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Dear Mr Boymal,

Re: RESPONSE TO IASB “DISCUSSION PAPER: PRELIMINARY VIEWS ON
INGURANCE CONTRACTS”

QBE insurance Group is an Ausiralian Hsted gereral insurance and reinsurance group which is one of
the world's top 25 largest insurers and reinsurars. OBE cumently operates in 45 countries and most
maior insurance markets and, as such, must comply with many regulatory and financial repsrting
regimes.

We would like to congratulate the IASE on the guality of the DP, and support the aim of developing an
international accounting standard on insurance gontracts in order to altain comparability of financiat
pesition and financial perforrmance across many jurigdictions. The consulfative approach of the AASHE
in sesking industry comment on the development of the standard has also been welcome.

Australia has, for many years, applied AASE 1023, an accounting standard which embodies many of
tha featuras of the IASE's cunent exit value model. QBE's experience both with the original
introduchon of AASE 1023 and e amendmenis made on iransition i FRE phase |, has heen that
the need for a technically sound theoretical mode! must be baanced by 3 sufficiently flexible,
principles based approach which aliows for the diverse nature of insyurance busingsses in the market
Wa consider that AASE 1923 nas been tested in the Australian market and that this standard and the
associated guidelines produced by the Austratian actiuanial bodies may be a uselul reference in
drafting the finad intermational standard in terms of measuremant principles as well as disclosure.

Whilst i is a worthy aim {¢ create a single accounting staridard that covers both life and general
insurance, the reabity is that the two industries operade h quite differant ways and that there arg
fundamental differences between both types of business. The DP in iis current form infroduces
uncertainties for general insurers, who are struggling to determine if or how life insurence type
concepis Buch as service margine may apply 1o thelr business. We suggest that either two separate
standards are produced, each based on the same fundarmental building blocks but with specsific regard
o the nature of the business, or that there are specific e’ and 'general sections identified in the final
standard,
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We agree with the theoretical principle of measuring liabilities at observed marke! prices, however we
question whether this will ever really ba possibis in practice. The three building blocks approach,
which is very simifar (o the approach currently applied o financiad reporting by Ausiralian msurers, 18 a
syitable practical basis for determining such valuations. However, we guestion the IASHE's approach in
two main areas:

¢ Inthe absence of a true market for insurance fabilities, we hatieve that entily specific cash flows
should be applied n the vaiuation process rather than "market-consistent” cash flows, the former
being more readlly avaiable and produeing more meaningtul information.

s Diversification of risk is fundamerntal (o how surance busingsses operate. it does not reflect
scanans realily to disallow diversification benefits in the determination of risk marging.

We believe that any country spetific divergences from the IASE's final standard will undarmine the
goal of achieving comparabitily and that all jurisdictions should therefore be subject (o the same
standard. For example, we would not support any proposal by the AASE to mandate fair vaiue through
profit and ioss as the bagis of valuation of assets backing insurance Babilitics as has been suggested.

Uttimatsly, distiosure will be crucial to enabling transparency and useability of financial siatements.
The final standard should focus ont establishing a principlas based appeoach rather than being overly
prascriptive. The appropriste leved of disclosure will ensure that users of financial statements are given
relavant information about Imporant aress such ag, for example, the valuation of asseds o support
insurance liabilites s the recognition of day one profits, Such disclosurs, pitohed at the fght level,
should avold the IASE having to mandate outcomes that may not be conceptually consistent with the
exif modet. &.0. Hmits around the recognition of day one profits, or showid avoid the nead for
amendments in the application of the standard in certain jurisdictions e.g. due fo mandating a
valuation basis for assels backing insurance liabaities.

In summary, we are supportive of the 1ASE's exit value model as a theoretical framework for
establishing @ new international insurance accaunting standard. Our experience in Australia has been
that whilst not intentional, accounting standards can influence commercial practice, and this can be
detrimentai to financial performance. it is our view that 1o be sugcessful, an international standard
must be principles based and that guidslines and agreed practice in the implementation thereof must
evolve in fine with commercial reality. We ses effective disclosure as a key component in producing a
standard which allows companies to operate without arfificial consiraints whilst ensuring that users of
financial siatemenis are fully informad,

We would b happy 1o share our views and experience in parson, by of way of senior management
altendance a8t meetings of the AASBE as the internationat standard develops.

Yours sincerely

Chief Financial Officer
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Ediestion 1

Shouls the recognition and de-recognition requirements Tor insurance coniracts be consistent with
those it (AS 39 for inancial instrumenis? Why or why not?

in principle we befieve that there should be gonsistency of approach where possible between the
requirerments of 1AS 38 and the Discussion Paper {"DP"). That said, in this case this would have
practical implications for insurers that would nead to be considered in detall before any such change is
effected e.g. consislency of epproach would appear o result in recognition of premium at the date of
sontractugl commitment, which could be before the inception of the contract. This would have
implications on the fiming of fhe recognition of day one profits, if relevant. This needs to be further
considerad bafore any change to surrent practica i mandated.

Duestion i

Showdd an insurer measure afl its insurance Habiities using the following three building blocks:

aj expliclt, unbiased, market-consistent, probability-weighted, and currant astimates of the
confeaciual cash flows,

23] current market discount rates that adjyst the estimaled (uture cash flows for the Hime value of
money, and

g) an explicit and unbiased estimate of e margin that market participanis require for bearing

risk (a risk margin and for providing other services, if any (a service margini?
i not, what approach do vou propose and why?

Whitst we agree with the theoreticat notion that liabilities should be measured at observed market
prices, we question whether this is ever achievable in practica, The risk is that, dug v the inharent
difficuities of determining such a valuation, the market may defauit to a generally accepied approach
which may be both overly prescriptive and result in & meaningless oulcome. Qur view is that iabilities
shoufd be valued on their awn merts, on & portfolio by portfolio basis,

E:wéc:zck approach pmwdes & smmbta&a aimmaiwe fasis fo measurement. The. pfopomd approach is very
gimitar o the approach curf&ntﬁy ussed and well understood by the preparers and users of financial
reports for Australian entities under the fequiremants of AASB 1023

However, we would meke the following speciin commenta:

Wa have found the drafting of the document to be confusing around refergnges to “market-consisient”
and “enfity-specific” cash fows. Our concern is that the proposed model, by requiring the use of
market-consistent assumplions, may not correctly reflect the value of liabifities of companies that
nperate more of less sfficiently than the matket. In addition, there may be practicgl difficulties. mherent
in acoessing meaningfiul market-consistent information. Our view i that valuations should be baser on
enfity-specific data which is more meaningful and more readily available, and should be supplemented
with disclosure where considered appropriate. This approach need not be inconsistent with the
market-consistant approach, as this can be specifically factored into the measurement of the risk
marging.
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We befieve that the intent behind the “service margin® concept is uncigar and that further clarification
is required. Qur concem is that the unceriainty of appiication may result in iife insurance accounting
pringiples being Ferced upon general insirance cantracts, giving rise 1o meaningless cuicomes. We do
b want this congept (o be imerprebed as g Margin on Services {"MoS™ applicable 1o general
insurance contracts.

RQuestion 3

Is the draft guidance orrcash flows {appendix E) and risk margins (appendix F} at the right level of
detafl? Shouid any of that guidance be modifiad, detated or extended? Why or why hot?

We strongly support the probabifity of adequacy basis currently simployed in he datermination of rigk
marging by Australian insurers. We do not suppert the capitat based rigk margin approach advocated
by the infemational Actuarial Association,

We support the IASE's intention to apply & principles based approach rather than a prescriptive or
overly detailed approach. We consider the draft guidance to be sufficiently detalled and that it provides
a vlear gnunciation of the high level cbiectives of determining cash flows. In regard o the
determination of risk marging; we note that this is 2 highly cemplex area which is presently evolving
due to significant debaté by actuarial bodies around the world, We consider that it is beyond the scope
of the proposed accounting standard to provide detailed guidance on actuarial caiculations, However,
further liaison with the various actuarial bodies is recommended to ensure that the high level
obiectives are clear and can be translated into meaningful calcuiation methodologies that can be
claarly communicated to preparers and users of financial statements.

Gupstion 4

What role should the solual preminm charged by the insurer pfay in the calibration of margins, and
why?

aj} The insurer should cafibrale the margin directly o ihe actugl preimium (fess relevant
augaisition costs), subject to g Habilily adequacy fest As a resudl, an insurer Shouwld never
recognise g profit at the inceplion of an fesurance profil,

H) There showuid be a rebutiable presumption that the margicr irpplied by the asctual premium (lass
relevent seguizifion cosis) is consistent with the margin that market participants regquire. if you
prefor this approach, what evidence shauld ba needed fo rebut the presumption?

c) The premium (fess rolevant soquisition costa) may provide evidence of the margin that markei
participants would requirs, but has no bigher status other than possibia evidenca. in mosf
cases, insurance coniracts are expected 1o povide v margin consistent with the requirements
of market participants. Thersfore, if a significant profit ur logs appegrs to arise af inception,
further investigation s neadst! Nevertheless, if iha insurer concludes, after further
invastipation, that the estimated market price for risk and service differs from the price implied
by the premiums that it charges, the insurer would recognise a profii orloss af incepfion.

} Qther (please specify).
We supnort option o, and believe thal the recognition of day one profits is consistent with the aims of
the exit value mode! and is concepiually valid. Whilst it is far each enfity 1o determine its own Hability

valuation and profif releases, appropriate disclosure showld ensure fransparency of financial
information produced.
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Guestion §

This paper proposes fhat the measurement atlribule for insurance labilities should be “the amount tie
insurer wowd expect fo pay at the reporting date (o transfer its remaining conlracival rights and
obligations immediately to another entity, The papes labels that measurement alfribute “currant exit
value".

2} is that measwrement sitribute appropriate fof insurance abititfpe? Why or why not? i nol,
whick moasurement affribute do you favour, and why?

Ag noted previcusly, we agree with the theorsiical notion that liabilities shouid be measured at
observed market prices; kowever, we guestion whether this is ever achievable in practice. There are
some difficuliiss in fransiating that into a meaningful measuremant tos! in the real world in terms of
sams of the cormponents of the three specifie buiiding blocks. In particular, we query the existence of
sufficiently tirely, reliable and frealy available information to enable 'market consistent” cash flows to
be modelied by insurers. In practically all. cases i will be necessary and more ascurate to have regard
to the entity's own cash flows as a proxy for the market.

b} is ‘current exit value” the best fabel for thal measurement aftribite?® Why or why nof?

Once again, this is reasbnable as a theoretical labe! but the distinction between "current exit value’ and
‘current entry vaiug' can be a fine one as the 1ASBE have cutlined in the DF, What we call the modelis
probably not & significant issue provided that there is clarity and agreement on the components of the
three building tocks.

Question &

in this gaper, the beneficial policyhotder behaviour refers fo a policyhoider's. exercise of @ confractual
option in a way that generates net econumic bangfits for the insurer. For gxpectad future cash flows
resufting from beneficial policyholder befaviour, should an insurer:

a) incorparate trem in the current exit value of a separately recognised cuslomer relationship
agset? Why or why not?

& incornorate them, &s a reduction, In the current exil value of insurance fabifities? Why or why
aot?
o) st recogrise them? Why or wihy nof?

No commaent, Not applicable to gensral insuranas.
Cuepstion 7

A list foflows of possibie nriteria to daferming which cash flows an insturer showld revognise refating o
peneficial policyholder behaviour, Which eriterion should the Board adaopt, and why?

al Cash flows resulting from payments that poficyholders must make fo retain a right fo
guaranieed insurability (fess additional benefit paymants that resuit from those premiuims).
The Board favours this criterion, and defines guaranteed insurabiifly as a right that permits
confinued coverage without reconfirmation of the policyholder's risk profile and at a price that
in contractually constrained.

) Al cash Fows that arise from existing confracts, regardiess of whether the insurer can enforce

those cash flows. I you faveur this criferdion, how would you distinguish existing contracts
from new caniracts?
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) Al vash flovws that arise from those lenms of existing contracts that fave cormmercial
substance (ie have & discernitde effect on the sconomics of the curdract by modifying
significantly the risk, amount or timing of the cash flows).

e Canly flows resufling from payments that policyholders must make fo relain a right to any
guarantee that compels the insurer to stand ready, af a price thot is contractually constrained,
it fo bear iInsurance rigk or financigd risk, or if) to provide other services. This oriterian ralates
o alf contractal guarsntees, wharsas the crilerion described i 3) relates anly 1G Ingurance

gk,
& No cash flowes that result frofm haneficial poticyholder behavinur.
f Qthar (please specifi).

Should an insures recognise acguisition costs as an expense when incurred? Why or why not
No comment. Mot applicable to general insurance.

Question 8

Showuld art insurer recognise acquisition costs as an expense when incurred? Why or why not?
Yas. We support this proposal as being consistent with the exit model proposat,

Question 9

Do you have any cormments on the freafinent of insurance contracts acquired in @ business
combination or portfolio fransfer?

Practcally, there shoukd not be a differance between current exit vaiue and fair value of a portfalio of
fiabilitles acquired in an arm's length fransuction. As a resuit, our view s that the expanded
presentation option svailable urder IFRS 4 would not be required.

Guestion 10
Do you have any cornments on the measurement of aasaly held fo back insurance liabiities?

One of the stated aims of the P is to snable comparability of performance across borders and zoross
insurance entities. It is not appropriate for some jurisdictions to mandate the uss of fair valug through
profit and loss whilst other jurisdictions bave a range of valuation options available to them. We do not
support Australian accounting standsvd sefters mandating a fair value through profit and logs valuation
of assets backing insurance Hahiliies when preparers of financial statements elsewhers have other
sptinns avallable to them. Transparancy and comparability of performance can he achieved through
appropriate levels of disclosure.

Gwiestion 11
Should risk mavgins:
a) be determined for a porifalio of insurance contracts? Why or why nal? If yes, should the

porifolio be defined as in IFRS 4 (a portiolic of contracts are subject to broadly simiar risks
and managed fogether as a single portfolio} ? Why or why not?
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Wa agres that the portfolio be defined as a portfolio of contracts subject to broadly simiar risks and
ranages logether as 2 single portfolio. This is a realistic rapresentation of how insurance businesses
are maraged. To attempt o measure ol a more granuar level ¢.0. individual insurance sontracts,
would be highly misisading.

b reflect the benefits of dhvarsification between {and negative sorrelation between) portfolios?
Why ar why nof?

A vatuation basis that does not recognise the benefit of diversification is fundamentally lawed. § would
net refiect ssonomic reality to exclude the benefits of diversification and imperfect correlation between
porfolios, and such exclusion is incansistent with the éxit model. Each insurer will have a different
zpproach to Hsk management and its diversification profile will be highly significant for regulators,
reinsurers and investors in measuring the insurer’s strangth and business performance.

tigention 12 (a)

Showid a cedant measure reinsurance assets af current exit value? Why or why not?

We believe that the measurament of the reingurance asset should be consistent with the valuation of
the related gross Hability.

Questfon 12 (b}

Do you agree that the conseqiences of measuring reinsurance assels at current exit value include the
fottowing? Why or why not?

i A fisk margin lypically increases the measurement of the reinsurance assaf, and squals the
sk margin for the rorresponding part of the underlyving insurance contract

) An expected foss mode! woull be used for defaulfs and disputes, not the incurred foss mode!
required by {FRS 4 and A4S 38.

i) i the cedfard has & tontraciet daht fo obtaln relrsurance for confracls thel 1§ has ool yel
fesued, the current exit value of the dedanl’s reinsurance asse! includes the curent exit valug
of that right. However, the current exit valus of thet contractual right is not fikely to he materal
i it refates to insurance contragts that will be prived at current exit value.

We agree that i) and i) are sonsistent with the proposed exit value model.

We believe that it is meaningless and impracticat to attribute value to the asset sat outin il Given
that the amount would Be immaterial, thare is no addad value in parforming an expliclt valuglion.

Chuastion 13

i an insurance confract confains deposit or servige componensts, showd the insurer unbundle them?
Why or why not?

We agree with tha view expressad in the DF that

a1 If the compenents are so interdependent that the components can only be measuresd on an
arbitrary basis, the phase I standard on isurance contracts should apply io the whole contract;
and

b} If the components arg not inferdependent, the phase i standard should apply to the insurance
cattract and 1AS 39 should apply to the deposit component.
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However, where unbundling is possible, the proposal that would measure ihe entire contract based on
the phase i standard and then adjust out the deposit component based on an 1AS 34 vaiuation would
potentially produce 2 meaningless valuation of the insurance component of the conlract,

Guestion 14

a} I the-purrent axit value of a liahilfly ihe price for 3 transfer that nefiher improves nor impairs #s
prod#t characteristics? Why or why nol?

The measuremnent of an insurance kabilily before relnswancs should nol reflect chedit characieistics,
Credit standing is altributable to the insurance entity rather than each underlying contracy

b} Shautd the measweement of an insursnce fiability reflect i) ita credit charactaristics al inception
and i) subsaguent changes in their effect? Why or why not?

Nao. The Hability does rot have any individua! credit characteristics of its own so this approach s not
rgardnigiul.

Guestion 158

Appendix & identifies same inconsistencies befween the proposed treatment of insurance Fabilitfes
and the existing treatment under IAS 39 of financial liabilities. Should the Board consider changing
the treatment of same or all financial abilifies lo avoid thase inconsistencies? ¥ so, whal changes
should the Boand consider, and wiy?

Whilst in principle there is merit in consistency between the standards, we feet sttongly that this is not
the fime W addrass this issue. Given that bolh IAS 38 and accounting for insurance soniracis are both
currently under review, there are dangers inherent in attempting to align the standards at this ime.

Question 16

a) For participating contracts, should the cash flows for each scenario incorporate an unbjased
estimate of the palicyhokier dividends payable in that scenario to satisfy a fegal or constructive
obligation that exists at ihe reporting date? Why ar why not?

b An exposure draft of June 2008 progossd amendments 16 1AS 37 (see paragraphs 24 7-253 of
this paperS. Do those proposals give enough guidance for an insurer (0 deterrming when a
participating comract gives rise 10 a fegal or constructive obiigation to pay policyhoider
tividends?

No comment, Not applicable (o gereral nsurance.

Lhuagtion 17

Shautd the Board do some or alf of the following te aliminate accounting misratches that could arise
for unit-linked confracts? Why oF whi not?

a) Permit or require insurers {o recognise lreasury shares a5 an assel i they are held to back a
unit-finfed Hability (even though they do not meet the Frameworl's definition of an assel).

) Pernl or require insurers fo recaguise infernally generaied goodwill of a subsidiary if the

iwesiment in that subsidiary (s held 1o back a unillinked labiffty {even though IFRS's prohibit
the recogrition of infernally generated goodwill in alf ofher cases).
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e} Permit or reguire insurers o measure assels af fair value through profit or foss if they are held
io back a unitdinked labiity {even If IFRSs do not permit that treatment for identical assels
hefd Tor another purposes).

o} Exctude from the current exit value OF a unit-inked Fabilly any differences betweern e
arrying amount of the asseis held lo back that flability and their fair value {even though somg
view Hiis as confiichng with tw defirdtion of current exit valus).

N comment. Not applicable 1o genaral insurance.
Guestion 18
Bhoudd an insurer prasent premiums ag revenue or as doposits? Why or why not?

For general insurance coniracts where there is a transfer of underlying rigk, revenue is the only
sensible approach.

Ghsestion 14

Which ftems of incoma and expense should an insurer present separately on the face of #s incoms
statement ? Why?

The following iterms are ibe generally accepted key components of an insurer's performance:

Gross wrillen premium

Reinsurance written premium

Met eamed prémium

Gross incwrrad clalims

Reinsurance and other recoverias

MNet commissions

Met expanses

tnvestment income on policybokders’ funds
tnvestment income on sharsholdeds’ funds

&% B o8& & 8 & € © B

We feal that the farmat of the income statement should not be averly prescribad and that there shouid
be some flexibility to permit insurers to present thelr financial information in & way thet is most
meaningful 1o hat entity. As an example, an insurer may feel it appropriate 1o separately identify
inwards or putwards parifolio transfers where these are material to the operations of the entity.

Guestion 26

Should the income statement include all income and expense erising from changes ity insurance
Habilities? Wiy or why not?

We agree that the income statement shoutd includde all income and expense due 16 chanyes in
insurance fiabilites. The level of disclosure neads to he carefully considered as too much detal
around each speciic element giving rise to a movement may be confusing Lo the reader rather than
helpful.

Question 2¥

Do you have other scotmments on this page?
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