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• In the UK listed insurance groups apply IFRS whereas many unlisted
companies and mutual insurers still apply UK GAAP.

• Currently the measurement of insurance and with-profit liabilities for IFRS
and new UK GAAP (FRS 103 effective from 1 January 2015) is based on
‘grandfathering’ the accounting approach that was applied under old UK
GAAP. This is similar to that used for regulatory (PRA/Solvency I) reporting
for life insurers as set out in the ABI SORP. Non-life insurers also have used
the ABI SORP.

• The ‘grandfathering’ of the legacy approach is an interim step while the
International Accounting Standards Board (IASB) finalises the new insurance
accounting standard (IFRS 4 Phase II). As the effective date for the new
insurance standard will not be until 2019 or later, the gap period from the
commencement of Solvency II is starting to look longer than expected.

• The PRA/Solvency I regulatory reporting will be replaced by Solvency II from
2016 resulting in regulatory and accounting approaches significantly
diverging.

• This creates practical challenges for insurers – the time needed to produce
two sets of numbers, communications to stakeholders to reconcile and explain
the differences between the bases, and potential impacts on financial results
where financial reporting diverges further from how capital is managed.
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• This document looks at the alternatives available for future
reporting and their benefits and limitations.

• Companies should spend time assessing the options to identify the best
approach for your organisation. Determine whether making a change could be
desirable in terms of costs and resource savings and in portraying the results
of the business.

• The considerations are likely to be less relevant for non-life insurers who
measure insurance liabilities based on the ABI SORP. The future
requirements that will be introduced by IFRS 4 Phase II will allow a
simplified approach for the pre-claims liability for many non-life contracts
(known as the ‘Premium Allocation Approach’) which is more aligned with the
current accounting adopted than with Solvency II. However, non-life insurers
may want to consider whether some elements of Solvency II, such as
discounting of incurred claims, could be of benefit.
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Solvency II will introduce divergence between
regulatory and accounting reporting bases. There
may be opportunities to more closely align the two
measures, but these need to be carefully considered
against the wider implications for the business



What should insurers be doing now?

• IFRS 4 and FRS 103 permit insurers to continue their current
approach to accounting for insurance contracts. This means insurers
can continue to use the current PRA/Solvency I basis for financial
reporting once Solvency II is effective.

• However, for insurers wishing to reduce the number of reporting
bases, IFRS 4 and FRS 103 also permit insurers to make
improvements to their accounting policies, subject to the condition
that the change makes the financial statements:

‘more reliable and no less relevant’ or ‘more relevant and
no less reliable’ to the economic decision-making needs
of users

• There are specific criteria that must be met, such as not introducing
additional prudence.

• In addition, consideration will also be required as to the impact on
DAC and other related intangible assets on the balance sheet. For
example, testing the recoverability of these assets.

• For IFRS reporters any changes would only be for an intervening
period before IFRS 4 Phase II is effective. The intervening period
could be for longer or indefinite for FRS 103 reporters dependent on
whether the UK Financial Reporting Council (FRC) adopts IFRS 4
Phase II for new UK GAAP.

What options do insurers have?

Insurers should carry out a gap analysis to assess
the benefits and limitations of the alternatives

Understand the
requirements, how
Solvency II information
could be used in your
reporting and whether it
would be permitted.

Consider the expected
timing and impact of
adopting IFRS 4 Phase II
and IFRS 9. Would changes
made now be more consistent
with requirements under
IFRS 4 Phase II in future?
Are there useful synergies
that could be achieved?

Identify the
implications for
other areas.
Operating model
impacts across your
existing systems,
processes and
additional data gaps.
The impact on areas
such as tax and
distributable
reserves
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Quantify the cost
savings that could be
achieved and compare
with the expected
implementation cost of
making a change. 4
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Alternative 1 – Maintain current approach
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Limitations

Benefits

• Financial reporting will be based on an outdated and unmaintained historic regulatory
approach.

• Meeting the cost of maintaining the infrastructure to produce two sets of financial
numbers. The effective date of IFRS 4 Phase II is not yet set so the additional cost could be
incurred for a number of years. Investors are likely to want companies to reconcile between the
different measures.

• Avoid multiple restatements in a relatively short time period. May be hard to
explain to stakeholders and could create volatility in results in the period between Solvency II
and IFRS 4 Phase II.

• IFRS reporters are likely to also be adopting IFRS 9 (Financial Instruments) in 2018
(subject to EU endorsement) which would create further challenges in explaining results to
investors during a period with multiple restatements.

• The legacy regulatory approach may be required to be maintained for a period of time after 1
January 2016 depending how the Solvency II technical provision transitional measures are
implemented.

Once Solvency II is effective, insurers have two potential alternatives* for their financial reporting – maintain the current approach or use elements of
Solvency II if the criteria can be met.

• When Solvency II goes live on 1 January 2016 there is no requirement in accounting regulations (both IFRS and FRS 103) for insurers to change their accounting basis
to align with Solvency II.

• The default position is that insurers will be permitted to continue to use the legacy regulatory approach to measure insurance contract liabilities even if that basis has
been superseded by Solvency II.

• While not changing approach, insurers could also investigate whether the actuarial models developed for Solvency II could produce results under the legacy regulatory
basis to allow streamlining of operational processes but avoid simultaneous restatements.

* In addition, although not considered here, the application of ‘parent’ accounting policies for subsidiaries is another possible alternative for multinationals



Alternative 2 – Use elements of Solvency II (or a modified version)
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Limitations

Benefits

• Optimise the use of Solvency II information for financial reporting

• Reduce some of the operational costs of maintaining two reporting bases.

• May help in accelerating adoption of some elements of IFRS 4 Phase II, as
there are many similarities between the two bases for example, the use of best
estimate cash flows, approach to discount rates and the risk adjustment. This
may be of particular benefit if accounting mismatches are created
by adoption of IFRS 9.

• The costs of implementation versus the cost savings expected. Restated comparative information
would be required creating additional cost. Companies may also not have Solvency II information prior to 2016,
meaning that a longer timeframe would be needed for transition (although IAS 8 permits non-presentation of
comparatives where ‘impracticable’ to determine).

• KPIs will be based on Solvency II measures which is a new basis and the dynamics are not yet fully
understood.

• A subsequent change in reporting will be required to adopt IFRS Phase II and as a result two
consecutive re-statements (with comparatives) would be required. This could be confusing to analysts and
investors if not handled carefully.

• Investors will want to be able to compare the results of insurers, which may be difficult if only one or
two insurers decide to take this approach.

• Provided the ‘relevant and reliability’ criteria are met, insurers could consider adopting elements of Solvency II for measuring their insurance and with profit contract
liabilities for financial reporting under FRS 103 or IFRS. Any changes would constitute a change in accounting policy. Investment contracts would continue to be
accounted for under IAS 39 (and IAS 18) / FRS 102.

• There are a number of considerations that companies will need to make in assessing this alternative which are described on the next page.
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Alternative 2 – Factors to consider
There are a number of factors for life insurers to consider in assessing this alternative.

The relevance of these considerations will differ between insurers, particularly between mutual insurers and shareholder-owned insurers.

For mutual insurers, particularly those reporting under FRS 103, considerations about deferral of profits over time may not be as relevant as ultimately all amounts become
part of the fund for future appropriation to policyholders.

Relevance

Once Solvency II is
implemented in
2016, the historic
regulatory-based
approach will
represent an extinct
model. The fact that
Solvency II will be
the most current
regulatory basis
could provide
evidence that it is
more relevant to the
needs of users.

Reliability

Insurers will need to demonstrate that adopting elements of Solvency II is no less reliable and will be a faithful representation of financial position
and financial performance. There are number of areas to consider:

Prudence

If an insurer already measures its insurance
contracts with sufficient prudence, it cannot
introduce additional prudence. Insurers will
need to demonstrate that the use of the
Solvency II risk margin (adjusted or
unadjusted) does not contravene this
requirement.

Non-uniform accounting policies

IFRS 4 prohibits increasing the diversity in
accounting policies across insurance groups.
Would a change in approach introduce non-
uniform accounting policies across the group?

Or would a change provide better alignment
within European groups where significant
diversity exists today?

Profit measure

Solvency II does not contain a mechanism to
defer profits. Adopting Solvency II to measure
the contract liability may allow the
recognition of a profit at inception of a
contract (and maybe more so than current
accounting). IFRS 4 Phase II will require day 1
profits to be deferred. Shareholder owned
insurers may need a mechanism to recognise
profits over time if a change is made to use
Solvency II.

Future investment margins

There is a rebuttable presumption that
introducing a policy that reflects future
investment margins could be less relevant and
reliable. For example, through the use of a
discount rate which reflects estimated returns
on the insurer’s assets, or projecting
investment returns at a different rate to the
discount rate. The Solvency II matching
adjustment and volatility adjustment would
need to be considered in view of this.

Solvency II transitional relief

Are transitional measures being applied in the
Solvency II technical provisions? Will
elements of your existing approach be
retained for transitional purposes? Such
provisions would need to be addressed as an
accounting policy must define a measurement
basis that is applied consistently between
accounting periods.
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Volatility in results

Will a new basis change the volatility in
reported results or create mismatches
between assets and liabilities compared to
today? Will changes in asset strategies as a
result of Solvency II balance sheet and capital
optimisation impact on reported results when
the legacy regulatory basis continues to be
adopted for accounting purposes? Such as for
unit-linked contracts if matching assets are
held to an amount below the unit value.
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Making a change to use elements of Solvency II in your financial reporting under IFRS or FRS 103 has a number of potential advantages. However,
wider factors need to be first carefully weighed up in a cost, benefit analysis before a decision to change is made.
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