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QUESTION 1 

 

A South African life insurance company sells only lump sum mortality and lump sum disability risk 

products to people with average or lower incomes who are living with HIV/AIDS. The company is 

investigating the possibility of adding disability income products for people living with HIV/AIDS to 

their portfolio.   

 

i. Outline the factors the company would need to consider in designing and pricing the 

disability income product for people living with HIV/AIDS. 

[12] 

This question was answered well by most candidates.  

 

Product Design  

 

The company currently does not sell disability income products to people living with HIV/AIDS. 

The company would therefore need to consider certain basic product benefits and definitions as a 

starting point e.g.          

• Benefit: monthly or annual payments        

• Duration of payment: paid until NRA or only for a fixed term e.g. 10 years   

• Benefit Escalations: flat or increasing         

• Min/max sum assured and replacement ratios       

• Premium pattern: level or risk         

• Waiting periods: 3, 6 or 12 month         

• Options and guarantees          

• Definition of disability: occupation based or based on activities of daily living   

• Exclusions: alcohol and drug abuse, self-inflicted injury, war or criminal activities  

• Requirements to be on ARV treatment when taking out cover and any restrictions on sum 

assured if ARV is not followed         

• Requirements around minimum acceptable CD4 and viral loads      

 

Distribution: The company would also need to think about the distribution channel as this might 

impact the complexity of the product that can be sold. If the company uses their own sales force or 

intermediaries, they will need to think about the implications on cost of commission.    

 

Training:  What additional training is needed by the company’s sales and administration staff and 

should training materials be prepared for intermediaries.  It is important that TCF outcomes be met.

            

Underwriting: The company needs to consider whether the products will be underwritten on a 

simplified basis or fully underwritten. Other factors around continuous underwriting needs to be 

considered for managing the risk e.g. ensuring policyholders are on treatment.      

 

Claims: Will claims management be put in place to manage risk and how regularly will re-

assessments be done.            

 



F202 MAY 2024   Page 3 of 19               © Actuarial Society of South Africa  
 

Financing and Reinsurance: Are their plans to finance the new product and what forms of 

reinsurance will be taken out. Depending on the reinsurance partner, this could alter the design and 

pricing of the product.            

 

Marketability: After deciding on a basic product, the company should look at how they intend to 

market the product and how they could potentially make it more attractive to policyholders. For 

example, adding an option for death income for family.  Will the product be attractive in the current 

“average and lower income” market?  If not does it need to be re-designed or targeted at a different 

market.            

 

Systems and administration: What data can be collected and stored within the system. This might 

limit various features that can be provided as well as data used to price and monitor the business.  

            

Regulatory and industry requirements: After setting out the basic product the company needs to 

check that the product meets all regulatory requirements in terms of the Insurance Act, Treating 

customers fairly (TCF) requirements and Policyholder Protection Rules (PPR).     

 

Company’s reputation: Given this is a new product will this have any impact on reputation if the 

product is not designed properly.          

 

Competition: Review competitors to see if any other competitors are offering disability income 

products for people with HIV/AIDS.          

 

Affordability: Company would need to review the pricing and see whether the product is affordable 

based on the target market. After getting some indication on the pricing, a review on the impact on 

the company’s solvency would also need to be checked to ensure that the company has the capital 

to sell the product.            

 

Risk management: Would need to consider both the underwriting and claims philosophy of the 

product as this would impact the pricing. Would also need to look at investment strategy and ALM 

given the reserves that would need to be set up.          

 

Pricing 

 

Before pricing the product, the company would need to decide on the type of model they would 

like to use. Will this be a stochastic model, simplified cashflow model or use a deterministic model. 

            

Depending on the model chosen, the company will then need to either calibrate the model or specify 

the best estimate assumptions. The primary assumptions they would need to determine would be 

disability incidence rates for people with HIV/AIDs, termination rates (both recovery and death) 

for people with HIV/AIDs, interest rates and claim escalation rates (if based on inflation).   
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Given that the company has no experience for disability income claims, the company would need 

to investigate whether they could use industry data or potentially combined their medical data with 

that of reinsurers data to get best estimates in.            

 

After determining the risk premiums, the company would then need to decide on appropriate 

margins e.g. profit, expenses, cost of capital and reinsurance. The company would also need to 

think about how to adjust underwriting loadings based on other impairments.     

  

 

Before finalizing the product, the company requests that the Head of the Actuarial Control Function 

reviews and expresses an opinion on the product and pricing for the proposed contract development.  

 

ii. Outline the responsibilities of the Head of the Actuarial Control Function in expressing 

an opinion on the product and pricing of the product as stipulated in Prudential Standard 

GOI 3 Risk Management and Internal Controls for Insurers and what this means for the 

review. 

[5] 

 

Candidates who could recall the responsibilities of the Head of the Actuarial Function from GOI 3 

performed well on the question. However, the majority of candidates wasted time by not sticking to the 

question asked and wrote down a bunch of points that were not relevant.  

 

As stipulated in Prudential Standard GOI 3, the Head of the Actuarial Function is responsible for 

expressing an opinion to the board of directors on the reliability and adequacy of the calculations of the 

insurer’s technical provisions, and minimum and solvency capital requirements.      

 

Given that the pricing assumptions and models would be the base on which the insurers technical 

provisions are based. The head of the actuarial control function would be responsible for checking: 

• the appropriateness of the methodologies and underlying models used and assumptions made    

 

• the sufficiency and quality of the data used in actuarial calculations;     

• best estimates and associated assumptions against experience when evaluating technical 

provisions;            

• the accuracy of the calculations;         

• the appropriateness of and impact of assumed future management actions and the effect of risk 

mitigation instruments; and          

• the appropriateness of approximations or judgments used in the calculations due to insufficient 

data of appropriate quality.          

 

For the review this would entail checking the quality of the data used, any assumptions made and the 

design of the model built to price the product. A review of any management actions in the model would 

also need to be reviewed.           

 

As stipulated in Prudential Standard GOI 3, an insurer’s actuarial function is responsible for expressing an 

opinion to the board of directors on  
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a) the appropriateness of the following policies of the insurer: 

i. Asset-liability Management Policy; 

ii. Underwriting Policy; and 

iii. Reinsurance and Other Forms of Risk Transfer Policy; and      

b) the adequacy of reinsurance and other forms of risk transfer arrangements.     

 

Therefore, the head of the actuarial function should review the design of the product and plans for both 

underwriting and reinsurance / risk transfer. In addition, given the need for reserves on disability income 

business, a review of the plan for asset-liability management will also be required.     

  

 

iii. Describe the professional responsibilities of the Head of the Actuarial Function 

regarding the selection and appropriateness of assumptions and methodologies used in 

the actuarial models for the proposed contract development. 

[8] 

 

This question was poorly handled by most candidates. Majority of candidates could not recall the 

appropriate APNs or did not link their answers back to the question asked.  

 

There are three advisory practice notes relevant that the Head of the Actuarial Function should consider, 

these include: 

• APN 106/403: Head of Actuarial Function for South African Insurers.  

• APN 105: Minimum requirements for deriving aids extra mortality rates 

• APN 501: HIV/AIDS Actuarial Advice and Reports       

 

The professional responsibilities outlined in APN 106 include: 

• responsibilities under ASSA’s Code of Professional Conduct      

• pay due regard to generally accepted actuarial best practice including SAPs and APNs issued by 

ASSA             

• consider whether there are any other practices that may be considered as generally accepted 

actuarial best practice           

• should be mindful of TCF and where they become aware of material TCF or market conduct risks 

or breaches, they should report these matters to senior management or the Board as appropriate  

 

The Head of Actuarial Function should consider whether the key assumptions are reasonable which would 

include: 

• confirm that the assumptions used are in line with the agreed methodologies    

• discuss the sources, quality and credibility of the data used in setting assumptions    

• review any experience analysis performed to support the assumptions     

• review the approach/policy for setting assumptions       

• review the use of judgement in deriving the assumptions       

• review the assumptions which are outside the control of the Insurer, for example where dictated by 

external considerations.             

• review the key assumptions underlying the calculations and explain their appropriateness in relation 

to the main drivers of risk likely to affect the (re)insurance obligations of the company   
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• highlight those assumptions considered to exhibit a high degree of uncertainty and which have a 

material impact on the technical provisions        

• review the sensitivity of the results to changes in the key assumptions     

• review stochastic reserving estimates that inform variability of the levels of technical provisions.   

            

The Head of the Actuarial Function should review the methodologies used and explain how their 

appropriateness has been assessed. This could include: 

• descriptions of the nature of the cash flows being quantified, including the units, the time horizon 

and the projection steps           

• confirmation that the methodology used is suitable to the nature, scale and complexity of the 

business;            

• descriptions of the methodology used, any shortcomings and future developments   

• descriptions of how the methodology provides for policyholders’ reasonable expectations  

• descriptions of how any known future events are allowed for.      

 

When looking at the modelling of HIV prevalence rates and death rates, the Head of the Actuarial Function 

should look at AP05.            

 

The Head of Actuarial Function should evaluate the actuarial soundness of product development and design, 

including the terms and conditions of insurance contracts; premiums; insurance obligations and other 

values; and the estimation of the capital required to underwrite the product.      

 

The Head of Actuarial Function should assess whether the product design and premium rates algin with the 

Insurer’s business strategy, risk appetite, profitability criteria, and relevant policies (investment, asset-

liability management, underwriting and reinsurance).        

 

Any report written covering actuarial work on aspects or impacts of HIV/AIDS should consider APN501.    
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QUESTION 2 

 A South African life insurance company has been performing Market Consistent Embedded Value 

(MCEV) calculations for several years. From 1 January 2023, the company would have been required 

to complete published financial reporting using IFRS 17. Both these bases are market consistent 

bases. 

 

i. Discuss the primary differences between calculating insurance liabilities under IFRS 17 

and MCEV. 

[12] 

 

This question was handled well by many candidates. Better prepared candidates were able to score 

highly by discussing the technical differences between the two bases.  

 

 
 

Future Cashflows  

• IFRS 17 use best estimate assumptions to determine the future cash flows of an insurance 

contract. Renewal of in-force business is excluded if outside of the contract boundary. New 

business is excluded except for the change due to new business acquisition in the reporting 

period.             

• There is a large overlap in the cashflow estimate within MCEV except for expenses and 

acquisition costs. Renewal of in-force business is included; however, future new business is 

excluded.             

 

Option Values 

• Option values are not required to be disclosed under IFRS 17. Value of the options is calculated 

implicitly in the probability weighted mean.        

• MCEV uses stochastic methods to calculate the time value of options and guarantees and these 

are explicitly disclosed.          
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Expenses and acquisition costs 

• IFRS 17 only includes fixed and variable costs that can be directly attributed to the settlement 

of insurance contracts in the projection of future expenses. Similarly, only directly attributable 

acquisition costs are included in the future cashflows at initial recognition and are realized over 

the life of a contract.           

• MCEV allows for all costs to be included.         

 

Contract boundary 

• IFRS 17 will only include cashflows within the contract boundary (Cash flows are within the 

boundary of an insurance contract if they arise from substantive rights and obligations that exist 

during the reporting period in which the entity can compel the policyholder to pay the premiums 

or in which the entity has a substantive obligation to provide the policy holder with services).   

• MCEV looks at all cashflows from an economic perspective and contract boundaries do not 

apply. However, an explicit assumption regarding projection term may be made, and must be 

disclosed.           

 

Discount Rate 

• IFRS 17 gives a choice to use bottom-up or top-down approach where the discount rate is 

intended to reflect the characteristics of the insurance contract.     

• MCEV uses bottom-up approach and option values and non-hedgeable risk are explicitly 

allowed for.            

 

Risk Adjustment 

• Under IFRS 17 the risk adjustment aims to reflect the compensation that the entity requires for 

bearing the uncertainty about the amount and timing of the cashflows that arises from non-

financial risks. IFRS 17 does not specify the method required to calculate the RA (e.g. cost of 

capital, value-at risk or additions of margins) but it does require an entity to disclose the 

confidence level used to determine the risk adjustment. Indirect costs such as operational risk 

are not allowed for under IFRS 17.          

• MECV allows for this directly using a cost of capital approach. It also includes indirect costs 

such as operational risks.           

  

Profit Emergence 

• Profits on an insurance contract are expected to be spread over the term of the contract and 

losses are reported immediately. Where the contract is categorised as non-onerous, the 

contractual service margin (CSM) is established and aims to eliminate all profits at the start of 

the contract and to release these profits over the term of the contract.     

• MCEV is an economic basis and therefore all profit and losses for a contract are determined at 

the when new business is acquired. There is no equivalent to the CSM under MCEV, however, 

variances from expected values are recognized in each subsequent period.    
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The company has an MCEV basis that it has used for the last 10 years and is considering using this 

as starting point for calculating the cashflows needed for IFRS 17.  

 

ii. Outline the practical considerations when moving from a MCEV liability calculation 

methodology to an IFRS 17 liability calculation.  

[8] 

 

This question was handled poorly by many candidates. Most candidates focused on general considerations 

of different stakeholders rather than looking at the considerations of changing the calculation from a MCEV 

bases to an IFRS17 bases.  

 

Primary Measurement Model 

• If a building blocks approach is used, then similar cashflows will be available from the MCEV 

model. However, adjustments will need to be made       

o Contract boundaries: cashflows are only projected within the contract boundary and not 

until natural expiry          

o Expenses: only directly attributable expenses are included and the methodology for 

determining these directly attributable expenses will need to be derived.    

• For short term business where the premium allocation approach is used, this may require an 

adjustment to the cashflows given that premiums need not be projected and discounted but future 

expected claims need to be estimated and discounts       

 

Transition requirements 

• Depending on the approach chosen (full retrospective, modified retrospective or fair value) to 

determine the opening balance as of 1/1/2022, this could require additional development work and 

data storage            

• For fair value approach, the fair value needs to be determined in accordance with IFRS 13 and 

additional assumptions would be required        

• For full retrospective, the question will be whether all the data is available to implement the 

approach and if it is practical to implement this approach without undue costs.    

 

Contractual Service Margin (CSM) 

• The CSM does not exist under MCEV and this defines the profit emergence from insurance 

contracts. This will need to be set up and tested.        

• Additional requirements will also be required where the company will need to be able to store 

multiple set of discount rates and cashflows related to the CSM in order to calculate the unwinding 

of the discount rate for roll-forward of the CSM. This could result in system changes and design.  

 

Level of aggregation 

• No restrictions on how contracts are aggregated under MCEV. Under IFRS 17 there is a 

requirement to aggregate contracts into portfolios with similar risks that the insurer manages 

together and the grouping cannot include contracts sold more than twelve months apart. 

Furthermore, contracts that are onerous, no significant risk of becoming onerous and contracts 

that are profitable must be grouped separately.         
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• Moving to IFRS 17 will create additional modelling steps to group contracts into the annual 

cohorts. This will require more granular data and additional modelling.     

• The level of aggregation requirements under IFRS 17 could cause strain on the analysis and 

reporting processes. The impact on IT and data systems needs to be considered.     

 

Risk adjustment 

• IFRS 17 does not specify the method required to calculate the RA (e.g. cost of capital, value-at risk 

or additions of margins). Decisions will need to be made around what method to use and how to 

calculate the risk adjustments.          

 

Reinsurance 

• Under IFRS 17 reinsurance contracts are treated as separate contracts and need to be modelled 

separately. This may lead to different results under MCEV if the contract boundary is different.  

• This will add complexities in calculating reinsurance and potentially providing direct comparisons 

 

 

Presentations and Disclosures 

• IFRS 17 will require a new set of disclosures. All the additional information required for these will 

need to be developed and tested.         
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QUESTION 3 

Three large life insurance companies have published their Annual Financial Statements, including 

a comparison between IFRS4 and the transition to IFRS 17.  The balance sheets are summarised 

below. 

Under IFRS4, insurance liabilities comprised a best-estimate liability, with compulsory margins 

prescribed by the regulations.  Discretionary margins could be added depending on the insurance 

company’s policy and methodology choices. 

    Insurer 1   Insurer 2   Insurer 3 

    IFRS4 IFRS 17   IFRS4 IFRS 17   IFRS4 IFRS 17 
Assets   100 105   180 180   200 190 
Liabilities   70 90   160 140   150 140 
Net Asset Value   30 15   20 40   50 50 

 

An insurance analyst has indicated that he does not understand how the transition to IFRS 17 could 

have affected the Net Asset Value (NAV) of each insurer so differently.  

i. Discuss how the transition to IFRS 17 could have affected the NAV of each insurer 

differently. 

[20] 

This question produced mixed results by some candidates doing relatively well and others poorly. Better 

candidates were able to identify the impacts IFRS17 would have on the balance sheet and could compare 

the impacts on the NAV for each insurer.  

• Whilst the assets between IFRS4 and IFRS 17 are not directly affected by the transition to 

IFRS 17, there could be second order impacts onto: 

o deferred tax assets;               

o categorisation of insurance contracts between insurance contract assets and insurance 

contract liabilities.                      

o Premium debtors no longer being excluded explicitly in the assets, but rather in the 

fulfilment cashflows under IFRS 17.        

• The transition to IFRS 17 could have affected each insurer differently depending on their 

profit recognition philosophy and how much their insurance liabilities were under IFRS4 

compared to IFRS 17.          

• The application of any particular IFRS standard does not change the total amount of profit 

that will be recognised, but rather how and when that profit is recognised through time.   

• Hence, fundamentally the difference between NAVs for an insurer reflects the level of 

profits they had recognised under IFRS4 compared to the level of profits they would have 

recognised if they had applied IFRS 17 i.e. for insurer 1, the NAV decreased on the 

transition to IFRS 17 which indicates that they have recognised more profit on IFRS4 
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compared to what they would have applying IFRS 17 (although this is complicated from the 

application of transition approaches discussed below).      

• Hence, how an insurer’s Net Asset Value (NAV) changed from the transition to IFRS 17, is 

related to the relative size of their liabilities under IFRS4 (best-estimate cashflows, 

compulsory margins and discretionary margins) and their liabilities under IFRS 17 (Best-

estimate liabilities (BEL), Risk Adjustment (RA) and Contractual Service Margin (CSM)).   

• There are various reasons why differences in the liabilities could arise, which are detailed 

below: 

• Contract classification: 

o Whilst the definition of an insurance contract did not change significantly between 

IFRS4 and IFRS 17, some insurers might have classified contracts between IFRS9 

(investment contracts) and insurance contracts (IFRS 17) differently to when they 

were under IFRS4 and hence this would have an impact on the liabilities they 

determine since the measurement under IFRS9 and IFRS 17 could be different.   

o Investment contracts with discretionary participation features, although not insurance 

contracts, are also included in the scope of IFRS 17. However, different insurers might 

have applied different criteria on the transition to IFRS 17 to determine whether these 

contracts have discretionary participation features.      

o For example, insurer 2s liabilities went down and hence it may have more contracts 

under IFRS 17 for which it is allowed to hold a negative rand reserve (offset by a 

CSM) which might have reduced its liabilities.      

• Separation of components 

o The assessment of whether to separate out distinct investment components or not 

could have led to differences in the liabilities once the insurers transitioned to IFRS 

17.             

• Contract boundaries 

o Due to the revised contract boundary definition under IFRS 17, the projection period 

used to determine the best-estimate liabilities might be different once the insurers 

transition to IFRS 17.         

• Grouping of contracts 

o The requirements to group contracts into portfolios, cohorts (no contracts issued more 

than one year apart) and a minimum of 3 profitability groups is new under IFRS 17 

and minimises the level of cross-subsidy and smoothing that exists between products 

and contracts on an insurers balance sheet. The net outcome of this would result in 

differences to the liabilities depending on the insurers specific experience, assumption 

changes etc. within these cohorts and how they were treated prior to IFRS 17.  

o Under IFRS 17, profitable contracts are required to be identified separately to onerous 

contracts and the profits are required to be earned through Profit and Loss as the 

service is provided on the contract, whilst the losses are required to be recognised on 

initial recognition. Hence, the differences could arise in the liability position at 

transition depending on how different these profit recognition principles are to the 

ones an insurer applied under IFRS4.       

• Liability measurement 

o BEL 
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▪ Under IFRS 17, insurers are allowed to internally derived yield curves by 

following either a top-down or bottom-up approach to setting their discount 

rates for particularly products and depending how these yield curves compared 

to the yield curves they used under IFRS4.      

▪ The implied level of illiquidity premium could also differ between IFRS4 and 

IFRS 17.         

▪ IFRS 17 only allowed for directly attributable expenses to be included in the 

fulfilment cashflows (BEL + RA) whilst non-attributable expenses will need to 

be expenses in Profit and Loss as they are incurred.    

▪ Whilst there is an interaction between the level of attributable expenses 

included in the fulfilment cashflows and the size of the Contractual Service 

Margin, the net effect might have been that they capitalised more or less 

expenses into their insurance liabilities.       

▪ Under IFRS 17, underlying contracts and reinsurance contracts are required to 

be measured separately from one another. Hence, depending on an insurers 

level of reinsurance, gross of reinsurance profitability and net cost of insurance, 

they could have derived insurance liabilities which are different when 

transitioning to IFRS 17.        

▪ Whilst I-E taxes were included under IFRS4, whether they can be included or 

not under IFRS 17 is insurer and contract specific and this might result in 

measurement differences.       

▪ Whilst Global type reserves (effectively discretionary margins) were allowed 

under IFRS4, they are not automatically included under IFRS 17 and hence 

there may be differences to the extent some of them are not allowed.   

o Risk Adjustment 

▪ The Risk Adjustment is an adjustment to reflect the compensation that the entity 

requires for bearing the uncertainty about the amount and timing of the cash 

flows that arises from non-financial risks.     

▪ IFRS 17 does not specify the method required to calculate the RA (e.g. cost of 

capital, value-at-risk or additions of margins) but it does require an entity to 

disclose the confidence level used to determine the RA.    

▪ Whilst this Risk Adjustment may seem similar to the Compulsory Margins 

concept under IFRS4, the insurer might not have applied an additions of 

margins approach like under IFRS4. Instead, it might have applied a Cost of 

Required Capital or Value at Risk type approach which could have resulted in a 

different Confidence level in the (BEL+RA) under IFRS 17 compared to the 

(BEL + compulsory margins) under IFRS4.     

• CSM and the application of the transition requirements 

▪ Under IFRS 17, the CSM represents the unearned profit on the group of 

contracts which emerges over-time in line with the level of service provided to 

the policyholder.          

▪ If a group of contracts is profitable at inception (i.e. BEL + RA < 0), the CSM is 

set equal to - (BEL + RA) such that the profit recognised at inception is zero 

and instead profit is recognised over the lifetime of the group of contracts.   



F202 MAY 2024   Page 14 of 19               © Actuarial Society of South Africa  
 

▪ If the group of contracts is onerous at inception (i.e. BEL + RA > 0), the CSM is 

set to zero, so that at inception the entity recognises that loss immediately.    

▪ The CSM over the lifetime of the group of contracts is a retrospective build-up 

allowing for interest, reassessment of fulfilment cashflows and an amount 

released from the CSM into profit in recognition of services provided to 

policyholders in the period.        

▪ The following would influence the size of the CSM at the transition date: 

• Impracticability assessment and the transition approach applied to various 

cohorts of business (Full retrospective, modified retrospective, fair 

value);          

• Directly attributable expenses included in the fulfilment cashflows;   

• Whilst the CSM less Loss Component at initial recognition would be the 

same, to the extent the loss components are higher (possible due to 

expense allocation methodology) this would result in higher CSMs at 

initial recognition.         

• Methodology used to recognised the CSM in profit and loss e.g. 

discounted vs. undiscounted coverage units.     

• The effect that basis change impacts and experience adjustments have on 

the CSM when applying transition compared to how they were accounted 

for under IFRS4.        

• Overall, whilst various methodologies might have been applied differently between the 

various insurers, the net effect was: 

▪ Insurer 1's NAV went down due to its liabilities increasing (likely from BEL + 

RA + CSM > IFRS 4 liabilities) offset by an increase in its assets possibly from 

having to raise a deferred tax asset and/or reallocation of insurance contract 

liabilities and insurance contract assets. A lower NAV indicates that the insurer 

had recognised more profit on its contracts under IFRS4 than it otherwise would 

have under IFRS 17.         

▪ Insurer 2's NAV went up due to its liabilities decreasing (likely from BEL + RA 

+ CSM < IFRS 4 liabilities). A higher NAV indicates that the insurer had 

recognised less profit on its contracts under IFRS4 than it otherwise would have 

under IFRS 17.         

▪ Whilst insurer 3s NAV was unchanged, there might be numerous offsets 

between liability components and perhaps there is just a reallocation of 

insurance contract liabilities and insurance contract assets.     
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The insurance analyst has also been comparing the income statements of the insurer pre and post 

the transition to IFRS 17.  

IFRS4       IFRS 17     

  

 

 

 

ii. Compare and contrast the composition of the Income Statement under IFRS4 and IFRS 

17, using a guaranteed life annuity to explain how the components of income statement 

would emerge over-time. 

[10] 

This question was answered well by most candidates.  

 

• IFRS4 

▪ The IFRS4 income statement is constructed from a cashflow perspective whereby it 

takes premium income less actual claims +/- change in actuarial reserves + investment 

income.            

▪ Hence, for a single premium guaranteed life annuity, the full single premium would be 

recognised in year 1 with an offset in the change in actuarial reserve due to the 

actuarial reserve going from 0 (before the policy was sold) to a large positive reserve 

at the end of the period due to needing to reserve for all the expected future outflows. 

Hence the change in actuarial reserve in the IFRS4 P&L would be a large negative to 

offset the large single premium positive.        

▪ Whilst "premium income" would be 0 for subsequent periods and hence the 'top-line' 

revenue which analysts rely on when analysing other companies would look strange in 

that there would be a large premium income in year 1 with nothing in subsequent 

years.          

▪ Actual claims and expenses would be the actual annuity claims outgo in the year 

which are paid to policyholders and the management expenses incurred. So the extent 

these are the same as the expected claims and expenses allowed for in the actuarial 

reserves then there will be an equal and opposite change in the actuarial reserves to 

fund this.          

▪ Over-time, the changes in actuarial reserve would be based on how the reserve 

changes for release of margins, experience variances, unwinding of the liability and 

capitalised impact of basis changes which would impact P&L all together in this one 

line.            

• IFRS 17 

▪ Under IFRS 17, essentially the change in actuarial reserve is broken up into its 

constituent parts and reported into different components of the Income Statement. In 

particular, expected cashflows are allowed for under Insurance Revenue, whilst the 
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discounting/unwind effect in the liabilities is separated out under insurance finance 

income/expenses.          

▪ Insurance revenue relates to the provision of insurance services under the contract 

which will be made up of: 

▪ Expected annuity outgo released out of the BEL;     

▪ Expected release of directly attributable expenses released out of the BEL;  

▪ Premium variance (expected vs. actual premium) - expected to be 0 since it is a 

single premium policy;         

▪ Amortisation of insurance acquisition cashflows (offset in Insurance service 

expenses) due to IFRS 17 requiring acquisition costs to be 'spread' over the 

contract lifetime to ensure insurance revenue is reflected of the service provided 

in each period;         

▪ Loss component run-off (offset in Insurance service expenses). To the extent the 

contract is onerous, loss components would have been recognised in insurance 

service expenses. However, in order to ensure that Insurance Revenue equals 

the premium over the contract lifetime, the loss-component run-off per period 

needs to be included in insurance revenue or else the other components of 

insurance revenue will exceed the premium;     

▪ Release of Risk Adjustment for the risk expired during the period;   

▪ Contractual Service Margin recognised in the period based on the proportion of 

service provided during the period;      

▪ Insurance Service Expenses comprises: 

o Actual annuity outgo       

o Actual directly attributable expenses      

o Amortisation of insurance acquisition cashflows     

o Loss component run-off        

o Losses recognised in the period from onerous contracts at inception to the 

extent that the guaranteed annuity is an onerous contract   

o Reversals of loss components to the extent that basis changes which are 

made reverse the loss component raised and can be recognised in P&L.  

▪ Insurance Finance Income and Expenses 

▪ Contains the unwinds on the BEL, RA and CSM; and    

▪ Economic assumption changes which could not be absorbed by the CSM e.g. on 

General Measurement Model contracts where the CSM cannot absorb economic 

basis changes.          

▪ Other comments: 

▪ Unlike on IFRS4 where the capitalised impact of basis changes impacts the actuarial 

reserve and hence increases/decrease P&L. Under IFRS 17, the basis changes are first 

offset in the CSM to the extent they are allowed to be and only the residual amount 

which can't be absorbed by the CSM is recognised in P&L in either insurance service 

expenses or insurance finance income/expenses depending on the type of basis 

change.            
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QUESTION 4  

A large life insurance company that operates in the South African market sells a range of 

investment and risk products. The company uses swap assets to back its annuity business. 

The company calculates its Solvency Capital Requirements using the risk-free bond curve that is 

prescribed by the Prudential Authority of South Africa. 

One of the executives has noted that the company's SCR cover ratio has been volatile over the last 

few reporting periods. Upon further investigation, it was identified that the volatility in the 

coverage ratio was caused by the annuities that are backed by swap assets but are valued by the PA 

bond curve to demonstrate solvency. 

i. Explain why the annuities that are backed by swap assets would cause volatility in the 

company's coverage ratio.        [5] 

       

This question was handled well by some candidates and quite poorly by others. Candidates that scored 

well were able to identify that there would be a mismatch between your assets and liabilities and would 

cause volatility in own funds and SCR. Some candidates focused too much on the technicalities of 

constructing a swap curve, rather than answering the question. 

• When performing an actuarial valuation, the discount rate used in valuing liabilities should be based 

on market observable data and be reflective of the underlying assets backing these liabilities.  

• However, with prudential valuations, the risk discount rate is assumed to be the risk-free bond curve 

in line with the FSI's prescribed by the PA.         

• In the case of the life annuities mentioned above, the risk discount rate used to value the liabilities 

will not reflect the characteristics of the assets that are backing these liabilities.    

• The yield curve that is prescribed by the PA is significantly higher than the swap curves in the 

market.            

• And furthermore, these yield curves might not move similarly between valuation periods.  

• For example, the yield curve may increase by more than the swap curve over a reporting period, or 

the shape of the yield and swap curves may change differently over the reporting period.   

• This will result in the following over the reporting period: 

o The discount rate used to discount the liabilities increases and hence the value of the 

liabilities decreases.          

o Seeing as the swap curve increases, the value of the swap-based assets decreases, but not 

to the same extent as the liabilities mentioned above.     

o This will result in the value of liabilities dropping by more than the value of assets and 

cause a profit for the insurance company.        

• The company is therefore exposed to basis risk, by using a different curve to value the liabilities. 

The return is not reflective of how the underlying assets are expected to perform.   

• Seeing as the assets and liabilities will not move in line within reporting periods, this would result 

in volatility in the company's Own Funds and hence coverage ratio.     
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The risk executive of the company has proposed that the company apply to the PA to use the 

internal swap curve to calculate their SCR and Regulatory balance sheet. It is further noted that 

the swap curve that the company uses is lower than the PA prescribed bond curve.   

ii. Explain how the different components of the Regulatory balance sheet might be impacted 

by the application.         [13] 

This question was answered poorly by most candidates for a straightforward question on how a lower 

curve would impact on components of the SAM balance sheet. Most people were able to generate points 

on the BEL impact but neglected the SCR and RM impacts. A few candidates also focused on a whole 

bunch of products instead of the annuities, thus wasting time. 

• The company will now use the swap curve to value their annuities instead of using the PA bond 

curve. It is also noted that the swap curve of is lower than the bond curve.     

• The various components of the capital balance sheet include: 

o Assets 

o Technical provisions (BEL + RM) 

o SCR (Market, insurance, operational and credit risk)      

• Assets 

o The use of the swap curve to value liabilities will not have an impact on the company's 

assets. The swap assets are already captured in the company's balance sheet and there is no 

change expected.          

• Liabilities 

o The move to the swap curve will only impact the liabilities that are backed by the swap 

curve, which in this company's case would be the annuities.     

o Seeing as the cashflows will be discounted by a lower curve, the value of the annuities is 

expected to increase.          

o Overall, the company expects an increase in the value of BEL.     

o The risk margin is also expected to increase. This would be driven by the following:  

▪ An increase in risk from the lower curves. The main risks that would be impacted 

would be longevity and expense risk.      

▪ A lower discount rate used to discount the higher cost of capital (from the increased 

risk)           

o Overall, there will be an increase in the technical provisions.     

• SCR 

o The change in SCR would be driven by the change in the liability under the various SAM 

shocks, seeing as the assets are already shocked correctly.      

o Insurance risks 

▪ Expect an increase in insurance risk from longevity and expense risk. This would 

be driven by the lower curves.        

o Market Risk 

▪ The base swap liability would have increased, but seeing as we are now shocking 

a lower curve, we expect lower liability sensitivities to the various nominal and 

real curve shocks.         

▪ The overall net impact would depend on which of the yield curve modules bite.  

▪ If the company is on YC up, we will see an increase in market SCR.   

▪ If the company is on YC down, we will see a reduction in market SCR.  
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o The overall impact will depend on the change in market risk together with the change in 

insurance risk and the level of diversification between the risks.     

o This will also be dependent on the company's balance sheet and the type of risk that they 

are running.           

o Credit and Operational 

▪ There are likely to be no changes to these risk components.    

▪ There might be an impact on operational risk if the earned premium is used for 

annuities.         

• SCR Coverage 

o SCR might either decrease or increase (likely increase) but given that there will be a huge 

loss of Own Funds (from the increase in BEL and Risk Margin), it is expected that the 

coverage ratio will decrease.         

  

iii. Discuss the merits of the executive's suggestion that the company should apply to the PA 

to use a swap curve for the Regulatory balance sheet.     [7]  

This question was answered reasonably well, and better prepared candidates scored quite a few marks. 

However, there were a few obvious marks relating to better risk management, alignment of assets and 

liabilities as well as the cost of approval that candidates missed.  

Pros 

• Using a swap curve to value the liabilities would result in consistency between assets and liabilities. 

• It makes more sense to value liabilities based on the return that the assets will receive.  

• The company will therefore have a more accurate view of their solvency position and the market 

and insurance risks that they are running.        

• This will be useful in making decisions about dividends, strategies etc.    

• Aligning the asset and liability valuation will also remove the basis risk and could result in a more 

stable coverage ratio.           

• This may be better perceived by the market and analysts as it is undesirable to have a solvency 

position that is quite volatile.           

• Liabilities will also be easier to check - it will be more comparable to the IFRS 17 liabilities and 

could reduce the operational risk - having to do bond curve valuation on swap backed liabilities.  

 

Cons 

• Even though it will be more stable, the reduced coverage ratio will give a poorer perception of the 

company’s financial strength.  This may adversely affect new business and equity investors.  So, 

the benefits of stability may be cancelled out.       

• Applying to the PA will be costly and time consuming. The PA will also require swap curve 

validations on a regular basis.         

• It is not guaranteed that approval will be granted, which would further require resources to reapply.  

• Once approval is granted, it is not guaranteed that it will continue in the future. If the approval is 

revoked, this will again result in volatility in the coverage ratio.       

  


