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	Comments on Consultation 35-09 Draft Advice on Valuation of Assets and “Other Liabilities”  

	Name company: CEA

	Reference
	Comment

	Introductory remarks
	The CEA welcomes the opportunity to comment on the Consultation Paper (CP) No. 35 on Valuation of Assets and “Other Liabilities”.

It should be noted that the comments in this document should be considered in the context of other publications by the CEA. Also, the comments in this document should be considered as a whole, i.e. they constitute a coherent package and as such, the rejection of elements of our positions may affect the remainder of our comments.

These are CEA’s views at the current stage of the project. As our work develops, these views may evolve depending in particular, on other elements of the framework which are not yet fixed.

	Key comments
	IFRS is one but not the only possible set of valuation principles for solvency purposes - CEIOPS recommends the adaptation of IFRS as reference framework for building an economic balance sheet under solvency II principles (coherent framework). We support this view. Nonetheless, IFRS is one but not the only possible set of valuation principles for solvency purposes. In particular for small and medium-sized companies it would be appropriate to use local reporting requirements if these are recognised as equivalent to market consistent valuation. The objective is to ensure that the valuation meets economic principles and local GAAP may provide an appropriate proxy.

Additional external verification should not be required on top of an auditor’s verification - We encourage CEIOPS to rely on audited financial statements, rather than imposing additional tests. The auditor’s confirmation of accounts should be sufficient for the external verification requirement in this context.  

Economic values reflect inherent uncertainty and do not require further adjustment - We are concerned by any suggestions that economic values would need further adjustment for risks. If additional risks have to be considered then this is the role of the SCR calculation. Valuation and risk capital requirements should not be mixed. 

Consideration needs to be given to the application of proportionality - The application of the principle of proportionality does not seem to be sufficiently addressed. For example proportionality should be applied in any requirement for insurers to apply the revaluation model to plant and equipment or the fair value model to investment property. This is particularly an issue for small and mid-sized undertakings.

	General comments
	More guidance is requested in relation to adjusting accounting figures to achieve an economic valuation - It would be helpful if more guidance could be provided about cases when accounting figures do not provide an appropriate reference to adjust the accounting numbers to reflect an economic valuation.  In practice, it is unlikely in most cases that the company will have this information so it is not clear how the company would know that it needed to make an adjustment.  Secondly, it is not clear how significant the difference should be before an adjustment is required.  We would support the usage (albeit in a modified form) of the guidance on materiality from IFRS.
Internal economic capital models should be fully used - Valuation should be generally based on the application of appropriate market measures.  For example, a life insurer may use its internal economic capital model to measure the defined benefit pension liabilities of its employees which may give a better market value of these liabilities than IAS 19. 
It is important to consider how ongoing changes in IFRS will be taken into account - CEIOPS should give more guidance on how to deal with ongoing changes in IFRS and we would encourage CEIOPS to be wary of linking to the current IFRS without establishing a procedure to deal with any change in IFRS going forward. It would be important to ensure that if any change in IFRS standards (which currently appear suitable for solvency purposes) which moves away from alignment with economic principles would not mean that the principles used for Solvency II would also move away from economic principles.
For information there are currently a number of IASB projects underway, which directly affect this consultation paper, including:

· IAS 39 - Fair value definitions of IFRS are currently being reviewed in the IASB’s project “Fair Value Measurement”. The Board is developing an exposure draft which it plans to publish this quarter.  We suggest that CEIOPS refers to the upcoming standard and keeps Level 2 flexible in order to cope with new developments.
· IAS 37 is currently being revised. There is a possibility that the revised IAS 37 will not recognize contingent assets or contingent liabilities. This type of change, and its suitability for solvency purposes, should be assessed.
· IAS 19 also is subject to review as discussed in the CEIOPS paper.

	Section 1 
	Assets and liabilities should be valued on an economic basis - We agree that accessing assets and liabilities should be based on sound economic basis and that the Level 1 text’s main principles applicable to valuation of assets and liabilities largely coincide with the current definition of fair value under IFRS with a notable exception of the treatment of own credit standing for liabilities. 

We support the use of the fair value hierarchy as outlined under IFRS - Consequently, we also concur with the use of fair value proposed hierarchy for the valuation of assets ranging from mark to market to mark to model as outlined under IFRS.
Further consideration should be given to undertakings reporting on local GAAP - Further consideration needs to be given to the circumstances for the use of local GAAP for undertakings not reporting on an IFRS basis taking into account national particularities. 

	Section 3  
	

	Para 3.22-3.33
	General approach to valuation under Solvency II 

	Para 3.22
	Fair values recognised under IFRS should be recognised as economic values under Solvency II - We support CEIOPS´ approach concerning the adaptation of IFRS endorsed within the EU as a reference framework for building an economic balance sheet under solvency II principles (coherent framework). As a general rule, it should be the case that a value which has been recognised as a fair value under IFRS should also be recognised as an economic value under Solvency II. This must also apply to fair values disclosed in the notes on balance-sheet items which are not recognised at fair value in the balance sheet.
IFRS is not the only set of principles that may be applicable for Solvency purposes - Nonetheless, we consider it as highly important to stress that IFRS is one but not the only possible set of valuation principles for solvency purposes. In particular it is necessary to allow companies to take local reporting requirements for solvency purposes as long as these are recognised as equivalent to (or an acceptable simplification to) a market consistent valuation.
We assume that the recognition of balance sheet items is not covered in this CP - We should state that IFRS does not only cover the valuation of balance sheet items, but also the recognition of certain items in the balance sheet. We assume that this CP only covers measurement issues and does not also encompass recognition issues. 

	Para 3.23
	Further guidance should be developed as IFRS progresses - We believe that CEIOPS in the future should provide further guidance in accordance with the development of IFRS and corresponding financial, technical or academic progress (high level guidance in Level 2, with detailed guidance in Level 3).

	Para 3.24
	We agree that adjustments should be made to accounting figures that are not in line with an economic approach - CEIOPS’ approach concerning the adjustments to be made when accounting figures/ the IFRS framework are not consistent with a market-consistent approach is in principle supported by the CEA.   
Further guidance on materiality is requested - However, we request further guidance on materiality. In particular, we believe that reference should be made to the IFRS definition of materiality (IFRS Framework document paragraph 29 and 30). It has to be clear that the size or nature of the item, or a combination of these, could be the determining factor.

High costs of calculation should not be the primary excuse for a valuation adjustment - A valuation adjustment must not be forgone with the excuse of high cost if the item is a material item in the balance sheet of the company. That is the proportionality issue has to be considered with respect to valuation adequacy. 

At the same time the waiver of an adjustments will for most companies be adequate in one or the other balance sheet item (e.g. receivables from insurance business, liabilities from insurance business) without violating the materiality rule. We therefore recommend the deletion of the words “exceptional situations”.

	Para 3.25 
	Economic values reflect inherent uncertainty and do not require further adjustment - We do not agree with CEIOPS’ proposal. If an asset is valued at its economic value this will already take account, to the appropriate extent, of all risks which arise from holding that asset and the value will not require a further adjustment. Additional risks should be considered in the SCR rather than by “redefining” the economic valuation. Mixing approaches makes calibration rather difficult and would perhaps not result in a proper understanding of the solvency and financial condition of the undertaking.
We would request the text “or adjustments to the economic valuation” be removed.

	Para 3.26
	We agree; see section 1

	Para 3.27 
	We agree; see section 1

	Para 3.28- 3.30
	Governance should be dealt with in pillar II - Issues concerning system of governance should be dealt with in Pillar II. These paragraphs should be deleted.
Economic values reflect inherent uncertainty and do not require further adjustment - We should also note that the concept of “valuation adjustments” in Para 3.29 is not acceptable. The text states: “Valuation adjustments should be made as appropriate, for example to cover the uncertainty of the model valuation”: this is in contradiction with the economic value principles. As such, we propose to remove the last sentence of the paragraphs 3.14 and 3.29: “Valuation adjustments should be made as appropriate, for example to cover the uncertainty of the model valuation” (see comments to Para 3.25 for discussion).

	Para 3.31/3.32
	We do not support a requirement for additional external verification, on top of the auditor’s verification - CEIOPS seems to expect regular external verification (further to the auditor’s statement), at least with regard to assets not subject to homogenous markets. We do not support this requirement as: 
· “The economic values stemming from statutory financial statements will have been subject to external audit” (§3.16): since statutory financial statements are audited by external auditors, we do not understand why there should be a second audit or opinion or verification on these instruments. As such, we recommend an additional verification be made only in the case where the statutory auditors are not auditing the economic values.

· “In specific cases of enhanced complexity of instruments and valuation techniques” (§3.17): we would like these specific cases to be more precisely defined. Indeed, some instruments are complex although they are traded; others can be marked to model easily.

· Given the fact that the auditor is obliged to ask for external verification as well if it is not able to confirm values provided by the undertaking, the fair values presented in audited financial statements should fully qualify for acceptance economic values under Solvency II. We think that the auditor’s confirmation should be sufficient for the external verification requirement in this context.

	Para 3.33 
	Economic values reflect inherent uncertainty and do not require further adjustment - Fair value measurements include those risks which are expected from market participants The SCR is defined separately and comprises those risks, which are not expected (variance). Additional risk adjustments should not be made to the economic/fair value of an asset. We consider that there are not any additional risks that are not already reflected within the market price or in the calculation of the variance of the underlying asset value/return. In detail:

· First bullet point of Para 3.21: the paragraph points out the need for assessing the “illiquidity of the asset due to entity specific constraints”. We disagree with this valuation adjustment, since we believe that the illiquidity of assets is already taken into account in the valuation of the asset. Also; the illiquidity risk is already taken into account in the concentration risk. Thus, we recommend this bullet point to be removed from the CP.

· Second bullet point of Para 3.21: even though we consider the need for addressing the “inherent uncertainty linked to the use of models for the determination of economic value” as a fair concept, we recommend that the CP details the specific situations where these valuation adjustments occur, and the way to reflect it in the fair value. We believe that the internal or external models used to assess the value are already embedding the uncertainty. As such, we propose to remove this bullet point also.

	Para 3.41-3.42 
	Goodwill on acquisitions 

	Para 3.41
	Goodwill has economic value and as such the possibility to assign value to goodwill should not be excluded - We understand that it may be difficult to assess its economic value for solvency purposes, however assigning a nil value is inconsistent with the requirements for accounting purposes (under which goodwill is tested for impairment and if it is not impaired by definition it has a non-nil value). If goodwill is assigned a value then obviously the fact that its value maybe impaired under stress circumstances would be considered within the capital requirements.

	Para 3.42 
	We agree that present value of future profits for existing business should be held within the technical provisions, in line with our comments on CP30. The part of future profits relating to future new business should not be considered as part of technical provisions as it is considered as part of the goodwill.

	Para 3.60-3.63 
	Property, plant and equipment 

	Para 3.61
	A revaluation model requirement for plant and equipment could be burdensome - We agree that the revaluation model may be appropriate for owner-occupied property. However, imposing a revaluation model on plant and equipment, should this be immaterial, (which are typically small components of the insurer’s assets) seems burdensome and not in line with the principle of proportionality.  We would prefer to permit a cost model or allow insurers to leave those assets out of their economic balance sheet if the costs of obtaining valuations outweigh the benefits.
IAS 16.33 already allows (to a certain extent) such a cost model : "33. If there is no market-based evidence of fair value because of the specialised nature of the item of property, plant and equipment and the item is rarely sold, except as part of a continuing business, an entity may need to estimate fair value using an income or a depreciated replacement cost approach.” 
Therefore we request alignment with IFRS, and allow for the use of a cost model on immaterial plant and equipment items.

IAS 16.79 requires disclosure in the notes of a fair value even if an at-cost valuation forms the basis of the balance sheet. We believe that the resulting disclosures in the notes should also be accepted as “economic value”.

	Para 3.62 
	Expert opinions, even if prepared internally, should be sufficient - In general, expert opinions should be sufficient, even if prepared internally. The points made under 3.31 + 3.32 also apply here.

	Para 3.63
	The disclosure of information concerning the methodologies used on (re-)valuation on request of the supervisor appears to be in line with the (future) pillar 3 requirements under Solvency II. 

	Para 3.70-3.72
	Investment property 

	Para 3.70 
	Proportionality should be applied in the application of a fair value model for investment property - The application of IAS 40 (fair value model) appears to be a suitable proxy for solvency purposes. However, for undertakings that do not apply IFRS at this point, then it may not be appropriate to require them to recalculate the value of investment property on a fair value model in light of the proportionality principle.

	Para 3.71 
	See comments on 3.62. 

	Para 3.72
	See comments on 3.63. 

	Para 3.84-3.85 
	Participations / associates, subsidiaries and joint ventures, SPVs 

	General Comment
	The treatment of participations in SII should be considered in a holistic manner – We understand that this consultation paper deals only with the valuation of participations at solo level. However, participations need to be considered in the wider context, also taking into account own funds and the consolidation of participations in group accounts.
For this reason our comments on participations will be subject to further review when the overall aspects of participations are considered and we will review these comments at that time. Our comments given below focus only on the valuation of participations within the solo balance sheet.

Definition of participations – We would be keen to have consistency with the definition of participations used in IFRS – IAS 28 applies the “significant influence criterium” whereas the SII Framework Directive fixes a 20% threshold. However, if entity A owns 5% of a company C, and entity B owns 15% of C, and that A and B are in the same group, for solvency purposes, C should be considered as a participation in the economic balance sheet of both A and B. Therefore, it is key to look at the treatment of participations at group level. Flexibility is important. We would request that this point is addressed during the consultations for Level 2 measures. We refer to our previous position paper on participations:
http://www.cea.eu/uploads/DocumentsLibrary/documents/1236094113_cea-paper-on-participations.pdf

	Para 3.84 
	Market value should be the 1st consideration in the valuation of participations - Based on the two approaches presented in the CP, we recommend that participations be valued at economic value in line with the interpretation of CEIOPS in Para 3.80:

· Where they have a market value, this value should be taken into account.

· Where there is no market value, a Discounted Cash Flow, the “referred net asset value approach” or other mixed approach (i.e. as mentioned in 3.81c) could be taken into account. In case of different valuation methodologies, a weighted one could be retained, based on management judgment.

This method has the advantage that the value refers to market prices and so it is consistent with the economic balance sheet principles under Solvency II.

	Para 3.85
	Equal treatment should be given to SPVs fulfilling the criteria for a “participation” - If an SPV fulfils the criteria for a “participation”, its corresponding equal treatment is a given.

	Para 3.94
	Financial assets 

	Para 3.94 
	We agree with the use of IAS39 fair value approach.

	Para 3.103-3.104 
	Contingent Assets and Liabilities 

	3.104 
	We believe further consideration is needed regarding the determination of the probability of future economic benefits. A more precise wording could be more appropriate such as “in case of any probability of a relevant outflow”.
See also “general comments” above (revision of IAS 37).

	Para 3.117 -3.122 
	Deferred tax assets and liabilities 

	General Comment
	These comments are preliminary - We should note that the following comments should be considered as preliminary. The treatment of deferred tax is a complex issue that needs further analysis and the CEA will give its final position based on this analysis and in particular when the loss absorbing capabilities of deferred tax are also addressed.

	Para 3.117 
	Deferred tax assets/liabilities do not need to be linked to identifiable assets/liabilities - We do not agree with the idea that deferred tax assets or liabilities shall be linked with identifiable assets or liabilities on the Solvency II balance sheet. This is contrary to the Solvability II economic principles (as well as contrary to IAS12 principles). Under a Solvency II perspective, the only consideration for recognition of deferred tax assets and liabilities should be their recoverability or payability (respectively).

	Para 3.118 
	We do not agree with a valuation of nil for unused tax credits/losses - In principle the unused tax loss and credit can be directed back to a specific valuation movement of a specific asset or liability. Furthermore in our opinion the recognition of the unused tax losses and credits should be based on the recoverability principle (as per our comment to Para 3.117). If an insurer is able to demonstrate that is it is able to use the unused tax loss or credit either by means of a carry back or a carry forward, it should be allowed to recognise the unused tax loss. Furthermore, we believe further research is required as:
· the suggested approach could create some differences between available capital under Solvency II and equity under IFRS;

· it could have unwanted effects on available capital.  
· Tax losses are often valued in transactions of insurance companies because they increase the net cash flows from the investment so although they are not assets that can be sold separately from the company (or business of the company), they do have an economic value if the whole company (or business) is sold.

CEIOPS's departure from IAS12 has not been sufficiently justified with a set of solid and clear arguments, while IAS 12 attributes explicitly an economic value to those assets under certain conditions. CEIOPS doesn’t explain why those particular deferred tax assets would be intrinsically different to a general deferred tax asset (a general calculation of deferred taxes may end up to a deferred tax asset in a Solvency 2 balance sheet) and then would require a specific treatment.

The mere fact that unused tax losses or tax credits are not linked to specific assets or liabilities of the Solvency II balance sheet (see the § 3.117) should not prevent one from considering them as assets with a positive economic value. Indeed, the fact that there is no specific asset within the balance sheet is contradictory with the principle of the temporary difference. When a company has unused tax losses, it does have an asset on a taxable basis. This can be the case for any temporary difference, where the asset does not exist for accounting or solvency purposes, but does exist for tax purposes.

This economic value is the result of the recognition - under the IAS 12 provisions - that these deferred tax assets can be recovered thanks to existing deferred tax liabilities - such as calculated in the Solvency 2 balance sheet - or, in their absence, thanks to future positive tax bases calculated on a prudent "on-going concern" basis.  

Deferred tax assets may offset deferred tax liabilities to some extent.

Also, it is stated that some discussions have taken place on the possibility to recognise deferred tax relating to tax credit or unused tax loss based on future taxable profit. This could be enlarged to the possibility for an undertaking to set up a tax planning strategy (such as possibility to sell assets, net investments, re-orient cash-flows). We consider that Solvency rules should be aligned with IAS 12 on these matters.

	Para 3.122
	Flexibility should be considered in the area of discounting - Under the overall economic approach underlying Solvency II, all cash in/out flows expected in the future are discounted in order to calculate their expected present value.
However, if the cash flows on which the future tax is applied are already implicitly discounted then we would not expect this to be done a second time. Therefore, we would support the CEIOPS proposal (to not allow for discounting) in the case that the cash flows already implicitly include an allowance for discounting as it is important that discounting is not double-counted. However, if it is the case that an amount to which tax is applied is not already discounted, then we would expect it to be discounted. 

Therefore this principle should be applied in a flexible manner and be appropriate to the amounts being considered.

	Para 3.140 
	Other financial liabilities and amounts payable 

	General comment
	We note that the distinction between debt instruments and equity instruments is not discussed in this paper. We will discuss our position on this topic in response to the relevant CP.

	Para 3.128
	We agree. 

	Para 3.140 
	Own credit standing should be taken into account at inception, changes in credit standing after this time should not be reflected - We agree with CEIOPS’ point set out in Para 3.133: that if own credit standing is not taken into account in the valuation of non-insurance liabilities at the time of initial recognition then the liability will be valued in the balance sheet at an amount that is higher than the one raised in the transaction.  Indeed we believe that it is important that the insurance industry is not disadvantaged when it comes to possibility of debt funding and so as a result we strongly agree with the proposal that own credit standing at inception should be taken into account. Furthermore, this meets most the objectives of a market consistent valuation.
· Therefore we oppose the proposed “approach 1” which states that own credit standing should be ignored at inception.

Consideration then needs to be given as to how to value these “other financial liabilities” following inception.

CEIOPS’ “approach 2” proposes that following inception these liabilities should be valued using the risk free rate adjusted for the own credit standing at inception. While we agree with this approach in principle there could be some concerns if it were to be used for the valuation of those “other financial liabilities” which are part of the insurer’s eligible own funds. The reason for this is that any shifts in the risk free rate would automatically result in shifts in the amount of own funds eligible in each tier. However, the total value of eligible own funds is calculated as the difference between assets and liabilities and as such is a balancing item, therefore the amount of tier 1 equity capital would offset any shifts if the value of the other tiers changes. Any attempt to reflect changes in the risk-free rate in the valuation of those “other financial liabilities” held in eligible own funds would therefore result in volatility of the amount of each tier. 
For eligible own funds items, supervisors will be interested in the amount a company actually owes to its debtors. Thus it may be more appropriate to consider the amount payable, while the time value of money should be taken into consideration to account for the fact that this amount will be paid at a future date. A pragmatic solution could be to run-off these items of own funds using a discount rate equal to the rate effectively paid by the undertaking. This rate does not change due to the undertaking’s own credit standing, nor does it change due to changes in market rates. The underlying assumption is that financing liabilities have been incurred for financing purposes and not for trading purposes. 
Therefore, it may be appropriate that “other financial liabilities” are split into those that are eligible for own funds and others, with the following treatment for each of those:
· “Other financial liabilities” classified under eligible own funds – As discussed above, an appropriate approach could be to value at the market value at inception and then use amortized cost at subsequent valuations. Our next best approach would be to value using CEIOPS’ “approach 2”.
· All other “other financial liabilities” – We support CEIOPS proposed “approach 2” i.e. Market value at inception and then the fluctuation of market rates, excluding fluctuations in own credit risk, at subsequent valuations. Appropriate filters should be set in order to reconcile this value with the measurement of the liabilities according to IFRS. 

	Para 3.133 (footnote)
	We believe that our position is not conflicting with an objective-based interpretation of the Level 1 text. First on the allowance for own credit standing at inception: 

· At first look, Article 74 could be read in a very strict sense that the own credit standing should never be taken into account. However, we understand that the objective of this provision is to ensure that any change in rating of the insurer does not affect the valuation of liabilities and so does not result in the release of profits or losses into the Solvency II balance sheet. This is to avoid the irrational effect that a decrease of the own credit standing would lead to an increase of own funds. An initial recognition of the own credit standing would not go against this objective.

· Furthermore, Recital 27 and Recital 28 allow for a different interpretation:

· Recital 27: “The assessment of the financial position of insurance and reinsurance undertakings should rely on sound economic principles and make optimal use of the information provided by financial markets,[ …]. In particular, solvency requirements should be based on an economic valuation of the whole balance-sheet.”

· Recital 28: “Valuation standards for supervisory purposes should be compatible with international accounting developments, to the extent possible, so as to limit the administrative burden on insurance or reinsurance undertakings.”

· In addition, a reflection of the own credit standing at inception would make use of observable market data and so would ensure consistency with IFRS.

No reflection of changes in the risk-free interest rate for liabilities included in eligible own funds could possibly be considered to conflict with the principles of a market consistent valuation. However, it could be justified as follows: 

· It would be in line with the valuation of all other own funds items (it is obvious that equity should not be valued at stock prices). 

· It could be misleading to shift the tiering of own funds items to reflect changes in the risk-free rate e. g. an decrease of tier 2 quality subordinated debts would increase basic own funds (= tier 1). The presentation of the initial price is reliable because it reflects the loss-absorbency of the instrument (issuer view).

	Para 3.155
	Post employment benefits 

	Para 3.155
	Companies should be able to use their internal models or IAS 19 as a pragmatic interim solution - 

We consider that companies should either use:

· Their economic models to measure their defined benefit pension liabilities if they model them in their Internal Model. Indeed for life companies, this may be the best way to measure them; or 

· IAS 19
We believe that the use of IAS19 represents the most pragmatic interim solution. We note that IAS 19 is not currently compliant with fair value principles and therefore we believe that the treatment of pension benefits on the Solvency II balance sheet should be revised in accordance with the developments on the prudential rules for pension funds. 
As an aside we should note that the determination of company-specific mortality tables is likely to only make sense for companies with portfolios of a sufficient size.
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