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IFRS and risk management 

Welcome to the 11th in a series of papers dedicated to discussing International Financial

Reporting Standards (IFRS) and their impact on the insurance industry. 

IFRS is much more than just a technical issue and, based on the current proposals, will

result in fundamental changes to the way in which the industry does business. Recognising

this, the Global Insurance leadership team is sponsoring a programme of seminars and

briefing papers on the key commercial and technical challenges, aimed at delivering the

insights and information the industry needs* to respond to the IFRS revolution.

This paper discusses the implications of IFRS for risk management. Significant new

disclosure requirements will heighten the spotlight of transparency on risk management.

Companies will also need to manage the possible balance sheet risks arising from IFRS,

including the potential for earnings volatility and mismatches between assets and

liabilities. At the same time, IFRS could act as a catalyst for a more effective, enterprise-

wide approach to risk management.

I hope that you find this paper thought-provoking and insightful. If you would like to

discuss any of the issues addressed in more detail, please speak to your usual contact at

PricewaterhouseCoopers or those listed at the end of this paper. We would also

appreciate your feedback on the paper, as this helps us to ensure that we are addressing

the issues that you are most focused on. 

Ian Dilks

Chairman, European Insurance Group
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Enhanced disclosure
From 2005, companies will need to provide ‘information that helps users
understand the estimated amount, timing and uncertainty of future cash
flows from insurance contracts’. 

This will require far more quantitative and qualitative disclosure
in the following areas:

• Factors affecting year-on-year movements in liabilities

• Exposures to insurance and financial risks, in particular
concentrations of risk

• Sensitivity analysis to show the impact of different risk scenarios
and market variables on cash flows

• Asset, liability and risk management procedures

International

Financial Reporting

Standards (IFRS)

will intensify the

focus on risk

management within

the insurance

industry. Are your

risk management

systems and

procedures ready to

face the challenge?

Spotlight of Transparency

A decade marked by mounting
claims and serious investment
losses have raised question
marks about the effectiveness of
risk management in the
insurance industry. As a result,
shareholders, regulators and
rating agencies are calling for
more information about the risks
being run and the procedures in
place to mitigate them. 

From 2005, IFRS will raise the
bar of transparency still higher,
including more detailed analysis
and disclosure about
concentrations of risk and the
sensitivity of cash flows to
different risk scenarios and
market variables (see box
‘Enhanced disclosure’). Such a

radical shake-up in accounting
and reporting could also create
a whole new set of risks in its
own right, ranging from potential
earnings volatility to the
reputational damage that could
result from failures in information
systems, reserving and
compliance. On the other side
of the coin, sound risk
management can provide a solid
foundation for many key
aspects of IFRS implementation,
as well as synergies to help
ease the cost of compliance
with other forthcoming
risk/capital management
directives including Solvency II.

Yet, despite some improvements,
many companies still lack the
infrastructure of risk monitoring,
stress testing, control and

disclosure needed to comply
with IFRS. Such failures could
undermine investor confidence
and raise the cost of capital in
an already nervous market. 

This paper looks at how to
address the challenges posed
by the new accounting regime in
key areas of risk. It also looks at
how the investment needed to
comply with IFRS could be
harnessed to help develop a
more holistic, enterprise-wide
approach to risk management
that could improve decision-
making and underpin more
sustainable value creation.  



Financial and market risk

Failure to manage the earnings
and investment risks
associated with IFRS could
seriously undermine the
financial stability and credibility
of insurance businesses.

New IFRS valuation and
contract classification rules will
transform the way insurers
judge and communicate value
and performance. 

Most bonds, equities and other
financial assets will need to be
fair valued (‘marked-to-market’)
under IFRS Phase I (2005).
Many savings plans, pension
policies and other contracts
issued by insurers that transfer
insignificant insurance risk could
be re-classified as investment
contracts and many may also
need to be fair valued. 

Phase II may well go further by
requiring the fair valuation of all
current insurance contracts. Cash
flow projections will need to
include a best estimate of unpaid
claims, based on a ‘weighted
average of all possible
outcomes’. Insurers will also need
to augment their reserves with
‘market value margins’ to reflect
any uncertainty in the cash flows.

Fair valuation could thus make
reported earnings more
susceptible to fluctuations in the
market. Such potential volatility
could be compounded by the

elimination of equalisation
provisions, cross-subsidies
between policies and other such
‘smoothing’ techniques. The use
of different accounting measures
for assets and liabilities during
Phase I could also lead to a
mismatch between the valuation
of liabilities and the assets that
back them. 

Risk management will need to
work closely with finance and
actuarial teams to minimise these
balance sheet risks and related
threats to the security and
credibility of the business. 
In particular, they must ensure
that valuation and contract
classification are based on timely
and reliable data and valid and
verifiable assumptions. All of
these systems and procedures
will be subject to thorough
documentation and will need to
stand up to very prominent
disclosure and scrutiny. 

They will also need to provide
dependable cash flow forecasts
for both products and the
business as a whole. This will
enable management to
anticipate the impact of what
could be very different profit
profiles under the new IFRS
criteria, including any potential
volatility or earnings surprises.

Such financial and market risk
analysis can help companies to
develop business and investment
strategies capable of mitigating

the exposures and delivering more
stable returns on an IFRS basis.
Firms may simply opt to buy more
reinsurance, especially as the
nature, extent and concentration
of the risks being run become
more transparent, though such a
strategy clearly needs to be
gauged against the cost of cover.

Companies will need to identify
any products that will no longer
prove viable or may need to be
re-engineered under the new
reporting regime. Options,
guarantees and participating
policies may be especially
vulnerable to market fluctuations,
forcing companies to opt for
more unit-linked type contracts
that pass the market risks on to
policyholders. 

Clearly, IFRS could also heighten
the market risks associated with
the investment portfolio. In turn,
this could encourage more
companies to switch some of
their assets away from equities
to less volatile securities such as
bonds or gilts or consider
alternative hedging strategies
such as securitisation. 

While IFRS thus poses a number
of onerous challenges to
insurance businesses, it could
also open up valuable
opportunities as companies seek
to take more risks off their
balance sheet through
reinsurance or ART type products.
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Credit, financing and
liquidity risks

Risk management will have 
an increasing impact on
funding costs.

More stringent accounting for
credit risks could have an
impact on the valuation of
assets. In particular, the need
to book the likely impairment of
asset values on the balance
sheet will require far more
thorough analysis to gauge the
impact of market fluctuations
on other credit default risks. 

Companies will need to
demonstrate and document the
statistical validity of their
evaluations and ensure that the
framework for measuring
impairment is linked to
observable, measurable and
current data. 

Such requirements are likely to
heighten analysts’, investors’,
and credit rating agencies’, 
ever-increasing focus on the
effectiveness of risk
management, with poor
performance or lack of
information being penalised
with credit downgrades and 
a higher cost of capital. 

IFRS will not only enhance
transparency and comparability
with other sectors, it will also
provide a crucial test of the
prized earnings stability
demanded by a cautious and
sceptical market. In time, it
could provide the minimum
benchmark for what could be
an increasingly competitive
approach to risk management.



PricewaterhouseCoopers • IFRS and risk management | 5

Operational and
technology risks

IFRS will place huge extra
demands on data capture,
modelling and other 
information systems.

Companies will need to keep
pace with movements in fair
value across a diverse range of
contracts and work out how to
incorporate these changes into
reporting systems and overall
business planning. 

In turn, the need to provide a
‘weighted average of all possible
outcomes’ is likely to require far
more sophisticated information
systems than generally used
today, including stochastic
modelling to forecast projected
assets values and claims
payments under a broad range
of different risk scenarios. 

Many insurers will therefore need
to upgrade their data availability
and systems capabilities. Staff at
all levels will also need extensive
training in the complex
technicalities and reporting
requirements of IFRS. Yet, few
companies are prepared.

Risk management will need to
carry out an extensive gap
analysis to identify any
shortcomings and target what is
likely to be a significant
investment in time, money and
resources. All business units will
need to be involved in the
planning to ensure the input of
timely, reliable and compatible
data. Ideally, actuarial and
management information
systems should be integrated
wherever possible. 

Clearly, this is a major
undertaking that could all too
easily be prone to error and
confusion. Are the systems
appropriate and capable of
dealing with the additional
workload? Are the business
critical systems tested and
documented to auditable
standards? Do staff
understand what is expected
of them and is senior
management providing enough
support to ensure that
implementation is a priority? 
Are you allowing enough time 
to review and validate the
resulting information?
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Compliance risk

Complying with IFRS will 
be fraught with potentially
costly pitfalls.

By any measure, compliance
with IFRS will be a daunting
task for most companies.
Financial statements, for
example, could be twice or
even three times as long as
today, with much of the
required information drawing on
highly complex models and
what are in many cases
untested theoretical
assumptions. Added to this is
the continuing uncertainty
about the eventual details of the
new standards and the practical
regulatory expectations. 

The risks of compliance failures
are more straightforward,
including regulatory penalties,
loss of confidence in financial
statements and the ensuing
reputational damage this could
cause. Moreover, many
executives may be unaware
that under Sarbanes-Oxley and
a number of individual stock

exchange rules they will be
personally responsible for
signing off what could be very
different IFRS ‘numbers’. 

Companies need to ensure that
controls are in place to manage
and validate IFRS disclosure.
Ideally, compliance should be
directed by a dedicated risk
management function that is
fully integrated into the financial
reporting and overall risk
management procedures.
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Conclusion: Holistic view

A broader and more integrated
approach to risk management
could help companies to turn
IFRS compliance into
shareholder value.

IFRS will require a major re-
assessment and overhaul of
risk management systems and
procedures, including a huge
investment in data capture and
systems capabilities. While this
is clearly a challenge, it also
offers an opportunity to
develop a more holistic,
enterprise-wide approach to
risk management (ERM).

Such a concerted approach
breaks down the standalone
silos of credit, market,
underwriting and other financial
risks to create a common
control network and ‘language’
of risk. It also looks beyond
financial exposures to address

equally hazardous, though less
quantifiable, risks such as
systems failure, reputational
damage and breaches in
compliance with regulatory and
corporate guidelines.

Indeed, if today’s standalone risk
management silos could be
likened to a musician playing
solo, then enterprise-wide risk
management is a whole
orchestra, conducted by the
chief risk officer and through
which individual musicians
transcend the sum of their parts.
The tangible benefits not only
include protecting businesses
from losses, earnings surprises
and reputational damage, but
also providing a better
understanding of the trade-off
between risk and reward,
leading to smarter capital
allocation and more sustainable
shareholder value creation. 

At a time when companies are
facing a flurry of regulatory
pressures ranging from EU
Solvency II to US Sarbanes-
Oxley, ERM can also provide
synergies to ease the cost of
compliance and provide much
of the necessary information
and documentation.

Although the development of
ERM could require additional
investment over and above the
time and money needed to
implement and comply with
IFRS, the maintenance costs are
likely to be lower going forward. 

Ultimately, ERM could not only
help insurers to meet the
challenges of IFRS, but also
turn IFRS compliance and
improved risk management into
a valuable competitive
advantage (see Figure 1).  

Infrastructure

• Tools
• Systems
• Management  
 information
• Limit structure

Strategy

• Direction
• Objectives
• Culture
• Language

Processes

• Risk identification
• Risk assessment
• Risk measurement
• Limit setting
• Risk monitoring
• Issue escalation

Organisation structure

• Department/committees
• Reporting lines
• Roles/responsibilities
• Skills/resources

Figure 1 | The Way Forward

Source: PricewaterhouseCoopers
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PricewaterhouseCoopers

If you would like to discuss any of the issues raised in this paper, please speak to your usual contact at
PricewaterhouseCoopers. 

This paper was prepared by:

For further information on PricewaterhouseCoopers IFRS briefing papers, please contact Áine O’Connor,
Director, Head of Global Financial Services Marketing, on 44 20 7212 8839 or e-mail at
aine.r.oconnor@uk.pwc.com

If you would like additional copies of this paper, please contact Alpa Patel via e-mail at alpa.patel@uk.pwc.com

Copies of all 10 previous briefing papers are available free of charge from www.pwc.com/financialservices

Jeremy Scott
Chairman, Global Insurance Leadership Team
44 20 7804 2304
jeremy.scott@uk.pwc.com

David Campbell
86 21 6386 1333
david.campbell@cn.pwc.com

Richard Deutsch
61 2 8266 7675
richard.deutsch@au.pwc.com

Ian Dilks
44 20 7212 4658
ian.e.dilks@uk.pwc.com

Joseph J. Foy
1 646 471 8628
joseph.foy@us.pwc.com

Werner Hölzl
49 89 5790 5248
werner.hoelzl@de.pwc.com

Paul L. Horgan
1 646 471 8880
paul.l.horgan@us.pwc.com

David Parmee
44 20 7213 3954
david.parmee@uk.pwc.com

Richard Patching
1 441 299 7131
richard.patching@bm.pwc.com

James Scanlan
1 267 330 2110
james.j.scanlan@us.pwc.com

John S. Scheid
1 646 471 5350
john.scheid@us.pwc.com

Clare Thompson
44 20 7212 5302
clare.e.thompson@uk.pwc.com

Global Insurance Leadership Team

Ray Kunz
Swiss Territory Insurance Leader
41 1 630 2380
ray.kunz@ch.pwc.com

Felix Sutter
Global Risk Management Solutions, 
Insurance Leader Switzerland 
41 1 630 2820
felix.sutter@ch.pwc.com
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