


Introduction

Transition to IFRS 17 will fundamentally change the balance sheet and future profit emergence for insurance
companies — but how? Where a fully retrospective calculation is impracticable, there are choices that can involve a
trade-off between the level of future profit, the impact on equity, and operational considerations. There may also be
different tax outcomes in cash, deferred tax and Solvency II.

Options are available, and decisions and judgements must be made — but which is the right path to take? The
actions taken and investments made now will fundamentally dictate the impacts on transition and future profit
emergence on the in-force business.

While many see transition as the biggest challenge in their implementation programme, it is an opportunity for
companies to manage the financial and operational implications of moving to the new standard by taking informed
decisions and making targeted investments.

Overview of permissible approaches

(To be assessed separately for each group of contracts)

2. Modified Retrospective Approach
« DPer fully retrospective, but with prescribed
modifications permitted.
« Modifications differ between general model

1. Fully Retrospective Approach

« Calculation of CSM as if IFRS 17 had always
applied — using day one data/assumptions
and full history to date of transition, for

each group. If lmhp ra Ctll)C(Ible, and variable fee business.
« Have to apply unless impracticable. free choice between
2and 3 Or

3. Fair Value Approach

e CSM calculated as the fair value of the
liabilities less IFRS 17 fulfilment cash
flows at transition.

Financial implications

We are already seeing from initial impact
assessments for companies writing long
term insurance contracts that the
transition approach followed can
significantly affect the size of the
Contractual Service Margin (CSM) on the
future in-force business at the transition
date, with a corresponding impact on
shareholder equity and timing of the
emergence of profit on this business. In
some cases insurers are facing the
challenge of explaining how significant
profits currently being reported on blocks
of business may be almost eliminated
under the new standard — or considering
whether a different approach to transition
can help to avoid this. In addition, there
are a number of further specific examples
of financial consequences arising as a
result of transition-related decisions to
consider, including:

* Changes in profit profile -
Products with profit profiles under
current accounting that are
particularly front-loaded (e.g.
immediate annuities) or back-ended

(e.g. with-profits) will see ‘recycled’ or
‘lost’ profits under IFRS 17 as profits
are smoothed over the life of the
policies. The impact of this will be
dependent on the transition approach
followed, to the extent that this drives
the size of the CSM on transition.

Unit of account - The modified
retrospective and fair value approaches
allow companies to group annual
cohorts of business where necessary,
which could result in a significantly
higher level unit of account than under
a fully retrospective approach. This has
the potential to absorb volatility in the
future results whereas the CSM for
individual cohorts may have

been extinguished.

Onerous contracts — Contracts that
would be considered onerous under a
retrospective method may have a CSM
under a fair value approach as an
acquirer would expect to earn a

profit margin.

Reinsurance - Reinsurance
contracts could follow a different
transition approach to the underlying
contracts, with financial mismatches
arising from this.

New business — The transition
approach taken may result in
differences between the future
profitability of the in-force book
compared to new business under

the standard.

Tax - If local tax rules do not adjust for
the ‘lost ¢ and ‘recycled  profits, the
same profits could be taxed again.
Many tax codes do contain adjustments
for this but they may cause (for
example) the entire transitional
difference to be tax-effected at once,
which can lead to adverse tax
consequences. For example, some
jurisdictions put a time bar on the use
of losses. It is critical to articulate the
outcomes to tax authorities at an early
stage so that they can consider whether
to amend tax legislation locally.



Challenges of a fully retrospective approach

Although the standard requires that
every reasonable effort is made to apply
IFRS 17 retrospectively, the IASB
acknowledged that the assessments
required meant this would often be
impracticable (as defined in IAS 8).

We have seen companies start to
encounter a number of issues as they
assess the ability to perform retrospective
calculations. These mainly relate to the
availability of historic data, both actuarial
and accounting, and valuation models that
are able to use that data.

Completeness of data is a major issue. The
retrospective calculation of a CSM under
IFRS 17 requires data that companies have
often not needed to retain in the past —
such as initial premiums on single
premium products, acquisition cash flows,
and historic assumption sets — and some
companies are finding this data now does
not exist.

The granularity of data required poses
another challenge under IFRS 17. The
definition of a unit of account means that
the data for a fully retrospective
calculation is required not just at a

portfolio level (i.e. for policies facing
similar risks that are managed together),
but specifically for groups of contracts
issued within the same year and in the
same group of profitability (as defined
by paragraph 16 of the standard).

In many cases data was never stored at
this level of granularity — particularly in
the case of actual (cash) movements —
and new assessments of historic data
may be required.

Even if data is found to be available, there
are often problems faced in the ability to
use that data to calculate a CSM.
Significant level of actuarial model
development across the industry means
that companies are often finding that their
existing valuation systems are now not
able to process this data, unless they
undertake extensive further development
specifically for this purpose.

The issue of hindsight is another challenge
of a fully retrospective approach.
Retrospective application is impracticable
if it is impossible to calculate estimates at
historic dates without the use of hindsight.
As companies develop accounting policies

on areas of significant judgement, such as
the calculation of the risk adjustment or
liquidity premium in the discount rate,
they must then consider the ability to
apply these retrospectively, based only on
the circumstances that existed at the point
of recognition.

In addition, there are a number of issues
that could give rise to differences between
group accounts and those for subsidiaries
preparing IFRS 17 accounts for local
purposes, including:

* The requirement to build up the
retrospective calculation of the CSM at
each interim reporting date (where
this takes place at a group level).

* Expenses may be different in the
subsidiary and group accounts if there
is a profit margin on intergroup
transactions.

* The implications of internal
reinsurance - potentially resulting in a
different CSM at group level than the
aggregation of individual entities.

Use of a fair value approach

The fair value approach has an immediate
appeal in that it is undoubtedly the least
burdensome from an operational
perspective. Providing a fully retrospective
approach is impracticable, it requires no
historic data or retrospective tracking of the
CSM. However, companies are finding that
this method is not without its challenges.

It is a heavily judgement-based approach,
and there is no consensus throughout
industry on exactly how to calculate the
fair value for insurance liabilities in line
with IFRS 13 requirements. Although not
a new concept, the implications of the
calibration of fair value under IFRS 17
have brought it new focus. There are a
range of approaches being considered, but
the common challenge faced is how to
calibrate the method used. With relatively
limited market transaction data available
to directly calibrate a fair value, many
companies are looking to leverage

existing information where possible —
whether that is existing reporting metrics
(such as Solvency II or Embedded Value),
their own historic data on acquisitions or
sales, or pricing information.

Additional challenges can arise here
when it comes to reinsurance — since
most existing valuation methods tend
to focus on the net position, whereas
IFRS 17 will require a fair value to be
calculated separately for the gross and
reinsured liabilities.

There are also risks around this approach.
As the fair value will ultimately need to be
calculated at the transition date, any
estimate of the impact of using fair value is
exposed to the risk of changes in market
conditions — in particular large
transactions occurring in the market
between now and this date may change
the view of fair value.

In addition to the challenge of calculating
a fair value, the financial implications
can be a major issue. Many companies

are testing this approach through impact
assessment exercises and questioning
whether the level of CSM calculated

gives a financially acceptable result —
either compared to current accounting,
or to new business under the new
accounting standard.












