
Highlights:

The purpose of the meeting was for the FASB to address two
issues that were previously discussed with the IASB at the January
joint meeting. 

•    Policyholder behavior: measurement of policyholder
renewal options

•    Use of deposit floor in measuring insurance contracts

Four of the five FASB Board members voted in tentative support
for the staff recommendation and previous IASB decision that
policyholder options, forwards, and guarantees related to the
insurance contract's existing coverage should be measured using
a look-through approach; i.e., by measuring the expected future
cash flows relating to the option. One member strongly supported
the alternative approach of valuing the option using a
mathematical model such as a binomial pricing model. The FASB's
vote was tentative, pending additional research results from the
staff confirming that there were no known approaches for directly
valuing an insurance contract using an option pricing model.

On the topic of deposit floor, the Board was asked whether a
deposit floor (e.g., cash surrender value) should be used in
measuring the insurance liability. The Board provided tentative
support (4/1) for the staff recommendation that no deposit floor be
imposed. Such an approach was considered by the majority as
being inconsistent with an "expectations" model. However, it was
noted that current IFRS guidance imposes a deposit floor on
certain financial liabilities, further highlighting the importance of
and need for a crisp definition of an insurance contract to avoid
potential accounting arbitrage. As a result, the Board made their
vote tentative, pending further discussion at the March joint
meeting on definition of an insurance contract.

Detailed discussion:

Policyholder behavior

The staff noted that at the joint Board meeting in January, the
FASB had not been ready to vote on the issue of how renewal
options, forwards, and guarantees on existing contracts should be
measured. The three choices presented by the staff for measuring
features such as renewal options in existing contracts included
valuing the options based on:

•    a similar market component (e.g., based on transactions in
which insurance companies buy and sell contract renewal
options to each other)

•    a mathematical model such as a binomial pricing model, the
lattice approach, or Black Scholes

•    a look-through approach, i.e., based on expected future cash
flows related to that option

The staff noted that the look-through approach for valuing
optional components of a contract was consistent with the
position the Board has taken on two other projects, revenue
recognition and leasing.

Most of the Board members supported the IASB decision and staff
recommendation to use the look-through approach. However, one
Board member strongly supported using an options pricing model
for the renewal options, and, it appeared, for the basic contract
itself, rather than the proposed building block approach. He
seemed to challenge the statements made in a staff paper
supporting the January joint meeting that there was no market
for insurance renewal options or any formulistic approach for
valuing the options directly, suggesting that they explore a
binomial pricing model. He believes that an options pricing model
is superior to a building block approach because it is a more direct
measure that integrates all the components of measurement,
including the volatility and time value components of an option,
into one calculation. In comparison, he believes that the explicit
components of a building block approach, especially the less than
clearly defined risk adjustment, leaves too much room for earnings
manipulation.

One Board member noted that the inputs to an options pricing
model would suffer from the same shortcomings (unobservable
inputs) as the building block approach, to which the Board
member supporting the options pricing model responded that
there was a much wider dispersion of choices for risk margin than
for volatility factors. A staff member noted that various calculation
methods for risk margins are used today in fair value
measurements of insurance-related liabilities.
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There was some acknowledgement by several Board members
during the discussion that an option pricing model and a look-
through approach should or could yield substantially similar
results, until another Board member noted that a potential
difference was that while a risk margin was a one sided measure,
capturing risk aversion, a volatility factor in an options pricing
model is not one sided as it considers both positive and negative
variances. The Board member in favor of option pricing noted that
in binomial pricing there is a "no arbitrage" assumption; it assumes
zero net profit. 

While the discussion ended with a tentative vote in favor of the
look-through approach rather than an options pricing model to
value renewal options, the Board asked the staff to update its
research on practices and concepts that exist on using binomial
and lattice approaches in valuing insurance contracts. The staff
commented that they would do so, but that experience to date
had not revealed the use of these methods in practice, or even in
theoretical discussions.

Deposit floor

The question being addressed was whether, similar to financial
instruments, a deposit floor ( a minimum liability amount) should
be imposed on the measurement of an insurance contract that has
a feature that allows a policyholder to demand immediate
repayment, such as the cash surrender value on a traditional whole
life insurance contract. The IASB has tentatively concluded that
imposition of a deposit floor would be inconsistent with the
concept of measuring insurance contracts using the expected
cash flows resulting from the contracts, which includes scenarios
concerning policyholder withdrawals.

One Board member noted that he supported the IASB and staff
view of not having a deposit floor, pointing out that using a deposit
floor would also raise question on how to integrate the liability floor
with the rest of the measurement model, and it would seem to
require a contract by contract valuation rather than a portfolio
approach. The "unit of account" issue is expected to be discussed
at a future meeting. 

Only one Board member seemed to strongly support the
imposition of a deposit floor, under the theory that a liability should
not be less than the amount the policyholder could demand from
the insurer at any time. The rest of the Board provided tentative
support for the staff recommendation that no deposit floor be
used, with several Board members suggesting that disclosure of
the deposit floor be made on the face of the balance sheet or in
the notes. However, it was noted that current IFRS guidance
imposes a deposit floor on certain financial liabilities, further
highlighting the importance of and need for a crisp definition of
an insurance contract to avoid potential accounting arbitrage.
(The FASB noted that in its current project on financial liability
measurement, the FASB has not imposed a deposit floor, but
instead is discussing a "current value" measurement.), The Board
made their 4/1 vote against a deposit floor tentative, pending
further discussion at the March joint meeting on the definition of
an insurance contract. One Board member noted that the direction
of the insurance project away from unbundling of deposit and
derivative components made the discussion of the definition of
insurance contracts even more critical. 
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