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FASB Education Sessions are informational meetings only, where no decisions are reached, 
and any tentative thoughts expressed by the staff or Board may change at future Board meetings. 
In addition, decisions of the FASB that are reached at the more formal Board meetings become final 
only after completion of a formal ballot to issue a final standard. 

Highlights 

The purpose of the education session was to prepare for the 
January 19 joint Board meeting with the IASB. The discussion 
focused on three of the expected agenda items for the meeting: 

•	 The measurement objective and risk adjustment 

•	 Policyholder behavior 

•	 Residual margins 

The FASB used the IASB/FASB staff papers for the January 19 
meeting which are posted to the IASB website as a basis for its 
discussion. 

The FASB discussed the measurement objective of the building 
block approach. While the approach had been agreed to at the 
December joint meeting, a key concern expressed by various 
Board members was that without a clearly defined objective of the 
building block approach, it would become a prescribed calculation 
rather than a principles based accounting model. 

The staff provided some background on two related issue that they 
would expect a vote on at the January 19 joint meeting: 

•	 whether the building block approach should be used 
to measure the combination of the future cash inflows 
(premiums) and outflows (claims, benefits, expenses), or just 
the outflows, and 

•	 whether the contract position of an insurance contract should 
be presented net rather than gross in the balance sheet. 

The Board also touched on policyholder behavior issues in its 
discussion on inflows and outflows. The discussion focused on 
whether future options that could be exercised by policyholders 
should be measured as options using an options pricing model, 
or using a look through approach based on cash flows. 

The staff described the possible drivers for the subsequent release 
of the residual margin (the liability recorded at inception to defer 
any Day 1 gain) to the income statement. These include the 
release from risk, expected benefit and claim payments, premium 
receipts, the passage of time, funds under management, or a mix 
of drivers. 

Because Education Sessions are informational meetings only, 
there were no decisions reached at the January 15 meeting. 

Detailed Discussion 

The Board combined its discussion of the measurement objective 
of the building block approach, including the risk adjustment, and 
policyholder behavior measurements. 

The building block approach has the following components: 

1)	 the unbiased probability weighted average (mean) of future 
cash flows 

2)	 discounting of those cash flows to reflect the time value 
of money 

3)	 an explicit risk adjustment to reflect the uncertainty about 
the amount and timing of future cash flows 

4)	 a residual margin to eliminate any gain at inception 

The FASB discussed the measurement objective of the building 
block approach. While the above approach had been agreed to at 
the December joint meeting, a key concern expressed by various 
Board members was that without a clearly defined objective of the 
building block approach, it would become a prescribed calculation 
rather than a principles based accounting model. As in past 
meetings, several Board members emphasised the need to 
describe the objective as one involving a "value" measurement 
rather than a "cost" measurement, given the Boards' recent 
decision to include an explicit risk margin in the measurement, 
which all seemed to agree would not be a component in a pure 
"cost" measurement. The fundamental issue seems to be that the 
building block approach is neither a cost approach, nor a fair value 
approach, but something in between that is undefined. 

Even if described as a "value" measurement, without a more 
clearly defined measurement objective, the Board is concerned 
that a consistent measurement of the explicit risk adjustment will 
not be achievable. A comparison was made to a fair value 
measurement, where, even if observable market information is not 
available and inputs are subjective, the ultimate objective of the 
measurement, transfer or exit value, is known. The question was 
raised by one member whether, if a clearer measurement objective 
could not be described, the Boards would be forced to prescribe 
a particular risk adjustment calculation (e.g., a quantile approach 
using confidence levels or, alternatively, a cost of capital 
approach). Such an approach would be contrary to the principles 
based guidance on which IFRS is premised. 



The staff provided some background on, and the Board discussed, 
two related issues that they would expect a vote on at the January 
19 joint meeting: 

•	 whether the building block approach should be used 
to measure the combination of the future cash inflows 
(premiums) and outflows (claims, benefits, expenses), or just 
the outflows, and 

•	 whether the contract position of an insurance contract should 
be presented net rather than gross in the balance sheet. 

The staff is expecting to propose that the building block approach 
be a combination of cash inflows and outflows, and that the 
contract position be presented net on the balance sheet. 

In response, one Board member expressed an alternative 
approach whereby only cash outflows would be measured. 
He described the two components of the expected cash outflows 
relating to an example life insurance contract as (1) the stand 
ready obligation for the current year's coverage and (2) the options 
to extend the contract for future years' coverage. These two 
components would be equal to the current year's premium. 
The Board member indicated that this approach, which involves 
using option pricing, avoids the need to calculate an explicit 
risk margin. 

Other Board members seemed open to the staff's proposal that 
both inflows and outflows be included in the measurement 
approach and also that the net contract position be presented on 
the balance sheet. It was noted that the right to future premiums in 
a typical long duration contract is a conditional right, contingent on 
the policyholder decision to continue the contract, and thus not a 
receivable that should be presented gross. 

The discussion continued as to whether future options that could 
be exercised by policyholders (such as the right to continue future 
coverage by paying an additional premium) should be measured 
as options using a "lattice approach" or similar mathematical 
model, or using a look through approach. The look through 
approach would value the option based on the expected future 
cash flows relating to that option, consistent with the building 
block approach. One staff commented that the two approaches 
could in many cases produce the same result. 

The staff described the possible drivers for the subsequent release 
of the residual margin (the liability recorded at inception to defer 
any Day 1 gain) to the income statement. These include the 
release from risk, expected benefit and claim payments, premium 
receipts, the passage of time, funds under management, or a mix 
of drivers. The arguments for the various methods presented in 
the staff paper were discussed. While the release from risk and 
passage of time drivers were discussed in more detail than the 
other potential choices, no clear preference was evident from 
the discussion. 

During the discussion, one Board member noted that based on 
their recent discussions, he believed that the approach for 
insurance contract accounting being developed in the project was 
more of a liability measurement approach rather than a revenue 
recognition approach and that the revenue recognition approach 
was "off the table" for discussion. The staff pointed out that the 
unearned revenue approach, as a simplification for certain 
property/casualty contracts, was still on the table. The FASB 
staff noted that while the FASB Board had not yet addressed this 
approach, the IASB had concluded that it was appropriate for 
preclaim liabilities of short duration contracts as a simplification 
to the building block approach. A Board member asked whether 
the simplified approach would apply to shortduration insurance 
contracts with a "longtail" (long payout period), such as general 
liability claims. A FASB staff responded that in his view the 
approach would be applied to a restricted subset of 
property/casualty contracts (e.g., one year or less coverage period, 
with short tail payouts). Discussion is expected on this topic at a 
future FASB meeting. 
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