
Highlights

The IASB/FASB held a joint Board meeting on 15-16 March 2010
where they discussed the release of residual margins and
acquisition costs. They also held an educational session on 17
March where they discussed methods to determine a risk
adjustment and option pricing and risk. The Boards decided to
require the amortisation of the residual margin over the coverage
period in a systematic way that best reflects the exposure from
providing insurance coverage on the basis of passage of time, but
if the insurer expects to incur benefits and claims in a pattern that
differs significantly from passage of time, the residual margin
should be released on the basis of the expected benefits and
claims. The staff proposal that the residual margin should accrete
interest was met with varying views and it will be considered at a
future meeting.

As part of a session on “cross-cutting” issues for the insurance,
revenue recognition, and leasing projects, the Boards were asked
by the staff to redeliberate their decisions on acquisition costs.
At a previous meeting last October, the Boards affirmed that an
insurer should recognize all acquisition costs as an expense when
incurred and tentatively decided that the insurer should not
recognize a part of the premium as revenue (or income) at
inception equal to acquisition costs incurred. At the March 16
meeting, the IASB reversed its prior decision and decided to
exclude from the initial measurement of the residual margin an
amount equal to the incremental acquisition costs. The staff will
investigate whether that tentative decision is best implemented by
(a) excluding the acquisition costs from the premium to which the
contract liability is calibrated or (b) including the acquisition costs
in the contract cash flows at the inception of the contract.
The FASB remained a proponent of immediate expensing of
acquisition costs with no revenue offset.

Release of residual margin and recognition
of revenue

At the January Board meeting, the Boards decided that the
exposure draft will prescribe a basis to release the residual margin
to profit and loss. The staff was asked to propose both the driver
and the period of release for consideration by the Boards. The staff
proposed that insurers should release the residual margin in a
systematic way that best reflects the exposure from providing
insurance coverage, using the expected value of claims and
benefits to be incurred over the coverage period. The staff also

proposed, based on the Boards’ decisions to date in the project,
that the residual margin will not be remeasured, will not be
adjusted for changes in estimates but will accrete interest
(adjusted for the time value of money).

The accretion of interest on the residual margin triggered much
discusiion from the Board members. An IASB member noted that
the Boards did not agree to this in their previous discussions.
The staff noted that the projected cash flows and the risk
adjustment elements in the proposed model are adjusted for the
time value of money and therefore it would not make sense not to
accrete interest on the residual margin. This will be especially
important for a long duration contract. If interest was not accreted,
the amount of the residual margin released to profit in the latter
part of the contract term would be insignificant compared to the
early years of the contract on a present value basis. Another IASB
member noted that the residual margin resembled deferred income
and hence he struggled with the notion of accretion of interest on
this part of the liability.

One IASB member referred to the observer paper on risk
adjustments and noted that if the risk adjustment is determined
on a “free lance” basis that he would not see the benefit
of distinguishing between the risk adjustment and the
residual margin. 

An IASB member noted that he also viewed the residual margin
as deferred income and he was unclear what interest rate would
be applied to accrete interest on the residual margin. Another
IASB member noted that, to be consistent with the revenue
recognition project, interest should be accreted. He noted that the
insurance contract is recognised at the customer consideration
received. Although the measurement has two elements, one which
is remeausured and one which is not, the residual margin still
represents customer consideration.

A FASB member noted that when reading the paper he saw
no reason why the residual margin should not be remeasured.
The staff responded that based on discussions in the revenue
recognition project, the difficulty in requiring the remeasurement
of customer consideration is to identify what factors gave rise to
change (market price versus costs). A FASB member alluded to
example 1A in observer paper 6G. In his view premium revenue
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should not include the accretion of interest in the revenue line but
all accretion of interest, be it on revenue or claims, should be
presented separately. The staff noted that including the interest in
the revenue line made sense when considering policies of
premiums paid monthly compared to policies with an upfront
annual premium. The monthly premiums would include an element
of interest due to the fact that cash is received later than on
policies with an upfront premium. 

An IASB member noted that the residual margin eliminates any day
one gain (in a model that focuses on liability measurement) and
that it is not consideration for the rendering of any service and
therefore he would be happy to recognise it on a straight line
basis. The staff noted that the residual margin is the part of the
customer consideration which is not included in the direct liability
measurement. There was much confusion among all board
members of how the numbers in Example 1A were constructed. 

A FASB member agreed with the staff proposal of recognising
the residual margin in a systematic way over the contract coverage
period that reflects the exposure from providing insurance
coverage but the examples presented seem to recognise revenue
over three years. The staff indicated that year two and three only
include the release of the risk adjustment within income and the
examples are therefore consistent with the proposed principle.
The staff was requested to present further analysis on the
accretion of interest on the residual margin.

An IASB member questioned whether the residual margin
would be amortised over the contract period or over the expected
contract period. He used an example of life insurance cover up
to age 90 for a policyholder with a life expectancy of say 85
and indicated that he would apply the expected contract term.
The staff responded to note that the insurer would build an
amortisation table which would incorporate the likelihood that
some policyholders would live to year 90 and others not. A FASB
member noted that he would also consider renewal options and
lapses to determine the contract term.

A FASB member questioned the use of expected value of
claims to be incurred over the coverage period when considering
the spectrum of contracts that meet the definition of insurance
which may include other services/elements. He noted that the
staff indicated in the January meeting that the risk adjustment
covers the insurance element and therefore the residual margin
would be amortised using other drivers. The staff noted that it was
difficult to justify that other drivers would provide a better pattern
for release. The staff also noted that they do not propose the
release from risk as the measure but the provision of the insurance
coverage (exposure to insurance risk). An IASB member noted
agreement with the amortisation of the residual margin over the
coverage period and he would support the amortisation on a
straight line basis. 

A FASB member agreed that the entire model should be
considered and that he agreed with the staff proposal to release
the residual margin over the coverage period. He noted that the

staff probably proposed the use of expected value of claims
and benefits to be incurred due to, for example, the possibility of
hurricanes etc. He noted it unduly complicated the amortisation
pattern and suggested that a straight-line method should be
used unless the insurer believes the claims and benefits would be
significantly different compared to straight line. A FASB member
noted that if a contract was unbundled that the entire residual
margin would probably be allocated to the insurance element
rather than allocating to the different elements of the contract.

10 (of 13) IASB members and 4 (of 5) FASB members voted in
favour of requiring the amortisation of the residual margin over
the coverage period in a systematic way that best reflects the
exposure from providing insurance coverage on the basis of
passage of time, but if the insurer expects to incur benefits and
claims in a pattern that differs significantly from passage of time,
the residual margin should be released on the basis of the
expected benefits and claims.. The accretion of interest on the
margin will be considered at a future meeting.

Acquisition costs

At the October IASB/FASB joint meeting on insurance contracts,
the Boards affirmed that an insurer should recognize all acquisition
costs as an expense when incurred and that the insurer should
not recognize a part of the premium as revenue (or income) at
inception equal to acquisition costs incurred. While this decision
was unanimous by the FASB, the IASB vote was based on a
narrow majority. 

At the March 16 meeting, as part of a session on “cross-cutting”
issues for the insurance, revenue recognition, and leasing projects,
the Boards were asked by the staff to redeliberate their decisions
on acquisition costs. This request was made in part due to
responses to the field test questionnaire which indicated that the
Boards' current proposal would have a significant effect on life
insurers and would not provide decision useful information given
its inconsistency with the economics and pricing of the products.
It was also noted that the Boards’ original decision was based on
trying to achieve consistency with the revenue recognition project,
whereas more recent discussions have characterized the
measurement approach as a direct measurement of the insurance
liability plus an allocation of residual margin.

At the March 16 meeting, the staff presented four basic
approaches for accounting for acquisition costs:

A.   Expense as incurred with no revenue or income offset
(Boards’ October decision)

B.  A direct measurement of the liability calibrated to premium
excluding incremental acquisition costs

C.  Inclusion of incremental acquisition costs as part of the
contract cash flows

D.  An intangible asset measured at the amount of incremental
acquisition costs.



Early on in the meeting, the staff was asked to confirm the
meaning of "incremental" acquisition costs, which they described
as those costs that would not have been incurred if the entity had
not issued the contract. 

Various points of view were expressed, with analogies drawn to
other transactions and Board projects. 

Proponents of Approach A noted that other industries have similar
costs that are required to be expensed, and that insurers should
not get special treatment. Some analogised to the Boards’ recent
decision in the revenue recognition project to expense the costs of
obtaining a contract (e.g., selling, advertising, marketing). One
IASB Board member supporting Approach A acknowledged that
while there was value to an insurance contract that should
theoretically be recorded as an intangible asset, the staff proposal
in Approach D to record an intangible asset equal to incremental
acquisition costs was flawed, as acquisition costs were not a good
measure of this value. Also, given that other industries had similar
intangibles that are not currently permitted to be recorded,
recognition by only one industry would create an inconsistency
that was not appropriate. There was little support for Approach D
by any other Board members.

Those IASB Board members supporting Approaches B or C
believe that including acquisition costs in the liability measurement
(whether through inclusion in the residual margin calculation or as
part of building block one cash flows) is consistent with the
proposed building block model in which all cash flows relating to
the contract are considered in the measurement of the insurance
liability. Proponents also drew an analogy to incremental
transaction costs for loans, which are capitalized by financial
institutions as part of the net balance of the loan investment for
loans measured on an amortised cost basis. 

Opponents noted that the building block approach seemed more
akin to a fair value measurement than an amortized cost basis, for
which transaction costs are expensed. However, supporters of
Approaches B and C noted that while the building block model
was similar to fair value, the important distinction was the initial
“plug” to the residual margin. Many have argued that the plug, i.e.,
the difference between expected contract inflows and outflows,
arises from the fact that the premium is priced to include recovery
of such acquisition costs. Therefore, they argue that reduction of
this “plug” by the amount of acquisition costs is appropriate.

One IASB Board member expressed a similar theme, noting that
the Discussion Paper had proposed more of a fair value
measurement of the liability, with no artificial “plug” to prohibit Day
1 gains. As a result, under the fair value model, any Day 1 profit
would be available to absorb acquisition costs. Based on the
imposition of an artificial “plug” in the building block approach,
inclusion of acquisition costs in the residual margin calculation or
as part of estimated cash flows was actually necessary to get the
model closer to where it should be.

One IASB Board member supporting View C believes that
acquisition costs should be included as part of the cash flows in
the building block model in order to be consistent with that model.
To ignore one of the most significant cash flows incurred at the
inception of the contract seemed inconsistent with the model.
He also noted that in his view, some of the costs incurred in the
acquisition phase of the contract actually represent part of the cost
to fulfil the obligation to the policyholder (a requirement under the
revenue recognition proposed model).

One FASB member noted that while he had voted for View A in
earlier discussions, in his view, the building block model is a hybrid
model, but principally more of a liability measurement model
(except for the Day 1 profit deferral) rather than a revenue
recognition model. As a result, he would not apply the guidance on
transaction costs proposed in the revenue recognition model.
The liability measurement model is a function not only of expected
cash outflows, but how much premium the insurer is receiving.
As a result, it makes sense to incorporate acquisition costs, which
are inherently being considered in premium pricing, in the
calculation of the residual margin.  The requirement in the model to
defer any Day 1 profit stems from a “fear” of upfront income
recognition rather than a liability measurement principle; the model
therefore needs to balance this departure from a pure liability
recognition model with inclusion of acquisition costs as well.

Several FASB members noted that while they were most
supportive of Approach A to expense acquisition costs with no
offset, they would support a variation of Approach A whereby an
asset would be recognised to the extent that the insurer had a
contractual right to collect a fee from the policyholder to recover
its acquisition costs in the event of contract termination. An IASB
staff noted that such a fee is inherent in almost every long duration
life insurance contract with a surrender value, as the contract
typically has a surrender charge which is deducted from the cash
surrender value upon termination, or alternatively an upfront
charge, that is imposed in part to recover such costs. Several
other FASB and IASB Board members thought this approach had
merit and should be explored by the staff as a way to potentially
coalesce the views of Approach A proponents with those of
Approaches B and C. 

Given the lack of support for Approach D (intangible asset), and
the recognition that Approaches B and C led to the same end
result but had different mechanics, the choices offered for in the
final vote were for either Approach A (expense with no offset) or for
Approaches B/C. In the IASB vote, nine members voted in support
of Approaches B/C, and six in support of Approach A. In the FASB
vote, four members supported Approach A and it appeared that
one member could support Approach B/C.



Risk adjustment education session

The staff provided a brief presentation of the development of risk
adjustment research reports and articles and noted that in the last
couple of years there has been much development and research in
this area.

Much of the discussion centred around Observer Paper 6E(41E).
The purpose of the paper is to explain the role that risk
adjustments play in standard option pricing techniques. The paper
indicates that including a risk adjustment in the measurement of an
insurance contract is consistent with the fact that option pricing
models also include risk adjustments. Unobservable inputs derived
using models are needed both in many practical applications of
option pricing models and in determining risk adjustments for
insurance contracts. The range of reasonably supportable
amounts for those inputs depends on the circumstances.

A FASB member indicated that the paper as presented provided
support for his previous views that insurance contracts should be
measured using option pricing methodologies rather than the
building blocks approach. He would prefer the use of option
pricing models as this would result in only a single margin being
included in the measurement of insurance contracts. His
preference for an option pricing model is due to the diverse range
of methods that can be used to measure the risk adjustment.

The staff noted that if one considers the Black Scholes model, the
implied volatility which is one of the key assumption inputs into the
model, is an unobservable input. The staff also noted that the
implied volatility assumptions have a significant impact on the
result of the model output. They noted that the buildings block
approach which is being proposed are not conceptually
significantly different to principles used in option pricing models.
What is different is the fact that in measuring an insurance contract
there are more unobservable inputs into the model. The staff also
noted that as insurance contracts become more complex you
would need more complex option pricing models to capture all of
the features of the contract. The staff noted that Value at Risk (VaR)
ranks all the outcomes and then places 100% weighting on the
single outcome at the 95% level of sufficiency, and zero weighting
on all others.The Conditional Tail Expectation (CTE) ranks
outcomes and then places zero weight on outcomes from 0%-
95% and equal weight on all outcomes from 95%-100%. VaR
methodologies are probably the easiest to communicate to the
users of accounts. They also noted that the more difficult issue is
determining what techniques to use in particular circumstances.

A FASB member noted that it is a big challenge in an incomplete
market to determine the distribution of outcomes to be able to
determine the VaR. Some members noted that they quite like the
Wang Transform method which takes the distribution and shifts it
along the axis thereby only having a single moving element in the
model. An IASB member noted that he did not believe the
buildings block approach is the same as an option pricing model.
He noted that the reason for the fact that the example of the Black

Scholes model indicated a risk adjustment is because the risk free
rate was an input into the model in the example. If the asset’s
actual return was the input into the model the example would not
reflect a risk adjustment. The risk adjustment is therefore the result
of the asset that are being measured. He noted that the reason
that there are so many different risk adjustment measures are due
to the fact that there is not a option pricing model that is
appropriate for the complexity of insurance contracts.

The staff noted that using a replicating portfolio is conceptually the
best way to measure the risk adjustment. However, to be able to
apply a replicating portfolio approach a complete market is
required. A complete market is one in which a replicating portfolio
can be found for the instruments being valued. In a complete
market, every instrument can be priced unambiguously using the
replicating portfolio. In an incomplete market, a replicating portfolio
does not exist for every instrument. This means that there is not a
unique price for every instrument. The Canadian CALM model
performs the replicating portfolio approach as best possible and
then adds a margin. Concern was raised that the replicating
portfolio approach would not work in less developed markets.

The staff noted that the Cost of Capital approach is less attractive
than some of the other methods due to the fact that the method
includes the price of capital in the methodology. They do not
support the notion that volatility is added to the liability
measurement due to changes in the price for capital.

An IASB member noted that a clear objective was required for the
risk adjustment. Without an objective for the risk adjustment, it
would be very difficult to evaluate the different risk adjustment
measures. He noted that the Boards would not want to prescribe a
specific risk adjustment method. The staff noted that they would
not be able to provide too much detailed guidance due to the
different facts and circumstances that exist for different products.
The IASB member questioned what the staff meant by guidance to
which the staff responded that it should cover the desired
characteristics of the risk adjustment.

A FASB member questioned why a lattice model would not work
to measure insurance contracts. The staff responded that it would
be a very difficult task to determine the risk adjusted probability at
each node in the model and to prescribe a specific method would
not be principle-based.

An IASB member observed that he noted many elements of the
building blocks approach when working through the lattice model
example in the observer paper. He noted that most option pricing
models would not be appropriate to measure the complexities in
insurance contracts. A FASB member indicated that guidance
should be given as to what method would be inappropriate in
specific circumstances. He noted that if the risk adjustment
methods as noted in observer paper 6D (41D) are the best
available without one that is clearly the most appropriate for the
building block approach, he would be leaning towards a
composite margin approach.



An IASB member observed that for many of the risk adjustment
methods, a specific confidence interval would have to be selected.
He noted that this reduces the usefulness of information. 

Another IASB member noted that he finds it strange that both
Boards are concerned about the risk adjustment for insurance
contracts but not when it comes to fair value measurement
literature where you have similar issues with regards to
assumptions for non-observable inputs. He noted that when the
Boards moved away from the exit price notion that they also
sacrificed a clear objective for the measurement of insurance
contracts which is part of the reason of the discomfort of the
Boards. He questioned whether the use of entity specific cash flow
estimates but with a risk adjustment that a market participant
would require wouldn’t provide a clearer objective for the risk
adjustment which could be used to evaluate the appropriateness
of the different risk adjustment methods.

A FASB member noted that the reason for the boards applying
such rigor on considering the risk adjustment was indeed due to
the fact that the boards lack a clear objective for the risk
adjustment. She questioned whether if a market participant view
was taken on the risk adjustment methods whether any of the
methods would be ruled out. It was not obvious that any would be
eliminated.

An IASB member noted that it would be useful if the different
methods were applied to a specific fact pattern to establish to
what extent the outcome of the risk adjustment would vary.
Another IASB member noted that the staff should consider which
method of risk adjustment would be appropriate for different types
of insurance contracts, thereby narrowing down the number of
methods that would be appropriate. 

The FASB staff alluded to a paper sent by Rob Essom in which a
composite margin is proposed. The staff indicated that the benefit
of having a separate risk adjustment is the fact that the risk
adjustment itself will be indicative of the riskiness of the expected
cash flows compared to a composite margin where the riskiness of
the expected cash flows will only become known once the adverse
cashflows materialise.

Being an educational session, no tentative decisions were taken.
The Boards will consider risk adjustment at the March 22 meeting.
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