March 20, 2006

Sir David Tweedie

Chairman 

International Accounting Standards Board

30 Cannon Street

London EC4M 6XH

United Kingdom

The March IASB Meeting

Dear Sir David

At the March meeting of the IASB we understand that there will be discussion of several topics related to Phase II of the Insurance Contracts Project.  The Group of North American Insurance Enterprises (GNAIE) and the four Japanese Life Insurers offer the comments below on these issues.

As was true in February, most of the issues on the March agenda (in Italics below) were discussed at the Insurance Working Group (IWG) and are covered in the principles that we and the CFO Forum have already published.  Some, however, may not have been thoroughly explored as of yet and our position may not have been fully stated at the IWG meetings.  These comments primarily focus on life insurance, consistent with the agenda items, and are not intended to be a final and complete discussion of the issues but are a summary based on 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-making process.   As you are probably aware, GNAIE believes there are sound reason for a separate model for life and non-life.  We have highlighted differences where applicable in each topic below.

Participating contracts. Do policyholder participation rights create embedded liabilities or embedded equity components? What is the effect of the insurer’s discretion and of constraints on that discretion? 

This subject was originally on the February agenda and we sent you our comments in our previous letter.  For your convenience, those comments are repeated below:
Dividends generally arise from margins that are part of the life insurance 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 an answer to the argument Mr. Yoshimura made in his presentation to the IWG.  Amounts that are anticipated to be paid as future dividends should not be included in equity.

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

Risk margins.  How should margins be developed at initial recognition and later?  
All life insurance liabilities should reflect the inherent risk and uncertainty of future cash flows by including margins over best estimates in their measurement.  At inception, total margins should be established such that, except for unusual situations, there is no gain or loss at issue.  One of those exceptions might be for a situation in the underwriting cycle where products are issued at an expected loss.  A gain at issue generally should not occur as it contradicts the release from risk principle and ignores the highly competitive nature of the insurance market.  The expected premium stream agreed upon with the policyholder is generally the only market transaction in the lifetime of an insurance contract.  Margins should be established based on the expectations inherent within policy pricing models. Profit should be recognized as the risk decreases over time and those margins are no longer needed.

In establishing the assumptions and margins used for projecting future experience, a portfolio of insurance contracts should be treated as a whole.  Margins can be added to any assumption so long as that margin increases the value of the liability.  Normally, long-term guarantees will require larger margins than short-term guarantees although a very volatile short-term liability might require a larger margin as a percent of annual premium than a more stable long-term guarantee.

GNAIE believes that non-life claim liabilities should be calculated without an explicit margin for risk and uncertainty.  Attempting to calculate an explicit risk margin for short duration non-life claim liabilities by determining cash flows, discounting and applying explicit risk margins will be impracticable, inconsistent, and would lead to a significant cost burden on the preparer for little, if any, additional benefit to the user.  

We note that the International Actuarial Association (IAA) has a task force working on how to determine best estimates and liability margins for financial reporting.  We would hope that the Board would withhold concluding on this subject until that task force has had an opportunity to make its report.

Estimates.  What guidance is needed on estimating cash flows?  Should expected values be used?  Should an entity’s own estimates be used if they differ demonstrably from variables observable directly from market prices?

As noted above, the IAA task force is working on how to estimate cash flows and we encourage the Board to await that report before adopting a firm position.  We believe that the Board should give only principles or general guidance and not provide detailed requirements for making estimates.

Nevertheless, as noted above, we recommend that estimated cash flows be based on expected values using best estimates plus, for life insurance, margins.  Financial assumptions should be based on market information where available and reliable.  Otherwise, financial assumptions should reflect management’s best estimate of the future consistent with any relevant market information.  An entity’s own estimate should be used if the reasons for the differences from the market can be clearly demonstrated.  Non-financial assumptions should reflect management’s best estimate of the future.  The most important assumptions for future insurance cash flows cannot be determined from an active market.

Discount rates.  Some argue that the long-term nature of insurance liabilities enables insurers to capture a liquidity premium by investing in illiquid assets.  Should that premium be added to the discount rate for insurance liabilities (thus reducing the measurement)?  How should that premium be quantified?  What is the best benchmark for the time value of money (rates on government securities or swap rates)?

Should guidance be given on determining risk-free rates in markets where risk-free securities of appropriate durations are not available?

Discount rates are part of the overall set of assumptions used to estimate a life insurance liability and there is no reason to put constraints on that assumption when they are not put on other assumptions.  Nevertheless, if the Board feels that it should mandate a rate to use, we believe the insurer should be allowed to add a liquidity premium to the risk free rate.  This can be estimated from the market interest rates on investments actually being made by the company, for instance, by removing an annual cost for defaults (or another estimate of the default risk cost) from the actual investments interest rates.

Although we do not support the use of a risk-free rate, the Board must certainly define a risk-free rate if it ultimately becomes one of the required components to be utilized in discounting.  We suggest use of a rate such as a swap rate in addition to a government bond rate since the portfolio of government bonds often do not have the proper durations and it is difficult to characterize a government bond as risk free in certain jurisdictions.   

As discussed in the risk margins section above, GNAIE believes that non-life claim liabilities should be calculated on a non-discounted basis.  

Embedded options and guarantees.  Should some or all embedded options and guarantees be measured separately if insurance liabilities are measured at current entry value?  (This question would be redundant for current exit value.)

It is not necessary to separate embedded options and guarantees from the base contract.  The total liability measurement should include the value of all embedded options and guarantees.

Recognition and derecognition.  When should rights and obligations under insurance contracts be recognized and derecognized?

Insurance rights and obligations should be recognized when the insurer becomes liable to provide benefits.  Insurance liabilities should be derecognized from the balance sheet when the insurer’s contractual obligations settle.

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.
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