results from the deviation between assumption and reality and the introduction of
new assumptions.
Interest on contractual service margin and on insurance liability (premium) is based upon the locked-in discount rate.
Interest on insurance liability (profit sharing) is based upon the discount rate at the preceding reporting date.
Other comprehensive income accounts for a change of the discount rate between two successive reporting periods (insurance liability
(premium)) as well as for a fair value change of assets.
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Presentation
Illustrative example

54

𝑷𝒓𝒐𝒇𝒊𝒕 𝒐𝒓 𝑳𝒐𝒔𝒔 = 𝟖𝟎𝟒. 𝟕𝟔𝟓
𝒕
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Earned Premium Approach
Components of the underwriting result
Advantages
• Increased comparability – insurance revenue is presented in line with the general revenue
recognition principles, thereby increasing comparability with revenue amounts reported by
other industry sector.
• Similar to PAA – This approach will result to similar amounts being recognised for contracts
accounted for using BBA and PAA.
• Link balance sheet to revenue – a link between the statement of comprehensive income and
the statement of financial position that measures the change in the insurance liability that
arises from the satisfaction of performance obligations.
Disadvantage is ‘complexity’
• It requires a decomposition of BBA calculations which is not required by the measurement
principles (split between estimates for coverage from estimates for settlement).
• It requires the identification and disaggregation of deposit components from revenue and
expense amounts.
• Information provided by earned premium presentation differs from the information that are
currently available to users.

55
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Transition

56
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Approach to transition
•

Retrospective application to all prior periods.

•

This will include the calculation of a CSM on in-force contracts at the transition date, if
practicable.

•

Early application permitted.

•

Practical expedience provided





If retrospective application is not practicable because of lack of objective data, use estimates based on
objective information that are reasonably available. Specific guidance provided in determining discount
rate retrospectively:
 If there is not a market-observable yield curve, determine the margin between the calculated rate
and the closest market-observable yield curve;
 Use the same market-observable reference point to determine the yield curve (plus or minus a
margin if applicable) for each of the years in the retrospective period.
Use the yield curve determined above for recognising interest expense on the accretion of the discount
rates.
Record cumulative effect of the difference between those yield curves and the discount rate yield curve
determined at the transition date to accumulated other comprehensive income.
…

1998

2000

2002

2004

2006

2008

2010

2012

Construct historical discount rates for existing
insurance contracts at inception
in order to determine Contractual Service Margin at
transition date
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2014

2016

First
Time
Adoption Date
2018 (assumption)
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Results Belgian Solvency II survey
IFRS 4 phase II low on the agenda but synergies with Solvency II expected
Focus areas in the next 12 months

Expected leverage of SII investments to implement IFRS4 Phase II?

• Most Belgian insurance undertakings expect to leverage
on Solvency II investments to implement other upcoming
regulations such as IFRS4 Phase II.
• Respondents indicated that Solvency II investments that
are expected to be leveraged for IFRS 4 Phase II include
data mart, data governance, and reporting.

Source: Belgian Survey conducted by Deloitte during October 2012 till January 2013 and
covered (measured by gross written premium): 80% of life market and 71% of non-life market.
59
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Comparison with Solvency II and MCEV
Conceptual view on Economic Balance Sheet Approaches
Solvency II

MCEV

IFRS 4 – Phase II

Value In Force
Business

Free Surplus

Market Value of
Assets

Market
Consistent
Embedded
Value

Solvency II capital
requirement (SCR)
Minimum capital
requirement (MCR)
Risk margin
..for non-hedgeable risk
components

Best estimate

Free Surplus
Required
Capital
Frictional Cost

Adjusted
Net Asset
Value

Equity

Contractual
Service Margin

Best estimate
liability

Market-consistent
valuation for
hedgeable risk
components
Assets covering technical
provisions, the MCR and
the SCR

Similar
concepts,
different angles

Margins

Risk
Adjustment

Present
Value of
best
estimate
CFs

• Concept of market consistent valuation (at least for MCEV and SII)
• Requires similar inputs and projection tools
• Different point of view, scope and practical work-out

Relative size of liabilities, capital requirements & margins are for illustration purposes only and could differ significantly by company or product line
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Comparison with Solvency II and MCEV

Objective

Scope of
liabilities

Building
Block 1:
Future Cash
flows
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IFRS 4 Phase II

Solvency II

Market Consistent Embedded Value

• Consistency of accounting and
valuation of insurance contracts.
• Better understanding of financial
position.

• EU balance sheet driven supervisory
system for insurers to protect
policyholders / beneficiaries.
• Goes beyond the calculation of the
balance sheet, objective of sound risk
management.

• Consolidated value of shareholders’
interests in the covered business
(and non covered business for Group
MCEV).
• Industry initiative (CFO Forum).

• Insurance Contracts and
Investment Contracts with DPF
(if also insurance contracts sold).
• Transaction based – insurance
contracts as defined by IFRS.

• Insurance and Investment Contracts,
full balance sheet.
• Function of entity’s regulatory status
– authorized insurer.

• Covered Business (long term life and
health).

• Recognition also if evidence
the contract is onerous.
• Contract boundary when entity
cannot compel the policyholder
to pay premiums or substantive
obligation to provide
coverage/services ends (when
right/ability to price fully
reflecting the risk of
policyholder, or portfolio if
pricing up to the date of
reassessment does not take
risks related to future periods
into account). Ignore
restrictions with no commercial
substance.

• Contract boundaries still subject to
discussion. Unilateral right to
terminate, reject premiums or
amend premiums/benefits to fully
reflect the risk (at portfolio level
except if individual risk assessment
at inception cannot be repeated for
life insurance), or no compensation
for uncertain event adversely
affecting the insure or financial
guarantee, unless policyholder can
be compelled to pay premiums.
« Unbundling requirement ». Ignore
restrictions that have no discernible
effect on economics of contract.

• Renewal of in force business to be
taken into account (contractual
renewals in accordance with policy
conditions, foreseeable non
contractual variations, predefined and
foreseeable recurring single
premiums).
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Comparison with Solvency II and MCEV
IFRS 4 Phase II

Solvency II

• Entity specific operational
assumptions. Including directly
attributable acquisition cost cash
flows.

• Entity specific operational
assumptions. Overheads included
and realistic cost reductions, no
upfront acquisition expenses (in
force business).

• Entity specific operational
assumptions. In force business but
acquisition costs accounted for in
new business value disclosures.

Building
Block 1:
Options and
guarantees

• Both intrinsic and time value
taken into account.
• Approach not defined but likely
comparable to Solvency II.
• Market consistency?

• Both intrinsic and time value taken
into account.
• Multiple methods given as example
depending on liability profile.
• Market consistent.

• Both intrinsic and time value taken
into account.
• Market consistent for MCEV (not
necessarily for EEV).

Building
Block 2:
Discount rate

• Discount rate should reflect the
characteristics of cash flows
including currency, duration and
liquidity of liabilities. No detailed
guidance.
• Top down and bottom up allowed
• Locked in through P&L and
difference with current OCI.
• Asset dependency and no
requirement to discount <1 year.

• QIS5: Risk free discount at rate
independent of assets held to match
the liabilities. Allowance for illiquidity
premiums.
• Evolved towards matching
adjustments and volatility balancer.
• Current estimates.

• Swap Rates (potentially with credit
risk correction as in Solvency II),
Allowance for (il)liquidity premiums in
October 2009 version of the MCEV
principles.
• Heterogenuous but trend to converge
to QIS5 approach.
• Current estimates.

Building
Block 3: Risk
adjustment

• Risk adjustment as cost for
uncertainty.
• Method not prescribed but
disclosure of confidence interval.
• Reflects diversification benefit.
• Also on reinsurance asset.

• Risk margin for non hedgeable risks.
Transfer to reference entity.
• Cost of capital approach (rate of 6%),
net of reinsurance.
• Diversification at company level
distributed to the segments.

• Cost for non-hedgeable risks.
• Not prescribed but should be represented as an equivalent average
charge on the cost of capital method.
• Diversification within covered
business.

Building
Block 1:
Future Cash
Flows (cont.)
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Comparison with Solvency II and MCEV
IFRS 4 Phase II

Building
Block 4:
Contractual
service
margin

Premium
allocation
approach

Frictional
costs of
capital

Assets and
ALM

Timelines
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Solvency II

Market Consistent Embedded Value

• Elimination of gain at issue.
• Amortised as services are
provided.
• Unlocked if changes of
estimates in future coverage or
services.
• Cannot be negative.
• Also on reinsurance asset (loss
can be deferred for future
services).

• No contractual service margin.

• No contractual service margin.

• Simplification for short term
contracts.

• Not an option under Solvency
II.

• Usually not in scope.

• No.

• No.

• Taxation and investment costs.
• On required capital aligned with
target rating.

• Accounting mismatches with
IFRS 9 to be managed.
• Mirroring approach for (some)
participating contracts.

• Market value of assets.

• Market value of assets.

• IFRS 4 phase II 1/1/2017 or
1/1/2018.
• IFRS 9 1/1/2015 or 1/1/2016.

• 1/1/2016 but 1/1/2014 for pillar
2 and (part of) pillar 3
(Omnibus vote parliament
postponed to 3/2/2014).

• Industry initiative.
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IFRS 4 Phase II alignment with Solvency II
Key challenges

Key Feature

Contractual
Service Margin
Portfolio vs
Entity
Risk Margin

Goal of IFRS

Nature of challenge

To improve transparency and
comparability of insurers’ financial
statements, regardless of sector,
geography or products.
Key Areas of Impact

Contractual service margin does not exist within Solvency II

Data and actuarial
systems

IFRS portfolio reporting level may require different data
segmentation within core systems

Data and systems /
Assumptions

Techniques other than Cost of Capital can be used for IFRS

Data and actuarial
systems /
Assumptions

Discount Rate

There is more freedom of approach to discounting in IFRS than
Solvency II

Assumptions

Best Estimate
cashflows

Interpretation may be different for certain components of the best estimate
cash flows e.g. expenses, contract boundaries and scope of contracts

Actuarial Assumptions
/ Methodology

Reconciliation
and P&L

P&L attribution process needs to be developed
Balance sheet reconciliation between IFRS and SII

Tax

Tax implications need to be fully understood

Data and systems /
Methodology

Target Operating Model

Goal of SII

To establish a single common
regulatory framework to maintain
capital adequacy and risk
management standards

Assumptions /
Methodology

Maximising the capability across Actuarial / Technology / Accounting
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IASB – IAS 39 Replacement Project (IFRS9)

Dealing with interest rate fluctuations and insurers performance
IFRS 9 Phase 1 – Classification and Measurement
Business model test
Hold financial asset in order to collect
contractual cash flows

Contractual cash flow
characteristics

Amortised cost
(only for debt instruments)

FVTPL option in case
of accounting
mismatch

Contractual terms give rise
to cash flows that are SPPI *

Business model test
Hold financial asset in order to both
collect contractual cash flows and
sell financial assets

• All other debt instruments
• Equity instruments
• Derivatives
• Complex and hybrids

Fair value through OCI
(only for debt instruments),
with EIR, realised gains &
losses and impairment in P&L

Fair Value
Measurement through P&L

Reclassification if
change in the
business model

Equity instruments:
FVTOCI option
(No recycling - only
dividends in P&L)

(*) Solely Payment of Principal and Interest on Principal
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ALM implications of IFRS 4 (Phase II) and IFRS 9

Dealing with interest rate fluctuations and insurers performance
• The principle of the OCI solution is to faithfully reflect the performance of insurance contracts and
the assets backing them recognising that the illiquidity of the former should not bring in insurer’s
profits the impact of market interest rate fluctuations because they will unwind over time.
• In parallel, IFRS 9 will introduce a new category ‘fair value through OCI’ for debt instruments.
• Changes in the insurance liability arising from changes in the discount rate caused by current
interest rates will be presented in OCI. Income statement expense will be based on historical
discount rates.
• Fair Value-OCI available for debt instruments, but accounting mismatches may not be entirely
eliminated:
 Assets at Amortised Cost or Fair Value through Net Income;

 Impairment impacts on assets.
• In practice insurers will need to maintain two sets of balance sheet data: one at current interest
rates and one at a locked-in rate.
• For participating contracts the “mirroring approach” has precedence over the OCI solution.
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ALM implications of IFRS 4 (Phase II) and IFRS 9

Dealing with interest rate fluctuations and insurers performance

• Derivatives would not be allowed to be
accounted for under the OCI solution in IFRS
9 and IFRS 4 Phase II – this remains a
material unresolved problem.
• Changes in interest sensitive assumptions
recorded in earnings.
• Impacts on post claim liabilities for PAA
contracts.
• Tracking layers and rate changes is potentially
demanding.

Financial asset
at FVOCI
Assets

Financial derivative
at FVTPL

Interest rate swap

Liabilities

20 years

30 years

Change in current interest rates
measured through OCI
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ALM implications of IFRS 4 (Phase II) and IFRS 9

ALM challenges
• Insurers will need to assess how the new rules will impact their ALM for non-participating business
and to use the available asset designation on transition to IFRS 9 to mitigate accounting
mismatches.
• Insurers will be required to match their asset portfolios either on FVTPL, FVOCI or use FVO to
avoid excessive volatility in profit and loss. As stated earlier for participating contracts the mirroring
approach trumps “OCI”.
• Insurers will need to assess how faithfully their current ALM strategy will be represented in the
financial statement and consider whether asset portfolios could be better aligned to changes in the
insurance liabilities.
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ALM implications of IFRS 4 (Phase II) and IFRS 9
Illustrative example

Economic
assumptions

70

0

1

2

3

4

5

6

7

Risk free rate

1,21%

1,35%

1,52%

1,72%

1,92%

2,11%

2,28%

2,42%

Illiquidity premium

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

0,50%

Risk free rate +
illiquidity. premium

1,71%

1,85%

2,02%

2,22%

2,42%

2,61%

2,78%

2,92%

Investment spread

1,00%

1,00%

2,00%

1,00%

1,00%

1,00%

1,00%

1,00%

Risk free rate +
investment spread

2,21%

2,35%

3,52%

2,72%

2,92%

3,11%

3,28%

3,42%

© 2013 Deloitte Belgium

ALM implications of IFRS 4 (Phase II) and IFRS 9
Illustrative example

• The bond is reported at market value with changes in OCI (Fair value through OCI (only for debt instruments), with EIR, realised gains &
losses and impairment in P&L).
• The positive accumulated net cash inflow is invested in cash.
• The negative accumulated net cash inflow is financed by means of a loan.
• As included in the initial assumptions, the share capital of the insurance company is assumed to be 400.000 EUR.
• Reserves include the accumulated P&L.
• Other comprehensive income accounts for the cumulated fair value change of assets and the difference between the locked-in discount rate
and the discount rate at reporting date (insurance cash flows that do not vary directly with underlying items).
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ALM implications of IFRS 4 (Phase II) and IFRS 9
Illustrative example
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Next steps
Where to begin?
 Fully understand the Exposure Draft (and
comments submitted by 25 October 2013) and
link your understanding with the ED IFRS 9.

 Assess the financial impact of different
implementation choices.

 Highlight areas of high financial or business
 Develop illustrative examples for your own book
impact to prioritise efforts.
of business and for your existing asset and
 By starting early, be able to have a prioritized
liability strategies.
implementation strategy that will allow control
 Use model contracts to assess:
of the overall efforts under control.
• impact on accounting systems, data and
processes;

 Develop a business case in order to obtain
funding for the IFRS 4 Phase II project

• impact on actuarial models, data and
processes;

 Consider implications if IFRS 9 is required to
be implemented before IFRS 4 Phase II
(hopefully this situation will not arise)

• changes to financial KPI’s;
• data needs for transition (potential history of
three year’s data available!).
 Explore usage of embedded value systems and
processes in light of IFRS requirements with a
view of minimizing IFRS implementation costs.
74

 Make decisions on implementation choices
 Begin preparations for internal and external
communications of likely impact of changes
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IFRS Insurance 101

IFRS 4 Phase II alignment with Solvency II
Key factors and issues to consider

External financial
and regulatory
reporting

• The proposed margin-based income statement is a significant departure
from traditional revenue account presentation. The profit and loss attribution
requirements under Solvency II are similar to the margin-based income
statement presentation.
• The financial and insurance risk disclosures under IFRS have been the
source of inspiration for the Solvency II legislation which demands similar
disclosures for the Pillar 3 reporting within the Statement of Financial Condition
Report (SFCR).

Compliance
activities

• Currently IFRS permits non homogeneous valuations of insurance
liabilities within the same group. This will terminate with the new IFRS
Insurance and will introduce a new meaning for valuation compliance.
• Pillar 2 governance and control frameworks have both raised the benchmark in
terms of documentation, quality and governance.
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IFRS 4 Phase II alignment with Solvency II
Key factors and issues to consider

Strategy and
governance

• IFRS will require the move to a market-consistent measurement basis which
will lead to closer matching between assets and liabilities aimed at an
optimized capital requirements.
• For entities with significant mismatch in assets and liabilities an increase in the
volatility of the income statement is difficult to avoid.
• The management of both assets and liabilities will therefore form an integral
part of a company’s strategy for both profit and capital volatility
management.
• But: currently still issues outstanding for efficient volatility management (e.g.
derivatives treatment).

People and
Culture

• Incentivisation and remuneration of employees will need to be considered
within the Solvency II and IFRS frameworks as well as the wider entity level
strategy and governance structures.
• Educating both management and staff on the differences between Solvency II
and IFRS will require a significant investment in terms of training.
• A strong governance and project management structure will be imperative
to ensure success.

79

© 2013 Deloitte Belgium

IFRS 4 Phase II alignment with Solvency II
Key factors and issues to consider

Performance
management

• Many aspects of the IFRS approach to measuring performance will be familiar
to insurers already using embedded value.
• Rather than profitability management, the primary focus for SII is capital
adequacy.
• Entities will need to understand the differences between the various
frameworks in order to manage the business and communicate effectively
with their stakeholders.

Process

• It is anticipated that IFRS will lead to a mixed presentation model that requires
multiple data feeds. There will be additional pressure in order to create the
IFRS income statement within the required timescale and to fully analyse and
understand the results.
• Automated analysis of change models, combined with bridging analysis
between the different bases, will be needed to calculate, understand and
explain the results to stakeholders.
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IFRS 4 Phase II alignment with Solvency II
Key factors and issues to consider

Data and
assumptions

• The data requirements for IFRS and Solvency II are similar and address
many of the potential gaps experienced in the past.
• IFRS introduces data that was not contemplated in the Solvency II model (e.g.
the contractual service margin and its earning profile) and requires that similar
parameters are calibrated differently (e.g. cost of capital, portfolios, discount
rates).

• Solvency II requires insurers to invest in data quality, management and
control. The challenge will be to ensure that these data types are available
and that systems are flexible enough to accommodate input differences
between the two frameworks.

Systems

• Policy administration systems will need to be adapted to reflect the
requirements relating to contract boundary, which will change when contracts
are recognized.
• General ledger cost hierarchies and cost allocation systems will need to be
updated to provide direct acquisition costs incurred at portfolio level as well
as overhead elements.
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