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Measurement represents one of the most importatihadelogical
elements of accounting because it affects the dvefarmative ability of
financial statements. The chosen measurement mettiects not only
the size of assets and liabilities, but the sizeasts and revenues of the
entity as well; therefore it has a major impactprafit and solvency of
insurance companies. Each accounting regulation national or
supranational level includes relatively thorouglovyisions related to
valuation.

According to Chorafas (2006), in the last threeades of the 20th
century valuing assets in a way different than sitad book value has
been the strength of corporate raiders, who wele tabsee further than
others. Because being ahead of the curve is otigececrets of success
in business, it is good news that fair value hasotvee the generalized
new accounting regime, which can affect every gitd every process.
This includes:

= banks as financial intermediaries;
= insurers as providers of basic social services; and
= the distribution of financial risks among economagents.

The Czech measurement system regulated in Accgunfct
distinguishes between the initial and the subseguesasurement of
assets and liabilities.
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I nitial M easur ement

This measurement is based on the actual (currevgds ¢(prices),
which need to be expended for the acquisition ofets or their
estimation. The specific method of valuation depent the way of
acquisition of an asset (rise of liability).

Companies use upon initial measurement followingasneement
bases:

= Purchase price - the price at which the assets were acquired and
cost related with the acquisition. This method ssdifor valuing
tangible assets excluding internally created tdegibssets,
intangible assets except claims and internally teckantangible
assets, inventories with the exception of inteynatireated
inventories, shares, securities, derivatives aaand for payment
and rise of liabilities.

» Costs of production —used in the case of internally created
estates.

» Replacement costs — the acquisition price of the assets when they
were acquired. This method is used for measuremkiissets,
which were obtained for free (except cash, valusahled claims)
as well as property, whose cost of production cabeadentified
or they are higher than replacement costs.

= Nominal value’ — cash, valuables, claims and liabilities incurred

Subsequent M easur ement
Subsequent measurement is based on two concepts:

= historical prices (i.e. historical costs);
= fair value.

Historical costs are related to the original cadtacquisition (cost of
acquisition) and it can only be decreased due poedgation or in case of
the impairment of an asset.

! Purchase price and costs of production représstarical prices.
2 Represents the amount of money, that is assigmedpart of property in order to
identify such property.
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Fair value on the other hand allows the amount rdszb for the
property not only to be decreased, but also tmbeeased above the level
of the original costs of acquisition. The term famlue according to
Czech legislation is not the same as fair valu@@icg to IFRS.Even
though both approaches to determine fair valuebased on the same
bases, they are applied in some cases in Czedidiegn differently.

Fair Value Approach

According to Accounting Act, fair value shall bephipd for following
balance sheet items:

= Securities, excluding securities held to maturidgnds issued in
primary offerings, which are not set for tradinggcsrities
representing subsidiaries or associates and sesussued by the
entity;

= Derivates;

» Financial placement and technical provisions fa émtities that
provide insurance or securing activity according gpecific
legislation, except for public health insurance;

= Assets and liabilities in case of conversion of tdoepanies or
cooperatives with the exception of the change gallédorm or in
other cases according to special legislation, whedires fair
value valuation in accordance with special legistat

= Part of the assets and liabilities hedged by deves.

» Claims, that the entity acquired and set as clémgading,

= Obligations to return securities that the entity stolen and at the
time of valuation are not regained.

According to the fair value are measured in commakrnasurance
companies financial placement (funds that are dedrto cover insurance
liabilities from insurance contracts) and insuratesghnical provisions.

Fair value is determined in accordance with Czegfslation as:

» The market value, understood as the value thatnsunced (the
latest) at the time of valuation at domestic orefgn stock
exchange or another regulated market, i.e. theevitlat is at this
moment the closest;

= Qualified expert opinion valuation or expert estiilma, unless
there is no market value, or if this value does mepiresent fair
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value. It is desirable that the final valuation dxhson expert
opinion should be close to the market value;

» Valuation according to special regulations, if afythe previous
methods cannot be used.

Financial Placement in Commercial | nsurance Companies

By “financial placement” we mean ways and formas$ets placing;
their sources are technical reserves or own sounfethe insurance
company. In the Czech Republic the configuration tioé financial
placement for commercial insurance companies isralbed by law and
since 2002 valuated at fair value.

Other assets reported in the financial statememtsoonmercial
insurance companies — tangible, intangible fixegets and inventory,
that are not financial placement, are at the rapprtate valuated in
historical costs.

The law about insurance business embodies intacdhgpilation of
financial placement these kinds of investments:

» Estates and buildings — they are operational iminl@vassets that
the insurance company use solely for insurance sewliring
activity and about non-operational immovable assetgluation
of estates and buildings to the date of final ant®on a fair value
is caught on valuation on balance items, buildirege not
depreciated,

» Shares, beneficial interest — revaluation of thisug of property
is caught on balance items valuation,

= Another financial placement — bonds, participatimertificates,
debit notes, derivates, bank deposits are re-vatludae fair value
which is caught on valuation on income statement,

» Financial placement of life insurance if the beaxdr the
investment risk is the policy holder — policy haksleshare in the
profits from investments (e.g. unit linked), ovdoation of this
group of property to the date of final accountstioa fair value
which is caught on valuation on income statement.

The evolution of valuating of financial placementG@zech Republic
can be seen in Tab. 1 and Tab. 2.
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Tab. 1. Evolution of valuation of financial placement at
the transaction date

Valuation
at the
reporting
date

Until 2002

Year 2002

Year 2003

Since 2004

Stays in historical cost

Source: BokSova (2010)

Valuation at the transaction date in historicalt€as consistent with

IFRS.
Tab. 2: Evolution of valuation of financial placement
at thereporting date
Valuation | Until 2002 | Year 2002 | Year 2003 | Since 2004
at the Historical or
reporting | market value Fair value
date (lower)
Difference from All securities| Land, Land,
revaluation on fair value: except from | properties properties
securities and and
Reported into equity held_ for congtructlons con§tructlons
trading Equity Equity
participations| participations
Derivatives
Objects and
works of
cultural and
artistic value
Securities
held to
maturity
, . Other items| Securities | Other items
Repor;edt Into |tncome of financial held for of financial
atemen placement trading placement
Depreciation Yes, from historical costs No
I mpair ment Yes No

Source: BokSova (2010)
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Valuation of financial placement at the reportiregedis characterized
by several differences, compared to IFRS.

Before 2002, the items of financial placement a& tlporting date
were measured at historical costs. There was aljldgsto depreciate
these assets and in case of temporary decreassugf of assets it was
possible to create an impairment of these assetacaordance with
prudence.

The market value of assets in financial placemesd determined at
the reporting date. When it was not possible temeine reliable market
value, measurement according to present value saiodnted revenues
from the asset was used. When it was found, tratvdtue of asset is
lower than the value in accounting, the insurarm@pmany had to create
the impairment of this asset.

After 2002 the measurement method of financial griaent upon
reporting date in commercial insurance companiessquh through
significant amendments, which brought lower yeatyear comparability
of reported information for few years. In 26p&hen the revaluation of
land, buildings and constructions in financial glaent in insurance
companies’ reports on fair value according to Czleghslation for the
first time, the differences between historical sast amortized costs and
fair value was recorded as revenues or expensashwteans that the
difference influenced profit (income) of reporteeripd. During that year
the unearned income of the revaluation financiat@ment on higher fair
value could leave the insurance company as repeprtdid (the unearned
income could have been paid as dividends or sHaveofit)*.

The financial assets measurement at fair valueinva802 (except for
reporting of bonds held to maturity, which wereGmech Republic also
reported at fair value) in conformity with interiatal standard IAS 39 —
Financial Instruments: Recognition and Measurement.

In 2003 Czech legislation attempted to solve funelaa impact
permitted by legislation in 2002. Land, buildingsdaconstructions were
that year first time revaluated on fair value, drext debit of capital
reserves from revaluation, which are part of insaeacompanies’ equity.

3 Amendment of Accounting law No. 353/2001 Sb.,
* It was legally possible to tunnel insurance conipsin 2002.
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For financial assets, the division of portfolio fofancial instruments
intended by the entity ended in that year (entdyld decide to hold it or
deal with it otherwise) and the method of divisminportfolio according
to the entity, that issue the financial assetsstated. Both property and
debt items of financial placement in entities werealuated at fair value
to the capital reserves, regardless of whether texg securities held for
trading or not; for other financial assets into firefit. That year there
was a significant diversion from IAS 39 - Financilistruments:
Recognition and Measurement.

In 2004 additional change in accounting for landoperty and
constructions was made. Land, properties and awigins are revalued
at fair value in the capital reserves, propertiesreot depreciated since 1
January 2004. Depreciation of properties is captur® fair value of this
asset, which can rise or fall. Decrease in faiugalue to depreciation
will decrease the equity.

In 2004, bonds held to maturity are in financiadeds accounting still
revaluated at fair value (what is contrary to tA8 39), property and debt
securities issued by entities, where the insuraocgpany has decisive or
significant influence, are revaluated into the hatasheet (similar to the
year 2003). Other assets are valued same as iB9AS

M easurement of Technical Provisions upon Balance Sheet Day

Since 2002 insurance technical provisions are nmedsat “fair
value”. Czech Republic, as one of the first cowstriallowed not only
valuation of financial placement at “fair value'ytbalso the valuation of
insurance technical provisions at “fair value”. But the Czech
regulations, there are not instructions how to athese insurance
technical provisions at “fair valug”

According to the law, it is not possible to use kearvalue as fair
value when valuating insurance technical liab#itibecause there is no
active insurance technical liabilities market. Nexissibility is to value
according to specific legislation, which could orthe¢ Insurance law.
According to this Insurance law the insurance tesdimprovisions must
be measured according to the same statistical sugpouments and the
same interest rate as were used in the computaftitve premium rates.

5 Until now, nor IFRS allow valuation of insuraneehnical liabilities in fair value.
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Third option how to determine the fair value of yisbons is to use
expert valuator estimation. This valuator is insgeamathematician, who
confirm *“fair value” with his signature and thus r@xtness and
sufficiency of technical provisions. It is standavdy of valuation, which
we just formally call “fair value”.

Declaration of technical provisions in practice “f#ir value” is a
formal act that currently has nothing to do witke tffair value” as
understood by IFRS. Technical provisions in the dbz&epublic are
tegted for their sufficiency upon balance sheet das according to IFRS
4)°.

Conclusion

There are some problems in implementation of faiu& measurement
upon balance sheet day in the Czech Republicvgaie is not defined in
Czech accounting legislation. There is mentiondg set of ways how to
set this fair value in legislation.

According to the Accounting Act, fair value shoub@ determined as
market value. If it is not possible to determine tharket value, fair value
is determined according to estimate on the markesisb But how to
determine this estimate is not given in legislation

It seems to be totally unacceptable the statentedetermine fair value
according to specific legislation. This legislatisrprimarily the Property
valuation law. This law serves especially for téatpurpose and for the
valuation task it does not take into consideraparticular purpose of the
asset in an entity. Determination of fair value ddobe based on
accounting legislation to provide consistency irpomred items in

statement of financial position of the entity.

Catty (2010) states that “Professional judgmeralvgays involved in a
valuation, even if only with respect to knowleddele asset or business;
no one would hire a real estate specialist to deter the fair market
value of antique furniture, nor a financial expfent insurable values of
machinery or equipment. However, these distinctioviale well known
and understood, deal only with training and expeee A different, also

® For comparison see Casualty Actuarial Society 820Berquist and Sherman (1977).
Taylor, McGuire and Greenfield (2003).
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important, kind of judgment, which users of valoatinformation often
disregard, is that normally there is really notragke answer but a range
of correct answers in any specific valuation siturgt whether for real
estate financing, placement of insurance, or arcation of the purchase
price in a business combination.”

Another crucial problem is inconsistency of faitueas a valuation basis
according to IFRS. Kovanicova (2009) says that alsanternational

terms the conception of fair value application gt@®ugh significant

changes. Current more precise formula specifiesr \rdue is the price

that would be obtained when selling an asset od paitransfer the

liability in an ordinary transaction between marketrticipations at the
measurement date.”

Fair value measurement is valuation method basedmarket basis
(market-based measurement). Fair value is not tiee pf realized
transaction; it is a price of hypothetical trangactt the valuation date; it
is considered from the view of an entity that colstrthe asset
respectively (in case of liability) that owns thability. The entity does
not apply its view, but it takes the position ofpbyhetical market
participation. That means that the specific factdos particular
(reporting) entity, which could influence the traoBon, are not taken
into consideration. From this short definition ddirf value formula
according to IFRS it can be clearly seen the dffeperspective on fair
value valuation method according to Czech legatiand IFRS.
Comparing the current Czech situation with othemt@¢ European
countries, it is in line with results describedeluchova (2009).

Issue of valuation of insurance technical provisiam fair value is also
untimely. Until now, regulations for valuation ofisurance technical
provisions at the reporting date were not approwegrnationally

(BokSova, 2008). Nowadays some valuation basem$arance technical
provisions are tested (e.g. current exit valuerenurfulfilment value).

When the testing of impact on reporting of comnardnsurance
companies will end and mathematical models willtlo@ed, one of the
valuation bases will be used for reporting of thieseirance liabilities. It
Is assumed that the standard that will recommemdvaduation basis for
insurance technical provisions will take effecRBil5.
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M easur ement | ssues of Financial Placement and Technical
Provisions of Czech I nsurance Companies

Ji7ina BOKSOVA
ABSTRACT

Measurement represents one of the most importarthaaelogical
elements of accounting because it affects the dvafarmative ability of
financial statements. The chosen method of valnaféects not only the
amount of assets and liabilities, but the sizeasts and revenues of the
entity as well; therefore it has a major impactpoofit and solvency of
insurance companies. Each accounting regulatiohethver at national or
supranational level — includes relatively thoroyglovisions related to
valuation. In the Czech accounting system valuaisoregulated by the
Accounting law, which distinguishes between thdiahivaluation of
assets and liabilities (valuation at the transactiate) and the subsequent
valuation of assets and liabilities “at the endtloé reporting date”.
However, the Czech definition of fair value at thational level is
different from IFRS at the supranational level, ethcauses issues with
reporting assets and liabilities of insurance camgm By 2015, a new
IFRS is expected to be issued, dealing with instgamporting issues,
including “fair value”. This new standard is expettto address current
deficiencies in insurance reporting guidance.

Key words: InsurancefFinanciaplacement]echnicaleservesHistorical
cost; Fair value.
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