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Dear Sir David:

The Group of North American Insurance Enterprises would like to thank the IASB and its staff for the opportunity to participate in the Insurance Working Group (IWG) discussions.  We hope that those discussions will prove useful in the Board’s upcoming discussion of the key issues concerning accounting for insurance liabilities.  At the same time, we believe that continuing those discussions would prove useful to the Board in the future since some issues have not been fully discussed and others will no doubt arise. 

In recognition of the upcoming Board discussions, we offer the comments below on the issues on the agenda for February (IASB agenda items are in italics).  Most of these issues have already been discussed at the IWG and are covered in the principles that we, the four Japanese life insurers, and the CFO Forum have already published.  Some, however, may not have been completely explored and on others our position may not have been completely stated at the IWG meetings.  These comments are not intended to be a complete discussion of the issues but are the distilled result of our continuing discussions with users, preparers and other interested groups.  Furthermore, they reflect insights gained by our efforts at modeling alternatives; a process that we believe should be critical to the Board’s decision process. 

Continuation, cancellation and renewal options. Should the accounting model incorporate expectations about cash inflows and outflows that are a consequence of policyholder renewals or cancellations of an insurance contract? How should an insurer distinguish existing contracts (included in measurement) from future contracts (not included)?

It is essential that the accounting model incorporate expectations based on policyholder behavior.  This applies to renewal premiums (i.e. premiums for a policy year after the current year) as well as policy cancellations.

We believe that renewal premiums should be recognized if a policy meets both of the following criteria:

1) The policy term is longer than one year.  (This implies that renewal premiums are not counted for policies that are annually rewritten, which encompasses most non-life contracts).

2) There are meaningful limitations on the rights of the insurer to increase future premiums or to cancel (or non-renew) contracts that the insurer believes are likely to be unprofitable.  (If an insurer can change premium rates or cancel policies at its whim, the policy should be evaluated for each policy year separately.)

For these policies, future premiums are needed to determine liabilities.

Participating contracts. Are policyholder participation features embedded liabilities or embedded equity components? What is the effect of the insurer’s discretion and of constraints on that discretion? How should participation features be recognised, measured and presented?

Dividends generally arise from margins that are part of the liability measurement.  Accordingly, a provision for future dividends that have not been declared or allocated by the Board of Directors should be included in liabilities.  We believe this is the argument Mr. Yoshimura made in his presentation to the IWG.  Amounts that are anticipated to be paid as future dividends should never be included in equity.

This is an example of an issue that has not had a complete discussion at the IWG, in our opinion, and would benefit greatly by further discussion and modeling, particularly in light of the large number of legal and policy differences that exist internationally.

Acquisition costs. Should costs incurred to acquire insurance contracts be: 

a) recognised as an asset? If so, which costs should be included and how should they be amortised?

b) considered in determining the initial measurement of an insurance liability? If so, which costs should be considered?
An intangible asset should be recognized on the balance sheet for the cost of establishing a policyholder relationship.  There is ample support in the Framework and in precedents established in other IAS to consider acquisition costs as assets.  That intangible asset should be limited by the amount of deferrable expenses incurred in the sale of the policy.  The definition of deferrable expenses included in US GAAP literature has had extensive use by a wide variety of companies and a significant body of accepted practice has evolved for implementing it.  We suggest that the Board consider adopting this definition for inclusion within an IFRS on insurance liabilities.

While we believe an alternative of recognizing acquisition expenses within liabilities could give the same bottom line result, showing the asset separately would provide more meaningful and transparent information to users.

Capitalized acquisition costs generally should be amortized over the life of a group of contracts based on the expected gross profit for those contracts.

Gain or loss on initial measurement/ liability recognition.  Should the accounting model prohibit (or limit) the recognition of net profit or loss on initial recognition?

We strongly believe that any insurance standard should prohibit gain or loss at issue except for the case where a loss recognition test would require one.  This position reflects the principle that earnings should follow release from risk and at issue no risk has been released.  Furthermore, this position gives financial liabilities the calibration that otherwise would be missing.   

The specific content of the loss recognition test also has not received adequate attention, to date, in the IWG Phase 2 discussions. 

Measurement attribute: non-life insurance pre-claims liability. In May the Board decided tentatively to pursue two measurement approaches for pre-claims liabilities in parallel for the time being.

· Unearned premium approach: measure pre-claims liabilities by reference to the unexpired portion of the consideration received.

· Prospective approach: measure pre-claims liabilities in the same way as claims liabilities.

The staff will ask the Board to select one of these approaches. The Board will discuss the measurement attribute for (i) non-life claims liabilities and (ii) life insurance liabilities at a future meeting.
It is our position that the unearned premium approach is the most appropriate approach for a short-term non-life insurance pre-claims liability.  For policies of less than a one year time horizon trying to recognize changes in the market at an interim period would have the effect of recognizing in earnings gains or losses for which the risk has not yet been released.  This could result in volatility in earnings that would tend to obscure rather than clarify results.

Following the principle of release from risk, we believe that the unearned premium is the best alternative for these short-term policies.  This measurement would, of course, be subject to a loss recognition test at each measurement.    The unearned premium reserve would, therefore, at minimum be equal to the ‘stand-ready obligation.’ 

Attempting to ‘fair value’ the Pre-Claims Liability of short duration contracts by determining cash flows and discounting with risk margins will be impracticable.  The timeframe of a one-year time horizon is too short to alter claims expectations and discounting with risk margins will not yield a substantially different liability than current practice.

We hope that these brief comments will be of help to the Board in its upcoming discussions.  Again, we appreciate that the Board and Staff have created the open process we have seen at the Insurance Working Group and look forward to participating in future meetings.  If you or any Board Member would like clarification of our position on these issues, we would be glad to provide it.

Very Truly Yours,

s/ Richard Carbone

Chairman
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