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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.






Operational and commercial considerations

The issues already covered will impact
the operational side, especially the data
and processes needed to value
reinsurance and considerations for the
purchase of future reinsurance.
Considerations around regulatory
capital, tax and accounting will continue
to be key in deciding what reinsurance
an insurer will buy or internally put in
place. We may find that accounting
becomes a more significant
consideration following the effective
date of IFRS 17.

Insurers will need to make assumptions
they have not needed before. Unless the
insurer is able to use the PAA for its held
reinsurance, once a held reinsurance
contract is recognised, the insurer will
need to estimate all of the cash flows
from the contracts underlying that
reinsurance, including those related to
contracts that haven’t been written yet.
This assumption will have to be
monitored over time and may well
change, affecting the CSM. In other
words, there is a lot more to estimate,
monitor and update.

There are also potential consequences
regarding changes to reinsurance
contracts. Currently such changes may
be made by using addenda, rather than
issuing a whole new contract, due to

convenience or for other legal,
commercial and tax considerations.
Under IFRS 17, such changes would
need to be assessed carefully as to
whether they are accounted for as a new
contract or as a modification to the
existing contract. The accounting may
result in further divergence in the
recognition of profit between the
reinsurance and underlying contracts
(through the measurement of the
respective CSMs).

Valuation of reinsurance contracts that
cover multiple types of risk or that have
been subject to modification over time
may be technically demanding. There
may be difficulty in accurately allocating
expected recoveries relating to underlying
future business to reinsurance contracts.
One may consider separating different
parts of a reinsurance contract where
treating it as a single contract does not
reflect the substance of the cover
provided, as discussed at the February
2018 Transition Resource Group (‘TRG’)
meeting. New ways of linking new
business to the relevant reinsurance may
have to be developed.

Reconciling reinsurance calculations
from one period to the next may be a
complex exercise. For efficiency, this
should be automated, but complex terms

Solvency II considerations

and choices regarding what the events
the firm may choose to seek recoveries
on (to optimise the recoveries) may defy
automation for some contracts.

Things get even more complicated when
areinsurance contract covers risks in
multiple currencies.

Non-performance of reinsurance
contracts is allowed for within the
valuation of the reinsurance contract.
Building in this counter-party credit risk
will have an impact on the cash flows
Current reinsurance bad debt
calculations may not be directly usable.
Considerations such as how one allows
for funds withheld and other security
related arrangements, will need to be
worked through.

Some elements of the reinsurance
calculation cause particular technical
challenges. Examples might be profit
commission or sliding scale commission
arrangements — since many reinsurance
contracts are bespoke, these may be
operationally difficult to identify and
record in accounting systems and may
require more detailed actuarial modelling
under IFRS 17. Approximate methods
used to allow for these under IFRS 4
may not work under the more specific
requirements for the valuation

of liabilities.

Even for firms seeking to leverage their
Solvency II calculation, these operational
issues exist. For in-force reinsurance
under the general model, the value of the
reinsurance should include the value of
reinsurance cash flows relating to certain
underlying gross business not yet
written. This is new, even for firms under
Solvency II, and will necessitate
estimating future volumes of business to

Having good quality, clean data is an
essential prerequisite to making robust
calculations under IFRS 17. A focus in
IFRS 17 implementation in other areas of
the business, it has not necessarily had
the same attention when it comes to
reinsurance. Ensuring the data used for
reinsurance is fit for purpose will have
benefits across the business.

be covered under the reinsurance and
corresponding losses, expenses and an
appropriate risk adjustment. These
assumptions will have to be monitored
over time and may well change, affecting
the CSM. In other words, there is a lot
more to estimate, monitor and update,
beyond functionality that may already
exist for Solvency II.

The complexity of the reinsurance
calculations will mean additional
training for management, the board and
the investment community. This training
will enable to enable firms to relay key
messages about the effectiveness of
reinsurance and for boards to be able to
exert appropriate governance. For those
firms operating in a Solvency II

In addition, the Solvency Il risk margin is
only assessed on a net of reinsurance
basis, so there is an immediate challenge
in determining a reinsurance-related risk
adjustment even before considering
whether the Solvency II method and
calibration might be adopted in IFRS 17.

Further, Solvency II cash flows may be
inappropriate because they may allow for
future reinsurance purchases.

environment, there will be the challenge
of reconciling the valuation of reinsurance
under the two different regimes.






