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IASB education session on 20 May and
meeting on 21 May 2014
Since a variety of viewpoints are discussed at IASB meetings, and it is often difficult to characterise
the IASB's tentative conclusions, these summaries may differ in some respects from the actions
published in the IASB Observer notes. In addition, tentative conclusions may be changed or modified
at future IASB meetings. Decisions of the IASB become final only after completion of a formal ballot
to issue a final standard.

Highlights

On 20 May, the Board held an educational non-
decision making session on contracts with
participating features. The Board explored
whether adaptations to the general building
block approach in the 2013 exposure draft (the
‘revised ED’) could be made to accommodate the
unique features of participating contracts.

On 21 May, the Board confirmed the proposals of
the revised ED that the remaining contractual
service margin (CSM) should be recognised in
profit or loss in a systematic way that reflects the
provision of the service of insurance. The Board
also tentatively agreed to add guidance for non-
participating insurance contracts, specifying that
the service represented by the CSM is insurance
coverage, provided on the basis of the passage of
time and reflecting the expected number of
contracts in force.

With regards to non-targeted issues that it had
agreed to re-debate, the Board tentatively agreed
that entities should be permitted (but not
required) to apply the revenue recognition
standard to fixed-fee service contracts meeting
the definition of insurance contracts, that also
meet the scope exclusion criteria in the revised
ED.

The Board tentatively agreed to clarify the
guidance in the revised ED that significant
insurance risk occurs only when there is a
possibility that an issuer incurs a loss on a
present value basis.

The Board tentatively agreed to amend the
requirements for contracts acquired through a
portfolio transfer or a business combination to
clarify that such contracts should be accounted
for as if they had been issued by the entity at the
date of the portfolio transfer or business
combination.

Insurance alert
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Contracts with participating features

Details of IASB Education Session

The Board held an educational non-decision
making session on contracts with participating
features, one of the five key areas re-exposed in
the revised ED.

Significant negative feedback was provided by
respondents on the mirroring approach proposed
in the revised ED, given that it required the
separation of cash flows within a contract and the
application of separate discount rate yield curves,
as well as excluding participating contracts
common to some jurisdictions.

The purpose of the educational session was to
explore whether and what sort of adaptations to
the general building block approach could be
made to accommodate the unique features of
participating contracts. Areas discussed included
(1) the measurement of fulfilment cash flows,
including discount rate considerations; (2)
adjustment and release of the CSM, including
consideration of the shareholder portion of the
return on participating contracts as an implicit
asset management fee; (3) recognition of changes
in value of options and guarantees (i.e.,
immediately as income, as an adjustment to CSM
or OCI); and (4) the methodology for
determining interest expense, including
consideration of a proposed “book yield” concept.

Many commenters rejected the mirroring
proposal in the revised ED as being too
restrictive in scope, given that some participating
contracts do not require that the insurer hold the
underlying items specified in the contract, and
thus would not be subject to the mirroring
proposal. In addition, the ED approach required
that fulfilment cash flows be divided between
those that vary directly with the returns on the
underlying items (to which mirror accounting
would apply) and those that do not, which would
be required to follow the general model and
discount rate guidance. In addition, changes in
options and guarantees on participating
contracts were required in the revised ED to be
recorded through income.

With regard to the measurement of fulfilment
cash flows for participating contracts, the staff
proposed that the general ED model could be
followed. The Board discussion on this topic
focused on whether, given the varying degrees of
asset dependency within these contracts, a single

yield curve could be utilized in certain instances.
The staff proposal was that the revised ED
objectives could potentially be achieved using a
single yield curve, but noted that in some
instances, dividing the cash flows into those that
vary and those that do not, and applying the
appropriate yield curve, may still be deemed
necessary. During the meeting, one member
suggested that rather than describe the specific
actuarial techniques that might be used in
determining the appropriate discount rates, the
guidance should instead focus on the
measurement principles and objectives and
indicate that it might be possible in some
instances to use a single yield curve.

The second topic dealt with the characterisation
of the portion of the return on participating
contracts that was not required to be paid to
policyholders (commonly referred to as the
shareholder portion) as being akin to an implicit
asset management fee, similar to the explicit fee
charged to policyholders on unit-linked contracts
and investors in a mutual fund. The revised ED
noted that the effect of changes in explicit asset
management fees related to future services
adjust the CSM.

Proponents of an industry proposal suggest that
the CSM also be adjusted for changes in the
shareholder portion of returns on the underlying
assets, as it is an implicit asset management fee.
Some proponents suggest that the CSM be
released (earned) when bonuses are declared or
amounts are credited to the policyholder’s
account.

Some Board members expressed sympathy for
the industry proposal to treat the shareholder’s
portion of return on a participating contract as
an implicit asset management fee. However,
others were concerned that this treatment, and
the recognition of the CSM as bonuses are
declared, could result in earnings management
and could potentially render the income
statement much less relevant.

Some Board members noted that it would be
easier to accept an implicit fee notion where the
shareholders’ portion was (1) contractual rather
than discretionary and (2) reasonably consistent
with an amount that might be recognised as an
explicit asset management fee. For example, one
Board member suggested that the analogy would
be easier to accept where the shareholder portion
was 5-10% rather than, say 50%. It was
suggested that the staff might explore a means to
set the parameters for treatment of the
shareholder portion as an implicit fee.
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Some also expressed concern with an approach
where the timing of recognition of the
shareholders’ portion of the return on underlying
assets would be tied to the bonus declaration.
The staff paper noted that this approach is
consistent with the approach currently used in
some jurisdictions. The staff pointed out,
however, that fees earned for contracts with an
explicit asset management fee such as unit-
linked contracts are generally earned over time
as asset management services are provided.

The Board next explored whether changes in the
value of options and guarantees should be
recorded through income, as an adjustment to
CSM, or as an adjustment to other
comprehensive income (OCI). The revised ED
had proposed that for participating contracts
following the mirroring exception, changes in
cash flows that are expected to vary indirectly
with returns on underlying items (including
changes relating to options and guarantees)
should be recorded immediately in income. For
options and guarantees associated with contracts
for which the mirroring exception did not apply,
the revised ED provided no specific guidance.
However, under the general model, changes
arising from changes in market variables would
be recognised in the statement of comprehensive
income (SCI), with changes in estimates of the
returns on underlying items recognised in profit
or loss and the effects of changes in discount
rates recognised in OCI.

The staff noted that many respondents to the
revised ED did not agree with treating options
and guarantees differently for participating and
non-participating contracts. However, they also
noted that there are various views on where
changes in options and guarantees should be
recorded.

One Board member suggested that financial
options and guarantees are similar to derivatives
and therefore that changes in them should be
recorded in income. He noted that financial
options and guarantee cash flows are not
associated with a service, unlike, say, a
guaranteed death benefit, and therefore changes
associated with financial options and guarantees
should not adjust the CSM. The staff noted that
some believe that changes in financial options
and guarantees are more equivalent to changes
in discount rate, and suggested that they be
recorded in OCI. The Board member
acknowledged that recording the change in
financial options and guarantees in OCI was
similar to accounting for duration mismatches in
OCI in the event the “book yield” method
discussed below is adopted.

The last issue discussed was the methodology for
determining interest expense in the income
statement. In the general model, for cash flows
that do not vary with underlying items, the
discount rate at inception is used to accrete
interest on the fulfilment cash flows for purposes
of presentation in the income statement.

For contracts where changes in estimates of
investment returns result in changes in amounts
paid to policyholders, but which are not subject
to the mirroring exception, the revised ED noted
that the discount rate used to determine interest
expense would be reset to a current rate every
time these estimates change. The rationale for
this approach was that because payments vary
with changes in interest rates, the policyholder
liability is more akin to a variable rate
instrument than a fixed rate instrument.

However, many responders noted that use of the
current rate in the income statement produces an
accounting mismatch with related assets. They
suggest that an alternative rate would be more
representative of the economics. Two
alternatives include a portfolio “book yield” as
suggested by some in industry, and an effective
interest method under IFRS 9.

Under the industry proposal, the book yield
would be determined on a basis consistent with
how the underlying items held by the insurer are
reported in profit and loss. For example, a
market yield would be used for assets held at fair
value through profit and loss and an amortised
cost-based yield would be used for assets held at
amortised cost or fair value OCI. When there are
cash flows that extend beyond the current
duration of assets held, some would use an
expected rate of return for those cash flows in the
determination of book yield. The book yield
would be reset/redetermined when the
underlying items are sold or mature and are
reinvested or if new underlying items are added.

Proponents believe that the book yield approach
reports interest expense on a basis consistent
with how interest income on the underlying
items is recorded. They note that it thus reduces
or eliminates accounting mismatches and
improves the usefulness of the information.

While a few of the Board members seemed to
embrace the concept of a book yield, they, along
with others, were concerned with its application
in situations other than where there is a specific
contractual link to the underlying assets held.
For example, in some jurisdictions, there is
discretion as to the amount and/or timing of the
returns passed to policyholders; in others, the
designation may exist only for internal
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management purposes; and in others, the entity
could promise a return based on a specific type of
underlying item (e.g., a share index) but choose
to invest the policyholder funds in some other
assets (e.g., a combination of bonds and
derivatives).

An extreme example that was used to illustrate
the Board’s scepticism of the book yield method
was as follows. Assume an insurer promises a
policyholder a return on the S&P 500 index, but
chooses to invest in real estate. Under the book
yield method, the interest expense would be
determined based on the actual book yield of the
real estate investment. The difference between
that and the return used for liability
measurement purposes would be recorded in
OCI.

It was also noted that the book yield approach
would be inappropriate in situations where there
is no clearly designated portfolio of assets
supporting the liability, such as is the case for
universal life insurance. The staff commented
that based on some Board members’ reactions,
the book yield approach might only be
appropriate where there is a clear contractual
linkage to assets held. This might get back to a
very limited subset of participating contracts,
similar to the types of contracts to which
mirroring would have been applicable.

Further discussion of participating contracts is
expected at future meetings.

Recognising the contractual service
margin in profit or loss for non-
participating contracts

Staff proposals and IASB votes

The IASB discussed whether to provide guidance
on how to apply the principles on recognising the
CSM in profit or loss. The staff argued that for
insurance contracts, an entity provides the
service of standing ready to compensate a
policyholder if an insured event occurs. As
‘standing ready’ is performed over time, the staff
believed a time-based approach is appropriate
and should be based on the number of contracts
in force during the period. This amortisation
pattern should be adjusted for expected contract
terminations. The release pattern for the CSM
should not be based on the amount of risk related
to each period as the risk is captured in the risk
adjustment.

In a unanimous vote the IASB members
confirmed the principle in the revised ED that an
entity should recognise the remaining CSM in
profit or loss over the coverage period in the
systematic way that best reflects the remaining
transfer of the services that are provided under
an insurance contract.

Also, 13 out of 16 IASB members decided to
clarify in the final standard that, for non-
participating contracts, the service represented
by the contractual service margin is insurance
coverage which is provided on the basis of the
passage of time and reflects the expected number
of contracts in force.

Details of IASB Meeting

Several IASB members expressed concerns with
adopting a rules-based approach rather than
relying on broader revenue recognition
principles. However, the staff pointed out that
many constituents had commented about the
diversity in practice and non-comparability that
could result if the principles are left too broad.
Restricting potential methods will ensure greater
consistency and reduce the risk of earnings
management.

Several IASB members initially suggested that
the pattern of claims might be a better way of
releasing the CSM and would be better
understood by users. However, other Board
members pointed out that the risk margin
already captures the compensation for the risk
inherent in expected claims. So, the pattern of
expected claims should be precluded as a basis
for releasing the CSM to distinguish it from the
risk margin. The CSM represents a residual after
all other factors such as cash flows, time value of
money and risk have been captured in the other
building blocks and so, the passage of time could
be considered a reasonable amortisation basis.

The issue was raised as to whether the Board was
being inconsistent in recognising gross premium
revenue based principally on the timing of
expected incurred claims (as a proxy for
insurance risk exposure) while recognising a
component of revenue, the CSM, on a straight
line basis. However, it was concluded that both
proposals are consistent with revenue
recognition principles because, as noted above,
the CSM represents the residual after all the
insurance risk is dealt with through the risk
adjustment. The CSM is only a component of the
larger insurance contract revenue reflected in
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profit or loss and represents the ‘standing ready’
service after insurance risk has been considered
in other building blocks. It is therefore key to
capture the ‘standing ready’ notion, as users are
struggling with what this residual service
represents.

The staff was asked to consider whether using
the number of policies as a basis (along the
passage of time) was appropriate, as the relative
amount of the coverage, rather than simply the
number of policies outstanding, would seem
important to the amortisation. The staff noted
that the rationale for policy count would be
further clarified as part of future discussions on
unit of account. Briefly, however, the staff hinted
that the straight line pattern of CSM recognition
might be done at the individual contract level.

Fixed-fee service contracts, significant
insurance risk and portfolio transfers
and business combinations

Staff proposals and IASB votes

The IASB discussed several of the seven topics
that it intended to re-debate in its
redeliberations, including fixed-fee service
contracts, significant insurance risk and portfolio
transfers and business combinations.

In a vote, 15 of 16 IASB members decided to
permit, but not require, entities to apply the
revenue recognition standard to the fixed fee
service contracts meeting the definition of
insurance contracts that also meet the scope
exclusion criteria in the revised ED.

This would imply that insurers that issue fixed-
fee service contracts that would otherwise fall
outside of the scope of the insurance contracts
standard as a result of the fixed-fee service scope
exception would be able to apply the insurance
contract standard to these contracts.

In a vote, the IASB members unanimously
decided to clarify that significant insurance risk
only occurs when there is a possibility that an
issuer incurs a loss on a present value basis. This
means that contracts that provide a payment on
death being the value of the underlying fund or
the value of the premiums paid if the fund value
is lower than premiums paid could still qualify as
insurance contracts, consistent with current
practice.

IASB members decided to amend the
requirements for contracts acquired through a
portfolio transfer or a business combination (in a
14 to 2 and 15 to 1 vote, respectively) to clarify
that such contracts should be accounted for as if
they had been issued by the entity at the date of
the portfolio transfer or business combination.

Details of IASB Meeting

During the discussion of portfolio transfers and
business combinations it was noted that the
insured event and thus the coverage period for
releasing the CSM for such contracts is the
period over which claims are discovered or
adverse development occurs for claims relating
to past events. This would imply that a contract
acquired in the settlement period might not
qualify for the PAA as the insured event will be
the discovery of the ultimate cost of claims.
Therefore the coverage period might be more
than one year for certain contracts and the PAA
might not be available unless the PAA can be
demonstrated to be a proxy of the BBA.

During the discussion on business combinations,
a member questioned whether the amendments
would override the requirements in IFRS 3 on
fair valuing liabilities acquired in a business
combination. The staff indicated that in
situations where the fair value was less than the
insurance liability measured in accordance with
the insurance standard, the IFRS 3 fair value
requirement would indeed be overridden. The
excess would be recorded as an additional
amount of goodwill, consistent with the revised
ED proposal.



www.pwc.com/insurance

This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You
should not act upon the information contained in this publication without obtaining specific professional advice. No representation or
warranty (express or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the
extent permitted by law, PwC does not accept or assume any liability, responsibility or duty of care for any consequences of you or
anyone else acting, or refraining to act, in reliance on the information contained in this publication or for any decision based on it.

© 2014 PwC. All rights reserved. PwC refers to the PwC network and/or one or more of its member firms, each of which is a separate
legal entity. Please see www.pwc.com/structure for further details.

140123-080210-BO-OS

Contact us:

If you would like to discuss any of the issues raised in these minutes, please call or contact Gail Tucker
or Mary Saslow or speak with your usual contact at PwC.

Gail Tucker
Partner
Phone: +44 (0) 117 923 4230
Email: gail.tucker@uk.pwc.com

Mary Saslow
Managing Director
Phone: +1 (860) 241-7013
Email: mary.saslow@us.pwc.com
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