Comments on the Discussion Paper – Preliminary Views on Insurance Contracts prepared by members of Czech Society of Actuaries
Question 2

Should an insurer measure all its insurance liabilities using the following three building blocks:

(a) explicit, unbiased, market-consistent, probability-weighted and current estimates of the contractual cash flows,

(b) current market discount rates that adjust the estimated future cash flows for the time value of money, and

(c) an explicit and unbiased estimate of the margin that market participants require for bearing risk (a risk margin) and for providing other services, if any (a service margin)? If not, what approach do you propose, and why?

Response to question 2
Considering Preliminary views on Insurance Contracts we comment the role of service margin in measurement of insurance liability and refer to Question 2, letter c). 

Paragraphs 87 – 89 of Preliminary views on Insurance Contracts introduce conception of service margin to be included in current exit value of insurance liability in addition to risk margin. Service margin is presented as an adequate compensation for service provided within an insurance contract.

Our view of the compensation for such service is as follows. If providing of service is a part of insurance contract then the full market cost of this service to be provided in future should be a part of contractual cash flow in building block (a) defined as explicit, unbiased, market-consistent, probability-weighted and current estimates of the contractual cash flows. Naturally a risk of underestimation of cost of the service exists. This risk should be classified as uncertainty risk and should be part of risk margin that market participant would require to undertake the liability consisting of future service which means a part of building block (c) defined as an explicit and unbiased estimate of the margin that market participants require for bearing risk (a risk margin).

We consider the service margin to be an artificial component and see no rationalization for such margin. In addition it can be assumed that the market generate information about the total amount of margin and split into risk margin and service margin would be artificial too.

Within the context of IAS 39 consistency, we consider all relevant information which gives arise to servicing liability in IAS 39 to be contained in risk margin used for measurement of insurance liability as described hereinbefore.

Question 3

Is the draft guidance on cash flows (appendix E) and risk margins (appendix F) at the right level of detail? Should any of that guidance be modified, deleted or extended? Why or why not?
Response to question 3 
1. Recommendation. To replace Sections E4, E5, E6 by the statement:  The expected present value of future cash flows should be determined by an expert.

Rationale. The actuarial valuation methods have a more than two hundred year’s history. They have been based on the up-to-date statistical methods. In fact, in Central Europe and in the Scandinavian countries the principal Actuarial Sciences have always been Insurance Mathematics and Mathematical Statistics.

The IASC / IASB project on insurance accounting since the publication of the Issues Paper in 1999 is together with the solvency monitoring projects (Solvency II, Swiss Solvency Test etc.) an important driver of recent development of new actuarial methods and of the implementation of known methods in practice.

We are of the opinion that the approach described in Sections E4, E5, E6 of the guidance is an over-simplification of the estimation of cash flows. Almost every estimate of the present value of a cash flow in practice is done by a method classified as “more sophisticated stochastic modelling” at the end of E6. The actuarial models mostly involve continuous probability distributions for which the occurrence of any individual scenario has probability zero.

The insurance legislation of the EU member states attempts to prevent the insurance companies from using unsuitable valuation practices by introducing the function of an appointed actuary. E.g., according to the Czech Insurance Act the insurance company has to have certified by the responsible insurance mathematician “the actuarial methods used for the insurance activity carried on”.


The function of a responsible insurance mathematician has an important role in the EU legislation on solvency. For evident reasons it is desirable to harmonize the methods of accounting with those of solvency monitoring in insurance as much as possible. The methodological analogies between the two occupations are particularly apparent in Appendix F of the Discussion Paper.
To provide information about the education requirements on certified actuaries, we present in Appendix the syllabi of Czech Society of Actuaries examination courses. According to the International Actuarial Association Education Assessment 2005 / 6 our education system meets the IAA Guidelines.

2. Comment on Appendix E
The guidance aims to give information to non-specialists as well as to indicate to the professionals what they are expected to take into consideration when estimating the cash flows. In our opinion the guidance should be improved to reflect more properly what is really done in the estimation process.

3. Comments on Appendix F
The methods to define the risk margin are reviewed with adequate completeness in Section F9.

According to Section 86 (a) of the Discussion Paper the objective of the risk margin “is not to provide a shock absorber to the unexpected nor is to enhance the insurer’s solvency”. We remark that the margins mentioned in Sections F7 (a) and (b) were investigated mainly in connection with the determination of the solvency capital requirement.

Since the basis of the measurement of insurance liabilities is the current exit value as defined in Section IN21 we would like to emphasize the valuation methods originating in the theory of risk exchange. They are those listed in Section F9 (f).

The cost of capital approach to determine the risk margin is obtaining increasing support.

 Appendix to this response to Question 3 is to be found at the end of the document. 
Question 6

In this paper, beneficial policyholder behaviour refers to a policyholder’s exercise of a contractual option in a way that generates net economic benefits for the insurer. For expected future cash flows resulting from beneficial policyholder behaviour, should an insurer:

(a) incorporate them in the current exit value of a separately recognised customer relationship asset? Why or why not?

(b) incorporate them, as a reduction, in the current exit value of insurance liabilities? Why or why not?

(c) not recognise them? Why or why not?

Response to question 6 
We prefer (b). The reasons are presented in the Discussion paper. We assume that this approach corresponds to portfolio view. This means that we do not see any reasons for inclusion of some policyholder behaviour (unfavourable) and for exclusion of other policyholder behaviour (beneficial). Moreover, this approach is according to current best practices (embedded value, purchase price allocation, etc.).

Question 7

A list follows of possible criteria to determine which cash flows an insurer should recognise relating to beneficial policyholder behaviour. Which criterion should the Board adopt, and why?

(a) Cash flows resulting from payments that policyholders must make to retain a right to guaranteed insurability (less additional benefit payments that result from those premiums). The Board favours this criterion, and defines guaranteed insurability as a right that permits continued coverage without reconfirmation of the policyholder’s risk profile and at a price that is contractually constrained.

(b) All cash flows that arise from existing contracts, regardless of whether the insurer can enforce those cash flows. If you favour this criterion, how would you distinguish existing contracts from new contracts?

(c) All cash flows that arise from those terms of existing contracts that have commercial substance (i.e. have a discernible effect on the economics of the contract by significantly modifying the risk, amount or timing of the cash flows).

(d) Cash flows resulting from payments that policyholders must make to retain a right to any guarantee that compels the insurer to stand ready, at a price that is contractually constrained, (i) to bear insurance risk or financial risk, or (ii) to provide other services. This criterion relates to all contractual guarantees, whereas the criterion described in (a) relates only to insurance risk.

(e) No cash flows that result from beneficial policyholder behaviour.

(f) Other (please specify).

Response to question 7 
We prefer (b) as this is consistent with present actuarial pricing approach. And this also looks more consistent with current exit value. From our point of view, only premiums concerning current contacts should be reflected in evaluation of beneficial policyholder behaviour. This means that premiums paid for new contracts should not be included in the evaluation. We assume that the new business could be determined similarly as in EEV principles published by CFO forum.  

Question 8

Should an insurer recognise acquisition costs as an expense when incurred? Why or why not?

Response to question 8 
We believe that an insurer should recognize acquisition costs as an expense when incurred because in this case, current exit value corresponds to insurance liability. On the other hand, if acquisition costs were not recognized as an expense when incurred, current exit value would correspond to insurance liability deducted by deferred acquisition cost. This seems to be less transparent.

Question 9

Do you have any comments on the treatment of insurance contracts acquired in a business combination or portfolio transfer?

Response to question 9

We hope that any significant differences will not remain between fair value and current exit value. Otherwise current exit value approach would not lead into better-arranged financial statements. And additionally, we would have to solve how these differences recognize (suggested possibilities: as goodwill, in initial measurement of liabilities or as income or expense). 

Question 14

(a) Is the current exit value of a liability the price for a transfer that neither improves nor impairs its credit characteristics? Why or why not?

(b) Should the measurement of an insurance liability reflect (i) its credit characteristics at inception and (ii) subsequent changes in their effect? Why or why not?

Response to question 14 

Discussion paper states in paragraphs 34 and 39 that measurement of insurance contract should be based on expected present value of the cash flows generated by the contract, i.e. probability-weighted average of the present value of the cash flows. Subsequently, a margin should be added. Hence, the paper argues in paragraphs 231 and H12, under some scenarios – when an insurer partially or completely fails to fulfil its contractual obligations – some or all contractual cash outflows do not occur.

In case of insurer's wind-up, insurance liabilities are usually treated as superior to other liabilities. This means that insurer may fail to fulfil its liabilities arising from insurance contracts only after it previously failed to fulfil its other liabilities and went bankrupt. IASB's Framework for the Preparation and Presentation of Financial Statements defines going concern – the assumption that an enterprise will continue in operation for the foreseeable future – as one of the underlying assumptions for preparation of financial statements.

Hence, insurance contract should be measured based on conditional expected present value of the cash flows generated by the contract given that an insurer will fulfil all its contractual obligations arising from the contract.
Having considered the arguments presented in paragraphs 230-231, in the Appendix H and above, we believe that measurement of an insurance liability should not reflect its credit characteristics neither at inception nor during lifetime of the contract. Otherwise, measurement of insurance contracts would be inconsistent with the IASB Framework.

Question 16

(a) For participating contracts, should the cash flows for each scenario incorporate an unbiased estimate of the policyholder dividends payable in that scenario to satisfy a legal or constructive obligation that exists at the reporting date? Why or why not?

Response to question 16 (a) 
We are of the opinion that the cash flow should include all profit sharing development (past profit sharings, profit sharing funds (policyholder dividend) and potential future profit sharing if there is any obligation of policyholders). If the cash flow excludes this kind of “flows” it will be investigated the cash flow scenarios without the policyholder expectations and the risk of non correct setting of BE assumption is so high due to no market evidence of this kind of policyholder behaviour. 

The cash flow should include additionally the valuation of O&G due to profit sharing participation.

Question 16

(b) An exposure draft of June 2005 proposed amendments to IAS 37 (see paragraphs 247–253 of this paper). Do those proposals give enough guidance for an insurer to determine when a participating contract gives rise to a legal or constructive obligation to pay policyholder dividends?

Response to question 16 (b) 
Yes, IAS 37 describes the policyholder participation features relatively exact. Decisions about the definition based on IAS 37 are clear and sufficient for participating contracts. There is necessary to say that the common principle   of decisions about policyholders rights could be provided on asset side to i.e. some shadow accounting is required for UCGL.

Question 17

Should the Board do some or all of the following to eliminate accounting mismatches that could arise for unit-linked contracts? Why or why not?

(a) Permit or require insurers to recognise treasury shares as an asset if they are held to back a unit-linked liability (even though they do not meet the Framework’s definition of an asset).

(b) Permit or require insurers to recognise internally generated goodwill of a subsidiary if the investment in that subsidiary is held to back a unit-linked liability (even though IFRSs prohibit the recognition of internally generated goodwill in all other cases).

(c) Permit or require insurers to measure assets at fair value through profit or loss if they are held to back a unit-linked liability (even if IFRSs do not permit that treatment for identical assets held for another purpose).

(d) Exclude from the current exit value of a unit-linked liability any differences between the carrying amount of the assets held to back that liability and their fair value (even though some view this as conflicting with the definition of current exit value).

Response to question 17 
There is another proposed way how to change this described mismatch. To change to definition of unit linked product to be more robust. The condition Fair Value of liability to be equal to Fair Value of assets is strong and it seems this way easier than the investigations how to eliminate the mismatch by changing of IASes.
Appendix to Response to Question 3

Syllabi of the courses defining the compulsory education requirements for certified members of the Czech Society of Actuaries relevant for the 1AA Education Survey

From the syllabi of compulsory subjects in Mathematics only those for Probability and Statistics are included in the following list. The Insurance Bill states that responsible insurance mathematicians have to have university education in Mathematics.

UMP013 Probability and Statistics I

winter semester –  lecture 2 hours per week, practice 1 hour per week


Probability space, conditional probability and independence of  random events. Random variables – basic characteristics, independence. Discrete distributions of random variables.


UMP023 Probability and Statistics II

summer semester – lecture 2 hours per week, practice 1 hour per week


Continuous distributions of random variables. Random vectors. Law of large numbers, central limit theorem. Descriptive statistics. Correlation, regression line. Parameter estimation and hypotheses testing in samples from normal distribution. Linear model and its special cases (linear regression, tests of equality of the means in several samples). Maximum likelihood method. Chi-square goodness of fit tests and the test of independence in a contingency table.

FAP016 Life Insurance

two semesters – lecture 2 hours per week, practice 2 hours per week

Model of random future lifetime. Net single premium and net periodic premium. Premium reserve. Multiple decrement models. Multiple life insurance. Calculation of premiums and reserves including expense loading. Life insurance economics. Pension funds.


FAP015 Non-life Insurance

two semesters – lecture 2 hours per week

Mathematical models. Solvency. Ruin theory. Reinsurance. Rate making. Credibility. Bonus systems. Unearned premium reserves. Triangular schemes. Health insurance models.

FAP034 Risk Theory
winter semester –  lecture 4 hours per week, practice 2 hours per week

Series of events. Point processes. Continuous time model of collective risk theory. Theory of ruin. Heavy tails distributions. Credibility models. Utility functions. Ordering of risks. Theory of risk exchange. Applications of martingales. Advanced methods in loss reserving.


FAP011 Actuarial Sciences Seminar
2 hours per week – 3  semester attendance compulsory


Topics of actual interest presented with participation of  external specialists.

FAP009 Introduction to Finance
summer semester – lecture 2 hours per week


Basics. Time value of money. Present and future value. Simple and compound interest rates. Inflation. Cash flows. Financial investment. Securities including derivatives. Valuation of investment opportunities.

FAP008 Financial Management
summer semester – lecture 2 hours per week

Time structure of interest rates. The determinants of interest rates. Rate of return. Allocation of resources and risk management, Valuation of securities. Technical and fundamental analysis. Analysis of portfolio. Capital asset pricing model. Arbitrage pricing theory. Value of the firm. Depreciation. Leasing.

FAP012 Stochastic Financial models
winter semester – lecture 2 hours per week

Basic concepts of stochastic analysis. Stochastic differential equations. Diffusion processes. Black – Scholes model. Replicating portfolio. Market price of risk. Risk neutral probability measure. Interest rate models. Girsanov theorem. Deflators.

FAP014 Accounting II

summer semester – lecture 2 hours per week, practice 2 hours per week

Accounting policies of insurance companies. Balance sheet. Profit and loss statement. International standards, IFRS 4. Insurance economics. Technical reserves. Reinsurance. Embedded value. Solvency monitoring, capital adequacy. Solvency II.

FAP011 Insurance Law

summer semester – lecture 2 hours per week

Legal aspects of insurance. Insurance legislation.

Comments on the fulfilment of the IAA Syllabus and references of the literature employed

1. Financial Mathematics

From the syllabi of FAP009 Introduction to Finance and of FAP008 Financial Management it is seen that the topics listed are covered with exception of  Introduction to stochastic interest and discount, which is covered by FAP012 Stochastic Financial Models.

Literature

J. Dupačová, J. Hurt, J. Štěpán: Stochastic Modelling in Finance and Economics. Kluwer, Dordrecht 2002.
P. Mandl: Stochastické finanční modely (Stochastic Financial Models). Seminář z aktuárských věd 2002/03, 80-108. Matfyzpress, Praha 2003.
J. J. McCutcheon, W. F. Scott: An Introduction to the Mathematics of Finance. Butterworth-Heinemann, Oxford 2002, is recommended as introductory textbook.

2. Probability and Mathematical Statistics

By the syllabi for UMP013, UMP023 Probability and Statistics I, II it is documented that all topics are covered.

Literature

V. Dupač, M. Hušková: Pravděpodobnost a matematická statistika (Probability and Mathematical Statistics). Karolinum, Praha 1999.

3. Economics

Topics from Economics are taught in the courses FAP008 Financial Management (Supply and demand, Theory of firm, Market structures etc.), FAP034 Risk Theory (Utility and insurance, Teory of risk exchange etc.), FAP014 Accounting II (Insurance economics).

Literature  
J. Dupačová, J. Hurt, J. Štěpán: Stochastic Modelling in Finance and Economics. Kluwer, Dordrecht 2002.
D. G. Luenberger: Investment Science.Oxford University Press, New York 1998.
P. A. Samuelson, W. Nordhaus: Economics. Mc Graw Hill, New York 1989.

4. Accounting

From the syllabus of FAP014 Accounting II it is seen that the topics are covered. The contents of the course is regularly adapted to the developments in accounting legislation and standards.

Literature

P. Mandl: Pojistně technická finanční analýza (Insurance Technical Financial Analysis). Matfyzpress, Praha 1999.
V. Čejková, P. Valouch: Účetnictví pojišťoven po vstupu do EU (Accounting of Insurance Companies after Joining EU). Grada, Praha 2005.

5. Modelling

An understanding of the principles of modelling and its applications is provided by the courses at an above average extent. Systematically this is done in the courses FAP012 Stochastic Financial Models and FAP034 Risk Theory. For example in the tutorial to Risk Theory the model of British Permanent Health Insurance is studied in detail or in FAP014 Accounting II a model to derive the insurance company capital adequacy ratio is presented.

Literature
P. Mandl: Pravděpodobnostní dynamické modely (Probabilistic Dynamic Models). Academia, Praha 1985. 

P. Mandl: Stochastické finanční modely (Stochastic Financial Models).Seminář z aktuárských věd 2002/03, 80-108. Matfyzpress, Praha 2003.

6. Statistical methods

For survival and multistate models, graduation principles and techniques we refer to FAP016 Life Insurance. Further statistical models and parametric/non-parametric analysis are dealt with in UMP013, UMP023 Probability and Statistics I, II particularly in the tutorials to these courses. Risk models, Credibility theory and Ruin theory are explained in FAP015 Non-life Insurance and in FAP034 Risk Theory.

Literature

T. Cipra: Matematické metody demografie a pojištění (Mathematical Methods of Demography and Insurance). SNTL, Praha 1990.

H. U. Gerber: Life Insurance Mathematics. Springer-Verlag, Berlin 1997.
P. Mandl, L. Mazurová: Matematické základy neživotního pojištění (Mathematical Foundations of Non-life Insurance). Matfyzpress, Praha 1999.

M. J. Goovaerts, R. Kaas, A. E. van Heerwaarden. T. Bauwelinckx: Effective Actuarial Methods, North-Holand, Amsterdam 1990.
T. Mack: Schadenversicherungsmathematik.VVW, Karlsruhe 1997.
J. Hurt: Teorie spolehlivost (Reliability Theory). SPN, Praha 1982.


7. Actuarial Mathematics

Mathematics applied to life insurance and pension is read in the course FAP016 Life Insurance, mathematics for general and health insurance in the course FAP015 Non-life Insurance.

Literature

T. Cipra: Matematické metody demografie a pojištění (Mathematical Methods of Demography and Insurance). SNTL, Praha 1990.

H. U. Gerber: Life Insurance Mathematics. Springer-Verlag, Berlin 1997.

P. Mandl, L. Mazurová: Matematické základy neživotního pojištění (Mathematical Foundations of Non-life Insurance). Matfyzpress, Praha 1999.

8. Investment and Asset Management

The topic is covered by the courses FAP009 Introduction to Finance and of FAP008 Financial Management.

Literature
J. Dupačová, J. Hurt, J. Štěpán: Stochastic Modelling in Finance and Economics. Kluwer, Dordrecht 2002.

9. Principles of Actuarial Managament

10. Professionalism

FAP011 Actuarial Sciences Seminar is devoted to the topics of Sections 9 and 10 of the IAA Syllabus. The Seminar is the principle CPD activity of Czech Society of Actuaries. 5-6 seminars per semester are included into the CPD program. The certified members of the Society are expected to attend 5 seminars per year. The lecturers of the Seminar are mostly the Society members and specialists from the banking sector. Candidates for certification have to obtain credits for a three semester attendance of the Seminar and to give a lecture on a topic related to their work.

