
[image: image3.jpg]_—_
= GNAIE





May 9, 2005

Mr. Rob Esson, Chairman

Insurance Contracts Subcommittee

International Association of Insurance Supervisors

Basel SWITZERLAND

Dear Mr. Esson:

This letter summarizes the initial reactions of the Group of North American Insurance Enterprises (“GNAIE”) to the International Association of Insurance Supervisors (“IAIS”) draft paper titled, “Comments regarding issues arising as a result of the International Accounting Standards Board’s Insurance Contracts Project – Phase II” dated April 15, 2005. GNAIE members include companies that operate on a multi-national basis and that are among the largest global providers of insurance. GNAIE is a provisional Observer Member of the IAIS, pending acceptance at its October Annual Meeting. 

We agree with many of the ideas expressed in these IAIS comments. Before discussing our specific reactions to paragraphs 7 and subsequent of the IAIS paper, included below are some general observations. 

Relationships between General and Regulatory Accounting Systems

The GNAIE is encouraged by the mandate of the IAIS Technical Committee to study the possibility of using an IAS compatible model as a basis for prudential regulatory supervision. The long-term interests of shareholders and the interests of insurance regulators are aligned in many important ways. In particular, it is in the interest of stockholders that insurers act in a responsible manner, maintain sufficient claim reserves, charge adequate rates, manage their assets appropriately and treat their policyholders fairly. Therefore, the financial statements should facilitate these objectives in the way assets and liabilities are presented on the balance sheet, current period earnings are determined, and explanatory notes and disclosures are provided. 

On the other hand, the GNAIE also agrees with the observation in paragraph 8 of the IAIS draft paper that complete convergence of the models for public financial reporting and prudential regulatory reporting may not be possible in all cases. Our current thinking is that the basic methodologies for reporting assets and liabilities, and for defining items in the income statement should be consistent. Any necessary differences between public and prudential regulatory reporting could be reflected several ways, e.g. utilization of different risk margins in the calculations of liabilities, allowing a very limited number of exceptions to basic methodologies for the purpose of assuring solvency and/or by reflecting adjustments in the solvency capital requirements for insurers.
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Such limited adjustment rules should be explicit, specific, and consistent in form across jurisdictions. As paragraph 8 points outs, when investors and regulators can easily identify and reconcile differences, the credibility of both public and prudential measurements is reinforced. 

One clear requirement of achieving such convergence would be to constantly review International Accounting Standards (both principles and interpretations), to be sure that the initial agreed-upon principles are sustained. Exception accounting can lead to different approaches among national regulatory bodies, introducing the inefficiency of differing standards in different jurisdictions for global insurers. Consequently, we believe an international infrastructure will be necessary on an on-going basis to maximize the convergence of regulatory reporting and standards. 

Specific comments on other paragraphs of the draft IAIS paper

Assumptions:

We generally agree that a prospective asset/liability model with adjustments reflecting the time value of money and risk margins is appropriate, with the exception of non-life claim liabilities where we believe that undiscounted values are more reliable and useful, particularly to the solvency regulator. Note that this definition of an appropriate model would not preclude valuing certain assets or liabilities stochastically, in order to appropriately measure the risks of options and guarantees. We are somewhat concerned, however, with the possible interpretation of the first sentence of paragraph 8 that IAIS may be intending to develop its own accounting standards in some cases. This would contradict the ideas expressed in the remainder of the paragraph that public and prudential measurements should be reconcilable.

Policyholder behavior and concomitant recognition and measurement characteristics

We agree that policyholder behavior must be considered when establishing liabilities, especially given the bundled nature of insurance contracts that can cause policyholder behavior to affect different components of the contract in different ways. We also agree with the comments that a contract generally cannot be measured, reported, or disclosed by itself, but is only credible when considered as part of a group of contracts with similar characteristics. 

The cash value floor issue is obviously closely related to recognition of policyholder behavior. At the level of the portfolio, the simple sum of the cash value of each contract will tend to overstate the liability. While all policyholders could surrender their policies on the same day, it is highly unlikely that would occur. Similarly, the simple sum of the death benefits payable would overstate the liability even though it is theoretically possible for all the policyholders to die at the same time. 
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The footnote on the problem of “superposition of states” seems to imply that stochastic methods provide a superior basis for measuring liabilities. Stochastic methods require calibration standards. They can be superior to deterministic margin adjustments, but require more work from all stakeholders. In particular, “probable” events should be assessed using the preparer’s realistic estimates for actual outcomes, based on current credible evidence for customer behavior. Such estimates are subject to audit and to confidential regulatory review. Use of market-based inputs only increases the need for reliance on the preparer’s judgment about customer behavior. The bundled nature of insurance contracts further complicates the reliability of estimates of policyholder behavior for embedded options and guarantees. 

We note that it is a common practice to price financial derivatives with “distorted” or unrealistic financial market scenarios. When applied to value embedded options in insurance contracts, this approach is invalid on several levels, not the least of which is the interaction of such market scenarios with policyholder behavior assumptions. 

When valuation guidance is excessively complex, accountability is weakened. We encourage the IAIS to evaluate the strengths and weaknesses of existing regulatory standards that apply stochastic methods, before endorsing such tools for liability measurement. 

Possible use of some form of fair value type model in general 

The GNAIE has consistently pointed out that the concept of a “Fair Value” for an insurance liability (at least in the manner this concept has been discussed by IASB) is seriously flawed. There are no active markets for trading insurance liabilities, and public policy considerations related to insurable interest requirements make this undesirable. Insurance cash flow estimates are not verifiable in the way that bond prices are. Independent, good-faith expert valuation estimates will differ materially. As a result, the task is to make valuation assumptions explicit and realistic. We are therefore in general agreement with the comments in much of this section concerning the difficulty in actually determining a “Fair Value” of an insurance liability. We are also in general agreement with the comments related to consistent treatment of assets and liabilities, use of prospective approaches, consideration of all cash flows, and use of best estimates (with risk margins).
We do have some concerns with the comments on risk margins in paragraph 23. We encourage the Subcommittee to review the document of the Casualty Actuarial Society mentioned in the footnote from the February 2005 IASB Educational Session as well as the Ernst & Young document also presented at that same session describing the difficulties and undesirable results that occur if discounting and risk margins are used for non-life reserves. In addition, the use of statistically derived risk margins is still in its infancy, and little experience is available at this point. These approaches represent an extremely small percentage of the global business in countries that have extremely small numbers of licensed insurers.
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Discounting loss reserves is, in effect, recognizing future investment returns to be earned on the investment of these loss reserves in the valuation basis. This applies even if the discount rate used is a risk-free rate, since this is still equivalent to investing the loss reserves in government bonds. Unwinding of the discount rate is an artificial process and is done only to avoid recognizing future profits in the profit and loss account.

Future claims payments are subject to a great deal of uncertainty, especially for long tail liabilities, due to a variety of factors. Evidence of this is the fact that even well managed insurers have to strengthen loss reserves from time to time. By discounting, one is adding another element of uncertainty, since it is necessary to forecast future interest rates or assume the interest rate expectations in the current yield curve will be realized, when experience shows that interest rate do change unexpectedly and there can be rapid shifts in the yield curve. One of these uncertainty factors is the impact of inflation on insurance claims, especially on long-tail liability insurance contracts. One can only legitimately discount loss reserves at a nominal rate of interest if the insurer has built future inflation estimates into its loss reserves, since nominal interest rates include the expected general level of future inflation. The impact of inflation on future claim payments is generally higher, and more uncertain, for most classes of non-life insurance, than the expected general level of inflation implicit in interest rates.

Since claim payments are risky cash outflows, allowance for risk must be made when using discounting methodologies. This can be either in the cash flows or in the discount rate. However, it is critical to specify clearly, what risk is being considered. To be consistent with a fair value framework (which the IASB prefers), risk perceptions and the degree of risk aversion in the market is a relevant measure, since this is what a market price captures. It is not a bankruptcy risk nor a value-at-risk measure nor the outcome under a specified adverse scenario; none of these captures the risk perceptions and degree of risk aversion in the market place. This is because the risk premium reflects the additional payment above the expected outcome needed to compensate a risk-averse buyer of these loss reserves, a buyer either in the capital market or in the reinsurance market. 

If the risk measure is not concerned with risk aversion, such as is the case with value-at-risk or losses above a probability level of losses above a given level (such as that used by APRA), such a risk measure is inconsistent with a fair value framework and would be inconsistent with risk premium implicit in the market values of traded financial assets on the other side of the balance sheet. The risk premium demanded by providers of capital is conceptually different from any risk measure based only on loss distributions themselves or on what insurance regulators consider is an appropriate level of capital. The amount of capital that the stock market would require an insurance company to hold would be different (certainly lower) from what insurance regulators would require.
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Clearly, estimating risk perceptions and the degree of risk aversion of a theoretical buyer of loss reserves would be very difficult, whether one seeks to incorporate risk adjustment in the claims outflows or in the discount rate. Even if these risk adjustments could be estimated, they would be highly subjective. Hence the lack of progress to-date by the IASB on its fair value agenda. The consequence is that to discount, allowing for risk as it must, would increase complexity and cost, but it is unlikely to have a significant impact on the reported values of loss reserves compared to a non-discounted basis. 

Moreover, if one were to also apply realistic sensitivity analysis on these results, the benefits to the users of financial statements would be even less. There is a strong argument against discounting, even though there is no firm empirical data to back it up. But if the IASB insists on discounting it must be required to show the impact would make a difference and it must use a measure of risk that is consistent with a market or fair values. The onus of proof should be on the IASB.

A point that needs to be stressed is what the users of financial statements, mainly investors and creditors, actually want. Analysts, investors, and indeed rating agencies, tend to look at the core underwriting business alone and use metrics, such as combined ratios to assess how it is performing. They tend to separate out the investment returns that have been earned the same period and so it is doubtful that they would wish to include future investment returns into their calculations as well, which is what discounting does. They prefer to look at the underwriting and investment results separately. They can easily incorporate the current and expected investment returns into undiscounted loss reserves in their own models. However, this task would be made easier for them if insurance companies were to generally provide loss run-off pattern data as supplementary information in the notes to the financial statements.

We are interested in the work the IAIS is doing with regard to margins and would appreciate receiving copies of any work product in the process.

Marketability of insurance liabilities and implications for fair value measurement 

The GNAIE agrees that own credit risk is not an appropriate component of an accounting standard for insurance companies, particularly for solvency purposes. The entire purpose of a solvency standard is to assure that policyholders will receive their benefits as promised. In addition, the idea that a decrease in credit rating would lead to a decrease in liabilities, and an increase in equity, makes no sense to us. Accordingly, absent an actual insolvency proceeding during which benefits to policyholders may be reduced, there should be no change in the value of the liability as a company’s credit rating changes. IAIS should make this point more forcefully to IASB members.
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Asset/liability consistency 

The GNAIE agrees with the concept that the methods used in the management of the business should be the basis for the accounting, not just for the insurance business, but also in all reporting. As noted above, we believe that assets and liabilities should be measured consistently to the extent the method can produce reliable and representationally faithful financial statements.

For fixed rate bonds the sale and repurchase of a bond does not result in an economic impact for companies with matched portfolios. Even if a company chooses to consciously mismatch, it still performs a similar calculation and the sale and purchase of fixed assets (bonds and mortgages) does not result in any economic event. (Example[Appendix A] - A fixed rate 10%, 10-year bond, [for the purpose of this illustration - no friction cost]; sold after two years, interest rates go down to 8 percent, sale of bond, repurchase of new bond. Sold after two years, rates go up to 12.5 percent, sale of bond, repurchase of new bond.) Note that the company must buy the new bond to achieve the cash flows necessary for the liability payments.
The question of whether invested assets should be measured at market value in the financial statements of a going-concern insurer is complicated by the long time horizon of life and savings products. Reinvestment is necessary in order to pay claims as due, and premiums will be paid under uncertain conditions in the future. There may be a difference between the estimates for financial market returns used to manage the business, and forward investment rates that happen to be available on the valuation date. We think that in such situations, reliability and representational faithfulness require the accounting to follow the basis of assumptions on which the business is managed. It may well be that the usefulness and relevance of financial statements are enhanced when insurers measure both assets and liabilities consistently on an amortized cost basis.

Given the IAIS is supportive of measuring liabilities consistently with the assets that fund them, The GNAIE would join you in objecting to IAS / FASB moves in the direction of any system that would preclude or discourage such consistent measurement. The critical question instead should be, which attributes of the market environment are relevant for valuing insurance liabilities along with allocated investments. We therefore strongly agree with the comment in paragraph 41 that accounting rules should not create artificial inconsistencies in measurement.
We are not sure, however, why unit-linked contracts are cited as an exception. Based on our understanding of these products, they seem to be examples of perfectly matched portfolios and the same rules should apply to them. 

Initial recognition of liabilities 

As we note in the basic characteristics that are listed above, we believe that the appropriate initial recognition characteristic is for there to be no gain or loss at issue except in certain unusual situations, and that profits should be released over time as risk is reduced. We therefore generally agree with the comments in this section.
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The appropriateness of discounting and the appropriate methods for discounting 

First, we refer to our previous comments on the appropriateness of discounting and risk margins for non-life claim reserves.

With respect to the rate that might be used for discounting life reserves, we believe that a realistic rate net of a risk margin is a more appropriate discount rate than a risk free rate. Insurance products are bought and sold with the realistic expectation of earning a return on future investments that is above the risk free rate. For many insurance products, the difference between the earned rate on the investment portfolio and the rate required to support the liabilities is a major element of profit. Therefore, we believe that the discount rate should reflect the attributes of the investment portfolio.
In particular, for many products, such as immediate life contingent annuities, use of a risk free rate for discounting would tend to generate a loss at issue on policies that are expected to generate profits. This is clearly an undesirable result. 

Acquisition Costs

As noted above, the treatment of acquisition costs is one method for achieving no gain or loss at issue. Recognition of expense loadings on gross premiums, through the reserve valuation method, achieves a similar result. Other specific standards for setting and revising risk margins should be explored.

Summary

In summary, we believe that if the concepts underlying General Purpose financial statements meet the characteristics set out above, they will be usable for Solvency purposes, perhaps with a few adjustments. We strongly urge the IAIS to press the IASB to make use of these concepts.

We disagree with the IAIS with regard to the use of a risk-free discount rate and about the use of risk margins and discounting for non-life claim reserves but otherwise generally agree with its perspectives as outlined in paragraph 57. We particularly agree that the IAIS and the IASB should work together closely to derive an accounting structure both can use.

Respectfully submitted,

Douglas Wm. Barnert

Executive Director

DWB:mtf
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Appendix A

	Transaction Date
	Activity
	Interest Rate
	Principal Amount
	Term
	Annual Income
	Profit /Loss

	1-Jun-05
	Purchase
	0.100
	1000
	10
	100
	0

	31-May-06
	Sell
	0.080
	1250
	9
	100
	250

	1-Jun-07
	Purchase
	0.080
	1250
	9
	100
	0

	31-May-08
	Sell
	0.125
	800
	8
	100
	-450

	1-Jun-08
	Purchase
	0.125
	800
	8
	100
	0

	31-May-09
	Sell
	0.080
	1250
	9
	100
	250

	1-Jun-09
	Purchase
	0.080
	1250
	9
	100
	0

	31-May-10
	Sell
	0.125
	800
	8
	100
	-450

	1-Jun-10
	Purchase
	0.125
	800
	8
	100
	0

	31-May-11
	 
	 
	 
	 
	100
	0

	31-May-12
	 
	 
	 
	 
	100
	0

	31-May-13
	 
	 
	 
	 
	100
	0

	31-May-14
	 
	 
	 
	 
	100
	0

	31-May-15
	 
	 
	 
	 
	100
	0
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Income for Ten-Year Period. Continuous sales produce volatility for non-economic events). This income would match a liability, with a guaranteed return of principal.

While this is a simple example, the principle holds firm no matter how complex the conditions are for the payment of principal and interest. 

In fact, some companies have used similar calculations for equities based on eighty years of data illustrating an average 11% annual return.
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