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Helping insurers understand and manage change

In the FSB’s recent SA QIS
2 exercise insurers were
asked to highlight problem
areas in the application of
IFRS valuation
requirements for assets
and other liabilities.
Although the vast majority
of insurers indicated that
there were no problems
other than technical
provisions, those that did
respond highlighted
material differences
between IFRS and SAM
valuation requirements in
certain areas.
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Given that the SAM proposals will
require insurers to explain and be
able to reconcile the differences
between IFRS and SAM, it is
important to understand what the
proposals are, the implications on
your SAM balance sheet and how
these proposals differ from IFRS.

General Approach

1. The basis to valuing assets and
liabilities is that of an economic,
market-consistent approach
under SAM.

2. All assets and liabilities, other
than technical provisions should
be valued, unless otherwise
stated, in conformity with
International Financial Report
Standards (IFRS) as they are
considered a reasonable proxy of
the economic valuation
principles under SAM. A
relatively simple concept, which
creates a number of issues.

3. There has been significant
progress in creating a common
framework for the calculation of

fair value under IFRS. IFRS 13
‘Fair value measurement’ is
effective for periods beginning on
or after 1 January 2013 and its
implementation should allow
preparers and users to become
more comfortable with
consistent application of fair
value principles.

4. Fair value (the terminology used
in IFRS) is the price that would
be received to sell an asset or
paid to transfer a liability in an
orderly transaction between
market participants at the
measurement date (an exit
price). The best test of fair value
is an orderly transaction between
market participants. The absence
of this could lead to complex and
subjective valuations.

5. Given the subjectivity of certain
valuations, the debate has
already started under IFRS 13,
and additional guidance is being
developed. One of these items is
the International Accounting
Standards Board’s (IASB)
educational material to assist
preparers in applying IFRS 13
when measuring the fair value of
unquoted equity instruments.

6. There are, however, departures
from the principle of fair or
economic value under SAM. In
determining these departures
concepts such as proportionality
and consistency were considered.

7. In this SAM focus we highlight
some of the differences between
IFRS and SAM, as well as some
of the items where fair value was
not considered to be the most
appropriate manner for
measuring other assets and
liabilities in the SAM balance
sheet.

Participations

8. Participations mean the
ownership, directly or by way of
control, of 20% or more of the

voting rights or capital of an
undertaking. Investments in
subsidiaries, associates and joint
ventures are typical examples of
participations.

9. It is however, proposed that
investments in Collective
Investment Schemes (CISs) and
Asset Holding Intermediaries
(AHI) are excluded from
participations under SAM as the
investments underlying these
entities will be fair valued.

10. IFRS currently allows a policy
choice (i.e. cost or at fair value)
in valuing these investments. The
recommendation for SAM is a
mark-to-market or a mark-to-
model approach to derive the
economic value.

11. Given the higher degree of
judgement involved, especially
when participations are marked-
to-model, additional governance
requirements are proposed such
as independent reviews, as well
as disclosure of valuation
techniques and assumptions.

Deferred tax

12. The current recommendation is
that deferred taxes should be
recalculated for the SAM balance
sheet values. Deferred tax would
be calculated in accordance with
the principles contained in IFRS
(IAS 12) on the temporary
difference between the carrying
values of assets and liabilities in
the SAM balance sheet and the
related tax base.

13. The use of an IFRS principle for
deferred tax is a departure from
the fair value concept. The most
obvious example of this is that
deferred tax for IFRS is an
undiscounted amount.

14. The advantages of using IFRS
principles of calculation are that
they are well defined and
understood.
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15. Deferred tax assets are, however,
subject to an extra requirement
to test for recoverability, which
allows for deferred tax assets only
to the extent it is considered
probable that taxable profits will
be available against which the
asset can be utilised.

16. The consideration of deferred tax
assets w0uld be a significant
change as they are not allowed
under the current regulatory
regime, but would be consistent
with the Solvency II proposals.
Additional guidance was
provided in Solvency II’s QIS 5
which stated that “The carry
forward of unused tax credits
and the carry forward of unused
tax losses should be calculated in
conformity with international
accounting standards as
endorsed by the EC. The
(re)insurance undertaking
should be able to demonstrate to
the supervisory authority that
future taxable profits are
probable and that the realisation
of that deferred tax asset is
probable within a reasonable
timeframe.”

Intangible assets and
Goodwill

17. Intangible assets such as
software or customer
relationships have to meet
stringent requirements before
they can be recognised as assets.
The current recommendation is
that intangible assets should be
separable to be considered for
SAM recognition. This is in line
with Solvency II.

18. The Solvency II QIS 5 guidance
states that “IFRS on intangible
assets is considered to be a good
proxy if and only if the
intangible assets can be
recognised and measured at fair
value as per the requirements set
out in that standard. The
intangibles must be separable

and there should be an evidence
of exchange transactions for the
same or similar assets,
indicating it is saleable in the
market place. If a fair value
measurement of an intangible
asset is not possible, or when its
value is only observable on a
business combination as per the
applicable international
standard, such assets should be
valued at nil for solvency
purposes.”

19. Goodwill will have an economic
value of nil for SAM purposes.

Financial Liabilities

20. The valuation of financial
liabilities raises two contentious
issues. Firstly whether to take
into account the insurer’s own
credit standing at inception, and
secondly, whether to take into
account any subsequent changes.

21. Ignoring an entity’s own credit
risk would not result in financial
liabilities being recognised at fair
value. The SAM proposal is to
consider own credit standing
only on initial recognition and
that subsequent changes are not
taken into account.

22. These recommendations are
consistent with Solvency II. The
proposal avoid the issue that a
deterioration in own credit would
lead to a reduction in fair value
of the liability and an increase in
own funds.

What should you do?

23. The time to identify and
highlight issues is now. It is
important to assess the issues
you faced in completing your SA
QIS2 submissions, in
preparation for the compulsory
SA QIS 3 exercise.

24. Insurers have to ensure that
sound valuation assumptions
and methodologies are developed

for mark-to-model investments,
and that appropriate governance
processes are put in place.

25. Consider and plan how
differences between IFRS and
SAM will be reconciled and
explained to your boards and the
regulator.

If you wish to discuss how we can help

you, please call your regular contact or

alternatively:

Dewald van den Berg

dewald.van-den-berg@za.pwc.com

011 797 5828

Andrew Taylor

andrew.graham.taylor@za.pwc.com

011 797 5736

Francois Kruger

francois.kruger@za.pwc.com

011 797 4717

PwC SAM focus newsletters

The following link provides access

to a range of thought leadership

pieces produced by the firm on

SAM.

http://www.pwc.com/za/en/public

ations/sam-focus.jhtml

Additional guidance on the fair

value standards is available from

the Straight aways series of

publications. Straight aways are

available on

www.pwc.com/za/en/ifrs/.


