
Highlights:

The FASB discussed the definition of an insurance contract in
preparation for the upcoming March joint meeting. Issues
discussed included the concepts of indemnification versus
compensation, contracts "on the fringes" of meeting the definition
of insurance under IFRS 4, and the current US GAAP requirement
for risk transfer of significant underwriting and timing risk versus
the IFRS 4 requirement of significant underwriting or timing risk.

The second half of the meeting involved a discussion on risk
margins between the FASB and Rob Esson, who represented both
the National Association of Insurance Commissioners (NAIC) and
the International Association of Insurance Supervisors (IAIS). The
IAIS is an international organisation composed of insurance
supervisors from more than 190 jurisdictions. 

Detailed discussion:

Insurance Contract Scope and Definition

The FASB recognizes that, as part of Phase II, the IASB does not
expect to make any major changes to the existing definitions of an
insurance contract and insurance risk provided in IFRS 4, as the
IASB staffbelieves existing guidance is "about right." IFRS 4,
issued in 2004, provides detailed definitions and examples of
insurance risk and insurance contracts. However, the FASB needs
to determine whether it is comfortable with these definitions and
understand the difference between these definitions and those in
current US GAAP. In addition, the staff have identified a number of
products, some of which are issued by entities other than
insurance enterprises, which some could interpret as meeting the
definition of an insurance contract and thus be subject to the
scope of the proposed insurance contracts standard.

The staff noted that several differences between the current US
GAAP model and the IFRS 4 model, including

•    the concept that an insurance contract provides
indemnification for loss (US GAAP) versus the IFRS 4 notion of
compensation for loss

•    distinguishing between insurance and financial risk -the
concept of significant insurance risk

On the subject of indemnification versus compensation, current
US GAAP literature describes insurance as providing
indemnification to another party for a loss suffered as a result of a
fortuitous event. The IFRS 4 definition is substantially similar, but
uses the term compensation rather than indemnification, defining

insurance as a contract under which the insurer accepts significant
insurance risk by agreeing to compensate the policyholder if a
specified uncertain future event adversely affects the policyholder.
The IASB staff noted that insurance provides compensation only if
the insured has suffered a loss, and thus is not substantially
different from the concept of indemnification. The concept may
actually be a more accurate description of contracts that are
thought of as insurance today under US GAAP, such as life
insurance and business interruption, where the payment is not
limited to the amount equal to the financial loss or impact of the
adverse event, so is not true "indemnification for loss."

Under current IFRS guidance, financial guarantee contracts are
considered financial instruments subject to IAS 39, but with a
limited exception allowing IFRS 4 insurance treatment. Under US
GAAP, financial guarantee contracts are considered a type of
insurance contract. The group discussed a financial guarantee
insurance contract and compared it to a credit default swap (CDS),
where the former requires that a specific adverse event occur (a
default) and that the insured has actually suffered a loss from that
default, while a CDS often compensates the counterparty based
on other triggers unrelated to the actual default of the referenced
instrument, and even if the counterparty is not exposed to loss.

With regard to warranty contracts, the staff noted that warranty
contracts offered by third parties would seem to meet the
definition of insurance. In contrast, a manufacturer's warranty
would instead be included in the revenue recognition project, given
that it is described as satisfying an existing performance obligation
under the sale. 

The staff mentioned an extended maintenance contract as a
similar type of contract for which it was unclear as to whether it
would fall under insurance or revenue recognition. An example
given was the outsourcing of airplane maintenance. A Board
member followed this example with roadside assistance clubs or
programs such a Triple A, where it was noted that some structures
are regulated as insurance and follow insurance accounting, while
others are accounted for as service businesses. Residual value
insurance and healthcare (e.g., HMOs) were mentioned as two
other types of protection that were "on the fringes" of the
insurance contract definition. The staff expects to bring the "fringe
contract" list back to the Boards in March.
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The discussion moved on to the definition of insurance risk,
where it was noted that the current US GAAP requirement for
risk transfer is significant underwriting and timing risk versus the
IFRS 4 requirement of significant underwriting or timing risk. A
FASB member and several staff commented that the US GAAP
definition seemed to be tighter, thus guarding against abuses such
as finite reinsurance. However, it was noted that life insurance
could be considered to have only timing risk (because death is a
certainty), and yet life insurance was considered insurance under
US GAAP, suggesting that the US definition was flawed. One
Board member responded that there was underwriting risk
(uncertainty as to amount) in both life and term insurance due to
the fact that a policyholder could terminate (lapse) the policy prior
to payment (death).

A Board member recalled that the Board wrote the definition of
insurance risk in FAS 113 to include both underwriting and timing
risk in response to contracts that were being executed after a loss
event had occurred in an attempt by the purchaser to smooth
losses. A staff member agreed, reiterating a previous point that the
US GAAP definition seemed to be more substantial and guarded
against accounting abuses such as finite loss contracts. He noted
that the requirement for "commercial substance" in IFRS 4 seemed
to be a much lower threshold than the "reasonable possibility of
significant loss" criteria in FAS 113, and even after FAS 113 was
effective, practice emerged that seemed to indicate that this
threshold might not be sufficiently robust enough to prevent
manipulation. 

One Board member responded that perhaps the definition of
insurance was not as important given that the proposed insurance
model unlocks assumptions each period and requires discounting,
leaving less room for accounting arbitrage between insurance and
financial instruments. The staff reminded the Board that this issue
was important from the standpoint of contracts that might
included embedded derivatives that would otherwise be required
to be fair valued, or other non-insurance features that might
otherwise be subject to a different measurement model, given the
general direction of the project away from unbundling if
components of the contract were "interdependent."

Discussion with Regulatory Representative

The representative, Rob Esson noted that he would try and
respond to the several questions posed to him by the Board in
prior correspondence, which appeared to cover the topics of risk
margins and deposit floor. Esson started out by saying that
whatever insurance model is ultimately chosen, it must reflect the
business model and economics of insurers, and would probably
involve a mix of pragmatism and theory. 

Esson referred to the discussion paper published by the
International Actuarial Association in April 2009, Measurement of
Liabilities for Insurance Contracts: Current Estimates and Risk
Margins, throughout his discussion, noting that the work
performed by the ad hoc group of the IAA was requested by the

IAIS. Esson noted that the paper had come to the conclusion that
measurement of insurance liabilities ought to include a risk margin.
Esson pointed out that while the ad hoc working group conclusion
was that the cost of capital method (without simplification) is the
most risk sensitive and is the method most closely related to
pricing risk in other industries, the group also noted that it can be
very challenging to implement in practice. Esson said that from the
US regulators' perspective, the ability of insurers to produce a
reliable risk margin amount with a high degree of confidence is
questionable. He noted that if a quantile approach is used instead,
there are equally challenging measurement issues, especially in
trying to estimate the tail in the distribution.

Esson pointed out that in response to the IASB 2007 discussion
paper on the insurance contracts project, the NAIC had proposed
that the risk margin be calibrated at inception to the premium,
given the difficulty in attempting to measure a risk margin directly.
A Board member responded that this in effect was the "composite
margin" alternative discussed by the Boards. 

The Board member asked whether Esson would agree that if a
composite margin were used rather than an explicit margin, the
composite margin would not be remeasured, but only amortized.
Esson responded that in his view the composite margin would
indeed be remeasured. Further discussion ensued about how one
would "remeasure" a composite margin that at inception was
arrived at by deduction (i.e., as the difference between the present
value of probability weighted cash flows and expected premium.)
Esson responded that there were various ways that
remeasurement could be accomplished, including one method
that would revise the composite margin proportionally in relation to
the changes in the present value of cash flows. For example, if the
original relationship between present value of cash flows and the
composite margin was 20%, that relationship would be kept
constant with the latest estimates of cash flows by adjusting the
composite margin. The Board member responded that such an
approach seemed to destroy the concept and purpose behind a
risk margin, as it assumes the same level of uncertainty over the
life of the product.

Later in the discussion, Esson noted that the IAIS had written a
letter to the IASB outlining its views on how the Board's currently
proposed model (which includes an explicit margin as well as a
residual margin rather than just a composite margin) should be
implemented as it relates to the residual margin. The letter notes
that in situations in which a residual margin arises at inception in
the accounting for an insurance contract, the residual margin in
effect represents what would otherwise be a profit at inception.
Therefore, to the extent that there are adverse changes in cash
flows or changes in the explicit risk margin, the remaining portion
of the residual margin should be adjusted until it is exhausted, after
which any further adverse adjustments would be recognised
directly in income.

The discussion also touched on regulators' views on whether or
not a deposit floor should be included in the model. Esson noted



that if the approach to estimating insurance liabilities is based on
expected cash flows, then that model should be followed
consistently. He noted that the regulators could "handle" the risk of
early withdrawal through capital requirements for that source of
uncertainty. When asked his views on the likelihood of a situation
analogous to a "run on the bank," he noted that insurance
contracts differ from bank deposits in that when you withdraw
money from a bank, you are getting exactly what was owed, while
in an insurance contract surrender, you are giving up something of
value, the right to be provided future insurance coverage at the
contractual rates. He also noted that it would be unusual that all
policies would have a value lower than the deposit floor, and
pointed to the existence of state guarantee funds.

At the close of the discussion, one Board member noted that the
Board was in the process of trying to obtain better insight into how
risk margins would be calculated under various approaches, such
as the cost of capital and quantile approaches, and that this
objective has not been achieved. 

Additional Information

Questions on this summary and the FASB/IASB joint project can
be directed to: Mary Saslow (860-693-4407) a Managing Director
in the National Professional Services Group, who is part of both
the U.S. and Global Accounting Consulting Services groups.
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