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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 sifuation
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.
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1. Introduction

IFRS 17 establishes principles for the recognition, measurement, presentation, and disclosure of
insurance contracts.

IFRS 17 introduces the concept of contractual service margin (CSM) as the mechanism by which
unearned profit is deferred and amortized over the period in which services are provided for a
group of insurance contracts. Amortization of CSM in a given period is based on the proportion
of services provided in that period relative to services provided over the entire service period.
To this end, the concept of coverage units, which represents the quantity of service provided by
each contract in the group, is created.

This draft educational note provides guidance on the selection of appropriate coverage units
for insurance contracts within the scope of IFRS 17, for products that are typically sold in
Canada. This note implicitly assumes that the actuary is accountabledar choosing the coverage
unit basis, and should be read within that context.

The guiding principles that the CLIFR Subcommittee followe E note were the

following:

e First and foremost, consider Canadian-specific p ather than simply

repeating international actuarial guidance

SIRgNt W e IFRS 17 standard and applicable
ucational notes, without unnecessarily
FRS 17 standard.

e Provide application guidance that is c
Canadian actuarial standards of practic
narrowing the policy choices avaif§bled

e Consider practical implicati
particular, ensure that due
cost and effort to imp

be considerations ig @

tion of coverage units requires the use of the actuary’s

Jverage unit choice.

e Recognize tha
judgment.

At its January 2019 meeggng, the International Accounting Standards Board (IASB) tentatively
approved an amendmen®o the Standard so that in the general model, the contractual service
margin is recognized on the basis of coverage units that are determined by considering both
insurance coverage and investment-return service. The June 2019 Amendments to IFRS 17
exposure draft does include this proposed amendment.

Chapter 6 of the draft CIA educational note Application of IFRS 17 Insurance Contracts provides
further general guidance on coverage units. This draft educational note, published in February
2019, is an adoption without modification of the exposure draft of International Actuarial Note
(IAN) 100. Another exposure draft of the IAN 100 is expected to be published later in 2019,
which will address the comments made by the different bodies in addition to providing
additional guidance related to the proposed amendments to the Standard.

This draft educational note includes some references to principles articulated by the IASB
Transition Resource Group (TRG) and to staff papers prepared for the TRG meetings. Note that
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the TRG is not a governing body and the staff papers are not binding. The role of the TRG is to
communicate to the IASB on the practical issues associated with the implementation of the
Standard.

CLIFR acknowledges the exposure draft status of the IFRS 17 Standard regarding the definition
of investment-return services, and the evolving nature of the associated international guidance.
The CIA has provided specific comments on the definition of investment-return services to the
IASB. It is therefore not possible at this time to provide conclusive guidance on the
identification of investment-return services in typical products. Nevertheless, CLIFR believes
this draft educational note has sufficient content to be beneficial to Canadian actuaries
implementing IFRS 17, and as such has chosen to publish this draft educational note now,
rather than waiting for international standards and guidance to be finalized. For the purpose of
this draft educational note, some general assumptions have been made regarding the existence
of investment-return services for typical Canadian products. These ggaiimptions have been

guidance on investment-return services.

2. General considerations

2.1. Insurance contract services

Under IFRS 17.B119, a portion of the CSM is re
insurance contract services provided un

as profit each period “to reflect the

finsurance contracts in that period”.
Insurance contract services are defi ndix A of the IFRS 17 Standard as:

(a) coverage for an insured @vent (influrance coverage);

(b) the generation g est

service) for contrac

return for the policyholder (an investment-return
irect participation features;
(c) managem
service) for con

ing items on behalf of the policyholder (investment-related
h direct participation features.

Regarding investment-requrn services, IFRS 17.B119B states that “insurance contracts without
direct participation features may provide an investment-return service if, and only if:

(a) an investment component exists, or the policyholder has a right to withdraw an
amount;

(b) the entity expects the investment component or amount the policyholder has a right
to withdraw to include a positive investment return (a positive investment return
could be below zero, for example, in a negative interest rate environment); and

(c) the entity expects to perform investment activity to generate that positive
investment return.”
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Investment component is defined in IFRS 17 Appendix A as “the amounts that an insurance
contract requires the entity to repay to a policyholder in all circumstances, regardless of
whether an insured event occurs.”

An assessment of whether insurance contract services are, or are not, provided in a particular
period is the first step in developing the coverage units for a group of contracts. That
assessment would be made based on the facts and circumstances of the product, with
reference to the definitions above. General guidance is provided in Section 3 of this draft
educational note. As noted in the introduction, the interpretation of what constitutes an
investment-return service is evolving, and this draft educational note will be updated to reflect
emerging international guidance.

Once it is established whether services are provided based on the facts and circumstances of
the group of contracts, the actuary would use judgment to derive a coverage unit basis that is a
reasonably proxy for the insurance contract services provided by t p of contracts.
Considerations for doing so are discussed in the next section.

2.2. Definition of coverage units

Coverage units are a representation of the insurance ¢ provided, and the means
to determine the portion of the CSM to be amortized in revenue. Under IFRS
17.B119(a), coverage units are defined as “the q by ofQervices provided by the contracts in
the group, determined by considering for each ctract

circumstances, investment-return i investment-related service. The IASB
acknowledges that significantgmgls e required in determining a single quantity of
service measure, and as Sug i closure [IFRS 17.117(c)(v)] of the approach used to
determine the relative weig
investment-return se

In this draft education e, 1or contracts where investment-return services exist, general
assumptions are made r@arding the determination of the quantity of services that would
represent the investment-return services being provided. For example, if a life insurance
product has a cash surrender value (CSV) that is considered to provide an investment-return
service, the death benefit could be defined as the CSV plus the net amount at risk (NAAR,
where NAAR is defined as face amount less CSV). Choice of the death benefit (or equivalently
the face amount) as the quantity of services would imply that the CSV would appropriately
represent the investment-return services being provided. Other definitions of quantity of
services could be used based on the facts and circumstances of the given product.

Supplemental discussion on the determination of coverage units is provided in IFRS 17 Basis for
Conclusions paragraphs BC279-283. These paragraphs articulate the following key principles
underlying determination of coverage units:
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e Quantity of services would generally not be based on expected claims or release of risk
adjustment.

e [tis optional (based on judgment) to use discounting in the calculation of quantity of
services provided under a contract. If the actuary has opted to use discounting, the
selection of discount rates to be used for that purpose would be based on judgment, as
the Standard is silent on this topic.

e The coverage period extends to the end of the period in which insurance contract
services are provided, and would not extend to the period over which claims are settled.

Except for this discussion, IFRS 17 does not prescribe a particular form or basis for the definition
of coverage units. Therefore, as a general statement, any coverage unit construct that satisfies
the above requirements would in theory be an acceptable approach.

A general method that would work for most Canadian products is 3 actor approach.
Coverage units would be defined as (1) a volume weighting (refl¢g QUFRS 17.B119
requirement to consider the quantity of services provided u hct), and (2) expected
survivorship of the given contract (reflecting the IFRS 17. i ’nt to consider
expected coverage period). The combination of the du facilitate aggregation

amongst contracts with different periods and different vjum

CU; = (Quantity of Services); * ( Dy

Where ;p, represents the survivorship factor Rath®@geginning of reporting period t.

(most of them are listed under Question
tracts educational note):

Specifically, the TRG made the following
6.13 of the Application of IFRS 17 In ce

e Lapse expectations are incl§gled to tfe extent they affect expected duration of coverage
(coverage period).

ross periods need to be reflected in determination of
Id consider the quantity of benefits to be received, not the
enefits.

e The different levels
coverage unit
costs of provi

e The quantity of efits is determined from the policyholder perspective not the
quantity of benefils expected to be incurred by the insurer.

e A policyholder benefits from the insurer standing ready to meet valid claims, hence the
guantity of benefits relates to amounts that could potentially be claimed.

e Different probabilities of insured events across periods do not of themselves affect the
stand-ready quantity of benefits provided to a policyholder, but where there are
different types of insured events, their different probabilities might affect the stand-
ready benefit provided by the insurer. For example, within a life insurance policy with a
level face amount, the increasing probability of death as the policyholder ages would
not affect the level of the insurance contract services over time. However, when a
contract combines two different types of coverages, different relative probabilities of
the insured events may affect the choice of coverage units for the contract as a whole;
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this combination of coverages situation is addressed in Section 4 of this draft
educational note.

e Particular methods are not specified by IFRS 17 and different methods may achieve the
objective of reflecting the service provided in each period.

e The allocation of the CSM would reflect the service rendered in a period. The
determination of coverage units that achieve this objective is not an accounting policy
choice but involves judgment and estimates that would be determined systematically
and rationally.

e Any method achieving the objective of reflecting the insurance contract services
provided in each period is appropriate (e.g., maximum amount or amount expected to
be claimed in each period).

e Premiums or expected cash flows would not be a good basjg
they can be demonstrated to be a reasonable proxy for t4&
period (such as the group insurance example noted i

overage units, unless
provided in the
Section 4).

2.3. Practical considerations

A practical reality is that any chosen approach would pr operationally efficient,
perhaps making use of readily available informatj d VQluation system functionality.
Furthermore, it would be helpful if the approgchQgas in e, as less complex methods might
be easier to explain and justify in meeting the guirements.

although in certain circumstances i asonable to make simplifying assumptions in
the determination of future cover i implifications in the projection of coverage units
are acceptable, provided thatg i

For example, it could be ope
consistent inflation e

onally complex to project coverage units using market-
iongpor products with indexed benefits, or to project coverage
units reflecting market istent growth expectations for universal life (UL) account values. In
these situations, reason®gle simplifications could be used in the construct of the coverage
units. Similarly, inflation could align with the market consistency requirements of estimates of
future cashflows or alternatively inflation could reflect the entity’s view of inflation for
projecting coverage units, if it reasonably reflects service expected to be provided.

2.4. CSM amortization

Coverage units would be based on the services to be provided over the expected coverage
period, which represents the probability-weighted average coverage period of the contract. The
expected coverage period is reassessed each period.

To determine the proportion of CSM to be amortized for provision of service during the period
i, under this approach the following formula would be used:

CcU;
T CUwED
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Where v is the discount factor. Note that the actuary could decide not to apply discounting by
calculating the discount factors with a 0% interest rate.

2.5. General illustrative examples

As an illustrative example, consider a contract that provides level insurance coverage of $1,000
over a 10-year period, with an initial CSM of $100. There are assumed decrements of 5% per
year, and no investment-return service is provided. In this simplified example, the interest rate
used to discount the coverage units and the interest used to accrete the CSM are zero. The
resulting coverage units and amortization of the CSM could be calculated as follows:

Period 1 2 3 4 5 6 7 8 9 10 Total
Coverage 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000,
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 1,000 950 903 857 815 774 663 630
(B) Current + future service 8,025 7,025 6,075 5,173 4,315 3,501 1,294 630
CSM amortization factor [(A)/(B)] 12.5%  135%  14.9%  16.6%  18.9%  22.1% 51.3%  100.0%
Opening CSM 100.0 87.5 75.7 64.5 53.8 43.6 16.1 7.9
Insurance finance expense (C) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized (D) 12.5 11.8 11.2 10.7 10.1 8.3 7.9 100.0
Ending CSM 87.5 75.7 64.5 53.8 43.6 7.9 0.0
Profit Realized [(D)-(C)] 12.5 11.8 11.2 10.7 10.1 8.3 7.9 100.0
The above example is an oversimplification intended to e practical application of the

general formulas in Sections 2.2 and 2.4 above. T
defined as the product of the quantity of service
The CSM amortization factor in any given peri
the sum of current and future service in

e umits in any period (CU:) are
bability of survival of the contract.

nPperiods.

contracts are issued. Assume that
example is the same. The defighi

discount rate is 3%, and everything else in the
ge units and calculation of the CSM amortization
ove, but the amortization of the CSM would differ
bn the CSM:

Period 2 3 4 5 6 7 8 9 10 Total
Coverage 4 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (,p,) 00.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) ,000 950 903 857 815 774 735 698 663 630
(B) Current + future service 8,025 7,025 6,075 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 12.5% 13.5% 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3%  100.0%
Opening CSM 100.0 90.2 80.3 70.4 60.5 50.6 40.6 30.5 20.4 10.2
CSM With Interest Accretion 103.0 92.9 82.7 72.5 62.3 52.1 41.8 314 21.0 10.6)
Insurance finance expense (C) 3.0 2.7 2.4 2.1 1.8 1.5 1.2 0.9 0.6 0.3 16.6)
CSM amortized (D) 12.8 12.6 12.3 12.0 11.8 11.5 11.3 11.0 10.8 10.6 116.6
Ending CSM 90.2 80.3 70.4 60.5 50.6 40.6 30.5 20.4 10.2 0.0
Profit Realized [(D)-(C)] 9.8 9.9 9.9 9.9 10.0 10.0 10.0 10.1 10.2 10.2 100.0

As noted in Section 2.2, discounting of the coverage units would be an acceptable option under
IFRS 17. Assuming the locked-in discount rate was used in the calculation of the coverage units,
the above example would be modified as follows.
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Period 1 2 3 4 5 6 7 8 9 10 Total
Coverage 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
Discount Factor 100.0% 97.1% 94.3% 91.5% 88.8% 86.3% 83.7% 81.3% 78.9% 76.6%
(A) Current service (CU,) 1,000 922 851 785 724 667 616 568 524 483
(B) Current + future service 7,139 6,139 5,217 4,366 3,581 2,858 2,190 1,575 1,007 483
CSM amortization factor [(A)/(B)] 14.0% 15.0% 16.3% 18.0% 20.2% 23.4% 28.1% 36.1% 52.0%  100.0%
Opening CSM 100.0 88.6 77.5 66.8 56.5 46.4 36.6 27.1 17.9 8.8
CSM With Interest Accretion 103.0 91.2 79.8 68.8 58.2 47.8 37.7 27.9 18.4 9.1
Insurance finance expense (C) 3.0 2.7 2.3 2.0 1.7 1.4 1.1 0.8 0.5 0.3 15.8
CSM amortized (D) 14.4 13.7 13.0 124 11.8 11.2 10.6 10.1 9.6 9.1 115.8
Ending CSM 88.6 77.5 66.8 56.5 46.4 36.6 27.1 17.9 8.8 0.0
Profit Realized [(D)-(C)] 11.4 11.0 10.7 10.4 10.1 9.8 9.5 9.3 9.0 8.8 100.0

Note that the key difference in this example is the addition of a discounting factor to the
definition of current service projections. The discounting factor reduces the relative weight of
future service and results in a slightly more accelerated release of the CSM.

modate specific
Mlect the insurance

In each of the above general examples, the coverage is gs a flat $1,000 per period.
tion 3 of this draft
educational note provides examples of the definiti units for products typically

sold in Canada.
2.6. Reinsurance contracts held

This document addresses coverage unit cr' s for®irect contracts. The considerations in the
selection of coverage units for reingffrance c acts held would follow similar logic, taking into
account the risks ceded to the reinfurer. HQvever, as per paragraph IFRS 17.66(e), the coverage
units would be based on sery (2 ather than services provided).

2.7. Summary: general p

Due to the breadth o
specify particular cove
coverage units that refl
actuary would adhere to

igns, and to the fact that the IFRS 17 Standard does not
onstructs, the actuary would apply judgment in choosing

t the insurance contract services provided. In applying judgment, the
e following key principles:

e Coverage units would reflect insurance contract services provided in each period.
Insurance contract services include both insurance coverage and investment-return
services (or investment-related services for contracts with direct participation features),
if applicable.

e Section 3 of this draft educational note builds upon the general coverage unit formula
outlined in Section 2.2 and suggests potential coverage unit choices for typical Canadian
products, but other choices are possible if they are a reasonable representation of the
insurance contract services provided for the given product.

e The actuary would select coverage units that are consistent across products. For
example, discounting of coverage units (or not) would be applied consistently across

10
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similar products. As another example, the choice of current benefit versus present
value of future benefits as the basis for coverage units for similar products would be
applied consistently. Moreover, the selection of coverage units would not be changed
in the future for a particular group of contracts. In Section 3 of this draft educational
note, the examples are deliberately similar, and even somewhat repetitive, to illustrate
consistency of application of the general formula in Section 2.2 to the various products.

e The actuary would ensure that the resulting CSM amortization pattern results in a
faithful representation of the insurance contract services provided.

The mechanics of CSM interest accretion, changes in fulfilment cash flows relating to future
service, and considerations related to the treatment of experience adjustments are out of
scope for this draft educational note. Nevertheless, considering the above principles in the
construction of a coverage unit basis, the resulting amortization of the CSM would have the
following general characteristics:

e To the extent that insurance contract services are proygd
would be an amortization of CSM in that period. A prqac
CSM being fully amortized before all insurance ¢
be appropriate.

@orting period, there
would result in the
ervigeS are provided would not

e The percentage of the CSM amortized in
contract services provided in that perigd
provided in current and future periods.

is the proportion of the insurance
e insurance contract services

e [f the expected coverage declines
reasons), then the expectedgfollar a
over time as well.

ue to expected survivorship or other
nt of CSM amortization would generally decline

e The amortization of § e the last step performed in the calculation of the
carrying amount o he end of a reporting period as paragraph IFRS
17.BC279 (b) cifieSqQgat the amortization of the CSM would be performed with the
most up-to-da

3. Product types

This section discusses considerations in the choice of coverage units for most Canadian
insurance product types. The suggested general approaches outlined in this section would
satisfy the requirements of IFRS 17, but other approaches that also satisfy the requirements of
the Standard would be equally acceptable, as the selection of coverage units is based on
judgment.

For simplicity, the illustrations in this section do not include the impact of discounting in the
construct of the coverage units. But as noted in the general considerations section, the use of
discounting is permitted under IFRS 17.

11



Draft Educational Note December 2019

3.1. Individual life insurance
3.1.1 Traditional non-participating products

Individual life insurance contracts typically provide lump sum payments, payable upon the
occurrence of an insured event (i.e., the death of the insured). These contracts may or may not
have cash surrender values (CSV).

For contracts without CSV, the insurance coverage would be the full face amount (death
benefit) of the contract. The face amount would be representative of the quantity of benefits
since it is not expected that such a contract would provide investment-return services.

For contracts with a CSV, we have assumed that the CSV represents the investment-return
service being provided. Using this assumption, the net amount at risk (NAAR, or face amount
less CSV) would represent the insurance coverage. The quantity of services provided under the
contract would be the NAAR plus the CSV, which is the face amou e remainder of this
section makes these assumptions, and thus the face amount is i s the quantity of

services for all life insurance contracts in this section, with or, . Different
definitions of quantity of services could be appropriate d i ¥facts and
circumstances of the CSV in particular contracts or if co other forms of
investment-return services.

As mentioned in the introduction, the projectio rage units would consider the

expected coverage period of the contract. Exggct ecrements (lapses, deaths) would be
considered in the projection of coverage units i periods.

The general coverage unit choice cou ore b&as follows:

CU; = Amount); * (¢py)

ra ar non-renewable term product with face amount of
pts of 5% per year for lapse and mortality. The resulting

As an illustrative example,
$1,000. There are assumé

Period 2 3 4 5 6 7 8 9 10
Face Amount 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (yp,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 1,000 950 903 857 815 774 735 698 663 630
(B) Current +future service 8,025 7,025 6,075 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 12.5% 13.5% 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3% 100.0%
Opening CSM 100.0 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 12.5 11.8 11.2 10.7 10.1 9.6 9.2 8.7 8.3 7.9
Ending CSM 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9 0.0

Special considerations may be given to products that have a variable face amount. In some
instances, the face amount can vary depending on an external index such as the Consumer
Price Index. The suggested coverage units would reflect the fact that the face amount is not
fixed but may vary at some or all policy anniversaries.

Another example of a product with a variable face amount would be one that covers the
outstanding balance of a loan up to a certain maximum amount; for example, mortgage

12
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insurance where the claim payable is related to principal outstanding. The outstanding balance
of the loan would be projected when determining the fulfilment cash flows. The outstanding
loan balance used in the fulfilment cash flows would be a reasonable representation of the
guantity of benefits provided under the contract. The maximum amount of the loan defined in
the contract could also be an appropriate coverage unit choice.

3.1.2 Individual participating life insurance

For individual participating life insurance business that is expected to qualify as insurance
contracts with direct participation features, the management of the underlying items would be
a good representation of investment-related services provided to the policyholder. Therefore,
the use of the fair value of the underlying item as the coverage unit would be appropriate.

The use of the general formula illustrated in Section 3.1.1 may be also be an appropriate
method, especially in situations where the block of business does not have material dividend
room.

 projected
ds and related

In either case, there would be additional considerations wit
underlying item or future face amount. The potential pay
dividend options could have an effect on the projectio nts, which could impact
the insurance coverage amounts, the investment comp nts, and the investment-
related services. In theory, the projection of futur er units should account for the
following items:

e additional insurance coverage that coul pNyided under various dividend options

(e.g., term additions, paid-up addi

e additional investment com ts (and investment-related services) that could
result, (e.g., dividends on dqgosit, p@icy loans) including those that could be related to
additional insurance g ¥, cash surrender values of paid-up additions)

3.1.3 Universal life

The coverage unit co io nder universal life are generally consistent with those listed
in the traditional prod ecwon.

One common type of unNgersal life is where upon the death of the insured, the beneficiary is
paid an amount equal to the sum of the account value (AV) and the face amount (FA) of the
contract. In such a case, the suggested coverage unit choice could be the amount payable upon
death:

CU; = (Face Amount + Account Value); * ( ¢Dy)

This formula is based on the assumption that the account value is representative of an
investment-return service (or an investment-related service if universal life products qualify as
contracts with direct participation features), and the face amount is representative of insurance
coverage. Alternate interpretations could be possible based on the facts and circumstances of
the specific product design.
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As an illustrative example, consider a UL product with face amount of $1,000, and an initial
account value of $200. There are assumed decrements of 5% per year for lapse and mortality.
The account value is expected to grow at 5% per year. For ease of illustration, a 100% lapse rate
was assumed at the end of the 10t year. The resulting coverage units and CSM amortization
factors would be as follows:

Period 1 2 3 4 5 6 7 8 9 10
Face Amount 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Account Value 200 210 221 232 243 255 268 281 295 310
Death benefit 1,200 1,210 1,221 1,232 1,243 1,255 1,268 1,281 1,295 1,310
Probability of Survival (yp,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 1,200 1,150 1,102 1,056 1,013 971 932 895 859 826
(B) Current +future service 10,003 8,803 7,653 6,552 5,496 4,484 3,512 2,580 1,685 826
CSM amortization factor [(A)/(B)] 12.0% 13.1% 14.4% 16.1% 18.4% 21.7% 26.5% 34.7% 51.0%  100.0%
Opening CSM 100.0 88.0 76.5 65.5 54.9 44.8 35.1 25.8 16.8 8.3
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 12.0 11.5 11.0 10.6 10.1 8.9 8.6 83
Ending CSM 88.0 76.5 65.5 54.9 44.8 16.8 8.3 0.0

Another form of universal life product provides a level deat )
of the insured, the beneficiary is paid an amount that cor e face amount of the
contract, plus any amount of account value exceeding t
insurance coverage declines as the fund value increases
value).

ace amount less account

Using logic similar to the above, the insuranc
investment-return service (or investmengrela
account value. In such a case, the su t
payable upon death:

velge would be the NAAR, and the
rvi®e, where applicable) would be the
overage units would correspond to the amount

(Faceimount, Account Value)); * (+Dy)

Following on the previous
of $1,000, and an initj
for lapse and mortalit
illustration, a 100% lap
units and CSM amortiza

sider a level death benefit UL product with face amount
value of $200. There are assumed decrements of 5% per year
nt value is expected to grow at 5% per year. Again, for ease of
te was assumed at the end of the 10%™ year. The resulting coverage

n factors would be as follows:

Period 1 2 3 4 5 6 7 8 9 10
Face Amount 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Account Value 200 210 221 232 243 255 268 281 295 310
Death benefit 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (yp,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 1,000 950 903 857 815 774 735 698 663 630
(B) Current +future service 8,025 7,025 6,075 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 12.5% 13.5% 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3%  100.0%
Opening CSM 100.0 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 12,5 11.8 11.2 10.7 10.1 9.6 9.2 8.7 8.3 7.9
Ending CSM 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9 0.0

In both examples, the coverage units represent the benefit that would be payable upon death
under the given product design.
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The considerations outlined in Section 3.1.1 regarding variable face amounts would also apply
to this subsection.

Other types of universal life products are of the limited-pay form (i.e., the cost of insurance
charges is deducted from the funds for a period that is shorter than the benefit period). It is
then common for such products to include guaranteed cash surrender values. If the CSV is
considered an investment-return service (or investment-related services, where applicable), the
general formulas illustrated above would continue to be appropriate; otherwise, adjustments
to the formulas would be required to account for the specific facts and circumstances.

3.2. Annuities

The life insurance products discussed in Section 3.1 deal with the case where the insured risk is
the potential one-time occurrence of an event during the coverage period; therefore, the
concept of an insurer providing service by way of “standing ready” to pay valid claims at any
time makes sense for those products. In contrast, in the case of g gntracts, the insured
tial state and the
non-occurrence of an “event” (death of the annuitant). Bec i erence in the nature
of coverage, for annuity contracts it generally makes m k of an insurer
“standing ready” throughout the lifetime of the contraco riodic payments as they
come due as long as the annuitant survives.

Annuity products include both:

didp annuities” or “payout annuities” with
ity payments is usually determined based

e Contracts sometimes referred to as “i
no accumulation period. The am
on the amount of premium

red annuities” with an accumulation period prior
iums are held in an investment account with

fits available; the amount of annuity payments being
e account value at the date of annuitization.

e Contracts often referred t
to annuitization, dug
surrender and/or
determined bgsed o

In the case of immedi jes, it is clear that there are insurance contract services
provided from the inceqon of the contract until the last benefit payment is made. For deferred
annuities, it is equally cleWr that insurance contract services are provided during the payout
phase, but not as clear whether insurance contract services are provided during the
accumulation period. CLIFR’s position is that insurance contract services are provided from the
inception of the contract, based on paragraph BC55 of the June 2019 Basis for Conclusions of
the amended IFRS 17 Standard, which specifically mentions deferred annuities as one of the
driving reasons for the inclusion of investment-return services in the definition of insurance
contract services. CLIFR acknowledges that this is a preliminary interpretation that may change
as international guidance regarding the draft June 2019 amendments evolves, and based on the

facts and circumstances of specific deferred annuity product designs.

Given that insurance contract services are provided from inception of an annuity contract
through the last payment, the next step would be to define a metric to reasonably represent
the services provided in any given period. Insurance contract services under an annuity can

15



Draft Educational Note December 2019

generally be viewed from two perspectives: (1) service is represented by the periodic benefit
payable (or potentially by the next benefit payable where benefits are not payable in every
period), or (2) service is represented by the present value of all future payments under the
contract (or the account value in the accumulation phase of a deferred annuity). These two
perspectives are explored in approaches 1 and 2.

The pattern of revenue recognition (CSM amortization) may differ significantly between
different approaches; approach 1 will tend to generate slower CSM amortization compared to
approach 2. Under approach 1, the annual benefit represents a proxy for the next amount the
contract holder could potentially receive under the contract in a given period. Under approach
2, the service in a period is based on the value to the policyholder of surviving to the end of the
period (i.e., the potential to receive a stream of future payments). The remaining value of the
contract declines as payments are made over the life of the contract, similar to a life insurance
product covering an outstanding loan balance. These definitions of sagvice are fundamentally
different, but both are consistent with the concept of the insure ready to pay while
the annuitant survives, and therefore both would be reasonalle 3 s provided that the
choice is applied consistently.

Variable benefit amounts under a given product design@o ured in the quantity of
service element of the general formula. It is beyond the is note to address all
potential product features.

Approach 1: based on periodic benefit paya

For immediate annuit
throughout the lifetim
would simply be the am

e coverage in the form of annuity payments would occur
the contract. The “benefit payment” term in the general formula
nt of the periodic benefit payment.

As an illustrative example, consider a 10-year immediate annuity with an annual benefit
amount of $1,000 that does not provide any investment-return service. There are assumed
decrements of 5% per year for mortality, and no discounting is assumed in the definition of the
coverage units. The resulting coverage units and CSM amortization factors based on the above
formula would be as follows:
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Period 1 2 3 4 5 6 7 8 9 10
Annual Payment 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 1,000 950 903 857 815 774 735 698 663 630
(B) Current +future service 8,025 7,025 6,075 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 12.5% 13.5% 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3%  100.0%
Opening CSM 100.0 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 12.5 11.8 11.2 10.7 10.1 9.6 9.2 8.7 8.3 7.9
Ending CSM 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9 0.0

For immediate annuities that provide investment-return services, insurance coverage in the
form of annuity payments would occur throughout the lifetime of the contract, and an amount
representing the investment-return service may have to be determined depending upon the
facts and circumstances of the product design.

would be payable
A during the
ovided, the
glnnuity with no
ring the guarantee

Some annuity contracts have a guarantee period, during which bengéi
regardless of whether the insured survives. Assuming that the bg
guarantee period are representative of investment-return seggi
amortization of the CSM would follow a similar pattern as
guarantee period (except the probability of survival wo
period, with a cliff at the end of the guarantee period).

Deferred annuities

Most deferred annuities would have an acco
potentially a surrender value (SV) giving
the account value. The AV or SV migh
provided in the deferral period, an
contract services during the payou

(AV) in the deferral period, and

o|®®r the right to withdraw some or all of
onabM® proxies for the insurance contract services
payment could be the proxy for the insurance

annuity with an annual benefit amount of $1,000
payable in years four thro SV of $5,000 over the three-year deferral period, with
no SV after the defer
insurance contract se ed under the contract during the deferral period and that the
annuity payment approgfately reflects the insurance contract services during the payout
phase. There are assumegg decrements of 5% per year for mortality, and no discounting is
assumed in the definition of the coverage units. The resulting coverage units and CSM

amortization factors based on the above formula would be as follows:
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Period 1 2 3 4 5 6 7 8 9 10
Annuity Payment (AP) 0 0 0 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Surrender Value (SV) 5,000 5,000 5,000 0 0 0 0 0 0 0
Service Measure (SV or AP) 5,000 5,000 5,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 5,000 4,750 4,513 857 815 774 735 698 663 630
(B) Current + future service 19,435 14,435 9,685 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 25.7% 32.9% 46.6% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3%  100.0%
Opening CSM 100.0 74.3 49.8 26.6 22.2 18.0 14.0 10.2 6.7 3.2
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 25.7 24.4 23.2 44 4.2 4.0 3.8 3.6 3.4 3.2
Ending CSM 74.3 49.8 26.6 22.2 18.0 14.0 10.2 6.7 3.2 0.0

The actuary would ensure that the resulting coverage units appropriately reflect the
combination of investment return services and insurance coverage. In particular, an
overweighting of surrender value relative to annuity payment, as il ated in the above

calculation, to account for the fact that the calculation
measure (the benefit amount) with a present value mea
example represents the PV of all future payme of doing so would be to normalize
the SV, for example by dividing SV by an annug the benefit period. In the following
example, the $5,000 SV is divided by 7 (the ben®& i0d), creating a much smoother
representation of insurance contract ser the previous example.

Period 1 4 5 6 7 8 9 10
Annuity Payment (AP) 0 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Weighted Surrender Value (WSV) 0 0 0 0 0 0 0

Service Measure (WSV or AP)
Probability of Survival (yp,)

1,000 1,000 1,000 1,000 1,000 1,000 1,000

90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%

(A) Current service (CU,) 645 857 815 774 735 698 663 630
(B) Current + future service 6,496 5,817 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/( 10.4% 11.1% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3% 100.0%
Opening CSM 4 90.1 80.7 71.7 59.9 48.6 37.8 27.6 17.9 8.7
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 9.9 9.4 8.9 11.9 11.3 10.7 10.2 9.7 9.2 8.7
Ending CSM 90.1 80.7 71.7 59.9 48.6 37.8 27.6 17.9 8.7 0.0

Approach 2: based on present value of the benefits provided

T
CU, = Z PV (Benefit Payment); * (;Dx)

i=t
This approach reflects the value available to the policyholder if the annuitant survives to the
end of the period.

Immediate annuities

To illustrate the difference compared to approach 1, consider an identical example case: a 10-
year immediate annuity with an annual benefit amount of $1,000 and no investment-return
service. There are assumed decrements of 5% per year for mortality, and no discounting is
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assumed in the definition of the coverage units and in the calculation of the present value of
payments. The resulting coverage units and CSM amortization factors based on the above
formula would be as follows:

Period 1 2 3 4 5 6 7 8 9 10
Annual Payment 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
PV of Annual Payments 10,000 9,000 8,000 7,000 6,000 5,000 4,000 3,000 2,000 1,000
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 10,000 8,550 7,220 6,002 4,887 3,869 2,940 2,095 1,327 630
(B) Current + future service 47,520 37,520 28,970 21,750 15,748 10,861 6,992 4,052 1,957 630
CSM amortization factor [(A)/(B)] 21.0% 22.8% 24.9% 27.6% 31.0% 35.6% 42.1% 51.7% 67.8%  100.0%
Opening CSM 100.0 79.0 61.0 45.8 33.1 22.9 14.7 8.5 4.1 1.3
CSM amortized 21.0 18.0 15.2 12.6 10.3 8.1 6.2 4.4 2.8 13
Ending CSM 79.0 61.0 45.8 33.1 22.9 14.7 8.5 4.1 1.3 0.0
Deferred annuities

To illustrate the difference compared to approach 1, consider a sig ample case: a
deferred annuity with an annual benefit amount of $1,000 paya four through 10,
and a SV reflecting declining surrender charges of $6,700 gr @ over the three-year
deferral period, with no SV after the deferral period. The W decrements of 5% per
year for mortality, and no discounting is assumed in th he coverage units and in
the calculation of the present value of annuity payments ple assumes that the SV

appropriately reflects the insurance contract sergi ed under the contract during the
deferral period and that the annuity paymen i reflects the insurance contract

Period 1
Annuity Payment (AP) 0
PV of Annuity Payments (PVAP)
Surrender value (SV)

Service Measure (SV or PVAP)
Probability of Survival (yp,)

7 8 9 10
1,000 1,000 1,000 1,000
6,000 5,000 4,000 3,000 2,000 1,000

6,000 5,000 4,000 3,000 2,000 1,000
81.5% 77.4% 73.5% 69.8% 66.3% 63.0%

(A) Current service (CUy) 4,887 3,869 2,940 2,095 1,327 630
(B) Current + future service 15,748 10,861 6,992 4,052 1,957 630
CSM amortization factor [(A)/(B) 5 22.5% 27.6% 31.0% 35.6% 42.1% 51.7% 67.8%  100.0%
Opening CSM 100.0 83.8 68.0 52.7 38.2 26.3 16.9 9.8 4.7 1.5
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 16.2 15.8 15.3 14.5 11.8 9.4 7.1 5.1 3.2 1.5
Ending CSM 83.8 68.0 52.7 38.2 26.3 16.9 9.8 4.7 1.5 0.0

3.3. Accident and sickness

Coverage under accident and sickness (A&S) products generally takes the form of either (1) a
lump sum payment upon the occurrence of the insured event such as in the case of critical
illness products or (2) periodic payments for a defined period while the insured event persists,
such as the continuation of disability under disability income (Dl), long-term disability (LTD),
and long-term care (LTC) products. Furthermore, benefits can be subject to maximums per
occurrence, as in the case of extended health products.

For simplicity, this section assumes that there are no investment-return services in A&S
products. To the extent that investment-return services do exist, considerations for reflecting
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investment-return services in the quantity of benefits metrics would be similar to those
discussed in previous sections.

3.3.1 Benefits in the form of an annuity

For products that provide coverage in the form of an annuity when a policyholder becomes
disabled, such as individual disability insurance (DI), group long-term disability (LTD), and long-
term care (LTC), contractual benefits continue as long as the policyholder remains disabled, or
for the duration of payments guaranteed in the contract, whichever occurs first. Consideration
would be given to whether the company’s obligation to pay benefits will be treated as a liability
for incurred claims (LIC) or a liability for remaining coverage (LRC) as this will impact the
determination of both the coverage units and the coverage period. As a result, it would also
impact the amortization pattern of the CSM.

For the LRC view, the coverage units would be the same regardless of whether the contract
holder was in active life status or in disabled life status. In the LI Ncre would be no
coverage for contract holders while in disabled life status, and,t ould consider how
recoveries from disability and return to active life status w gorojection of
coverage units.

The IASB staff, in the September 2018 TRG APO1, allow bo LIC and LRC approaches;
deeming that both approaches represent valid i tatpns of IFRS 17 and that application is
a matter of judgment.

LIC approach

The LIC approach views the insured e
disabled, and the annuity paymen
services would only be provided p
consistent with the accountj
estimated present value
units would therefore be tre
amount of the poten

e unCertain event that a policyholder becomes
ettlement of the claim. Under this approach,
bility and the quantity of services would be

mount of the incurred claim, which would be the
nuity payments that would settle the claim. Coverage

d conceptually similar to a life insurance contract, where the full
cognized as the measure of the quantity of benefits:

CU, = PV (Annuity Payments); * ((Dx)

As an illustrative example, consider a 10-year disability policy that pays an annual benefit of
$1,000 while the insured is disabled during the term of the contract. This example assumes
decrements of 5% per year for lapse, no discounting in the definition of the coverage units, no
interest accretion of the CSM, and no consideration of claim termination rates. The resulting
coverage units and CSM amortization factors based on the above formula would be as follows:

20



Draft Educational Note December 2019

Period 1 2 3 4 5 6 7 8 9 10
Benefit Payments 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
PV of Future Benefits 10,000 9,000 8,000 7,000 6,000 5,000 4,000 3,000 2,000 1,000
Probability of Survival (,p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 66.3% 63.0%
(A) Current service (CU,) 10,000 8,550 7,220 6,002 4,887 3,869 2,940 2,095 1,327 630
(B) Current + future service 47,520 37,520 28,970 21,750 15,748 10,861 6,992 4,052 1,957 630
CSM amortization factor [(A)/(B)] 21.0% 22.8% 24.9% 27.6% 31.0% 35.6% 42.1% 51.7% 67.8%  100.0%
Opening CSM 100.0 79.0 61.0 45.8 33.1 229 14.7 8.5 4.1 1.3
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 21.0 18.0 15.2 12.6 10.3 8.1 6.2 4.4 2.8 1.3
Ending CSM 79.0 61.0 45.8 33.1 22.9 14.7 8.5 4.1 1.3 0.0

This example implicitly takes the view that the “PV of future benefits” is the maximum amount
payable under the contract (i.e. the sum of all future possible payments) for ease of illustration.
In practice, the actuary could consider expanding the PV of future benefits calculation to
include claim terminations and/or discounting assumptions. Such enhancements would reflect
the expected present value of the claim, rather than the maximu t payable.

LRC approach

The LRC approach considers the insured events as both t nt of the policyholder
becoming disabled, and also remaining disabled and elig§ Under this approach,
services would be provided throughout the term of the gardless of whether the
policyholder is active or disabled. The annuity b } onsidered part of the insurance
services provided under the contract, and thege ition of coverage units would be
conceptually similar to an annuity contract. Ei e coverage unit options presented in
Section 3.2 could be an appropriate choi is illustrated below:

Consider the same 10-year dis olicy@ustrated above. Using the LRC approach, the
resulting coverage units an of the CSM based on the above formula would be as
follows:

Period 2 3 4 5 6 7 8 9 10
Benefit Payments 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Probability of Survival (;p,) 100.0%  95.0%  90.3%  85.7%  81.5%  77.4%  735%  69.8%  66.3%  63.0%
(A) Current service (CU,) 1,000 950 903 857 815 774 735 698 663 630
(B) Current + future service 8,025 7,025 6,075 5,173 4,315 3,501 2,727 1,992 1,294 630
CSM amortization factor [(A)/(B)] 12.5% 13.5% 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3% 100.0%
Opening CSM 100.0 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 12.5 11.8 11.2 10.7 10.1 9.6 9.2 8.7 8.3 7.9
Ending CSM 87.5 75.7 64.5 53.8 43.6 34.0 24.8 16.1 7.9 0.0

As noted in the annuity section, the pattern of revenue recognition (CSM amortization) may
differ significantly between different approaches; an approach based on the annuity payment
will lead to a slower amortization pattern than an approach based on the present value of
future payments.
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3.3.2 Benefits in the form of a lump sum

For benefits that pay a lump sum upon the occurrence of a specified insured event, such as
critical illness, the quantity of benefits would generally be analogous to the coverage under a
life insurance contract. Coverage units would therefore generally take the following form:

CU; = (Lump Sum Benefit Amount); * ( :px)

When the face amount is variable, for example, when it is dependent upon the specific
condition/illness, the amount used in the fulfilment cash flows would generally be the best
representation of the quantity of benefits provided under the contract. However, the maximum
amount payable under the contract would be an appropriate coverage unit choice.

3.4. Segregated funds

igled to an underlying
ems are managed by

Segregated funds typically have one or more insurance guarantees
account value that is driven by market fluctuations. Since the ung

contract are higher than the account value. Therefore, t
derived by analyzing the account value cash (AV)
the contract.

Due to asymmetric cash flows of these produc astic valuation will generally be used to
measure the probability-weighted estim rage units could be derived from the same
valuation approach as is used for fuljg h flow measurement; therefore, if measured
stochastically, coverage units coul for each risk-neutral scenario. However, as
specified in Section 2.3, alterngdi es, such as real-world stochastic scenarios or
deterministic valuation, co & roject coverage units.

In a similar fashion to other Nefducts presented in this document, a dual factor approach

considering (1) the e sUMygvorship of the contract and (2) a volume weighting function of
the account value (AV uarantee-related cash flows (GV) of the contract could be
used:

CU; = CTEo(f(AV¢, GVy) * (¢Px))

The volume weighting adjustment is at the discretion of the actuary but would reflect the
guantity of benefits provided to the policyholder during the coverage period. Conceptually, two
perspectives could be used: (i) based on the maximum cash amount that could be paid to the
policyholder in the period (approaches 1 or 2) or (ii) based on the remaining risk exposure of
the contract (approach 3).

Approach 1: based on the account value
f(AV,, GVy) = AV,

This approach is reasonable when the service provided is deemed to be largely related to the
management of the account value on behalf of the policyholder over the duration of the
contract, which would generally be the case for segregated funds.
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Approach 2: based on the maximum benefit that could be paid in the current period
f(AV,,GV,) = max(AV, GMMB, - 1(t = Maturity date)', GMDB,, LWA,, GWA,, SPIA,)

Where LWA and GWA represent the lifetime withdrawal amount and the guaranteed
withdrawal benefit available to be paid during the period, respectively. SPIA represents the life
annuity payment during the reporting period from a GMIB or the life annuity guarantee
generally embedded in segregated funds.

As an illustrative example, consider a GLWB contract sold to a 50-year-old policyholder. The
contract has an initial account value of $1,100, a GMMB of $1,050 payable at attained age 100,
and a GMDB of $1,000 with 5% annual decrements. The GLWB balance is set at $1,000 with a
payout ratio of 5% starting at age 55. For simplicity, the GMMB and GMDB are reduced on a
dollar-for-dollar basis in accordance with the LWA withdrawals. In this example, the coverage
units are derived from a deterministic account value return scenario which is deemed to be a

reasonable approximation of the stochastic returns. The expectegffiet 2qgount value return of
experfe ratio (MER) of 2%.

2.5% is decomposed into a gross return of 4.5% less a manag

Period 1 L 7 8 51
Net account value return 2.5% 2.5% 2.5%
Account value 1,100 1,212 1,178 0
GMMB 1,050 988 926 0
GMDB 1,000 938 876 0
LWA 0 62.2 62.2 62.2 62.2
Probability of Survival (.p,) 100.0% 77.4% 73.5% 69.8% 7.7%
(A) Current service (CU,) 1,100 963 891 823 5
(B) Current +future service 15,231 11,001 10,012 9,049 8,158 5
CSM amortization factor [(A)/(B)] 7.2% 9.0% 9.6% 9.8% 10.1% 100.0%
Opening CSM 100.0 72.2 65.7 59.4 53.6 0.0
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0
CSM amortized 6.5 6.3 5.8 5.4 0.0
Ending CSM 65.7 59.4 53.6 48.2 0.0
Approach 3: based on the maining benefit that could be paid in the current or
any future period

F(AV,, GV,) MV, GMMB,, GMDB,, PV,(LWA), PV,(GWA), PV,(SPIA))

This method differs fronRgpproach 2 since it captures at each time step the expected
contractual cash flows that could be required to be paid until the end of the coverage period. In
a similar fashion to approach 2 presented in Section 3.2, guarantees with recurring cash flows
would be considered on a present value basis. This methodology would ensure that insurance
services are being provided throughout the lifetime of the contract for all guarantees.

Consider the same 10-year segregated funds and account value return scenario. Approach 3
would produce the following results:

1 1(t = Maturity date) is a dummy variable equal to 1 at maturity date and O otherwise.
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Period 1 2 3 4 5 6 7 8 51
Net account value return 2.5% 2.5% 2.5% 2.5% 2.5% 2.5% 2.5% 2.5%
Account value 1,100 1,128 1,156 1,185 1,214 1,245 1,212 1,178 0
GMMB 1,050 1,050 1,050 1,050 1,050 1,050 988 926 0
GMDB 1,000 1,000 1,000 1,000 1,000 1,000 938 876 0
LWA 0 0 0 0 0 62.2 62.2 62.2 62
PV(LWA) 945 989 1,034 1,082 1,131 1,183 1,175 1,167 59
Probability of Survival (ip,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8% 7.7%
(A) Current service (CU,) 1,100 1,071 1,043 1,016 989 963 891 823 5
(B) Current +future service 18,976 17,876 16,805 15,762 14,747 13,758 12,795 11,904 5
CSM amortization factor [(A)/(B)] 5.8% 6.0% 6.2% 6.4% 6.7% 7.0% 7.0% 6.9% 100.0%
Opening CSM 100.0 94.2 88.6 83.1 77.7 72.5 67.4 62.7 0.0
Insurance finance expense 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
CSMamortized 5.8 5.6 5.5 5.4 5.2 5.1 4.7 4.3 0.0
Ending CSM 94.2 88.6 83.1 77.7 72.5 67.4 62.7 58.4 0.0

The three approaches presented above require entities to analyze at each time step all
contractual features to measure the coverage unit pattern. If deeg asonable, the
simplifications presented below could be used to reduce operat exity.

Simplification 1: based on expected maximum amount bejee value and a chosen

guaranteed value at each time step
f(AV,, GV;) = max(AV V¢

C

Where GV¢* would represent a chosen guarant b ilar to approach 3 presented in
Section 4, this option seeks to be simpler by | nly at’'one guarantee which would be
representative of the quantity of servicegto b Vi in the contract.

Simplification 2: constant volume wgiggti

F(AV,, GV,) = max(AV,,@MMB;,

This simplification would not#8
does not require projectio @

weighting adjustment is not

By, PV, (LWA), PV, (GWA), PV, (SPIA))

ir tual information at each time step and therefore,
e expected market returns. It could be used when the
to change materially during the coverage period.

3.5. Group insuranc

The choice of coverage
longer term individual co

its for group insurance may have limited implications compared to
racts for the following reasons:

e The coverage period is typically one year and usually does not exceed three years. As
the CSM is amortized quickly, revenue recognition may be less sensitive to the choice of
coverage units.

e The quantity of benefits provided under a given contract would not be expected to vary
much during the coverage period. Therefore, the choice of coverage units is more a
matter of weighting the benefits provided within and between each contract in the
group.

e Insurers may decide to value group insurance under the premium allocation approach
(PAA), under which there is no CSM. Coverage units may still be necessary to
demonstrate that the PAA produces a reasonable approximation to the general
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measurement approach (GMA) for contracts with a coverage period that exceeds one
year.

The choice of coverage units for group insurance would generally be consistent with similar
coverages for individual contracts. In practice however, it may be operationally difficult to apply
the same coverage unit choices proposed for individual contracts to group contracts because
the data may not be readily available for some benefits.

Furthermore, group insurance often combines multiple coverage types (such as life, disability,
and extended health). Therefore, the considerations described in Section 4 of this document
regarding combinations of coverages would need to be assessed. Since group insurance
coverages have different frequency and severity levels, it might be reasonable to apply some
type of normalization of the coverage units prior to combination. Judgment may be required
such that the amortization of the CSM is reasonable with regard to the service provided. See
Section 4 for examples.

4. Combination of coverages within a contract

The guidance in the previous sections focused on contra ype of coverage. This
section will focus on the principles that an actuary wou i ablishing coverage units

overarching objective would always be to establj eqgge unit basis that produces a
reasonable proxy for the aggregate quantity ice pr ed by the contracts in the group,
in accordance with the requirements of paragr 17.B119.

Any choice would be [
insurance contract servis. For example, approach 3 might be used if the actuary believes that
approach 1 puts too mud® weight on one coverage relative to the others or if approach 2
cannot be used due to lack of a suitable base for normalization. The remainder of this section
discusses potential considerations with respect to the various approaches.

Approach 1: simple sum of the various contractual coverages

This approach is consistent with the approach presented by the IASB staff in the May 2018 TRG
Agenda Paper 05 (AP05), in addition to being relatively simple to implement.

As an illustrative example, consider an entity that has a group comprised of two group
insurance contracts. The first contract has a one-year rate guarantee and offers a full suite of
group benefits, while the second contract has a two-year rate guarantee and offers only group
life benefits. The specifics of the two contracts are summarized in the following table:
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Group Insurance contract #1 Group Insurance contract #2|

Rate Guarantee (quarters) 4 8
Initial CSM 100 200
Coverages in the Group Contract Maximum Expected Maximum Expected

Coverage Premiums Coverage Premiums

per quarter per quarter

Health 500,000 100
Dental 2,500 50
STD 2,000 50
LTD 60,000 100
Life 10,000 100 200,000 2,000
Total 574,500 400 200,000 2,000

Approach 1 would be a simple summation of the various maximum contractual coverages. In

this illustration, there are no decrements and the interest rate usg
units and to accrete the CSM are assumed to be zero.

ount the coverage

Period 1 2 3 6 7 8
Quantity of Benefits 774,500 774,500 774,500 200,000 200,000 200,000
Probability of Survival (yp,) 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
(A) Current service (CU,) 774,500 774,500 774,500 200,000 200,000 200,000
(B) Current + future service 3,898,000 3,123,500 2,349,001 600,000 400,000 200,000
CSM amortization factor [(A)/(B)] 19.9% 24.8% 3 33.3% 50.0% 100.0%
Opening CSM 300.0 240.4 180 . 46.2 30.8 15.4
Insurance finance expense 0 0 0 0 0 0 0 0
CSM amortized 59.6 59.6 59.6 15.4 15.4 15.4 15.4
Ending CSM 240.4 180. 61.6 46.2 30.8 15.4 0.0

If in the judgment of the actuary a

CSM is amortized quickly
judgment in assessing whe
of the services being ide

Approach 2: normaliz o

The actuary could assess

e coverages prior to combining them.

hether the exposures for each of the coverages are easily

comparable. For example, a whole life policy with a term life rider might have coverages that
are easily comparable based on the relative size of the respective death benefits, whereas it
might be more difficult to compare the respective exposures of a dental coverage and a life
coverage under a group insurance contract. The actuary would choose a coverage unit basis
that reasonably represents the insurance contract services being provided.

Following on the previous example, the actuary may decide that a more sophisticated
weighting may be more appropriate in this situation. Normalization of the coverage units could
be based on expected premiums as an approximation for the quantity of benefits provided
under the group contracts. The use of the expected premiums technique would produce the
following CSM amortization pattern:
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Period 1 2 3 4 5 6 7 8
Quantity of Benefits 2,400 2,400 2,400 2,400 2,000 2,000 2,000 2,000

Probability of Survival (yp,) 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
(A) Current service (CU,) 2,400 2,400 2,400 2,400 2,000 2,000 2,000 2,000

(B) Current +future service 17,600 15,200 12,800 10,400 8,000 6,000 4,000 2,000

CSM amortization factor [(A)/(B)] 13.6% 15.8% 18.8% 23.1% 25.0% 33.3% 50.0% 100.0%
Opening CSM 300.0 259.1 218.2 177.3 136.4 102.3 68.2 34.1
Insurance finance expense 0 0 0 0 0 0 0 0
CSMamortized 40.9 40.9 40.9 40.9 34.1 341 341 341
Ending CSM 259.1 218.2 177.3 136.4 102.3 68.2 34.1 0.0

Use of premiums as a coverage unit choice would not be appropriate in all circumstances.
Question 6.16 of the Application of IFRS 17 Insurance Contracts draft educational note specifies
that premiums may be used as proxies of coverage units to the extent that the premiums:

e Are not receivable in different periods than the services provided.

e Do not reflect different probabilities of claim for the samgginsured event in different

periods rather than different levels of stand-ready se

e Do not display different levels of profitability in ¢

De appropriate, but it
if premiums reflect

In the context of this example, use of expected premiu
may not be appropriate in the context of a longer durat
different probabilities of claim as time passes.

no ppropriate, a more sophisticated
Iculation of a notional CSM for each
mortize a CSM calculated for each

Where the use of premiums for normalizationw
normalization approach may be appropriate, s
coverage. A notional CSM approach wo

coverage as if it was a separate cont ontract classification (onerous or not) would be
based on the aggregate CSM for t i act to satisfy the requirements of IFRS 17.16
and IFRS 17.47.

Under this approach, a no d be established for each of the component
coverages, based on the pr Ty & each of the component coverages. The aggregate CSM
for a group of contrae e the sum of the notional CSMs for the underlying coverages in

or the component coverages could be negative or positive. For
the purposes of amortiA&g the CSM into income each period, the CSM amortization would be
the aggregation of the CS®1 amortization for each coverage derived from the notional CSMs and
their respective coverage units.

the contract. The notid

This approach is illustrated by considering a simplified example which combines a base whole
life insurance contract with a critical illness term rider. The contract as a whole is profitable, but
the rider is assumed to have a negative notional CSM:
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Period 1 2 3 4 5 6 7 8
Critical lliness Rider Coverage 10,000 10,000 10,000 10,000 10,000

Probability of Survival (p,) 100.0% 95.0% 90.3% 85.7% 81.5%

(A) Current service (CU,) 10,000 9,500 9,025 8,574 8,145

(B) Current +future service 45,244 35,244 25,744 16,719 8,145

CSM amortization factor [(A)/(B)] 22.1% 27.0% 35.1% 51.3% 100.0%

Opening Rider CSM (200) (156) (114) (74) (36)

Insurance finance expense 0 0 0 0 0

Rider CSM amortized (44) (42) (40) (38) (36)

Rider Ending CSM (156) (114) (74) (36) <

Life Insurance Base Coverage 100,000 100,000 100,000 100,000 100,000 100,000 100,000 100,000
Probability of Survival (p,) 100.0% 95.0% 90.3% 85.7% 81.5% 77.4% 73.5% 69.8%
(A) Current service (CU,) 100,000 95,000 90,250 85,738 81,451 77,378 73,509 69,834
(B) Current +future service 673,159 573,159 478,159 387,909 302,172 220,721 143,343 69,834
CSM amortization factor [(A)/(B)] 14.9% 16.6% 18.9% 22.1% 27.0% 35.1% 51.3% 100.0%
Opening Base CSM 5,200 4,428 3,694 2,997 2,334 1,705 1,107 539
Insurance finance expense 0 0 0 0 0 0 0 0
Base CSM amortized 772 734 697 662 598 568 539
Base Ending CSM 4,428 3,694 1,107 539

Opening Contract CSM 5,000 4,272 1,705 1,107 539
Insurance finance expense 0 0 0 0 0
Contract CSM amortized 728 692 598 568 539
Contract Ending CSM 4,272 3,580 1,107 539 -
As with any other approach, the actuary would ensure t lonal CSM approach
produces a reasonable proxy for the aggregate Y oRgervices provided by the contracts in
the group based on the specific facts and circgm e group of contracts. In particular,
any approach that amortizes all CSM before a ce contract services are provided would

not be appropriate.

Approach 3: determine a coverage, ing the characteristics all benefits.

ples used to illustrate approaches 1 and 2 above, it would not
the benefits as insignificant, therefore those illustrations have
not been extended to tRE section. Had there been a dominant benefit, the considerations
described in Section 3 of'$his draft educational note could be used to determine the coverage
units for that dominant benefit.

In the context of the
be appropriate to ign

Another potential application of approach 3 would be a metric that is a good proxy for all of the
coverages. For example, creditor insurance may provide life and disability insurance based on
the amount of the loan; in this example, it might be reasonable to use the projected loan
balance as the basis for the combined coverage units reflecting all benefits. As another
example, the number of certificates might be a good proxy for coverage units for group
insurance, provided that the volume of coverage does not vary substantially between
certificates.

Finally, for segregated funds, approach 1 in Section 3.4 is an example whereby the account
value and/or a single guarantee value could be a good proxy for all coverages under the
contract.
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