
Highlights

The IASB and FASB held a joint Board meeting on 19 July 2010
where they discussed the following sweep issues:

•    unbundling;

•    accounting mismatches and presentation for unit-linked
contracts;

•    simplified measurement model (criteria for applying the method,
treatment of acquisition costs and the discount rate for
accreting interest); and

•    the release of the residual margin for investment contracts with
a discretionary participating feature.

After much debate on which principle should be applied to
unbundle components of insurance contracts, the boards agreed
that an insurer shall unbundle components of a contract that are
not closely related to the insurance coverage specified in that
contract. These components would include policyholder account
balances, embedded derivatives and goods and services provided
under the contract that are not closely related to the insurance
coverage. 

Both boards voted in favour of requiring fair value measurement to
be applied to own shares (treasury shares) and owner occupied
property to eliminate an accounting mismatch for those contracts
where the insurer is contractually required to hold these assets.
Both boards will require separate presentation of assets, liabilities,
income and expenses for unit-linked insurance contracts as single
line items. These items will not be commingled with the insurer’s
other assets, liabilities, income and expenses.

The IASB set the criteria for applying the premium allocation
method to contracts where the coverage period is approximately
12 months or less and which do not include options or guarantees
that will have a significant impact on the variability of cash flows.
The IASB was split on whether the simplified measurement
approach should be required or optional. Due to the FASB’s
preference for requiring its use the exposure draft will require its
use but will ask for comments on this. The IASB was in favour of
the staff’s proposal to defer incurred incremental acquisition costs
associated with these contracts and present those incremental
acquisition costs as a deduction from the unallocated premium
liability. The accretion of interest at the current rate will be required
where the impact of discounting is material. The FASB will consider

the criteria of when to use the simplified model, the treatment of
acquisition costs and accretion of interest for these contracts at a
FASB meeting next week.

The IASB decided the residual margin on participating investment
contracts will be amortised on the basis of passage of time. If the
insurer expects to provide asset management services in a pattern
that differs significantly from the passage of time, it shall release
the residual margin on the basis of the fair value of the assets
under management.

Sir David Tweedie asked the IASB who would dissent or abstain on
the exposure draft. Two IASB members noted that they would
dissent and one new member noted that he would abstain. The
IASB is aiming to publish the exposure draft as close to the end of
July as possible. The FASB did not discuss their intentions.

Unbundling

The boards had requested that the staff perform additional
research in developing the concepts behind a principle for when to
separate components of insurance contracts (unbundling). The
staff proposed that the boards could develop a principle that acts
as a filter to identify when unbundling should occur, supplemented
with guidance on applying that principle in specific cases or the
boards could limit unbundling to particular components that the
boards identified as the most relevant unbundling cases (namely
policyholder account balances and embedded derivatives that are
separated under existing bifurcation guidance). The staff developed
two alternative principles for unbundling. The first was based on
significant interdependence and the second on variability in overall
cash flows of the contract due to factors other than insurance risk.
The staff recommended that unbundling be required for specified
components of a contract that are not closely related to the
insurance coverage specified in that contract.

Many IASB members observed that the staff proposal to specify
the components which should be unbundled is pragmatic but that
it is rules-based. They would prefer that a principle is set and that
the specified components are provided as the minimum items
that would be unbundled in applying the principle. Other IASB
members suggested that the exposure draft mandate the specified
components that should be unbundled and use the principle of
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significant interdependence as a subsidiary principle of when
components should be unbundled. An IASB member raised a
concern that only mandating the specified components to be
unbundled could result in some elements not being unbundled
although they probably should be unbundled.

The FASB initially favoured the principle in paragraph 10 of the staff
paper which looks at components that causes variability in cash
flows other than from insurance risk. An IASB member observed
that he would not require an embedded derivative to be unbundled
if it only paid on an insured event, but that paragraph 10 wording
would seem to require it. He also noted his concern that the
definition in paragraph 10 would probably capture surrender
options too.

The IASB initially favoured the principle in paragraph 7 which would
unbundle an element that is independent from other elements (not
significantly interdependent with other components). An IASB
member noted her preference for this definition due to it being in
line with other guidance in IFRS which deals with elements that are
closely related to other components in contracts.

A FASB member observed that the IASB preferred definition is
focussed on deposit elements in contracts whereas the FASB
preferred definition is aimed more at embedded derivatives. The
FASB then tentatively decided to support the staff proposal to
specify the components in contracts that should be unbundled. 

An IASB member suggested that the exposure draft require
unbundling using slightly modified words based on the staff’s
proposal: 

An insurer shall unbundle components of a contract that are not
closely related to the insurance coverage specified in that contract
with the following being the most common examples: 

a)   policyholder account balances, that bear an explicitly credited
return at a rate commensurate with the market rate for an
investment that exposes the account balance to the same risks,
(supplemented with guidance);

b)   embedded derivatives that are separated under existing
bifurcation guidance; and

c)   goods and services provided under the contract that are not
closely related to the insurance coverage, supplemented with
the clarification that the intention is not to create or require an
exhaustive search for goods and services that are not closely
related but to deal with situations where goods and services
have been combined with the insurance coverage for reasons
other than economic. 

In a vote 10 of the 14 IASB members supported this proposal.
The FASB also supported the proposal.

A FASB member noted that with regard to the account balance
criterion, he would prefer if the definition refers to the crediting rate
for the account balance as determined by the investment

performance of the underlying investments and not to the market
rate for those investments. In response to the concern raised by
the FASB member, the staff noted that the reference to market rate
is to capture instances where there could be cross-subsidy
between components in the contract. It would be difficult to
present the separated elements without a reference to the market
rate for an investment. The staff noted that the definition refers to a
rate commensurate with the market rate for an investment that
exposes the account balance to the same risks and the intention is
not that the rate should be the exact market rate.

Unit-linked contracts

The boards next discussed the accounting mismatches that arise
from the measurement of the assets backing unit-linked contracts.
The staff put forward three possible accounting treatments for the
mismatches (insurer’s own shares, real estate and subsidiaries) that
might arise in the context of unit-linked contracts. The proposals
were:

a)   Include the three items in the list of items that qualify for the
application of the fair value option in the interest of eliminating
accounting mismatches. In addition, it would be necessary to
specify that holdings of the insurer’s own shares would qualify
for recognition as an asset if the shares are required to be held
to back unit-linked contracts;

b)   Adjust the measurement of the liability; or 

c)   Do nothing, on the basis that each of the three items raises
more fundamental questions. 

The board papers referred to a mismatch arising from associates
but in the meeting the staff clarified that the issue related to
subsidiaries. The staff also clarified that the proposals would only be
with reference to unit-linked insurance contracts where the three
types of assets are contractually required to be held by the insurer.
Index-linked contracts would therefore not be covered by the
proposals, although the insurer may hold its own shares as a hedge.

An IASB member noted that the extent of accounting mismatches
caused by the three items noted above differs from territory to
territory depending on regulation and practice in each territory. In
an initial vote a narrow majority of the IASB members supported
view (a) above. An IASB member questioned the rationale for
allowing these exceptions for insurers and what the impact would
be for other industries where there are accounting mismatches. He
noted that there needs to be a high hurdle in order for an insurer to
use the proposed exception.

A FASB member questioned how these proposals impact on the
decision reached on unbundling. The staff noted that if the account
balance in a unit linked contract is unbundled, the liability would
reflect the account balance (which would include for example the
fair value of the insurer’s own shares). Under the proposals the
assets would then, using the fair value option, also be reflected at
the fair value of the assets.



Another FASB member questioned why a policyholder would
invest in a policy that is backed by owner occupied property.
An IASB member observed that intergroup property often results in
some property becoming owner-occupied at a group level.

An IASB member questioned the rationale for allowing this
treatment for insurance unit linked contracts only but not for other
similar contracts that are specifically linked. It was noted that this
project only deals with accounting for insurance contracts. The
only other alternative was to not to allow any exception and hence
end up with the mismatch. 

In a vote 10 of the 14 IASB members supported that, for contracts
where the insurer is contractually required to hold assets as
specified, the fair value option should be applied to own shares
and owner occupied property. The 5 FASB members voted in
favour of this. The Boards were not in favour of applying the
exception to subsidiaries.

An IASB member questioned how this would be applied in practice
for owner occupied property (for example where 10% of the
property contractually backs unit linked contracts). Would you have
a mixed measurement or would the whole property be required to
be measured at fair value. The staff noted that this was not yet
considered and it would be considered as part of drafting the
exposure draft.

With respect to presentation of assets, income and expenses the
staff recommended that an insurer shall present: 

a)   the pool of assets underlying unit-linked contracts as a single
line item, and not commingle them with the insurer’s other
assets; and 

b)   income and expense from the pool of assets underlying unit-
linked contracts as a single line item, presented on the face of
the statement of comprehensive income or disclosed in the
notes, and not commingle them with income or expense from
the insurer’s other assets. 

Both Boards voted in favour of the staff proposals but noted that
the agreed presentation also relates to the liability.

Simplified measurement approach

The boards next discussed the simplified measurement approach
(premium allocation model). The Board considered the criteria for
applying the simplified measurement, the treatment of acquisition
costs and the discount rate for accreting interest. The FASB noted
that they have a session scheduled to further discuss contracts to
which the simplified measurement model would be applied in the
coming week.

The staff proposed that the premium allocation model should be
restricted to the pre-claims liability of short-duration contracts
which incorporate both the features that the coverage period is
approximately 12 months or less and do not contain significant
embedded options or guarantees.

A FASB member welcomed the removal of the requirement for
the insurer to be unlikely to become aware of events that could
cause significant decreases in the expected cash outflows.
He questioned why the requirements refer to the contract not
containing significant embedded options and guarantees as these
should be unbundled. The staff noted that these embedded
options and guarantees refer to those that would not be unbundled
but acknowledged that non-life contracts, which this measurement
approach would typically be applied to, often do not contain
options and guarantees.

There was a lot of debate of why the criteria refer to
“approximately” 12 months and not to a fixed 12 month period.
Many board members noted that other projects, for example
leasing, require a fixed period of 12 months. They indicated that the
guidance should make it clear that this approach could not be
applied to for example 15 month contracts It was noted that the
recognition criteria for an insurance contract could cause a
contract to have a period longer than 12 months although the
coverage period would be 12 months. Using approximately would
therefore not exclude these contracts for being eligible to use the
simplified measurement approach. The staff also noted that using
a rigid period of 12 months did not make sense when considering
that this approach is a proxy for the measurement approach for
other insurance contracts. This approach would not be available for
investment contracts with participating features.

An IASB member noted that he is of the view that the use of the
simplified measurement model should be optional and not
mandatory because it is a proxy for the fulfilment measurement
model. He would support the simplified measure as optional and
the staff recommendation should be the indicator of when this
approach could be used.

It was emphasised by the staff that the simplified measurement
approach only applies to the pre-claims period and that the
fulfilment measurement approach applies to the claims liability.
The staff noted that a liability adequacy test would apply to the
pre-claims liability.

A FASB member noted that he sees the simplified measurement
model as a different model compared to the fulfilment
measurement approach. He noted that under the simplified model,
the cash flows are not presented net. The presentation for these
contracts also differs in that the performance obligation and claims
benefits are presented gross as separate liabilities. The FASB
members were therefore of the view that the premium allocation
model should be mandated.

An IASB member questioned why you would prohibit an insurer
that writes insurance contracts to apply the same measurement
model to all the contracts issued. The FASB noted concern with a
lack of comparability between different insurers. Another FASB
member noted that he would prefer all general insurers to use the
premium allocation approach.



In a vote, 11 of the IASB members voted in favour of the criteria to
refer to approximately 12 months. 9 of the IASB members voted in
favour of the criteria to not include an option or guarantee that will
have a significant impact on the variability of cash flows. 13 of the
IASB members also voted in favour of excluding the criteria that
the insurer is unlikely to become aware of events during the
coverage period that could cause significant decreases in the
expected cash out flows.

The IASB was evenly split on whether the simplified measurement
approach should be required or optional. The FASB unanimously
indicated that they would require its use and therefore the IASB
decided that the exposure draft will also require its use but will ask
for comments on whether its use should be optional.

The boards next discussed the presentation of acquisition costs for
the contracts that meet the criteria for using the premium allocation
model. The IASB was in favour of the staff’s proposal to defer
incurred incremental acquisition costs associated with insurance
contracts and present those incremental acquisition costs as a
deduction from the unallocated premium liability. 

A FASB member noted the simplified measurement approach only
recognises the claims when they are incurred. He also noted that
the performance obligation is recognised separately from the
claims liability and he would therefore recognise the acquisition
costs as a separate expense when they are incurred. A FASB
member noted that for a constant book of business with 12 month
contracts, the treatment of the acquisition costs (expensed or
deducted from the insurance liability) does not make a significant
difference. It was also noted that acquisition costs for property and
casualty contracts are not too significant. The staff noted that for
the statement of financial position, the acquisition costs would be
netted off the liability but in the income statement, the premium
and acquisition costs would each be presented gross. The FASB
did not vote on the treatment of acquisition costs in the simplified
model, deferring its decision until next week's FASB meeting.

The boards next discussed the accretion of interest on the
unallocated premium liability. The staff recommended using a
current rate for the accretion of interest.

An IASB member suggested that the exposure draft should be
silent on this. Another member noted that the interest element is
unlikely to be significant for 12 months. Another member
suggested that the standard should require the accretion of
interest. He noted if the impact of discounting is immaterial due to
the 12 month coverage period of the contract, users can make the
judgment call on materiality. 

In a vote the majority of the IASB voted in favour of requiring
accretion of interest where the impact of discounting is material.
In a marginal vote, the IASB agreed to use the current rate to
accrete interest on the pre-claims liability. One FASB member
noted that if they were to accept a longer period for the simplified
measurement approach, they would probably agree with the
IASB’s decision, but would defer their decision until next week's
FASB meeting.

Residual margin for investment contracts with a
discretionary participating feature

In an IASB only session the board discussed how to release the
residual margin determined for investment contracts that contain
discretionary participating features. The FASB previously decided
that these contracts are not in the scope of the insurance standard.
The staff recommended that the residual margin of an investment
contract with a discretionary participating feature is recognised in
profit or loss over the life of the contract in a systematic way that
best reflects the asset management services. The residual margin
will be amortised on the basis of passage of time, but if the insurer
expects to provide asset management services in a pattern that
differs significantly from passage of time, it shall release the
residual margin on the basis of assets under management. The
IASB agreed with the proposal but clarified that the amortisation
should refer to the fair value of the assets under management. 
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