SECURITIES AND EXCHANGE COMMISSION OF PAKISTAN

GUIDELINES ON COMPLIANCE WITH SPECIFIC ASPECTS OF IFRS 4
(FOR LIFE INSURERS)

These Guidelines contains four sections, each deals with one of the four issues which IAP had sought to be deferred and the Commission had committed to issue guidelines on those issues. An appendix to these guidelines is attached which relates to the disclosure requirements in the “Notes to the Accounts” for specific aspects of IFRS 4.

1. Guidelines Relating to Liability Adequacy Test

1.1 Paragraph 15 of IFRS 4 is as follows:
“An insurer shall assess at the end of each reporting period whether its recognized insurance liabilities are adequate, using current estimates of future cash flows under its insurance contracts. If that assessment shows that the carrying amount of its insurance liabilities (less related deferred acquisition costs and related intangible assets, such as those discussed in paragraphs 31 and 32) is inadequate in the light of the estimated future cash flows, the entire deficiency shall be recognised in profit or loss.”
1.2 Insurance liabilities of a life insurer include:
· liabilities for outstanding claims, both reported and not reported; and
· reserves relating to policies, as determined by the Appointed Actuary under Section 50 of the Insurance Ordinance 2000 (the Ordinance).
1.3 The Insurance Ordinance 2000 already deals with the method of measuring insurance liabilities for non-life insurance. Although these do not strictly deal with life insurance, the relevant provisions (contained in Section 34) are valid for outstanding claims as well as for reserves relating to short term life business. The relevant provisions are as follows:
“34 (2) (c)
the liability for outstanding claims of a non-life insurer shall not be valued at less than the expected settlement cost, including settlement expenses, of all claims incurred by the insurer but not paid as at the balance date, whether or not those claims have been reported to the insurer as at that date, and including prudent but reasonable provision for adverse development in that expected settlement cost after balance date; and

34(2) (d)
the liability for unexpired risk of a non-life insurer shall not be valued at less than the sum of the unearned premium reserve and the premium deficiency reserve, where:

(i)
the unearned premium reserve is the unexpired portion of the premium which relates to business in force at the balance date; and 

(ii)
the premium deficiency reserve is the amount if any by which the expected settlement cost, including settlement expenses but after deduction of expected reinsurance recoveries, of claims expected to be incurred after the balance date in respect of policies in force at the balance date, exceeds the unearned premium reserve.”

Outstanding Claims [Section 34(2)(c) of the Ordinance]

1.4 It is expected that the amount recognized in the financial statements relating to reported claims would be based on a system where:
· An estimate of the amount of claim is recorded in the accounting system immediately on the company being intimated, the estimate of the amount being based either on the Sum Assured (for mortality risk or disability risk where the benefit payable is pre-determined) or on a best estimate where the benefit is a reimbursement of costs, eg., for health insurance (the method of estimation should be documented in the claim record). The amount provided should include an estimate of claim settlement costs.
· The estimate of the amount of claim should be revised whenever the company receives further information relating to the claim which improves its knowledge as to whether the claim is payable or not and the likely amount.

· All claims should be periodically (not less than once a year) reviewed to determine whether a revision in the value is required, ensuring that the recognized outstanding amount is adequate to cover expected future payments.

· Claims payable over a period exceeding 12 months (eg., annuity, waiver of premium, etc) should be measured at the present value of expected payments using a discount rate appropriate to the period over which the payment is to be made.

The amount recognized for Incurred But Not Reported (IBNR) claims should be based on an analysis of the past claims reporting pattern, by tracking the movement in claims incurred in an accounting period. For example the company should be able to record the cumulative value of claims paid and outstanding for either the underwriting year (policy year) or claim year, and analyze the past pattern to determine an expected pattern of claims reporting for its portfolio for a class of business. This pattern should then be applied on cumulative paid and outstanding estimates for each year (underwriting or claim year as the case may be) to determine the IBNR reserve. The company may use any recognized method for this.
1.5 In case the company wishes to depart from the method of determining the IBNR reserve based on an analysis of past claims reporting pattern, the rationale for doing so should be disclosed in the notes.
1.6 Where the company is a new company and does not have adequate claims experience, then it should use an alternative method which may include determination of an ultimate loss ratio for each underwriting/claim year based on an analysis of industry experience with the IBNR being set at the expected ultimate loss amount less reported claims for each such period.

Unexpired Risk [Section 34(2)(d) of the Ordinance]

1.7 Determination of each of the two aspects of unexpired risk, as set out in Section 34 of the Ordinance for short term life and health business should be as follows:
· Unearned Premium Reserve: The company’s insurance administration and accounting systems should either;
· be capable of determining, for each insurance contract, the unearned portion of the gross premium (net of  stamp duty); or
· be able to record booked premiums for each calendar month, so as to enable application of the twenty-fourths method.
· Premium Deficiency Reserve: The company should, for each type of risk defined in Section 4 of the Ordinance, carry out, at a minimum, the following tasks:
· Carry out an analysis of loss/combined ratios for the expired period, such ratios being calculated after taking into account the relevant IBNR provision.
· Where the ratios are adverse, an assessment is to be made to find out whether this was due to a result of one-off claim or if it indicates a deficiency in the premiums charged. In the case of the former, a written rationale as to why a premium deficiency should not be assumed needs to be provided in the notes to the account.

· Where a premium deficiency is assumed, it should be determined in a manner such that the minimum amount being calculated as the excess of the combined ratio over 100% applied on the Unearned Premium Reserve

1.8 Companies wishing to use more sophisticated methods based on cash flow projections may do so. If any such method is used a brief description of the method; source of data and tools used should be set out in the notes.

Policyholder Liabilities [Section 50 of the Ordinance]

1.9 Section 50 of the Insurance Ordinance deals with the determination of policyholder liabilities. Section 50(6) states the following:

“If, for any statutory fund the amount which, in the opinion of the appointed actuary, represents a realistic valuation of policyholder liabilities existing at balance date, including prudent but reasonable provision for adverse development in those liabilities after balance date, is greater than the minimum actuarial reserve for policyholder liabilities for that statutory fund, the financial condition report prepared under sub-section (1) shall include a statement of that amount.”

1.10 The liability adequacy test for policies other than those dealt with earlier shall be deemed to be satisfied if the amount at which policyholder liabilities are stated is at least equal to the amount determined under Section 50(6) as stated above.
2. Impairment of Reinsurance Assets

2.1 Paragraph 20 of IFRS 4 states that:

“If a cedant’s reinsurance asset is impaired, the cedant shall reduce its carrying amount accordingly and recognise that impairment loss in profit or loss. A reinsurance asset is impaired if, and only if:

(a) there is objective evidence, as a result of an event that occurred after initial recognition of the reinsurance asset, that the cedant may not receive all amounts due to it under the terms of the contract; and

(b) that event has a reliably measurable impact on the amounts that the cedant will receive from the reinsurer.”
2.2 The above provision of IFRS 4 simply restates the accounting principle of not recognizing any asset at more than its realizable value. There is no intention to provide guidance on how the determination of an amount receivable from a reinsurer will actually be received or not as this is best left to the judgment of the insurer’s management and a review by its auditors.

2.3 The SECP’s Circular No. 32/2009 dated 27 October, 2009 requires to place at least 80% of their outward treaty cessions with reinsurers rated “A” or above by Standard & Poors with the balance being placed with entities rated at least “BBB”. It is recognized, however that the rating of entities changes with time. An analysis of all reinsurance assets recognized by the rating of the entity (as of the date of approval of the accounts by the Board) from which it is due should, therefore, be provided in the notes as follows:
	Rating
	Amounts Due from Reinsurers
	Reinsurance Recoveries Against Outstanding Claims
	{Other Reinsurance Asset – if any}


	
	
	
	

	A or Above 
	
	
	

	BBB
	
	
	

	Others
	
	
	


3. Process of Determining Assumptions for the Measurement of Insurance Assets and Liabilities

3.1 Paragraph 37 of IFRS 4 is as follows:

“To comply with paragraph 36, an insurer shall disclose:

(a) its accounting policies for insurance contracts and related assets, liabilities, income and expense.

(b) the recognised assets, liabilities, income and expense (and, if it presents its statement of cash flows using the direct method, cash flows) arising from insurance contracts. Furthermore, if the insurer is a cedant, it shall disclose:

(i) gains and losses recognised in profit or loss on buying reinsurance; and

(ii) if the cedant defers and amortises gains and losses arising on buying reinsurance, the amortisation for the period and the amounts remaining unamortised at the beginning and end of the period.

(c) the process used to determine the assumptions that have the greatest effect on the measurement of the recognised amounts described in (b). When practicable, an insurer shall also give quantified disclosure of those assumptions.

(d) the effect of changes.”
3.2 The IAP had expressed difficulty with 37(c). Therefore, Guidelines are being provided for both 37(c) and 37(d) as stated below.
3.3 The major elements of the financial statements which relate to insurance contracts which result from the application of an accounting policy or are based on assumptions are as follows:

· Premium revenue

· Reinsurance Premiums

· Outstanding reported claims

· Incurred but not reported claims

· Unearned Premium Reserve (UPR)
· Premium Deficiency Reserve

· Recoveries from reinsurers

3.4 The notes to the financial statements should set out the basis of determining each of these elements.

3.5 In the case of premiums, the notes should describe the process followed for recording and recognition, addressing, in particular, the following:
· Recognition of premiums payable in installments

· Recognition of premiums based on declarations 
· Recognition of premiums with respect to long term policies with premiums payable periodically over the term. In this case the recognition of any premium due but not received during the grace period should be specifically dealt with.
3.6 A discussion on Policyholder Liabilities, UPR, Outstanding Claims (both reported and unreported), Premium Deficiency Reserves and Recoveries from reinsurers has already been given earlier in these guidelines and are not being repeated. A description of the method followed and the process should be given as notes to the accounts.
3.7 With respect to the requirements of 37(c) the assumptions which need to be addressed should include (but not be limited) to the following:

· Mortality and morbidity experience, especially for various classes of short term business (group life, health, personal accident, etc)

· Persistency rates for long term individual policies

· Expense levels and inflation

· Investment returns

· Tax

3.8 In the case of each assumption the following information needs to be disclosed:

· A statement of the actual assumptions used (including the actual values)

· A description of the process followed for determining the values used.

· If relevant any data which helps understanding the process better, including a summary of historical values

Where the assumptions used vary for different sub-sets of insurance contracts the actual values used with a description of each sub-set should be stated.
3.9 For the purpose of paragraph 37(d), the change in the value of an asset or liability for each of the following should be disclosed:

· Worsening of mortality and/or morbidity rates for risk policies

· Improvement of mortality rates for annuities
· Worsening of persistency rates for long term individual policies

· Increase in expense levels and inflation

· Decrease in investment returns
In each case an indication should be given, in terms of percentage using the base value of the assumption as a denominator of the proportional change in the value of the assumption required before a change is necessitated in the carrying value of the asset or liability.
Formats for both products with fixed guaranteed terms (conventional) and without (unit linked) are given below as guidance and may be fine tuned to each company’s requirement.
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4. Nature and Extent of Risks Arising from Insurance Contracts

4.1 Paragraph 39 of IFRS 4 states:
“To comply with paragraph 38, an insurer shall disclose:

(a) its objectives, policies and processes for managing risks arising from insurance contracts and the methods used to manage those risks.

(b) [deleted]

(c) information about insurance risk (both before and after risk mitigation by reinsurance), including information about:

(i) sensitivity to insurance risk (see paragraph 39A).
(ii) concentrations of insurance risk, including a description of how management determines concentrations and a description of the shared characteristic that identifies each concentration (eg type of insured event, geographical area, or currency).
(iii) actual claims compared with previous estimates (ie claims development). The disclosure about claims development shall go back to the period when the earliest material claim arose for which there is still uncertainty about the amount and timing of the claims payments, but need not go back more than ten years. An insurer need not disclose this information for claims for which uncertainty about the amount and timing of claims payments is typically resolved within one year.

(d)  information about credit risk, liquidity risk and market risk that paragraphs 31–42 of IFRS 7 would require if the insurance contracts were within the scope of IFRS 7. However:

(i) an insurer need not provide the maturity analysis required by paragraph 39(a) of IFRS 7 if it discloses information about the estimated timing of the net cash outflows resulting from recognized insurance liabilities instead. This may take the form of an analysis, by estimated timing, of the amounts recognised in the statement of financial position.
(ii) if an insurer uses an alternative method to manage sensitivity to market conditions, such as an embedded value analysis, it may use that sensitivity analysis to meet the requirement in paragraph 40(a) of IFRS 7. Such an insurer shall also provide the disclosures required by paragraph 41 of IFRS 7.

(e)  information about exposures to market risk arising from embedded derivatives contained in a host insurance contract if the insurer is not required to, and does not, measure the embedded derivatives at fair value.”
4.2 The IAP expressed difficulty with 39 (c). As 39A provides clarity on 39(c) this is also being commented on in these guidelines.

4.3 Paragraph 39A of IFRS 4  (which is relevant for the purpose of these guidelines) is as follows:

“To comply with paragraph 39(c)(i), an insurer shall disclose either (a) or (b) as follows:

(a) a sensitivity analysis that shows how profit or loss and equity would have been affected if changes in the relevant risk variable that were reasonably possible at the end of the reporting period had occurred; the methods and assumptions used in preparing the sensitivity analysis; and any changes from the previous period in the methods and assumptions used. However, if an insurer uses an alternative method to manage sensitivity to market conditions, such as an embedded value analysis, it may meet this requirement by disclosing that alternative sensitivity analysis and the disclosures required by paragraph 41 of IFRS 7.

(b) qualitative information about sensitivity, and information about those terms and conditions of insurance contracts that have a material effect on the amount, timing and uncertainty of the insurer’s future cash flows.”
4.4 For the purpose of paragraph 39(c)(i) (information relating to sensitivity to insurance risk) the disclosure of the following shall be deemed to be sufficient: 
· The information required for the purpose of paragraph 37(d) , viz., the impact on profit or loss and equity of movements in various assumptions. 

· The methods and assumptions used in determining the above sensitivity analysis.
· For the purpose of unexpired risk and policyholder liabilities a description of  the possible impact of changes in market conditions (explaining what changes would have an impact) and inflation (especially, for example, for health insurance).

4.5 With respect to paragraph 39(c)(ii) the following disclosures should be provided:

· A description of parameters on which the company measures concentration of risk. This should include at least the possible accumulation of the company’s retention following a catastrophic event or, in the case of health insurance, an epidemic. 
· A brief description of the reinsurance covers protecting against accumulation of risk.
4.6 With respect to paragraph 39(c)(iii), Appendix is referred.
APPENDIX
GUIDANCE ON DISCLOSURE NOTES IN THE FINANCIAL STATEMENTS
(FOR LIFE INSURERS) 
1. 
Following significant accounting policies are to be disclosed in the notes to the financial statements:  

Insurance  contracts (IFRS 4 Para 37 a)




















Disclose the general terms of the insurance contracts issued by the company indicating:

In case of, 
· group contracts issued for a short term basis (typically up to one year), the types of risk (death due to any cause, accidental death, natural disability, accidental disability, health, etc).

· long term contracts issued to individuals:

· the type of policy, specifying whether these carry any cash value or not

· for cash value policies whether such policies are conventional policies (specifying also if these are participating or non-participating) or investment linked (specifying what the nature of the link is and clearly identifying unit linked policies).

· any other type of contract the nature of the contract and the benefits which are sought to be provided under the contract.


For each type of insurance contract issued by the company, identify the insurance risks which are taken by the company, the types of customers for which such contracts are relevant, the insured events against which compensation is payable and the method used to distribute such contracts.


Also disclose for each type of contract accounting policies and process related to revenue recognition; recording of liabilities (including policyholder liabilities); and recognition of claims incurred (both reported and not reported).

Unexpired Risk - Unearned premium (IFRS 4 Para 37 a) and Premium deficiency (IFRS 4 para 15)









This part applies to short term risk business including group life, group disability and group health business (along with associated supplementary benefits) as well as short term individual risk business including personal accident contracts and health contracts issued on a one year renewal basis.

Specify the method followed for determining reserves for unexpired risk under such insurance contracts and its two components, viz., the Unearned Premium Reserve and the Premium Deficiency Reserve (liability adequacy test). Also disclose the process followed for such determination and the accounting treatment thereof.

If a premium deficiency reserve is set up for any class of business
, disclose the assumptions used for the eventual loss ratio for that class of business and underwriting year.

Policyholder Liabilities – Long Term Business (IFRS 4 Para 37a) 

Specify the methods used for determining policyholder liabilities for each type of insurance contract, the process followed for such determination and the accounting treatment thereof. Also a description of how such methods ensure that the liabilities being recognized fulfill the liability adequacy test required under IFRS 4.

Reinsurance contracts held (IFRS 4 para 14, 20 and 37 a & b)













Disclose the basis on which contracts are classified as reinsurance contracts held and indicate how related assets, liabilities, income and expenses are recognized in the financial statements for different types of insurance contracts.

Indicate the amounts due from other companies and classified as reinsurance assets by the rating of the company from which it is due. Also disclose movements in reinsurance assets (separately for amounts due from claims recoverable and from unexpired reinsurance premiums). 


Receivables and payables related to insurance contracts ( IFRS 4 para 37a )


Disclose when such receivables and payables are recognised and the measurement basis thereof. These may include amounts due to and from agents, brokers and insurance contract holders and other insurance companies.
Disclose whether impairment testing has been performed, the criteria used to assess impairment and the accounting treatment in case such impairment exists.

2. The disclosure under the following note in accordance IFRS 4 para 38 and 39 requirements may be made:


CRITICAL ACCOUNTING ESTIMATES AND JUDGMENTS




Disclose that the Company makes estimates and assumptions that affect the reported amounts of assets and liabilities within the next financial year and that such estimates and judgments are continually evaluated based on historical experience and expectations of future events that are believed to be reasonable under the circumstances.


Disclose that the management has exercised its judgment in the process of applying accounting policies.


Disclose the significant estimates made by the company and the basis of such estimation. Also specify the factors subject to uncertainty and the classes of transactions most prone to changes.

3. As required by paragraph 39(c)(iii) of IFRS 4, a claims development table is to be presented in the financial statements. Accordingly guidance is provided below:


Claim Development








 
Actual claims compared to last four years may be disclosed as follows. If there is still uncertainty about the amount and timing of the claims payments for material claims the disclosure is not required. If there is no change in previous estimates as uncertainty regarding amount of material claim payments do not exist the disclosed balance may not need to be reconciled with the balance reported in the statement of financial position.


An insurer also need not to disclose this information if uncertainty about the amount and timing of claims payments is usually resolved within one year.

	EVENT YEAR 
	2005
	
	2006
	
	2007
	
	2008
	
	Current year 
	

	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Estimate of ultimate claims costs:
	
	
	
	
	
	
	
	
	
	

	At end of event year 
	
	
	
	
	
	
	
	
	
	

	One year later 
	
	
	
	
	
	
	
	
	
	

	Two years later 
	
	
	
	
	
	
	
	
	
	

	Three years later 
	
	
	
	
	
	
	
	
	
	

	Four years later 
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Current estimate of cumulative claims 
	
	
	
	
	
	
	
	
	
	

	Cumulative payments to date 
	
	
	
	
	
	
	
	
	
	

	Liability recognized in the statement of financial position 
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	


4. As required by paragraph 37, 38 and 39 of IFRS 4 regarding disclosure of  “Management of insurance risk” insurance companies may provide disclosure in the financial statements in accordance with the following guidance:


MANAGEMENT OF INSURANCE RISK 


Specify what is the risk under any insurance contract for e.g. the possibility that the insured event occurs and the uncertainty of the amount of the resulting claim.


Insurance risk









Disclose how the Company manages insurance risks, specifically dealing with its underwriting strategy, reinsurance arrangements and claims handling process.


Disclose the objective of each risk mitigating factor along with the details as to how these mitigating factors are applied to each insurance contract. This information shall include qualitative as well as quantitative criteria used for such risk management.

a) 
For the Frequency and severity of claims





Define factors affecting the frequency and severity of claims, indicating how each factor is dealt with through the management of insurance risk (as described above). The management of concentration risk should specifically be included as a part of this note as should risks associated with the improvement in mortality for annuity contracts.

This should include, in the case this is significant, quantitative data on exposure of the company to specific risks and locations relevant to possible accumulation of losses.

b)
For the Sources of uncertainty in estimation of future benefit payments and premium receipts



Disclose factors impacting future benefit payments and premium receipts along with a statement of the assumptions made by the company and an indication of factors which may cause these assumptions to vary. This may include (where applicable):

· Mortality and morbidity experience, especially for various classes of short term business (group life, health, personal accident, etc)

· Persistency rates for long term individual policies

· Expense levels and inflation

· Investment returns

· Tax


Disclose the process followed for recording and estimating the cost of unpaid claims (both reported and not) and the estimation techniques used by the company. Disclose how the techniques are used by the company.


Disclose the process for estimation of IBNR and its provisioning mechanism in detail.

c)
For the Process used to decide on assumptions




Where assumptions are made with respect to determining amounts recognized in the financial statements (especially those listed above under (b)), disclose the process used to determine these assumptions which shall, where relevant, include the process followed to arrive at any judgment made by the company’s management. In the case of each separate assumption specify details about the assumptions and the basis on which such assumptions are used by the company.

d)
For the Changes in assumptions






Disclose the changes in assumptions if any, the qualitative and quantitative information in this respect and the monetary impact of such changes on the profit and loss account. Also disclose why such changes in assumptions have been incorporated in the company’s estimation.

e)
For the Sensitivity analysis








In respect of all the variables affecting the estimates reported in the financial statements indicate the impact of any variation in assumptions made.

5. Para 39(d) of IFRS 4 requires disclosure of information about credit risk, liquidity risk and market risk that paragraphs 31-42 of IFRS 7 if the insurance contracts were within the scope of IFRS 7. In this regard initially the following form presentation of assets and liabilities with respect to asset-liability matching should be presented (irrelevant columns and rows may be removed and others added where necessary):
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6. For fixed and guaranteed insurance and investment contracts (i.e., where the amount and timing of benefits are pre-determined at the inception of the contract), the process followed by the company to manage financial risk (in particular risks associated with the mismatch of assets and liabilities, including uncertainty arising from options such as guaranteed surrender values) should be described. Information relating to cash flows emanating from guaranteed insurance contracts as well as related assets should be presented in the following form (rows may be deleted where not relevant and other relevant rows inserted if required):
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SECURITIES AND EXCHANGE COMMISSION OF PAKISTAN

GUIDELINES ON COMPLIANCE WITH SPECIFIC ASPECTS OF IFRS 4
(FOR NON-LIFE INSURERS)

These Guidelines contains four sections, each deals with one of the four issues which IAP had sought to be deferred and the Commission had committed to issue guidelines on those issues. An appendix to these guidelines is attached which relates to the disclosure requirements in the “Notes to the Accounts” for specific aspects of IFRS 4.
1. Guidelines Relating to Liability Adequacy Test

1.1 Paragraph 15 of IFRS 4 is as follows:

“An insurer shall assess at the end of each reporting period whether its recognized insurance liabilities are adequate, using current estimates of future cash flows under its insurance contracts. If that assessment shows that the carrying amount of its insurance liabilities (less related deferred acquisition costs and related intangible assets, such as those discussed in paragraphs 31 and 32) is inadequate in the light of the estimated future cash flows, the entire deficiency shall be recognised in profit or loss.”

1.2 The Insurance Ordinance 2000 (the Ordinance) already deals with the method of measuring insurance liabilities, with Section 34 (dealing with Valuation of assets and liabilities) containing the following:

“34 (2) (c)
the liability for outstanding claims of a non-life insurer shall not be valued at less than the expected settlement cost, including settlement expenses, of all claims incurred by the insurer but not paid as at the balance date, whether or not those claims have been reported to the insurer as at that date, and including prudent but reasonable provision for adverse development in that expected settlement cost after balance date; and

34(2) (d)
the liability for unexpired risk of a non-life insurer shall not be valued at less than the sum of the unearned premium reserve and the premium deficiency reserve, where:

(i)
the unearned premium reserve is the unexpired portion of the premium which relates to business in force at the balance date; and 

(ii)
the premium deficiency reserve is the amount if any by which the expected settlement cost, including settlement expenses but after deduction of expected reinsurance recoveries, of claims expected to be incurred after the balance date in respect of policies in force at the balance date, exceeds the unearned premium reserve.”

1.3 In addition the Accounting Regulations contain guidance as to the level at which any premium deficiency reserve is to be calculated.

1.4 It is, therefore, assumed that the Liability Adequacy Test is already being adhered to by companies as a result of compliance of the Ordinance and Accounting Regulations. However, for the sake of further clarity, the following guidance is being provided with respect to the process which each Non-Life Insurer is expected to follow with respect to ensuring that recognized insurance liabilities are adequate:

Outstanding Claims [Section 34(2)(c) of the Ordinance]

1.5 As indicated in Regulation 9 of the Accounting Regulations for non-life insurers, the recognized amount for outstanding claims shall consist of three parts:

· Claims reported

· Claims incurred but not reported

· Expected settlement costs

1.6 It is expected that the amount recognized in the financial statements relating to reported claims would be based on a system where:

· An estimate of the amount of claim is recorded in the accounting system immediately on the company being intimated, the estimate of the amount being based either on the Sum Insured (eg., where a motor vehicle is reported as stolen) or on a best estimate (the method of estimation should be documented in the claim record). The amount provided should include an estimate of claim settlement costs.

· The estimate of the amount of claim should be revised whenever the company receives further information relating to the claim which improves its knowledge as to the likely amount.

· All claims should be periodically (not less than once a year) reviewed to determine whether a revision in the value is required, ensuring that the recognized outstanding amount is adequate to cover expected future payments.

The amount recognized for Incurred But Not Reported (IBNR) claims should be based on an analysis of the past claims reporting pattern, by tracking the movement in claims incurred in an accounting period. For example the company should be able to record the cumulative value of claims paid and outstanding for either the underwriting year (policy year) or claim year, and analyze the past pattern to determine an expected pattern of claims reporting for its portfolio for a class of business. This pattern should then be applied on cumulative paid and outstanding estimates for each year (underwriting or claim year as the case may be) to determine the IBNR reserve. The company may use any recognized method for this.
1.7 In case the company wishes to depart from the method of determining the IBNR reserve based on an analysis of past claims reporting pattern, the rationale for doing so should be disclosed in the notes.

1.8 Where the company is a new company and does not have adequate claims experience, then it should use an alternative method which may include determination of an ultimate loss ratio for each underwriting/claim year based on an analysis of industry experience with the IBNR being set at the expected ultimate loss amount less reported claims for each such period.

Unexpired Risk [Section 34(2)(d) of the Ordinance]

1.9 Determination of each of the two aspects of unexpired risk as set out in Section 34 of the Ordinance should be as follows:

· Unearned Premium Reserve : The company’s insurance administration and accounting systems should either :

· be capable of determining, for each insurance contract, the unearned portion of the gross premium (net of FIF, FED and stamp duty);

· be able to record booked premiums for each calendar month, so as to enable application of the twenty-fourths method;

· Premium Deficiency Reserve: The company should, for each class of business defined in Section 4 of the Ordinance, carry out, at a minimum, the following tasks:

· Carry out an analysis of loss/combined ratios for the expired period, such ratios being calculated after taking into account the relevant IBNR provision .

· Where the ratios are adverse, an assessment is to be made to find out whether this is due to a one-off claim or if it indicates a deficiency in the premiums charged. In the case of the former written rationale as to why a premium deficiency should not be assumed needs to be provided in the notes to the account.

· Where a premium deficiency is assumed, it should be determined in a manner such that the minimum amount being calculated as the excess of the combined ratio over 100% applied on the Unearned Premium Reserve

1.10 The committee reviewing the Accounting Regulations contained in the Securities and Exchange Commission (Insurance) Rules 2002 is considering a proposal to allow determination of the need for a Premium Deficiency Reserve at an aggregate level (i.e., for all classes of business in aggregate). For the time being, however, as per regulation 15 of the existing regulations relating to non-life insurers, such determination has to be made at each class of business level.

1.11 Companies wishing to use more sophisticated methods based on cash flow projections may do so. If any such method is used a brief description of the method; source of data and tools used should be set out in the notes.

2. Impairment of Reinsurance Assets

2.1 Paragraph 20 of IFRS 4 is as follows:

“If a cedant’s reinsurance asset is impaired, the cedant shall reduce its carrying amount accordingly and recognise that impairment loss in profit or loss. A reinsurance asset is impaired if, and only if:

(a) there is objective evidence, as a result of an event that occurred after initial recognition of the reinsurance asset, that the cedant may not receive all amounts due to it under the terms of the contract; and

(b) that event has a reliably measurable impact on the amounts that the cedant will receive from the reinsurer.”

2.2 The above provisions of IFRS 4 simply restates the accounting principle of not recognizing any asset at more than its realizable value. There is no intention to provide guidance on how the determination of an amount receivable from a reinsurer will actually be received or not as this is best left to the judgment of the insurer’s management and a review by its auditors.

2.3 The SECP’s Circular No. 32/2009 dated 27 October, 2009 requires to place at least 80% of their outward treaty cessions with reinsurers rated “A” or above by Standard & Poors with the balance being placed with entities rated at least “BBB”. It is recognized, however that the rating of entities changes with time. An analysis of all reinsurance assets recognized by the rating of the entity (as of the date of approval of the accounts by the Board) from which it is due should, therefore, be provided in the notes as follows:

	Rating
	Amounts Due from Reinsurers
	Reinsurance Recoveries Against Outstanding Claims
	{Other Reinsurance Asset – if any}


	
	
	
	

	A or Above (including PRCL)
	
	
	

	BBB
	
	
	

	Others
	
	
	


3. Process of Determining Assumptions for the Measurement of Insurance Assets and Liabilities

3.1 Paragraph 37 of IFRS 4 is as follows:

“To comply with paragraph 36, an insurer shall disclose:

(a) its accounting policies for insurance contracts and related assets, liabilities, income and expense.

(b) the recognised assets, liabilities, income and expense (and, if it presents its statement of cash flows using the direct method, cash flows) arising from insurance contracts. Furthermore, if the insurer is a cedant, it shall disclose:

(iii) gains and losses recognised in profit or loss on buying reinsurance; and

(iv) if the cedant defers and amortises gains and losses arising on buying reinsurance, the amortisation for the period and the amounts remaining unamortised at the beginning and end of the period.

(c) the process used to determine the assumptions that have the greatest effect on the measurement of the recognised amounts described in (b). When practicable, an insurer shall also give quantified disclosure of those assumptions.

(d) the effect of changes.”

3.2 The IAP had expressed difficulty with 37(c). Therefore, Guidelines are being provided for both 37(c) and 37(d) as below.

3.3 The major elements of the financial statements which relate to insurance contracts which result from the application of an accounting policy or are based on assumptions are as follows:

· Premium revenue

· Reinsurance Premiums

· Outstanding reported claims

· Incurred but not reported claims

· Unearned Premium Reserve (UPR)
· Premium Deficiency Reserve

· Recoveries from reinsurers

3.4 The notes to the financial statements should set out the basis of determining each of these elements.

3.5 In the case of premiums, the notes should describe the process followed for recording and recognition.

3.6 A discussion of UPR, Outstanding Claims (both reported and unreported), Premium Deficiency Reserves and Recoveries from reinsurers has already been given earlier in these guidelines and are not being repeated. A description of the method followed and the process should be given as notes to the accounts.

3.7 With respect to the requirements of 37(c) the main assumptions which need to be addressed relating to that made with respect to the ultimate loss ratio, which would need to be determined in order to determine the premium deficiency reserve as already discussed in the guideline relating to paragraph 15 of IFRS 4. For this purpose the notes should contain a statement setting out the assumed loss ratio for the current and past year, further sub-divided as considered necessary by the Company (i.e., where such sub-divisions would expect to be subject to different levels of losses). Examples of such sub-divisions could be:

· Leased and non-leased motor portfolios

· Geographical locations or type of industry for fire and property classes

· Types of risks (especially for sub-classes of Miscellaneous)

The basis of arriving at the ultimate loss ratio estimate should also be set out, which would usually consist of an historical analysis adjusted for changes in market condition, inflation and changes in premium rates.

3.8 The notes relating to determination of whether a premium deficiency reserve is required or not and, if it is, the basis of determining this, should contain a discussion of how the above analysis has impacted the determination of an eventual loss ratio.

3.9 For the purpose of paragraph 37(d), at a very minimum the impact on the net underwriting results either of the following should be disclosed for each class of business:

· An increase of 10% in the incidence of claims; or

· An increase of 10% in the size of average claims 

4. Nature and Extent of Risks Arising from Insurance Contracts

4.1 Paragraph 39 of IFRS 4 is as follows:

“To comply with paragraph 38, an insurer shall disclose:

(a) its objectives, policies and processes for managing risks arising from insurance contracts and the methods used to manage those risks.

(b) [deleted]

(c) information about insurance risk (both before and after risk mitigation by reinsurance), including information about:

(iv) sensitivity to insurance risk (see paragraph 39A).

(v) concentrations of insurance risk, including a description of how management determines concentrations and a description of the shared characteristic that identifies each concentration (eg type of insured event, geographical area, or currency).

(vi) actual claims compared with previous estimates (ie claims development). The disclosure about claims development shall go back to the period when the earliest material claim arose for which there is still uncertainty about the amount and timing of the claims payments, but need not go back more than ten years. An insurer need not disclose this information for claims for which uncertainty about the amount and timing of claims payments is typically resolved within one year.

(d) information about credit risk, liquidity risk and market risk that paragraphs 31–42 of IFRS 7 would require if the insurance contracts were within the scope of IFRS 7. However:

(iii) an insurer need not provide the maturity analysis required by paragraph 39(a) of IFRS 7 if it discloses information about the estimated timing of the net cash outflows resulting from recognized insurance liabilities instead. This may take the form of an analysis, by estimated timing, of the amounts recognised in the statement of financial position.

(iv) if an insurer uses an alternative method to manage sensitivity to market conditions, such as an embedded value analysis, it may use that sensitivity analysis to meet the requirement in paragraph 40(a) of IFRS 7. Such an insurer shall also provide the disclosures required by paragraph 41 of IFRS 7.

(e) information about exposures to market risk arising from embedded derivatives contained in a host insurance contract if the insurer is not required to, and does not, measure the embedded derivatives at fair value.”
4.2 The IAP expressed difficulty with 39 (c). As 39A provides clarity on 39(c) this is also being commented on in these guidelines.

4.3 Paragraph 39A of IFRS 4  (which is relevant for the purpose of these guidelines) is as follows:

“To comply with paragraph 39(c)(i), an insurer shall disclose either (a) or (b) as follows:

(a) a sensitivity analysis that shows how profit or loss and equity would have been affected if changes in the relevant risk variable that were reasonably possible at the end of the reporting period had occurred; the methods and assumptions used in preparing the sensitivity analysis; and any changes from the previous period in the methods and assumptions used. However, if an insurer uses an alternative method to manage sensitivity to market conditions, such as an embedded value analysis, it may meet this requirement by disclosing that alternative sensitivity analysis and the disclosures required by paragraph 41 of IFRS 7.

(b) qualitative information about sensitivity, and information about those terms and conditions of insurance contracts that have a material effect on the amount, timing and uncertainty of the insurer’s future cash flows.”

4.4 For the purpose of paragraph 39(c)(i) (information regarding sensitivity to insurance risk) the disclosure of the following shall be deemed to be sufficient: 

· The information required for the purpose of paragraph 37(d) , viz., the impact on profit or loss and equity of either:

· an increase of 10% in the incidence of claims; or

· an increase of 10% in the size of average claims. 

· The methods and assumptions used in determining the above sensitivity analysis.

· For the purpose of unexpired risk a description of  the possible impact of changes in market conditions (explaining what changes would have an impact) and inflation (especially, for example, for health insurance).

4.5 With respect to paragraph 39(c)(ii) the following disclosures should be provided:

· A description of parameters on which the company measures concentration of risk. This should at least include the following:

· Multiple risks covered in the same geographical location, describing how a location is defined for different risks. For example for fire risk a particular building or multiple neighbouring buildings may be defined as a single location, whereas for earthquake risk a complete city may be classified as a single location. 

· Multiple risks covered in a single vessel voyage

· A brief description of the reinsurance covers protecting against accumulation of risk.

4.6 With respect to paragraph 39(c)(iii), Appendix is referred.

APPENDIX
GUIDANCE ON DISCLOSURE NOTES IN THE FINANCIAL STATEMENTS

(FOR NON-LIFE INSURERS) 

1. Under the notes to the financial statements – Summary of significant accounting policies add the following policy notes:


Insurance  contracts (IFRS 4 Para 37a)




















Disclose the general terms of the insurance contracts issued by the company indicating the classes of business (motor, health, fire and property, marine, aviation and transport insurance contracts, etc.). Where the company accepts reinsurance inwards indicate the nature of the risks so accepted (also specifically indicating whether these are facultative or treaty acceptances) and how these are classified in the financial statements.


For each type of insurance contract issued by the company, identify the insurance risks which are taken by the company, the types of customers for which such contracts are relevant and the insured events against which compensation is payable.


Also disclose for each type of contract accounting policies and process related to revenue recognition; the recording of liabilities; and recognition of claims incurred (both reported and not reported).

Unexpired Risk - Unearned premium (IFRS 4 Para 37 a) and Premium deficiency (IFRS 4 para 15)









Specify the method followed for determining reserves for unexpired risk under insurance contracts and its two components, viz., the Unearned Premium Reserve and the Premium Deficiency Reserve (liability adequacy test). Also disclose the process followed for such determination and the accounting treatment thereof.


If a premium deficiency reserve is set up for any class of business
, disclose the assumptions used for the eventual loss ratio for that class of business and underwriting year.


Reinsurance contracts held (IFRS 4 para 14, 20 and 37 a and b)

















Disclose the basis on which contracts are classified as reinsurance contracts held and indicate how related assets, liabilities, income and expenses are recognized in the financial statements. 

Indicate the amounts due from other companies and classified as reinsurance assets by the rating of the company from which it is due. Also disclose movements in reinsurance assets (separately for amounts due from claims recoverable and from unexpired reinsurance premiums).

Receivables and payables related to insurance contracts (IFRS 4 para 37 a)


Disclose when such receivables and payables are recognised and the measurement basis thereof. These may include amounts due to and from agents, brokers and insurance contract holders and other insurance companies.
Disclose whether impairment testing has been performed, the criteria used to assess impairment and the accounting treatment in case such impairment exists.

2. The disclosure under the following note in accordance IFRS 4 para 38 and 39 requirements may be made:


CRITICAL ACCOUNTING ESTIMATES AND JUDGMENTS




Disclose that the Company makes estimates and assumptions that affect the reported amounts of assets and liabilities within the next financial year and that such estimates and judgments are continually evaluated based on historical experience and expectations of future events that are believed to be reasonable under the circumstances.


Disclose that the management has exercised its judgment in the process of applying accounting policies.


Disclose the significant estimates made by the company and the basis of such estimation. Also specify the factors subject to uncertainty and the classes of transactions most prone to changes.

3. As required by paragraph 39(c)(iii) of IFRS 4 a claims development table is to be presented in the financial statements. Accordingly, guidance is provided below:


Claim Development








 
Actual claims compared to last four years may be disclosed as follows. If there is still uncertainty about the amount and timing of the claims payments for material claims the disclosure is not required. If there is no change in previous estimates where uncertainty regarding amount of material claim payments do not exist the disclosed balance may not need to be reconciled with the balance reported in the statement of financial position.


An insurer also need not to disclose this information if uncertainty about the amount and timing of claims payments is usually resolved within one year.

	ACCIDENT YEAR 
	2005
	
	2006
	
	2007
	
	2008
	
	Current year 
	

	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Estimate of ultimate claims costs:
	
	
	
	
	
	
	
	
	
	

	At end of accident year 
	
	
	
	
	
	
	
	
	
	

	One year later 
	
	
	
	
	
	
	
	
	
	

	Two years later 
	
	
	
	
	
	
	
	
	
	

	Three years later 
	
	
	
	
	
	
	
	
	
	

	Four years later 
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Current estimate of cumulative claims 
	
	
	
	
	
	
	
	
	
	

	Cumulative payments to date 
	
	
	
	
	
	
	
	
	
	

	Liability recognized in the statement of financial position 
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	


4. As required by paragraph 37, 38 and 39 of IFRS 4 regarding disclosure of  “Management of insurance risk” insurance companies may provide disclosure in the financial statements in accordance with the following guidance:


MANAGEMENT OF INSURANCE RISK 


Specify what is the risk under any insurance contract for e.g. the possibility that the insured event occurs and the uncertainty of the amount of the resulting claim.


Insurance risk









Disclose how the Company manages insurance risks, specifically dealing with its underwriting strategy, reinsurance arrangements and claims handling process.


Disclose the objective of each risk mitigating factor along with the details as to how these mitigating factors are applied to each insurance contract. This information shall include qualitative as well as quantitative criteria used for such risk management.

a) 
For the Frequency and severity of claims





Define factors affecting the frequency and severity of claims, indicating how each factor is dealt with through the management of insurance risk (as described above). The management of concentration risk should specifically be included as a part of this note. 

This should include, in the case of significant classes of business, quantitative data on exposure of the company to specific risks, locations and industry relevant to possible accumulation of losses.

b)
For the Sources of uncertainty in estimation of future claim payments



Disclose the claims recognition criteria (specifying the cost components which are included as claim expense) and the claim settlement mechanism in this respect. Specify the factors that affect the claim liabilities and, for each such factor:

· The impact of the factor on the claims expense

· An indication of the uncertainty surrounding such factor. 


Disclose the criteria for estimation of cost of unpaid claims (both reported and not), the estimation techniques used by the company. Disclose how the techniques are used by the company.


Disclose the process for estimation of IBNR and its provisioning mechanism in detail.

c)
For the Process used to decide on assumptions




Where assumptions are made with respect to determining amounts recognized in the financial statements (especially those related to claims outstanding and unexpired risk), disclose the process used to determine these assumptions which shall, where relevant, include the process followed to arrive at any judgment made by the company’s management. In the case of each separate assumption specify details about the assumptions and the basis on which such assumptions are used by the company.

d)
For the Changes in assumptions






Disclose the changes in assumptions if any, the qualitative and quantitative information in this respect and the monetary impact of such changes on the profit and loss account. Also disclose why such changes in assumptions have been incorporated in the company’s estimation.

e)
For the Sensitivity analysis








In respect of all the variables affecting the estimates reported in the financial statements indicate the impact of any variation in assumptions made.

5. Para 39(d) of IFRS 4 requires disclosure of information about credit risk, liquidity risk and market risk that paragraphs 31-42 of IFRS 7 if the insurance contracts were within the scope of IFRS 7. In this regard the maturity analysis disclosure needs to be in the following form:

Maturity profile of financial assets and liabilities:

	
	
	
	Interest / 

Markup bearing 
	
	Non-interest / 

Non Markup bearing
	
	Total
	

	
	
	
	Maturity up to one 
year
	Maturity after one year
	Sub total
	
	Maturity up to one 
year
	Maturity after one year
	Sub total
	
	
	

	
	
	
	(Rupees in thousand)

	FINANCIAL ASSETS
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	December 31, 200x
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	FINANCIAL LIABILITIES
	
	
	
	
	
	
	
	
	
	

	·  Insurance Contracts –short term

· Less : reinsurance assets held to cover short term insurance contracts
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	December 31, 200x
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	OFF BALANCE SHEET ITEMS
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	December 31, 200x
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	


Long term insurance contracts without fixed terms and with DPF





Change in 





Change in





Change in





Variables





variable





liability 200x





liability 200y





Worsening of mortality and/or morbidity rates for risk policies





 





Improvement of mortality rates for annuities





Worsening of persistency rates for long term individual policies





Increase in expense levels and inflation





 





Decrease in investment returns





level





Trigger 





Variable





Change in 





Decrease in investment returns





 





Increase in expense levels and inflation





Worsening of persistency rates for long term individual policies





Improvement of mortality rates for annuities





 





Worsening of mortality and/or morbidity rates for risk policies





liability 200y





liability 200x





Variables





Change in





Change in





Long term insurance contracts with fixed guaranteed terms








� This should include any prepaid reinsurance premium recognized as an asset or, where the cession is on an original terms basis for long term life policies, any reserve held by the reinsurer which has been recognized as an asset when determining policyholder liabilities.


� The Accounting Regulations forming part of the SEC (Insurance) Rules 2002 – regulation 15 – requires determination of the premium deficiency reserve at a class of business level. This may be reviewed when the Accounting Regulations are revised.


� This should include any prepaid reinsurance premium recognized as an asset.


� The Accounting Regulations forming part of the SEC (Insurance) Rules 2002 – regulation 15 – requires determination of the premium deficiency reserve at a class of business level. This may be reviewed when the Accounting Regulations are revised.





