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Introduction

The 2008 SNA recommends that in the absence ofctXigles, service charges should
be implicitly calculated for non-life insurancejngurance, life insurance, annuities, standardized
guarantee schemes, defined contribution and debeeadfit pension funds. The 2008 SNA
appears to provide conflicting guidance on whetbenclude holding gains/losses in the
estimates of investment income attributable tornasce policyholders and pension beneficiaries
that are treated as premium or contribution supphgmin the calculation of the implicit service
charges for insurers and pension funds. In inseantere the 2008 SNA appears to recommend
the inclusion of holding gains/losses in the estesaf this investment income, it is silent on
whether these holding gains/losses should inclitierealized ones. The 2008 SNA is also not
explicit on whether holding gains/losses shouldnouded in the change in life insurance and
annuity technical reserves and the change in pemrsittlements when calculating the implicit
service charges for life insurance, annuities asmsn funds.

Documentation

An issues paper: The treatment of holding gaigsAs in the estimates of investment income
attributable to insurance policyholders and penbiemeficiaries

Main issues to be discussed

The AEG is requested to:
» Discuss points raised in section VI of the issussep






SNA/M1.14/2.3

The treatment of holding gains/losses in the estines of investment income attributable to
insurance policyholders and pension beneficiaries

l. Introduction

1. This issues paper seeks guidance from the Advigorgert Group (AEG) on the
treatment of holding gains/losses in the estim&iesnvestment income attributable to
insurance policyholders and pension beneficiaries.

2. The System of National Accounts 2008 (2008 SNApmemends that in the absence of
explicit fees, the service charges for non-lifeunas;ce, reinsurance, life insurance,
annuities, standardised guarantee schemes, de@iopttibution and defined benefit
pension funds should be implicitly calculated. TA808 SNA appears to provide
conflicting guidance on whether to include holdiggins/losses in the estimates of
investment income attributable to insurance polaglrs and pension beneficiaries that
are treated as premium or contribution supplemé¢hésein after called supplement
items) in the calculation of the implicit service chasgfer insurersand pension funds.
In instances where the 2008 SNA appears to recomintie@ inclusion of holding
gains/losses in the estimates of this investmeoonie, it is silent on whether these
holding gains/losses should include only realizedso The 2008 SNA is also not explicit
on whether holding gains/losses should be includetthe change in life insurance and
annuity technical reserves and the change in perembitlements when calculating the
implicit service charges for life insurance, animstand pension funds. Thus, there is a
need for explicit and consistent guidance on thesees.

3. This issues paper comprises seven sections. Faliptle introduction in the first section
an overview of the methods recommended by the 2808 to calculate the implicit
service charges for insurers and pension fundsrasiged in section Il. Section Il
describes the current treatment of holding gaiss#e in investment income
disbursements to insurance policyholders and perseoeficiaries in the 2008 SNA. The
need for consistent guidance on the treatment lofifg gains/losses in the estimates of
such investment income disbursements and the chendjée insurance and annuity
technical reserves and change in pension entitlsmianthe calculation of the implicit
service charges for insurers and pension fundsrésepted in section IV. Section V
assesses the impact of including holding gain®kss1 the investment income
disbursements which are treated as premium supplsnirethe calculation of the implicit
service charge for life insurers. Section VI codes by assessing the impact on other

! As defined in paragraph 12.80 of the 2008 SNAoklihg gain (loss) is realized when an asset thatihcreased
(decreased) in value due to holding gains (lossee the beginning of the accounting period isl,soédeemed,
used or otherwise disposed of, or a liability ipmmmating a holding gain or loss is repaid. An ulized holding gain
is one accruing on an asset that is still owned ltability that is still outstanding at the endtbé accounting period.
2 For brevity, the term “supplement items” refespremium supplements, the investment income atatile to
the annuitants, fee supplements or contributiompksupents.

In this paper, the term “insurers” collectivelfers to non-life insurance, reinsurance, life rasge, annuities
and standardized guarantees.
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relevant transactions in the sequence of accomatshee entries in the revaluation account
and balance sheet. Issues for discussion aredavn section VII. An annex showing
working examples on the recording of transactiond ather flows related to life
insurance in the alternative cases where holdingsflasses are excluded or included
from investment income disbursements to policyhalde also provided.

Implicit service charges for insurers and pensionunds

The recommendations of the 2008 SNA for calculatimg implicit service charges for
insurers and pension funds are presented in thioee

The implicit service charge for non-life insuransealculated as:

Total premiums earned

plus premium supplements (equal to the investmermome attributable to
policyholders)

less adjusted claims incurred

The method to calculate the implicit service chafge non-life insurance is also
applicable to standardized guarantee schemes, tetttapthe terms in the formula are

replaced by “fees earned”, “fee supplements (etjutie investment income attributable
to guarantee holders)” and “calls under standaddgzearantees” respectively.

The implicit service charge for reinsurance is ghited as:

Total premiums earned less commissions payable

plus premium supplements (equal to the investmemome attributable to
policyholders)

less adjusted claims incurred and profit sharing

The implicit service charge for life insurance #éaulated as:

Total premiums earned

plus premium supplements (equal to the investmerome attributable to
policyholders)

minus benefits due

minus increases (plus decreases) in actuarialwesend reserves for with-profits
insurance

The method to calculate the implicit service chdgdife insurance is also applicable to
autonomous defined contribution and defined bemefitsion funds for which no explicit
service fee is charged, except that the terms énfthmula are replaced by “social
contributions”, “contribution supplements (equalttee investment income payable on
pension entitlements)”, “pension benefits payabdig “minus increases (plus decreases)
in pension entitlements” respectively.

The implicit service charge for annuities is cadtad as:
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13.

the investment income attributable to the annustant

minus the amount payable to the annuitants (origary beneficiaries) under the
terms of the annuity

minus the change in the annuity reserves but exdutthe initial payments for new
annuities

In each formula in the above paragraphs, the itgremium supplements”, “fee
supplements” or “contribution supplements” is irdgd in calculation of the implicit
service charges. In the case of non-life insuraliigejnsurance, standardized guarantee
schemes and defined contribution pension funds, iteim corresponds to the actual
investment income payable to policyholders or pmmsbeneficiaries arising from
investing the technical reserves of these insurgmoeiders or pension entitlements in
financial assets or real estate. In the case ahel&fbenefit pension funds, the item
“contribution supplements” corresponds to the itvent income payable on pension
entittements. This amount represents the actugitallculated flow of investment income
from the pension funds to households due to pasicseincrease because retirement is
one year nearer (i.e. unwinding of the discourg)ran the case of annuities, paragraph
17.72 of the 2008 SNA notes that the item “investmgcome attributable to the
annuitants” is equal to the discount factor timae start of year reserves and is
independent of actual investment income earnethéynisurance corporation. The item is
parallel to the concept of premium supplement m life insurance context.” As in the
case of defined benefit pension funds, this iteactsarially calculated.

Treatment of holding gains and losses in investmenincome disbursements by
insurers and pension funds in the 2008 SNA

This section presents an overview of the 2008 Sédmmendations on the treatment of
holding gains/losses in the investment income lattable to policyholders or pension
beneficiaries, and consequently in the supplentents, the change in life insurance and
annuity technical reserves and the change in pergittlements in the calculation of the
implicit service charges.

In the case of non-life and life insurance, parpgra7.18 of the 2008 SNA states the
following:

“It is common with life insurance policies for anrmds to be explicitly attributed by
the insurance corporation to the policyholders acheyear. These sums are often
described as bonuses. The sums involved are nallcpaid to the policyholders but
the liabilities of the insurance corporation towsatte policyholders increase by this
amount. This amount is shown as investment incottnbwed to the policyholders.
The fact that some of it may derive from holdingingadoes not change this
designation; as far as the policyholders are caowckit is the return for making the
financial asset available to the insurance corpmratn addition, all the income from
the investment of non-life reserves and any exoésscome from the investment of
life reserves over any amounts explicitly attrilmbite the policyholders, are shown as
investment income attributed to policyholders, rdiggss of the source of the
Income.”
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Thus, the 2008 SNA appears to recommend that llgiins/losses should be included
in premium supplements in the calculation of thelinit service charges for non-life and
life insurance. This recommendation appears to beeraxplicit in the case of life and
non-life insurance. However, in both cases, the82BRA is silent on whether the holding
gains/losses to be included should only compris¢ized holding/gains. In the case of
reinsurance, annuities and standardized guaraohesmes, the 2008 SNA is not explicit
on whether holding gains/losses should be inclusledhe supplement items in the
calculation of the implicit service charges. Howevgiven the links between direct
insurance and reinsurance and that the 2008 SNésribat the item “investment income
attributable to the annuitants” is “parallel to tb@encept of premium supplement in the
life insurance context” and the recording of trantigas is the same for non-life insurance
and standardized guarantee schemes, it can beethfirat holding gains/losses should be
included in the supplement items in the calculatodrthe implicit service charges for
reinsurance, annuities and standardized guarachesnes.

In the case of defined contribution pension funusagraph 17.134 of the 2008 SNA
states “holding gains and losses generated bymyesiment of the cumulated pension
entittements are not included in investment incdré@milarly, paragraph 17.140 of the
2008 SNA states that holding gains are not includethe contribution supplements of
participants in defined contribution pension schemd&his implies that holding
gains/losses are not included in contribution seim@nts in the calculation of the implicit
service charge for defined contribution pensiord&in

In the case of defined benefit pension funds, paryl7.156 of the 2008 SNA notes that
in the case of investment income payable on perantitiements “No deduction is made
for any amount that may be funded from holding gainthat is not actually matched by
existing funds.” Paragraph 7.150 of the 2008 SNé#oatotes that this amount “is not
affected by whether the pension scheme actually shidficient funds to meet all the
obligations nor by the type of increase in the fnahether it is investment income or
holding gains, for example.” Thus, unlike the catéefined contribution pension funds,
holding gains/losses are included in the contrdusupplements, through the actuarial
calculation, in the implicit service charge for idedd benefit pension funds.

The 2008 SNA does not provide explicit guidance winether to exclude holding
gains/losses from the change in life insurance amlity technical reserves and change
in pension entitlements in the calculation of timplicit service charges.

Need for explicit and consistent guidance

There is a need to provide explicit and consistgaidance on whether holding

gains/losses should be included in the supplentemtsi and the change in life insurance
and annuity technical reserves and change in pemsittlements in the calculation of the
implicit service charges for insurers and pensionds. If yes, a related question is
whether these holding gains/losses should compngerealized ones. In a world where
premiums earned plus investment income (excludwoidiig gains/losses) are enough to
cover the service charge and leave some to addctmical reserves along with any
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holding gains/losses, the SNA methods for measumsgrance services are easy to
understand and work well, but not when the serdharge exceeds premiums plus
investment income.

Three main arguments can be made for includingihgldains/losses in the investment
income attributable to policyholders or pension dfgmaries and consequently in the
supplement items in the calculation of the implisdrvice charges for insurers and
pension funds. Firstly, the output of other finahservices depends on holding returns
in addition to other property income such as dimtkeand interest. This also applies to
the insurance and pension services describedsmpdper.

Secondly, the investment income attributable tacgbblders and pension beneficiaries
need to reflect the total investment income thaédmed by policyholders and pension
beneficiaries from placing their funds with theseahcial services providers.

Policyholders and pension beneficiaries are onlycemed with the total rewards from

putting financial assets at the disposal of finahicistitutions rather than the source of the
return. Excluding holding gains/losses from thisestment income will result in an

understatement of the total returns on the investnodé policyholders and pension

beneficiaries.

Thirdly, the holding gains/losses in investmentome represent a flow of income
between the asset holder (i.e., insurance polickdrabr pension beneficiary) and liability
holder (i.e., insurers or pension funds), not a/ftd income between a buyer and seller of
financial assets. In other words, this flow repmnésea transaction in the form of a
redistribution of income between institutional sest This argument also suggests that
only realized holding gains/losses should be inetlish investment income disbursements
to insurance policyholders and pension benefigarieis is because the realization of
holding gains/losses is always the outcome of as@etion between two units (i.e., the
insurer or pension fund and a counterparty in ¢ase) so that these realized gains/losses
are always financed by a counterparty. There mster of actual income/wealth from
the counterparty to the insurer or pension fundcivis then redistributed to the insurance
policyholders or pension beneficiary in the formpodperty income.

These arguments suggest that only realized holghngs/losses should be included in the
investment income attributable to policyholders grehsion beneficiaries. They also

imply that only realized holding gains/losses sHoailso be included in the supplement
items in the calculation of the implicit serviceacges for insurers and pension funds. As
life insurance, annuities and pension funds inva@wmeaccumulation of financial assets,

the realized holding gains/losses should also bkidied in the change in life insurance

and annuity technical reserves and change in pemsittlements in the calculation of the

implicit service charges for insurers and pensiordk.

Impact of including holding gains and losses in sypement items in the calculation
of the implicit service charges
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The impact of holding gains/losses (hgl) on thewalion of the implicit service charge
can be illustrated in the derivation of the imgliservice charge for life insurance in the
following way: Opening level of reserves + premgigarned — benefits due + investment
income (excluding realized hgl) + realized hgl esthg level of reserves. Let us assume
the following:

Start of period technical reserves =200
Premiums earned =2
Benefits due =0
Investment income (excluding hgl) =1
Realized hgl =6

End of period technical reserves =205

The implicit service charge can be calculated ia ways:

Method | — realized hgl are excluded
Service charge equals premiums earned — benef@stdavestment income (excluding
realized hgl) — (end of period reserves — stapesfod reserves — realized hgl)
=2-0+1-(205-200-16)
=4

Method Il — realized hgl are included
Service charge equals premiums earned — benef@stdavestment income (excluding
realized hgl) + realized hgl — (end of period reesr— start of period reserves)
=2-0+1+6-(205-200)
=4

Method | is also applicable to the calculation wiplicit service charges for defined
contribution pension funds in the 2008 SNA, whigipears to say that contributions plus
investment income (excluding realized hgl; (2 — D = 3)) cover the service charges of 4,
which is not the case. The economic interpretaiothis approach is not intuitive.

Method Il treats realized hgl as part of premiumpp@aments. The implicit service charge
can be explained as the difference between howvesevould change if there were no
charges (i.e. adding investment income, premiundsrealized hgl and deducting benefits
due (200 + 2 -0 + 1 + 6 = 209)) and what is abiuaiserved (200+2-0+1+6 -4 =
205)) as the increase in technical reserves. Tlthod provides the correct economic
interpretation.

The estimate of the implicit service charges ft& insurance, annuities and pension funds
is indifferent to whether realized holding gainsfles are included or not, since this item
will be recorded in both premium supplements ortgbation supplements and the
change in life insurance and annuity reserves ammhge in pension entitlements.
However, including realized holding gains/lossesinmestment income attributable to
policyholders will have an impact on sectoral priynencome, saving, net lending/net
borrowing and some changes in assets.



VI. Impact on other relevant transactions in the sequese of accounts
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30.

The inclusion of investment income attributable pwlicyholders and pension
beneficiaries sourced from realized holding gaind lsses in the calculation of implicit
service charges for insurers and pension funds aldb have implications for other
transactions in the sequence of accounts. By ertgnshe values of the following
transactions are impacted:

(a) Investment income attributable to policyholders pmnsion beneficiaries in the
allocation of primary income account;

(b) Net non-life insurance premiums and net social rdontions in the secondary
distribution of income account;

(c) Adjustment for change in pension entitlements ie tise of disposable income
account;

(d) Change in actuarial reserves and reserves forpyifits insurance, change in annuity
reserves and change in pension entitlements ifirthecial account.

The tables in the annex illustrate worked examplegshe recording of all the relevant
transactions between a life insurer and householtigr flows and balance sheets using
Method | and Method Il. Some simplifying assumpsiohave been included in the
worked examples:

(@) No unearned premiums;
(b) No benefits due;
(c) A closed economy;

(d) An initial investment portfolio of the insurers equo technical reserve in period O:
200;

(e) Realized holding gain of 6 units arising from thepdsal of financial assets during
the period;

The entries in the balance sheet and revaluatiooust are the same for both methods.
However, the sectoral primary income, saving and leeding/net borrowing are
different, depending on whether realized holdinggf#fosses are included in investment
income attributable to policyholders or not. In gide, for Method | an entry in the other
changes in volume account is needed to transferelezed hgl from the life insurer to
the households (paragraph 12.117, 2008 SNA).

Questions for AEG discussion

The AEG is requested to provide guidance on tHevahg:
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(a) Should all investment income, even those derivemmfrholding gains/losses be
included in the investment income attributable tengion beneficiaries and
consequently in the contribution supplements, wbalculating the implicit service
charge for defined contribution pension funds? Qan will ensure consistency with
the calculation of the implicit service charges fan-life insurance, reinsurance, life
insurance, annuities, standardized guarantee schameé defined benefit pension
funds. In all cases, should this investment incaromprise only realized holding
gains?

(b) Should all investment income, even those derivethfholding gains/losses, also be
included in the change in life insurance and ayntgéithnical reserves and change in
pension entitlements in the calculation of the igipkervice charges for these types
of financial services? Should this income investimieoome comprise only realized
holding gains?

(c) If not, should holding gains/losses be excludedhfiovestment income attributable to
policyholders or pension beneficiaries and consetlyiealso be excluded from
premium supplements, investment income attributebl@nnuitants, fee supplements
and contribution supplements and the change inindgerance and annuity technical
reserves and change in pension entitlements icaloailation of the implicit service
charges for all these financial services?

(d) Should the guidance provided on the above questensreated as a clarification
beyond dispute, interpretation or change to the8ZRIQA?



Annex — Worked examples on recording life insuranc&ansactions

Method I Worked example on recording life insurane transactions excluding realized
holding gains/losses

Table 1 Data on life insurance

nlIJ_ri'r?t?er Item Value
(1) | Earned premiums 2.0
(2) | Benefits due 0.0
(3) | Opening technical reserves 200.0
(4) | Closing technical reserves 205.0
(5) | Increase in technical reserves 5.0
©6) (R;%zla)hzed holding gains/losses 6.0
7 Lng;;estment income (excluding 10

Table 2 Computing life insurance service charge ahnet premiums

Line
number

(8) | Implicit service charge D+(N)-(2)-[(5)-(6)] 4.0

Transaction Description Value

Life insurance and annuity
9) :
entitlements
Investment income attributable to
policyholders

(D+(7)-(8)-(2) -1.0

(10) (7 1.0




Table 3 Recording life insurance transactions intte SNA (Method 1)

2008 SNA Transactmns and balancing Insurance corporation Households Other sectors Total economy
code items
Uses Resourcels Uses Resources Uses Resourges Uses Respurces
Production account
P1 Output 4.0 4.0
P2 Intermediate consumption
Blg Value added, gross 4.0 4.0
Allocation of primary income account
D4 Property income 1.0 1.0 1.0 1.0 2.0 2.0
Investment income
D441 attributable to insurance 1.0 1.0 1.0 1.0 2.0 2.0
policyholders
B5g Balance of primary income, 40 10 10 40
gross
Use of disposable income account
P3 Final consumption (service 4.0 4.0
charge)
B8g Saving, gross 4.0 -3.0 -1.0 0.0
Changes i Changes in Changes in Changesii
2008 SNA Transact|or_1$ and balancingChanges i| liabilities Changes in assatiabilities and ne Changes i| liabilities |Changes i| liabilities
code items assets and net assets and net assets | and net
worth
worth worth worth
Capital account
B9 Net lending(+)/net 4.0 3.0 1.0 0.0
borrowing(-)
Financial account
B9 E\_l)et lending (+)/net borrowin 40 30 10 0.0
F2 Currency and deposits 209.( -2.0 -207.0 0.p
Other financial assets -206.( 206.p 0.d
£62 Ln‘e_ insurance and annuity 10 10 10 10
entitlements
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Table 4 Recording other flows related to life instance in the SNA (Method 1)

2008 SNA Stocks an(_j chg_nge n Insurance corporation Households Other sectors Totaeeconomy
code assets/liabilities
Assets Liabilities Assets Liabilities Asse1s|‘|absIIItIe Assets L'agé“tl

Opening balance sheet

AF2 Currency and deposits 0.0 2.0 2070 209.0
Other financial assets 200.0 0.G 2000

AF62 Life insurance and annuity 200.0 200.0 200.0]  200.0
entitlements

Financial account

F2 Currency and deposits 209.0 -2.0 -207.0 0
Other financial assets -206.0 206[0 0.

F62 Llfe_ insurance and annuity 10 10 10 10
entitlements

Revaluation account

AF Total 6.0 6.0

Other changes in volume of assets account

AEG2 Ln‘g insurance and annuity 6.0 6.0 6.0 6.0
entitlements

Closing balance sheet

AF2 Currency and deposits 209.0 0.0 0.0 209.0
Other financial assets 0.0 2060 206.0

AF62 Life insurance and annuity 205.0 205.0 205.0  205.0
entitlements
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Method I Worked example on recording life insurance transactions including realized
holding gains/losses

Table 1 Data on life insurance

nlIJ_ri'rr:t?er Item Value
(1) | Earned premiums 2.0
(2) | Benefits due 0.0
(3) | Opening technical reserves 200.0
(4) | Closing technical reserves 205.0
(5) | Increase in technical reserves 5.0
©6) (R;%zla)hzed holding gains/losses 6.0
7 Lng;;estment income (excluding 10

Table 2 Computing life insurance service charge ahnet premiums

Line Transaction Description Value
number
(8) | Implicit service charge (D+(7)+(6)-(2)-(5 4.0
Life insurance and annuity
©) | entitlements (1)+(7)+(6)-(8)-(2) 5.0
Investment income attributable to
(10) policyholders (7)+(6) 7.0
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Table 3 Recording life insurance transactions intte SNA (Method 1)

2008 SNA Transact|or_1$ and balancing Insurance corporation Households Other sectors Totaeconomy
code items
Uses Resources Uses Resourcgs U{ eFS{es;)urce Uses Re:gurc
Production account
P1 Output 4.0 4.0
P2 Intermediate consumption
Blg Value added, gross 4.0 4.0
Allocation of primary income account
D4 Property income 7.0 1.0 7.0 1.0 7.0 7.0
D441 !nvestment income attributable fo 70 10 70 10 70 70
insurance policyholders
B5g Balance of primary income, gro$s -2.0 7.0 -1.0 4.0
Use of disposable income account
P3 Final consumption (service 40 4.0
charge)
B8g Saving, gross -2.0 3.0 -1.0 0.0
Changes Changes
2008 SNA Transactions and balancing Changes in I.Cgﬁnges ITj Changes in I_Ct??rjges ”:1 Cha!”ge i b'.? . Ch"%”ge i t;r: .
code tems assets iabilities an assets iabilities an sin iabilities sin iabilitie
net worth net worth assets | and net | assets | s and net
worth worth
Capital account
B9 Net lending(+)/net borrowing(-) -2.0 3.0 -1.9 0.0
Financial account
B9 Net lending (+)/net borrowing (- -2.0 3.0 .01 0.0
F2 Currency and deposits 209.0 -2.0 -207.0 0
Other financial assets -206.0 206J0 0.
F62 Llfg insurance and annuity 50 50 50 50
entitlements
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Table 4 Recording other flows related to life instance in the SNA (Method II)

2008 SNA Stocks and change in

I Insurance corporation Households Other sectors Totaconomy
code assets/liabilities
Assets Liabilities Assets Liabilities Assetsl"absIIItIe Assets L'agg't'
Opening balance sheet
AF2 Currency and deposits 0.0 2.0 2070 209.0
Other financial assets 200.0 0.0 200.0
AF62 Life insurance and annuity 200.0 200.0 200.0|  200.0
entitlements
Financial account
F2 Currency and deposits 209.0 -2.0 -207.0 0J0
Other financial assets -206.0 2060 0.0
£62 Ln‘e_ insurance and annuity 50 50 50 50
entitlements
Revaluation account
AF Total 6.0 6.0
Closing balance sheet
AF2 Currency and deposits 209.0 0.0 0.0 209.0
Other financial assets 0.0 206.0 2060
AF62 Life insurance and annuity 205.0 205.0 205.0/  205.0
entitlements
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