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IFRS 17 —

. IFRS 17 is the biggest change to insurance reporting
to stand still for decades

iS to fa“ beh | nd . For many insurers, an opportunity to transform
For many actuaries, an opportunity to shine

But does it have to be so costly?

Institute
and Faculty
of Actuaries

;%5%

Our agenda and key themes

* One more year: the opportunity to modernise is still here — but for most insurers, the
immediate focus is on getting over the line

» Areas of focus for smarter compliance

¢ What can we learn from China?
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One more year

An opportunity to modernize reporting?

Or just focus on getting over the line?

Drivers for modernisation

Modernization drivers

» Multiple drivers are accelerating the
pace of modernisation for the
reporting function

» Not surprisingly regulatory change is a
key catalyst for modernisation given
IFRS 17, US GAAP targeted
improvements and solvency change

 Life

Regulatory
changes

Insight
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Focus areas of modernization programmes

Modernization driver Data infrastructure
Governance & control enhancements

» Main focus areas are implementation ) .
Actuarial modeling platforms

of foundational capabilities, e.g. data -
infrastructure, governance/controls Process efficiency
and actuarial modeling platforms Pricing and underwriting

Target operating model

Cloud computing

Management reporting

Reporting metrics and KPIs

Experience studies & assumption setting
Finance systems

Advanced analytics

Al & machine learning

For future focus Al/Machine learning,
Advanced analytics and Management
reporting are the three top categories

0%

mIn progress  mFuture area of focus

10% 20%

30% 40%

50% 60% 70% 80%

% of Total responses

= Previously implemented/NA

90% 100%

7
Comprehensiveness of 57%
modernisation roadmap
* The majority of insurers do not 43%
have a well articulated ’
modernisation plan
* Only 25% have a detailed end
state with well-defined interim
states 219%
0% 0%
Nonexistent Broadly defined Limited interim Well defined Mobilization plan
end state states interim stats defined
uLife mP&C
8
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Are we behind?

Company E
14
High level Design

« Understand and design

Company |

Company F

requirements
Y  Identify system capabilities
Strategy
and assess « Prepare detailed project plans,
resource profiles and budgets

to acquire
Company B 0 Company D ’

Wl ipaciacceiamiani B suaiegy and

Identify the high- architecture

level impacts of + Define the scope
IFRS 17 of the initiative,
Define the high- plan for the
level TOM, project detailed

plan GAP analysis

Company A

Company H °

Company M Company O

L4

Detailed Design ambanvid
Blsiness requirements

speeification

« Funttional and technical
desigt specification

Company S

Construct
and
implement

Company V
Parallel run

+ Simulation'gfthe P&L, OCI_
and balance sheetas
is already in effect

Company P

Company T

Company U

?

Construct and test

Company R

L4
Transition

Adjust the opening
balance sheet of the
comparative period
disclos:

« Build ang test the

changes to'the
TOM

Business as usual

Operate,
review and

deployment

Ensure continuity
and flexibility in
the quatterly

disclosd_

Finance transformation
IFRS 17 stand alone

7% Partial FT

Don’t lose momentum

Use additional time wisely
Reduce risks
Smart onboarding (and retention)

Handle uncertainties

@
®
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Getting the
messaging right

How well do your stakeholders understand the new
presentation of earnings and drivers?

What new KPlIs will be needed?

Will your existing reporting infrastructure be able to
cope?

1"

Smarter compliance

Unit of account / grouping — making smart decisions
Coverage units — reflecting the economics of services
Mutualisation — bite the performance measurement bullet

Transition — reality check around retrospective
approaches
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Decision-making in IFRS 17 — not linear!

What are industry peers doing? Will there by more TRG

The General Commercial and Economic

Specifying Developing
the the
Problem Solution

Monitoring

the
Experience

Professionalism

meetings following the upcoming Exposure Draft? What are
investors expecting?

|

An example working assumption can be that
contracts will be split into 2 portfolios defined by
their underlying risk, i.e. protection and
investment.

The standard states that: “A portfolio
comprises contracts subject to
similar risks and managed together.”

Develop a
working
assumption

What does the
standard say?

Review against
all requirements
and consider the
financial impact

This working assumption will have a knock on impact on, e.g.,
contract boundaries. What is the financial impact of this portfolio
definition? How will it be implemented in practice?

How to deliver a solution that is in line with the standard to a

good quality within the given timeframe?

13
Decision-making in IFRS 17 — make use of optionality
2 Key topics:
» Estimates of future cash flows
* « Non-market variables
* Market variables
15
» Modified retrospective approach
" + Fair value approach
* Onerous testing
5 » Separating components
. * Expenses
0 |
without undue cost or effort  reasonable and supportable systematic and rational . Mutualisation
mStandard mBasis for conclusions
14
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IFRS 17 offers multiple degrees of optionality
Five ways to make it easier

| ? T
Unit of Coverage v, N Mutualisation fe=ss= s Transition :
account units snnnd |_
D Va z
1. Unit of account is mainly an 3. Let coverage units do the 4. Mutualisation requires 5. By now, most realise that
allocation issue — use the hard work of CSM analysis assessment of returns based on fully retrospective approach is
flexibility in the Standard to . fulfilment cash flows of contracts hard in practice, unless you
enable practical allocations Design them to reflect the that generated the returns have the data. Fair value
quantities of services delivered unlikely to maximise value.

2. Grouping for CSM in each group An asset share approach is the
measurement is an option — not easiest way to deliver this So that leaves the modified
a requirement. Aiming for as requirement — and there is retrospective approach —
much homogeneity as possible considerable flexibility here too and much greater practicality
will simplify the analysis of CSM and flexibility l

ialle

-ﬁ-
S

Each level of aggregation decision is strategically and
operationally important

What should the
Legal Contract Separation Unbundling Portfolio Grouping book of business
look like under

?
What are dos and Insurance Profitability IFRS 177
don'ts? Components P
©
L
PIC 1 + +/-
Contract IFRS 17 PIC 2
signed with
c policyholder PIC3
IFRS 9 Similarrisks and oo e by profitability

managed together
Other metrics?

IFRS 15 PICn
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Understanding the operational consequences

Unbundling

Starting point to form a

Lowest unit of
account

Affects all aspects
of classification and
measurement,
including contract
boundaries

group

Policy for effect of
discount rate changes

Every subsequent
measurement
assessment and

quantification of CSM,

and transition
assessments

Allocation of expenses

Contract boundaries

What should the
book of business
look like under
IFRS 17?

But remember that cash flow measurement can be at a
higher level than group
.. & m Five ways to

Principle

Measurement of fulfilment
cash flows can be at a higher
level than groups

Implementation impact
Both design decisions
(level of aggregation &
measurement) are driving
the complexity of the
allocation for each fulfilment
cash flow which is not
directly linked to a (single)
contract or calculated in a
group

Which parts of the

measurement model(s)

are affected?

« Risk Adjustment

« Contractual service
margin

« Expenses (allocated

expenses only, e.g.

overheads)

Discretionary cash flows

to be allocated by the

entity

« Time value of options and

guarantees

Mutualisation of

contractual cash flows of

different groups

What are evolving or
already existing
allocation key
requirements?

Existing allocation
mechanisms for statutory
reporting
Appropriateness (17.24)
Systematic and rational
(17.B65)

Reasonable and
supportable

make it easier

Unit of
account

1. Unit of account is mainly an
allocation issue — use the
flexibility in the Standard to
enable practical allocations
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Grouping has huge flexibility — and can ultimately be
at contract level

Grouping at lower, more homogeneous levels (ultimately ;‘Z‘nggé‘l’er
contract level) will simplify the analysis of CSM
But there is a trade-off between volatility of earnings and agcf:)'tjg[

complexity in grouping

2. Grouping for CSM
measurement is an option — not
a requirement. Aiming for as
much homogeneity as possible
will simplify the analysis of CSM

Coverage units are powerful
They do the hard work of recognizing revenue

make it easier

I

units N
L O

3. Let coverage units do the
hard work of CSM analysis

Design them to reflect the
quantities of services delivered
in each group

CSM at New contracts Accretion of Changes in future  Release of CSM CSM at
start of period added interest (GM) services (based due to service end of period
or change in fair on fulfilment cash provided
value of variable flows) (through P&L)
fees (VFA)

20

10
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But how to define coverage units?

* B119(a) defines coverage units for the group as:

« “...number of coverage units in a group is the quantity of
coverage provided by the contracts in the group,
determined by considering for each contract the quantity of
the benefits provided under a contract and its expected
coverage duration.”

» So coverage units assigned to each contract need to
reflect the quantity of services in the contract

» This is much more difficult when there are heterogeneous
services within a contract (and group of contracts), as is
common in Asia

21

Why the level of grouping — and the approach to
coverage units by group — really matters

A group of two contracts

Contract 1: term life
* Inception CSM 1000

" Coverage period 10 years How much CSM is released
« Coverage units per period 10 in the neXt periOd?

Contract 2: accidental death
* Inception CSM 2000
» Coverage period 5 years

« Coverage units per period 5

22

11
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Why the level of grouping — and the approach to
coverage units by group — really matters

A group of two contracts

Contract 1: term life
* Inception CSM 1000

» Coverage period 10 years

B119(b)

“allocating the contractual service margin [for
the group] at the end of the period (before

+ Coverage units per period 10 recognising any amounts in profit or loss to
reflect the services provided in the period)
equally to each coverage unit provided in the

current period and expected to be provided in
* Inception CSM 2000 the future.”

Contract 2: accidental death

» Coverage period 5 years

« Coverage units per period 5

23

Why the level of grouping — and the approach to
coverage units by group — really matters

A group of two contracts

Contract 1: term life
* Inception CSM 1000
« Coverage period 10 years

+ Coverage units per period 10 Divide CSM between coverage units: 3000/125 = 24

Total CSM for the group 3000

Total coverage units remaining: 125 (10x10 + 5x5)

Coverage units to be released in this period: 10+5 =15

Contract 2: accidental death CSM to be released to profit = 15 x 24 = 360

* Inception CSM 2000
» Coverage period 5 years

« Coverage units per period 5

24

12
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Why the level of grouping — and the approach to
coverage units by group — really matters

A group of two contracts What if we instead treated the two contracts separately?
Contract 1: term life Contract 1: 100 coverage units remaining

* Inception CSM 1000 Divide CSM between coverage units 1000/100 = 10

» Coverage period 10 years Coverage units to be released in this period: 10

« Coverage units per period 10 CSM to be released to profit = 10 x 10 = 100

Contract 2: accidental death Contract 2: 25 coverage units remaining

* Inception CSM 2000 Divide CSM between coverage units 2000/25 = 80

» Coverage period 5 years Coverage units to be released in this period: 5

« Coverage units per period 5 CSM to be released to profit =5 x 80 = 400

25

Comparing the two approaches

o " * B119 requires the combination of the
600 e services, weighted by total quantity of
service per contract

500

0 || ‘| ‘| ‘|
1 2 3 4

uGroup (B119

IS
=)
=3

w
S
3

N
s}
S}

o
S}

+ Dividing into contracts reflects the
| individual patterns only — but ignores

5 B Wouldn't it have been easier if B119 had
) mSeparate contracts allowed simply for pattern of services,

| | | I I the weight of service
6 7 8 10
Total CSM released over coverage period of group: 3000 rather than q Uantity of services?

26
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Mutualisation

Some insurance contracts affect the cash flows to policyholders of other contracts by requiring:

(a)the policyholder to share with policyholders of other contracts the returns on the same
specified pool of underlying items; and

(b)either:
(i) the policyholder to bear a reduction in their share of the returns on the underlying items

because of payments to policyholders of other contracts that share in that pool, including
payments arising under guarantees made to policyholders of those other contracts; or

(i) policyholders of other contracts to bear a reduction in their share of returns on the
underlying items because of payments to the policyholder, including payments arising
from guarantees made to the policyholder.

So what does this mean when we measure cash flows?

27
. .
What does the Standard say about mutualisation?
Fulfilment cash flows of each
B69-B70 / March 2019 Board Paper group reflect the extent to which 18,000
the contracts in the group cause
the entity to be affected by the -
....................................... expected cash flows 16,000 e
..‘.-“"“Group 1 before sharing Group 2 before sharing ... 14,000
1%, 12,000 //
3 5% 10,000 oo
" / 12763 15,000 i
*, ’ o
... Y -
....... T=0 T=5 T=1 .
.......................... 6,000
Group 1 after sharing Group 2 after sharing 4000
2,000
" 15,000 16,957 0 1 2 3 4 5 6
1 0,000 ,583 e Group 1 before sharing == == Group 1 after sharing
Group 2 before sharing == == Group 2 after sharing
T=0 T=5 T=1 T=6
28
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How do we allow for mutualisation? ‘
Asset shares are the key Five ways to

make it easier

» Asset shares for each group “reflect the extent to
which the contracts in the group cause the entity to
be affected by the expected cash flows”

Mutualisation fr====

4. Mutualisation requires
assessment of returns based on

» B70 also allows for allocation of cash flows using a fulfilment cash flows of contracts
‘ . . y that generated the returns
systematic and rational’ approach...

An asset share approach is the

« What does this mean in practice? easiest way to defler 1his

requirement — and there is
considerable flexibility here too

Transition — what does the Standard say?
Overview of approaches

Default — Full retrospective

+ Calculation of CSM as if IFRS 17 had always applied (at initial recognition then rolled forward).
Requires day one data and assumptions and full history to date of transition, for each group.
Have to apply unless impracticable.

If impracticable, free choice

—~—

« As per fully retrospective, but with prescribed * CSM = fair value of the liabilities (per IFRS 13) less IFRS 17
modifications permitted. fulfilment cash flows at transition.

« Annual cohorts can be grouped if required. « No historic data required.

General model « Annual cohorts can be grouped if required.

« Use as few permitted modifications as required.

VFA

* Prescribed modified approach.

15
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What does ‘impracticable’ mean?

It is impracticable if

The effects are not determinable.

It requires assumptions about what management'’s

‘Applying a requirement is impracticable when the intent would have been in that period.

entity cannot apply it after making every reasonable
effort to do so’ (IAS 8)

© ltrequires significant estimate of amounts and it is
impossible to distinguish objectively information
about those estimates that provides evidence of
circumstances that existed on the date(s) as at
which those amounts are to be recognised, measured
or disclosed; and would have been available when the
financial statements for that prior period were
produced.

31

What does impracticable mean in practice?

What should you consider to determine if it is impracticable to calculate the
CSM fully retrospectively?

Initial CSM

+ Does all the data exist for the initial CSM calculation?
e.g. initial premiums received, initial acquisition costs.

+ Do you have historic assumption sets from when the
contracts were written?

» Have discount rate assumptions been stored or can
new ones be created without hindsight?

General questions/issues
+ Have you migrated policy
administration systems in
the past, and was all data
transferred across?

If data is missing, can it be
recreated? How much
effort will this require?
How will you determine
the risk adjustment? Do
you have historical data to
calculate it without
hindsight?

Roll-forward of CSM

» Do you have adequate data on the impact of
assumption changes that would have been
unlocked in the CSM?

e.g. can you identify (without hindsight) what
related to future service?

Is this available at the right granularity? e.g.
annual cohorts

32

16
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Transition approaches solve the old topic of having a

choice ...

What will be your transition story and how will you shape your future financial reporting

steering principles and stakeholder messages?

Equity impact by comparing IFRS 13
and IFRS 4 financial position

Equity
CsSM

IFRS 13 (Fair Value)
Equity impact IFRS 4 vs. IFRS 17 financial position

Net Balance Sheet
position IFRS 4
(= old GAAP with PAD)

Transition

i IFRS 4
Provision for

future services/
Actuarial Reserve

m -

IFRS 17 GIC
equals sum of
FCF and CSM

IFRS 4

CSM is derived by comparing
IFRS 17 and IFRS 13

IFRS 17 (FCF)

CSM calculated simplified
starting at inception of GIC

IFRS 17 (FCF)

The fair value approach

IFRS 13

‘The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants

at the measurement date’

A range of approaches to calculate fair value are currently
seen in the market. The calculation can be thought of using a
‘top-down’ vs. ‘bottom-up’ approach.

Top-down — Calibration of overall fair value to observable and
relevant data.

Bottom-up — Discounted cash flow technique, using a market
participant view of best estimate cash flows plus the
compensation required by the market participant to take these
on.

‘Top-down’ ‘Bottom-up’
CSM

Compensation

Risk adjustment

Fair value
Expected future

cash flows
(market view)

PV future
cash flows

34

17
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Fair value — bottom-up approach

A present value technique that takes into account ‘the future cash outflows that a market participant would expect to
incur in fulfilling the obligation, including the compensation that a market participant would require for taking on the
obligation’— IFRS 13 para 41

- IFRS 13
iy = B
]| ]| Il csM=0
Expected future cash flows . . - IFRS 17
Contract cash flows
Year 1| Year2| Year3| Year4| Yearh Total
Expected premium 100] 100 100] 100 100 500
Expected claims and expenses -60) -60 -60) -60 -60 -300]
Risk adjustment/compensation -10| -10| -10| -10| -10 -50|
Net — IFRS 17 FCF/ IFRS 13 FV 30 30| 30 30] 30| 150
35
Potential differences other than risk adjustment
FV (Asset)
) G csMe
FV (Liability) 4
PV of future cash Potential differences between IFRS 17 FCF and IFRS 13 FVM Impact on CSM
flows at transition
Model Market view might differ from entity’s view in some aspects, including
assumptions - - - o
- Demographic assumptions (eg future population mortality improvement) f ‘
- No brand protection outflows (average market participant) ‘
Expenses A market participant may include different expenses in fair value
- Not directly related to fulfilment of contracts, eg allocation of overheads f
- Related to fulfilment of contracts, but different from entity’s cost base f ‘
Discount rate
- Liquidity premium | Under IFRS 17 top down approach, no required adjustment to reference ‘
portfolios for differences in liquidity characteristics. IFRS 13 requires discount f
rate to reflect nature of asset/liability
- Non-Performance | Non-performance risk should be considered in FVM, but notin IFRS 17 FCF ‘
risk
36

18
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Modified retrospective approach: Approximating the fully
retrospective approach without undue cost or effort

Each of these modifications can be considered and applied separately:

Make use of policy grouping information at transition date to derive grouping
decision at inception

Allow grouping of data by more than annual cohort (C10)

Expected future cash flow at initial recognition can be approximated by cash
flow at transition date adjusted for the cash flow that are known to have occurred
between date of initial recognition and transition date. (C12)

Use of observable yields and discount rate at transition to imply discount rate at
inception date (C13)

Risk adjustment at inception date is estimated using RA at transition date
adjusted by release of expected RA of a similar product (C14)

For a loss component at initial recognition, allow the loss component using a
systematic allocation consistent with other modifications adopted (C16)

Five ways to
make it easier

Transition J r

5. By now, most realise that
fully retrospective approach is
hard in practice, unless you
have the data. Fair value
unlikely to maximise value.

So that leaves the modified
retrospective approach —
and much greater practicality
and flexibility.

37
Transition — using the range of options
1/1/2021: 1/1/2022:
Year of contract inception Transition date Initial application
.. | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 | 2022
approach
Post-transition
Modified 2015 - 2017 cohort date
retrospective (excluding acquired Movement in
approach business) CSM calculated
in line with IFRS
17 requirements
Fully retrospective
approach
acquired
38
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Learning from
China

Learning from implementing China Accounting Standard
Some technical issues identified towards IFRS17

Implementation challenges in China and some further
simplification ideas

39
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Learning from implementing China Accounting

Standard

20
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Learning points in implementation of China Accounting
Standard since 2009 (1/3)

+ Changes of estimates of fulflment cash  + Expense scope is not clearly defined

flows are not absorbed by CSM — No clear definition of expense leads to a

— Update of assumptions lead to volatile wide range of practice, from incremental
profits cost to unit cost allowing for overhead.
— There may be a room of manipulating — It will be useful to have industry
profits by changing actuarial consensus to have a common practical
assumptions. interpretation of expense definition.

— IFRS17 would eliminate the room of
adjusting profits by altering
assumptions.

41

Learning points in implementation of China Accounting
Standard since 2009 (2/3)

+ Volatility of profits make some insurers * Unbundling of investment component

to consider non GAAP measure leads to change of business mix
— Update of market and non market — For universal life and unit linked
variables will lead to volatile profits. business, the account value is

unbundled under CAS. This accounting
treatment will reduce the premium
income reported and leads to low sales
volume of universal life and unit linked
— IFRS17 will have more stable profits by business.

CSM un-locking and OCI option.

— Some insurers published non GAAP
measure, e.g., operating profits to
remove market volatility.

— Whether new metrics under IFRS17 will
lead to change in business mix remains
unclear and requires further analysis.

42
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Learning points in implementation of China Accounting
Standard since 2009 (3/3)

* Practical solutions were taken to reduce + Tax need to be considered strategically

implementation cost and manage the — Payment arrangement for increase in

results. retained profits. It would be beneficial to

-3 year moving average rate is whole indUStry by negotiating a better
introduced to reduce the impact of payment plan.
change of market rate as most invested — Deduction cap of commissions is not
assets are valued at amortised cost. clearly defined, which leads to many

— Use of PAD for non financial risk case of tax penalties.
variables as risk margin reduces — The industry shall not repeat the
implementing cost and difficulties mistake under IFRS17.

— Those practical solutions will be re-
considered under IFRS17.

43
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Some technical issues identified under IFRS17
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Products with large investment elements reveal
accounting technical issues

Loss component due to interest deficit Deposit of dividends/survival benefits

» Valuation rate is lower than interest rates » 2019 April TRG paper, submission 92
implied in pricing, which results in loss indicates that dividends declared will be
components. included in LIC not LRC.

« Allocation of LC to expected insurance * When calculating CSM at inception, future
claim (which is very small) will result in spread earned over risk free rate for DoD
negative revenue at group level. Is negative will be included in CSM. If declared
revenue allowed? dividends are included in LIC, then variance

in timing could not be absorbed by CSM,

» Shall LC be allocated to investment . o
which could lead some mis-alignments.

component only? Will revenue equation still
hold?

45
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Stochastic technique is not widely used in risk

modelling

* Time value of guarantees

— Risk neutral valuation is likely to be
used.

— Implied volatility may not exist as no
derivative is traded.

— Risk neutral scenarios generation is
critical

» Possible simplifications
— May use historic volatility

— Consider some simple model, e.qg.
Geometric Brownian Motion

* Risk adjustment
— Value at Risk is likely to be used

— Liability may not has the similar
distribution as the risk driver

— VaR does no pass sub-addivity test
f(x+y)<=f(x)+f(y), which may distort
allocation of diversification

» Possible simplifications
— Normal distribution of risk driver
— Polynomial approximation

— Negative RA at group?

47

Bonus policy and credit rate policy are not well defined.

* Management action and smoothing is

not clearly defined

— Could not construct a payout function
when calculating TVOG

* Possible practice

— No smoothing is considered, which
may lead to high cost of guarantee.

— Construct simple payout function but
need management to approve

» Specifying discretion

— Entity could not specify commitment
and discretion for non-direct
participating contracts due to lack of
clearly defined bonus policy.

* Possible practice

— Applying B100, “it shall regard its
commitment to be the return implicit in
the estimate of the fulfilment cash flows
at inception”, i.e., all updated will be
related to financial risk.

48
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Technical interpretations/simplifications may reduce
implementation cost significantly

* Contract combination

— Cash flow inter-related riders have to be
combined.

— If arider can be attached to different
main products, it may not have to be
combined.

* Prepaid premium

— Does a payment made before contract
formation constitute premium payment?
Could it be deposit of future contract?

— Shall policy provision specify the date of
first premium due?

» Contract boundary

— Maturity payments/survival payments
are paid into a universal account

— Is the universal policy within the
contract boundary of the existing policy

» Policy Loan

— Non distinct investment component,
which is part of cash flows of insurance
contact, which need new valuation data
and assumptions, e.g., loan balance,
take-up rate, redemption pattern,

— Model as floating loan

49

Expressions of individual views by members of the Institute and Faculty of Actuaries
and its staff are encouraged.

The views expressed in this presentation are those of the presenter.
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