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statements and relied upon by users of those financial statements. Additionally, we are troubled by the
assertions in the DP that it is possible to determine for property and casualty liabilitics every possible
scenario, the timing of the cash flows and the corresponding probabilities, and the appropriate risk margin.
For many of our liabilities it is not possible to know all potential outcomes which can be attributed to the
lack of expiration or discharge date provisions for liabilities as well the legal environment. It 1s our
experience that reasonable actuaries may have materially different assessments of the notional amount of
property and casualty liabilities, in addition to significant differcnces in the estimated timing of the

potential cash flows,

Other Concerns

We note that the focus of the DP is on life type contracts and not enough consideration was given to the
economics and significant uncertainties of various types of property and casualty contracts, in particular
liability contracts and other contracts with long-tail exposures. We believe that further discussion of
these products, and in particular the issues associated with uncertain claim liabilities, is necessary in order
for the Board to develop a more representative model for property and casualty contracts. We would be
happy to mect with the Board to discuss the various types of property and casualty products in an effort to
provide the Board with a better understanding of the products.

Another general concern is that within the paper there appear to be areas where the conclusion is not
consistent with the underlying discussion and the difference was rationalized as being an exception or
immaterial. We believe that these instances were indicators that the model might not work as desired in
all situations and needs to be rethought. We believe that the model should be able to stand on its own
merits without the necessity to rationalize contrary results. One such example is the discussion regarding
reinsurance ceded (Question 12b(ii1) and paragraph 219(e)), where the DP inserts a materiality argument
to avoid having a direct writer recognize a reinsurance assct for a policy that it has not yet issued. We
believe that this is one instance where the model does not work.

Additionally, we are concerned with the statement in paragraph 82(b) that that “An insurer sometimes
charges different premiums for identical obligations, for example because it wishes to balance its
portfolio by encouraging some risk profiles and discouraging others.” In addition to being confused by
the statement, it appeared to us that this might be an incorrect understanding of property and casualty
contracts. We are unsure why “identical obligations” would be used, because for the most part they do
not exist in the insurance realm since each insured has a different risk profile. If the Board was referring
to the stand ready obligation to perform under a contract then we would agree that property and casualty
mmsurers may charge difterent premium amounts for identical contracts with the same contract form due to
the different risks. Property and casualty insurers, when not constrained, charge premiums based on the
risk associated with the individual policy. Additionally, it is likely that two or more insurers would
charge different amounts for the same contract due to their differing views of the risk. We believe that
different views of risk should be reflected in the value of the liability and that the resulting liability value
is more relevant than a liability based on a theoretical markcet consensus view.,

We are concerned with the unit of account discussion and the discussion of how property and casualty
exposures are grouped to determine reserve estimates. Although we are unsure if either issne will impact
the final standard, we believe that it is important for the Board to understand how these issues impact the
calculation of property and casualty liabilities. The unit of account discussion is flawed because the
underlying assumption is that the cash flows for the portfolio are always identical to the sum of the
individual contract liabilities. This might be true for a limited number of property and casualty insurance
contracts, but it is not true for most property and casualty contracts due to the naturc of legal (and
settlement) precedents (as previously discussed), economies of scale, estimation methodology and the
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estimation objective. As for the grouping, it appears the DP assumes that property and casualty insurers
calculate liabilities by grouping contracts when in fact the grouping is done across contracts by grouping
homogenous exposures or claims. For a more detailed discussion of these concems please sce our

response 10 question 19.

We are also concerned that performance measurement was not granted more prominence in the DP. We
believe that the Board should have determined what information is necessary to investors prior to
determining the appropriate measurement attributc. The proposed model in the DP eliminates the ability
of investors to easily derive from the financial statements many of today’s widely used performance
metrics. Although the DP states that insurers would still be able to provide this information in the notes to
financial statements, we belicve the most relevant and rcliable performance measurement should be on
the face of the financial statements, which carrics more prominence than the notes. We are also
concerned that in not considering performance measurcment, SEC filers could end vp with a mismatch
between the MD&A and the financial statements whereby the MD&A could essentially be entirely non-
GAAP since the information that management uses to evaluate the Company’s performance (and discuss
its performance in the MD&A) will be different than the information required to be reported in the
financial statements. Additionally, we are concerned that the performance measurement derived from the
proposed model will not reflect the actual performance of an entity.

Qur final concern with the DP is the concept of a service margin, We are unsure what the service margin
1s and what 1s included. We would have expected that the significant service component of property and
casualty contracts would have been included in the model but it appeared to us by the lack of discussion
that the Board may have intended to just include investment management fees associated with life type
contracts. As previously discussed, we believe the service component of property and casualty contracts
will nced further consideration from the Board and that a model analogous to the service model in IAS 18
for the pre-claims component of property and casualty contracts is more consistent with the terms of a
property and casualty contract. A service model for the pre-claims liability of property and casualty
contracts would maintain the current unearned premium reserve construct which we believe provides the
most representationally faithful information to investors.

In addition to our concerns, we have a request. We belicve the Board should allow for field testing of the
final guidance. We believe that the new model will result in a significant change in the accounting and
reporting for our liabilities and that such a significant change warrants field testing. We believe that it
would be harmful to both the standard setters and the insurance industry to implement a2 model that is
later found not to provide the intended benefits to the financial statement users. Field testing would
lessen this risk and also provide management with the information necessary to better understand the
impact that a new accounting regime has on the meltrics it uses to manage its business. Additionally, it
will be imperative that transition guidance be provided that allows an appropriate time frame for insurers
to migrate from their current accounting model to a new model.

In summary, we believe that the proposed model does not provide an improvement over the current
accounting standard for property and casualty insurance liabilities that is used in many jurisdictions
throughout the world, i.¢., Statement of Financial Accounting Standards No. 60, Accounting and
Reporting by Insurance Enterprises.,

We thank you for the opportunity to comment on the Discussion Paper and we offer our assistance as the
project progresses. We would be very pleased to share our views in any roundtable or other forum the
Board may hold. If you have any questions or would like to discuss our comments, please feel free to call
me at (860) 277-0537.
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Sincerely,

oy AT ZAIZ

D. Keith Bell
Senior Vice President, Accounting Policy

c: Jay S. Benet
Vice Chairman and Chief Financial Officer
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APPENDIX

Responses te Question for respondents

Question 1 (Page 26) _
Should the recognition and derecognition requirements for insurance contracts be consistent with those in

1AS 39 for financial instruments?

Why or why not?

At first glance it would seem that the recognition and derecognition requirements for msurance contracts
should be consistent with thase of IAS 39; however, recognition and derecognition for some U.S,
property and casualty contracts is a significantly more complex topic than recognition and derecognition
of financial assets and labilittes. In comparing U.S. insurance contracts to the definitions in IAS 39, it is
apparent that the liability that may arise under a property and casualty contract does not meet the
definition of a financial liability as a contingent cvent is required to occur in order for the enterprise to be
obligated to pay a claim. The insurer has a stand ready obligation to perform under the contract; however,
this is a significantly different than being obligated to pay a claim. Also, for some U.S. surety contracts,
instead of delivering cash or exchanging financial instruments, the insurer “steps into” the contractor’s
shoes and completes the project.  This situation does not appcar to be contemplated in the definition of a
financial liability. We will discuss further issues with applying the IAS 39 recognition and derecognition
requirements to certain U.S, property and casualty contracts in the paragraphs that follow,

One issue with applying the 1AS 39 recognition requirements to insurance contracts is; what happens
when the notional amount of the contract changes? Unlike financial instruments, where the notional
amount is generally fixed and the fair value changes, the coverage amount and the premium of some U.S.
property and casualty contracts change during the coverage period. For instance, the insured can add
additional covered employees or add to the size of the company auto fleet which changes the risk
exposure and the premium of the insurance contract. How would these and other potential changes in the
notional amount fit into the recognition requirements or would these changes constitute a replacement of
the old contract if the changes are substantial?

Another issue with the recognition requirements is described in paragraph 218 of the DP with regard to
reinsurance contracts whose policy period does not line up cxactly with the policy period of the reinsured
contracts. The DP attempts to minimize the problem of valuing and recoguizing the ceded amount
(despite a prohibition on recognizing the direct amount) by stating that an option exists, but with a likely
immaterial value. We believe that allowing a prospective asset without the corresponding liability,
whether immaterial or not, is not a faithful representation of the contracts. Additionally, we don’t believe
that using an immateriality argument to support a principle is appropriate in an accounting standard.

It is also not clear how the initial recognition criteria in IAS 39 would be applied to U.S, property and
casualty insurance contracts where the policyholder has the right to cancel and/or when the policy is
agreed to in advance of the coverage period. (Paragraph 14 of IAS 39 states that “an entity shall recognize
a financial asset or financial liability on its balance sheet when, and only when, the entity becomcs a party
to the contractual provisions of the instrument.””) When an insurer signs a property and casualty contract,
it is technically bound by the conditions, but only as of the coverage date of the policy and not the date of
the agreement. If the policyholder cancels or if the covered item no longer exists at the beginning of the
coverage period, there is no longer an enforceable contract. Further, it appears that these contracts should
not be recognized on either a trade or settlement date notion because on either of these dates the insurer
does not have an uncondttional payable or an unconditional rececivable per paragraph AG35a of TAS 39.
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Since the insured has the ability to cancel the contract, thie contract is conditional and would fall under
paragraph AG35b which relies on one party performing under the contract prior to recognition. It would
seem that this service mode! notion makes more sense for recognition of premium for these types of
contracts than the current exit mode! being put forth in the DP and would yield the same recognition
regardless of whether the policy is paid on an installment basis or paid up front. 'We believe that a service
contract mode! similar to IAS 18 is more reflective of the unexpired portion of these cancellable products,
and thus the economics, and does not have some of the recognition issues that would occur with the

proposed current exit model.

When applying the contractual provisions of some U.S. property and casualty products to the
derecognition requirements in IAS 39 it is apparent that IAS 39 is unable to handle these contracts. For
some property and casualty contracts there is not a known final date or final action that would allow the
insurer to conclusively extinguish the liability. For these insurance contracts, it is not a question of when
it is extinguished, but more of a question of when it is reasonable to conclude that further claims arc

unlikely.

For example, it is not uncormmon for an insurer to receive a claim on a liability contract 20 or more years
after the contract period has ended (¢.g., asbestos, environmental, breast implants, Dicthylstilbestrol
(DES) and silicosis). A recent example of the latent exposure for some liability contracts is the Catholic
Church abuse settlements. An article entitled “Insurers Bear Some Expense In Catholic Abuse
Setilements”, from page 6 of the June 4, 2007 edition of BestWeek U.S. Canada, states “The settlement
process, which began in March 2006, alleged the abuse by archdiocese priests took place from 1962
through 1989 ...”. This highlights the significant uncertainty as to when a contract would be considered
extingnished under an 1AS 39 approach.

In addition to receiving claims well after the contract period has ended, it is not uncommon for claims to
be reopened after a settlement has been reached, unless the insurer receives a legal release from future
liability. Typically, claim re-openings occur most often in Workers Compensation cases (1.c., additional
injury from the covered event appears after settlement) but can occur in other types of property and
casualty insurance contracts. Some examples arc an automobile claim where the automobile exhibits
signs of damage from the covered event after the insurer has made a payment and thought to have
finalized the claim, or when an assertion is made for a commercial policy that unexpired policy limits still
exist to cover a new claim either due to alleged misassignment of the claim to the wrong coverage limit,
or misassignment of prior claims to certain coverage limits.

In the United States, changing theories of legal liability, judicial interpretations and legislative action can
cause new exposurc which can result in new claims and reopen claims once thought to be settled. This
increases the uncertainty as to when the obligation for some types of property and casualty insurance
contracts is considered discharged, cancelled or expired.

In addition to these situations, we are unsure how the provisions of [AS 39 would handle a case where a
large settlement requiring court approval to be finalized is accomplished via a payment to a trust or third
party, whereby the insurer surrenders partial control of the assets, but regains the assets if the court fails
to approve the settlement. In this case it appears that the assets would be derecognized upon payment to
the trust but the liability would not be derecognized until the final court approval (assuming legal release).
A similar but more pervasive sttuation occurs when a property and casualty insurer arranges for an
annuity to be paid by a separate annutty insurer as settlement of the insurance claim. Under many
structured settlement agreements, the property and casualty insurer is not legally released from the
obligation and therefore remains contingently liable upon the failure of the annuity company to perform.
Under the IAS 39 model, the insurer would derecognize the assets when paid to the issuer of the
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structured setttement but would continue to carry the liability on its books since it has not been legally
released. The Board will need to consider this situation when determining the final derecongition

requirements for the insurance contracts project.

Question 2 (Page 68)
Should an insurer measure all its insurance liabilities using the following three building blocks:

(a) explicit, unbiased, market-consistent, probability-weighted and current estimates of the contractual
cash flows,

We believe that the first building block (a) is not operational or possible for all property and casualty
liabilities. First, we believe that the notion of “market-consistent” is untenable as there is not market
mnformation on these cash flows and if there were, that it would not be relevant to investors in
understanding the future cash flows of the specific entity being reported upon. We believe that
differences in property and casualty claims management practices between companies should be reflected
currently in financial statements instead of being deferred since their inclusion is a better indicator of a
company’s future cash flows. Second, we do not believe that the methodology prescribed in the DP is
possible to implement for many claim situations having unlimited scenarios. The DP’s proposed
mcthodology would require the insurer (o incorporate all possible scenarios of uncertain events; however,
history has shown that most models can not contemplate all insurable events, Currently for property and
casualty insurers, the most common giobal practice for claim liabilities that we are aware of 1s 1o use
estimators of the mean, rather than to attempt estimation of all possible scenarios and assign probability-
weights to each scenario. We support the conceptual goal of 2 mean estimate, but not the prescribed
methodology. It should be noted that for countries that usc probability-weighting, the underlying
liabilities and contracts are significantly differcnt with much shorter claims periods than the contracts

written in the United States.

Some respondents that we are aware of have stated their ability to incorporate all possible scenarios in
their stochastic models. We believe that such statements are making an understandable technical error. If
a model allows for answers from zerg to infinity, inclusive, then it can state that all possible oufcomes are
recognized, but this 1s materially different than stating all possible scenarios are recognized. This error
typically occurs when an extremely low probability is assigned to tail events, until unanticipated scenarios
that were believed to have a remote outcome occur, This 1s the situation that led to the distress of the firm

“Long-Term Capital Management”,

Lastly, the DP requires the use of “all currently available information” in estimating the liability. This is
a difficult concept to implement for property and casualty liabilities since an evaluation of information is
necessary prior to determining whether it will change the liability estimate. This creates an inherent lag in
the time period between when information may be available and when it can be evaluated and
mcorporated into the liability estimate., Although we agree with the intent of the Board that all current
information should be considered, we recommend that the Board allow for a more practical and
achievable approach.

Question 2 (Page 68)

(b} current market discount rates that adjust the estimated future cash flows for the time value of money,
and




IASB Discussion Paper, Preliminary Views on Insurance Contracls
Page 11

We agree that current market discount rates should be used but only for products where the risk margin
can be calculated to a sufficient degree of reliability and verifiability. We note that there are insurance
products with expected cash flows that extend past observable market discount rates and therefore, to
make this more operational, we think the Board should keep this as a high level principle rather than

offering prescriptive guidance.

(c) an explicit and unbiased estimate of the margin that market participants require for bearing risk (a risk
margin} and for providing other services, if any (a service margin)?

We believe that a risk margin must be included if the liabilities are discounted, but only if the risk
margin can be calculated reliably. We do not believe that the transfer notion is appropriate for the
risk margin as such margins cannot be calibrated to the market for many property and casualty claim
liabilities. Additionally, since the markets do not exist and most likely will not exist in the
foresecable future due to the significant legal obstacles, we question the relevance to investors of a
value that will never be a component of an entity’s cash flows. We believe that the measurement
objective for such risk margins should be value-in-use (i.c., settlement with policyholder) rather than
value-in-transter, due to the lack of secondary transfer markets as discussed earlier.

We are unsure as to the Board’s intent regarding the “service margin”. We note that the only mention
in the DP on this topic is for investment services which would mainly pertain to certain life type
products. We would have expected the service margin to include the significant service component
of some property and casualty products and we believe the Board will have to give further
consideration to property and casualty contracts with heavy service components.

We also believe that if the Board selects a model where the risk margins are based on a hypothetically
market consistent construct, the most feasible implementation would be based on a company or segment
level. It would be problematic, unreliable and/or not cost effective at lower levels. The variety of
products offered by many property and casualty insurers is so broad that a requirement to apply this
approach at a detailed level may be prohibitively expensive with no information value for some of the

liability components that would have to be so valued.

Llf not, what approach do you propose, and why? j

We prefer a service model for the pre-claims liability which would recognize revenue when the service
has been provided and is more representative of the economics of our contracts. This model allows for
the policyholder canccllation of a contract and the corresponding return of premium, and would remove
the issue of recognizing a reinsurance asset prior to the underlying contracts being issued.

For the post claims period we believe that insurance claim liabilities where the payout pattern and risk
margin can be rcliably determined and is relevant should be present valued based on the cxpected cash
flows discounted at the risk free rate with a risk margin. For liabilities where the payout pattern and risk
margin are not reliably determinable, we believe the mean estimate should be the value of the liabilities.
We do not belicve that a reliable and verifiable risk margin can be calculated for many of our liabilities.
Additionally, for liabilities with short claims payment periods (e.g., auto physical damage and
homeowners property), the costs of calculating a modeled current exit value or even a present value based
on settlement with the policyholder outweigh the benefits of such a calculation. 1t is our belief that due to
the short term nature of these liabilities that the risk margin and the time value of money impact are so
minor that they would not provide an incremental improvement in the decision useful information
currently reported without undue cost.



TASB Discussion Paper, Preliminary Views on Insurance Contracts
Page 12

Question 3 (Page 68)
Is the draft guidance on cash flows (appendix E) and risk margins (appendix F) at the right level of detail?
Should any of that guidance be modified, deleted or extended? Why or why not?

We believe that the guidance in the DP is too prescriptive and contains items that are more actuarial
guidance as opposed to accounting guidance. We believe the Board should set the measurement objective
for the liabilities and the actuarial profession should determine how to implement the measurement

objective.

Question 4 (Page 68)
What role should the actual premium charged by the insurer play in the calibration of margins, and why?

Please say which of the following alternatives you support.

(a) The insurer should calibrate the margin directly to the actual premium (less relevant acquisition costs),
subject to a liability adequacy test. As a result, an insurer should never recognise a profit at the inception

of an insurance contract.

(b) There should be a rebuttable presumption that the margin implied by the actual premium (less relevant
acquisition costs) is consistent with the margin that market participants require. If you prefer this
approach, what evidence should be needed to rebut the presumption?

(c) The premium (less relevant acquisition costs) may provide evidence of the margin that market
participants would reguire, but has no higher status than other possible evidence. In most cases, insurance
contracts are expected to provide a margin consistent with the requirements of market partictpants.
Therefore, if a significant profit or loss appears to arise at inception, further investigation is needed.
Nevertheless, if the insurer concludes, after further investigation, that the estimated market price for risk
and service differs from the price implied by the premiums that it charges, the insurer would recognisc a
profit or loss at inception.

(d) Other (please specify). J

Although we disagree with the concept of gains at issue in competitive markets due to the inherent
uncertainty of property and casualty liabilities, theoretically we could envision situations, although
infrequent, where a gain at issue might be appropriate. Therefore, we believe a modified view (b) with a
rebuttable presumption that the margin implied by the actual premium is the appropriate margin, The
notion in alternative (¢} is somewhat close to (b); however, the practical difficulties in applying (c) are
significantly greater, especially when considering that there is not an objective way to determine the risk
margin.

It would require significantly less effort to assume that the premiums set the correct margin and rebut the
assumption in the few cases where it might occur, rather than having to prove that the margin is or is not
consistent in all cases, especially when there is not a market to corroborate the assumptions. In addition,
we are unsure how we would incorporate view (¢) into our preferred service model notion for the pre-
claims hability.

Question 5 (Page 69)
This paper proposes that the measurement attribute for insurance liabilities should be the amount the
msurer would expect to pay at the reporting date to transfer its remaining contractual rights
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and obligations immediately to another entity. The paper labels that measurement attribute ‘current exit
value’,

(a) Ts that measurement attribute appropriate for insurance liabilities. Why or why not? If not, which
measurement attribute do you favour, and why?

No, the measurement atiribute is not appropriate for insurance liabilities due to the inability of insurers to
access this hypothetical market as the transactions arc generally prohibited. The inability to transfer the
liabilities makes a modeled current exit value notion an irrelevant measurement and one that would

produce information that is not decision useful, or worse.

As stated previously, we believe that a service contract model is significantly more representationally
faithful for the pre-claims liability. For the post claims liability, we belicve the mean estimate of the
value to settle with the policyholder should be the measurement attribute  The exception is when the
claims liabilitics are fixed and reasonably determinable in nature. For these liabilities we believe that a
present value model based on a settlement value with the policyholder/claimant is appropriate.

m)) Is ‘current cxit value’ the best label for that measurement attribute? Why or why not?

No, the label 1s not useful since it docs not depict the hypothetical nature of the measurement it purports
1o represent.

Question 6 (Page 91)

In this paper, beneticial policyholder behaviour refers to a policyholder’s exercise of a contractual option
in a way that generates net economic benefits for the insurer. For expected future cash flows resulting
from beneficial policyholder behaviour, should an insurer:

a) incorporate them in the current exit value of a scparately recognised customer relationship assct? Why
or why not?

(b} incorporate them, as a reduction, in the current exit value of insurance labilities? Why or why not?

{c) not recognise them? Why or why not?

As this is a U.S. life insurance issue and not a U.S. property and casualty issue, we have no comment.

Question 7 (Page 91)
A list follows of possible criteria to determine which cash flows an insurer should recognise relating to
beneficial policyholder behaviour. Which criterion should the Board adopt, and why?

{(a) Cash flows resulting from payments that policyholders must make to retain a right to guaranteed
insurability (less additional benefit payments that result from those premiums). The Board favours this
criterion, and defines guaranteed insurability as a right that permits continued coverage without
reconfirmation of the policyholder’s risk profile and at a price that is contractually constrained.

(b) All cash flows that arise from existing contracts, regardless of whether the insurer can enforce those
cash flows. If you favour this criterion, how would you distinguish existing contracts from new contracts?
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(c) All cash flows that arise from those terms of existing contracts that have commercial substance (ie
have a discernible effect on the economics of the contract by significantly modifying the risk, amount or

timing of the cash flows).
(d) Cash flows resulting from payments that policyholders must make to retain a right to any guarantee
that compels the insurer to stand ready, at a price that is contractually constrained, (i) to bear insurance

risk or financial risk, or (ii) to providc other services. This criterion relates to all contractual guarantees,
whereas the criterion described in (a) relates only to insurance risk.

(e) No cash flows that result from beneficial policyholder behaviour.

(f) Other (please specify).

As this 1s a U.S. life insurance 1ssue and not a U.S. property and casualty 1ssue, we have no comment,
other than we believe that future contracts should not be recognized unless the pricing of the new contract
1s a function of the current contract, and both parties are obligated to participate in the new confract.

Question 8 (Page 92)

Should an insurer recognise acquisition costs as an expense when incurred? Why or why not?

For property and casualty contracts we believe that it is more important for consistent treatment between
the acquisition costs and the stand ready obligation (uncamed premium liability) rather than whether the
acquisition costs should be expensed when incurred. If the stand ready obligation is reported gross, the
acquisition costs should be reported as a pre-paid asset. Conversely, if the acquisition costs are not
reported as a pre-paid asset, the stand ready obligation should be reported net of the acquisition expenses.
Although consistency is important, we believe that certain acquisition costs (e.g., premium taxes and
commissions) for cancellable property and casualty contracts meet the definition of an asset since the
costs are recoverable upon the cancellation of the policy.

Question 9 (Page 92)

Do you have any comments on the treatment of insurance contracts acquired in a business combination or
portfolio transfer?

Our main concern is that various standards atford us the ability to treat the insurance liabilities
consistently. In our experience, it is important to be able to combine the two groups of liabilities in order
to minimize the associated system costs. It is also important to be able to have consistent valuation basis
for the acquired and pre-existing habilities (to the extent separable) so that comparability can be achieved.

Question 10 (Page 115)

Do you have any comments on the measurement of assets held to back insurance liabilities?

We have no comment on this issue,




TASB Discussion Paper, Preliminary Views on Insurance Contracts
Page 15

Question 11 (Page 115)
Should risk margins:

(a) be determined for a portfolio of insurance contracts? Why or why not? If yes, should the portfolio be
defined as in IFRS 4 (a portfolio of contracts that are subject to broadly similar risks and managed
together as a single portfolio}? Why or why not?

(b) reflect the bencfits of diversification between {and negative correlation between) portfolios? Why or
why not?

(a) If risk margins are applicd, we agrec that the unit of account should be based on a portfolio concept
and that the definition of portfolio is aceeptable for the pre-claims liability; however, the definition is not
acceptable for the incurred claim liabilities of property and casualty contracts due to the potential to have
different types of claims for similar contracts and similar exposures across various types of products. U.S.
property and casualty insurers manage claim liabilities by the characteristics of the claims as opposed to
the type of contract. Many U.S. property and casualty contracts have multiple insurance elements (e.g.,
physical damage, liability, etc.) and we believe that it is imperative that the model selected recognizes this
fact. We recommend changing “contracts” to “coverages” or “exposures” for the claims liability.

(b) It is difficult to respond to this question without knowing the Board’s final view of the purpose of the
financial statements. In theory, due to the availability of ceded reinsurance, the price of a product reflects
the achievable diversification across portfolios. If the price of a product includes diversification then it
should be reflected in the liability valuations or there will be a bias towards loss at issue.

Question 12 (Page 116)

{a) Should a cedant measure reinsurance assets at current exit value? Why or why not?

No, the reinsurance asset for the pre-claims period should be accounted for similarly to the pre-claims
liability which would recognize the cxpense over the period in which the cedant receives the benefit of
the coverage. This would be more reflective of the contract and would eliminate the need for the DP’s
usc of an immateriality argument in respect to recognizing a reinsurance asset prior to writing the direct
business.

We also disagree that reinsurance for claims habilities should be measured at current exit valuc. The
reinsurance asset associated with incurred claims should be valued based on a settlement notion (value-in-
use)} and should reflect credit and dispute risk. We believe that the value-in-use notion is the only
relevant measurcment since reinsurance contracts generally do not permit the assignment of the collection
rights to third parties.

Question 12 (Page 116)

(b) Do you agree that the consequences of measuring reinsurance assets at current exit value include the
following? Why or why not?

(1) A risk margin typically increases the measurement of the reinsurance asset, and equals the risk margin
for the corresponding part of the underlying insurance contract.
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—
(ii) An expected loss model would be used for defaults and disputes, not the incurred loss model required
by IFRS 4 and TAS 39.

(111) If the cedant has a contractual right to obtain reinsurance for contracts that it has not yet 1ssued, the
current exit value of the cedant’s reinsurance asset includes the current exit value of that right. However,
the current exit value of that contractual right is not likely to be material if it relates to insurance contracts

that will be priced at current exit value.

We generally agree with the theory for () and (11); however, for excess of loss reinsurance contracts, the
unit of account must be based on a portfolio of similar exposures and not underlying insurance contracts.
This is due to the risk margin for the covered risk only being determinable on a portfolio basis. For (1ii)
we disagree with the approach but agree that the cedant’s asset should be equal to the liability. As stated
in our answer to 12(a) above, we believe that the cedant’s expense associated with the reinsurance should
be deferred until the insurer receives the benefit of the coverage.

We arc also concerned with the use of immateriality in the DP as an argument to ignore outcomes that arc
contrary to the intent of the DP. Additionally, we are unsure whether the assertion could ever be
validated since both sides of the equation include margins that can not be corroborated to an obscrvable

markets.

Question 13 (Page 116)

If an msurance contract contains deposit or scrvice components, should an insurer unbundle them? Why
or why not?

We don’t belicve that “unbundling” of contracts with interrelated features provides meaningful
information to users of the financial staternents since the unbundling would be arbitrary in nature.

Question 14 (Page 116)

(a) Is the current exit value of a liability the price for a transfer that neither improves nor impairs its credit
characteristics?
Why or why not?

(b) Should the measurement of an insurance liability reflect (i) its credit characteristics at inception and
(ii) subsequent changes in their effect? Why or why not? ]

(a} No. Paragraph OB2 of the IASB Discussion Paper Preliminary Views on an Improved Conceptual
Framework for Financial Reporting: The Objective of Financial Reporting and Qualitative
Characteristics of Decision-Useful Financial Reporting Information (Conceptual Framework DP), states
“The objective of general purpose external financial reporting is to provide information that is useful to
present and potential investor’s and creditors and others in making investment, credit, and similar
resource allocation decisions”. Further, paragraph OB3 states, “To help achieve its objective, financial
reporting should provide information to help present and potential investors and creditors and others
assess the amounts, timing and uncertainty of the cntity’s future cash inflows and outflows™., We agree
with these concepts and have a difficult time reconciling these concepts with a transfer notion that can not
occur due to the legal restrictions imposed upon the transfer of insurance liabilities in many countries.
We also note that the view m (a) would not correctly account for the situations in the U.S. where a
regulator would approve a transter of an entity that is close to insolvency, but the transfer would have to
be to a solvent company with a significantly better credit standing. In essence, the model creates an
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artificial construct for transfers that can not occur, but fails to accurately capture the economics of the
only transfer that can occur.

(b) No, in line with our response 1o (a), the reflection of the credit standing can not be rcalized by the
insurer and thus is irrelevant to assisting investors and creditors in understanding the future cash flows of
the ongoing entity. The Board should note that in the U.S. it is illegal for an insurer to attempt to reduce
their obligations to policyholders due to an inability to pay. This prohibits the insurer from reducing its
future cash flows and generally makes any reduction duc to credit standing not realizable or relevant,

Question 15 (Page 116)

Appendix B identifies some inconsistencies between the proposed treatment of insurance liabilities and
the existing treatment under IAS 39 of financial liabilities. Should the Board consider changing the
trcatment of some or all financial liabilities to avoid those inconsistencies? If so, what changes should the

Board consider, and why?

We believe that IAS 39 is generally not relevant to U.S. property and casualty insurance liabilities and
believe that there should be differences in the two standards to account for the economic differences
between the differcnt types of contracts. Please see our summary and response to question 1 for a
discussion of the differences.

We believe that the Board should retain the IAS 39 prohibition of no gains at inception and should carry it
over to the insurance contract standard. We continuc to believe that it is inappropriate for entities to
record gains on model values that can not be corroborated to an observable market. 1t is apparent from
the subprime loan issues in the U.S. and the hedge fund model miscaiculations that modcls are not
entirely reliable and can lead to financial statements that imply a level of precision that does not exist and
fail to capture the true risk of an entity,

Question 16 (Page 136)

(a) For participating contracts, should the cash flows for each scenario incorporate an unbiased estimate
of the policyholder dividends payable in that scenario to satisfy a legal or constructive obligation that
exists at the reporting date? Why or why not?

(b) An exposure draft of June 2005 proposed amendments to JAS 37 (see paragraphs 247-253 of this
paper). Do those proposals give enough guidance for an insurer to determine when a participating contract
gives rise 1o a legal or constructive obligation to pay policyholder dividends?

As this 1s a U.S. life insurance 1ssue and not a U.S. property and casualty issue, we have no comment.

Question 17 (Page 136)
Should the Board do some or all of the following to eliminate accounting mismatches that could arise for

unit-linked contracts? Why or why not?

(a) Permit or require insurers to recognise treasury shares as an asset if they are held to back a unit-linked
liability (even though they do not mect the Framework’s definition of an assct).
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(b) Permit or require insurers to recognise internally generated goodwill of a subsidiary if the investment |
in that subsidiary is held to back a unit-linked liability (even though IFRSs prohibit the recognition of
internally generated goodwill in all other cases).

{c) Permit or require insurers to measure assets at fair value through profit or loss if they are held to back
a unit-linked liability (even if IFRSs do not permit that treatment for identical assets held for another

purpose),
(d) Exclude from the current exit value of a unit-linked liability any differences between the carrying

amount of the assets held to back that Liability and their fair value (even though some view this as
conflicting with the definition of current exit value).

As this is a life insurance issue and not a 1.8. property and casualty issue, we have no comment.

Question 18 (Page 149) —)

Should an insurer present premiums as revenue or as deposits? Why?

We believe that there are two issues related to this question: (1) should premiums be reported as revenues
or deposits, and (2) if reported as revenue, when should the revenue be recognized?

We believe that the answer to the first question lies in the type of product offered. If an entity provides
services or nsk mitigation and the upfront price will not be returned absent an insurable cvent, then the
price of the product should be reported as revenue. If, however, the upfront cost of the product will be
retumed in the future without an insurable event or services provided then the upfront cost should be
reported as a deposit. We believe that property and casualty contracts fall into the first category as the
price paid by a policyholder is for future services and the price paid is not a factor in a loss payment to a
policyholder from an insurable event (other than determining the policy coverage). For property and
casualty contracts, the purchase price and the payoff between the insured and insurer are by design always
asymmetric (absent random chance). Many policies that are issued will not result in a payout to the
msured and the policies where the insurer pays a claim the amount is typically well in excess of the
premium received. This is significantly different than issuing a deposit contract whereby the institution
will return the funds with interest in the future. Additionally, inherent in many property and casualty
nsurance contracts is the “duty to defend” or the requircment to “step into the shoes of the insured”
which are significantly different requirements than the contractual requiremnents of issuing deposit
contracts,

We believe that the answer to the second question for property and casualty contracts depends upon
whether the policy is unilaterally cancellable. If the contract is cancellable, the premium should not be
recorded as revenue until the coverage/service is provided. This approach would eliminate issues as how
to handle reinsurance contracts whose coverage period does not match that of the underlying contracts,
how to handlc contracts with uncertain exposures (and uncertain premiums) that aren’t known until after
expiration, and whether or not to anticipate endorsements and/or mid-term cancellations. This deferral of
revenue approach for cancellable contracts is essentially the same as treating the premium as a deposit
until such time as the underlying service period has occurred.
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Question 19 (Page 149)
Which items of income and expense should an insurer present separately on the face of its income

statement? Why?

We belicve that the most decision useful information for property and casualty contracts would generally
recreate the current income sfatement components of carned premium (net of reinsurance), incurred claim
and claim adjustment expenses (net of reinsurance), incurred other underwriting cxpenses (net of
reinsurance), investment income, etc.. Separate disclosures should allow the user to determine the values
gross of reinsurance if so desired, but this will not always be a useful exercise, particularly where a
significant residual market mechanism mandatcs the treatment of their component (i.e., servicing and
assuming of such business) as reinsurance.

For liabilitics that are discounted, disclosures should indicate the impact of the time value of money and
of discounting on the beginning and ending balance shect values, to permit the user to determine the
impact of changes in such amounts on reported income.

We belicve that due to the potential volatility in property and casualty reserves, it is important for
investors to understand management’s proficiency in estimating reserves. To this end we believe that the
IASB should review current SEC disclosures, current disclosures made under IFRS and particularly the
National Assoctation of Insurance Commissioners Schedule P disclosures for property and casualty
companies which show claim development. Based on feedback received from analysts and rating
agencies, Schedule P is very important in their evaluation of property/casualty insurers. We believe that
in order for investors to have a full understanding of property and casualty insurance liabilities so that
they can estimate the future cash flows, relevant disclosure is imperative.

Question 20 (Page 149)
Should the income statement include all income and expense arising from changes in insurance

liabihties? Why or why not?

Yes, unless the changes in liabilitics are due to changes in hypothetical modeled current exit values.
Income and expense related to changes in a hypothetical construct are not reflective of changes in an
entity’s expected cash flows and are not meaningful to users of the financial statements.

Question 21

Do you have other comments on this paper?

We have a few comments on implementation and field testing that we feel are important to consider
as the project moves forward and we are concerned with the unit of account discussion in the DP,

Implementation and Field Testing

We believe that the project has the potential to diverge significantly from existing accounting and
reserving practices for property and casualty contracts. Significant consideration should be given to the
appropriate effective date to allow insurers to properly implement the new standard, as well as the
consideration of a mechanism to address implementation issues as they arise. We also believe that field
testing of the final guidance prior to implementation is imperative for any significant changes from
existing guidance. Field testing would help companies address implementation issues prior to adoption,




IASB Discussion Paper, Preliminary Views on Insurance Contracts
Page 20

would allow management time to determine the impact of the new accounting regime on the metrics it
uses to manage its business and how best to convey the new accounting results to its investors.

Unit of Account

While it is not clear whether or not it has a material impact on the outcome of the standard, the
discussion concerning “unit of account” has some conceptual and practical problems when applied to
property and casualty claim liabilities. These problems center around the incorrect assumption that
the expected value of a portfolio of claims is equal to the sum of the expected values of the individual
claims valued independently. There are three reasons why this is an invalid assumption.

Correlation in Outcomes

There are times when the outcome of one claim will affect the outcome of another claim. In that
environment, the claim department's objective is to manage the portfolio for an optimum result, not
each individual claim. This is most relevant for liability insurance, where precedents set in one claim
will impact the value of another.

For cxample, assume a portfolio of "n" claims, C1 through Cn. The company may believe that C1 is
only worth $5 based on the facts of the case, but the third party claimant may be making demands of
$10. If taken to court, the company believes it has a very good chance of winning, but there is also
the possibility that it could lose. If the company loses, the value of claims C2 through Cn would
increase by $1,000,000. In this situation, the company may be more willing to pay the extra $5, and
would instead fight the claim in a court that offers the best chance for a useful legal precedent.

Similarly, a situation may exist whereby if a company pays the extra $5 for claim C1, the company
will have to pay $1,000,000 more for claims C2 through Cn. It may take $100 in legal expenses to
fight the claim. When viewed in isolation, the optimum result is to pay the extra $5 on claim C1.
When viewed as a portfolio, the optimum strategy is to pay the $100 in legal costs to fight the high
demand.

This can be a material tssue for some companies wrtting third-party liability insurance.
Economies of Scale

The valuation of a single claim in isolation may not justify the application of resources that are
justified for the portfolio. For example, in settling a single claim of an unusual nature that requires
special expertise, the company may be forced to utilize outside services or be less aggressive in
ncgotiating downward a high demand that appears unrcasonable to a novice in that expertise area. If
a company instead has a portfolio of claims involving that special expertise, it is more cost effective
to obtain the specialized resources and expertise (either in-house or through contracted services),
resulting in lower claim values and/or claim expense values.

Estimation Methodology and Estimation Objective

The methodologies applicable to deriving an estimate for a portfolio frequently differ from those used
in estimating an individual contract or claim value, For example, the methodologies for deriving a
suitable price for members of a portfolio are on Exam 5 of the Casualty Actuarial Society syllabus,
while those dealing with individual contracts are on Exam 9 ("Individual Risk Rating"). When
deriving the price for members of a portfolio, the objective is NOT to estimate the value for each
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individual contract. The analysis derives the average price needed for the portfolio, then derives an
allocation of that price to members of the portfolio with certain characteristics such that adverse
selection will not result. The resuit is not an estimate of the value of an individual contract, as
detailed analysis of the individual contract would probably result in a more refined (and different)

result.



