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IFRS 17:
reinsurance
needs careful

consideration

A guide to the
challenges ahead
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| I I_ IASB Basis for Conclusions: IFRS 17 Insurance

Contracts

“BC298:...The Board acknowledged that separate accounting
for the reinsurance contracts and their underlying insurance
contracts might create mismatches that some regard as purely
accounting, for example on the timing of recognition, the
measurement of the reinsurance contracts and the recognition
of profit...”

| .
Theissue

[sreinsurance getting the focus itneeds in
[FRS17implementationplans?We don’t
think so. Thisarticle runs through some of
the implications of the new standardfor
reinsuranceheldandwhy insurers
shouldn’t underestimate the effort
requiredinthisareaiftheywant toavoid
implementationissues,oratleast some
awkwardquestions,whenIFRS17 startsto
bitein2021.

The application of IFRS 17 to
reinsurance held has the potential to
have a significant impact on the balance
sheet at transition and, beyond
transition, thechangesmayaffectthe
future recognition of profit, which is
often a critical consideration for
determining dividends and managing
investors’expectations.Thisimpacton
profit is not just about the timing of
emergencehowever,astotalprofitover a
contract’slifetimemaychangedueto, for
example,changesinthequantumof tax
paid.

Insurers can be forgiven foroverlooking
the need for a thorough review of
reinsurance, internal and external, and
howitistreatedintheiraccounts.
Confirmation that it requires special

attentionisinthebodyofthestandard, but
the requirements don’t look particularly
challengingatfirstglance even though the
potential issues are mentioned in the
supportingdocuments published by the
International AccountingStandards
Board (‘IASB’).

TheStandardmakesitveryclearthat
reinsurancecontractsneedtobevalued
and accounted for separately. Thisis not
common practice atthe moment.
Insurers are accustomed to using
approximatemethods,oftenreferredto as
‘nettingdown’,and onemightexpect that
splitting out the reinsurance will be as
simple as deducting net from gross using
current methods. Unfortunately, the
specific rules including the granularity at
which the calculations mustbecarried
outandtherulesforthe amortisation of the
Contractual Service Margin (‘CSM") mean
that traditional simplifiedapproaches
maynolongerbe valid orhelpful.

Many of the issues the new requirements
raise may seem quite technical, even
relatively minor and potentially
contained.However,formanyinsurers
evenindividualreinsurance contracts

arematerialinthecontextoftheoverall
balance sheet and many insurers will
findwhentheyworkthroughtheexact
implications of the standard, the
requirements have the potential to
create a significant and potentially
material mismatch between the value
placed on reinsurance and the value
placed onthe underlyingrisks.

Thisis notjustanaccounting problem. It has
significant operational and strategic
implications too.

Longstanding reinsurance programmes
may have to be overhauled in order to
meettheirobjectives.Thiswillrequire
consideration not only of IFRS 17
impacts - any change in reinsurance will
also need to take into account the impact
ontransferofrisk,oncapitaland on
Solvency and potentially tax.

The bespoke nature of reinsurance
means thattheissues eachinsurer faces
willbedifferent. Theimpactwillbefelt
across proportional and non-
proportional reinsurance.



Mismatching

Mismatches canappearinseveral places in
the valuation process and these
mismatches have the potential to
increasevolatilityintheprofitandloss,
withpotentialimplicationsfortaxand
dividends.Forexample,ifthetimingof the
emergence of taxable profitchanges, this
may alter the way in which tax losses can
be offset depending on the rulesin
differentjurisdictions.

The methods used for valuing
reinsurancecontractsmaydifferfrom the
underlying contracts. The Variable Fee
Approach (‘VFA") isnotavailable for
reinsuranceandthiswillbeanissuefor
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")becausethecoverage
periodwillexceed oneyear. They will
either have to demonstrate PAA
eligibility or use the generalmodel.

TheCSM,akeymeasureoftheinherent
profitina contract, may differsignificantly
between the reinsurance contract and
theunderlyingcontractsreinsured.For
mostreinsuranceheldthe CSMmaybe
positiveornegative,unlikethe CSMfor an
underlyingcontractwhichissubject toa
minimum ofzero.The CSMwillrun off over
the coverage period of the reinsurance
contract,oftendifferentto the coverage
period of the underlying insurance
contracts which may be groupedintovery
differentunitsbyrisk, ‘onerousness’andby
time.Thediscount 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 runsoff
(determinedby‘coverageunits”) may
differ between the reinsurance contract
and the underlying contracts too.
Togetherthesemayhaveamaterial impact
not only on the emergence of profit,but
ontheamountsrecognisedin
shareholders’equityontransition,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.
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WhilstIFRS17isprinciplesbasedthere are
instances where it is very specific and
insurersneedtoidentifytheseand make
suretheydon’tgettrippedupby nothaving
read therequirements closely enough. Some
affectmismatching.

One example is where firms use
reinsurancetoconvertgrosslossestoa
netprofitunderIFRS4.Thishappens
more often than one might think.

For example when insurers see the
opportunitytobenefitfromsoftpricing in
the reinsurance market, or within
groups, when a larger entity with
greater diversification can support a
smallerentitywithinthe samegroup
seekingtogrowinaparticularmarket.
Under IFRS 17 the gross loss on
underlyingcontractsmustbe posted
up-front while any reinsurance gain will be
earned over the coverage period of the
reinsurancecontract.Thisdelayin the
recognitionoftheoffsettingprofitis
differenttocurrentaccountinginmany
countries.

Inanotherexample,thestandardpicks out
adversedevelopmentcover (‘ADC’) for
specific treatment. The net cost of
purchasing reinsurance relating to
eventsthathavealreadyoccurredmust be
recognised immediately in the cedant’s
financial statements, whilstthe gainforthe
reinsurerwillbespreadin theusualway
overthecoverageperiod (which would be
the claim settlement periodinthiscase).
Thismayreduceor remove the value of
ADC.




Mismatch checklist

Potential causes of mismatch between reinsurance and underlying contracts:

+ Differentmodels-reinsurancemay be
generalmodelwhenthe underlying
contractriskisPAA orVFA

+ Differencesincontractboundaries
and allowance for future new
underlyingbusiness

* Underlying losses need to be
recognisedondayonebutgainson
reinsurance purchased must be
deferred

* Differentlevelofgranularityin
assessingthe CSM

Thepotentialformismatchingmaybe
importantforfrontinginsurers.Many
insurerscarryoutsomekindoffronting
arrangement, sometimes simply to pass on
non-coreriskstoathird party.

Under IFRS 17, 100% quota share

reinsurance arrangements will no longer

offset the value of the gross liabilities. In
particular, difference may arise from:

* Models (the underlying contractmay be
eligibleforPAA,thereinsurance
contract maynot).

* Coverage period.

+  Allowingfortheriskofnon-performance of
thereinsurance contract.

* Different dates of recognition leading to
differentdiscountratesforthe CSM

* Patternofreleaseof CSM doesnotalign
* Differences inexpenses

* Foreignexchange,especiallywhere
contracts cover risk written in
multiple currencies

* Forintra-groupreinsurance,cost of
retrospective reinsurance
recognised up-front, butgains on
reinsurance deferred

Theneedtoallowforcertainunderlying
future business in the value of the
reinsuranceandintheearningpattern for
theCSM, meanthatatcertainpoints intime
thevalueofa100% quotashare
reinsurance may be significantly
different from the value of the
underlying contracts it covers. This
differencemaybematerialforinsurers
whopassonsubstantialproportionsof
theirrisktoreinsurers, suchas captives.

* Forintra-groupreinsurance, entities
domiciledinterritories with different
accountingstandards

* Non-alignmentofrisktransfer
between direct and reinsurance
models

Wherethecedantandthereinsurerare
located in territories with different
accountingrules,forexample,IFRS17
versus US GAAP, there may be
differencesinthetreatmentofthesame
contract between the two entities, in
particularwhereoneregimerequiresa
profit /loss to be spread over time and the
other permits immediate recognition.
Thisneedstobeconsidered by both
parties carefully.




Operational and commercial considerations

Theissuesalreadycoveredwillimpact the
operational side, especially the data and
processes needed to value reinsurance
andconsiderationsforthe purchase of
futurereinsurance.

Considerations around regulatory capital,
tax and accounting will continue tobekeyin
decidingwhatreinsurance aninsurerwill
buyorinternally putin place. We may find
that accounting becomes a more
significant consideration following the
effective date of IFRS17.

Insurers will need to make assumptions
theyhavenotneededbefore.Unlessthe
insurerisabletousethePAAforitsheld
reinsurance, once a held reinsurance
contractisrecognised,theinsurerwill
need to estimate all of the cash flows
from the contracts underlying that
reinsurance,includingthoserelatedto
contractsthathaven’tbeenwrittenyet.
This assumption will have to be
monitored over time and may well
change, affecting the CSM. In other
words,thereisalotmoretoestimate,
monitor and update.

Therearealsopotentialconsequences
regarding changes to reinsurance
contracts. Currently such changes may be
made by using addenda, rather than
issuingawholenew contract,dueto
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Evenforfirmsseekingtoleveragetheir
Solvencyllcalculation, theseoperational
issues exist. For in-force reinsurance
under the general model, the value of the
reinsuranceshouldincludethevalueof
reinsurance cashflowsrelatingto certain
underlying gross business not yet
written. Thisis new, even for firms under
Solvency 11, and will necessitate
estimating future volumes ofbusiness to

Having good quality, clean data is an
essential prerequisite to making robust
calculationsunderIFRS17.Afocusin IFRS
17implementationinotherareasof the
business,ithasnotnecessarilyhad the
same attention when it comes to
reinsurance. Ensuringthe dataused for
reinsuranceisfitforpurposewillhave
benefitsacrossthebusiness.

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

Valuationofreinsurancecontractsthat
covermultipletypesofriskorthathave
been subject to modification over time
may be technically demanding. There
may bedifficulty in accurately allocating
expected recoveries relating to underlying
future business to reinsurance contracts.
Onemayconsiderseparatingdifferent
parts of a reinsurance contract where
treatingitasasinglecontractdoesnot
reflect the substance of the cover
provided,asdiscussedattheFebruary
2018 Transition Resource Group (‘TRG’)
meeting. New ways of linking new
businesstotherelevantreinsurance may
have to bedeveloped.

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

Solvency IIconsiderations

be covered under the reinsurance and
correspondinglosses,expensesandan
appropriate risk adjustment. These
assumptionswillhavetobemonitored
over time and may well change, affecting the
CSM.Inotherwords,thereisalot more to
estimate, monitor and update, beyond
functionalitythatmayalready exist for
SolvencyII.

The complexity of the reinsurance
calculations will mean additional
training for management, theboard and the
investmentcommunity.Thistraining will
enabletoenablefirmstorelaykey
messages about the effectiveness of
reinsuranceandforboardstobeableto
exert appropriate governance. For those
firmsoperatinginaSolvencyIl

andchoicesregardingwhattheevents the
firmmay choosetoseekrecoveries on (to
optimisetherecoveries) maydefy
automation for some contracts.

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

Non-performance of reinsurance
contracts is allowed for within the
valuation of the reinsurance contract.
Buildingin this counter-party creditrisk
will have an impact on the cash flows
Current reinsurance bad debt
calculationsmaynotbedirectlyusable.
Considerationssuchashowoneallows 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
commissionorslidingscalecommission
arrangements - since many reinsurance
contracts are bespoke, these may be
operationally difficult to identify and
recordinaccountingsystemsand may
requiremore 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.

Inaddition, the Solvency IIrisk marginis
only assessed on a net of reinsurance
basis,sothereisanimmediate challenge in
determiningareinsurance-relatedrisk
adjustment even before considering
whether the Solvency Il method and
calibrationmightbeadoptedinlFRS17.

Further,Solvencyllcashflowsmaybe

inappropriatebecause they mayallow for future

reinsurance purchases.

environment,therewillbethechallenge of
reconcilingthe valuationofreinsurance
under the two differentregimes.



Time to act

Theseissuescannotbeoverlookedand
need addressing now. In particular,
changes to reinsurance purchasing may
needtobemadewellahead 0f2021.The
considerations are complex and will
requiretimeforthinkingandmodelling in
order for firms to make informed
decisions around implementation and
reinsurance programmestructure.

The starting point is challenging the
assumption that current modelling is
likely to be adequate.
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It is important that the treatment of
reinsurance is not viewed as purely an
accounting issue. It needs a
multi-disciplinary approach to identify
and tackle issues which may mean
restructuring the reinsuranceportfolio.
Firms will need to draw in expertise
from finance, actuarial, capital
management, tax, [FRS 17
implementation teams, operational
heads and reinsurance purchasing
managerswithdetailedknowledge of the
reinsurance contracts and the
objectives for the reinsurance
programme. Thetimeand efforttodo this
shouldnotbeunderestimated.

Many firms are seeing IFRS 17
implementation as an opportunity to
overhaul their financial processes and
systems, and are focusing on efficiencies.
Thisissensible,butnotattheexpenseof a
thorough analysis of reinsurance.
Thereisthepotentialtoeitherproduce
surprises on transition or to increase
volatilityintheemergenceofprofitpost
2021. Reinsurance needs to be a high
priority in IFRS 17 implementation
planning.
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