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IASB meetings in September 2015
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

The IASB met on September 21, 23 and 24 to
discuss the following topics: IFRS 9 adoption
concerns, the mechanics of disaggregation of
changes in the insurance liability due to changes
in market variables in the statement of
comprehensive income (“SCI”) between profit or
loss and other comprehensive income (“OCI”),
and hedging for insurance liabilities.

Concerns have been raised by stakeholders
around the adoption of IFRS 9 Financial
Instruments (“IFRS 9”) before the new insurance
contracts standard is issued. During the
September meetings the Board voted to issue an
exposure draft (ED) to address these concerns.
Under the proposal, IFRS 4 Insurance Contracts
(“IFRS 4”) would be amended to give entities
whose business model is to predominantly issue
insurance contracts the option to defer the
effective date of IFRS 9 until 2021 (the ‘deferral
approach’). Alternatively, an entity could
implement IFRS 9 but opt to remove from profit
or loss some of the accounting mismatches and
temporary volatility that could occur before the
new insurance contracts standard is
implemented (the ‘overlay approach’). An
exposure draft proposing these amendments is
expected to be released for public comment by
year-end.

The Board voted to allow the “current period
book yield approach” for contracts that meet the
direct participation criteria and where the entity
is either required to hold the underlying items or
holds them by choice. An entity could also opt
for a FVPL approach as an accounting policy
choice. For participating contracts that do not
meet these criteria, and that opt for a cost basis
approach rather than a FVPL approach in the
statement of profit or loss, the Board decided not
to be prescriptive in the application of an

effective yield approach for accreting interest
expense on the liabilities through profit or loss.
Instead, entities would select a consistent
method for accreting interest, such as a constant
effective yield, projected crediting rate, or other
method that systematically allocates interest
expense over the life of the contracts. Changes in
estimates of the amounts of cash flows due to
changes in market variables (e.g. due to changes
in discretionary interest crediting) would be
required to be presented consistently with the
impact of changes in discount rates. The Board
also made decisions on the accounting in
situations where a contract change results in a
requirement to change the accounting between
the current period book yield and the effective
yield approaches and on simplified transition
provisions.

As a measure to avoid accounting mismatches
arising from use of the variable fee approach
combined with hedging activities, the Board
voted to allow entities to recognise in profit or
loss changes in the value of the hedged
guarantees embedded in the insurance contracts,
determined using fulfilment cash flows. The
Board made decisions on applicable eligibility
criteria and disclosure requirements.

The IASB expects to complete its deliberations
on insurance contracts in 2015 and draft the
standard in 2016 with a goal of issuing the final
standard sometime in 2016 or early 2017. If this
goal is achieved, this could result in a 2020
effective date.

Insurance alert
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Addressing the consequences of
different effective dates of IFRS 9 and
the new insurance contracts standard

The IASB members and Staff conducted outreach
with users of financial statements on the
different effective dates of IFRS 9 and the new
insurance contracts standard.

While many preparers have requested a deferral
of IFRS 9 for insurance activities, there were
mixed views on this issue from users of financial
statements. Some see deferral as an appropriate
or preferred approach; others believe that all
entities should apply IFRS 9 without delay,
including entities that issue insurance contracts.
Many users expressed a strong preference that
any approach proposed by the IASB should be
mandatory rather than optional to ensure
comparability. They also noted a need for
transparency in whatever approach was selected,
and requested that the new insurance standard
be finalised as soon as possible.

IASB outreach

The IASB members and staff conducted outreach
with users of financial statements on the
different effective dates of IFRS 9 and the new
insurance contracts Standard.

While many preparers have requested a deferral
of IFRS 9 for insurance activities, there were
mixed views on this issue from users of financial
statements. Some see deferral as an appropriate
or preferred approach; others believe that all
entities should apply IFRS 9 without delay,
including entities that issue insurance contracts.
Many users expressed a strong preference that
any approach proposed by the IASB should be
mandatory rather than optional to ensure
comparability. They also noted a need for
transparency in whatever approach was selected,
and requested that the new insurance standard
be finalised as soon as possible.

Vote to issue an ED to address IFRS 9
concerns

In July, the IASB suggested that a combination of
approaches (i.e. the deferral approach in addition
to the overlay approach) may be appropriate in
order to provide useful information in different
circumstances.

In the initial vote at the 21 September meeting,
seven IASB members voted to permit deferral of

the effective date of IFRS 9 for specified entities
that issue contracts within the scope of IFRS 4 if
that activity is predominant for the reporting
entity. Seven IASB members voted against it. In
the event of a tied vote, the Chair is permitted to
cast an additional vote, which he subsequently
did at the session on 23 September, changing the
vote to 8/7 in favour of permitting the deferral
approach.

All thirteen IASB members present at the second
session agreed that the effective date of the
proposed requirements should be for annual
periods beginning on or after 1 January 2018,
with early adoption permitted if an entity adopts
IFRS 9 early. The deferral approach has an
expiry date of to 1 January 2021, while the
overlay approach has none. This implies that an
entity could, upon expiry of the deferral
approach, opt to apply the overlay approach in
the event the new insurance standard is not
effective by the time the deferral approach
expires.

One Board member stated her plan to dissent.
The Chair suggested that the absent Board
member could also potentially dissent. The other
members who were part of the 7 voting against
the deferral indicated they would not dissent.
Some explained that the Board would benefit
from additional input from constituents from the
ED process if the deferral option is in the
proposals. Ultimately, at least 9 votes are needed
to finalize any amendment to IFRS 4.

Details on the deferral approach

Prior to the overall vote on deferral, the Board
made a number of decisions regarding scope,
mechanics and presentation and disclosure
requirements in the event the deferral approach
is permitted, as described below. If the deferral
approach is permitted, the Board voted in favour
of the following provisions:

 deferral should be permitted rather than
required (i.e., an entity could instead adopt
the overlay approach, or could decide to adopt
IFRS 9 and apply neither the deferral nor
overlay approaches);

 deferral is at the reporting entity level, (i.e.
deferral is applied to either all or none of its
financial assets), rather than at a level below
the reporting entity;
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 deferral is permitted if insurance activities are
predominant for the entity based on the level
of gross liabilities arising from contracts
within the scope of IFRS 4 relative to the
entity's total liabilities;

 there should be no quantitative threshold for
the assessment of predominance, however,
the Basis for Conclusions should include an
example specifying the levels at which an
entity's activities would not be considered
predominant. At the meeting, some Board
members indicated that an example should
indicate a predominance threshold that is
higher than the Staff paper's 67% of total
liabilities example;

 an entity should be required to reassess
whether insurance activities are predominant
for the entity at subsequent annual reporting
dates if there is a demonstrable change in the
corporate structure of the entity that could
result in a change of the predominant
activities of the entity;

 if an entity were to conclude that insurance
activities are no longer predominant for the
entity as a result of that reassessment, an
entity should be required to apply IFRS 9
from the beginning of the next annual
reporting period, and provide appropriate
disclosures in the reporting period in which
the reassessment took place;

 an entity that has previously applied IFRS 9 is
not permitted to stop applying IFRS 9 and
revert to applying IAS 39; and

 an entity applying the deferral approach
should disclose the fact that the entity has
chosen to delay application of IFRS 9, an
explanation of how the entity concluded that
it is eligible for the deferral and information
about the characteristics and credit quality of
financial assets.

When discussing the scope, mechanics and
presentation and disclosure requirements of the
deferral approach, Board members made various
comments.

A few Board members noted that “predominant”
was not a defined accounting term and had a
different meaning than “material” and
“significant.” It is meant to be a high threshold. A
few noted that a single quantitative threshold
would not be sufficient. For example, for entities

with significant equity financing for all
operations other than insurance activities or with
significant derivative activity, such a threshold
could lead to erroneously concluding that an
entity is a ‘pure’ insurer. The Board agreed to
clarify in the Basis for Conclusion that the intent
of the Board is to use the deferral approach for
‘pure’ insurers.

One Board member noted that it would be unfair
if entities issuing a large amount of investment
contracts such as unit-linked contracts in
addition to insurance contracts would not be
allowed to use the deferral approach, as this is a
typical activity of insurance companies in some
jurisdictions. He thought the scope therefore
required some adjustment to account for
situations where “predominance” alone would
lead to odd results. Other Board members did
not support the concern, arguing that the scope
for the deferral approach should be as narrow
and simple as possible. The entity would still be
able to use the overlay approach for its insurance
activities if it failed the deferral approach.

The Staff proposal had recommended disclosing
IFRS 9 amounts in the notes to the financial
statements, which would have required
application of the new expected loss impairment
model for assets classified at other than FVPL.
However, the Board recognized the cost burden
to preparers and limited usefulness to users of
such hypothetical information if IFRS 9
ultimately results in FVPL classification upon
adoption of the insurance standard. As a result,
the disclosures in the event an entity elects
deferral of IFRS 9 would instead require credit
quality information for the assets rather than
valuation using the new impairment
requirements.

In the overall initial close vote on whether the
deferral approach should be permitted, Board
members gave the following reasons in favour of
the deferral approach:

 Insurers' application of IFRS 9 and the new
insurance standard at the same time is
consistent with the IASB's original
discussions and intentions;

 Applying IFRS 9 before the new insurance
contracts standard is adopted would lead to
insurers effectively adopting IFRS 9 twice, as
they will have to fully reconsider IFRS 9
adoption decisions upon adoption of the new
insurance contracts standard. It would also
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increase the cost and burden of applying the
expected loss impairment model for any
assets ultimately reclassified to FVPL upon
adoption of the insurance standard;

 IFRS 9 information in disclosures would help
make financial statements of insurers
comparable to those of other industries; and

 A decision in favour of the deferral approach
is partially political, as it is consistent with
EFRAG's draft endorsement advice for the use
of IFRS 9 in the European Union where it
advises the European Commission to ask the
IASB to defer the 2018 effective date of IFRS
9 for insurance businesses and align it with
the effective date of the new insurance
contracts standard. The Chair noted that if
they do not support deferral there is a risk
that Europe could adopt a carve-in which
could have implications for other standards.

Board members opposed to the deferral
approach provided the following rationale:

 Due to uncertainty around the finalisation of
the insurance contracts project, the decision
to defer IFRS 9 could lead to an extended
deferral for insurers;

 Providing an exception for insurance
activities might lead other industries to
request similar exceptions, jeopardizing the
entire IFRS 9 standard;

 Users want IFRS 9 information and
comparability across sectors;

 There is no quantification of the cost/burden
suggested by preparers and thus these
arguments are not compelling;

 The overlay approach is sufficient, and
requires adoption of the much needed revised
impairment provisions for assets not at FVPL,
albeit through OCI.

One Board member noted his concern that the
insurance contract standard may face further
delays of as long as 5-6 years. In response the
Chair reiterated his intentions to get the standard
issued in 2016.

Details on the overlay approach

In July 2015, the IASB tentatively decided to
amend IFRS 4 to permit entities that issue
contracts within the scope of that standard to
remove from profit or loss and recognise in other
comprehensive income the difference between
the amounts that would be recognised in profit or
loss in accordance with IFRS 9 and the amounts
recognised in profit or loss in accordance with
IAS 39. As a result of the adjustment, overall
profit or loss would reflect the result that would
have been recognised for such financial assets
under IAS 39, thus reducing additional volatility
that could otherwise arise when IFRS 9 fair
valuing of assets is applied in conjunction with
existing IFRS 4 cost models for insurance
liabilities.

At the September meeting the Staff
recommended that a reporting entity should be
permitted to make an overlay adjustment in
respect of financial assets that meet both of the
following criteria:

(a) the financial assets are designated by the
entity as relating to contracts that are within the
scope of IFRS 4; and

(b) the financial assets are classified as fair value
through profit or loss (FVPL) in accordance with
IFRS 9 and would not have been classified as
FVPL in accordance with IAS 39.

An entity may change the designation of financial
assets as relating to contracts within the scope of
IFRS 4 only if there is a change in the
relationship between the financial assets and
contracts that are within the scope of IFRS 4.

All thirteen IASB members present agreed with
this decision. One IASB member was absent.

Although some Board members suggested
incorporating more guidance on what constitutes
eligible assets relating to insurance activities, the
Board supported a principle-based
recommendation. The thirteen Board members
present voted that an entity should apply the
overlay approach prospectively to financial assets
when the eligibility criteria are met and cease
applying the overlay approach when financial
assets no longer meet the eligibility criteria. The
related accumulated balance in OCI should be
recycled to profit or loss. This accounting would
apply to situations such as asset transfers within



www.pwc.com/insurance

Page 5 of 10

an entity that has both insurance and non-
insurance activities.

The thirteen IASB members present agreed to
transition provisions as follows. An entity would
apply the overlay approach retrospectively only
when it first applies IFRS 9, as an adjustment to
the opening balance of OCI. An entity should
restate comparative information to reflect the
overlay approach only if the entity also restates
that comparative information in accordance with
IFRS 9. An entity should stop applying the
overlay approach when it applies the new
insurance contracts standard and is also
permitted to stop applying the overlay approach
in any reporting period. When an entity stops
applying the overlay approach it should reclassify
any accumulated balance in OCI to retained
earnings at the later of the beginning of the
earliest reporting period presented or the
beginning of the reporting period when the
overlay approach was first applied.

A few Board members were concerned with the
flexibility in the designation and de-designation
of the eligible assets and with stopping applying
the overlay approach. One Board member
commented that this is an unavoidable
consequence of the overlay approach and
believes it is acceptable considering the
temporary nature of the measures.

On the question of presentation of the overlay
adjustment in the statement of comprehensive
income, 8 out of 13 Board members present
agreed that an entity that applies the overlay
approach should present a single line item for the
amount of the overlay adjustment in the profit or
loss or the other comprehensive income section
of the statement of comprehensive income or
both.

A few Board members who disagreed thought
that it was important for the overlay adjustment
to be shown in a separate line item on the face of
the statement or profit or loss. The Staff noted
that if the overlay adjustment is presented as a
separate line item in profit or loss, it should be
presented after the shadow accounting
adjustment and before income tax.

With regard to an entity’s disclosures about the
overlay approach, 9 out of 13 Board members
present agreed with Staff proposals set out in the
Staff paper. These include disclosure of an
entity’s policy for determining the financial
assets for which the overlay adjustment has been

made, the financial assets to which the
adjustment has been made, the adjustment
amount, and the effect of the adjustment on the
various line items in profit or loss, if not
separately identified on the face of the statement.
Disclosures of amounts relating to intra-group
transfers and re-designations are also required.

Disaggregating changes arising from
changes in market variables in the
statement of comprehensive income

Previously the Board decided that insurance
contracts are measured using current
assumptions. For contracts without participation
features, the entity may choose as its accounting
policy to disaggregate changes in discount rates
between profit or loss (locked in at inception, i.e.
cost basis) and OCI (difference between cost and
current measurement basis). At the September
meeting the Board considered the mechanics
related to disaggregation for various types of
participating contracts, including those
following the general model (such as universal
life insurance) and those following the variable
fee approach (also referred to as direct
participation contracts).

13 out of 14 Board members voted in favour of
extending to contracts with participating features
its previous decisions for contracts without
participation features that an entity should
choose, as its accounting policy, to either: (a)
disaggregate changes in market variables
between profit or loss and OCI, using a cost
measurement basis for profit or loss (or the
current period book yield approach if specified
criteria are met as described further below); or
(b) present insurance investment expense in
profit or loss using a current measurement basis.

An entity should apply that accounting policy to
groups of similar contracts and apply the
requirements in IAS 8 to any changes in that
accounting policy.

One Board member questioned the need for the
accounting policy choice. Another Board member
argued that the standard should provide an
option for both participation and non-
participation contracts to be measured at fair
value through profit or loss because the cost
basis measurement produces unexplainable
results. The Staff commented that allowing for
the current measurement basis through profit or
loss eliminates complexity of disaggregation.
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Participating contracts not eligible for
the variable fee approach and current
period book yield

The Staff recommended that for participating
insurance contracts, an entity should present
changes in estimates of the amount of cash flows
(e.g. due to changes in expectations of
discretionary interest crediting) that result from
changes in market variables in the statement of
comprehensive income consistently with (i.e. in
the same location as) the impact of changes in
discount rates. That is, if an entity chooses to
record discount rate changes through OCI,
changes in cash flows relating to market variable
changes would also flow through OCI. However,
as decided at a previous Board meeting, changes
in cash flows relating to changes in future
discretionary interest crediting that result from
reasons unrelated to changes in market variables
would be recorded through the contractual
service margin (CSM). 12 out 14 Board members
voted in favour of the recommendation.

A few IASB members commented that the
determination of a split between cash flow
changes due to market variable changes and
changes due to changes in the insurer’s
discretion unrelated to market changes was
complex and potentially difficult to discern. The
Staff noted that this was a judgement the entity
would need to make.

The Board decided not to be prescriptive in the
application of an effective yield approach for
accreting interest expense on the liabilities
through profit or loss for participating contracts
not eligible for the current period book yield
approach. Instead, entities would select a
consistent method for accreting interest, such as
a constant effective yield, projected crediting
rate, or other method that systematically
allocates interest expense over the life of the
contracts.

This decision was made through a unanimous
Board vote in favour of specifying that the
objective for all contracts of disaggregating
changes in the insurance contract liabilities
arising from changes in market variables
between profit or loss and OCI is to present
insurance investment expense in profit or loss
using a cost measurement basis. The difference
between the cost and current measurement basis
is recognised in OCI. The standard will not
specify detailed mechanics for using the cost
measurement basis.

Board members supported the setting of an
objective of disaggregation in the standard rather
than specifying mechanics of the calculation for
the following reasons:

 Due to different products issued by different
insurers in different jurisdictions it would
be hard to specify methods that would
appropriately reflect the economics of all
possible products. Setting an objective
allows for greater flexibility in selecting
suitable mechanics of the calculation.

 Setting an objective secures comparability of
information in different financial statements
and limits the possible range of choices
insurers potentially have. Setting a cost
measurement as an objective is in line with
other similar standards such as IFRS 9.
However a few board members thought a bit
more specificity with regard to
methodologies would be helpful. For
example, they noted that IFRS 9 specifies an
effective interest method and suggested that
examples of various acceptable methods
might be included in the basis of conclusion
such as the constant effective yield or
projected crediting method.

Participating contracts eligible for the
full variable fee approach with current
period book yield

The variable fee approach is applicable to direct
participation contracts where (a) the contractual
terms specify that the policyholder participates
in a defined share of a clearly defined pool of
underlying items, (b) the entity expects to pay
the policyholder an amount equal to a substantial
share of the returns from the underlying items
and (c) a substantial portion of the cash flows
that the entity expects to pay the policyholder are
expected to vary with the cash flows from the
underlying items.

Under the variable fee approach, the insurance
contract is viewed as an obligation to pay to the
policyholder an amount equal to 100% of the fair
value of the underlying items less a variable fee
for service.

The Board voted 9 to 5 to allow the “current
period book yield approach” for a sub-set of
contracts under the variable fee approach where
there are no economic mismatches between the
insurance contracts and the underlying items
held. This approach was described as a
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“modified objective” from the cost basis
approach.

The Board agreed that economic mismatches do
not exist, and thus the current period book yield
could be applied, when: (a) the contract is a
direct participation contract; and (b) the entity
either chooses or is required to hold the
underlying items.

Under the current period book yield approach,
discussed in detail at prior education sessions,
interest expense on the insurance contract
liability is an equal and opposite amount to the
investment income on the underlying items that
is reported in profit or loss. Any difference
between the interest expense reported in profit
or loss and the change in the insurance contract
recognised in the statement of comprehensive
income (i.e. the total change in fair value of the
underlying items) would be presented in OCI.

A few Board members expressing their support
for the modified objective noted that it minimises
mismatches between the valuation of assets and
liabilities. One Board member supported the
change in disaggregation objective as it would
result in an operationally simple and
understandable solution.

One Board member questioned why there could
be no single disaggregation objective for all
insurance contracts, e.g. minimising mismatches,
which would be simpler. The Staff commented
that for contracts where liabilities do not directly
depend on performance of assets, accounting
mismatches are inherent and unavoidable. For
example, the Staff noted that in a typical cost
basis measure (e.g. contracts providing a fixed or
discretionary crediting rate with no direct link to
invested assets), de-recognition of those assets
and recognition of a gain or loss on the asset side
would not result in an offsetting loss or gain on
the liability side. Thus, profit or loss mismatches
cannot be the basis for a disaggregation objective
for all insurance contracts.

One Board member disagreed with the current
period book yield approach for measurement of
liabilities arguing that it produces a meaningless
result in profit or loss, as it erodes the separate
reporting of assets and liabilities using their
respective cost bases. The Staff agreed that this
approach was precedent setting in permitting
adjustment of the cost model to eliminate
mismatches.

Accounting for changes between
current period book yield approach
and effective yield approach

When circumstances change such that the entity
is required to change between the effective yield
approach and the current period book yield
approach (and vice versa) the Board voted
unanimously to recognise the accumulated
balance in OCI in profit or loss in the period of
the change and future periods such that the
opening accumulated balance in OCI would not
be restated nor would prior period comparatives.

The Board rejected approaches that would have
recognised the accumulated balance in OCI in
profit or loss immediately in the period of the
change, or retained the accumulated balance in
OCI indefinitely. It was noted that restatement
was not appropriate, as the situation results from
a change in circumstances (change in perfect
match between assets and liabilities) and is close
in nature to a change in estimate. Immediate
recycling in profit or loss was rejected, with one
IASB member noting that there is no economic
event that would warrant immediate recognition.

Transition requirements for
participating contracts

When retrospective application on first
application of the new insurance contracts
standard is impracticable, the Board decided in a
13 to 1 voted to permit a simplified approach for
determining the accumulated balance of OCI for
contracts in which changes in market variables
affects the amount of cash flows, as follows:

(a) for contracts with the disaggregation
objective to present insurance investment
expense using a cost measurement basis in profit
or loss (i.e. those applying the effective yield
approach), the accumulated balance in OCI for
the insurance contract is zero;

(b) for contracts with the modified
disaggregation objective (current period book
yield approach), an entity should assume that the
accumulated balance in OCI is determined as
follows:

(i) when the items held are measured at
FVPL, there would be no amounts
accumulated in OCI; and

(ii) when the items held are measured at cost
in profit or loss, the accumulated balance of
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OCI for the insurance contracts would be the
difference between the items held measured
at cost and their fair value.

One Board member warned that the drawback of
the recommended approach is that the effect of
no retrospective application for contracts with
the non-modified disaggregation objective would
be the lack unwind in subsequent reporting
periods that would affect performance of insurers
after initial application of the standard.

Avoiding accounting mismatches
arising from use of the variable fee
approach combined with hedging
activities

At the September meeting the IASB considered
approaches to address accounting mismatches
resulting from applying the variable fee approach
when an insurer uses a derivative measured at
fair value to mitigate the financial market risk
from the guarantee embedded in the insurance
liability. The mismatch occurs because the
derivative is measured at fair value through
profit or loss while the related change in the
value of the guarantee embedded in the
insurance liability is accounted for as an
adjustment to the contractual service margin and
allocated to profit or loss over the coverage
period.

Approaches to minimise accounting
mismatches

The Board considered three approaches:

Approach 1: allow entities to account for
contracts with direct participation features using
the general model of accounting for insurance
contracts (instead of the variable fee approach);

Approach 2: allow entities to recognise in profit
or loss changes in the value of the guarantee
embedded in the insurance contracts,
determined using fulfilment cash flows; and

Approach 3: allow entities to recognise in profit
or loss changes in the fair value of the guarantee
embedded in the insurance contract.

11 out of 13 Board members present supported
permitting entities to use Approach 2.

Some Board members supported Approach 2
because it better reflects the economics of the
transaction. The use of derivatives changes the

economics of the transaction and thus changes in
the hedged portion of the insurance liability
should be accounted for in profit or loss
consistent with the hedging derivative.

A few Board members noted that the decision
about separating cash flows relating to the
guarantees seemed to contradict the prior
decision of the Board not to bifurcate such
guarantees from insurance contracts. The basis
for that, as argued by many preparers, was that
the guarantee cash flows are highly
interdependent with the other cash flows in the
insurance contract and thus are inseparable. The
Staff clarified that the measurement basis for the
guarantees does not change (fulfilment value)
and that valuing the guarantees at fair value
would still be a complicated procedure for many
insurers. The Staff explained that is essentially
the reason for not bifurcating the guarantees
from the insurance contracts. Approach 2
suggests only to change the presentation of the
guarantees measured on the same basis as under
the variable fee approach. One Board member
added that during the outreach users indicated
that fulfilment cash flows were the most
important information for them and that
Approach 2 does not change measurement of the
fulfilment cash flows.

One Board member also questioned if accounting
for the guarantee in profit or loss would result in
additional mismatches rather than reducing the
mismatches from applying the variable fee
approach, because the guarantee’s measurement
basis (fulfilment value) would be different from
fair valuing of the derivatives hedging the
guarantees. The Staff explained that accounting
mismatches will be reduced though not fully
eliminated and that full elimination of
mismatches would not be possible in this
situation. The extent of the mismatches will
depend on the approaches used to measure the
guarantees.

Some Board members supported Approach 1 as
they thought that it was simpler and more
transparent, while Approach 2 seemed to be an
overly “generous” provision for direct
participating contracts in comparison to other
insurance contracts.
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Eligibility criteria

All Board members agreed that an entity should
be permitted to use Approach 2 if certain criteria
are met: (1) where hedging is consistent with the
entity’s risk management strategy, (2) an
economic offset exists between the guarantee and
the derivative without considering accounting
measurement differences; and (3) the credit risk
does not dominate the economic offset. Before
applying Approach 2 an entity would be required
to document, before it starts to recognize
changes in the value of the guarantee in profit or
loss, its risk management objective and the
strategy for using the derivative to mitigate the
financial market risk embedded in the insurance
contract. An entity should discontinue using the
approach prospectively from the date on which
the economic offset does not exist anymore.

Disclosure requirements

The Staff recommended that an entity should
disclose as part of the reconciliation of the
contractual service margin the cumulative effect
of recognising changes in fulfilment cash flows of
the guarantee in profit or loss instead of as an
adjustment to the contractual service margin.

Some Board members did not agree with the
Staff recommendation, arguing that disclosing
changes in the guarantee together with the
contractual service margin would be misleading
in this case as the changes do not adjust the
contractual service margin. The Staff will present
the amended recommendation on disclosure at a
future meeting.
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