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CEQ Brief is a report highlighting key current issues the insurance industry faces.

Key Issues and Reform Priorities for the Surrender
Value Reserve

ABSTRACT

The surrender value reserve restricts the distribution of retained earnings
by an amount equal to the shortfall when insurance liabilities measured on
a current-value basis fall below surrender values. Because the reserve
operates through retained earnings, its rapid growth may amplify its
impact on dividend capacity, Tier 1 capital recognition and corporate
income tax deferral, strengthening the case for reform. In the short term,
reserve accumulation requirements should be adjusted gradually and Tier
1 capital recognition criteria refined. Over the longer term, surrender value
shortfalls could be managed through solvency and liquidity frameworks,
separating policyholder protection from tax and dividend rules. Reform
should also take into account the corporate income tax burden, the
prudential implications of tax payments and dividend distributions, and the
effectiveness of supervisory standards and validation procedures for

expense, lapse—rate, and discount-rate assumptions.

1. Current Framework

Since the introduction of IFRS17 and K-ICS, insurance liabilities have been measured
on a current—value basis, while surrender values continue to be determined under
policy terms and regulatory rules rather than being remeasured on a current-value

basis. This creates potential differences between the two. Under IFRS17 and K-ICS,
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insurance liabilities are measured as the present value of future cash flows, reflecting

actuarial assumptions such as mortality and lapse rates, as well as market interest
rates. Surrender values, by contrast, are calculated based on policyholder reserves
determined using the assumed interest rate specified in policy documentation, after
deducting surrender charges capped by the standard surrender charge amount.
Higher interest rates or front-loaded acquisition costs incurred at policy inception
may therefore cause current-value insurance liabilities to fall below surrender values.

The resulting difference is referred to as a surrender value shortfall.

The surrender value reserve addresses this shortfall by restricting the distribution of
retained earnings by an amount equal to the shortfall. If retained earnings
corresponding to the shortfall were distributed as dividends, an insurer could face
difficulty paying surrender values in the event of mass lapses or liquidation. The
reserve is not separately funded in cash; rather, the corresponding amount of
retained earnings Is appropriated to a non-—distributable statutory reserve and
excluded from distributable profits. As a result, the reserve can also limit the
distribution of valuation gains arising from the accounting transition or higher

interest rates.

As the reserve has grown, its impact on Tier 1 capital recognition, dividend capacity,
and corporate income tax deferral has also become more significant. The
industry-wide reserve rose from KRW 34 trillion in 2023 to KRW 53 trillion in 2025.
In 2025, it accounted for 47% of life insurers’ retained earnings and 45% of non-life
insurers’ retained earnings, exceeding 90% at some companies. Because the
reserve operates through retained earnings, increases in the reserve may reduce
recognized Tier 1 capital, constrain dividend capacity, and defer corporate income
tax payments. A 2024 reform lowered the accumulation ratio to 80% for insurers

meeting specified solvency thresholds, but the reserve has continued to grow.
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2. Key Issues

Because surrender value shortfalls are managed through restrictions on retained
earnings, the reserve is intertwined with dividend restrictions, Tier 1 capital
recognition, corporate income tax deferral, and acquisition—expense management.

Changes aimed at one objective may therefore have unintended effects elsewhere.

First, the reserve may reduce recognized Tier 1 capital even for insurers holding
highly loss—absorbing capital. The portion of a surrender value shortfall exceeding
the reserve is deducted in determining Tier 1 capital recognition and treated as
supplementary capital for K-ICS purposes. This excess may include not only
amounts that cannot be covered by the reserve due to insufficient retained
earnings, but also amounts arising from differences between the reserve calculation
basis and the K-ICS available capital calculation, including amounts equivalent to the
contractual service margin, or CSM. As a result, recognized Tier 1 capital may
decline even when an insurer holds substantial amounts of highly loss—absorbing

capital, including common equity.

From 2023 to 2025, amounts treated as supplementary capital increased by KRW
13.1 trillion for life insurers and KRW 6.2 trillion for non-life insurers. Although the
treatment does not affect total available capital, it reduces recognized Tier 1 capital.
As the Tier 1 capital ratio requirement takes effect in 2027, the reserve’s impact on

Tier 1 capital recognition may become a direct capital-management burden.

Second, reserve accumulation may temporarily reduce corporate income tax
payments because amounts appropriated to the reserve from retained earnings are
tax—deductible. As this is a deferral rather than an exemption, a large reversal of
previously accumulated reserves could cause the deferred corporate income tax

burden to crystallize over a short period.
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Third, because the reserve is excluded from distributable profits, its growth relative
to retained earnings reduces dividend capacity. The reserve has the effect of
limiting the distribution of valuation gains on existing contracts arising from the
accounting transition or higher interest rates. However, as the accumulation
requirement applies regardless of when a contract was written, reserves associated
with new business accumulate as well, placing sustained pressure on dividend

capacity.

Lastly, acquisition costs also affect the reserve. High front-loaded acquisition costs
at policy inception may lower current-value insurance liabilities while surrender
values remain largely unchanged, since the surrender charge cap is based on net
premiums and the insured amount rather than actual acquisition costs. Therefore,
higher acquisition costs may increase the reserve. Although this mechanism may
create an indirect incentive to contain acquisition costs, its effectiveness has been

limited, with acquisition costs continuing to rise, particularly for new business.

3. Reform Priorities

Reform should separate the different regulatory objectives currently tied to the
surrender value reserve. In the short term, the existing framework could be retained
while reserve accumulation requirements and Tier 1 capital recognition criteria are
rationalized. In the long run, surrender value shortfalls could instead be managed
through solvency and liquidity frameworks, separating policyholder protection from
tax and dividend rules. Because the two approaches are not mutually exclusive, a
phased approach combining near-term improvements with an assessment of

longer—term reform is practical.

The current framework assumes the surrender of most in—force contracts and
requires 80 to 100 percent of the resulting shortfall to be accumulated, depending on

solvency ratios. By contrast, the solvency framework calculates the mass—-lapse risk
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charge using an extreme stress scenario in which 25 to 35 percent of contracts lapse
simultaneously. In light of this difference, the reserve requirement could be gradually

adjusted to a specified proportion of the shortfall rather than nearly the full amount.

The criteria for Tier 1 capital recognition of the excess portion of surrender value
shortfalls should also be rationalized. Amounts arising from valuation differences
between the reserve calculation basis and the K-ICS available capital calculation are
currently treated as supplementary capital, partly because optimistic actuarial
assumptions could be used to influence K-ICS ratios.

However, managing capital volatility arising from actuarial assumptions serves a
different objective from securing surrender values. Such volatility could instead be
addressed through guidelines on actuarial assumptions, validation of insurance

liability adequacy, and clearer standards for calculating K-ICS available capital.

In addition, the solvency framework already treats mass—-lapse-related declines in
net assets as losses reflected in required capital. It is therefore worth reconsidering
whether available capital should be deemed to have limited loss—absorbing capacity
merely because part of it may fund surrender payments. One option would be to
cap the amount of a surrender value shortfall that can be treated as supplementary

capital for K-ICS purposes.

Over the longer term, surrender value shortfalls could be managed through solvency
and liquidity frameworks by refining the mass—lapse risk charge within required
capital and incorporating liquidity stress—scenario results into the Own Risk and
Solvency Assessment (ORSA), liquidity management standards, and disclosures.
Because these mechanisms may be less enforceable than the current reserve
requirement, failure to meet specified thresholds could trigger risk-management

improvement measures.

Reform should also address the corporate income tax burden, the prudential impact

of capital outflows, and the management of expenses and actuarial assumptions. If
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previously accumulated reserves are reversed, deferred corporate income tax could
become payable over a short period, warranting transitional measures such as

phased recognition of taxable income or installment tax payments.

Procedures should also ensure that solvency is not weakened if resources released
through reform are distributed as dividends, for example through post-dividend
solvency assessments. Because reserve levels are highly sensitive to expenses,
lapse rates, and discount rates, any relaxation should proceed only if supervisory

standards and validation procedures for these factors operate effectively.
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