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ASB Issues Proposals on Life Assurance 
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21 July 2004
The Accounting Standards Board (ASB) has today issued proposals intended to result in substantial improvements in the clarity and transparency of the financial statements of entities with life assurance business, for the benefit of both policyholders and shareholders.  The ASB’s proposed accounting standard (issued as a Financial Reporting Exposure Draft – FRED 34) will apply to all such entities but will be particularly significant for the larger life assurance groups as well as banks and other non-insurance groups that have material life assurance subsidiaries.
FRED 34 depends substantially on the new prudential regime announced by the Financial Services Authority (FSA) on 2 July.  This requires large UK firms writing with-profits business to make a new realistic calculation of their expected policyholder liabilities and to include this in their publicly available regulatory returns for years ending 31 December 2004.   The realistic calculation recognises constructive obligations to pay future bonuses and uses modelling techniques to value options and guarantees written in life assurance contracts.

The ASB is proposing that:

· the realistic calculation of liabilities should be incorporated in the financial statements for December 2004 year ends onwards.  This will bring the accounting basis for policyholder liabilities in major UK with-profits funds closer to that used by other businesses to account for long-term liabilities.  It will also improve the consistency of financial and regulatory reporting.  Consequential amendments to other balance sheet items will be required but this change will not affect reported net profits;

· funds not subject to the FSA’s new regulatory regime (and which do not otherwise account for the full value of options and guarantees) should disclose information on the nature and extent of obligations under guarantees and options in life assurance contracts; and

· the financial statements should include a new disclosure, the capital position statement, which will provide significantly improved information about restrictions on the use of capital of a life assurer.  This seeks to respond to criticisms that shareholders and policyholders have, to date, been given insufficient information about the financial strength of major life funds and of the entity as a whole.

The ASB is also, in FRED 34, responding to longstanding criticisms that life assurance business is reported in financial statements in fundamentally different ways by insurance groups and by others (for example banks with insurance subsidiaries).  This affects the reporting of profit and, whilst the differences are a matter of timing, the impact can be significant and the periods involved can be very long.  FRED 34 therefore includes proposals to constrain the recognition of future investment margins and of rights to future fee income in the ‘embedded value’ methodologies applied by some entities in their financial statements. The proposed constraints are in line with the position taken by the International Accounting Standards Board (IASB) in its standard, IFRS 4 ‘Insurance Contracts’.  

An appendix in FRED 34 sets out in some detail the considerations and arguments that were thought significant by Board members in the development of the proposals.  The ASB is grateful to all those who have participated in the discussions to date.  It hopes to continue an active dialogue with constituents during the formal consultation period, in order to reach final conclusions on the standard as soon as possible.
The Board fully appreciates the practical issues that implementation of these proposals in 2004 may present.  In particular it has carefully considered representations from the Association of British Insurers that implementation of the standard should be deferred until 2005.  The Board believes strongly, however, that it is not credible for entities to publish financial statements for 2004 incorporating liabilities on the old basis whilst measuring liabilities in publicly available regulatory returns on a new basis that is generally agreed to be more meaningful.  Moreover, the impact of European law means that the proposed standard cannot be enforced unless it is applied from this year.  

FRED 34 is in part a response to the concerns raised by the Penrose Report.  It is not, however, the totality of the ASB’s response.  The Board intends to continue to develop its views on insurance accounting and to discuss with Government, the FSA and the IASB what measures might be needed to effect medium and long-term improvements in financial reporting.

END
Press Enquiries:
Mary Keegan, Chairman (020 7611 9702), Simon Peerless, Project Director (020 7611 9721) or Paul Ebling, Project Director (020 7611 9717)

Notes to Editors
1. The proposals in FRED 34 would apply to accounting periods ending on or after 23 December 2004. 

2. The FRED represents, in part, the first stage of the Board’s response to a request received, in March 2004, from the Financial Secretary to the Treasury to initiate an urgent study into accounting for with-profits business by life insurers. The request was part of the Financial Secretary’s response to Lord Penrose’s Report of the Equitable Life Inquiry, which was critical of existing insurance accounting, citing both the opacity of the financial statements produced and the need for them to show a realistic view of a life assurer’s financial position.  Notes attached to this Press Notice provide an explanation of how the proposals in FRED 34 respond to the criticisms in the Penrose Report.

3. The Board’s proposals are set against the background of the requirement for listed companies to use EU-adopted International Financial Reporting Standards (IFRS) in their consolidated financial statements from 1 January 2005.  The Government has further published proposals to permit most other entities from 2005 to use EU-adopted IFRS, rather than UK standards, in their financial statements.  The current expectation is that a significant number of UK reporting entities with life assurance activities will prepare their financial statements in accordance with EU-adopted IFRS from 2005.

4. One of the key international standards in 2005 for entities writing life assurance business will be IFRS 4 ‘Insurance Contracts’, which was issued in March 2004.  Under IFRS 4, entities are permitted in the main to continue to use their pre-2005 accounting policies in preparing their 2005 and subsequent financial statements.  Those ‘grandfathering provisions’ ensure that any changes the Board makes in  2004 to an insurance accounting policy are likely to have a life that extends for several years beyond 2005.  More importantly, although IFRS 4 itself makes few improvements to insurance accounting, it does provide a one year window of opportunity for the Board to do so.  If accounting standards are thus to provide a basis for improved financial reporting by those entities which will use EU-adopted IFRS, it is the Board that must take up that challenge by issuing a standard to take effect in 2004.  Thereafter, although entities complying with EU-adopted IFRS may introduce improvements in financial reporting prior to the IASB completing ‘phase 2’ of its insurance project, the Board cannot – and the IASB will not – oblige them to do so.

5. Given this timing constraint and the opportunity afforded by the announcement of the FSA’s new regulatory regime, the Board concluded that its study of insurance reporting should comprise two parts:

· to consider what improvements could be made to insurance accounting in time for the 2004 accounts and to develop a standard requiring those improvements. FRED 34 sets out the Board’s proposals for improvements; and

· to develop views on the direction in which insurance accounting more generally should develop over the next few years and on the key issues that will need to be addressed in securing the changes necessary. The Board intends to make progress in this work by the end of 2004.

6. FRED 34 can be downloaded, free of charge, from the ASB’s website at www.frc-asb.org.uk. Hard copies can be ordered from ASB Publications, cost £10.00, post-free. Web: www.asbpublications.com.

7. In order to enable the Board to give full consideration to responses to its consultation, it has requested comments on the proposals in FRED 34 by 8 October 2004. 

An explanation of how FRED 34 responds to criticisms in the Penrose Report
1. The Penrose Report (‘the report’), published in March 2004, criticised a number of aspects of existing life assurance reporting.  The following notes summarise how the proposals in FRED 34 respond to those criticisms.

The treatment of future bonuses, guarantees and options

2. The report found that it was unsatisfactory that financial statements include a liability for bonuses declared in a with-profits fund but not a specific liability for accrued terminal bonuses.  The conclusion was that the financial statements would not show a realistic position unless a liability was recognised for the constructive obligation to pay terminal bonuses.  Similar concerns arise in respect of the valuation of guarantees and options written in a variety of life assurance contracts.
3. FRED 34 proposes that, for the UK with-profits businesses falling within the scope of the FSA’s new prudential regime, liabilities to policyholders should be measured in accordance with the ‘realistic calculation’ required by that regime from December 2004. This would mean recognising constructive obligations to pay future bonuses and using stochastic modelling techniques to value guarantees and options written in life assurance contracts.  Disclosures of the assumptions used in determining the valuation and the effect of changes in these assumptions should be given.

4. It is estimated that between 30 and 40 large UK with-profits funds will be applying the FSA’s new methodology in 2004 – together representing approximately 95% in value of UK with-profits funds, but probably less than 50% in value of all UK life assurance funds.

5. The Board took the view that, for 2004, it was not reasonable to mandate the same basis of measurement for funds not subject to the FSA’s new regulatory regime (ie smaller with-profits funds, other UK life assurance funds and overseas funds).  However, FRED 34 encourages entities to measure liabilities in all funds on a basis that takes account of the full value of options and guarantees given.  Where this is not done, FRED 34 proposes that entities should provide disclosures of the nature and extent of the options and guarantees and the possible liabilities that may arise.
 
Reserves available to cover bonuses
6. The report found that insufficient information was provided about the amount of reserves available to meet expected future bonuses.  The conclusion was that financial statements should include a disclosure that compares the value of the liability for bonuses with the reserves available to cover them.  The report further suggested that it was unsatisfactory that insurers could make important changes affecting policyholders without those changes being apparent from the financial statements. It was suggested that the financial statements should provide an analysis of the movements over the year in the amount of realistic liabilities.

7. FRED 34 proposes the introduction of a new disclosure – the capital position statement – which would set out the regulatory capital requirements that apply to each section of the life assurance business of the entity and compare this to the available capital, with the total available capital reconciled to the balance sheet position.  Related liabilities will also be identified for each section of the life assurance business.  The capital position statement will, importantly, provide significantly improved disclosure about restrictions on the use of capital of a life assurer, which will be useful both to shareholders and policyholders.  An illustration of the capital position statement is given in Appendix I of FRED 34.

8. FRED 34 proposes that the capital position statement should be supported by narrative disclosures on the basis of regulatory capital requirements, the sensitivity of the capital position to changes in market variables and key assumptions, and the entity’s capital management policies.  From 2005, a movements table should also be provided, to show the main elements of changes in the capital position from one reporting date to the next.

The information needs of policyholders 
9. The report suggested that there was a danger in focusing exclusively on the information needs of investors when preparing financial statements covering long-term insurance products.  Policyholders’ interests needed to be taken into account; they were investors in the entity’s products and their interests, in financial terms in with-profits funds, usually exceeded those of shareholders by a factor of about 9:1.

10. The Board believes that its proposals in FRED 34 concerning the treatment of bonuses, guarantees and options and the disclosure of the capital position statement will be of relevance to policyholders reading the financial statements.  Although it is outside the Board’s remit to mandate what information should specifically be provided to policyholders and their financial advisers, the capital position statement proposed in FRED 34 has been designed with the idea that it could be extracted and sent to policyholders.  It might, for example, be included as an annual annex to the Principles and Practices of Financial Management (the new document describing the fund’s investment management and bonus distribution policies that the FSA requires life funds to make available to their policyholders). 

The complexity and variety of financial information
11. The report also expressed concern over the complexity of insurers’ financial statements, the variety of financial data made available on life assurance business and the lack of explanation of the inter-relationship between the financial statements and the regulatory returns.  It suggested that, in the longer term, the objective should be to move to a single accounting basis. 

12. Part of the complexity of the financial statements of insurers arises from the unfamiliar technical terminology and the formats used.   This cannot be dealt with in FRED 34 because the law largely dictates the terminology and formats used and legislative changes are not feasible in 2004.   The Board intends, however, to address this topic in its ongoing discussions with Government.

13. The financial statements and regulatory returns serve different purposes—the regulatory returns are primarily focused on solvency whereas the financial statements have a broader remit.  The Board is, though, in favour of convergence of the two types of report where appropriate.  The basis of measurement of policyholder liabilities in the FSA’s new ‘realistic calculation’ (see paragraph 3) is much closer than the previous regulatory basis to that used in other businesses to account for long-term liabilities.  

14. The capital position statement (see paragraph 7) should greatly assist in understanding differences between the financial statements and the regulatory returns.  In the format illustrated in Appendix I of FRED 34, shareholders’ funds as per the accounts are reconciled to available capital as per the regulatory returns.

15. The Penrose Report did not specifically raise the question of ‘embedded value’ accounting.  In FRED 34, the Board has however chosen to respond to longstanding criticisms that life assurance business is reported in financial statements in fundamentally different ways by insurance groups and others (for example banks) with insurance subsidiaries.  Following the publication of the 2003 Statement of Recommended Practice of the Association of British Insurers, UK insurance groups no longer make use of an ‘embedded value’ methodology within their financial statements (but instead produce supplementary information on that basis).  In contrast, some banks and others with life assurance subsidiaries recognise ‘embedded value’ within their primary financial statements, creating significant differences with insurance groups in the timing of profit recognition. 

16. From 2005, the IASB’s standard (IFRS 4) does not require an entity to change its policy if it is already recognising future investment margins and rights to future fee income in its financial statements.  However, it makes it difficult for an entity not already adopting that policy to recognise future margins and fees.  This indicates the direction of the IASB’s thinking on insurance accounting, which is similar to the Board’s current views.  

17. In FRED 34, the Board proposes that from 2004, no entity should make use of an embedded value methodology which recognises in profit the impact of future margins and of fees in excess of fair value.  UK insurance groups applying IFRS 4 in 2005 would, if they so want, be able to start to use this restricted embedded value methodology.  Others (and for example banks) could continue in 2005 to use the same restricted embedded value methodology which they would adopt, under the FRED 34 proposals, in 2004.  The combined effects of IFRS 4 and the proposals in FRED 34 would thus improve comparability of life assurance accounting between different UK listed financial institutions from 2005 onwards.  




[image: image6]

 INCLUDEPICTURE "http://www.rroom.co.uk/cgi-local/bin/tracker/statlog.cgi?pg=5357;id=frc2;sysrecord=no;recrecord=no" \* MERGEFORMAT \d [image: image7]
