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The actuary should be familiar with relevant educational notes. They do not constitute standards
of practice and are, therefore, not binding. They are, however, intended to illustrate the
application of the Standards of Practice, so there should be no conflict between them. The
actuary should note however that a practice that the educational notes describe for a situation
is not necessarily the only accepted practice for that situation and is not necessarily accepted
actuarial practice for a different situation. Responsibility for the manner of application of
standards of practice in specific circumstances remains that of the members. As standards of
practice evolve, an educational note may not reference the most current version of the
Standards of Practice; and as such, the actuary should cross-reference with current Standards.
To assist the actuary, the CIA website contains an up-tfo-date reference document of impending
changes to update educational notes.
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A prior version of this draft educational note was published in September 2018. The
proposed changes from the September 2018 version were shared with the Actuarial
Guidance Council (AGC) and the following committees in the third quarter of 2020:

e Committee on the Appointed/Valuation Actuary

e Committee on Life Insurance Financial Reporting

e Property & Casualty Insurance Financial Reporting Committee
e Committee on Workers’ Compensation

The IIAC believes it has addressed the comments received.
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The information presented in this draft educational note is intended to alert Canadian
valuation practitioners to key items that will affect their work. Additional information that
provides more detail appears in International Actuarial Association (IAA) guidance and
other CIA documents. This draft educational note is not intended to be a complete guide,
but rather a roadmap for change that identifies the key similarities and differences
between IFRS 17 and current valuation approaches in Canada.

The draft educational note Compliance with IFRS 17 Applicable Guidance provides guidance
to actuaries when assessing compliance with IFRS 17. It is applicable to all educational
notes pertaining to IFRS 17 and members are encouraged to review it prior to reading any
educational note related to IFRS 17.

The creation of this cover letter and draft educational note has followed the AGC protocol for
the adoption of educational notes. In accordance with the CIA’s Policy on Due Process for the
Approval of Guidance Material other than Standards of Practice and Research Documents, this
draft educational note has been prepared by the IIAC and recej inal approval for
distribution from the AGC on November 10, 2020.

Questions or comments regarding this draft educationgfhot directed to Les
Rehbeli at les.rehbeli@oliverwyman.com or to Lesl on

lesley.thomson@sunlife.com.

N
&
v



https://www.cia-ica.ca/docs/default-source/2020/220012e.pdf
mailto:les.rehbeli@oliverwyman.com
mailto:lesley.thomson@sunlife.com

Revised Draft Educational Note November 2020

N

8.

9.

Table of Contents

INErOAUCEION... ... e e eaaas 6
IFRS 17 overview and comparison to current practice...............ccccceeeeeeenennnns 6
Classification of CONtracts..............cooovviiiiiiiiiii e 7
3.1 LCT<] =T =1 A 7
3.2 Life and health INSUIGNCE «......eeee s 8
3.3 o S O o T VT =] ol TR 8
3.4 YT FY U =1 Lol SRR 8
Separation of contract components................cccceiieiiiiiiiiieee e 9
4.1 LCT<] =T =1 A 9
4.2 EMbedded deriVatiVES ... ...

4.3 INVESTMENT COMPONENTS. ..ot e r e e e e e e e e eaaes
4.4 Service CompoNeNtS .....coovviiiiiiiiiiiiiieieeeeeeeceeeeeeeeeeeee,
Selection of measurement approach

5.1 OVEIVIEW ..ceiiiiiiieieieeeeeeeeeeeeeeeeeeeeeee e

5.2 Premium allocation approach (PAA)

5.3 Variable fee approach (VFA).......cccceveeneen.

5.4 Measurement approach for typical Canadia

Measurement considerations ..........

6.1 Level of aggregation ..................¢

6.2 Contract boundary/coverage peri

Probability-weighted cash floWS......®..........oori e,

7.1 Comparison to curren R e e et e e eeerere e eeeereatr i aaaaans
7.2 Cash flows that vary

7.2.1 Universal life ¢

7.2.2 Segregated f

7.2.3 Index-linked p

7.2.4 Expense i
7.2.5 Participa
7.3 Deferrable

DiSCOUNTING ...l e e e e e e et e e e e eaaa e
8.1 Comparison to current PracliCe ....oooeiiiiiiiiiiiiiiiiie e
8.1.1 CUurrent PractiCe: P&C ........uiiiiiiiiiiiieeeeee ettt ettt e e e e e s siirre e e e e e e s s eaaes
8.1.2 Current practice: Life and health........cccooouiiiiiiiiii e
8.2 Cash flows that do not vary with returns on underlying items........ccccccovvvveeeinnnee. 25
8.2.1 BOttOM-UP GPPIOACH ...ttt e e e s e er e e e e e e e eenanes 25
8.2.2 TOP-dOWN @PPIOACK .cieeiiiiiiiieeeeeeireeeee e e e eeseibrree e e e e e eesebbbeereeeeeesesesssssereseeesssnnanns 26
8.3 Reflecting finanCial MiSK.........oouieiiiiiieeiee e e 26
8.3.1 Cash flows that vary with returns on underlying items .......ccccceeeeveiiciinvveeeeeeeeeiennns 27
8.3.2 Cash flows that vary with assumptions related tofinancial risk..........cccccceveeeeenennns 27

Risk adjustment for non-financial risk...............ccccccoeeiiiiiiiiiiiiiie 28
9.1 Reflecting uncertainty in the risk adjustment for non-financialRrisk ..................... 29



Revised Draft Educational Note November 2020

9.2 Considerations for using PfADs to determine risk adjustment for non-financial risk

................................................................................................................................. 30

9.2.1 Current level of PfAD versus the compensation the entity requires .......cc...cceeuuun. 30

9.2.2 Diversification BeNefits.......ccocciiiiieiiiie e 30

9.2.3 Confidence level diSCIOSUIE ........cccccuiiee it e e e eae e e 30

9.2.4 Reinsurance contracts held ..........oocuuieiieoiie e 31

9.2.5 Effect of pass-through fEAatUres........coueeviiiiiiiiiiieeee e 31

Appendix A: Contract classification for Canadian life and health products....... 32
Appendix B: Examples of investmentCcomponents in Canadian life and health

(o011} d = ol £ 35

Appendix C: Examples of service components in Canadian products............... 37

Appendix D: Measurement approaches for typical Canadian products............ 38

Q
N
Qg)\z\
?\



Revised Draft Educational Note November 2020

1. Introduction

International Financial Reporting Standard (IFRS) 17 Insurance Contracts is a new standard that
will become effective in Canada on January 1, 2023. IFRS 17 establishes principles for the
recognition, measurement, presentation, and disclosure of insurance contracts within the
scope of the standard.

In this document, references to paragraphs are denoted by IFRS 17.XX, where XX is the
paragraph number.

IFRS 17 specifies the basis for measurement (valuation) of insurance contract? liabilities. While
there are many similarities to the current CIA standards of practice for valuation of insurance
contract liabilities, there are also many differences.

This educational note provides actuaries with an overview of the similarities and significant
differences of IFRS 17 measurement of liabilities compared to currg actice in Canada. This
educational note is not a comprehensive guide to IFRS 17. Actua Mce is provided or will
be provided by the following sources:

e International Actuarial Association (IAA);

e CIA Committee on Life Insurance Financial Reportqg ( );

e CIA Committee on Property and Casu rancewinancial Reporting (PCFRC); and

e CIA Committee on Workers’ Co

This educational note focuses on lifffand h (life) and property and casualty (P&C)
insurance contracts. Workers comf@nsatioficontracts are not discussed in this educational
note; see instead the draft Te} Application of IFRS 17 Insurance Contracts for
Public Personal Injury Co ns.

2. IFRS 17 ove

IFRS 17 applies to any actthat is classified as an insurance contract, regardless of whether
the issuing entity is an irurer. IFRS 17.B2—B30 provides guidance on the definition of an
insurance contract. Most Canadian policies that are currently classified as insurance contracts
will continue to be classified as insurance contracts under IFRS 17, although there are a few
exceptions. See Section 3 for additional information.

aly\ comparison to current practice

Many Canadian life insurance contracts contain features that are akin to investment contracts
or service contracts. IFRS 17 requires the entity to review insurance contracts and identify any
embedded derivatives, investment components, and service components and assess whether
those components are distinct (see IFRS 17.B31-B35). See Section 4 for additional information.

The measurement of insurance contract liabilities under IFRS 17 includes three “building
blocks”:

! The term “insurance contracts” as used in this educational note includes all contracts within the scope of IFRS 17
(i.e., including investment contracts with discretionary participation features and reinsurance contracts held).
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1. Present value of future cash flows: Conceptually, this is similar to the current CIA
liability without provisions for adverse deviations (PfADs), although there are several
important differences as discussed in Sections 6-8.

2. Risk adjustment for non-financial risk: Conceptually, this is similar to current CIA PfADs
for non-economic risk, with differences as discussed in Section 9.

The sum of the present value of future cash flows and the risk adjustment for
non-financial risk is the fulfilment cash flows (FCF).

3. Contractual service margin (CSM): The CSM represents the unearned profit from a
group of insurance contracts. At contract inception, if the FCF including all cash flows of
the contract (i.e., including acquisition expenses and all premiums) is less than zero, the
CSM is established to offset that negative amount so there is no front-ending of profit.
The CSM is then released into income as insurance contract services are provided. The
CSM is a new concept versus current CIA standards, whic ont-ending of profit at
issue.

The general measurement approach (GMA) described in | 1746 thW
valuation. Insurance contracts with direct participation (as ggefined in IFRS 17 Appendix
A and IFRS 17.B101) are subject to some different requi e led the variable fee

approach (VFA)) as discussed in Section 5.

remitim allocation approach (PAA) for
contracts meeting the eligibility requirements iR .53. The PAA is available for short term
contracts (coverage period of one year o ay also be available for longer duration
contracts if the PAA provides a rea e aMyoximation to measurement under the GMA over
the life of the contract. See Sectiorfgs for adflitiGnal information.

3. Classification of C
3.1 General

According to IFRS 17

iXW), an insurance contract is, “a contract under which one party
(the issuer) accepts sig ntsurance risk from another party (the policyholder) by agreeing
to compensate the policlolder if a specified uncertain future event (the insured event)
adversely affects the poliCyholder.” The definition of “insurance risk,” the meaning of
“significant” in this context, and other guidance clarifying the classification of contracts is in

IFRS 17.B2-B30.

IFRS 4 was effective in Canada on January 1, 2011. Since then, classification of contracts in
Canada has been guided by the educational note Classification of Contracts under International
Financial Reporting Standards, June 2009 (209066).

Contract classification under IFRS 17 is largely the same as IFRS 4. There are two differences as
follows:

e Under IFRS 17.B19, the transfer of all insurance risk to a reinsurer is deemed to be
significant insurance risk from the perspective of the reinsurer regardless of whether
the reinsurer is exposed to loss.


http://www.cia-ica.ca/docs/default-source/2009/209066e.pdf
http://www.cia-ica.ca/docs/default-source/2009/209066e.pdf

Revised Draft Educational Note November 2020

e |FRS 17.BC67 indicates that the time value of money should be considered when
assessing whether insurance risk is significant.

In addition, IFRS 17.8-8A identifies contracts that meet the definition of insurance contract but
for which the entity has a choice to apply IFRS 17 or another Standard:

e Fixed fee contracts (IFRS 17 or IFRS 15).

e Contracts where compensation is limited to the policy-holder’s obligation under the
contract (IFRS 17 or IFRS 9).

3.2 Life and health insurance

For most life and health insurance products in Canada, classification is not expected to change
under IFRS 17. For convenience, Appendix A of this document provides a summary of the
classification of common Canadian life and health insurance products.

cussed above. For
istence of a waiver
e to apply IFRS 17 or

Some products might qualify for the choice provided by IFRS 17 §
example, a contract that would be an investment contract exgept
of required deposit on disability might qualify for the par ph
IFRS 9.

33 P&C insurance

P&C contracts provide coverage for all risks oth&gghan cluding automobile, property and
liability insurance. Such contracts that satisfy hition of an insurance contract under
IFRS 4 would generally continue to fall wighi op®of IFRS 17.

3.4 Reinsurance

reated in the same manner as direct written
IFRS 17 would be the same as under IFRS 4 except
hich could affect the classification of a reinsurance

Reinsurance contracts issued (ass
contracts under IFRS 17. Clasyg

as noted above under IFR @

contract issued.

Reinsurance contract d®) are treated as separate contracts under IFRS 17 and
therefore will require t own classification rather than just being cash flows of the direct
underlying contract as uNgler IFRS 4.

Under IFRS 17, lapse risk and expense risk in a direct written contract are not considered
insurance risks, because the risk is created by the contract itself (i.e., lapse/expense cannot be
an insured event). However, the transfer of lapse or expense risk from one entity to another
would meet the definition of insurance risk from the perspective of the entity assuming the
risk. Therefore, it is possible for a reinsurance contract issued (assumed) to be within the scope
of IFRS 17 while the corresponding contract that transfers risk to the reinsurer is not. Such a
contract would also have to transfer insurance risk to be a reinsurance contract held in scope of
IFRS 17.

Also, because reinsurance contracts held are treated as separate contracts under IFRS 17, there
will not necessarily be a one-to-one correspondence between a reinsurance contract held and
its underlying direct contract(s). For example, the reinsurance contract under IFRS 17 might be
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the entire reinsurance treaty covering cessions over a number of years, or over a certain time
period (i.e., quarter). See Section 6.2 for additional information.

4, Separation of contract components
4.1 General

IFRS 17 requires identification of certain components within insurance contracts and, if distinct,
separate measurement and reporting of those components. The following chart summarizes:

W IFRS 17 Insurance Contracts

Distinct
service
components uded from
Distinct Insurartmce [ 2 e and
embedded c?n?ponen s, hon- A ¥ expenses
. distinct embedded
derivatives WLy
derivatives, and ingncial Instruments
non-distinct service

- components
Distinct investment

components
M [FRS 9 Financial Instruments

Non-distinct
investment

components M IFRS 15 Revenue from Contracts

with Customers

ves: under IFRS 4, the entity has options for separate reporting that
der IFRS 17.

The comparison of these IF requirements to current (IFRS 4) accounting requirements is as

follows:

e Embedded deri
are not available

e Distinct investment components: under IFRS 4, separate reporting of deposit
components? is permitted but not required under certain conditions, and there is no
requirement to identify deposit components if separate reporting is not elected.

¢ Non-distinct investment components: under IFRS 4, there is no requirement to identify
deposit components that are not eligible for separate reporting.

e Service components: under IFRS 4, separate reporting is not permitted, and there is no
requirement to identify service components (whether distinct or not).

2 “Deposit component” is the terminology in IFRS 4. Though similar in concept, the definition of deposit
component in IFRS 4 is different from the definition of “investment component” in IFRS 17.
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4.2 Embedded derivatives

Guidance for the identification of embedded derivatives and the criteria for whether they are
distinct is in IFRS 9 Financial Instruments3. This guidance is the same as the corresponding
current guidance in International Accounting Standard (IAS) 39. If an embedded derivative is
found to be non-distinct, the entire contract is measured under IFRS 17 and there are no special
presentation or disclosure requirements for the embedded derivative component. Distinct
embedded derivatives would be measured under IFRS 9 Financial Instruments and reported
with investment contracts in the financial statements.

Under IFRS 4, the entity had the option to separate some non-distinct embedded derivatives,
while under IFRS 17, separation is required for distinct embedded derivatives and prohibited for
non-distinct embedded derivatives.

Also, IFRS 4 included an exception for a policyholder option to surrender an insurance contract
that was not carried forward to IFRS 17. However, it is expected g8 hange will have no
impact in practice because surrender options would not be digti We host contract.

4.3 Investment Components

s “The amounts that an
all circumstances, regardless

The term “investment component” is defined in IFRS 1
insurance contract requires the entity to repay to
of whether an insured event occurs.” Examples ct investment components include
the cash surrender value of a traditional who contract, term certain payments

in a life contingent annuity contract, and the ac lue (net* of any surrender charges) of a
universal life insurance contract.

The insurance contract including n isti estment components would be measured
under IFRS 17. However, insuranc
Statement of Financial Perfq
non-distinct investment cdgQpojg
between amounts payable o
for insurance service
death) between the cl
(the amount payable in

or revenue, this will require splitting expected claims
on death and amounts payable in all circumstances. Similarly,
s will require splitting payments on the insured event (i.e.,
heamount payable only on death) and the investment component
circumstances).

Refunds of unused premium that are not investment components are also excluded from
insurance revenue and insurance service expense, but the payment on death would not be
reduced in reporting the amount of claim.

Guidance for determining whether investment components are distinct or not appears in

IFRS 17.B31-B32. Examples of investment components that might be distinct include dividends
on deposit and funds held under underwriting agreements. Unless they are investment
contracts with discretionary participation features, distinct investment components would be
measured under IFRS 9 Financial Instruments and reported with investment contracts in the
financial statements.

3In Canada, IFRS 9 will be implemented prior to, or at the same time as IFRS 17.
4 Under discussion — will reflect IAA guidance when finalized.

10
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Appendix B of this document includes possible examples of investment components and
considerations for determining whether they are distinct.

4.4 Service components

Guidance for identifying whether components for services other than insurance contract
services are distinct is in IFRS 17.B33—-B34. Distinct service components would be measured
under IFRS 15 Revenue from Contracts with Customers and reported with other service
contracts on the financial statements.

An example of a possible distinct service component is claims adjudication services provided
along with reinsurance protection. Note that the assessment of whether this service
component is distinct would be performed both by the reinsurer (for the reinsurance contract
issued) and the cedant (for the reinsurance contract held). There is no requirement for the
assessment to be the same, even if the reinsurer and the cedant belgng to the same group

of entities.

There is no need to identify non-distinct service components,
Appendix C of this document includes possible examples €€sengle coMponents.
5. Selection of measurement approach

5.1 Overview

Under IFRS 17, contracts are measured using with the following exceptions:

. ay be measured using the PAA. The PAA
ity for remaining coverage (LRC), but has little
(LIC). See Section 5.2 for additional

e Contracts satisfying the criteria in
simplifies the measurement li
impact on the liability for infurred cigi
information.

e Insurance contract t participation features (IFRS 17 Appendix A and IFRS
17.B101) are measu sing the VFA. See Section 5.3 for additional information.

e Reinsurancec are measured using either the GMA or the PAA. However,
there are some Qfferences in measurement that apply to reinsurance contracts held as
outlined in IFRS 1963—70A. Reinsurance contracts held are never measured using the
VFA.

Note that reinsurance contracts held (i.e., ceded) are measured as separate contracts under
IFRS 17, and it is possible for a reinsurance contract held to be measured using a different
measurement approach than the underlying direct contracts being ceded.

5.2 Premium allocation approach

The PAA is a simplification of the GMA that may be used for any contracts with a coverage
period of one year or less, and any other contracts where measurement under the PAA would
not differ materially from the GMA over the life of the contract. Eligibility for the PAA is
assessed at inception of the group of contracts. Considerations in assessing whether the PAA
would provide a reasonable approximation to the GMA can be found in IFRS 17.54, Chapter 9
(Premium Allocation Approach) of the draft educational notes Application of IFRS 17 Insurance

11
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Contracts, and Assessing Eligibility for the Premium Allocation Approach under IFRS 17 for
Property & Casualty and Life & Health Insurance Contracts.

If the PAA is selected, the LRC at issue is equal to premiums received (i.e., unearned premiums
(UEP) less premiums receivable), less (if applicable) deferred acquisition costs (DAC). Under IFRS
17.59(a), the entity has the accounting policy choice to expense or defer acquisition costs for
groups where the coverage period of contracts is one year or less. The LRC for subsequent
periods follows the pattern of UEP less premiums receivable less DAC.

The LIC would be established for any incurred claims, including claims incurred but not yet
reported or settled as of the valuation date. The LIC under the PAA is the same as under the
GMA except that IFRS.59(b) allows the entity to ignore the time value of money and the effect
of financial risk if the LIC cash flows are expected to be paid or received in one year or less from
the date the claims are incurred.

Under current practice, the LRC is analogous to the present value e cash flows with
PfADs for non-economic risk for life insurance, and to premiu
life insurance, UEP less DAC can be used whenever it provi
the explicit valuation approach. For P&C insurance, the abiljty”is the higher of UEP less
DAC and the explicit valuation. The following difference

are worth noting:

e Criteria: IFRS 17 allows the PAA to be yse
one year or less, with no requirement t
approximation to the GMA. For i
to be used only whenitisar a
approach, regardless of theffoveragg p

tracts with a coverage period of
whether the PAA is a reasonable
IA’standards would allow UEP minus DAC
approximation to the explicit valuation
iod.

SS

e Deferral of acquisitiog
acquisition costs o

t RS 3¢ allows the entity to choose whether to defer
e them directly if the coverage period is one year or less.
Current CIA standarOquire teferral of acquisition costs for life insurance (through
extending the of g liability), while for P&C contracts, there is no deferral of
acquisition cos plicit valuation, but deferral if UEP less DAC is held.

e Amount of deferfble acquisition costs: The amount of acquisition expenses considered
deferrable could be different. IFRS 17 defers acquisition expenses considered directly
attributable to the portfolio of insurance contracts, with those expenses allocated to
groups on a systematic and rational basis. Further, any acquisition expense directly
attributable to groups (i.e., non-refundable commissions) must be allocated to that
group and to groups expected to arise from renewals of contracts in that group.

e Recoverability of DAC: IFRS 17 requires two levels of recoverability testing of DAC as
described in IFRS 17.28E and IFRS 17.B35D.

o Reflecting time value of money and the effect of financial risk in the LRC: If the
contract has a significant financing component, IFRS 17 requires the time value of
money and the effect of financial risk to be reflected using the discount rates
established at initial recognition unless the entity expects (at initial recognition) that the

12
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time between providing each part of the services and the related premium due date is
no more than a year, in which case the time value of money and the effect of financial
risk may be ignored. Current CIA standards require the time value of money and the
effect of financial risk (at current rates) be taken into account in any case, either directly
or, for life insurance, as part of the assessment of whether UEP minus DAC is a
reasonable approximation to an explicit approach.

e Discounting of the LIC: In applying the PAA, the time value of money and the effect of
financial risk can be ignored in measuring the LIC if the LIC cash flows are expected to be
paid or received in one year or less from the date the claims are incurred.

5.3 Variable fee approach

The term “variable fee approach” (VFA) refers to the special requirements related to the
measurement of insurance contracts with direct participation features as defined in IFRS 17

elected). Note that the term “participation features” in
“participating policy” as defined in the Canadian Insura

The VFA would apply to most segregate
some universal life insurance produc
direct participation features.

The PAA would be an option
have a coverage period of
contracts with longer cove
need to assess whet

The PAA would also be for many group life and health contracts, as these typically
have short coverage perQds of one year. If the coverage period is longer than one year, the
entity would need to ass€ss whether the PAA is a reasonable approximation to the GMA.

and therefore be eligible automatically. P&C
might also be eligible for the PAA, but the entity would
is a reasonable approximation to the GMA.

Reinsurance contracts held are treated as separate contracts under IFRS 17 and thus separate
assessment of eligibility for PAA. Reinsurance contracts held are never measured under the
VFA.

Appendix D of this document contains a list of typical Canadian products and the measurement
approach that might be used.

6. Measurement considerations
6.1 Level of aggregation

IFRS 17 requires entities to identify portfolios of contracts, which comprise contracts subject to
similar risks and managed together. Contracts in different product lines would generally not be

13
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in the same portfolio as they would not be expected to have similar risks (IFRS 17.14). Portfolio
is the level of aggregation at which some accounting policy choices (i.e., whether to apply the
OCl option) and some presentation requirements (i.e., IFRS 17.78) apply. Note that reinsurance
contracts held would be in different portfolios than the underlying direct contracts because the
risks are not similar.

IFRS 17 also requires portfolios of contracts to be divided into groups of contracts according to
IFRS 17.16-23. Group is the unit of account for the measurement of the CSM. Under IFRS 17,
contracts cannot be split into components (i.e., for different coverages) and assigned to
different groups. However, a (legal) contract would be split into different contracts if needed to
reflect the substance of the contractual rights and obligations (IFRS 17.2).

In Canada, because there is currently no CSM, there is no analogous requirement to identify
groups of contracts. As a result, it is common to measure coverages separately, and sometimes
report them on separate lines of the financial statements. Under | cash flows for

measuring the CSM of each group. This could create signijg i ative hurdles,
especially combined with the requirement to measure Kby i
rather than premiums due.

IFRS 17 does not specify the level of aggregatio e the risk adjustment for non-
financial risk, though it would be consistent t ompensation the entity requires for
bearing uncertainty (IFRS 17.37). That is, jt wo at the level that best represents the
entity’s view (i.e., taking diversification b ccount or not) of the compensation

s int

required to bear uncertainty. If det ined higher level of aggregation than group, the risk
adjustment for non-financial risk Wuld be Rlocated to the different groups in a reasonable
manner. Under current CIA s < f should be appropriate in aggregate, but this takes

Bn-financial risk and there are varying practices in how
. Therefore, there could potentially be a change to the

diversification benefits are MRy
i isk adjustment for non-financial risk (analogous to PfADs for

level of aggregation
non-economic risk) is

Other than expenses, th&e is no specific requirement regarding the level at which assumptions
are set under IFRS 17. Assumptions can be set at the level that is most appropriate to estimate
future cash flows, with future cash flows allocated to groups in a reasonable way. This is the
same as current CIA standards, so it is unlikely that changes will be required, though the
requirement to allocate to groups is new.

The level of aggregation for identifying the expenses included in the measurement of liabilities
under IFRS 17 is portfolio. The expenses included are then allocated to groups within the
portfolio on a systematic and rational basis. Under current CIA standards, there is no specific
level of aggregation set for expenses, though in practice, portfolio (or something similar) is
likely the level at which expenses are set, so little change is expected other than the new
requirement to allocate expenses to groups.

14
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However, the requirement to include acquisition expenses in presentation and measurement
of liabilities is new, so the identification of directly attributable acquisition expenses for
portfolios is new, as is the allocation of those expenses to groups. See Section 7.3 for additional
information.

The level of aggregation for IFRS 17 reporting (disclosure) purposes might also necessitate some
administrative changes. For example, incurred claim liabilities that are currently reported in
aggregate (i.e., for reinsurance contracts held) might need to be separated among groups (if the
CSM is affected) or portfolios (to meet the requirements of IFRS 17.78).

6.2 Contract boundary/coverage period

IFRS 17.33 requires the entity to identify the contract boundary (IFRS 17.34), which determines
the coverage period (defined in IFRS 17 Appendix A) and hence the future cash flows to be
included in the estimates of future cash flows.

For most contracts, the coverage period under IFRS 17 will be e
the liability (life insurance) or the term of the contract (P&C i
life insurance, for example, would have a contract bound
to the end of the life of the policy-holder. Typical grou

are annually renewable would have a coverage period tht e

equal to the term of
y guaranteed whole
gfe period that extends
and P&C contracts that
the next renewal date.

Possible differences from current practice includg t ing:

e Bias towards conservatism: For life in ontracts, the concept of contract
boundary/coverage period is simi rim of the liability. Where the term of the
liability is uncertain, or where g theXerm of the liability would increase the

ry to include future renewals only if the resulting
liability is larger; and g8t .19 urges the actuary to err on the side of caution
where the term is
could lead to g differé
example, ifar

e between the term of the liability and the coverage period. For
vhich the term of the liability/coverage period might end) is

expected to be “maKing (even though the entity has the right to increase premiums
to avoid loss), th&loss would be included in the IFRS 4 liabilities, but not in the IFRS 17
liabilities.

e Consideration of rights and obligations of both parties: Under IFRS 17, the rights and
obligations of both parties to the contract are considered when determining the
contract boundary, while under current CIA standards, only the rights and obligations of
the entity are considered. For example, if the entity has the right to compel the
policyholder to pay premiums, the IFRS 17 contract boundary would not end, while the
IFRS 4 term of the liability would end unless extending the term would increase the
liabilities.

e Coverages within contracts: The treatment of coverages within a contract may be
different. For life insurance contracts, current CIA standards (paragraph 2320.19)
require the actuary to consider the substance of the contract over the legal form in
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assessing the term of the liability. For example, a certificate under a group insurance
contract that in substance is a collection of individual contracts (such as a creditor or
association contract) would be considered as though it were an individual contract, each
with its own term of liability. In contrast, under IFRS 17, one contract can have only one
boundary, which in this case would be determined based on the terms and conditions of
the group contract. However, IFRS 17 does require separation of contracts if required to
reflect the substance of the obligations (IFRS 17.2) and cash flows are only within the
contract boundary for coverages that create substantive rights or obligations at the
reporting date (IFRS 17.34). Therefore, in practice there might be few, if any, changes
required because of this difference.

e Constraints on repricing: The identification of contract boundary becomes more difficult
when the entity is partially constrained in its ability to terminate or adjust the contract.
IFRS 17.34, B62—B64 provide considerations for making this gaaessment. Generally, the
considerations are similar to current practice, focusing o t of constraint
placed on the entity, and the practical ability of the eng

assessing the practical ability of the entity
would be ignored if the same considerati

e Extension of term of liability for deferr
allow extension of the term of theR§
is common in the valuation re
life and health contracts. Ugider IFR
acquisition costs are ¢

e LRC versus LIC: Fore

isition costs: Current CIA standards (life)
ccount for deferred acquisition costs. This
d fund products and some short duration group
Wthere is no corresponding concept because
idqed dirgltly in the measurement of liabilities.

ontracts where the settlement of a claim has insurance
risk (e.g., long-term ility), IFRS 17 allows the liability for settlement of a claim to be
established as he contract boundary/coverage period extending to end of
the claim settle iod) rather than an LIC. Furthermore, this treatment is required
in two situations

o Title insurance: Title insurance is insurance against defects in the title to land or
buildings. Under current Canadian practice, the insured event (the defect) is
considered to have occurred before the contract was written, so the liabilities
consist solely of claim liabilities (LIC under IFRS 17). Under IFRS 17, title insurance
is described as “insurance against the discovery of defects in the title”. As such,
the insured event is discovery of the defect, so the contract boundary/coverage
period extends for as long as the policy-holder owns the property or holds the
mortgage on the property (depending on the type of title insurance policy).

o Acquisition: On acquisition of obligations in the claim settlement period, the
liability established by the acquirer would be LRC rather than LIC, regardless of
how the entity from which the obligations was acquired accounted for the
obligations (they had the choice of LIC and LRC).
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Segregated funds with material guarantees: Where segregated fund contracts contain
material constraints, current CIA standards (paragraph 2360.07) require the term of the
liability be set to maximize the liability. The purpose of this adjustment is to ensure
consistency with the treatment of similar segregated fund contracts without material
constraints. This concept does not apply in IFRS 17. The contract boundary would be the
full duration of the segregated fund contract when the entity has no right to adjust the
contract. Whether cash flows associated with future deposits would be included
depends on whether substantive rights or obligations associated with those future
deposits exist at the reporting date. Generally speaking, if future deposits are treated
the same as deposits on new contracts, they would be excluded.

Segregated funds supported by hedging strategy: Where hedging is used to manage
segregated fund risk, current CIA standards permit the term of the liability to be

extended under certain conditions. The existence of hedgingg
determination of the contract boundary; however, unde
a similar objective (to reduce accounting mismatches

Examples of products for which the contract boundary/c iPdetermined under IFRS
17 is potentially different from the term of the liability practice include the
following:

¢ Fully guaranteed individual life insuran®gon The contract boundary/coverage

of the liability and would be the lifetime
ra®ts with the option to convert to a
e, th®term of the liability under CIA standards
onversion if doing so would increase the
boundary of such contracts would include the
e contract converts.

period would generally be the same a
of the individual contract. For insgranc
different coverage at a guaran
would only include the cas
liabilities. Under IFRS 17, t
boundary of the cov

Adjustable individ
be the earliesigg

nce contracts: The term of the liability would normally
ich the entity can adjust the contract, unless extending the
term increases : . Under IFRS 17, the contract boundary/coverage period
would be the eafest date at which the entity can adjust either the individual contract
or the portfolio ofsontracts to which the individual contract belongs, with the added
constraint given by IFRS 17.34(b)(ii) that “the pricing of the premiums for coverage up to
the date when the risks are reassessed does not take account the risks that relate to
periods after the reassessment date”. If the product was priced by taking into account
all of the future cash flows (i.e., level premiums), then the contract boundary would
extend to the end of the life of the policy-holder.

Group employer/employee contracts: Typical contracts are annually renewable,
although some contracts offer premium rate guarantees that extend beyond one year.
The term of the liability under current practice would typically be the next renewal date,
extended to account for premium rate guarantees if that increases the liability, and also
sometimes extended to allow for deferred acquisition costs. Under IFRS 17, unless the
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contract is cancellable (see below), the contract boundary would be the date at which
the premium rate guarantees expire.

e Cancellable contracts: If a contract is cancellable without penalty by both parties, the
term of the liability under current practice would extend beyond the cancellation date if
that increases the liability unless it is expected that the contract (or coverage) will be
cancelled. Under IFRS 17, if the entity has the practical ability to cancel the contract
(after considering all substantive rights and obligations of the contract), the contract
boundary would be the cancellation date. An example where this is relevant is
reinsurance treaties where both parties have the right (without penalty) to close the
treaty to new cessions with a notice period of (say) 90 days. In this case, the contract
boundary (for new cessions) is limited to 90 days, and the reinsurance treaty will be
separated into contracts that each include 90 days’ of cessions.

e Group creditor/association contracts: Current practice vag
entities view the individual certificates under the group o
contracts, each with its own term of the liability. Ot
contracts, and look solely to the terms of the gro Wetermine the term of
the liability. Under IFRS 17, the contract must fi
form of the contract, but separation (i.e., into ind¥i tificates) is required if
needed to reflect the substance of the ¢
boundary of each contract is determingd.

hese products. Some
s individual

o Segregated fund contracts and a
boundary/coverage period wil
and would be determined
contracts that are classifie

s: As noted above, the contract
ent than the current term of the liability,
the contract guarantees. For deferred annuity

these will resu
recognize the |liRfffity as soon as it is bound by the terms of the contract, which could be

e date of the contract. This may be different from current practice.

e Reinsurance contracts held: IFRS 17 requires reinsurance contracts held to be measured
as separate contracts, including separate determination of the contract boundary. In
contrast, under current CIA standards, the term of the liability is determined for the
underlying direct contract only, and reinsurance cash flows are projected consistent
with the term of the underlying direct contract, based on the assumption that the direct
writer and the reinsurer exercise their contractual rights (i.e., the right to reprice or
recapture) to their advantage (paragraph 2120.32). Under IFRS 17, it is possible for the
boundary of a reinsurance contract held to be different than the boundary of the
underlying direct contract(s). However, the boundary of a reinsurance contract held
(ceded) will always be the same as the boundary of the corresponding reinsurance
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contract issued (assumed), because the rights and obligations of both parties are
considered in determining the contract boundary.

7. Probability-weighted cash flows
7.1 Comparison to current practice

IFRS 17.33 describes requirements for estimates of future cash flows in the GMA and VFA. In
particular, estimates of future cash flows represent the probability-weighted mean of the full
range of possible outcomes, considering all reasonable and supportable information available
at the reporting date without undue cost or effort.

The concept of probability-weighted cash flows is broadly aligned with current practice to
determine best estimate cash flows. It is unlikely that major changes to current processes will
be required. Further guidance can be found in the draft educational notes IFRS 17 Estimates of
Future Cash Flows for Life and Health Insurance Contracts (life) ang 7 Discount Rates and

d “with PfAD” is not always
tified with regulatory capital

business, the distinction between “best e
guantified, though much of this would,ha
requirements (LICAT/MCT/CARLI).

e Cash flows that vary with assump d to financial risk: (For example, credited
rates on universal life contr ed conomic scenarios, or cash flows linked to an
inflation index). Current prd&tice is f separate “best estimate” assumptions (i.e., the
ClA-prescribed base e cepgfio as defined in subsection 2330) from MfADs.
However, under IF ovisions for financial risk are included in the present value of
future cash flows on rketeonsistent basis. Stochastic modelling of market

consistent ec ic p eters might be needed in these situations to determine the
probability-wei flows under IFRS 17. See Section 7.2 for additional
information.

e Policy-holder options: Estimates of future cash flows take into account policyholder
behaviour including the expected effect of anti-selection. This is true under current CIA
standards, though the distinction between “best estimate” and “PfAD” is sometimes
blurred. Also, if policy-holder behaviour is expected to be linked to assumptions related
to financial risk, the provision for financial risk would be included in the present value of
future cash flows (rather than in PfADs).

e Future income taxes: IFRS 17 excludes income taxes (other than those specifically
chargeable to the policy-holder under the terms of the contract) from estimates of
future cash flows. This is different from current CIA standards, which require
consideration of all future income taxes.
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e Ongoing expenses: Current CIA standards require the liability to include provision for
ongoing policy-related expenses. IFRS 17 has a similar requirement, but restricts the
expenses included in the valuation to those that relate directly to the fulfilment of the
contract (IFRS 17.B35). For life business, IFRS 17 expenses will likely be a subset of the
expenses included under current practice, but for P&C insurance, more expenses might
be included in IFRS 17 than under current practice. Under IFRS 17, expenses related to
reinsurance (ceded) are attributable to portfolios of reinsurance contracts held.

IFRS 17 requirements for reflecting changes in unit expenses (i.e., for changes in
economies of scale) are similar to those in current CIA standards.

¢ Investment expenses: The treatment of investment-related expenses under IFRS 17
may differ from current practice. Investment-related expenses included in the
projection of future cash flows are described in IFRS 17.B65

R held to be measured
b consideration of
¥ included in the

e Reinsurance contracts held: IFRS 17 requires reinsurancg
separately from the underlying direct contract(s), inc
the contract boundary. This can lead to different
valuation.

e Risk of non-performance by the issuer of reinrQuran®€ contract: Provision for the
risk of non-performance by the reinsureggin in both IFRS 17 and current CIA
liabilities. In current practice, this profglonaay be implicit in the liability net of
reinsurance, or might be reported.as Pf, UnWer IFRS 17, this provision is treated in the
same manner as financial risk and refom included in the liability for reinsurance
contracts held in the estim cash flows and not the risk adjustment for non-
financial risk. Further guidafce can @ found in the draft educational note IFRS 17
Actuarial Considerati &C Reinsurance Contracts Issued and Held.

7.2 Cash flows thgt vary Wgth assumptions related to financial risk

The projection of cash Pt vary with assumptions related to financial risk might require
modification from curreqg practice, which is often based on deterministic “best estimate”
scenarios prescribed in tf® current CIA standards or on real-world stochastic scenarios that
meet certain calibration criteria. These scenarios are not necessarily consistent with observable
market prices as required under IFRS 17.

Estimates of cash flows that vary with assumptions related to financial risk would be consistent
with observable market prices at the measurement date, which will include provision for
financial risk. Possible approaches include the use of replicating portfolios or stochastic
modelling with risk-neutral parameters. Alternatively, provisions for financial risk can be made
by adjusting the discount rate as discussed in Section 8.

Further guidance can be found in the draft educational note /IFRS 17 Market Consistent
Valuation of Financial Guarantees for Life and Health Insurance Contracts.
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7.2.1 Universal life contracts

Universal life contracts often include features that are similar to financial options and that vary
with market conditions. Some examples include the following:

e Credited interest rates on policyholder account values are generally linked to the
returns, minus a spread, of investment choices available to the policyholder.

e Minimum interest rate guarantees, the value of which varies according to current and
projected interest rates.

e Performance and persistency bonuses that vary according to the past financial
performance of the contract and/or the persistency of the policyholder (i.e., bonus that
becomes effective after a certain duration, under certain conditions).

Current common practice is to project the universal life cash flows under the prescribed

parameters (e.g., lapse or future premium persist depend on projected market
conditions or amount of funds available). IFRS 1 troduce any new requirements to
vary policy-holder behaviour assumptions wit conditions. However, if policy-holder
behaviour assumptions are linked to ma NS, the resulting cash flows under IFRS 17
could be different from current praciigge aSey wolld include provision for financial risk
consistent with observable marketgrices.

7.2.2 Segregated fund guarg

Segregated fund guarante
need to be valued consisten™@ith observable market prices. Stochastic modelling techniques
currently used in seg
scenarios used to dete probability-weighted cash flows would need to be risk-neutral
(or real-world with defla@prs) rather than real world. Unlike current Canadian practice, the IFRS
17 FCF would be the same regardless of whether or not the guarantees are hedged.

Comments similar to those for universal life (above) can apply to policy-holder behaviour
assumptions that vary according to market conditions.

7.2.3 Index-linked payments

Some annuity or disability insurance payments are indexed based on a defined, published index
such as the Consumer Price Index (CPI), often subject to some floors and caps. Under current
Canadian practice, the indexation is linked to the deterministic scenario being valued. Under
IFRS 17, inflation might be considered a market variable and, if so, would require projections to
be consistent with observable market prices.

Consider the following example of three different annuities, each with different payment
indexation:
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1. Flat 2% per year indexation.
2. Indexation of annuity payments based on 100% of the CPl movement.
3. Same as item 2 but with a floor of 0% and a cap of 5%.

In the first example, cash flows would simply be projected based on contractual indexation.
Market prices are not considered because indexation does not depend on any market variable.

In the second example, indexation does depend on a market variable, and thus consistency
with observable market prices is required by IFRS 17. Since the relationship with the market
variable remains the same regardless of the actual CPl-index level, implied forward CPI might be
used to reflect market information, or central bank targets could be considered if there is no
reliable market information.

The third example is more complicated because of the presence of floors and/or caps.
Stochastic modelling may be needed to estimate the liability consj ith observable market
prices.

7.2.4 Expense inflation

n to j@lerest rate scenarios, but
a nflation are sometimes

Under current practice, assumed expense inflation is o
need not be. Similarly, IFRS 17 recognizes that assumpti

assumptions related to financial risk (i.e., if bas i
rates) and sometimes not assumptions relat

observable market prices would be requir IFR®7. Similar to index-linked payments where
the relationship between the cash market variable remains unchanged regardless
of the market variable’s level, mar ight be reflected by using future implied inflation
rates, or central bank targetsg liable market information.

the ability to pass experience to policy-holders. Conceptually,
this is the same requireRgent as in current CIA standards. Many actuaries approximate this by
assuming that current ec#homic conditions persist, and the current dividend scale is
maintained, with separate testing to ensure that the policy-holder dividend scales contain
sufficient room to absorb adverse movements in market conditions.

market environment a

IFRS 17 introduces one significant difference to current Canadian practice, which is that the cost
of financial guarantees is included in the present value of future cash flows, and not in the risk
adjustment for non-financial risk. Currently, provisions for economic risk would be included as a
component of PfAD.

Further guidance can be found in the draft educational note IFRS 17 Measurement and
Presentation of Canadian Participating Insurance Contracts.
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7.3 Deferrable acquisition expenses

Under IFRS 17, acquisition cash flows need to be included in the present value of future cash
flows in order to calculate the CSM at initial recognition. Acquisition cash flows are defined in
IFRS 17 Appendix A as, “cash flows arising from the costs of selling, underwriting and starting a
group of insurance contracts that are directly attributable to the portfolio of insurance
contracts to which the group belongs.” Only expenses that are directly attributable to a
portfolio of contracts, such as commissions and some direct expenses, are included in the
estimates of future cash flows. Other acquisition expenses are recognized as incurred.

The inclusion of acquisition expenses in the present value of future cash flows reduces the CSM,
and results in the deferral of those expenses to be recognized in profits later, through the
release of the CSM as insurance contract services are provided to the group of contracts. This is
similar to the DAC asset that is held on the balance sheet and amortized over time for some
products under IFRS 4. However, the deferred expenses are part g lsurance contract

to be allocated to the groups within that portfolio on a ational basis. Further,
any acquisition expense directly attributable to groups ndable commissions) must
be allocated to that group and to groups expecte i enewals of contracts in that
group. Any amounts allocated to groups not ye
recoverability tests described in IFRS 17.B35

The portion of expenses that is allocate
initial recognition of each group. Hi ition expenses reduce the CSM and increase the
likelihood of a group being onerou gnition.

Acquisition expenses also aff r
expenses) per IFRS 17.B12

(insurance revenue and insurance service

8. Discountin

8.1 Comparison to ractice

Under current CIA stand®ds, the approach to discounting is discussed in subsection 2240 for
P&C insurance and subsection 2330 for life and health insurance.

Under IFRS 17, the relevant paragraphs on discount rates are 36, 56 (for the PAA) and B72—B85.
Discount rates are set for cash flows that do not vary based on the returns on any underlying
items, with adjustments made if needed to reflect the impact of financial risk that is not
otherwise included in estimates of cash flows (IFRS 17.36) and to reflect variability of cash flows
not otherwise reflected (IFRS 17.B74). IFRS 17 does not differentiate between P&C and life and
health in setting discount rates.

Further guidance can be found in the draft educational notes IFRS 17 Discount Rates for Life and
Health Insurance Contracts, IFRS 17 Discount Rates and Cash Flow Considerations for Property &
Casualty Insurance Contracts, and IFRS 17 Market Consistent Valuation of Financial Guarantees
for Life and Health Insurance Contracts.
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This section expands on the differences between current practice and IFRS 17, beginning with a
summary of current practice.

8.1.1 Current practice: P&C

Current CIA standards require the valuation of insurance contract liabilities to consider the time
value of money and to include a PfAD to account for the uncertainty around the selected
discount rate, claims development patterns, and reinsurance collectability.

The discount rate represents the expected investment return (portfolio yield) on the assets
chosen to support the policy liabilities, and will depend on the asset characteristics including:

e assets owned at the calculation date;

e the allocation of those assets and related investment income among lines of business;

e the method of valuing assets and reporting investment incg

e vyields on assets acquired after the calculation date;

e capital gains and losses on assets sold after the cal tigg d

e investment expenses; and

e asset risks including credit-related events, ult §mpaiPment, or restructuring of

obligations by the issuer of the invested ®Rgets calculation date.

Although discount rates may vary from one cla r&Ring to the next, from one future period
to the next, or from one underlying acci rwriting period to the next, it is common to
select an aggregate portfolio of ass

product lines. Additionally, it is co
to both net premium liabilitie

to select a single discount rate to be applied
liabilities, but there is no requirement to do so.

The ceded policy liabilitie vn as recoverable amounts (assets) on the entity’s balance
sheet, and as such they are ted by invested assets. The discount rate used to
determine the prese oQe ceded policy liabilities is generally selected from the

following or a combin of:
e The discount rat@elected for the present value of the net policy liabilities.
e Arisk-free rate.
e The discount rate used by the assuming entity.

The actuary would add an explicit PfAD for the uncertainty around the selection of the discount
rate(s) including consideration for unknown asset risk (including credit/default risk and liquidity
risk), mismatch risk between payment of claims and availability of liquid assets, and uncertainty
in estimating the payment pattern of future claims.

8.1.2 Current practice: life and health

Current CIA standards require that insurance contract liabilities be valued using the Canadian
Asset Liability Method (CALM). Under CALM, there is no direct discounting of liabilities. Instead,
CALM sets the value of the insurance contract liabilities equal to the current statement value of
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supporting assets required to satisfy the obligations, taking into account reinvestment/
disinvestment.

The data required to calculate the CALM value of the insurance contract liability include the
following:

e Liability cash flows.
e Cash flows for the invested assets that support the insurance contract liability.
e Arisk-free (government) yield curve as of the valuation date.

e The projected level of credit spreads, asset deterioration and investment expenses by
asset type.

e Investment return for non-fixed income investments.

e Reinvestment/disinvestment assumptions:

o The entity’s investment strategy (i.e., assumption
reinvest cash at maturities and disinvest assets
insurance contract liabilities).

rates includes the implied forward i for the first 20 years and grades to
a prescribed ultimate reinvestme year 60 and beyond. Between year
20 and year 60, there is a prescribe ology for grading between the 20-year

While CALM does not result in explj ates, it is common practice to solve for an
equivalent discount rate that whe the insurance contract liability cash flows will
give the same liability. This cg# her by solving for a level discount rate, or more

annual portfolio return on t/'"@@ssets supporting the insurance contract liability.

8.2 Cash flows th Jry with returns on underlying items

Under IFRS 17, discount¥ates for cash flows that are fixed (i.e., that do not vary with returns on
underlying items) are bas®d on a liquidity-adjusted risk-free discount rate curve. This discount
rate curve may be developed using either a bottom-up approach or a top-down approach.

Under either approach, two key differences from current practice are that the discount rates do
not depend on the assets used to support the liabilities and there are no
reinvestment/disinvestment assumptions. The discount rate curve is set to reflect the
characteristics of the liability cash flows (e.g., liquidity, currency, timing) only.

8.2.1 Bottom-up approach

Under the bottom-up approach, a risk-free discount curve is adjusted by adding an illiquidity
premium to reflect the characteristics of the insurance contract liabilities. This approach
requires the following judgments/estimates:

e Should the risk-free discount curve be based on government bond rates or swap rates?
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e What is the longest duration risk-free asset for which there is a reliable yield (i.e., price
from deep, liquid, and transparent markets)?

e How would risk-free rates be estimated beyond the observable period (e.g., ultimate
rate, extrapolation technique)?

e How would the illiquidity premium be estimated?

There is no existing requirement under current CIA standards to identify an explicit illiquidity
premium in the discount rates. An illiquidity premium is implicitly included; however, it would
reflect the liquidity characteristics of the assets supporting the liabilities rather than the
liquidity characteristics of the liabilities.

8.2.2 Top-down approach

Under the top-down approach, a reference portfolio of assets is selected with characteristics
that are similar to those of the insurance contract liability. For exz be current spot rate
implied by a 20-year Canadian corporate bond might be selected cence for a 20-year
Canadian liability cash flow. The current yields on the refer then adjusted to
remove any characteristics of the asset(s) that are not r bility, the primary
examples being credit risk and market risk.

This approach requires the following judgements/Qgigat

e What is the longest duration of refer ts forwhich there are reliable yields (i.e.,

relevant to the ins

The yield on the refe
liquidity characteristi
However, IFRS 17.B81 i
reasonably reflects the |i¥

cates that such adjustment is not required if the reference portfolio
idity characteristics of the liabilities.

8.3 Reflecting financial risk

According to IFRS 17.36, discount rates are used to “. . . adjust the estimates of future cash
flows to reflect the time value of money and the financial risks related to those cash flows, to
the extent that the financial risks . . . are not included in the estimates of cash flows.”

This means that the impact of financial risks on cash flows can be incorporated directly in the
estimates of future cash flows or through the discount rate, or some combination thereof. In
any case, the approach to reflecting financial risk would be consistent with observable market
prices at the valuation date (IFRS 17.B44). In particular, unlike current practice, there is no
provision for reinvestment/disinvestment risk in the IFRS 17 valuation.
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IFRS 17.B46 describes the replicating portfolio technique, where the value of the liability is set
equal to the fair value of an asset portfolio whose cash flows exactly match (in all scenarios) the
liability cash flows. This technique is similar to the application of CALM (though limited to
observable market prices) and can be applied to a portion of the liability cash flows. IFRS 17.B47
further says that though the replicating portfolio technique is not required, if a replicating
portfolio exists for some of the cash flows, the technique chosen would be unlikely to lead to a
materially different measurement.

It is useful to consider two different ways in which cash flows are affected by financial risk:

e Cash flows can vary based on returns on underlying items (usually assets). By this we
mean the asset returns that are passed-through to policy-holders in products such as
segregated funds, participating insurance, and some universal life contracts. Some of
these contracts would meet the definition of insurance contracts with direct
participation features (B101) and some would not.

s expense cash
Bry with future

e (Cash flows can vary with assumptions related to finanga
flows varying with inflation. Other examples are la rates
interest rates and minimum guaranteed credite S

8.3.1 Cash flows that vary with returns on underlying

IFRS 17.B74(b) says: “Cash flows that vary base
items shall be (i) discounted using rates that
of that variability and discounted at a ratg that
continues: “The variability is a relevant fa egarWess of whether it arises because of
contractual terms or because the e xe s discretion, and regardless of whether the
entity holds the underlying items” fvhich cRrifies that IFRS 17.B74(b) is not limited to contracts
with direct participation feat ligh to all products where returns on underlying items
are passed-through to polj

m

rns on any financial underlying
e at variability; or (ii) adjusted for the effect
ecthe adjustment made.” IFRS 17.B75

(here asset returns are passed-through to policy-holders, the

W uld suggest that the discount rate be chosen such that the
value of those liability flows equals the fair value of the underlying assets. This is similar to
a CALM valuation that st@ts with an account value or segregated fund or a ring-fenced
participating block of assets, and then adds the other portions of the liability. For contracts
with direct participation features, the entity’s share of the underlying items (IFRS 17.B104(b)(i))
would also be measured this way.

For the portion of casf flows
replicating portfolio t

IFRS 17.B77 clarifies that there is no requirement to split the estimated cash flows into those
that vary based on the returns on underlying items and those that do not; however, for some
products it might be straightforward to split them when starting from the current valuation
approach.

8.3.2 Cash flows that vary with assumptions related to financial risk

Cash flows that vary with assumptions related to financial risk can be handled through the
discount rate or through the cash flows. However, in either case the approach would be
consistent with observable market prices, and IFRS 17 suggests stochastic modelling techniques
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and risk-neutral measurement techniques for achieving that objective (IFRS 17.B48, B77).
Particular mention is made of the need to recognize the cost of options and guarantees, even
when those guarantees are out-of-the-money (IFRS 17.B48, B76).

For financial risk that is fully hedged, the current valuation would include the cost of hedging
the risk, which would be a reasonable basis for the IFRS 17 valuation provided the current
provision is consistent with observable market prices.

For financial risk that is not fully hedged, the current valuation would typically include
provisions based on projected “real-world” scenarios of financial risk variables. These
approaches would generally not comply with the IFRS 17 requirement to be consistent with
observable market prices. The IFRS 17 provision would be the same regardless of whether the
risk is hedged or not.

9. Risk adjustment for non-financial risk

to reflect “the
e amount and timing

IFRS 17 requires the entity to adjust the present value of future
compensation that the entity requires for bearing the uncer
of the cash flows that arises from non-financial risk” (IFR

s the PfAD, which takes
n determining the liability.

The corresponding concept in the current CIA Standard
account of the effect of uncertainty of the assumpgions aRgd da

dif es. One difference is that the IFRS
rovision for non-financial risk, while

conomic assumptions. Under IFRS 17,

t vary with assumptions related to financial risk

cluded in the present value of future cash

ing the discount rate. However, there are no

sets supporting liabilities, such as reinvestment

While the concepts are similar, there are impqrt
17 risk adjustment for non-financial risk only i
PfADs cover uncertainty in both econom
provisions for financial risk (i.e., cas
and liability timing, currency and li
flows, either by adjusting cash flo
provisions for financial risk
(asset-liability mismatch)

al.the MBS 17 risk adjustment for non-financial risk depends on the
iIrements for taking risk, rather than exclusively on the
uncertainty of the estinRted future cash flows. This could result in entities setting different risk
adjustments for non-finaWcial risk for similar groups of insurance contracts. Therefore, to
facilitate comparison among entities, IFRS 17 requires entities to disclose the confidence level
to which the risk adjustment for non-financial risk corresponds, which is an entirely

new requirement.

Another difference is@
entity’s own compenss

The entity can use other approaches to determine the risk adjustment for non-financial risk,
such as the “cost of capital” approach, the “confidence level” approach, or any other approach
that satisfies the criteria laid out in IFRS 17.B91. Information on various approaches for setting
risk adjustments and other guidance can be found in the draft educational notes IFRS 17 Risk
Adjustment for Non-Financial Risk for Life and Health Insurance Contracts and IFRS 17 Risk
Adjustment for Non-Financial Risk for Property and Casualty Insurance Contracts.

The table below compares the requirements for establishing PfADs and risk adjustments
for non-financial risk:
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IFRS 17 Current CIA standards = What’s changed?
Measurement = Compensation Amount required to Focus on compensation
objective required by entity = provide for the effect | required, not just the effect of
to bear of uncertainty. uncertainty.
uncertainty.
Scope Non-financial risk = Financial and non- No asset related MfADs, such
only. financial risks. as asset default, investment
expenses, or reinvestment risk
(C3).
Method Various, at entity = Assumptions that are For non-economic
discretion. more conservative assumptions, current approach

than best estimate
(often MfADs).

Iversification between
financial risks and non-financial
risks ignored.

Diversification = Reflected, based Reflected d
benefit on diversification
that the entity

considers when Entity’s view of diversification

setting may be different than
compensation diversification reflected in
requirements. givenMo explicit PfADs.
eration or
nsidered only within
a line of business.
9.1 Reflecting unc the risk adjustment for non-financial risk

IFRS 17 does not specify e method that an entity uses to determine the risk adjustment for
non-financial risk, but it outlines the characteristics of an appropriate risk adjustment in IFRS
17.B91. These characteristics are similar to those described in current CIA Standards of Practice
and though the criteria do not match exactly, the same basic principles apply. The main
difference is that IFRS 17 requires the entity’s view of the cost of risk (i.e., compensation
required for bearing uncertainty) to be taken into account in setting the risk adjustment for
non-financial risk. This is described in IFRS 17.B87 as the compensation required, “to make the
entity indifferent between fulfilling a liability that has a range of possible outcomes arising from
non-financial risk, and fulfilling a liability that will generate fixed cash flows with the same
expected present value.”

29



Revised Draft Educational Note November 2020

9.2 Considerations for using PfADs to determine risk adjustment for non-financial risk

As noted above, the underlying principles for determining the risk adjustment for non-financial
risk are the same as those used to set CIA PfADs. Therefore, the current PfADs for non-
economic assumptions may be a good starting point for setting the risk adjustment for non-
financial risk. The considerations to be taken into account include the following:

e Isthe current level of PfAD consistent with the compensation the entity requires for
bearing uncertainty?

e Are the diversification benefits included in current PfADs consistent with those that
would be reflected in IFRS 177

e How would the confidence level (to satisfy disclosure requirement of IFRS 17.B92)
inherent in the current PfADs be determined?

S\ rate contracts.
the direct and

e |FRS 17 requires reinsurance contracts held to be measurg
How would the PfAD appropriate to the net liability be,sp
ceded contracts?

e Are any adjustments needed for pass-through fe§t

en requires

of uncertainty (sufficient without
being excessive) across different risks and proMuctsa all entities. In selecting an MfAD within
the recommended range, a lower/highe s for less/more uncertainty but not for a
lower/higher level of confidence or egk cific cdmpensation required for bearing the

~specific view of the compensation required to bear
pical Canadian entities.

IFRS 17.B88 requires th\@#fsk adjustment for non-financial risk to reflect the degree of
diversification benefit th@gentity includes when determining the compensation it requires for
bearing non-financial risk. Current CIA standards (paragraph 2120.07) also suggest
consideration of diversification benefits, though in practice this is often done implicitly or only
within product lines and would include consideration of both financial and non-financial risk.

Therefore, if using CIA PfADs to determine the IFRS 17 risk adjustment for non-financial risk,
adjustment might be needed to achieve the objectives of IFRS 17.

9.2.3 Confidence level disclosure

IFRS 17.B92 requires disclosure of the confidence level of the risk adjustment for non-financial
risk. The purpose of this disclosure is to allow users to compare risk adjustments across entities
by distinguishing differences arising from different levels of uncertainty from differences arising
from different entity-specific views of the compensation required to bear uncertainty.
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As discussed in Section 9.2.1, current CIA PfADs are intended to provide for a similar level of
uncertainty and hence a similar confidence level. Current CIA standards do not specify this
confidence level and in practice there will be variation in confidence levels across entities
(especially in the treatment of diversification benefits).

Note that the purpose of the confidence level disclosure is to help users understand and
compare financial statements. In this context, it is important for the reported confidence level
to be comparable among entities.

9.2.4 Reinsurance contracts held

IFRS 17 requires reinsurance contracts held to be measured separately from the underlying
direct contract(s) and, in particular, the risk adjustment for non-financial risk is determined
separately. IFRS 17.64 clarifies that the risk adjustment for non-financial risk on a reinsurance
contract held represents the amount of risk transferred from the entity to the reinsurer.
Therefore, unlike other contracts, the risk adjustment for non-fi on a reinsurance
contract held reduces the liability (or increases the asset).

Under current CIA requirements for life, the PfADs for nong¥co iCQgfflmptions are set at a
level appropriate for the liability net of reinsurance, angt nogequirement to split them
between the direct contract and the reinsurance ceded &ntr

9.2.5 Effect of pass-through features

Some products have features that share risk
entities take these features into accountg

p&y-holders. Under current CIA standards,
t®e PfADs required. For example, an entity
could establish an MfAD at the low e ge (or even below the low end) depending
on the extent of pass-through featyffes. This cept also exists in IFRS 17, to the extent that
the compensation an entity requirdg takes Jcount of the existence of the pass-through
features.

Therefore, if using CIA PfA
adjustment would b uire
determining the com

ine the IFRS 17 risk adjustment for non-financial risk,
the entity ignores (some or all) pass-through features in
jlrequires for bearing uncertainty.
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Appendix A: Contract classification for Canadian life and health products

Product Analysis
Term life/whole life/ * Payment on insured event (death) is fixed but timing is uncertain,
par/endowment so would be classified as insurance contracts.

* All payout life contingent annuities would be classified as
insurance contracts, including those with term certain periods.
On transition to IFRS 17, if the annuitant is deceased and
payments are continuing under the term certain period, the

Payout annuities annuity remains an insurance contract.

* Guaranteed-only (i.e., term certain) annuity contracts from issue
would be classified as investment contracts. Also, if a block of
annuities is acquired from another eg gntracts where the
annuitant is deceased and payme inuing under the

options would be classifie
guarantee has no co
inherent in the gu

ut minimum guaranteed annuity

- nerally be classified as investment
Deferred annuities

Sfer to IFRS 17.B18—B23 for further discussion). Therefore, such
acts might be classified as investment contracts.

* Contracts usually contain significant insurance (mortality) risk,
therefore would be classified as insurance contracts.

* No specific threshold is provided on what constitutes
“significant,” though examples in drafts of IFRS 17 suggest that a
death benefit of 101% of the account value does not constitute
“significant” insurance risk.

Universal life and
variable universal life

* Generally, these are not insurance contracts as there is no
transfer of insurance risk, and they would be classified as
investment contracts.

Segregated funds
without guarantees
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Product Analysis

* Generally, insurance contracts, but analysis would be done on
the type of benefit to assess whether the insurance risk is
significant. Financial guarantees and waiver of surrender charge
are not considered insurance risk for the purpose of
classification.

* Guaranteed minimum death benefits (GMDB) — Minimum payout
in the event of death. Death is the insured event, and the
payment on death could be more than the policyholder fund.

* Guaranteed minimum income or withdrawal benefits

Segregated funds with (GMIB/GMWSB) — Similar to an annuity contract where
guarantees survivorship is the insured event, and payment on survival could
result in a loss to the entity.

* Guaranteed minimum accumulatio€gb GMAB) —The

benefit is paid on maturity simj ment product. The
amount paid is uncertain an pay more than the
fund in certain scenarios.

* Payment on the insured eveRt o mount higher than the
policy-holder fund § itR|f sufficient to conclude the

contract transf surance risk (for the same reason
that waiver of sur arges on death does not constitute
insurance ri

* Grou €, accCi

contrits woul be classified as insurance contracts unless
armless agreements mean there is no significant
ance risk transferred.

Group insurance

contracts e .
d be classified as insurance contracts.

* ASO contracts without pooling (e.g., employee benefit programs,
including life, accidental death, health, and disability benefits)
would be classified as service contracts.

Employee benefit
plans/defined benefit  * Out of scope of IFRS 17 (IAS 19).
pensions
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Product Analysis

* Classification of reinsurance contracts issued is the same as
insurance contracts issued (direct) except for IFRS 17.B19 (see
Section 3.4).

* Reinsurance contracts held are classified separately from the

. underlying direct contract(s).
Reinsurance contracts

* The transfer of non-insurance risk (e.g., lapse or expense risk)
from an entity to a reinsurer exposes the assuming entity to
insurance risk. However, such a contract can only be a
reinsurance contract held (from the cedant’s perspective) if it
also transfers insurance risk.

* Credit life and disability insurance contracts may be either group

Credit insurance
contracts

ly elected to account for
tracts. Otherwise, such contracts
vestment contracts.

insurance contract a
such contracts as i

insYrance contracts.
Disability (individual * Liabiliti ms in settlement can be either LICs or LRCs.

and group) of claims in settlement is acquired from
he liability is a LRC (IFRS 17.B5).
Critical illness ssified as insurance contracts.
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Appendix B: Examples of investment components in Canadian life and health
contracts
Contract Investment Distinct? Accounting treatment
feature component
?

e Include in fulfilment cash flows (FCF).

Cash e Exclude from insurance revenue and insurance

surrender Yes No service expense.

value (CSV) e Reduce death benefit by implicit CSV in
insurance service expense.

e Includein FCF.

Endowment Ves No lude f ) di
benefit e Exc u e from insfa enue and insurance
service expe

e Includei

Policy loans No N/A

Return or Incltde in FCF.

refund of xclude from insurance revenue and insurance
premiumon | No N/ service expense (surrender is not an insured
surrender or event).

expiry

Return of

premium on e Include in FCF.

death (rider  No N/A e Include in insurance revenue and insurance
on critical service expense (death is an insured event).
illness)

e If distinct, would be separated from the
insurance contract, measured under IFRS 9, and
the liability would be included with other

A ‘ investment contract liabilities in the financial
mour\ >N Yes Maybe statements.
deposit

If non-distinct, IFRS 17 applies and the liability
would be included with insurance contract
liabilities. Exclude from insurance revenue and
insurance service expense.
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Eﬁ:z":fot'::r e Include in FCF.
underlying es No e Exclude from insurance revenue and insurance
(VFA) service expense.

e [f distinct, would be separated from the
insurance contract, measured under IFRS 9, and
the liability would be included with other

Prepaid investment contract liabilities in the financial

premium Yes Maybe statements.

account e If non-distinct, IFRS 17 applies and the liability
would be included with insurance contract
liabilities. Exclude from insurance revenue and
insurance service e

Aclcou(r;t e Includein FCF.

value (less

surrender Yes No e Exclude frogfinsygan enue and insurance

charges) service

Annuity

payments

during the. . oNn ECE.

term certain ) )

period on Yes No xcle from insurance revenue and insurance

life- ervice expense.

contingent

annuities

e Same as policy-holder share of the underlying

VFA).

Experience ( ) . . L

rating Yes e |If thereis no insurance risk (i.e., some hold
harmless agreements), the contract would be
outside the scope of IFRS 17.

e |[f distinct, would be separated from the
Clai insurance contract, measured under IFRS 9, and
; a'inst_ the liability would be included with other
uctuation investment contract liabilities in the financial

reseryes, Yes Maybe statements.

premium L . L

stabilization e If non-distinct, IFRS 17 applies and the liability

reserves would be included with insurance contract

liabilities. Exclude from insurance revenue and
insurance service expense.
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Appendix C: Examples of service components in Canadian products

Type of contract/feature = Accounting treatment
Individual insurance contracts - life, health, annuity, and property and casualty

e [f distinct (i.e., readily available to the contract holder through
other means (B34)), cash flows would be separated, measured
under IFRS 15, and included with other service contracts in the
financial statements.

e If not distinct, the cash flows would not be separated.

Policy and contract
administration, and
claims adjudication and
administration

Group insurance contracts and ASO contracts

has no insurance risk
processing services,
all the insurance risk,

e |FRS 15 applies to pure ASO since
and provides administrative, clg
while the group contract holgle

>

ASO — pure

and pays for all services cly

e Absent any insurance , IFB#9 applies to any account
balances.

e AoD arising fr | Xccounting of the ASO might be a
distinct inv comp®nent. If so, it would be separated,

measured un and included with other investment
i ncial statements.

o ThePsetvicequmponent of the contract might be distinct under

IRRS 17.38If So, it would be separated, measured under IFRS
d ig¥luded with other service contracts in the financial
tatements.

ASO — with insurance

The remaining components of the contract would not be
eparated.

] e [f distinct (i.e., readily available to the contract holder through
PO"C.y .and c.ontract other means (B34)), cash flows would be separated, measured
adr.nlnlstrétlc?n, z?md under IFRS 15, and included with other service contracts in the
claims adjudication, financial statements.

rocessing and
:dministrition e If not distinct, the cash flows would not be separated.
e Also see IFRS 17 illustrative examples IE51—-IE55.
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Appendix D: Measurement approaches for typical Canadian products

Product

Group insurance with
coverage period of one year
or less

Group insurance with
coverage period greater than
one year

Term life and whole life
Segregated funds

Universal life
Participating life
Critical illness, disability
income, long-term care

P&C products with coverage
period of one year or less

P&C products with coverage
period greater than one year

GMA Eligible for PAA? VFA required?
Yes Yes No

Yes Maybe No

Yes No No

Possibly No Likely

Maybe No Maybe

Possibly Likely

No
Yes A No
Yes \ No
Yes % Maybe No

&
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