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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,

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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that the constraint on recognising
proposed in the revenue

recognition project, should not be
applied to the allocation of the residual
margin for participating contracts or any
other insurance contracts. Under the
revenue project, revenue will be

only up to the amount that
the entity is confident will not be subject

icant reversal in the future. This
conflicts with the expected value

principle in the insurance model.

With regard to credit impairment for
reinsurance assets, the IASB tentatively

that the proposed financial
impairment model was not

appropriate for insurance contracts.
Instead, expected impairment losses on
reinsurance will be measured using the
insurance expected value model.
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profit or loss rather than as an
ment to the residual margin.
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Clarification on unlocking the residual
margin

Previously, the IASB had tentatively decided to unlock
the residual margin for changes in estimates of future
cash flows. This meant that changes in estimates of
future cash flows would not be recognised in profit or
loss immediately and will instead be added to, or
deducted from, the residual margin and recognised in
future periods as the residual margin is released.
However, this would lead to possibly unintended
consequences:

a) For claims that are incurred but settled in
future periods, changes in the estimate of
future settlement would have been offset
against the residual margin even though these
relate to coverage already provided;

b) Insurers with higher than expected lapse rates
would recognise the reduction in income
immediately in profit or loss but would add the
resulting lower-than-expected claims to the
residual margin;

c) Timing differences in the repayment of
investment components could result in a gain
in the current period (experience difference)
and loss in a future period (against residual
margin); and

d) For contracts that are dependent on asset
returns, a higher than expected gain in the
assets could result in an increase in estimates
of future cash outflows that would be offset
against the residual margin, even though this
is not indicative of reduced future profitability.

Accordingly, the staff proposed that the residual
margin should be unlocked for differences between
current and previous estimates of cash flows relating to
future coverage or other future services.

One IASB member noted that he agreed with the
proposed change for a) and b) above but found the
rationale provided in c) somewhat confusing. The staff
explained that the timing of surrender payments could
result in different percentages being repayable to
policyholders and smaller service margin in future for
the insurer. The IASB member accepted the reasons
provided by the staff but advised that this explanation
should be included in the basis for conclusions.

Another IASB member questioned the staff on whether
this proposal has been discussed with other industry
stakeholders. The staff noted that the proposal is based
on concerns that came from the previous tentative
decision and had been discussed at a recent meeting
with some stakeholders who were comfortable with the
refinement. The staff further added that unlocking will
be re-exposed and further concerns if any, should be
provided thereon during the comment period.

In a vote, the IASB members tentatively agreed with
the staff’s proposal.

Floating residual margin for participating
contracts

The session covered the industry proposals around
unlocking the residual margin for participating
contracts that apply the mirroring approach, dubbed
the floating residual margin (FRM).

For participating contracts, the proponents of the FRM
believe that the residual margin should represent the
unearned profit including the insurer’s share of profit
relating to asset management fees and asset returns.
They argue that:

a) The FRM is consistent with the current basis
measurement of the rest of the building block
approach;

b) Adjusting the margin is consistent with the
notion of not recognising gains on day one. Net
gains arising from changes in value of
underlying assets will be recognised when
there is reasonable certainty that they are
earned, i.e. when bonuses are declared.
Because the contracts are long-term in nature,
the pattern of profit recognition would be
consistent with the economics; and

c) The proposals are consistent with the draft
revenue recognition proposals for asset
management services, which would constrain
the amount of revenue recognised to amounts
that are ‘reasonably assured’.

The staff noted that a better way to characterise the
FRM approach is that it seeks to remeasure the
carrying amount of the unearned profit for the
provision of services as represented in the margin. This
is already done through accreting interest on the
margin using the discount rate at inception under the
IASB’s tentative decisions. For participating contracts,
as there is a contractual link with the underlying
assets, the value of the linked items could be used as a
proxy for calculating the updated value of the
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premiums that would have been charged if the insurer
had written that contract in the current period and
thereby unlocking the residual margin. Hence, the
staff’s view was that the FRM approach is akin to
remeasuring the premiums used to determine the
margin and proposed that the margin be adjusted for
participating contracts for changes in value of
premiums by adjusting the margin for the change in
value of the underlying items as measured using IFRS
(instead of accreting interest on the margin). The staff
further noted that:

a) The FRM is consistent with the rationale
underlying the accretion of interest;

b) The FRM reduces accounting mismatch that
may arise from accreting at the discount rate at
inception; and

c) For non-participating contracts, the simpler
alternative of accreting interest can be used as
there is no contractual linkage to assets.

One IASB member voiced his concerns against the
FRM approach. He noted that:

a) The 10% share that insurers are entitled to in
a typical 90/10 participating contracts is
clearly defined. The insurer gets to keep its
10% share if the policyholder terminates the
contract early.

b) The FRM approach would reduce
comparability with non-participating
contracts. While other contracts may not be
contractually linked, the asset returns are
inherently linked to the profits an insurer
makes in most contracts.

c) The residual margin would be adjusted for
cash flows that are not related to the
policyholder.

A second IASB member concurred with the above
points. Another IASB member further noted that the
assets are controlled by the insurer and bonus
declaration is within the control of the insurer and
should not be used to determine revenue recognition.
The IASB member reiterated that he did not think
asset measurement should be driving the liability
measurement and that insurers could use the FRM as a
smoothing mechanism. The staff noted that the
allocation of the margin is being considered separately
from the FRM approach itself.

One IASB member, while acknowledging the points
made by other members above, supported the FRM
approach. He noted that there were two ways of
looking at the contracts. The contract liability could be
viewed as an amalgamation of the underlying assets
less a call option (on 10% of the assets) plus a put
option (the right of the policyholder to surrender). If
these were considered to be financial instruments
contracts, then he would agree that the residual margin
should not be adjusted for the call and put options.
Instead, changes in the values of these components
should be reflected in profit or loss, rather than spread
with the residual margin.

However, if the contract is viewed from a revenue
recognition perspective, then the FRM approach makes
more sense. While the revenue recognition proposal in
itself does not really work for insurance contracts, by
unlocking the residual margin, the model is moving
towards revenue recognition and the FRM is an
extension of that principle. He agreed that the residual
margin should be floated for changes in the call option
as this represents changes in the insurer’s margin but
changes in the put option should go to profit or loss.
However, as it would be difficult to split the call and
the put, he agreed with the staff proposal to reflect all
changes in the residual margin.

Another member voiced his support for the FRM
approach. He noted that it reflects the economics of the
long-term nature of the business. This was not the
same as asset management fees. The insurer continues
to bear the risk of guaranteed benefit to the
policyholder and earnings are not discretely earned.
Insurance is a continuous function. The FRM is
consistent with the expected value basis of the other
building blocks.

Other members voiced concerns on the FRM approach
being used as a means of deferring profits to
potentially cross-subsidise other losses. There was also
a view that if assets are carried at fair value through
profit or loss (FVTPL) then the uncertainty in asset
returns should be reflected in profit or loss each year as
would be the case with any other business.

Ultimately, in a close vote, the IASB rejected the
industry and staff proposal of adjusting the margin for
participating contracts for changes in the fair value of
the premiums by adjusting the margin for the change
in value of the underlying items as measured using
IFRS.



PwC Page 4 of 5

After the vote, a board member raised a follow-on issue
relating to contracts with cash flows that are not
subject to mirroring but are affected by asset returns
through discretionary crediting rates. At the
November meeting, it was agreed that for any changes
in expectations of the crediting rate used to measure
the insurance contract liability, an insurer should reset
the locked-in discount rate that is used to present
interest expense, similar to the recognition of interest
on a variable rate financial instrument. The member
questioned the staff on how fixed cash flows would be
split from variable cash flows when considering
changes in discount rate under the OCI model. The
staff noted that this was still being worked on and
prescriptive guidance may be provided in due course to
distinguish fixed from variable cash flows.

Constraint on allocation of the residual
margin

The members then moved on to a third issue relating
to the residual margin - whether the constraints on
recognising revenue recognition being developed in the
joint revenue recognition project should be applied to
insurance contracts. Under the revenue recognition
proposal, revenue is constrained to the amount to
which the entity is reasonably assured to be entitled.
The objective of the constraint is for an entity to
recognise revenue at an amount that should not be
subject to significant revenue reversals. Applying this
constraint to insurance contracts, including
participating contracts, would mean that the residual
margin would not be released until the maturity or
termination of the contracts.

The staff noted that while consistency with revenue
recognition may be desirable, it was felt that insurance
contracts have different objectives and it would not be
appropriate to ‘borrow’ from revenue recognition. This
issue was to some extent already discussed as part of
the FRM approach deliberations above.

One member also noted that further guidance should
be provided under the insurance contracts model for
allocating the residual margin (e.g. straight-line,
accumulation of asset, pattern of claim payout, etc.).
Most members agreed with the staff proposal to not
apply the revenue recognition constraint principle in
allocating the insurance contract residual margin.
Indeed some members noted that insurance followed
an expected value approach and hence the need for a
separate standard from revenue recognition.

In a vote, the IASB members tentatively decided that
the constraint on recognising revenue proposed in the
revenue recognition project should not be applied to
the allocation of the residual margin for insurance
contracts.

Impairment of reinsurance assets

During redeliberations in May 2011, the IASB
confirmed the proposals in the ED that an insurer
should estimate cash flows considering all facts and
circumstances, including the risk of non-performance
due to expected losses arising from credit risk or from
disputes. In addition, the IASB tentatively decided that
a cedant should apply the requirements of the
impairment project in assessing the recoverability of
the reinsurance asset.

As the IASB viewed reinsurance as the cost from the
service the reinsurer provides to an insurer, previously,
the IASB tentatively decided that a cedant should
recognise a residual margin for a day one gain or a
negative residual margin for a day one loss where the
reinsurance coverage provided is for future events.
However, subsequent to the reinsurance discussions,
the board decided that the residual margin would be
unlocked for differences between current and previous
estimates of cash flows relating to future coverage or
other future services.

As a result of the revised decision in the insurance
contracts project to unlock the residual margin, as well
as changes to the proposed financial instrument
impairment model, there is now a conflict between the
proposed financial instrument impairment model and
the proposed insurance model in several respects.
First, under the financial instrument impairment
approach, changes in credit loss estimates will be
recorded immediately through income (versus the
unlocking of the residual margin for changes in cash
flow estimates in the insurance model). Second, the
revised financial instrument impairment model
requires a 12 month expected loss measurement
(rather than a lifetime expected loss measurement in
the insurance model) for the initial measurement of
credit loss relating to financial instruments.

The staff proposed two alternatives to address this
conflict:

a) Adjust residual margin for changes in expected
credit losses
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b) Applying the requirements of the impairment
project (and exclude the effects of changes in
expected credit losses on its estimates of cash
flows after initial recognition of the asset)

The members did not agree with the staff’s proposal of
adjusting the residual margin for changes in expected
credit losses. The members agreed that the initial
recognition of the reinsurance asset should be based on
the insurance model (lifetime expected losses rather
than 12 month expected losses). However, subsequent
changes in the expected credit losses are unique to the
reinsurance asset. It was hard to justify deferring credit
losses through the residual margin mechanism as there
is no limit on increasing the margin. There did not
appear to be a clear trigger to release the credit loss to
profit or loss as under this alternative, continued credit
losses would continue to increase the residual margin
and be spread over the coverage period, even though
the reinsurer may not be able to honour the contract.

One member questioned why on direct contracts,
onerous contracts were recognised in profit or loss but
for reinsurance contracts a negative residual margin
was recognised. The member noted that the accounting
treatment is not mirrored. The staff explained that
when an insurer enters into a reinsurance contract, the
expectation is not that this contract will be cash flow
positive and the contract is not really onerous. Rather,
this is a reflection of the reinsurance expense which is
reflected over the service period. Also, the reinsurance
contract is a separate arrangement from the direct
policy and the accounting does not have to mirror each
other. The IASB member added that this should
perhaps be articulated better and explained in the basis
for conclusions.

On the first alternative, members did not think that
leaving the overall reinsurance asset balance
unchanged makes sense when there is deterioration in
non-performance risks. The insurance model is a
current value measurement and non-performance and
disputes should be reflected in profit or loss.

The members were also not keen on the alternative of
the impairment project as there was a consensus that
the reinsurance asset was an insurance balance and
thus the full expected value cash flow insurance model
should be applied. The members proposed that the
residual margin should not be unlocked for subsequent
changes in the non-performance risk of the reinsurer
and instead this change should be recognised in profit
or loss. Accordingly, the members advised the staff to
amend the proposal based on the deliberations. In a
vote, the IASB members tentatively decided that the
cedant should account for the risk of non-performance
associated with changes in expected credit losses in
profit or loss and not apply the proposals for
impairment currently being developed by the IASB.

FASB Update

A FASB member briefly provided an overview on
meetings and education-only sessions relating to the
insurance contracts project held by the FASB in
November. In particular, with respect to mutual
entities, it was noted that equity or deficits could
result. The IASB’s view was that all cash flows in
perpetuity would be included and hence result in a
liability for mutual insurers rather than equity or
deficits.


