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Highlights
The IASB and FASB held a joint Board meeting
on January 18th and 19th, 2011 where the staff
presented a summary of the comments
received on the IASB exposure draft and FASB
discussion paper from comment letters, the
three roundtables held in December, and
various Board and staff outreach meetings with
constituents. The critical issues identified by
the staff that they believe will require the most
time during redeliberations include volatility in
profit or loss, the discount rate, the residual
versus composite margin approach,
remeasurement of the residual or composite
margin, unbundling, presentation, and the
modified approach for short duration
contracts. 

In addition to the staff summary, several
interesting comments were made by Board
members, focusing on the approach to the
redeliberations. The FASB chair suggested that
perhaps presentation could serve as an anchor
to set the stage for the deliberations on the
remaining issues, while several other Board
members instead suggested that the Boards
focus on the measurement model as the anchor
from which all other decisions should flow. An
IASB Board member noted that in terms of
respondents' comments, he did not see a
preponderance of views leaning in any one
direction on the key issues, but instead many
strong minority positions, which made the
staff's job more difficult in terms of bringing
recommendations to the Board. 

When it was suggested that the Boards identify
the main areas of difference between the two
Boards and try to reconcile them, the staff
suggested that the explicit risk adjustment
versus the composite margin approach is the
main area of difference (recognising that split
views existed within each Board). However, a
FASB Board member noted that he believes the
second major difference is that the FASB
seemed to be heading in a direction that would
have two separate models, the building block
approach and a different model for short
duration contracts, whereas the IASB views the
latter as a proxy for the former. Both Boards
agreed that another key area from industry's
perspective is ensuring that the measurement
model accurately portrays the insurer's
business model. In this respect, it is critical that
the Boards address concerns about discount

Since a variety of viewpoints are discussed at FASB and IASB meetings, and it is often
difficult to characterise the FASB and IASB's tentative conclusions, these minutes
may differ in some respects from the actions published in the FASB's Action Alert and
IASB Observer notes. In addition, tentative conclusions may be changed or modified
at future FASB and IASB meetings. Decisions of the FASB and IASB become final only
after completion of a formal ballot to issue a final standard.  
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rates that don't match the characteristics of the liability, and
about a measurement and reporting methodology that is
inconsistent with that of the related investment assets.

The Boards held an education session on discounting as
respondents to the exposure draft identified the discount rate as
a critical issue for the Boards to address. The Boards invited
external speakers to present on three alternative proposals for
the discount rate. The three presenters were selected for the fact
that they proposed top-down approaches to determine the
discount rate as opposed to the bottom-up approach proposed in
the insurance contract exposure draft (ED). As this was an
education session no decision was taken.

Detailed discussion on summary
of comments

Timetable

The staff noted that many respondents recommended that the
Boards focus on those key issues where there were differences
between the Boards in an effort to develop a single converged
global standard. The staff described constituent concerns that
there had been insufficient time to evaluate and field test the
proposals and that some had suggested the need for more
comprehensive field testing, and a potential re-exposure period.
Many noted that it was difficult to quantify the cost to
implement the new standard, and estimated that adoption could
take anywhere from 3-6 years. An IASB Board member
disagreed with the requests to extend the project timeline,
noting that the project had been ongoing for over 13 years, with
phase II of what was supposed to be a short term project now
extending over six years (and over 9 by the time the final
standard would be effective). He noted that many users had
expressed an urgent need for an improvement in global
insurance financial reporting, especially with regard to the life
industry. In addition, insurers subject to IFRS had expressed the
view that they were not getting a fair deal in the capital markets,
in part because of opacity in their financial results. 

Building block approach

The staff noted that there was general support for the building
block approach, and constituents saw the fulfillment value
objective as an improvement over the IASB’s former current exit
value approach. However, three main issues commented on by
constituents included the types of costs to be included in
expected cash flows, the requirement to use probability-
weighted cash flows, and the types of acquisition costs that
should be included in the model. Some constituents commented
that overhead costs should be included in expected cash flows,
as they are costs that are included in pricing and would be more
accurately reflected as expected cash flows rather than being
implicitly included in the residual margin. One board member
noted the desire to put more overheads within the first building
block will put more pressure on the presentation of the income
statement. Many constituents believe that the definition of
acquisition costs is too narrow and oppose its restriction to costs
incremental at the contract level rather than the portfolio level.
While most support the principle of probability-weighted cash
flows, many believe that the guidance should clarify that the
objective is to arrive at the statistical mean, and that a full
stochastic approach and consideration of every remote scenario

is not necessary in every instance, but that other methods could
be used as well. Some pointed to the difficulty of a stochastic
approach for insured events with low frequency but potential
high severity.

Discounting

The staff noted that some insurers believe that determination of
the discount rate is the single most significant issue in the
proposals. Many life insurers commented that short term
fluctuations in insurance liabilities due to changes in market
discount rates are not reflective of their business model. Many
disagree that the the proposed risk-free rate plus an illiquidity
adjustment would adequately capture the characteristics of the
liability. Most agreed with exclusion of an insurer's non-
performance risk, but some instead suggest using a rate that
includes the market price of credit (but not the price of credit for
the specific liability), such as a high quality corporate bond rate.
Others suggest an asset-based rate, adjusted for the risk of
defaults. Many, including users, raised concerns regarding the
feasibility, objectivity and comparability of an illiquidity
adjustment that is not observable in the market.

The FASB staff noted that many US non-life insurers believe that
the incremental cost and effort of discounting outweigh the
benefits for property/casualty coverages that have short payout
periods such as physical car damage and health insurance. In
addition, for some long-tail exposures, such as asbestos and
product liability, the amount and timing of cash flows is so
unpredictable that discounting is not appropriate, and should
only be applied in those limited instances where cash flows are
fixed and reliably determinable. When asked by an IASB Board
member whether this view was held principally by US non-life
companies or whether it was more widely held by European
companies as well, the FASB staff noted that Australia, Canada
and Japan already discount non-life reserves, and the IASB staff
replied that most European non-life direct and reinsurer
respondents were comfortable with discounting.

Risk Adjustment

The staff noted that most respondents globally were
predominantly in favour of the explicit risk adjustment approach
rather than the composite margin approach, with notable
exceptions being many U.S. and some Japanese life insurers.
The staff indicated that US users tend to follow the US insurers'
view. Supporters noted that an explicit risk adjustment allows
for a current measure of the insurers risk and therefore is more
transparent and useful, is consistent with proposed Solvency II
requirements in Europe, and is already being measured in
several territories, including Australia and Canada. There are
disagreements with some of its detailed provisions, with
respondents arguing that it should not be limited to 3 prescribed
methods, and that disclosure of the confidence level equivalent
is not useful or cost efficient information. Opponents of the
explicit risk adjustment believe that it would involve substantial
set up costs, is prone to subjectivity, manipulation and non-
comparability, not observable and therefore not testable, and
inconsistent with a fulfilment value approach.
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Remeasurement of residual (or
composite) margin

With regard to remeasurement of the residual or composite
margin, suggestions were made by respondents that the margin
either be recalibrated when building block estimates are
subsequently revised, or that the margin be used as a shock
absorber against current period losses due to non-financial and
possibly financial input changes. Locking in the margin seemed
to many to be inconsistent with the rest of the "current value"
model. The FASB staff noted that consistent with IASB ED
comments, suggestions were received that the composite margin
be used as a shock absorber, at least for non-financial estimate
changes, in order to avoid current period losses followed by
profits in the future as the margin is unwound. Several IASB
Board members noted that the margin was not designed to
absorb changes in the building block components of the model,
with one member commenting that to do so would seem
inconsistent with the notion that the residual margin inherently
includes a margin to cover overhead and other infrastructure
and IT costs incurred. When an IASB Board member asked
whether unlocking of the residual margin could be used to help
solve the volatility issue mentioned earlier with regard to
discount rates, an IASB staff noted that he did not believe that
the residual margin could be used as an effective tool for dealing
with volatility caused by financial variables, in part because
significant changes in financial variables would dwarf any such
margin. 

In addition, constituents noted their dissatisfaction with the
amortisation methods for both margins, with some noting that
amortisation of the residual margin based on the expected
timing of incurred claims and benefits, or based on the
premiums/claims paid formula in the FASB composite margin,
was not consistent with the economics of the contracts. Under
the model, much of the composite margin recognition would be
delayed until claim/benefit payments were made. The FASB
staff noted that in place of the prescribed formula, some wanted
to weight the inflows and outflows based on the product, or use
a principles based approach, and still others thought that the
composite margin should be amortised over the coverage period
only for those types of coverages where there was minimal risk
and claim settlement efforts later in the contract.

Unbundling

The staff noted that there were mixed responses on unbundling,
with feedback depending on geographical area, but in general
many commented that the unbundling guidance was unclear.
Although the staff plans on discussing unbundling in February,
the final requirements on unbundling will be dependent on
other decisions made by the Boards, including measurement
and presentation. 

Short-duration contracts

The staff noted that many respondents, including most users,
supported the proposal to develop a modified approach for short
duration contracts. A FASB Board member noted that rather
than a "modified model" the bigger issue from the FASB
perspective was whether the Boards would be willing to move to
a two model approach versus one model, for both measurement

and presentation. With regard to the modified approach, most
objected to the strict one year cut-off, with many suggesting
instead that a principle be developed to determine the scope.
Many noted that the modified approach in the IASB ED was
over-engineered in its requirement to discount premiums,
accrete interest in the pre-claim period, include a risk
adjustment in the onerous contract test, and perform the test at
the portfolio by cohort level. Many thought that the modified
approach should be permitted but not required, in part so that
multi-line companies can choose whether or not to have
consistency with the building block approach used on the rest of
their business.

Presentation

While many, including a majority of users, find the information
in a summarised margin approach to be useful information,
there is limited support from constituents for a summarised
margin presentation approach alone on the face of the income
statement. Most preparers want to display, and users want to
see, information about premiums, benefit and claim payments
and other related expenses on the face of the statement. Users
note that new business written is a key metric and driver in
predicting future profitability. Those users who indicated that
they were at least comfortable with the summarised margin
approach seemed to be life insurance analysts familiar with
embedded value. The staff noted that the desire for gross data
was not limited to property/casualty responders; approximately
70-75% of life insurers had this view. 

The IASB staff suggested that perhaps the dislike for the
summarised margin approach stemmed from the fact that it was
new and different, not necessarily that it was a bad approach. It
noted that sell side analysts warned that to the extent insurance
company income statements are drastically different from other
industries, it may be difficult to attract investors due to lack of
familiarity with the presentation rather than a real problem with
it. Indeed some insurers would no longer qualify as Fortune 100
using the summarised margin approach.

However, several IASB and FASB Board members pointed out
the shortcomings of any type of "grossed up" approach, noting
that the summarised margin best fits with the liability
measurement model. Reverting to a grossed up approach in one
Board member's view would create a fiction that for example the
premium and operating cost numbers are comparable to other
industries when they are not. An IASB Board member reminded
the group that they had arrived at the summarised margin
approach after dismissing the "expanded margin" approach due
to the lack of integrity in some of the numbers, which needed to
in effect be plugged to reconcile a gross revenue/claims
presentation with the net change in the liability income
measurement. The FASB staff noted that some constituents were
comfortable with having a plug as long as they could calculate
loss and expense ratios, premium volume, and operating
expenses.

The FASB chair asked whether the staff had considered
identifying an issue that would serve as the "anchor" that could
set the stage for the deliberations on the remaining issues. She
suggested that perhaps presentation could serve as that anchor,
but several FASB members disagreed, noting that this felt to
them like "the tail wagging the dog" and instead suggested that
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the Boards focus on the measurement model as the anchor from
which all other decisions should flow. An IASB Board member
sided with this latter view, noting that presentation alone should
not drive the debate, and suggesting that perhaps volume
information could be delivered either on the face of the
statement or through disclosure. Another IASB member
suggested that pursuing the gross basis approach would
effectively be taking the Boards back away from the current
model.

Other Issues

The staff provided a high level summary of some of the other
issues on which comments were received.

Reinsurance: Reinsurance is significant to the industry, yet little
guidance exists in the proposals. Issues where respondents think
additional guidance is needed include whether risk transfer
should only be assessed at inception, how/whether related
contracts executed contemporaneously should be assessed, and
accounting for loss portfolio transfers, commutations, and funds
withheld arrangements. There were also concerns with day 1
recognition of cedant gains, especially among users and
regulators, and how to measure the reinsurance contract when
the coverage period for the reinsurance contract does not match
that of the underlying contracts (e.g., should the modified
approach be used on the reinsurance if applicable to the
underlying contracts). The staff agreed they need to spend more
time on reinsurance, and will begin their discussions on this in
the February Board meeting.

Recognition: Most insurers disagree with recognising insurance
contracts on the earlier of the date the insurer is bound and the
date it is first exposed to risk, which is particularly difficult for
contracts with open enrolment such as health insurance. They
question whether the benefits outweigh the operational costs
and whether this is useful information, for example in situations
where reinsurance is recognised before the underlying insurance
contracts are even written.

Contract boundary: Setting the contract boundary as the point
where the insurer has the right or practical ability to reassess the
risk is troublesome to health insurers and certain
property/casualty lines where regulatory restrictions on pricing
exist. This requirement could potentially extend the life of the
contracts beyond their contractual term and require projection
of long range cash flows that would be practically very difficult
to estimate.

Transition: The IASB Board agrees they made a mistake not
listening to the staff on transition proposals. 

Generally, it was noted that the industry is not united in its
views. In terms of the discount question users want to see any
economic mismatches in the income statement but preparers are
concerned with accounting mismatches. It was noted that views
are motivated by different products around the world but most
issues are global. One IASB member asked whether it would be
easier if the Boards discussed two different models, but another
suggested they should first work through the issues.

Discounting education session
The Boards held an education session on discounting as
respondents to the exposure draft identified the discount rate as
a critical issue for the Boards to address. The Boards invited
external speakers to present on three alternative proposals for
the discount rate. The detailed presentations are available on
the IASB’s website.

Economic Default Adjusted Rate

Rob Esson presented on discount rates using an Economic
Default Adjusted Rate (EDAR) which is currently being
developed by the National Association of Insurance
Commissioners (NAIC). The EDAR proposal is a top-down
approach to determine the discount rate. Two IASB members
questioned what the starting point was to determine the EDAR.
Rob indicated that the methodology starts with expected asset
earnings adjusted for risk factors that are not related to the
underlying insurance contract liability. He noted that the current
EDAR proposals for US statutory purposes would result in a
discount rate that is lower than the discount rate as determined
under the requirements in IAS 19 (high quality corporate bond).
He indicated that the methodology does not immediately fully
adjust the discount rate for short-term market volatility/risks
but includes an element of smoothing between the current
market rate and historic long term rates of return. He noted that
the methodology should adjust the expected default rate such
that the ultimate discount rate determined with either high
quality assets or high risk assets as the starting point should be
fairly consistent. He also explained the elements that are
required for each asset held in order to adjust the expected asset
return (investment expenses for each type of asset, option
adjusted spread for each asset, weighted average life, approved
organisation rating, current spread over treasuries and historical
spread over treasuries). The EDAR would exclude investment
expenses, credit default spreads and investment risk due to
mismatch of assets and liability cash flows.

An IASB member questioned how the requirements for
eliminating, for example, the risk due to mismatch of assets and
liabilities would be included in the future standard (noting that
EDAR is supported by approximately 80 pages of guidance). He
also questioned whether this would result in a black box
approach that would not be transparent to users, specifically
referring to the smoothing mechanism in the EDAR
methodology. Rob indicated that the guidance on asset liability
mismatches requires further work. He indicated that the US has
fairly long dated yield curves but acknowledged that this is not
the case globally.

An IASB member stated that he assumed the credit default
spread would be the largest adjustment to the discount rate and
questioned how the proposals distinguish between the
probability versus severity of credit losses. Rob noted that EDAR
uses historic default data but also includes recent market
movements which are smoothed over a four year period. He
indicated that this approach is not inconsistent with other
proposals in the insurance contract ED where adverse mortality
experience is not fully adjusted in assumptions unless the
observed trends are credible.
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An IASB member indicated that respondents requested that
some credit spread element (market credit spread) be included
in the discount rate. He asked if the Boards were to amend the
objective of the discount rate whether this could be incorporated
in the EDAR methodology. Rob noted the difficulty of
distinguishing the different elements included in credit spreads.

A FASB member wanted to confirm that that EDAR would be a
floating discount rate and asked what the impact would be on
the liability measurement if an insurer was to change from
treasuries to real estate to back the insurance liabilities. Rob
confirmed that the rate would be floating and indicated that a
move from treasuries to real estate could result in a reduction to
the insurance contract liability.

Deloitte proposals

Francesco Nagari and Andrew Smith presented the Deloitte
proposals to the Boards. They indicated that the discount rate
would be derived from a reference asset portfolio that is
constructed to match the expected cash flows from the
insurance contracts being measured. The discount rate would be
determined from the reference portfolio by adjusting the asset
returns for the expected default losses on the assets. They
proposed that this would be done in the same way as currently
being proposed in the IFRS 9 Amortised cost and impairment
project. They noted that it measures the time value of money on
a current basis, utilising market interest rates for instruments
that match the characteristics of the cash flows but also removes
the attributes of the market rates that are not relevant to the
characteristics of the insurance liabilities. Benefits of this
methodology includes the elimination of the difficulty in
determining the illiquidity adjustment as proposed in the ED, it
aligns with the current IFRS 9 proposals and is neutral to the
actual assets held to match the contracts. They indicated that
the proposals require the use of good quality assets in the local
market in which the insurer operates and noted that the
proposals work well where the insurer measures its assets at fair
value through profit and loss and is fairly well matched. They
indicated that the components that make up the difference
between the risk free rate and the expected bond return
comprise the reward for default risk, illiquidity risk, expense risk
and an unexpected residual. The components that make up the
difference between the expected bond return and the gross bond
redemption yield are the expected default losses, illiquidity
losses on forced sales and management expenses. Given the
practical difficulty to determine all of these elements, they only
propose to adjust for the expected default losses. This differs
from the IAS 19 requirement which does not adjust for expected
credit losses and they also noted that IAS 19 requires a rate
based on a single asset class. It was noted that this methodology
allows you to use bonds you don’t actually hold and broadens
the range of available bonds to use in the determination of the
discount rate. 

An IASB member asked how this would work in developing
economies where often there are no corporate bonds available.
They noted that the insurer could apply a method consistent to
that in IAS 19 and default to government bonds. A FASB
member questioned how the proposal would work for long
duration liabilities where bonds with matching durations were
not available. They responded that you could either extrapolate
the expected return to the appropriate duration or look to

derivatives to determine the expected yield for such long dated
instruments.

An IASB member questioned what was meant by good quality
financial instruments and whether this could result in different
countries having different reference discount rates. They
indicated that their proposal would result in different reference
rates but that it would be reflective of the economic reality of
doing business in a particular territory. The IASB member also
questioned whether insurers would be able to look to foreign
currency denominated instruments using foreign currency
swaps to determine the discount rate. They noted that currency
swaps for such long durations are not available and it would not
be possible to derive a discount rate in the local currency for the
duration of the insurance contract.

A FASB member noted the benefit of this proposal which
captures the characteristics of the insurance contract liability
cash flows. Another FASB member questioned the benefit of
having to determine a reference portfolio. They indicated that in
some jurisdictions this proposal is already applied and further
noted that pricing actuaries already apply similar methodologies
to price insurance contracts.

Canadian approach

Nick Bauer from Eckler Ltd next presented a methodology that
applies an asset-linked discount rate which is based on the
Canadian practice as set out in his presentation. He noted that
this is currently mainly applied to long-term business but could
be applied to short duration business too. Under the
methodology the insurer would first forecast the expected mean
insurance contract cash flows (outflows less inflows) and adjust
it for uncertainty (akin to the ED risk adjustment). The insurer
would next identify backing assets and forecast best estimate
cash flows by using contractually promised cash flows for debt
securities less expected credit losses and expected returns for
equities and real estate. The expected returns are reduced for
unexpected credit losses and unexpected impairments/loss of
value to eliminate asset related risks. Reinvestment risk is taken
account of by assuming that the insurer will migrate to lower
risk asset classes over time. The insurer would then select a
measurement scenario which is sufficient but not excessive
(conceptually in the CTE 60 to CTE 80 range) such that the
backing assets will result in nil ultimate surplus when all
insurance contracts have been fulfilled. The measurement of the
insurance contract liability is the balance sheet value of those
backing assets, measured either at fair value or amortised cost.

An IASB member questioned why the proposal would work for
both amortised cost and fair value measurement. She also asked
whether there is any particular reason why all three presenters
proposed a top-down approach to determine the discount rate.
Nick noted that the asset and liability cash flows are the same
and therefore the insurance contract liability is set equal to the
measurement applied to the assets. He also noted that there is
limited academic experience on how to determine the illiquidity
adjustment as proposed in the ED and also noted that a risk free
rate is not always observable in all jurisdictions as reasons for
the top-down proposals. The staff indicated that the ED already
proposed a bottom-up methodology and that they therefore
invited respondent that proposed an alternative, top-down
approach, to present to the Boards.
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An IASB member indicated that the scope of the future standard
would also extend to non-insurance companies that issue
insurance contracts. She questioned how you would apply this
methodology if they do not hold assets to back the obligations.
Nick noted that future operating cash flows could also be
considered an asset but noted that the methodology has not yet
been applied in such circumstances.

A FASB member questioned whether the Boards should take a
view on a top-down versus bottom-up methodology or whether
they should only develop the principle to determine the discount
rate (characteristics of the liability) without specifying a
particular method. Nick noted that other industries are required
to determine, for example, oil reserves but the exact method to
determine the extent of the reserves are not mandated. He
believes the same principle should apply to insurers but noted
that most would apply a top-down approach. Andrew Smith
noted that the Boards should clearly indicate which elements of
the spread on a bond, as set out in their presentation, should be
included and which excluded but the method to derive that rate
should not be mandated.

Rob Esson emphasised the commonality between the three
methods presented. An IASB member suggested that the IASB
staff provide a given fact pattern to the three presenters and ask
them to independently derive the discount rate by applying their
proposals.

A FASB member asked the Boards to consider the consistency of
the insurance contract proposals compared to the proposal in
the leases ED. Specifically, he also asked the Boards to consider
whether the lease proposal to use " the rate implicit in the lease"
could be applied by to use "the rate implicit in the insurance
contract." However, unlike leases, which propose a locked in
approach, the rate could be updated by applying an entry value
notion at each reporting period.
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