






































































































































not capture this economic substance, in particular the measurement of profit
and its associated risks. Measuring profits on a deferral and matching system
is better suited to capturing these interdependencies, even though there is a
need to adapt and strengthen the deferral and matching methods currently in
use. Economic substance should always take precedence over form. These
issues will become more evident to the IASB as it undertakes more field tests
on the feasibility of its proposals within insurance companies in different
countries.

Third, an accounting standard requires that financial statements
provide sufficient standardisation across enterprises to allow existing and
potential shareholders, creditors and other users to make meaningful
comparisons of key information, such as the level and growth in profits
(earnings), balance sheet strength and liquidity. This comparability of
information is particularly important to ensure that there is a level-playing
field in the access to external capital and from the wider macro-economic
perspective that capital as a resource is fairly priced. If all accounting
transactions in all industries were measured on a system based on fair values,
then one would have a logically consistent framework which would provide
this comparability, even though the framework is not as theoretically robust as
was sometimes thought, because of the existence of bubbles from time to time
in asset prices. Industrial or non-financial services enterprises are not required
to value their fixed assets at current or fair values in their core accounts nor
are they required to value their corporate borrowings, including their
corporate debt that is actually traded, at fair values. The prevailing standards,
which will continue for the foreseeable future, mean that industrial firms will
operate within a mixed measurement system, based on modified cost values
and on accrual and matching principles. Similarly, commercial banks will not
be required to report under a fair value system for the foreseeable future and
they will continue to measure their profit broadly on an accrual and matching
system. It could create an unievel playing field if insurance companies were
required to radically change their reporting such that their financial statements
entailed a good deal of measurement noise, some of it irrelevant noise, when
their competitors for capital are not required to do so.

Fourth, in the post-Enron and World-Com environment there is a
demand for greater transparency and more caution in respect of early income
recognition. In recent years there has been more transparency in the financial
statements of insurance companies, often through more disclosures in the
notes to their aceounts, viz. information on embedded values, fair values of
assets, risk measures, etc. Some life insurance companies have gone even
further and have published detailed Supplementary Financial Statements to
complement those in their main Report and Accounts, using a different
valuation basis. These disclosures have been more than those required under
either accounting standards or the listing requirements of stock exchanges.
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Even so there is scope for more insurance companies to follow the example
being set by these progressive companies.

This trend towards greater transparency has arisen mainly in response
to the growing demands of financial analysts and other users, but also because
management have seen the commercial benefit of more disclosure of relevant
information since it helps to strengthen the trust on which the insurance
business is built. Moreover, as leading institutional investors, insurance
companics are well aware of the need to provide relevant and timely
information to the capital market.

Under fair value accounting measurement, there is the inherent
potential for the capitalisation of future profits, especiaily on long term
insurances. Even though any up-front profit recognition can technically be
allowed through an appropriate unwinding of discount rates and risk margins,
this is a somewhat artificial adjustment. Best practice actuarial valuation
systems achieve more naturally an appropriate pattern of profit recognition
over time.

Fifth, there has always been some concern that insurance companies
and commercial banks have a degree of prudence in their reporting policies,
because of the underpinning role that they play within the financial system.
Financial stability within the financial system as a whole depends on sound
financial institutions. Having some degree of prudence does not have to be at
the expense of transparency. Moreover, one conditioning factor that the IASB
must keep in mind when deciding on their final standards is that one of the
users of the new financial statements will be insurance and banking regulators
and supervisors.

One particular accounting issue associated with prudential reporting is
how to allow for inherent uncertainty in setting aside provisions for large
scale potential losses in non-life insurance, especially non-life reinsurance.
This is because the amounts set aside to cover future claims liabilities, even if
based on realistic forecasts, are exposed to very large potential error due to the
nature of catastrophic events or uncertainty in estimating the probabilities of
rare events. The IASB has so far considered that catastrophe or equalization
provisions should not be recognized, but some further attention should be
devoted to this issue, including the possible earmarking of capital which could
also be easily identified for selective tax treatment.

Sixth, the accounting standard should ideally reflect best practice. It is
generally agreed that the intemal accounts used by companies to run their
business should -be broadly the same as published financial statements.
Financial statements should be neutral and reflect the underlying business
models that are used; compliance with an accounting standard should not
influence commercial decisions. Measuring the fair values of insurance
liabilities (i.e. a portfolio of insurance contracts) is not a practice carried out
by any insurance company, hence the problem that the IASB is currently
facing in trying to develop a method of measurement. Because of the
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increasing use by insurance companies of risk-based capital systems for
financial planning and control purposes, more realistic and market-related
valuation models are being used, including embedded value or achieved profit
models. But these models are not fair value models. Even if a fair value
framework could be developed, it is unlikely that even the most progressive
insurance companies would switch from their existing internal accounting
systems that they have developed for corporate planning and control purposes.
The danger of a mismatch between internal accounting systems and external
reporting systems is all too clear. This is that an external accounting standard
might over time change internal accounting systems, with the result that the
processes and products of insurance companies may be altered so that they are
not fully congruent with an optimal competitive strategy.

Having an international accounting standard which is aligned with
internal accounting systems is also beneficial to shareholders and other users
of accounts; if financial statements reflect the underlying decision-making
processes, they will be more reliable in monitoring financial performance over
time and in assessing profit forecasts and other financial forecasts of
management. Greater insights will be gained on this by the IASB as it
progresses with its field tests within insurance companies, especially in
discussions with in-house accountants and actuaries.

Seventh, insurance companies will have to adhere in the future to a
mix of international accounting standards, but those relating to the financial
instruments are clearly the most important. It should be kept in mind that the
conceptual framework that has been developed under the amended IAS 39
will be the defining framework when it emerges as an IFRS (International
Financial Reporting Standard). The insurance contract project, when
complete, will have to dove-tail into this. The financial instruments project
has evolved into a mixed measurement system and according to the JASB
‘will be in place for a considerable time’. Hence even if fair value remains on
the agenda of the IASB, it is now on the long-term agenda. The reaffirmation
of the four main classification categories for financial assets in the amended
IAS 39 and the decision to allow enterprises to choose to use fair value for
those categories of financial assets not defined as being held for trading shows
that the IASB is willing to accept a more evolutionary approach. The IASB
has clearly been listening to the external opinions of preparers, users, auditors
and regulators.

Although not clearly articulated in the amended IAS 39, the inherent
logic of these four classification categories is that they should apply not only
to financial assets but also to financial liabilities. There is an example of this
in the treatment of the corporate debt issued by an enterprise. This can be
viewed as being consistently defined within this framework as an originated
liability and is thus required to be measured at amortized value, unless the
enterprise voluntarily designates the corporate debt as being held for trading
or available-for-sale when it would be measured at fair value.
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What is the way forward for the insurance contracts project? There is
a case for arguing that insurance contracts are long-term service agreements
(long-term contracts which entail the supply of services) and hence they
should not to be considered as financial instruments. But the more pragmatic
view, given the wider standards initiative, is to consider insurance contracts as
complex financial instruments, including services and embedded options, but
accepting that to calculate their fair values will prove very difficult and
subjective. This is because they are non-traded instruments and because the
information to benchmark them against traded markets is very limited.
Moreover, even if the insurance contracts project could come out with a
credible and objective method for measuring the fair value of insurance
contracts as financial instruments, any compulsion to use these values would’
be inconsistent within the framework of the amended IAS 39. This is because
insurance contracts are both originated and held-to-maturity liabilities.

Within a scenario that fair values for insurance contracts can be
measured objectively and with a sufficient consensus, which is a low
probability scenario, the amended IAS 39 framework would imply that
insurance companies could voluntarily designate their insurance contracts as
available-for-sale or held for trading and thus carry them at fair values, albeit
with different treatment as far as profit measurement is concerned. Such a
voluntary designation would allow some consistency in the treatment of assets
and liabilities. Where investments are broadly duration matched against
policyholders’ labilities to reduce interest rate risk, such as for annuity
business, these liabilities (insurance contracts) could remain as originated
liabilities, with the matching assets being measured at amortized values.
Similarly, in other areas where the matching between assets and liabilities is
less strong, and where the investments would probably be classified as
available-for-sale, the insurance liabilities could also be designated as
available-for-sale. The use of the system of voluntary designation would allow
insurance companies some flexibility in reporting. This flexibility in reporting
would not undermine the ability of the main users of financial statements to
make consistent comparisons between insurance companies, providing there is
adequate disclosure of relevant information in the notes to the accounts or in
supplementary financial statements.

In the light of the above discussion, the suggested way forward is to
allow a limited number of valuation methods based on realistic, market-
related assumptions that are currently in use and considered to be best practice
in liability measurement. These might be viewed as being broadly equivalent
to fair value. Some choice, even if limited, of valuation methods would be
desirable, as this would be more in line with an accounting standard based on
principles rather than on rules. Insurance companies could still be encouraged,
or required, to include estimates of the fair values of their policyholders’
liabilities (insurance contracts) and those of their financial assets in the notes
to the accounts, where this is feasible.
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In addition, there is a case to identify a set of principles, if not an
alternative framework based on best practice, which would allow more
standardization within financial statements in the methods of valuation used to
calculate policyholders’ liabilities in life insurance companies and those in
non-life insurance companies. This should be determined on a portfolio basis
and be capable of being used in an appropriate asset-liability framework, but it
would need to be designed in a way that could be seen as ‘broadly equivalent’
to amortized values to be consistent with IAS 39 and its IFRS successor. In
addition, there is also a strong case for looking at best practice among deferral
and matching systems for profit measurement. Profit and loss accounts
(income statements) do not have to be measured on exactly the same basis as
balance sheets and, more importantly, they provide different information to
the users of financial statements; for example, shareholders and financial
analysts are likely to focus more on income statements, with creditors and
regulators focusing more on balance sheets. These investigations could be
included within Phase 2 of the insurance contracts project, and could run
along side further research work on fair values, since there would no doubt be
useful insights to be gained from looking at both approaches together.
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Swalef
Thiele
Thierry
Thiessen
van Rossum*
Vianna
Went
Wouters

* Board Members
*Stepped down as C.E.O. at the end of 2002; his successor has not yet been nominated.

Fausto General Manager SAl - S.p.A Assicurazioni

Emanuele  General Manager Montepaschi Vita S.p.A.

Robert Group Chief Executive Royal & Sun Alliance Insurance

Lothar Chief Executive Officer ERGO Versicherungsgruppe

Filomeno Vice Chairman MAPFRE Mutualidad

Andrew Managing Director & C.E.O. AMP Limited

Tomas C.E.O. CAIFOR Group

Alvaro President UNESPA

David A. Chairman, President & C.E.O.  Canada Life Assurance

Brian President & C.E.O. XL Capital Ltd.

Paul Executive Board Chairman ACHMEA Holding NV

Sergio President BPB Assicurazioni

Lars-Eric President & C.E.O. Skandia Insurance Company

Patrick Chairman & C.E.O. LA MONDIALE

Ronald Chairman, President & C.E.0.  GE Employers Reinsurance Co

Nick Chief Executive Officer Lloyd's

Luis F. Chief Executive Officer Companhia de Seguros
Tranquilidade

Ezio Paolo  Director General Societa Cattolica di Assicur.

Nicanor 8.  President Suramericana de Seguros S.A.

Arthur F. Chairman & C.E.O. Prudential Financial

Carlos Vice President & C.E.O. Seguros E Pensoes SGPS SA

Hans-Jargen Chairman, Board of Management Munich Reinsurance Company

James J. Chief Executive Officer Zurich Financial Services

Frank Chief Executive Officer Balotse-Holding

Henning Chairman, Board of Management ALLIANZ AG

Siegfried General Director Wiener Stidfische Allg.
Versicherung

Jean-Claude Chairman & C.E.C. Mutuelles du Mans Assurances

Donald Executive Board Chairman Aegon Insurance Group N.V.

Martin J. Executive Vice President American International Group

Jim Chief Executive Officer OLD MUTUAL Plc

Thomas C.  Chairman & C.E.Q. Pacific Life Insurance Co.

Gijsbert .  Chairman, Board of Directors Achmea

Patrick President & CE.O. Partner Re Insurance Co.

Jean-Philippe Chairman AGF

Walter Chairman of the Board AMB Aachener und Minchener

Anton Chief Executive Cfficer FORTIS

Eduardo President Bradesco Seguros SIA

David Group Chief Executive Irish Life & Permanent plc

Alfons Executive Commitiee Chaimnan  KBC Insurance
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January
14

February
13-14

March
3

6-7

25
23-26

April
34

14-15

June

12-14
17-18

September
i1-12

15-17

Qctober/
November

New York

Amsterdam

London
Vienna

Hong Kong
Hong Kong

Florence

Rotterdam

London

Zurich

Geneva
Zurich

Washington

Conferences organised and /or sponsored by
The Geneva Association

2003

Joint Industry Forum for P&C Insurance Industry, co-
sponsored by the Geneva Association

5th Meeting of Amsterdam Circle of Chief Economists, on
Strategic Issues in Insurance, hosted by ING

Geneva Association Conference on Global Issues in Insurance
Accounting

Work beyond 60: Pl:eparing for the Demographic Shock, in
cooperation with the Club of Rome and the Risk Institute

2™ World Insurance Leaders Panel

3™ Insurance Summit in Asia, co-organised with the Asia
Insurance Review

12" International Space Conference, in co-operation with
Pagnanelli Risk Solutions

10® EALE Conference, joint seminar of the European Association
of Law and Economics (EALE) and The Geneva Association

30th General Assembly of the Geneva Association (members
only)

Seminar on “Human Capital for the Insurance Industry”, in
cooperation with Swiss Re Riischlikon Dialogue Centre

19th PROGRES Seminar on Regulation, Supervision and
Global Trade Issues

30th Seminar of the European Group of Risk and Insurance
Economist (EGRIE)

4'® ASEC Seminar on Vulnerabilities in Infrastructure:
Rethinking the New Service Economy






