Mismatching
Mismatches can appear in several places
in the valuation process and these
mismatches have the potential to
increase volatility in the profit and loss,
with potential implications for tax and
dividends. For example, if the timing of
the emergence of taxable profit changes,
this may alter the way in which tax
losses can be offset depending on the
rules in different jurisdictions.
The methods used for valuing
reinsurance contracts may differ from
the underlying contracts. The Variable
Fee Approach (‘VFA’) is not available for
reinsurance and this will be an issue for
reinsurance relating to unit linked
insurance and traditional life
participating contracts. For general
insurers who write mainly contracts
with a term of one year or less, they
cannot assume that risk attaching
reinsurance will automatically be
eligible for the Premium Allocation
Approach (‘PAA’) because the coverage
period will exceed one year. They will
either have to demonstrate PAA
eligibility or use the general model.

The CSM, a key measure of the inherent
profit in a contract, may differ significantly
between the reinsurance contract and
the underlying contracts reinsured. For
most reinsurance held the CSM may be
positive or negative, unlike the CSM for
an underlying contract which is subject
to a minimum of zero. The CSM will run
off over the coverage period of the
reinsurance contract, often different to
the coverage period of the underlying
insurance contracts which may be
grouped into very different units by risk,
‘onerousness’ and by time. The discount
rates used to calculate the CSM for
underlying contracts may differ
significantly from that used for the
reinsurance, for example, due to
differences in the recognition dates of
the reinsurance and underlying
contracts. The pace at which the CSM
runs off (determined by ‘coverage units’)
may differ between the reinsurance
contract and the underlying contracts
too. Together these may have a material
impact not only on the emergence of
profit, but on the amounts recognised in
shareholders’ equity on transition, and
potentially on tax. Only careful
consideration of material reinsurance
contracts and detailed modelling will
determine the overall impact on
transition and subsequently on the
emergence of profit.

Whilst IFRS 17 is principles based there
are instances where it is very specific
and insurers need to identify these and
make sure they don’t get tripped up by
not having read the requirements closely
enough. Some affect mismatching.
One example is where firms use
reinsurance to convert gross losses to a
net profit under IFRS 4. This happens
more often than one might think.
For example when insurers see the
opportunity to benefit from soft pricing
in the reinsurance market, or within
groups, when a larger entity with
greater diversification can support a
smaller entity within the same group
seeking to grow in a particular market.
Under IFRS 17 the gross loss on
underlying contracts must be posted
up-front while any reinsurance gain will
be earned over the coverage period of
the reinsurance contract. This delay in
the recognition of the offsetting profit is
different to current accounting in many
countries.
In another example, the standard picks
out adverse development cover (‘ADC’)
for specific treatment. The net cost of
purchasing reinsurance relating to
events that have already occurred must
be recognised immediately in the
cedant’s financial statements, whilst the
gain for the reinsurer will be spread in
the usual way over the coverage period
(which would be the claim settlement
period in this case). This may reduce or
remove the value of ADC.

