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CMP Upgrade 2019/20 
Subject SA2 

CMP Upgrade 

This CMP Upgrade lists the changes to the Syllabus objectives, Core Reading and the ActEd 
material since last year that might realistically affect your chance of success in the exam.  It is 
produced so that you can manually amend your 2019 CMP to make it suitable for study for the 
2020 exams.  It includes replacement pages and additional pages where appropriate.  
Alternatively, you can buy a full set of up-to-date Course Notes / CMP at a significantly reduced 
price if you have previously bought the full-price Course Notes / CMP in this subject.  Please see 
our 2020 Student Brochure for more details. 

This CMP Upgrade contains: 

 all significant changes to the Syllabus objectives and Core Reading 

 additional changes to the ActEd Course Notes and Assignments that will make them suitable 
for study for the 2020 exams. 
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1 Changes to the Syllabus objectives 

There were no changes to the syllabus objectives.  
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2 Changes to the Core Reading  

This section contains all the non-trivial changes to the Core Reading.  

Chapter 2 

Section 1.3 

The first sentence of the seventh Core Reading paragraph in this section (page 7) has been 
amended as follows: 

Where the legislation allows it, increased investment choice and flexibility within a personal 
pension can be very attractive for investment aware policyholders. 

Chapter 4 

Section 1.3 

The fourth Core Reading paragraph (page 8) has been amended to: 

Current expectations are that global growth will be positive but low over 2019 and 2020 in 
advanced markets.  Growth in real GDP is expected to be: 

 for USA – around 2% 

 for the EU area – around 1.5% 

 for Japan – <1%. 

Aggregate emerging market growth is forecast to be materially higher at 4.9% annually over the 
next two years. 

The fifth Core Reading paragraph has been replaced with the following three paragraphs: 

These differences in economic growth are expected to lead to considerable differences in global 
life premium increases over this period. 

It is estimated that global life insurance premiums will have grown by 1.6% in real terms in 
2018, which is slightly slower than the average annual growth rate of the last five years.  The 
reason for this is a contraction in life premiums in China. 

It is forecast that emerging market premium growth will accelerate to around 9% annually over 
2019/20.  Advanced market life premiums are expected to remain stable at current levels. 

The table of real premium income growth has been amended to: 

 2012 – 2017 2018 (forecast) 2019 (forecast) 

Advanced markets 1.5% 1.7% 1.7% 

Emerging markets 10.0% 1.3% 9.0% 

World 2.0% 1.6% 2.5% 

Source: Swiss Re Economic Research & Consulting 
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Section 3 

The phrase ‘core business’ has been added to the end of the final paragraph on page 28. 

Chapter 6 

All references to dates in 2017 and 2018 have been updated to refer to 2019. 

Section 3.1 

The beginning of the first paragraph on page 9 has been amended as follows: 

Pensions in the UK have been subject to significant change in recent years.  Employer schemes 
have shifted from having a high proportion of defined benefit pension schemes (where the 
employer was responsible for providing a pension, often based on a percentage of the 
employee’s earnings and length of service) towards having a much greater proportion of 
defined contribution schemes.   
 
The third Core Reading paragraph has been amended to: 

The main features of the pension tax regime are as follows: 

Section 3.2 

The paragraph beginning with ‘The Scottish Parliament…’ on page 10 has been amended to: 

The Scottish Parliament can now set different tax rates for Scottish taxpayers.  Insurance 
companies need to be prepared to handle claims for different rates of basic rate tax relief for 
Scottish and non-Scottish taxpayers should the rates differ.  Knowledge of the issues arising 
from this are not required for Subject SA2. 
 
Section 3.3 

The first Core Reading paragraph on page 12 has been replaced with the following shorter 
paragraph: 

This limit, which is termed the ‘lifetime allowance’, is £1.055m for the tax year commencing 
April 2019.   

Chapter 7 

Section 2 

The Core Reading has been updated to refer to March 2019. 

Section 5 

The Core Reading has been updated to refer to April 2019. 
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Chapter 9 

Section 5 

The first sentence of the first Core Reading paragraph on page 17 has been amended to: 

In many jurisdictions, regulations will set out how much of its funds a company can legally 
transfer out of its business.   

Section 6.2 

The final Core Reading paragraph on page 18 has been extended to include the following 
sentence: 

In similar jurisdictions, the approving body may not be the Court.   

Section 8.5 

In the third paragraph of Section 8.5, the Core Reading has been updated to reflect that the SAM 
framework was implemented on 1 July 2018.  

Chapter 10 

Section 4.3 

The first Core Reading paragraph in this section (on page 12) has been extended by the following: 

The following are examples of the responsibilities of the Chief Actuary, With-Profits Actuary and 
Appropriate Actuary in the UK under Solvency II. 

Chapter 11 

Section 3.1 

The first Core Reading paragraph on page 15 has been amended to: 

When calculating the SCR, undertakings may replace the prescribed parameters within the 
standard formula by parameters specific to the insurer, if the standard formula does not 
provide an appropriate representation of the insurer’s underlying risks. 
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Chapter 13 

Section 4 

The second Core Reading paragraph on page 9 has been amended as follows: 

For example, the Financial Reporting Council (FRC) in the UK is responsible for setting standards 
for accounting, auditing and actuarial work.  The FRC has provided guidance with respect to all 
technical actuarial work within the scope of TAS 200 concerning with-profits life insurance 
policies.  The guidance states that ‘Communications for work that requires projecting cashflows 
under alternative scenarios shall describe how any changes in the assumptions about the 
exercise of discretion in the alternative scenarios considered are consistent with the fair 
treatment of the policyholders affected.’ 

Chapter 15 

Section 3.2  

The final sentence of the third Core Reading paragraph of this section (on page 7), starting with 
‘In markets where…’, has been deleted. 

Chapter 17 

Section 1.1  

The first Core Reading paragraph on page 3 has been amended to: 

It is common for a life insurance company to be required by law to provide detailed regular 
reporting to its local regulator, and statutory accounts directly to a government department.  

Sections 2.5 and 2.6  

On page 16, the sections Accounting for investment contracts and Accounting for financial 
instruments have been amended significantly.  Replacement pages are attached. 

Chapter 18 

Section 2  

The last sentence of the first Core Reading paragraph on page 5 has been extended as follows: 

Examples of these standards are European Embedded Value (EEV) Principles and Market 
Consistent Embedded Value (MCEV) Principles (© Stichting CFO Forum Foundation 2008). 
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Section 4.2 

The second Core Reading paragraph on page 20 has been amended as follows: 

For example, this may be due to changes in the methodology used to determine the period over 
which the margins and capital requirements are released, or to the parameters used to 
determine the period over which the margins and capital requirements are released, or to the 
parameters used to determine the related frictional costs. 

Chapter 25 (Glossary) 

Section 1 

The following definition has been added to the Core Reading: 

Appraisal Value* 

The appraisal value of a proprietary life insurance company is the sum of the embedded value 
of the company and the value to its shareholders of the future profits they expect to receive 
from future new business.  The latter part of the appraisal value is often referred to as the 
‘goodwill’ value of the company. 

The following definition has been amended as follows: 

Chief Actuary* 

A Chief Actuary is an example of a statutory actuarial role.  See Statutory actuarial roles for 
more detail. 

In the UK under Solvency II there is a statutory requirement for a life insurance company to 
have a Chief Actuary.  In the UK, Chief Actuaries to Solvency II firms must hold a Chief Actuary 
(Life) Practising Certificate issued by the IFoA. 

The particular statutory roles and responsibilities of the Chief Actuary under Solvency II are 
covered in the Solvency assessment (1) chapter. 

The following definition has been added to the Core Reading: 

Qualifying life insurance policy* 

In the UK, life insurance policies with certain features are classed as qualifying policies. This 
means that policyholders holding these policies do not pay any further income tax on what 
would otherwise be a chargeable event.  This is because the I minus E tax basis is deemed to 
satisfy any tax liability.  Qualifying policies used to be very common in the UK, but they are now 
less commonly sold as new business for various reasons, including a limit on annual premium to 
qualify. 
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In the definition of Statutory actuarial roles, the third sentence has been replaced by the 
following:  

For example, in the European Union under Solvency II there is a statutory requirement to have 
an individual looking after the actuarial function with sufficient knowledge and experience to 
carry out that role.  In the UK it is referred to as the Chief Actuary, but in other EU countries it 
may be called something else. 

In the definition of With-Profits Actuary, the phrase ‘In the UK’ has been added at the start of the 
second paragraph.   
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3 Changes to the ActEd material 

This section contains all the non-trivial changes to the ActEd text.  

Chapter 2 

Section 2.1 

The final ActEd paragraph on page 8 has been amended to: 

Auto-enrolment is also present in other parts of the world and is becoming more common as the 
World Bank is actively encouraging individuals to make adequate provision for their own 
retirement.  Australia was one of the first countries to adopt the auto-enrolment system, with 
mandatory contributions rising from an initial rate of 3% to an expected target level of 12% by 
2025. 

Section 7.2 

The first ActEd paragraph in this section (page 24) has been amended to refer to the 2018 market, 
replacing ‘£3bn’ with ‘£3.6bn, a 20% increase on the year before.’ 

Chapter 3 

Section 1.2 

The first ActEd paragraph on page 4 has been deleted. 

The chart of the changes in the FTSE 100 on page 6 has been extended to include year 2018.  

The following ActEd paragraph has been added under the fifth ActEd paragraph on page 7: 

According to the Association of British Insurers (ABI), the number of with-profits policies held by 
ABI members fell from 5.2m in 2012 to 2.5m in 2017. 

Section 1.3 

The following ActEd paragraph has been added below the first Core Reading paragraph on page 
12: 

Single premium policies are often referred to as ‘single premium bonds’, a type of investment 
bond.   
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Chapter 4 

Section 1.3 

The following paragraph replaces the first ActEd paragraph on page 8 and is inserted below the 
new Core Reading paragraph which starts with ‘It is estimated that…’: 

This can be seen in the table below, where the forecast for real premium income growth for life 
insurance in emerging markets in 2018 dropped drastically to 1.3%. 

The ActEd paragraph below the table of inforce premium has been updated as follows: 

The table is for information only and students would not be expected to learn exact figures.  The 
key point is that, apart from 2018 where China’s influence resulted in a significant drop in 
premium forecast, premium growth has been expected to be much higher in emerging markets 
than in the so-called advanced markets over the last seven years. 

Section 1.7 

The phrase ‘, and life expectancy in the UK has stopped improving for some age groups in some 
areas.’ has been added to the second ActEd paragraph under the second bullet point on page 14. 

The first ActEd paragraph on page 15 has been amended to reflect the current UK Bank of England 
base rate, ie updated to 0.75% from 0.5%. 

Similarly, the subsequent ActEd paragraph has been updated to reflect the current USA federal 
funds rate, ie updated to 2.5% from 1.5%. 

Section 2.8 

The following ActEd paragraph has been added below the final ActEd paragraph on page 22: 

Advances in technology are changing consumers’ expectations of insurance and the digital market 
enables insurtech start-ups to bring new technology and products to market faster and better to 
meet these emerging consumer needs.  

Section 2.9 

The following ActEd paragraph has been added below the second ActEd paragraph on page 24: 

In the USA, insurance intermediaries remain the most commonly used channel amongst life 
insurance companies. 

Section 4.2 

The final ActEd paragraph on page 29 has been expanded to include the following: 

These rules have now been relaxed and the China Banking and Insurance Regulatory Commission 
(CBIRC) has issued new rules with the aim of enhancing competitiveness for the insurance 
industry.  Chinese M&A activity is also expected to increase due to relaxing of the foreign 
ownership rules, including allowing foreign insurance group companies to invest in and establish 
insurance companies in China.    
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Chapter 5 

Practice questions and solutions 

The solution for practice question 5.3 has been amended for the sections under the heading 
Anti-selection and New business volume as follows: 

Anti-selection 

There is also the risk of anti-selection.   

The averaged annuity rate will appear relatively more attractive to females than to males.   

Hence, it is more likely that females will buy the product under gender-neutral pricing than 
previously (under gender-specific pricing), and vice versa for males.  

The company has to include an estimation of this selection effect when setting its averaged rates 
– and there is a risk that this estimate is incorrect.  

New business volume 

Many males may now decide not to purchase the product, but there may not be an equivalent 
increase in new business from females.  

Thus, overall, there is a risk that the new business volume may fall.   

The company will need to load higher risk or contingency margins into the annuity rates due to 
uncertainty over the new business mix.   

If these margins are high, there is even greater risk that the company will sell significantly lower 
overall new business volumes.   

It will therefore be more difficult to cover fixed costs.   

Chapter 7 

Section 4.1 

Within the second ActEd paragraph, the reference to April 2018 has been updated to refer to 
April 2019. 

Section 5.2 

The question on page 15 has been amended as follows: 

Unrealised gains on equities and property are not taxed. 

Discuss whether this means that equity and property investments, which generally give much of 
their return through capital gains, are more tax-efficient investments for the BLAGAB fund than 
bonds. 
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The final paragraph of the solution has been replaced with: 

Also, income on equities is not included in the ‘I’ part of the BLAGAB tax calculation.  

Section 6.2 

The following ActEd paragraph has been added below the Core Reading paragraph, on page 20, 
which begins with ‘The BLAGAB trade profit…’: 

There are additional tax rules on how this deduction is determined, to avoid the calculation being 
circular, but knowledge of the approximation used would not be required for SA2. 

Section 7 (Appendix) 

The ActEd paragraph above the computation table on page 26 has been extended as follows: 

This table is part of the Core Reading.  You may notice that there is circularity in the calculation, ie 
the policyholder tax of £10m in Calculation 1 depends on the total taxable profit, which depends 
on the result of Calculation 1.  It will therefore, in practice, require iteration / approximation.  

Chapter 9 

Section 8.3 

The following ActEd paragraph has been added to the end of Section 8.3 on page 25: 

In April 2018, China’s banking and insurance regulators merged to form the China Banking and 
Insurance Regulatory Commission (CBIRC) with an aim to resolve problems such as unclear 
responsibilities and cross-regulation.   

Chapter 10 

Section 5.3 

The following ActEd paragraph has been added to the end of the Overview section on page 18: 

As was noted in the previous chapter on regulation, from April 2018, China’s banking and 
insurance regulators merged to form CBIRC.   

Practice questions and solutions 

The following new question has been added: 

Compare the approach taken to solvency assessment in Australia with the approach taken in the 
UK.      

The changes made to the solutions can be found in the replacement pages attached. 
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Chapter 11 

Section 2.1 

The table on page 9 showing the risk-free discount rates published by EIOPA has been updated to 
reflect the term structure as at April 2019.  

The risk-free discount rates can be found on the EIOPA website at: 

https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-
free-interest-rate-term-structures 

Chapter 12 

Section 2.5 

The link at the bottom of page 6 has been updated to: 

https://www.actuaries.org.uk/upholding-standards/standards-and-guidance/non-mandatory-
guidance 

Chapter 13 

Section 3.3 

The following ActEd paragraph has been added to the end of the ‘South Africa’ section on page 7: 

The TCF approach proposed for South Africa explicitly incorporates lessons learnt from the UK 
experience.  For example, it was noted that the most common breaches of the UK requirements 
to treat customers fairly were in relation to Outcomes 2 and 4.  Hence, emphasis was placed on 
requiring companies to ensure that products are suitable for the particular customer and that 
adequate sales procedures with appropriate advice are being followed.  Sufficient documentation 
during the product design process and customer checklists during the sales process are 
fundamental to ensure compliance.   

Chapter 17 

Section 2.4 

The following ActEd paragraph has been added below the first Core reading paragraph on page 
12:  

In November 2018, the IASB proposed to postpone the IFRS 17 effective date to 1 January 2022. 

Section 2.6 

Replacement pages are attached. 
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Summary 

The summary has been updated to reflect the update to Section 2.6 (Accounting for financial 
instruments).  Replacement pages are attached.  

Practice questions and solutions 

The following new question has been added: 

Contrast the accounting treatment of financial instruments under IAS 39 and IFRS 9. 

The solution can be found in the replacement pages attached. 

Chapter 21 

Section 1  

The third ActEd paragraph on page 3 has been amended as follows: 

With-profits business accounted for 42% of total UK life insurance new business in 1985.  New 
with-profits business premium dropped by almost 70% from £2.5 billion in 2001 to around 
£800  million in 2015.  In 2016, it was observed that there were only six providers in the UK 
seeking new with-profits business.   

Chapter 22 

Section 5.3 

The question at the bottom of page 15 has been extended as follows: 

Explain the different possibilities for who will lose out if anti-selective surrenders occur from a 
proprietary company writing unit-linked business, where the surrender values paid are based on 
the preceding day’s unit price and the underlying value of assets has fallen. 

The following paragraph has been inserted at the beginning of the solution: 

Who loses out depends on the amount that is taken out of the unit-linked fund in respect of the 
surrenders. 

Chapter 24 

Section 6 

The first bullet point has been extended as follows: 

 past exam questions – papers and reports are available from the profession’s website 
www.actuaries.org.uk and relevant questions from the more recent exam sessions (other 
than 2018) are covered by ASET. 
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4 Changes to the X Assignments 

There were no material changes to the X Assignments.  
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5 Other tuition services 

In addition to the CMP you might find the following services helpful with your study. 

5.1 Study material 

We also offer the following study material in Subject SA2: 

 Flashcards 

 ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

 Mock Exam and AMP (Additional Mock Pack). 

For further details on ActEd’s study materials, please refer to the 2020 Student Brochure, which is 
available from the ActEd website at www.ActEd.co.uk. 

5.2 Tutorials 

We offer the following (face-to-face and/or online) tutorials in Subject SA2: 

 a set of Regular Tutorials (lasting three full days)  

 a Block (or Split Block) Tutorial (lasting three full days). 

For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which is available 
from the ActEd website at www.ActEd.co.uk. 

5.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by ActEd.  When 
marking your scripts, we aim to provide specific advice to improve your chances of success in the 
exam and to return your scripts as quickly as possible. 

For further details on ActEd’s marking services, please refer to the 2020 Student Brochure, which 
is available from the ActEd website at www.ActEd.co.uk. 

5.4 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain sections of 
the notes or particular questions) or general suggestions about how we can improve the study 
material.  We will incorporate as many of your suggestions as we can when we update the course 
material each year. 

If you have any comments on this course please send them by email to SA2@bpp.com. 
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Performance management metrics: these may have already measured and rewarded good risk 
management and capital efficient strategies, rather than just high return / business volumes 
strategies.  The incentive to develop these types of more sophisticated performance 
measurement tools will have increased with Solvency II.  [1] 

Product development is likely to have been affected.  For example, the optimal product mix might 
now be different (for example due to increases / decreases in capital intensiveness of different 
product lines and the interaction between them, eg diversification benefits in the SCR). [1] 

Different product design features within individual products may also have become more or less 
capital intensive.  [½] 

Pricing models should reflect the Solvency II technical provisions and SCR in their projected 
cashflows (rather than the previous Solvency I). [1] 

Investments: Solvency II is likely to have impacted the optimal asset mix for the company, since 
some asset classes will have become relatively more attractive as a result of their lower capital 
requirements.   [1] 

The availability, or otherwise, of risk diversification benefits may also have affected corporate 
structures and generated merger and acquisition activity.  Examples include diversifying 
business, eg by geographical location and by product type.  [1] 

The strain on capital caused to some companies by Solvency II may have resulted in blocks of 
business being available at attractive prices.  [½] 

Management information will have changed, to align Solvency II metrics with the business and 
strategic decision-making process.  [1] 

External disclosures will have changed, and in general are likely to have increased, so there may 
have been an impact on the company’s share price.  [1] 

Communication with analysts will be important in managing this impact.  [½] 
 [Maximum 11] 

10.4 Solvency assessment between Australia and the UK  

Similarities 

In both countries, the prudential regulator takes a risk-based approach to supervision over the 
solvency capital requirements.  [½] 

In the UK, this is the Prudential Regulation Authority (PRA). [½] 

In Australia, the Australian Prudential Regulation Authority (APRA) is responsible. [½] 

Similar to the Solvency II, a revised capital standard (LAGIC) was introduced in Australia to ensure 
that insurance companies’ capital requirements are more sensitive to the risks taken.  [½] 

Both regimes take a three pillars approach.  [½] 

Pillar 1 under both approaches covers the quantitative capital requirements. [½] 
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This is the Solvency Capital Requirement (SCR) in the UK and the Prescribed Capital Amount (PCA) 
in Australia. [½] 

Both of the above are defined as the capital required to cover the 99.5% Value-at-Risk over a one 
year period.  [½] 

Both can be calculated using either a standard method or an internal model which must be 
approved by the prudential regulator. [1] 

Both Solvency II and LAGIC contain additional pillars to cover the requirements for good risk 
management and governance, and regular disclosures by the insurer. [1] 

LAGIC includes an ‘individual capital adequacy assessment’ report, which is similar to the ORSA 
under Solvency II.  [1] 

Differences 

The solvency capital requirement regime applicable in the UK is called Solvency II, the regime 
applicable in Australia is called LAGIC. 

The component modules of the capital requirement calculations differ slightly between the two 
regimes. [½] 

Although both the PRA and the APRA may add on additional capital if they felt that the capital 
model chosen did not produce appropriate capital requirements for the company, with the APRA, 
the adjustment may be a decrease in required capital. [1] 
 [Maximum 5] 
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Another IFRS principle is that profitable and unprofitable contracts should not be offset.  
Under IFRS 17, each policy should be categorised as one of: 

 loss-making at inception

 profitable with no significant risk of making a loss

 any other profitable contracts.

The last categorisation is referring to policies which are profitable at inception but become 
loss-making or have a significant risk of making a loss. 

When contracts make a loss, that loss is incurred immediately, and when contracts make a 
profit, the profit will be earned over the term of those contracts.  This is deliberately 
asymmetric.  It is not yet clear how the insurer will manage the third category of contracts 
(those that may incur losses over time), but it is likely to require a significant change in 
systems and processes. 

VFA 

The Variable Fee Approach (VFA) is a different calculation to that of the BBA, but the 
objectives are the same.  Subject to the constraints mentioned earlier, the VFA may be used 
for unit-linked, with-profits or other contracts in which the fulfilment cashflows vary in line 
with a pool of assets. 

The ‘variable fee’ element represents the fee payable to the insurer, which also varies in line 
with the value of the pool of assets.  Since the variable fee is a transfer of funds within the 
insurer, rather than a cashflow, it is not part of the fulfilment cashflows and so not part of 
the BEL.  The concepts of RA and CSM also apply to the VFA.   

A key difference between the BBA and the VFA concerns the discount rate.  For the VFA, 
the discount rate is calculated with reference to the pool of assets, and the CSM is unlocked 
at each future period to absorb the change in the value of BEL and RA as a result of the 
change in the discount rate.  Under the BBA, the discount rate is based on market 
observable data, and the CSM is not unlocked when the discount rate changes. 

For example if the discount rate increases, the BEL and RA will fall.  Under the BBA approach, 
similar to Solvency II, this will create a release of profits (which will be shown in the profit and loss 
statement (P&L) or income statement).  In contrast, under the VFA approach, this profit release 
will get absorbed by the CSM (ie the CSM will be increased by the same amount) and will only be 
released as the CSM unwinds. 

Disclosures 

The standard also describes the various disclosures, including: 

 the insurance revenue earned

 insurance service expenses incurred

 insurance finance income and expenses.
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2.5 Accounting for investment contracts 

The cashflows arising under unit-linked investment contracts are separated into an 
investment management services component, measured in accordance with IAS 18 
Revenue, and a financial instrument component, measured in accordance with IFRS 9 as 
described below.   

In practice, this means that the accounting for these contracts differs from the accounting 
for unit-linked insurance contracts. 

For unit-linked investment contracts, the financial instruments are the assets backing the unit 
fund (including any options and guarantees) and the investment management services 
component would contain any annual management charges, bid / offer spreads, surrender 
penalties, etc, as well as the costs incurred in managing the unit-linked contract. 

2.6 Accounting for financial instruments 

Accounting for financial instruments is currently contained in IFRS 9 (which replaced the 
earlier IFRS for financial instruments, IAS 39 Financial Instruments: Recognition and 
Measurement, in 2018). 

Entities whose business is predominantly insurance may be able to defer adoption of IFRS 9 until 
the effective date of IFRS 17 for insurance contracts.   

Previously, under IAS 39, all financial assets were measured at fair value at initial 
recognition.  Subsequent to initial recognition, the measurement and presentation of 
movements in the value of a financial asset depended on the classification of the financial 
asset. 

For example, assets categorised as ‘available for sale’ continued to be measured at fair value 
whereas those categorised as ‘held to maturity’ were measured at amortised cost. 

The default measurement under IAS 39 was that changes in fair value were recognised in 
profit and loss as they arose (‘FVPL’) for some types of financial asset, and other financial 
assets were measured at amortised cost or fair value through other comprehensive income 
(‘FVOCI’).   

FVPL stands for ‘fair value through profit and loss’. 

The ‘other comprehensive income’ is referring to items of revenue that are not recognised as 
profit or loss in the IFRS accounts, for example some types of unrealised gains and losses. 

Under IFRS 9 the default measurement is FVPL, unless restrictive criteria are met for 
classifying and measuring the asset at either amortised cost or FVOCI. 

The IFRS 9 model is potentially simpler as more types of financial asset will be measured at 
FVPL than was the case under IAS 39.  For example, the default measurement under IAS 39 
for non-trading assets was FVOCI, but under IFRS 9 it will be FVPL. 

It is potentially simpler because the majority of financial assets under IFRS 9 will be measured at 
FVPL. 

Non-trading assets are long-term investments which are not bought for selling in the short-term, 
eg building and machinery investments. 
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The impact on profit on loss of moving to IFRS 9 will depend on the financial assets held by 
a company.  For some companies the move to IFRS 9 could produce similar results to 
IAS 39.  For companies where more financial assets will be measured under IFRS 9 at fair 
value, with changes in fair value recognised in profit and loss as they arise, IFRS 9 could 
lead to more income statement volatility for the company than was the case under IAS 39. 

This increase in volatility from recognising an asset as FVPL as opposed to FVOCI is due to 
recognising the change in the fair / market value of the asset at each reporting period as opposed 
to using a constant factor to write down the asset, ie amortisation.  For example, derivatives, 
which can be extremely volatile in value, are recognised as FVPL under IFRS 9 but may have been 
recognised at amortised cost under IAS 39. 

Further differences (that are beyond the scope of SA2) are that under IFRS 9: 

 There is likely to be earlier recognition of impairment losses on loans and 
receivables. 

 A new criteria for a less complex approach to hedge accounting has been 
introduced. 

 There are significant new disclosure requirements. 
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Chapter 17 Summary 

IFRS 

The IFRS standards (produced by the IASB) are the most widely adopted accounting 
standards in the world.  EU regulations require that all listed companies use them when 
preparing their consolidated financial statements. 

The main IFRS standards of particular interest to life insurance companies are: 

 IAS 1 Presentation of Financial Statements 

 IFRS 4 Insurance Contracts, to be replaced by IFRS 17 Insurance Contracts 

 IFRS 9 Financial Instruments, which replaced IAS 39 Financial Instruments: 
Recognition and Measurement 

 IFRS 7 Financial Instruments: Disclosures. 

The IFRS accounting standards are principles-based.  Fair representation, going concern, 
accruals based, comparability, compliance, reporting period, understandability and offsetting 
are the main principles underlying the standard. 

IFRS 4 Insurance Contracts 

IFRS 4 (Phase I of the IASB accounting project) took effect from 1 January 2005 and was an 
interim measure before the completion of Phase II of the project.  It permits insurers to 
continue to use local accounting standards, provided they meet minimum requirements. 

IFRS 4 applies to contracts that meet the definition of an insurance contract and financial 
instruments with a discretionary participation feature (with-profits business).   

The main criticisms of IFRS 4 concerned the sensitivity of profits to reserving assumptions, 
the lack of comparability of different life insurance companies and the early recognition of 
premiums and profits for long-term contracts. 

IFRS 17 Insurance Contracts 

IFRS 17 (Phase II of the IASB accounting project) was agreed in May 2017 and will take effect 
from 1 January 2021 (since extended to 1 January 2022).  This phase addresses the above 
criticisms.  The standard describes three valuation methods, the most relevant of which to 
life insurance are: 

 the Building Block Approach (BBA) – which has four liability components: 

– the fulfilment cashflows 

– the time value of money 

– the risk adjustment (RA)  

– the contractual service margin (CSM). 

 the Variable Fee Approach (VFA) – which may be used for contracts in which the 
cashflows vary in line with the value of a pool of assets (eg unit-linked, with-profits).  
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Accounting for investment contracts 

The cashflows arising under unit-linked investment contracts are separated into an 
investment management services component, measured in accordance with IAS 18 Revenue, 
and a financial instrument component, measured in accordance with IFRS 9 Financial 
Instruments. 

Accounting for financial instruments 

Accounting for financial instruments is contained in IFRS 9 Financial Instruments.  The impact 
on profit and loss of moving to IFRS 9 will depend on the financial assets held by the 
company.  For companies where more financial assets will be measured under IFRS 9 at fair 
value, with changes in fair value recognised in profit and loss as they arise, there could be 
greater income statement volatility.  

US GAAP 

US GAAP is the set of generally accepted accounting principles adopted by the US Securities 
and Exchange Commission (SEC).  Its literature is developed by many different organisations 
with the primary body of guidance for the life insurance actuarial and accounting work being 
produced by the Financial Accounting Standards Board (FASB).   

US GAAP is largely principles-based, with some differences from and some similarities to 
IFRS. 

The main underlying principles are: 

 fair presentation 

 going concern 

 compliance 

 historical cost 

 revenue recognition 

 matching 

 full disclosure 

 objectivity 

 consistency 

 offsetting. 
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Chapter 17 Solutions 

17.1 Even though it is not required by law, companies may still choose to adopt a particular accounting 
standard so that they may be listed on a stock exchange or otherwise attract investors. 

17.2 Initial CSM 

When a contract is written, an initial CSM is set up which results in a zero profit at that point. [1] 

This is done by setting the CSM to be equal to the initial premium minus initial expenses, minus 
the sum of the best estimate liability and risk adjustment (RA) liability components. [1]  

Without the CSM, the profit loadings expected to arise over the term of the contract (in excess of 
the RA) would be capitalised at inception. [1] 

This would result in significant profits being reported when new business is written.  [½] 

Instead, the profit loadings are released smoothly over the policy term.  [½] 

This is done by writing the CSM down gradually (ie releasing it) over the policy term.  [½] 

However, if there is a loss on the contract, this is recognised immediately … [½] 

… because the CSM cannot be negative.  [½] 

Hence losses are not smoothed over the policy term.  [½] 

Assumption changes and experience 

The CSM also smooths profit emergence through its absorption of assumption changes.  [½] 

If non-economic assumptions used to determine the best estimate liability are amended 
(eg mortality, expenses), the resultant change in liability is added or deducted to the CSM so that 
the total liability (best estimate liability + RA + CSM) is unchanged. [1] 

However, if the CSM is not large enough to absorb an increase in BEL and RA due to a 
non-economic assumption change, the shortfall will be recognised immediately as a loss.  [½] 

The CSM does not absorb or smooth out the direct impact on profit arising of actual experience 
differing from that expected.  [½] 

It also is not adjusted for economic assumption changes, eg discount rates, under the Building 
Block Approach.   [½] 

However, under the Variable Fee Approach (applicable to unit-linked and with-profits business), 
the CSM is ‘unlocked’ at each future period to absorb the change in the value of the best estimate 
liability + RA as a result of a discount rate change.  [1] 

This smooths out the impact of the discount rate change, by releasing any profit difference only as 
the CSM unwinds.  [½] 
    [Maximum 7] 
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17.3 IFRS 9 vs IAS 39 

Measurement 

Subsequent to initial recognition, financial assets were measured under IAS 39 in accordance with 
their classification, eg ‘fair value through profit and loss’ (FVPL), amortised cost or ‘fair value 
through other comprehensive income’ (FVOCI). 

Under IFRS 9, the default measurement is ‘fair value through profit and loss’ (FVPL), ie changes in 
fair value are recognised in profit and loss as they arise. 

Only if certain restrictive criteria are met can assets be measured at amortised cost or FVOCI. 

Hence more types of financial asset are measured at FVPL under IFRS 9 than was the case under 
IAS 39. 

This potentially leads to greater income volatility in the accounts. 

Other 

There is likely to be earlier recognition of impairment losses on loans and receivables under 
IFRS 9. 

A new criteria for hedge accounting has been introduced under IFRS 9. 

There are different disclosure requirements. 

17.4 US GAAP – main principles 

Fair presentation 

Financial statements must ‘present fairly’ the financial position, financial performance and 
cashflows of an entity.   

Going concern 

The financial statements are normally prepared on a going-concern basis, unless liquidation is 
imminent.    

Compliance 

An entity that claims compliance with US GAAP must comply with all requirements of US GAAP.  

Historical cost 

Companies should value assets and liabilities at ‘acquisition cost’ rather than at fair market 
value.     

Revenue recognition 

Companies should record revenue when it is earned rather than when it is received.  

Losses must be recognised when they become probable, whether or not they have actually yet 
occurred.    
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Matching 

Expenses should be matched with revenues wherever it is reasonable to do so.   

Expenses are not recognised when they are incurred, but when the work undertaken (or product 
produced) makes its contribution to revenue.  

Only if there is no connection with revenue can expenses be charged to the current period.  

Full disclosure 

Information disclosed should be sufficient to make a judgement, …  

… whilst keeping the costs of preparation and use of that information reasonable.  

Objectivity 

Information should be factual and verifiable as far as possible.  

Consistency 

Information should be presented consistently from period to period.  

Offsetting 

Assets and liabilities, and income and expenses, may generally not be offset. 

17.5 (i) Reliability 

The financial standards explain that an accounting policy is reliable if: 

 it provides a faithful representation of the entity’s financial position, financial 
performance and cashflows [1] 

 it reflects the economic substance of transactions, other events and conditions, and not 
merely their legal form [1] 

 it is neutral and free from bias [½] 

 it is prudent  [½] 

 it is complete in all material respects. [½] 
 [Maximum 2] 

(ii) Continue using Solvency I methodology 

The company may have employed all of its resources to gain approval for its internal model and 
complete the move to the Solvency II regime … [½] 

… and so may chose not to adopt this voluntary change in IFRS reporting methodology. [½] 

The company may still be acquiring knowledge of the Solvency II regime and, in particular, of how 
its position may change from year to year. [½] 
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It may be reluctant to publish until it has a clearer view on this and on how to optimise its 
business.   [½] 

Continuing to publish results on the same basis as previously presents the market with a 
consistent series of results on which to judge a firm’s performance, … [½] 

… and this consistency may be particularly valuable given the change in the solvency reporting 
regime.    [½] 

Switching to a methodology based on the Solvency II balance sheet would lead to two switches 
being required, as a firm would still need to move to IFRS Phase II when it is implemented. [1] 

This would require significant additional work, including communication with shareholders and 
analysts.   [½] 

It is also likely that the timeframes required to complete the financial accounts, under IFRS 17, will 
be different from those of Solvency II, which may require adjustment to the actuarial models. [1] 

This may be, for example, due to the the granularity of the model output needed to support the 
CSM calculation.  [½] 

Move to Solvency II methodology 

Although there are differences, IFRS 17 is more aligned with Solvency II than Solvency I. [½] 

For example, both IFRS 17 and Solvency II involve best estimate cashflow projections and risk 
margin calculations.  [½] 

It may be cost effective to leverage the expertise acquired and the upgraded systems, from the 
Solvency II internal model approval process, to produce both supervisory reports and statutory 
accounts.   [1] 

The company may have employed external contractors to help with Solvency II implementation 
and may have sought their advice and expertise at the same time with respect to IFRS 17. [½] 

By basing its accounting policies on Solvency II methodology, the company will be making changes 
to its accounting system.  This along with Solvency II implementation will result in a 
comprehensive review of its finance and actuarial systems strategy. [1] 

Alternative approach 

Alternatively, the company could move straight from Solvency I methodology to early adoption of 
IFRS 17.    [½] 

This is feasible since the final standard has been published.  [½] 

It will avoid the company having to make an additional set of system changes nearer to the 
IFRS 17 implementation date.  [½] 

However, interpretation of some of the details of the standard remains under discussion and 
there is as yet no industry practice on which to base decisions. [1] 
    [Maximum 8] 
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