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GLOSSARY 
Actuarial gains 

and losses 
Changes in the present stated value of defined benefit obligations resulting from 
experience adjustment (effects of the differences between the previous actuarial 
assumptions and what has actually occurred) and changes in actuarial 
assumptions. 

Asset ceiling Present value of any economic benefits available in the form of refunds from the 
plan or reductions in future contributions to the plan. 

Corridor 
method 

Method allowing the deferred (i.e. spread over time) recognition of actuarial gains 
and losses through profit or loss. 

Corporate 
sponsor 

A company financing a pension scheme using a pension fund (also referred to as 
‘sponsor company’). 

Defined 
benefit (DB) 

schemes 

Schemes where the employer promises a specific level of benefit defined by a 
formula based on the employee’s earnings and/or years of service. 

Defined 
contribution 

(DC) schemes 

Schemes where the benefits depend on the contributions paid. There is a 
commitment on the part of the employer as regards the contribution but not the 
benefit amount. 

Discount rate The discount rate reflects the time value of money and is used to determine the 
present value of future cash flows. 

Fair value ‘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’ 
(IFRS 13). 

GAAP Generally accepted accounting principles – the accounting standards applicable in 
a given jurisdiction. 

Gross re-
placement rate 

Ratio between gross pension entitlement upon retirement and gross pre-
retirement earnings. 

Holistic 
balance sheet 

A balance sheet produced by EIOPA in response to the European Commission’s call 
for advice on the IORP Directive. 

Locked-in 
basis 

measurement  

Market interest rates and other assumptions are determined at inception and not 
updated. 

Matching 
contribution 

A contribution by an employer that is linked to its employee’s contributions.  

Old-age 
dependency 

ratio 

Ratio between the number of persons of generally economically inactive age (65 
and over) and the number of persons of working age (15 to 64). 

Plain vanilla 
instrument 

A financial instrument with no special components; an ‘exotic’ instrument is more 
complex and varied. 

Present value Value as, at the date of valuation, of an expected future cash flow. 

Projected 
credit unit 

method  

Method which involves calculating the present value of a DB obligation by 
attributing benefits to periods of service. 

Qualifying 
insurance 

policy 

Insurance policy issued by an insurer unrelated to the employer. The proceeds can 
be used only to pay or fund employee benefits under a DB scheme; they are not 
available to the employer’s own creditors (even in bankruptcy) and cannot be paid 
to the employer. 
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EXECUTIVE SUMMARY 
As it covers inter alia issues affecting financial services, the European Parliament’s 
Economic and Monetary Affairs (ECON) Committee has asked for an analysis of the possible 
effects on insurance and pensions of recent changes to accounting and solvency rules. 

This study analyses the effects of changing accounting rules on the (life) insurance and 
pension products and employee benefits on offer. It puts these rules in context (e.g. 
Solvency II, IORP II and IFRS projects) and gives an overview of general issues that relate 
to the development and effects of accounting for financial instruments and are of wider 
interest to other financial services and their providers. 

The study provides background knowledge and clarifies basic questions that are key to 
understanding the impact of such rules (and changes to them) on the provision of life 
insurance, pensions and employee benefits, and on the investment portfolios of the entities 
concerned. 

Where possible, the study applies to Europe as a whole, but it relies on examples from 
France, the United Kingdom, Germany and the Netherlands. These are Europe’s main 
pension and insurance markets and their companies enjoy a large share of the European 
market. The study focuses on the largest businesses, which apply IFRS standards. Local 
accounting standards are mentioned only where relevant. 

The study considers only privately managed retirement income systems, i.e. Pillar II and 
Pillar III schemes1.  

Overview of the pension landscape and accounting and solvency rules 

• A major concern of governments currently is to ensure the adequacy and 
sustainability of their pension systems in a context of demographic change and 
economic crisis. Governments need to arrange for structural reform of the systems 
to cope with greater old-age dependency and lower (future) investment returns. 

• Key features of the reforms are a switch of emphasis from Pillar I to Pillar II 
schemes and a general shift from defined-benefit (DB) to defined-contribution (DC) 
schemes. 

• In parallel, changes to accounting standards and regulatory or solvency regulations 
will affect the activities of entities providing insurance and pension products. These 
can be understood as a result of changes in the economic environment, the 
transformation of the pension landscape, the need for cross-border harmonisation 
and a general move to risk-based oversight. 

• Accounting standards for insurance undertakings, pension schemes and the 
accounting of employee benefits in company balance sheets have undergone many 
changes in recent years. Some are still under development. The main changes in the 
pipeline will affect: 

− IFRS 4 (Insurance contracts) — a measurement model using current 
assumptions is needed to replace the plethora of diverse treatments allowed 
under the current standard; and 

− IAS 39 (Financial instruments: recognition and measurement), the limitations 
of which became apparent during the financial crisis. 

                                                 
1  See Section 1.2.; according to this classification, Pillar I schemes are publicly managed systems, Pillar II 

schemes are privately managed and Pillar III includes voluntary savings. 
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Repercussions for investment portfolios 

• Solvency regulations have a major influence on insurance undertakings’ activities 
and solvency requirements have a clear impact on their asset/liability management 
(ALM), e.g. the Solvency II Directive affects asset allocation by favouring assets with 
lower capital charge, such as government bonds, or bonds with shorter maturities 
and better ratings. 

• Given the applicable standard for financial instruments and insurance undertakings’ 
common asset allocation, the majority of an insurance undertaking’s asset portfolio 
is measured at fair value. However, its liabilities will not be measured at fair value 
until the revised standard has been implemented. This introduces an economic 
mismatch between assets and liabilities and makes the undertaking’s equity highly 
volatile. The new standard for financial instruments accounting will also have effects 
on asset allocation, as the recognition of some asset classes such as debt securities 
will be modified. 

• The employee benefits accounting standard for companies (IAS 19) was revised in 
2011 and is now based on fair value. Assets are measured at fair value and 
investment gains and losses must be recognised immediately under ‘other 
comprehensive income’ (OCI). It is nevertheless difficult to prove a causal link 
between the revision of the standard and the change in companies’ asset allocation. 

• The IORP Directive provides only general guidance for pension-fund assets, while 
country-specific laws sometimes impose quantitative constraints or risk-based 
solvency rules. At the end of 2013, traditional asset classes (primarily bonds and 
equities) were still the most common kind of investment. 

Pension offer related issues 

• Entities providing pensions are having difficulties in financing new pension products 
due to the current economic climate (low return on assets and high volatility), the 
demographic context and changes to the regulatory framework. Consequently, it is 
difficult to isolate and quantify the impact of the latter in terms of changes to the 
pension arrangements on offer. However, we can say that they do not foster the 
development of long-term guaranteed pension products. 

• The current standards allow insurance companies to take a range of approaches to 
accounting for insurance contracts. Some of these are more in line with the 
companies’ liabilities valuation model (fair-value measurement) and with the 
expected changes in the standard (current measurement model). The anticipated 
future standards for insurance contracts will probably expose undertakings’ accounts 
to greater volatility and lead them to rethink their ALM strategy. 

• The Solvency II (Directive 2009/138/EC), which enters into force on 1 January 
2016, regulates the minimum amount of capital insurance undertakings must hold 
to reduce the risk of insolvency. There are considerable similarities between the 
requirements of the forthcoming standard for insurance contracts and Solvency II, 
although they differ on matters of detail. 

• Pension-fund accounting systems also vary from country to country, as the industry 
is mainly structured according to local principles. The IORP Directive (2003/41/EC) 
establishes a prudential framework designed to provide a minimum level of security 
for the asset management of European citizens’ retirement incomes. A revision of 
the Directive is under way and stakeholders in the sector are being consulted in an 
effort to design suitable new rules for this complex industry that cover the 
governance and transparency of pension funds. 
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• The combination of regulatory constraints and low interest rates is pushing insurers 
to reduce the guarantees they offer and to develop new products with guarantees 
more suited to the current economic climate. Life insurers are seeking new ways of 
transferring their risk and more unit-linked products have emerged, where the risk 
is borne by the policyholder. 

• The fact that companies have to account for a liability only with regard to DB 
schemes (as they bear no risk with DC schemes) has a non-negligible impact on the 
governance of their employee benefits. 
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1. INTRODUCTION 

KEY FINDINGS 

• In a context of demographic change and economic crisis, governments need to 
ensure the adequacy and sustainability of their pension systems. 

• Demographic changes such as higher life expectancy and lower birth rates lead to 
greater old-age dependency ratios; in addition, current economic and financial 
conditions are reducing (future) returns on investment. 

• Governments’ response to these changes, in the form of structural pension system 
reform, involves a switch of emphasis from first-pillar to second-pillar schemes. 
While occupational pension schemes are promoted, there is a general shift from DB 
to DC schemes. 

• These changes are accompanied by changes to accounting standards and solvency 
regulations (e.g. Solvency II and the IORP Directive) which will also affect the 
activities of insurance undertakings and pension funds. 

• The accounting standards for insurance undertakings, pension schemes and the 
accounting of employee benefits in company balance sheets have undergone many 
changes in recent years and more are in the pipeline. 

• The main forthcoming changes affect IFRS 4 Insurance Contracts — the range of 
approaches allowed by the current standard (which have not yet been harmonised 
due to the lack of time for the development of IFRS 4) will be replaced by a current 
measurement model; and IAS 39 Financial Instruments: Recognition and 
measurement, the limitations of which became apparent during the financial crisis 
and will be addressed by the new IFRS 9. 

1.1. Background 
In recent years, accounting standards for insurance undertakings, pension schemes and the 
accounting of employee benefits in company balance sheets have undergone many 
changes. These have occurred in a context of a changing regulatory framework 
(Solvency II, IORP II and IFRS projects) and have a direct impact on the life insurance and 
pension products and employee benefits that are on offer. 

Since 1 January 2005, companies based in an EU Member State and listed on the EU’s 
stock markets have been required to apply International Accounting Standards 
(IAS)/International Financial Reporting Standards (IFRS)2 to their consolidated financial 
statements3. Member States may also permit or require non-listed companies governed by 
the law of a Member State to prepare their consolidated accounts and/or annual accounts in 
compliance with the IAS. The accounting rules have undergone many changes that have a 
direct impact on the life insurance and pension products on offer and on employee benefits: 

• IAS 19, the accounting standard for (short-term, post-employment and termination) 
employee benefits, was revised in 2011 and is applicable to annual periods 

                                                 
2  IAS were published by the IASC between 1973 and 2001 and IFRS were published by the IASB from 2011. 

Future new standards will essentially be IFRSs. 
3  Article 4 IAS Regulation (EC) No 1606/2002, as amended; see http://eur-lex.europa.eu/legal-

content/EN/TXT/PDF/?uri=CELEX:02002R1606-20080410&from=EN for a consolidated version. 

http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:02002R1606-20080410&from=EN
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:02002R1606-20080410&from=EN
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beginning on or after 1 January 2013. The updated version requires the immediate 
recognition of all changes in the funding position of employers’ retirement plans; 

• issued in July 2003, IFRS 4 regulates the accounting of insurance contracts. IFRS 4 
Phase II will replace the current version. The IASB issued an exposure draft in July 
2010 with a proposal for a new recognition and measurement model for insurance 
contracts. According to the IASB’s project overview of May 2015, publication will be 
after 2015; the dates of publication and application are still to be confirmed4;  

• IAS 39, which lays down how to recognise and measure financial instruments, will 
soon be replaced by IFRS 9, which will change how insurers account for the 
investments they hold. 

All these changes have occurred in the context of evolving solvency rules: 

• Solvency II5, the European Directive on insurance regulation which enters into force 
on 1 January 2016, determines the amount of capital insurance undertakings must 
hold; and 

• a proposal to amend the European Directive on institutions for occupational 
retirement provisions (IORPs) or pension funds6 was submitted in March 2014. 

The objective of this study is to analyse the effects of these changes on the insurance and 
pensions landscape. 

1.2. Overall development of retirement financing in the EU 
Due to historic, economic, social and political factors, pension systems differ significantly 
from country to country, but it is possible to define a common three-pillar structure. The 
following table summarises the main features of each pillar: 

 

Table 1: The three-pillar system 

Pillar I 
State pension 

Pillar II 
Occupational pension 

Pillar III 
Private pension 

Assure minimum retirement income Ensure sufficient 
replacement rates 

Individual private pension 

Pillar I 
Publicly managed 
Mandatory participation 
Pay-as-you-go (PAYG) principle 
Pillar Ia 
Statutory privately funded pension 
schemes 

Voluntary or mandatory 
DC or DB schemes 

Voluntary 
May be strongly 
encouraged by tax 
subsidies 

Source: Eichhorst et al., Pension systems in the EU — contingent liabilities and assets in the public and private 
sector, 2011. Note: Other pension system typologies exist, but we will adopt the typology illustrated in Table 1 for 
the remainder of the study. In the following sections of this report, we will focus on Pillars II and III. 

                                                 
4  IFRS Foundation (2015a). 
5  Directive 2009/138/EC. 
6  IORP Directive 2003/41/EC. 
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Pillar Ia is a recent development, with the transfer of social security pension schemes to 
funded schemes in some European countries7. The main challenges for pension systems 
are: 

• to secure financial sustainability; and 
• to provide pensioners with adequate retirement incomes. 

But demographic changes and economic issues make these objectives difficult to fulfil. 

1.2.1. Demographic changes and economic issues 

A common measure of the adequacy of a pension system is the replacement rate8. In the 
34 OECD countries, the average gross replacement rate (ratio between gross pension 
entitlement on retirement and gross pre-retirement earnings) is 54 %9. Governments need 
to ensure the adequacy of their pension systems in a context of demographic change 
involving: 

• an ageing population; 
• decreasing birth rates; and 
• increased life expectancy. 

Population ageing results from higher life expectancy and lower birth rates. By 2060, life 
expectancy at birth in Europe is expected to increase by 7.9 years for males and 6.5 years 
for females, as compared with 201010. This will lead to an increase in old-age 
dependency, i.e. the ratio between the number of persons of a generally economically 
inactive age (65 and over) and the number of persons of working age (15 to 64). In 
Europe, the wave of baby-boomers that have retired or are preparing to retire boosts this 
ratio. According to a European Commission study, the EU ratio will increase from 27.8 % in 
2013 to 50.1 % in 206011, thus putting stress on PAYG systems. 

Map 1: Old-age dependency ratio (per 100 persons), 2014 and 2060 

 
Source: Tables, graphs and maps interface (TGM), Eurostat. 

                                                 
7  Eichhorst et al., p. 10. 
8  Antolín-Nicolás P. 
9  OECD (2013), p. 134. 
10  European Commission (2012b), p. 2. 
11  European Commission (2014), p. 2. 
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The long-term pressure induced by demographic changes is aggravated by the financial 
and economic crisis. Pension systems are having difficulty keeping their promises in the 
face of slow economic growth, budget deficits, financial instability and low employment. 
Falling employment rates lead to lower pension contributions and directly affect PAYG 
schemes, while funded schemes are affected by falling asset values and reduced returns12. 
In funded systems, contributions are being invested in capital markets for a longer term in 
an effort to maintain returns in the face of sustained low interest rates. This context of 
low interest rates is a recent development; its effects also depend on the structure of the 
investment portfolio. 

In addition, quantitative easing policies in Europe have an impact on the funding of 
pensions, because pension schemes usually invest a certain percentage in government 
bonds, which now provide only low yields13. 

The following figure shows the falls in: 

• long-term interest rates, defined as the yield on government bonds with a maturity 
of 10 years (Maastricht criterion) for the EU; and 

• the Corporate AA 10+ rate in Europe, to which companies refer to value their 
pension liability. 

 

Figure 1: Long-term interest rate and Corporate AA 10+ rate (2006-2014) 

 
Sources: Eurostat, Database — European statistics (long-term interest rates); Markit. 

In order to cope with possible financial imbalance resulting from demographic change and 
the economic and financial crisis, governments have initiated a series of reforms to keep 
Pillar I in balance and are looking for new ways of financing their occupational pension 
systems. 

                                                 
12  European Commission (2012b), p. 3. 
13  Bean. 
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1.2.2. Main reforms 

In its 2012 and 2013 Annual Growth Surveys (AGS)14, the European Commission 
highlighted various key changes affecting the three pillars of pension systems which could 
ensure that pensions are adequate and sustainable: 

• increasing effective retirement ages to compensate for higher life expectancy; 
• restricting access to early retirement; 
• supporting longer working lives; and 
• developing complementary retirement savings to enhance retirement incomes15. 

Pillar I reforms 

The EU Member States have implemented some of these measures; the following are 
examples of recent Pillar I reforms: 

• increase of the minimum pensionable age from 60 to 62 by 2018 in France, from 65 
to 67 by 2029 in Germany16 and to 66 in 2025 and 67 in 2030 in Belgium (some 
exceptions have been introduced recently); 

• in Spain, the number of years of contribution will increase from 35 to 37 by 2027; 
• in Belgium, the early retirement age will be raised to 62.5 in 2017 and 63 in 2018, 

subject to 41 years of service in 2017 and 42 years in 2019; and 
• other measures, e.g. a project for freezing the nominal value of pensions in 

Portugal, a plan to combine the basic state pension and second state pension in the 
UK, and harmonising state pension ages for civil servants and certain private-sector 
employees in France17. 

Pillar II reforms 

While these measures contribute to the sustainability of pension systems, they can be 
detrimental to the adequacy of pensions. This has prompted the development of 
complementary second-pillar pensions to ensure that workers and employees have a 
sufficient income in retirement. Second-pillar pension systems have also undergone many 
reforms, as the main changes to occupational pensions over the past decade show: 

• a shift, in the financing of retirement income (e.g. in Poland and Sweden), from 
public pension systems to occupational pensions or voluntary retirement savings 
plans; 

• a general shift in all countries from DB to DC schemes; 
• a need to ensure sufficient participation in schemes through: 

− auto-enrolment (with possible opt-outs), e.g. in the UK; or 
− mandatory participation, e.g. in Sweden and Poland; 

• the promotion of: 
− co-financing of schemes through compulsory contributions by employees, e.g. 

in the UK, Sweden and Poland; 
− tax incentives for employee contributions, e.g. in Germany; and 
− matching contributions (see Glossary); and 

• a need to keep members, beneficiaries and the public at large properly and 
effectively informed about the new features of the schemes. 

                                                 
14  European Commission (2012a). 
15  European Commission (2011a). 
16  European Commission (2012b), pp. 29-30. 
17  For the last three bullet points: Pensions Europe, pp. 20-26. 
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In 2013, the total assets held by occupational pension funds in Europe exceeded 
EUR 3 500 billion18. The investment portfolios of such funds are composed mainly of debt 
and fixed-income securities and equity. Despite the shift from DB to DC schemes, the latter 
still have the smallest share in the sector and are limited in terms of assets (26 % in 
Europe in 2013). Figure 2 illustrates the shift from DB to DC schemes in the EU in terms of 
asset allocation. 

Figure 2: DB/DC asset split (EU) 

Sources: EIOPA, December 2014, Financial Stability Report; CEIOPS, May 2008, Financial Stability Report. 

Other trends 

Governments have set up fiscal and tax incentives to encourage savings in private 
pension schemes. One such incentive used in many countries is the EET 
(exempt/exempt/taxed) system for occupational pensions19, which: 

• allows contributions to private pension funds to be deducted from the income tax 
base; 

• exempts returns on investments from tax; and 
• taxes benefits. 

In France, employer contributions to DB schemes (Article 39 of the Code général des 
impôts) are tax-deductible and exempt from employer social security contributions20.  

Such incentives have stimulated the development of private pension products, but they 
have a fiscal cost that has led governments to make further changes. Belgium has 
introduced an extra social security contribution and, in July 2012, France raised the forfait 
social (a special tax on pension contributions)21. 

Another issue that pension systems need to address is the portability of pension rights. 
Currently, EU workers can move to another EU country without losing their statutory 
pension rights, but there are no rules that guarantee the portability of their rights under 
supplementary schemes financed or co-financed by employers. 

                                                 
18  EIOPA (2014b), pp. 30-31. 
19  Pensions Europe, pp. 3-4. 
20  COR, pp. 16-17. 
21  Pensions Europe, pp. 3-4. 
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In April 2014, Directive 2014/50/EU addressed the minimum requirements for enhancing 
worker mobility between Member States by improving the acquisition and preservation of 
supplementary pension rights. Article 4 requires Member States to take all necessary steps 
to ensure that22: 

• vesting periods or waiting periods for outgoing workers do not exceed three years; 

• the minimum age for the vesting of pension rights does not exceed 21 years; and 

• the contributions paid by outgoing workers, or paid on their behalf, should be 
reimbursed by the supplementary pension scheme if the workers have not yet 
acquired vested pension rights when the employment relationship is terminated. 

While the Directive does facilitate worker mobility, therefore, it does not cover the 
portability of such rights. 

1.3. Brief description of the general framework 

1.3.1. Accounting developments 

The accounting rules for insurance undertakings are set out in Council Directive 
91/674/EEC23. However, insurance undertakings listed on EU stock markets must apply 
IAS/IFRS. 

The EU approved the application of IAS/IFRS for the consolidated accounts of EU-listed 
companies based in a Member State as of 1 January 200524. Foreign companies whose 
securities are publicly traded in the EU25 are required to report under IFRS as adopted by 
the EU for their consolidated financial statements unless the Commission has deemed their 
accounting standards to be equivalent to IFRS, in which case they may use their local 
standards. The IFRS equivalence of the non-EU country’s GAAP is determined according to 
criteria set out in Regulation (EC) No 1569/2007. Currently, non-EU issuers may apply 
Japanese, US, Chinese, Korean, Canadian and (until 31 December 2014) Indian GAAPs26. 
They may also apply IFRS as issued by the IASB. 

The accounting standards for insurance undertakings, pension schemes and the accounting 
of employee benefits in company balance sheets have undergone many changes. The main 
applicable standards are IFRS 4 and IFRS 9 for insurers and IAS 19 for employee benefits. 
Table 2 presents a full list of relevant standards. 

                                                 
22  Directive 2014/50/EU. 
23  Council Directive of 19 December 1991 on the annual accounts and consolidated accounts of insurance 

undertakings, OJ L 374, 31.12.1991, p. 7-31. 
24  IAS Regulation ((EC) No 1606/2002). 
25  Directive 2003/71/EC. 
26  IFRS Foundation (2015b). 
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Table 2: Relevant accounting rules 

Scope Standards Publication/application 
date 

Insurance 
contracts 

IFRS 4 Insurance Contracts (Phase I)27 March 2004/January 
2005 

IFRS 4 Insurance Contracts (Phase II)27 June 2013 (rev. exposure 
draft)/application date 
not yet determined  

Financial 
instruments 

IAS 32 Financial Instruments: Presentation28 June 1995/January 2005 

IAS 39 Financial Instruments: Recognition and 
Measurement29 

December 2003/January 
2005 

IFRS 7 Financial Instruments: Disclosures30 August 2005/January 
2007 

IFRS 13 Fair Value Measurement31 May 2011/January 2013 

IFRS 9 Financial Instruments32 July 2014/January 2018  

IFRIC 2 Members’ Shares in Cooperative Entities and 
Similar Instruments33 

November 2004/January 
2005 

IFRIC 9 Reassessment of Embedded Derivatives34 March 2006/June 2006 

IFRIC 10 Interim Financial Reporting and Impairment35 July 2006/November 
2006 

IFRIC 16 Hedges of a Net Investment in a Foreign 
Operation36 

July 2008/October 2008 

IFRIC 19 Extinguishing Financial Liabilities with Equity 
Instruments37 

November 2009/July 
2010 

Retirement 
benefit plans 

IAS 26 Accounting and Reporting by Retirement Benefit 
Plans38 

January 1987/January 
1988 

Employee 
benefits 

IAS 19 Employee Benefits39 June 2011/January 2013 

IFRIC 14 — IAS 19 — The Limit on a Defined Benefit 
Asset, Minimum Funding Requirements and their 
Interaction40 

July 2007/January 2008 

Source: EY. 
                                                 
27  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs04.pdf. 
28  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias32.pdf. 
29  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias39.pdf. 
30  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs07.pdf. 
31  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs13.pdf. 
32  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs09.pdf. 
33  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric02.pdf. 
34  http://www.iasplus.com/en/standards/ifric/ifric9. 
35  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric10.pdf. 
36  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric16.pdf. 
37  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric19.pdf. 
38  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias26.pdf. 
39  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias19.pdf. 
40  http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric14.pdf. 

http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias32.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias39.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs07.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs13.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifrs09.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric02.pdf
http://www.iasplus.com/en/standards/ifric/ifric9
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric10.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric16.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric19.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias26.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ias19.pdf
http://eifrs.ifrs.org/eifrs/bnstandards/en/2015/ifric14.pdf
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The corresponding standards for the entities concerned by this study are listed in Table 3: 

Table 3: Accounting rules by category of entity 

Entity Existing accounting standards Future accounting standards 

Insurance 
undertaking 

IFRS 4 Insurance Contracts 
(Phase I) 

IFRS 4 Insurance Contracts 
(Phase II) 

IAS 39 Financial Instruments: 
Recognition and Measurement IFRS 9 Financial Instruments 

Pension fund Country-specific regulation 

Company IAS 19 Employee Benefits 

Source: EY. 

The following sections give a brief summary of these standards. The Annex contains a more 
exhaustive presentation of the main standards. 

Insurance undertakings 

For accounting purposes, an insurance contract is a contract under which one party (the 
insurer) accepts significant insurance risk from another party (the policyholder) by agreeing 
to compensate the latter if they are adversely affected by a specified uncertain future event 
(the insured event). This includes, for example: 

• insurance against theft or damage to property; 
• insurance against product, professional or civil liability or legal expenses; 
• life insurance and prepaid funeral plans (although death is certain, it is uncertain 

when it will occur or, for some types of life insurance, whether it will occur within 
the period covered by the insurance); and 

• life-contingent annuities and pensions (i.e. contracts that compensate the annuitant 
or pensioner for the insured event — their survival — to help them maintain a given 
standard of living, which would otherwise be adversely affected). 

As there was not sufficient time to develop an appropriate standard before the EU adopted 
IFRS in 2005, there is no IFRS standard for insurance contracts, but only general and 
temporary principles (IFRS 4 Phase I) which refer to prudential/regulatory principles 
applicable in each country. 

Subject to certain limitations, issuers of insurance contracts may continue to apply existing, 
normally local, GAAP. The approach to accounting for insurance contracts varies among 
Member States, e.g. in some, liabilities are not subsequently updated for changes in market 
interest rates or for other assumptions. 

The IASB is currently struggling to develop a more comprehensive standard, IFRS 4 
Phase II, with liabilities measured on the basis of the net present value of future cash 
flows. At present, the main changes known/expected, as compared with Phase I, are: 

• a move from establishing liabilities for insurance contracts at inception, using 
discounted future cash flows, to taking account of all changes to the 
parameters when they occur; 

• harmonised measurement rules for insurance contracts across countries; and 
• the use of current assumptions to measure insurance contract liabilities for a 

current measurement model (this is not a ‘fair-value’ measurement, but is closer 
to ‘fair value’ than measurement on a locked-in basis). 
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This last point, with the need to update assumptions for each closing of accounts, is likely 
to bring volatility to insurance undertakings’ profit-and-loss accounts. 

Pension funds 

Retirement benefit plans are covered by IAS 26, which dates from 1987 and provides 
guidance on the form and content of financial statements. The standard is little used, as it 
does not require financial statements for such plans and only complements IAS 19, which 
covers how to determine the cost of retirement benefits (see below). 

Therefore, pension funds generally apply local accounting rules rather than IFRS standards. 
In the Netherlands, part 9 of book 2 of the Dutch Civil Code41 applies to pension funds, 
while pension scheme accounting in the UK is governed primarily by a ‘statement of 
recommended practice’ (SORP)42 and must also comply with UK legislation and UK GAAP. 

It is important to distinguish between two levels of measurement of liabilities for 
pension funds: 

• valuation for the purposes of their own accounts, for which they must comply with 
solvency requirements, usually not addressed yearly; and 

• valuation of assets and liabilities for their corporate sponsors, which must comply, in 
particular, with IFRS. 

The valuation methods to be applied are presented in Section 3.2.1. In both cases, 
accounting also depends on how risk is shared between stakeholders (see Section 2.2.4.). 
For example, risk appears to be shared more evenly between pension funds and corporate 
sponsors in the Netherlands than in the UK, where it is largely borne by the latter. 

In a good example of how local accounting standards evolve, the Accounting Council of the 
UK’s Financial Reporting Council (FRC) recently issued Financial Reporting Standard 102 
(FRS 102)43, which includes specific requirements for retirement benefit plans and led to 
the publication of a new SORP. Their application is mandatory for years commencing on or 
after 1 January 2015. 

Companies 

IAS 19 Employee Benefits governs the accounting and disclosure of employee benefits. 
Since being introduced in 1983 by the IASC, the predecessor organisation of the IASB, it 
has undergone major changes. The current version, ‘IAS 19 Revised’, was published on 
16 June 201144 and is mandatory for years starting on or after 1 January 2013. 

IAS 19 concerns all employee benefits except those covered by IFRS 2 Share-based 
Payment. The IAS 19 benefits fall into four categories: 

• short-term benefits: wages and salaries, annual leave; 

• post-employment benefits: retirement benefits; 

• other long-term benefits: long service leave; and 

• termination benefits. 

                                                 
41  Dutch Civil Code, part 9 of book 2. 
42  SORP 2015, published by the Pensions Research Accountants Group (PRAG), is a recommendation on 

accounting practices for pension schemes to reflect the changes to UK GAAP arising from the implementation 
of Financial Reporting Standard (FRS) 102. 

43  FRS 102. 
44  EY (2011b). 
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The standard lays down how these are to be measured and provides detailed guidance, in 
particular for post-employment benefits. It requires a company to recognise: 

• a liability when an employee has provided service in exchange for employee benefits 
to be paid in the future, e.g. a retirement annuity; and 

• an expense when the company consumes the economic benefit arising from service 
provided by an employee in exchange for employee benefits. 

IAS 19 governs the recognition and measurement of post-employment DB schemes, the 
final cost of which depends on many variables: final salaries, employee turnover, mortality, 
employee contributions and medical cost trends. The present value of post-employment DB 
obligations and the related current service cost is measured: 

• using the projected unit credit method, an actuarial valuation method (see Section 
3.2.1.); 

• attributing benefits to periods of service; and 

• on the basis of (demographic, financial) actuarial assumptions. 

The company must recognise in its balance sheet an amount equal to the difference 
between the DB obligation and the ‘fair value’ of the scheme’s assets (see Glossary). 

The DB obligation will change from year to year. Key determining factors are the actuarial 
gains and losses resulting from experience adjustments (effects of the differences between 
the expected evolution of given demographic assumptions and what has actually occurred) 
and changes in actuarial assumptions. One such assumption that has a material effect is 
the ‘discount rate’ — the higher it is, the lower the liability will be. The discount rate 
reflects the time value of money, but not the actuarial or investment risk. 

In the revised version of IAS 19, the option of deferring recognition for actuarial gains and 
losses and for plan amendments and curtailments has been dropped, making the balance 
sheet and the profit-and-loss account more volatile. 

1.3.2. Summary of changes in solvency rules 

Solvency II (Directive 2009/138/EC) on insurance regulation enters into force on 1 January 
2016. It sets out requirements on the minimum amount of capital that insurance 
undertakings must hold to reduce the risk of insolvency. The requirements are risk-based, 
i.e. aligned with the underlying risk of the undertaking. Solvency II rests on three pillars: 

• Pillar 1 deals with quantitative requirements. To calculate technical provisions and 
the solvency capital requirement (SCR), companies can use the standard formula 
given by the regulators or use an internal model that they have developed. The 
latter is more complex to implement but gives a better idea of the undertaking’s risk 
profile; 

• Pillar 2 covers all risk-management principles and practices relating to the risk and 
capital estimates described in Pillar 1; and 

• Pillar 3 presents disclosure and transparency requirements. 

The IORP Directive (2003/41/EC) covers institutions for occupational retirement provision 
(IORPs) or pension funds. It establishes a prudential framework designed to provide a 
minimum level of security for European citizens’ retirement incomes, requiring pension 
funds to: 

• have sufficient assets to cover pension commitments; 
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• have qualified governing bodies, sound administrative procedures and adequate 
internal control mechanisms; and 

• be transparent and communicate the target level of benefits, risk exposure and 
investment management costs. 

On 27 March 2014, the Commission submitted a proposal for revising the Directive45, so as 
to: 

• remove the remaining prudential barriers for cross-border IORPs; 

• ensure good governance and risk management; 

• provide clear and relevant information to members and beneficiaries; and 

• ensure that supervisors have the necessary tools to fulfil their tasks. 

The revised IORP II Directive is still under discussion. 

1.4. General description of accounting rules for financial 
instruments (insurance undertakings’ investments) 

Generally speaking, insurance undertakings tend to invest their assets primarily in equity 
instruments and debt instruments, and secondarily, depending on the country, in loans. 

Applicable since 2005, IAS 39 Financial Instruments establishes the general principle of fair 
value and provides for several options for the recognition of losses/gains, depending on the 
kind of asset; in particular: 

• for equity and debt instruments: 

− fair value through other comprehensive income (OCI) (equity), reducing 
volatility of profit and loss; or 

− fair value through profit and loss (‘full fair value’ approach); and 

• for ‘plain vanilla’ loans: the amortised cost method. 

The financial crisis exposed the limitations of this model and sparked a debate as to when, 
and to what extent, assets should be accounted for as impaired. The available options 
meant that financial statements were not mutually comparable. Therefore, the IASB 
developed a new standard, IFRS 9, to replace IAS 39. 

The main impacts on assets held by insurance undertakings are the following: 

• for equity instruments: recognition will be at fair value through profit and loss; this 
ends the debate on how and when impairment should be booked, as all changes in 
value are booked in profit and loss; and 

• for debt instruments and loans: instead of an impairment loss being booked only 
when default has occurred, losses will be booked over time, starting from the 
purchase date, taking into account the evolution of the borrower’s rating well before 
default occurs. 

More details on these standards can be found in the Annex. 

                                                 
45  COM(2014) 167. 
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2. OVERVIEW OF ACCOUNTING RULES APPLICABLE TO 
ENTITIES PROVIDING PENSIONS 

KEY FINDINGS 

• Pension products vary widely, but can be described according to certain 
characteristics: DB/DC products, occupational or personal, financial vehicle, 
membership, who can contribute, conditions of the payout phase (annuity, lump 
sum, programmed withdrawals), etc. 

• In this Chapter, we establish a classification of these products that allows us to 
analyse the different accounting treatments applicable to them. Several entities may 
be involved in the management of a product; its accounting treatment will depend 
on its characteristics, but will also vary between the entities involved. 

• The product ‘families’ we have identified are DC schemes, DB schemes financed by 
book reserves, DB schemes financed by insurance contracts and DB schemes 
financed by pension funds. 

• For DC schemes, the main accounting difference between companies and other 
entities is that the former generally do not have to account for a liability in their 
balance sheet, as they do not bear any risk. 

• For DB schemes, companies use a standard balance-sheet approach and account for 
a net defined liability as the difference between the fair value of plan assets and the 
DB obligation. 

• Insurance undertakings currently take diverse approaches to accounting for 
insurance contracts; some are more in line with the companies’ liabilities valuation 
model and with the expected evolution of the standard (current measurement 
model). However, references of assumptions to be used differ between insurance 
undertakings and companies. The forthcoming IFRS 4 Insurance Contracts 
(Phase II) will harmonise the measurement rules for insurance contracts across 
countries. 

• The insurance undertakings’ activity is also highly regulated by solvency directives. 
Solvency II, which enters into force on 1 January 2016, regulates the minimum 
amount of capital the undertakings must hold to reduce the risk of insolvency. There 
are considerable similarities between the requirements of IFRS 4 Phase II and 
Solvency II, although they differ on points of detail. 

• Accounting by pension funds also varies from country to country, as the industry is 
governed mainly by local rules. However, pension funds also have to meet company 
accounting requirements, providing valuations in line with IAS 19. Some national 
systems impose funding requirements on pension funds; these differ from country 
to country. 

2.1. Entities and products 
In this section, we take pension products to include all types of privately managed pension 
schemes and products geared to providing retirement incomes in the countries that are the 
focus of this study46. We do not include first-pillar pension products (see Section 1.1.2.) or 

                                                 
46  France, Germany, the Netherlands and the UK. 
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personal pension products contracted by individuals directly with an insurance undertaking 
or a bank to complement their pension, but focus on occupational pension schemes, 
where the employer establishes and/or funds the scheme itself47. 

Such products vary widely across the EU, but can be characterised according to certain 
features, in particular: 

• DC or DB; 
• occupational or personal; 
• mandatory, voluntary or automatic enrolment; 
• payout conditions: annuity, lump sum, programmed withdrawals; and 
• financial vehicle. 

Occupational pension products will be accounted for differently depending on 
their characteristics. We start, therefore, by establishing a classification method based 
on key features that allows us to compare the different accounting treatments. 

Accounting for DB schemes is more complicated than accounting for DC schemes, as will be 
seen below. We therefore split DB schemes into three ‘families’ according to features 
reflecting the way they are financed. Table 4 gives an overview of products in France, 
Germany, the Netherlands and the UK, and classifies them according to the ‘families’ we 
have described above. 

Table 4: Pension products  

Type Typical features Examples 

DC schemes 

DC 
Occupational 
Mandatory 
Funded 

France: Schemes under Article 83 of the French Tax 
Code, PERCO 
UK: Various occupational schemes, e.g. contracted-in-
money-purchase schemes (CIMPS)  

DB schemes 
financed with 
book reserves 

DB 
Occupational 
Voluntary 
Unfunded 

Germany: Direktzusage (book reserve) 

DB schemes 
financed with an 
insurance contract 

DB 
Occupational 
Voluntary 
Funded 

France: Schemes under Article 39 
Germany: Direct insurance 
Netherlands: Insurance undertaking 

DB schemes 
financed with a 
pension fund 

DB 
Occupational 
Mandatory 
Funded 

Germany: Pensionskasse, Pensionsfonds, support fund 
Netherlands: Industry-wide or company-wide pension 
funds 
UK: Occupational schemes such as contracted-in-
salary-related schemes  

Source: EY. 

This classification shows how accounting treatments differ between pension products, but 
also between the entities involved in their funding. 

In a DC scheme, there is a commitment as regards the amount of contributions but not the 
amount of benefits. The contributions (from employee or employer or both) will be invested 
and, in principle, converted into annuities at the time of retirement. They can be managed 

                                                 
47  EIOPA (2014a). 
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by trustees or a pension provider, such as an insurance undertaking. Some DC schemes 
(e.g. PERCO plans in France) allow employees to choose an investment strategy. 
Consequently, the beneficiaries bear the financial risks in full and do not know the amount 
of their pension until they retire. The advantage for the company (employer) is that there 
is no liability. The following figure illustrates the interactions for DC schemes where an 
insurance undertaking is involved, one of the most frequently used structures for DC 
schemes. 

Figure 3: Interactions in DC schemes 

 
Source: EY. 

In DB schemes, employers promise a specific level of benefit (determined by a formula 
based on the employee’s earnings and/or years of service). In order to keep their promise 
at the time of retirement, companies have to anticipate and cover the cost of benefit 
payments by: 

• building up book reserves; 

• using a pension fund (a separate fund of assets) to pay benefits; or 

• taking out an insurance contract with an insurance undertaking. 

In DB schemes using book reserves, the company finances the employee benefits 
itself and no external institution is involved. If the company goes bankrupt, the benefits 
are in principle not guaranteed48.  

Figure 4: Interactions in DB schemes financed by book reserves 

 
Source: EY. 

The company may also finance the pension scheme using a separate entity — its own or an 
industry-wide pension fund. In this case, determining the appropriate level of contributions 
is paramount for the pension fund. All or part of the benefits are guaranteed by the 
pension fund assets in the event of the employer going bankrupt. 

                                                 
48  European Actuarial Consultative Group (2005). 
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Figure 5: Interactions in DB schemes financed by pension funds 

Source: EY. 

Another way for a company to finance its DB pension scheme is to take out an insurance 
contract on behalf of its employees. The contract will pay the benefits in exchange for 
a premium from the company. 

Figure 6: Interactions in DB schemes financed by insurance contracts 

 
Source: EY. 

2.2. Analysis of the main differences in accounting rules between 
the different entities/products 

In the previous section, we classified the most representative occupational pension 
products into ‘families’ and described how they are dealt with by the various entities. Based 
on the table of equivalences between entities and accounting standards in Section 1.3.1., 
we present below the practical differences in accounting between types of entity according 
to product ‘family’. 

2.2.1. Accounting for DC schemes  

With DC schemes, companies usually recognise the contributions paid as an 
expense, no liabilities being recognised under IAS 19. Divergences could arise in the 
accounting of DC schemes which present particular features, such as Belgian contribution 
schemes with guaranteed minimum yields laid down by law. 
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During an individual’s accumulation phase, the insurance undertaking accumulates the 
contributions it receives. These assets are accounted for according to IAS 39 principles. In 
the accumulation phase, the liability (‘mathematical provision’) is equal to the asset. On 
the individual’s retirement, the total accumulated assets are converted into annuities and 
the resulting mathematical provision is part of the undertaking’s liabilities under IFRS 4. 

Figure 7: Accounting for DC schemes 

 
Source: EY. 

2.2.2. Accounting for DB schemes by companies 

Both financial and demographic assumptions must be used (mortality table, turnover rates, 
discount rate, etc.) to determine the present value of DB obligations. Valuation of the 
liability involves projecting the future benefits to be paid using these assumptions. Under 
IAS 19, the present value of the DB obligation is then determined as the value of services 
rendered at the valuation date as a proportion of services to be rendered before retirement. 

Scheme assets comprise assets held by a long-term employee benefit fund and qualifying 
insurance policies (see glossary)49. Under IAS 19, these are measured at fair value. The 
company must recognise the difference between the fair value of scheme assets and the 
DB obligation as a net DB liability (or asset) on its balance sheet. 

The net DB liability at the beginning of a reporting period will differ from the liability at the 
end of the period. The change can be explained by the following recurring items: 

• service cost: this represents the additional rights arising from employees providing 
service during the period; it is recognised in profit and loss; 

• net interest: net interest expense (or income) represents the change in the DB 
obligation and the plan assets, if any, as a result of the passage of time. It is 
calculated as the product of the net DB liability (asset) and the discount rate used 
to measure the DB obligation, each at the beginning of the annual period. It is 
recognised in profit and loss; and 

• remeasurements: this represents other changes in the value of the DB obligation 
and is composed of various elements recognised in OCI under ‘IAS 19 Revised’ 
(actuarial gains and losses mainly due to changes in the assumptions, differences 

                                                 
49  Some companies may have arrangements to fund DB obligations which are not qualifying insurance policies 

but do provide for another party to reimburse some or all of the expenditure required to settle a DB obligation. 
In such cases, the expected receipts under the arrangement are not classified as scheme assets under IAS 19 
(and hence not presented as part of a net defined pension liability (or asset)). Instead, the company has to 
recognise its right to reimbursement as a separate asset. This should be measured at fair value and, in all 
other respects, be treated in the same way as a scheme asset. 



Policy Department A: Economic and Scientific Policy 
 

PE 569.996 28 

between the return on plan assets and interest income on plan assets, changes in 
the asset ceiling). 

2.2.3. DB schemes financed by book reserves 

In a DB scheme financed by book reserves, there are no scheme assets and 
companies constitute a provision to pay future benefits to employees. The pension 
obligation constitutes the liability booked each year by the company. It is determined under 
IAS 19 using the method described above or under local principles. Under IAS 19, the 
annual cost, including the service cost and net interest, must be recognised by the 
company for each reporting period in the profit and loss account. 

Figure 8: Accounting for DB schemes funded by book reserves 

 
Source: EY. 

2.2.4. DB schemes financed by other financial vehicles 

Whether the scheme is funded through an insurance contract or managed by a pension 
fund, for the company the method of recognition and valuation of employee benefits is the 
same. In particular, it recognises: 

• a net DB liability on its balance sheet; 

• service cost and net interest in profit and loss; and 

• remeasurements in OCI. 

DB schemes financed by insurance contracts 

Insurance undertakings recognise as a liability a mathematical provision corresponding to 
the anticipation of future benefits that they will have to pay on the employees’ retirement. 
The assumptions and method used depend on the standard applicable and differ according 
to country (as allowed under IFRS 4). Unlike DC schemes, these schemes regard the 
mathematical provision corresponding to the annuities as a liability as soon as a new 
beneficiary enters the scheme and not when they start to receive their pension, as there is 
no accumulation phase. 
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Figure 9: Accounting for DB schemes funded by insurance contracts 

 
Source: EY. 

DB schemes financed by pension funds 

In DB schemes funded by pension funds, the contributions paid to the funds are 
invested in the markets by asset managers or in insurance contracts and finally 
converted into pension benefits paid to the beneficiaries. 

Pension funds are subject to funding requirements laid down by a local regulator. 
Generally, they act as asset managers and their accounting focuses mainly on the 
categories of assets they hold. 

The regulation of pension funds varies from country to country; pension fund accounting 
is subject to local GAAPs. 

In the Netherlands, accounting for pension funds is governed by Dutch GAAP, as set out in 
part 9 of the Dutch Civil Code. Guidance on annual reporting is also included in Guideline 
RJ 61050. The Dutch Pension Act and the Dutch Financial Assessment Framework contain 
rules on the valuation of pension funds’ assets and liabilities, and (minimum) capital 
requirements. Accrued benefits and assets are valued on the basis of market value. 

In the UK, assets are measured at fair value in accordance with a fair value hierarchy set 
out in the SORP and annuities have to be valued at the amount of the obligation. Pension 
schemes’ financial statements must contain a statement of net assets and obligations in the 
form of actuarial liabilities, which are not included in the accounts but presented in a 
separate report51. 

The ‘balance-sheet’ approach, which caters to companies’ accounting needs, focuses not on 
long-term funding requirements under solvency regulations, but on the pension fund’s 
current financial situation. Currently, IAS 19 (or the equivalent local GAAP) is therefore the 
standard applicable to companies’ accounting for pension schemes, along with the fair 
valuation requirement. One significant difference often lies in economic assumptions for 
discounting liabilities. Companies have to use a market yield on high-quality corporate 
bonds, whereas rules for pension funds are less restrictive and rates that match yields on 
assets held by the scheme can be used. Valuation methods also differ from country to 
country (see Section 3.2.1.). 

                                                 
50  RJ 610 is the Dutch Pension Fund accounting standard. 
51  Deloitte, p. 2. 
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Figure 10: Accounting for DB schemes funded by pension funds 

 
Source: EY. 

Pension funds also have funding requirements; these are sometimes integrated into the 
accounting rules and differ between countries. 

In Germany, pension funds are regulated and supervised by the Federal Financial 
Supervision Authority (BaFin). A Pensionskasse must be funded to the level of 104.5 % of 
its technical reserves and can invest only in specific asset classes defined by the 
regulator52. 

In the Netherlands, pension funds are regulated by the Financial Assessment Framework 
(FTK), which sets funding requirements. Unlike in Germany, there are no quantitative 
investment rules, except for a 5 % ceiling on investment in the sponsoring employer. Dutch 
pension funds have to apply fair value principles. 

In the UK, the Pensions Act 2004 lays down funding requirements for occupational pension 
schemes. Each scheme ‘must have sufficient and appropriate assets to cover its technical 
provisions’53. Pension funds act as asset managers and their financial statement provides 
information about the assets they hold, contributions receivable and benefits payable. 

2.2.5. Discrepancies between accounting and solvency rules  

There are also differences between accounting and solvency rules for insurance 
undertakings. Currently, the main differences relate to the models used to estimate 
the obligation, namely: 

• for accounting purposes (IFRS 4 Phase I), usually only the contractual cash flows 
are considered and discounted on the basis of a technical rate of interest on 
issuance of the contract, in most cases on a prudent basis; 

• for solvency purposes (Solvency II), the ‘best estimate’ approach is used; this takes 
into account probable future cash flows with a current adequate discount rate; and 

• under Solvency II, measurement of the obligation therefore aims to capture its 
economic value. 

The development of IFRS 4 Phase II will ultimately narrow the gap between the obligation 
from a solvency perspective and that from an accounting perspective. Figure 11 compares 
the balance sheet under IFRS 4 Phase II and Solvency II. 

                                                 
52  Franzen, pp. 21-39. 
53  Parliament of the United Kingdom, Pensions Act 2004, §222. 
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Figure 11: Balance sheet under Solvency II and under IFRS 4 Phase II 

 
Source: EY.  
Note: Available own funds to be compared with solvency capital requirement (SCR). S/H: shareholders’ equity. 

Table 5 summarises the main differences between IFRS 4 Phase II and Solvency II 
recommendations. 

Table 5: Main differences between IFRS 4 Phase II and Solvency II 

Topics IFRS 4 Phase II Solvency II 

Discount rate 

A top-down (yield on reference 
asset with deduction for default 
and mismatch risk) or bottom-up 
(risk-free rate plus illiquidity 
premium) approach is allowed to 
determine the discount rate. 

The requirement is prescriptive 
and defines a risk-free swap curve 
as the starting point (no allowance 
for own credit risk) with special 
treatment of discount rates 
applying for long durations.  

Risk adjustment 

Principle-based: the compensation 
the insurer requires for bearing the 
uncertainty inherent in the cash 
flows of a portfolio that arise as the 
insurer fulfils the contract. 

A risk margin is included on the 
basis of a cost-of-capital approach.  

Residual margin 

A residual margin is set up on 
initial recognition of the contract 
(as the difference between 
premium received and calculated 
best estimate plus risk margin); it 
defers profit in the future until the 
insurance services are rendered. 

There is no concept of profit 
deferral or residual margin under 
Solvency II. 

Source: EY. 
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3. CHANGES TO ACCOUNTING/SOLVENCY RULES: 
POTENTIAL IMPACT ON PENSION ASSET MANAGEMENT; 
FINANCING OF PENSION LIABILITIES AND PENSION 
OFFERS 

KEY FINDINGS 

• Solvency rules are highly developed for insurance undertakings (under Solvency II), 
but rare for pension funds and non-existent for companies. The requirements have 
an obvious impact on insurers’ asset/liability management (ALM):  
a) insurers are tending to move to assets with a lower capital charge, e.g. 
government bonds or bonds with shorter maturities and better ratings;  
b) the main pension risks impacting the liability side, especially longevity risk and 
interest-rate risk, are covered by a specific capital charge under Solvency II; and  
c) insurers must match their assets and liabilities in order to avoid duration gaps 
which would lead to a high interest-rate risk solvency capital requirement (SCR). 

• The IORP Directive provides only general guidance on pension funds’ asset 
management. At the end of 2013, traditional asset classes (primarily bonds and 
equities) were still the most common kind of investments. 

• The applicable accounting standards depend on the kind of entity concerned (IFRS 4 
and 9 for insurers, IAS 19 for companies, local accounting standards for pension 
funds) and therefore have different impacts:  
a) the majority of an insurance undertaking’s asset portfolio is measured at fair 
value, while its liabilities will not be measured at fair value until IFRS 4 Phase II is 
implemented. This economic mismatch between assets and liabilities makes the 
undertaking’s equity highly volatile; and  
b) under IAS 19, investment gains and losses must be recognised in full each year 
in other comprehensive income (OCI). Since IAS 19 Revised was introduced only 
recently, it is still difficult to identify any changes. 

• The methods used to value pension liability are all based on estimating the current 
value of accrued benefits and benefits to be accrued. The two main methods are the 
Current Unit Method, or Accumulated Benefits Obligation (ABO), and the Projected 
Unit Method, or Projected Benefits Obligation (PBO). 

3.1. Asset management-related considerations 

3.1.1. Generally applied asset strategy and the impact of accounting/solvency 
regulations on asset management 

Accounting/solvency regulations depend essentially on the kind of entity concerned 
(insurance undertaking, pension fund or company); they can be broken down into the 
following categories: 

• solvency regulations, which are highly developed for the insurance sector 
(Solvency II) but less so for pension funds and non-existent for companies; 

• accounting regulations: we present below the main IFRS rules on asset valuation; 
and 

• other regulations, e.g. quantitative asset limits set by national laws. 
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We set out below the various regulations and their impact on asset management or 
allocation for each type of entity. 

Insurance undertakings 

A solvency capital requirement (SCR) requires insurance undertakings to hold a certain 
amount of capital to reduce their risk of insolvency. The SCR is calculated on the basis of a 
risk approach and the VaR at the 99.5 % quantile of the predictive aggregate loss 
distribution of the following year. QIS5 results54 show that market risks are the largest 
component of the SCR for life insurers. These solvency requirements have an obvious 
impact on insurance undertakings’ asset allocation. One key issue is determining which 
asset classes result in the use of the most capital. 

QIS5 results show that equities and the credit spread risk module are the predominant 
market risk modules: 

• Equities carry a much heavier capital charge than other asset classes; 

• For bonds, the amount of capital is proportional to their maturity periods and credit 
ratings, i.e. bonds with shorter maturities and/or better ratings require less capital 
backing than debt securities with longer maturities and/or inferior ratings55; 

• Government bonds issued by European Economic Area (EEA) countries require no 
capital backing (regardless of the bond’s credit rating) and covered bonds are given 
preferential treatment. This creates incentives for insurers to allocate their capital 
accordingly. 

The introduction of Solvency II should lead insurers to move to assets with lower capital 
charges. Fitch believes that insurers will make significant changes to asset portfolios to 
optimise their capital positions and that the main impacts will be a shift from long-term to 
shorter-term debt, an increase in the attractiveness of higher-rated corporate debt and 
government bonds, diversification of large asset holdings, an increase in the attractiveness 
of covered bonds, a preference for assets based on the long-term swap rate and a shift 
from short-dated paper to deposits56. At year-end 2011, more than 50 % of European 
insurers’ assets were government and corporate bonds (including covered bonds)57. 
Solvency II is likely to encourage a further decrease in equity in EU countries where equity 
investments remain high58. 

Solvency II recognises the benefits of risk diversification and in particular the effects of 
portfolio diversification. This forces insurance asset managers to become more creative and 
sophisticated. According to the Towers Watson Global Alternatives Survey 201459, real 
estate remains the largest category of alternative assets for insurance undertakings (nearly 
63 %), followed by private equity (13 %). 

Insurers should consider possible asset classes not on risk/return potential, but on an 
SCR-adjusted basis. Solvency II pushes insurance investors to focus on the fundamental 
risks in their portfolio, not a subjective asset-class generalisation. On a standalone basis, 
equities attract a relatively high capital charge (29 % % to 59 %). However, with a 

                                                 
54  EIOPA (2011), p. 10. 
55  Zähres, pp. 1-7. 
56  Fitch. 
57  Insurance Europe. 
58  Severinson, C. and Yermo J. 
59  Towers Watson. 
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well-conceived hedging strategy, an equity allocation can become a source of diversification 
with a high level of current income and moderate downside risk (and hence a lower SCR)60. 

Figure 12: Return on capital by asset class 

 
Source: KPMG, Solvency II, Data impacts on asset management.  
Note: Each asset class is presented with a duration of five, 10 and 15 years. 

Pension funds 

At the end of 2013, traditional asset classes (primarily bonds and equities) were still the 
most common kind of investments in pension fund and public pension reserve fund 
portfolios. Proportions of equities and bonds vary considerably across countries, but bonds 
are generally preferred61. 

Regulations applying to pension funds also vary across countries, although the IORP 
Directive sets out general guidelines. Risk-based solvency rules are rare in the pensions 
sector. Only Finland and the Netherlands have specific risk-based funding rules for pension 
funds. Their solvency arrangements use a value-at-risk measurement to protect against 
underfunding, similar in principle (though not in actual risk levels, confidence requirements 
or other design features) to that used for insurers under Solvency II. Dutch pension funds 
are required to have funding at levels ensuring that, with at least 97.5 % probability, 
liabilities will be fully funded over the following year. Pension funds may use the 
standardised approach determined by the regulator or their own internal model. Either way, 
higher buffers are assigned to the riskier asset classes. Pension funds have 15 years to 
fund shortfalls based on this funding test, subject to a minimum funding level62.  

While risk-based solvency rules for pension funds are rare, minimum funding ratios are 
often required. Dutch pension funds must have a minimum funding ratio of 105 %, with a 
recovery period of five years. In the UK, actuarial valuations of funds must be conducted at 
least every three years. Schemes must be sufficiently funded to cover at least their 
technical provisions; if they are in deficit, a recovery plan must be drawn up. 

As regards investment rules, the IORP Directive gives only general guidance, providing that 
‘institutions shall invest in accordance with the ‘‘prudent person’’ rule’63. Quantitative 

                                                 
60  Michaelsen P., Justen P. 
61  KPMG. 
62  Severinson, C. and Yermo J. 
63  Directive 2003/41/EC. 
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constraints for each asset class are defined by local law and vary by country. In France, 
public pension funds, which do not fall under the IORP Directive, are required to invest at 
least 30 % of their asset portfolio in bonds and a maximum of 20 % in real estate64. 

Figure 13: Pension fund asset allocation for selected investment categories 
(2013) 

 
Source: OECD, Pension market in focus 2014.  

Note: ‘Other’ includes loans, land and buildings, unallocated insurance contracts, hedge funds, private equity 
funds, structured products, other mutual funds (i.e. not invested in cash, bills and bonds, shares) and other 
investments. 

Companies 

Fair valuation of pension obligations has been required for corporate plan sponsors 
since 2013, when IAS 19 was amended, in particular to eliminate the process of smoothing 
the volatility of actuarial (including investment) gains and losses arising from differences 
between assumptions and experience. 

Under the previous version of IAS 19, recognition of investment gains and losses in profit 
or loss was often spread over a number of years. They must now be recognised in full each 
year in OCI. Only ‘interest income on assets’ (value of assets multiplied by the discount 
rate used for the liability valuation) may be recognised in profit. Investment gains or losses 
in excess of this income are recognised in full in OCI. 

Fair valuation makes corporate plan sponsors’ balance sheets more volatile. Since the 
amendments to IAS 19 were introduced only recently, it is difficult to tell whether they 
have led companies to change their investment strategies and asset allocations. Some 
expect the greater volatility to lead plan sponsors to reduce their exposure to riskier assets 

                                                 
64  French Social Security Code, Art. R623-10-1. 
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such as equities. Others argue that, since most of the volatility is recognised outside the 
profit and loss statement (in OCI), plan sponsors may actually be encouraged to increase 
their risk exposure65. 

As the same rate is used for calculating interest income on assets and liabilities, there is no 
economic mismatch between the two. The rate, corresponding to the discount rate for 
liability valuation, must ‘be determined by reference to market yields at the end of the 
reporting period on high quality corporate bonds’. (Widespread market practice is to refer 
to corporate bonds ranked at least AA as ‘high quality’). 

Companies are not required to fund their obligations and are therefore not covered by 
solvency rules. However, pension schemes are usually funded, as benefit payments can 
unbalance a company’s cash-flow management. In addition, tax incentives exist in many 
countries and contributions are often deductible from income tax and/or social security tax 
bases. 

3.1.2. Investment strategies and asset measurement 

Asset managers generally try to match assets and liabilities in terms of return, risk 
profile and maturity in order to minimise their net exposure. Naturally, the composition of 
liabilities will affect the optimal allocation. This asset/liability matching is often done with 
bonds of appropriate maturities. One difficulty with pensions is matching long-term 
liabilities, as there is a shortage on the market of high-quality securities with long 
maturities. 

Equity can be more appropriate than bonds for long-term investments. Market volatility is a 
key factor only in short-term investments. 

Within certain limits, pension asset managers have to deal with liquidity risk by holding 
an appropriate combination of assets in liquid form and seeking where possible to lengthen 
the maturity of their liabilities. Poor management of liquidity risk can result in costly 
fire-sales of assets66. 

The crucial difference between the liabilities of insurance undertakings and those of pension 
funds is that the latter are generally defined in real terms. With DB funds, pension 
payments are often a fixed percentage of the wage earned at (or in the run-up to) 
retirement and are usually index-linked for the remainder of the pensioner’s life. This 
means that bonds are not an appropriate match for the liabilities, as the pension fund 
remains exposed to inflation risk. In this respect, equities — the value of which can be said 
to move in line with nominal wages over the long term (if the capital/labour ratio stays 
constant) — are a better asset class to match liabilities67. 

                                                 
65  Severinson, C. and Yermo J. 
66  Bank of England, p. 1. 
67  Trusted Sources, p. 15. 
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Table 6: IAS 39 — Recognition and measurement of financial instruments 

Financial asset Valuation method Accounting methods for 
changes in value 

Financial assets held for 
trading Fair value Profit or loss 

Held-to-maturity (HTM) Amortised cost using the 
effective interest method 

Impairment losses recognised 
in profit or loss 

Loans and receivables Amortised cost using the 
effective interest method 

Impairment losses recognised 
in profit or loss 

Available-for-sale (AFS) Fair value 
OCI (except impairment 
losses, which are recognised 
in profit or loss) 

Source: EY. 

Some debt instruments are held within a business model geared to holding assets in 
order to collect contractual cash flows of principal on specified dates, and interest on the 
principal amount outstanding. These are measured on an amortised cost basis. 

To be classified in the HTM category, assets must: 

• be non-derivative financial assets with fixed or determinable payments; 

• have a fixed maturity; and 

• be held by an entity that positively intends, and is able, to hold them to maturity. 

Under ‘tainting rules’, if the entity sells or reclassifies more than an insignificant amount of 
HTM investments before maturity, the HTM category can no longer be used during the 
current and two subsequent accounting years, and assets in the HTM category must be 
reclassified as AFS. 

Figure 14: AFS and HTM categories — accounting differences for a bond 

 
Source: EY.  
Note: The insurer buys a bond priced 100 as at 1.12.N. At 31.12.N, the value of the bond has decreased to 87 
due to the interest-rate effect. The bond gives entitlement to a fixed annual coupon of 5 %. The balance sheet as 
at 31.12.N is represented with the bond classified (a) as HTM and (b) as AFS. In (b), the bond is measured at fair 
value, introducing volatility into equity. 

Given the strictness of the HTM criteria, the majority of insurance undertakings’ assets are 
classified as AFS. An insurer’s normal bond management assumes a continuous rotation of 
the portfolio, in order to remain in line with changes in subscribed risks or the cost of 
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claims, which would lead to the reclassification of all bonds from HTM to AFS. The majority 
of an undertaking’s asset portfolio is therefore measured at fair value and highly volatile68. 

Insurance undertakings’ liabilities will not be measured at fair value until IFRS 4 Phase II 
has been implemented. Measurement and accounting rules for liabilities are determined 
nationally and vary across countries. In France, the probabilised cash-flows of an insurance 
life contract are discounted using a discount rate below the risk-free rate (60 % or 75 % of 
the risk-free rate).  

This economic mismatch between assets measured at fair value and more stable 
liabilities makes insurance undertakings’ equity highly volatile. 

3.2. Pension liability-related considerations 

3.2.1. Methods for evaluating pension liabilities  

All pension schemes use a notion of rights to determine the benefits to be paid to each 
beneficiary. These rights can be expressed as a percentage of salary depending on 
seniority, a stock of points increasing with contributions or an amount of capital. The 
corresponding benefits can be divided into: 

• accrued benefits, linked to service prior to the date of valuation; and 

• benefits to be accrued in the future, linked to service between the calculation date 
and the payment date (or, in the case of annuity payments, the start of payment). 

Figure 15: Accrued benefits and benefits to be accrued 

      
Accrued benefits Benefits to be accrued   

 Today 
(Valuation date) Payment date  

Source: EY. 

There are two ways of determining accrued benefits: 

• the benefit formula, whereby benefits are calculated on the basis of the pension 
scheme formula using only the years of service up to valuation. 

For example, a scheme promises a pension equal to 1.5 % of the last year’s salary 
at retirement for each year of service up to a maximum of 30 years. If a 48-year-old 
employee started to work at age 30 and will retire at 65, the accrued rights are 
currently 27 % (18 x 1.5) of the last year’s salary and the rights to be accrued are 
the remaining 18 %, corresponding to the 12 years of service to be completed in 
order to reach the maximum 30 years. Between the ages of 60 and 65, the accrued 
benefits remain at 45 %. 

• the straight-line method calculates accrued benefits as total available benefits at the 
payment date, taking into account a seniority ratio equal to current seniority divided 
by final seniority. 

For the same employee, the accrued benefits would be 23 %, corresponding to the 
percentage of salary he will be paid at retirement multiplied by the ratio 18/35 
(current seniority is 18 years and seniority at retirement will be 35). 

                                                 
68  Segretain. 
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While, under the benefit formula method, benefits are fully vested after 30 years of service, 
with the straight-line method they are fully vested at the retirement date. This often leads 
to under- or overestimating accrued benefits during the vesting period, as illustrated below. 

Figure 16: Comparison of the benefit formula and straight-line methods 

 
Source: EY. 

Methods used to value pension liability are based on estimating the current value of 
accrued benefits and benefits to be accrued. The methods, all of which involve valuing 
liability and equivalent contributions to the scheme, are as follows69: 

• the current unit method or accumulated benefits obligation (ABO) involves 
valuing the accrued benefits as at the calculation date; future salary increases are 
not taken into account. Contributions are estimated as the amount needed to cover 
the increase in benefits over the following year. This method is aimed at maintaining 
a funding level corresponding to current accrued benefits. It is used for pension 
funds in the Netherlands; 

• the projected unit method or projected benefits obligation (PBO) involves 
valuing accrued benefits as at the payment date and taking future salary increases 
into account. Unlike the current unit method, it projects the benefit amount as at 
the payment date for the valuation. Contributions are estimated on the basis of 
accrued benefits over the following year and projected to the payment date. This 
method is used mainly to value employees’ benefits for accounting purposes (it is 
recommended in paragraph 67 of IAS 19). It is also used for pension funds in the 
UK; 

• the estimation of liability under the attained age method is the same as under the 
projected unit method. The main difference lies in the calculation of contributions, 
which are estimated so the present value of contributions equals the present value 
of benefits to be accrued after the valuation date. The aim is to fix future 
contributions so as to match the future acquisition of benefits; 

                                                 
69  European Actuarial Consultative Group (2001). 
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• under the entry age method, contributions are calculated so that the present value 
of future contributions at entry equals the present value of future benefits at entry; 
and 

• the aggregate method is a funding method to estimate a sufficient level of 
contribution, taking into account existing funding. The contributions to be paid are 
estimated so that the current value of the fund plus the present value of future 
contributions will cover the present value of all future benefits. 

3.2.2. The potential effect of IFRS 4 Phase II 

IFRS 4 Phase II will have a major impact on the entire financial management framework, 
requiring changes to key areas of strategic financial management and operations to deliver 
results. 

The new reporting requirements will necessitate implementation plans that will affect 
internal operating processes and systems as well as the external presentation of results to 
the capital markets. Insurers will need to focus on several issues70: 

• communicating results to capital markets: entities will need to explain results 
to the investor community and, during the transition, distinguish between the 
impact of movements resulting from changes to accounting bases and those relating 
to underlying business performance; 

• performance management frameworks: the new reporting basis will require 
adjustments to the performance management and KPI framework. The current set 
of key metrics for volume, revenue and profitability will have to be adapted to the 
new arrangements, which will impact the entire performance management process; 

• the strategic approach to managing volatility: total comprehensive income will 
become significantly more volatile, and net income somewhat so. Investors may be 
expected to require additional returns for increased volatility of earnings and further 
capital may be required to provide a cushion; and 

• asset and liability management: insurers will need to determine the combined 
impact on assets and liabilities and the accompanying implications for all policies in 
the income statement. During implementation, they will have to determine which 
elements to match and which asset classes to use. Early consideration of strategy 
will allow changes in asset portfolios to be phased in over time and impact decision-
making on strategy in the future. 

IFRS 4 Phase II will also push insurers to rethink their finance operating model in terms of 
policy, organisation and processes. 

                                                 
70  EY (2013a). 
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3.2.3. The potential effect of Solvency II 

Figure 17: Liability of an insurance undertaking: differences between Solvency I 
and II 

 

Source: EY. 

As shown in Figure 17, Solvency II changes significantly how an insurance undertaking’s 
balance-sheet liability is evaluated as compared with Solvency I. 

The SCR calculation using the standard formula is divided into modules per risk (see 
Figure 18). The SCR of each module is calculated by stressing the asset and/or liability and 
corresponds to the variation of the net asset value (ΔNAV) following the stress scenario. 

Figure 18: Overall structure of the solvency capital requirement (SCR) under the 
standard formula 

 
Source: European Commission (2010). 
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Among these module risks, the main pension risks impacting the liability side are: 

• longevity risk, i.e. the risk of beneficiaries living longer than expected; this is a 
risk pension providers are already facing. Insurance undertakings are observing 
longevity drifts beyond what is projected by the prospective life tables; and 

• interest-rate risk, i.e. the risk of a significant increase or decrease in interest 
rates; this is a significant risk for insurance undertakings, especially pension 
providers, given the long duration of pension liabilities. 

Under Solvency II, a specific capital charge must be calculated for these two risks. 

The SCR for longevity risk must be calculated using the standard formula by applying a 
20 % decrease to the mortality probabilities71. QIS5 results show that the life-risk module 
is the second most material module for life undertakings, after market risk, and that, within 
this module, longevity risk is the most material sub-module after lapse risk. 

The SCR for interest-rate risk will be the maximum variation of net asset value where 
interest rates are stressed upward and downward. In this scenario, both liability and assets 
are stressed via the fair value of assets and of best estimates, so that insurance 
undertakings must match their assets and liabilities in order to avoid duration gaps 
which would lead to a high interest-rate risk SCR. QIS5 results show that, in the 
market module (the most significant module), interest-rate risk is the third most material 
risk, after equity and spread risks. 

3.2.4. The potential effect of IORP II 

The IORP Directive was adopted in 2003 to create a European internal market for 
occupational retirement provision. It provides for prudential regulation based on minimum 
harmonisation and mutual recognition72. 

In April 2011, the Commission asked the EIOPA to provide advice on revising the Directive 
so as to introduce a risk-based prudential system for IORPs that achieves ‘a level of 
harmonisation where EU legislation does not need additional requirements at a national 
level’ and, more specifically, to; 

• encourage cross-border activity of IORPs; 

• allow IORPs to benefit from risk-based supervision while ensuring regulatory 
consistency between and within sectors; and 

• modernise the prudential regulation for IORPs that operate DC schemes73.  

In its call for advice, the Commission referred to the three pillars on which the revised 
Directive should be based. In its recommendations, the EIOPA presented a ‘holistic balance 
sheet’ (HBS) as key to meeting the quantitative requirements of Pillar I by harmonising the 
solvency and valuation rules for European pension funds on a market-consistent basis. The 
HBS can take account of national specificities by explicitly including all security and benefit 
adjustment mechanisms, such as the value of sponsor support on the asset side. However, 
stakeholders were sceptical about the possibilities of harmonisation in view of the plethora 
of differences between Member States’ pension systems. 

As required by the call for advice, a first quantitative impact study (QIS) followed at the 
end of 2012. On the basis of the results, Commissioner Barnier announced in May 2013 

                                                 
71  European Commission (2010), p. 152. 
72  European Commission (2011b). 
73  EIOPA (2014c). 
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that too many uncertainties remained and that further work was needed on the HBS. In a 
discussion paper in July 201374 and a consultation paper a year later75, the EIOPA gave 
more precise definitions and methodologies for the use of the HBS, but stakeholders were 
still sceptical. 

On 27 March 2014, the Commission reiterated the need to revise the IORP Directive, for 
the following reasons76: 

• prudential barriers remain which make it more expensive for employers to join an 
IORP in another Member State; 

• the number of Europeans relying on DC schemes, which shift risks from IORPs and 
employers to individuals, has increased significantly; 

• recent financial and economic crises have shown that current minimum levels of 
protection for scheme members and beneficiaries need improvement; 

• individuals do not receive essential information in a comprehensible manner, which 
prevents them from making informed decisions about their retirement financing; 
and 

• supervisory powers are insufficient to ensure that IORPs comply with governance 
and transparency requirements. 

On the same day, the Commission adopted a legislative proposal for new rules on IORPs 
aimed at improving the governance and transparency of pension funds in Europe, 
promoting cross-border activity and supporting long-term investment. 

The EIOPA’s consultation ended in January 2015 and it launched a second QIS and stress 
tests in mid-2015. At a conference prior to the tests, the chairman of the EIOPA reaffirmed 
his support for ‘a methodological tool like the HBS to get a transparent view of the financial 
position of pension funds and to identify the pensions sector’s risks and vulnerabilities’77. 

                                                 
74  EIOPA (2013). 
75  EIOPA (2014d). 
76  SWD(2014) 102. 
77  Bernardino G. 
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4. IMPACT ANALYSIS 

KEY FINDINGS 

• The current development of new pension products is the result of economic, 
demographic and regulatory factors. Consequently, it is hard to define precisely the 
impact of new accounting and solvency rules on the changes in pension provision. 

• The combination of regulatory constraints and low interest rates forces insurers to 
reduce the guarantees they offer and to design new products with guarantees suited 
to the current economic climate. Life insurers are seeking new ways to transfer their 
risk and increasingly using unit-linked products where the risk is supported by the 
policyholder. 

• Along with the change in the pension schemes on offer, new alternative sources of 
financing provide insurers with several ways of transferring their risks to other 
parties: reinsurance, securitisation (insurance-linked securities), longevity or 
interest-rate swaps, etc. 

In the previous sections, we have seen how changes in accounting and solvency rules 
impact the way insurance and pension funds manage the assets and liabilities relating to 
their pension products, forcing them to rethink their capital allocation and to develop 
asset/liability modelling (ALM). These developments in the regulatory framework modify 
the insurance and pension landscape and determine what products are on offer. 

4.1. Effects on pension products on offer 
The development of new pension products is driven by changes in the economic and 
demographic framework (see Section 1.2.). Insurers have to diversify and adapt their 
offer in response to the negative effects of the global financial crisis, low interest rates and 
higher life expectancy. Fiscal incentives and tax relief are also key components of a pension 
product and should not be neglected in the design of a new product. 

However, new products are also the result of changes to the regulatory framework, 
although it is hard to assess and quantify the direct effect of accounting and solvency rules. 
While economics and demographics are key factors in the design of new products, changes 
in the range and/or prices of the products on offer stem from the new capital requirements 
under Solvency II. The impacts depend on the insurance undertakings’ initial offer: insurers 
offering unit-linked products will be less affected than those offering traditional guaranteed 
products. With the former, the risk is borne by the individual and the policyholder’s returns 
are tied directly to the return on the underlying investment78. Therefore, wider use of these 
products would allow insurers to transfer investment risk from their balance sheet. 
Figure 19 shows that, on average, unit-linked business is on the rise. On the other hand, it 
is in decline for many countries as policyholders are simply not willing to carry the 
investment risk in times of low yields. 

                                                 
78  DG ECFIN. 
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Figure 19: Year-on-year growth of gross written premiums, unit-linked (median, 
interquartile range and 10th and 90th percentiles) 

 
Source: EIOPA, Financial Stability Report, May 2015. 

With the combination of regulatory constraints and low interest rates, insurers can no 
longer offer the same guarantees as they used to on the basis of the mortality table or 
minimum returns. According to the European Supervisory Authorities’ Joint Committee 
report on risks and vulnerabilities in the EU financial system, the median guaranteed 
interest rates in life insurance (based on 30 large insurance groups in the EU and 
Switzerland) fell from 3 % in 2008 to 2.5 % in 201279. In a Linklaters survey of finance 
directors, investment decision-makers and financial controllers of Europe’s largest life 
insurers (representing 19 % of the European life insurance market), 61 % of the insurers 
who answered had reduced the level of investment guarantees in new products80. 
Insurers are introducing new contracts that offer long-term instead of short-term 
guarantees on return. This means that they are less affected by short-term market 
fluctuations and have more investment flexibility81. 

Along with the expansion of unit-linked products, we are seeing the development of new 
products such as variable annuities (see Glossary for further details on the different types 
of guarantee offered). There is a trade-off between risk and return. Figure 20 shows life 
insurance products broken down by degree of risk coverage. 

                                                 
79  Joint Committee of the European Supervisory Authorities. 
80  Linklaters. 
81  EIOPA (2015). 
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Figure 20: Life insurance products — breakdown by degree of risk coverage 

 
Source: McKinsey, Variable annuities in Europe after the crisis: blockbuster or niche product?  
Note: GMAB — guaranteed minimum accumulation benefit; GMWB — guaranteed minimum withdrawal benefit; 
GMIB — guaranteed minimum income benefit (see Glossary). 

4.2. Effects on sources of financing 
It is not only pension provision that has been affected by regulatory, economic and 
demographic change. There has also been an increase in alternative sources of financing in 
response to insurers’ and pension funds’ need to transfer investment risk from their 
balance sheet to other parties. One way of doing this is to offer more unit-linked products 
(see above), but insurers have other alternatives. 

The new Solvency II SCRs can be reduced by reinsurance, whereby part of the risk is 
transferred to the reinsurer and liabilities can become less volatile82. 

Another way of transferring risk is through securitisation and insurance-linked 
securities (ILS). In recent decades, we have seen various forms of life insurance and 
annuity securitisation, e.g. reserve funding securitisation to ease regulatory reserve 
requirements and life insurance risk transfer securitisation as protection against mortality 
or longevity risk83. 

Insurers can also use alternative instruments to hedge their risk, e.g. longevity swaps 
allow them to deal with the increased costs that may arise from higher life expectancy. 

As regards accounting principles, the new approach to impairment for debt instruments, 
which is based on an expected credit loss model under IFRS 9, will have an impact for 
investors in debt securities, who will be required to recognise: 

• an allowance for 12-month or lifetime expected credit losses, depending on whether 
there has been a significant increase in credit risk since initial recognition; and 

• larger loss allowances. 

                                                 
82  Quick R. 
83  Cowley, Alex; Cummins J. David. 



Changes to Accounting and Solvency Rules: The (possible) Impact on Insurance and Pensions 

PE 569.996 47 

The transition to the new standard will reduce equity and have an impact on regulatory 
capital. The level of allowances will also be more volatile in future, as forecasts change. 

From an operational perspective, adoption of the expected credit loss requirements will 
require many entities to make significant changes to their current systems and processes; 
early impact assessment and planning will be key to managing successful 
implementation84. 

Entities are advised to analyse the impact of the new classification and measurement model 
as early as possible, as it could lead to higher profit or loss volatility and have an impact on 
capital85. 

                                                 
84  EY (2014), p. 3. 
85  EY (2015), p. 3. 
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ANNEX: Detailed presentation of accounting standards 
Insurance — IFRS 4 

Historically, the IASB and its predecessor have avoided dealing with specific accounting 
issues relating to insurance contracts by excluding them from the scope of their accounting 
standards. The Steering Committee established in 1997 published an Issues Paper 
Insurance86 in December 1999 and drew up a report to the IASB that was published in 
2001 as a Draft Statement of Principles Insurance Contracts, but was never approved. 

At its May 2002 meeting, the IASB concluded that it would not be realistic to expect a full 
recognition and measurement standard for insurance contracts to be implemented by 2005 
(in time for the adoption of IFRS in the EU). Consequently, the insurance project was split 
into two phases: Phase I, which became IFRS 4 Insurance Contracts and Phase II, which 
encompasses the IASB’s subsequent work to develop a full recognition and measurement 
standard for insurance contracts. IFRS 4 Phase I was issued in March 2004 and was first 
applicable for accounting periods beginning on or after 1 January 2005, with earlier 
adoption encouraged. It essentially allows insurance undertakings to continue to apply the 
existing method/local accounting rules to insurance contracts. The overall IFRS 4 timeline is 
presented below. 

Figure 21: Indicative IFRS 4 timeline 

 
Source: EY. 

IFRS 4 Phase I has now been in force for 10 years, although it was initially intended to be 
temporary (exposure draft 5 proposed that the ‘hierarchy exemption’ should apply only 
until 1 January 2007). Unless they are specifically excluded from its scope, IFRS 4 Phase I 
must be applied to: 

• insurance (including reinsurance) contracts issued by an insurance undertaking and 
reinsurance contracts that it holds; and 

• financial instruments that an entity issues with a discretionary participation feature 
(contracts with additional benefits, supplemental to guaranteed benefits, which are 
significant and with amount and timing at the discretion of the issuer). 

The objectives of IFRS 4 Phase I are limited in terms of accounting requirements for 
insurance contracts by insurers. It is not the stated objective of IFRS 4 comprehensively to 
determine how insurance contracts are recognised, measured and presented. This will be 
addressed by Phase II. Instead, issuers of insurance contracts are permitted, with certain 
limitations, to continue to apply their existing (usually local) GAAP. 

Under some continental European GAAPs, insurance liabilities are measured on a locked-in 
basis, i.e. liabilities for insurance contracts are established at inception using discounted 
future cash flows and provisions for possible deviation from expectations, but not 
subsequently updated for changes in market interest rates or other assumptions, unless the 
obligations become onerous. Consequently, changes in market interest rates typically do 
not impact the liabilities. 
                                                 
86  IASC. 
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In other jurisdictions (e.g. the UK), insurance liabilities are measured using current 
interest rates and assumptions87. 

IFRS 4 Phase I allows insurers to change their accounting policies for insurance contracts. 
However, in practice, Phase I has led to very few changes (if any) in the accounting of 
insurance contracts by insurers since its application. Because local GAAPs apply, insurance 
contracts are still accounted for in a variety of ways in the EU. 

In the near future, IFRS 4 Phase II will change profoundly most insurers’ accounting of 
the insurance contracts that they conclude. The IASB issued a first exposure draft in July 
2010 and a revised one in June 201388. As of today, the main changes are: 

• a move from a retrospective/locked-in approach to a forward view; 
• harmonisation of the measurement rules for insurance contracts across the 

countries using IFRS; and 
• the use of current assumptions in the measurement of insurance contract liabilities 

for a current measurement model (not a ‘fair value’ measurement but closer to ‘fair 
value’ than measurement on a locked-in basis). 

In particular, there is consensus on the use of a building block (measurement) model 
(see Figure 22 below) comprising fulfilment cash flows and the spread of expected profits 
over the life of the contract: 

• fulfilment cash flows are determined by adjusting the estimates of future cash flows 
for the time value of money using: 

− discount rates that reflect the characteristics of the cash flows; and 
− a risk adjustment reflecting the level of compensation that the insurer 

requires in order to accept the uncertainty that future cash outflows could be 
greater than expected; and 

• the contractual service margin represents expected contract profit in an insurance 
contract being spread over the life of the contract. In line with using updated 
estimates for the fulfilment cash flows and risk adjustment, the revised exposure 
draft provides that the contractual service margin should not be ‘locked in’ at 
inception89. 

Figure 22: Components of the building block model 

 
Source: Insurance Accounting Alert, IASB issues revised exposure draft on insurance contracts, 2013, EY. 

                                                 
87  EY (2011a). 
88  IASB. 
89  EY (2013b). 
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The main recent developments on IFRS 4, we can say that Phase II: 

• is likely to bring volatility to insurance undertakings’ profit or loss, in particular 
because of the rate update for each account closing; 

• focuses on the treatment of insurance contract liabilities and does not address the 
issues of assets in conjunction with the liabilities; and 

• contains requirements that are quite similar to those of Solvency II90 on the 
expected value of future cash flows and risk adjustment. However, in Solvency II 
the ‘profit’ is recognised immediately in available own funds, whereas in IFRS 4 
Phase II it affects the contractual service margin. 

Companies — IAS 19 

IAS 19 Employee Benefits was introduced in 1983 by the IASC, the predecessor 
organisation of the IASB. It outlines the accounting and disclosure requirements for 
employee benefits and has gone through major changes since it was introduced. The 
current version, IAS 19 Revised, which was published on 16 June 2011 (see Figure 23) and 
became mandatory on 1 January 2013, focuses on three key areas that needed 
improvement: 

• recognition: gains and losses from DB schemes can no longer be deferred using 
the corridor method; 

• presentation: companies no longer have a choice of ways of presenting gains and 
losses; and 

• disclosure: new requirements will better show the characteristics of DB schemes 
and the risks arising from them. 

Figure 23: Timeline IAS 19 

 
Source: EY. 

IAS 19 concerns all employee benefits except those covered by IFRS 2 Share-based 
Payment. The benefits within the scope of IAS 19 fall into four categories: 

• short-term benefits: wages and salaries, annual leave; 

• post-employment benefits: retirement benefits; 

• other long-term benefits: long-service leave; and 

• termination benefits. 

The standard details how each category of benefits is to be measured and provides detailed 
guidance, particularly on post-employment benefits. It requires a company to recognise: 

• a liability when an employee has provided service in exchange for employee benefits 
to be paid in the future; and 

• an expense when the company consumes the economic benefit arising from service 
provided by an employee in exchange for employee benefits. 

                                                 
90  EY (2010). 



Policy Department A: Economic and Scientific Policy 
 

PE 569.996 56 

IAS 19 lays down rules for the recognition and measurement of post-employment DB 
schemes. The final cost of such schemes depends on many variables: final salaries, 
employee turnover, mortality, employee contributions and medical cost trends. Measuring 
the present value of post-employment benefit obligations and the related current service 
cost under IAS 19 involves: 

• applying an actuarial valuation method (projected unit credit method); 

• attributing benefit to periods of service; and 

• making (demographic, financial) actuarial assumptions. 

The revised version of IAS 19 introduced changes that increase balance sheet volatility: 

• recognition of actuarial gains and losses; and 

• recognition for plan amendments and curtailments. 

Before IAS 19 Revised, two options were available for the recognition of actuarial gains and 
losses: 

• immediate recognition in OCI or profit and loss; or 

• deferred recognition in profit or loss (corridor approach), which reduced the 
likelihood of material fluctuations in the balance-sheet amount of the net DB liability 
(asset). 

The revised standard eliminates these reporting options by requiring immediate 
recognition in OCI, leading to an increase in balance-sheet volatility. The impact of this 
change on the balance sheet depends largely on the balance of the DB obligation, the fair 
value of the plan assets and most importantly the total of any unrecognised actuarial gains 
and losses. 

Under IAS 19, the different accounting treatments for plan amendments and curtailments 
created complexity both in accounting for changes in DB schemes and in explaining the 
impact of these transactions to users of financial statements. The revised version 
eliminates the ability to defer recognition of unvested past service costs. This 
change also results in greater volatility in the balance sheet and profit or loss. 

The current (June 2011) version of IAS 19 represents the first part of a two-phase project. 
The second phase was to be a comprehensive review of all aspects of the standards, but 
the IASB has now fallen completely silent on the issue. The Interpretations Committee is 
currently discussing three IAS 19 matters: 

• employee benefit plans with a guaranteed return on contributions or notional 
contributions; 

• remeasurements following a plan amendment; and 

• the asset ceiling under IFRIC 14 IAS 19 — The Limit on a Defined Benefit Asset, 
Minimum Funding Requirements and their Interaction. 

Financial instruments — IAS 39/IFRS 9 

Under IFRS, the accounting framework applied to financial instruments is currently (with 
IAS 39) and will remain (if the Commission endorses the new IFRS 9) a mixed 
measurement model (also referred to as a ‘partial fair value model’), as a consequence of 
the IASB’s decision in 2003 not to opt for a full fair value approach. 

The ‘fair value’ of financial instruments is estimated in accordance with IFRS 13, which 
defines it as an exit price. For a financial asset, this is ‘the price that would be received to 
sell [it...] in an orderly transaction in the principal (or most advantageous) market at the 
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measurement date under current conditions […] regardless of whether that price is directly 
observable or estimated using another valuation technique’91. This definition highlights the 
fact that, under IFRS, fair value is estimated from the perspective of a market participant 
and not the entity holding the financial asset. Therefore, the entity is not allowed to take 
into account any type of long-term underlying strategy, for example. 

With regard to financial assets, this currently leads to the coexistence under IAS 39 of four 
main categories, corresponding to three measurement bases92: 

• Amortised cost accounting applies to loans and receivables and 
‘held-to-maturity’ investments (e.g. bonds or similar debt instruments) that the 
entity positively intends, and is able, to hold to maturity. The treatment includes the 
recognition in profit or loss of interest revenue on an accrual basis, based on the 
effective interest rate of the investment. Changes in the fair value of such financial 
assets have an impact on the equity of the investor only if they are sold before 
maturity. Also, an impairment is booked in profit or loss whenever there is objective 
evidence that an impairment loss has been incurred (‘incurred loss’ approach); the 
amount of the loss is measured as the difference between the asset’s carrying 
amount and the present value of estimated future cash flows discounted at the 
original effective interest rate (which differs from the fair value of the investment). 

• The fair value changes of the following types of financial asset are recognised in 
profit or loss at each reporting date: 

− financial investments that are part of a trading strategy; 

− all derivatives to which hedge accounting is not applied, including those 
embedded in some financial instruments (e.g. the equity call option 
embedded in a convertible bond held by the entity) or even in non-financial 
contracts, bearing in mind that IAS 39 normally requires the split accounting 
of such embedded derivatives when they are not clearly and closely related 
to the host contract; 

− financial assets to which the entity initially and irrevocably decides to apply 
the ‘fair value option’, under specific circumstances: 

o when dealing with financial assets that belong to a portfolio that is 
managed on a fair value basis; or 

o in order to reduce an accounting mismatch that would otherwise arise 
from a different accounting measurement of related contracts; or 

o for the purpose of simplifying the accounting treatment of a financial 
asset that includes an embedded derivative that would otherwise need 
split accounting. 

• All other financial assets are measured at fair value in the balance sheet, with 
changes in fair value estimated at each reporting date affecting OCI. When such 
financial assets are sold before maturity, the fair value gain or loss, previously 
recorded in OCI, is ‘recycled’ in profit or loss. This available-for-sale (AFS) 
category may include: 

                                                 
91  IFRS Foundation (2013). 
92  This description of the accounting treatment of financial assets under IAS 39 is deliberately simplified so as to 

focus on the main characteristics of the framework. In particular, it does not detail specific requirements 
relating to fair-value hedge accounting. 
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− debt instruments (e.g. bonds) on which the fair value measurement is 
combined with the recognition in profit or loss of interest revenue on an 
accrual basis, based on the original effective interest rate. Also, an 
impairment (based on the fair value) is booked in profit or loss where there is 
objective evidence that an impairment loss has been incurred. In the event of 
a subsequent rise in the fair value of such investments in connection with a 
fall in the credit risk of the debtor (e.g. the issuer of the bonds), the 
impairment may be reversed through profit or loss (cf. the accounting 
treatment for loans and receivables); and 

− equity instruments (e.g. equity shares or shares in investment funds), to 
which specific impairment criteria apply, based on the identification of a 
significant or prolonged decline in fair value. No reversal of such impairment 
through profit or loss is subsequently possible until disposal of the financial 
asset, even if there has been a significant rise in the fair value of the 
investment. 

In working on amendments to the accounting framework for financial instruments, the 
IASB’s main objective was to respond to some of the criticism that arose in the context of 
the global financial crisis, especially with respect to profit or loss volatility and the late 
impairment of credit losses. The new IFRS 9 standard, as completed in July 2014, involves 
a new accounting model for financial assets still based on a classification with four 
categories, as summarised in Figure 24. 

Figure 24: Comparison of IAS 39 and IFRS 9 

 
Source: EY. 

The classification and measurement of financial assets under IFRS 9 will depend on two 
combined assessments: 

• an assessment of contractual cash-flow characteristics, aimed at identifying the 
financial assets for which amortised cost information would be relevant, with interest 
revenue allocated over a relevant period, using the effective interest method 
(similar to IAS 39). Loans and debt instruments in general (e.g. bonds) may qualify 
for amortised cost only if they give rise ‘solely [to] payments of principal and 
interest’ — so only basic lending types of financial asset will be eligible; and 
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• an assessment of the entity’s business model for managing financial assets, based 
on the following categorisation: 

− assets held for the purpose of collecting contractual cash flows; 

− assets held under a business model the objective of which is achieved by 
collecting contractual cash flows and selling financial assets; and 

− other financial assets. 

Figure 25 illustrates how the assessments interact so as to arrive at the applicable 
measurement model to be applied under IFRS 9. 

Figure 25: Measurement model to apply under IFRS 9 

 
Source: EY. 

In accordance with this new model, the key points to bear in mind, from the perspective of 
an insurance undertaking or pension fund holding financial assets, are the following: 

• Hybrid financial assets which include one or more embedded derivatives, such as 
convertible bonds or investments in structured debts, will not be eligible for 
amortised cost accounting or ‘fair value through OCI’ measurement. Also, as IFRS 9 
no longer allows for the split accounting of embedded derivatives, such assets will 
need to be recorded in full at fair value, with an impact in profit or loss of changes in 
fair value at each reporting date. 

• For equity instruments, a choice will be available between ‘fair value through profit 
or loss’ and ‘fair value through OCI’ measurement; with the latter, the fair value 
changes will not subsequently be recycled into profit or loss, even when a disposal 
occurs. As a consequence, no impairment on such assets will ever need to be 
recorded in profit or loss. 

• The ‘fair value through OCI’ option applicable to equity instruments will generally 
not apply to shares in investment funds that, being redeemable, may be considered 
as debt instruments from the perspective of the funds. 

• Only those debt instruments with basic lending characteristics will be eligible for the 
‘fair value through OCI’ category, in which case the applicable accounting treatment 
will be similar to that currently applied to AFS debt instruments under IAS 39. In 
particular, fair value changes initially recorded in OCI will be recycled in profit or 
loss in the event of disposal before maturity. This category of financial asset will 
therefore allow entities to monitor the timing of recognition in profit or loss of fair 
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value gains or losses, based on their monitoring of the timing of disposal, as is also 
currently the case for AFS financial assets. 

• A fair value option, allowing ‘fair value through profit or loss’ measurement for any 
type of financial asset under any business model, will be maintained for the purpose 
of reducing an accounting mismatch, e.g. in connection with liabilities that are 
measured at fair value through profit or loss. 

• The accounting treatment of derivatives will remain mostly unchanged; they will be 
recorded at fair value in the balance sheet and changes in fair value will generally 
impact profit or loss unless hedge accounting is applied in order to reduce volatility 
in the income statement. Apart from some simplifications and specific 
improvements, like IAS 39, hedge accounting will require detailed documentation 
from entities reporting under IFRS 9 and the recognition of ineffectiveness in profit 
or loss93. 

In addition to modifying the classification and measurement of financial assets, IFRS 9 also 
introduces a new approach to impairment, based on an expected loss model, leading to the 
earlier recognition of credit losses in profit or loss. 

                                                 
93  No change is currently anticipated with respect to macro hedging strategies. The only applicable specific 

macro-hedging model relates to the hedging of global interest-rate risk as implemented by financial institutions 
in the course of their ALM. This does not generally align with insurance undertakings' and pension funds' global 
risk management. 
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