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Highlights
The IASB and FASB held a joint Board meeting
on 2 February 2011 where the staff
recommended that acquisition costs that are
direct and incremental at the portfolio level for
sales force contract selling, underwriting,
medical and inspection and policy issuance and
processing functions should be included as
contractual cash flows of the insurance
contract. The staff proposal includes a wider
scope of costs than the exposure draft, which
proposed that such costs be limited to those
that are incremental at the contract level.
A narrow majority of the FASB was in favour of
the staff proposal, with costs limited to those
that relate to successful efforts, while a
minority favoured the exposure draft view.

A majority of the IASB was also in favour of the
staff proposal, but was split on whether the
acquisition costs to be included should be for
successful efforts only or for both successful
and unsuccessful efforts. However, the Boards
were unclear on the definitions of "direct" and
"incremental" costs and as a result the staff will
bring this issue back to the Boards at a future
meeting after clarifying these terms and
drafting implementation guidance. Most who
voted in favour of the staff proposal appeared
to support inclusion of some portion of direct
costs such as sales and underwriter salaries,
but wanted to exclude overhead costs such as
rent, depreciation, and other administrative
costs. The FASB also expressed a leaning
toward including acquisition costs as a separate
asset rather than including them in contract
cash flows.

In the session preceding the insurance session,
the Boards discussed the treatment of
acquisition costs in the joint revenue
recognition project and both Boards were
leaning towards recognising as an asset those
recoverable incremental costs of obtaining a
contract incurred at the individual contract
level rather than the portfolio level.

The Boards did not have time to discuss the
paper on the insurance contracts project
assumptions and this will be discussed at the
main February joint meeting.

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, these 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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The FASB held an informational Board meeting on 3 February to
discuss the discount rate to be used in valuing insurance
contracts. Two members of the American Academy of Actuaries
(AAA) presented to the Board on reconciling and understanding
the top-down and bottom-up approaches. The purpose of the
meeting was educational and no decisions were made. Notes of
the session will be available.

Insurance project acquisition costs
The staff recommended that some acquisition costs should be
included in the initial measurement of insurance contracts as
contractual cash flows and all other acquisition costs should be
expensed as incurred. Under the staff proposal, acquisition costs
included in the cash flows of insurance contracts would be
limited to those that are direct and incremental at the portfolio
level for sales force contract selling, underwriting, medical and
inspection, and policy issuance and processing functions. The
staff explained that direct costs are those costs incurred in
obtaining a contract that result from direct interaction with the
policyholder but would exclude stepped variable/overhead
costs. Costs included in the cash flows would be limited to those
relating to successful contracts (e.g. include only 50% of an
internal sales employee's salary who spends 50% of his time on
policies ultimately issued by the insurer, with the other 50%
spent on unsuccessful efforts, other indirect activities and idle
time). The staff proposal resulted in part from agreement with
constituents' views that the type of distribution system (e.g.
commission based, salaried sales force, or direct response
advertising) should not dictate the inclusion or exclusion of
acquisition costs. The staff noted that the limitation to successful
contract sales is meant to provide consistency with other project
proposals, such as revenue recognition, where only costs
associated with successful contracts will be capitalised.

An IASB member noted that a single sales force could sell both
investment and insurance contracts and questioned the
rationale for having a different accounting treatment for
insurance contracts (direct and incremental at portfolio level)
versus investment contracts (incremental at contract level).
However, the view that insurance contract acquisition costs
should not be treated differently from those in financial
instruments, revenue recognition, or leasing was a minority
position expressed by only a few other FASB and IASB members
throughout the discussion. The majority noted that the unique
nature of the insurance transaction, the distinctly different
measurement model, and the portfolio unit of account were all
differentiating factors from the other projects that justified a
different accounting.

An IASB member noted his agreement with the concept of the
portfolio as the unit of account for insurance, with the rationale
being that unlike other industries, insurance is based on the
concept of the law of large numbers. However, under the
portfolio view, he believed that the incremental cost of
originating the portfolio should include the costs incurred on
unsuccessful as well as successful contracts. Several other IASB
members expressed similar views, noting in addition that
insurance contracts are priced to recover both successful and
unsuccessful acquisition costs. One IASB member disagreed,
indicating that in his view, a portfolio of contracts should be an
accumulation of only successful contracts. On balance, a large
majority of the IASB favoured the move from inclusion of
contract level acquisition costs to portfolio level acquisition

costs, but were split as to whether the acquisition costs to be
included should be for successful efforts only or for both
successful and unsuccessful efforts.

Three of the FASB members expressed their support for the staff
proposal to include direct and incremental acquisition costs at
the portfolio level, for reasons similar to those noted by IASB
members. A FASB member commented that sales and
underwriting salaries would be directly related to the sales
effort and she therefore agreed with the staff’s proposal to
include a portion of direct costs relating to successful contracts.
The two other members would prefer to retain the contract level
incremental acquisition costs provision for consistency with
other projects. The FASB members supporting the inclusion of
portfolio level acquisition costs would include only those direct
costs relating to successful contract efforts. This view is
consistent with the recently issued FASB guidance on deferred
acquisition costs, and with the FASB proposal for loan
origination costs. However, the FASB preference is to include
acquisition costs as a separate asset rather than including them
in contract cash flows. 

An IASB member noted that how the definition of a "portfolio" is
interpreted in practice could result in dramatically different
answers in the accounting for acquisition costs between
companies. The ED defines portfolio as insurance contracts that
are subject to broadly similar risks and managed together as a
single pool. Different insurers manage their businesses
differently and therefore portfolios as defined would differ. This
would result in a different measurement of the insurance
contract liability when considering direct and incremental
acquisition costs at the portfolio level.

An IASB member noted that many different industries price
their products to recover all costs incurred, including overhead,
and yet do not include all such costs as part of contract costs. He
questioned why insurance should be treated differently and
where one should draw the line in the measurement of the
insurance contract. 

Both IASB and FASB members struggled with the staff proposal
to include costs that are "direct and incremental" at the portfolio
level, with some believing that "incremental at the portfolio
level" should be sufficient, and others not understanding the
exact definition of either "direct" or "incremental" and whether
such terms could potentially include certain overhead costs. The
staff explained that the reference to "direct" was needed in part
in order to clarify that indirect costs, such as rent, depreciation,
electricity and other overhead would not be included, even if
such costs were deemed to be "incremental" at the portfolio level
(e.g., even if additional building space was occupied as a result
of housing additional sales personnel for a new product
portfolio). Direct costs would however include the portion of
salaried sales force and underwriting department activities
relating to successful contract sales. A FASB member noted that
the proposal also needed to refer to "direct costs" and not just to
incremental costs because a salaried sales force may be engaged
to sell products relating to two or more portfolios, the salaries
for which would not meet the definition of incremental to any
individual portfolio but nevertheless would be directly related to
product acquisition efforts. 
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Despite the earlier staff clarification, additional questions were
raised throughout the discussion as to whether the "incremental
and direct cost" definition was meant to include various types of
overhead costs such as software and company cars, to which the
staff clarified that it would not. Several board members
suggested that this cut off seemed somewhat rules based, but
suggested that they could accept the model if sufficient
implementation guidance were provided that specified the
categories of costs to be included. Later in the meeting the
Boards agreed unanimously with the staff recommendation that
additional implementation guidance should be provided.

The lack of clarity on what was meant by "direct and
incremental costs" was evident in the IASB vote. 8 of the 10 IASB
members who voted were in favour of including some
acquisition costs in the measurement of the insurance contract,
and 10 of the 11 IASB members present voted in favour of
determining the acquisition costs to be included in the insurance
contract measurement at the portfolio level. However, on the
question whether to include incremental costs versus direct and
incremental costs the IASB was split and it was noted that the
staff would have to bring this topic back to the Boards at a future
meeting. The IASB was also split on the question of whether to
include acquisition costs pertaining to successful versus
successful and unsuccessful sales efforts. A narrow majority of
the FASB was in favour of the staff proposal, with costs limited
to those that relate to successful efforts, while a minority
favoured the exposure draft view.

Acquisition costs discussion in the revenue
recognition project
Both Boards agreed that the revenue project should not
comprehensively address all cost guidance that is currently
contained in other existing accounting literature (for example
inventory and intangibles), but that it should address the
treatment of costs of obtaining a contract. It was noted that the
staff is currently working on a cross cutting issues paper that will
document the decisions made in the revenue recognition, leases
and insurance contracts projects. The staff will not propose any
recommendations in the paper but the Boards can use it to
potentially achieve consistency in the proposals or justify the
different treatment of similar items due to different
measurement objectives. The purpose is to ensure that the
Boards’ decisions in different projects are not made in isolation.

The staff proposed that for the revenue recognition project,
acquisition costs to be capitalised as an asset should be limited to
incremental costs of obtaining a contract that are expected to be
recovered. Incremental costs are those costs that are directly
attributable to obtaining an individual contract that would not
have been incurred if the contract had not been obtained. This is
a change from the exposure draft, which proposed that all costs
be expensed as incurred. All but one of the FASB leaned towards
the staff proposal, as did a majority of the IASB, with the
minority expressing a preference to expense all acquisition costs
in line with the revenue exposure draft proposal.

During the deliberations leading up to the vote, a FASB member
noted that some of the key considerations to address for each
project would be the unit of account (individual contract vs.
portfolio of contracts), the inclusion or exclusion of overheads
and the inclusion of acquisition costs for only successful sales
efforts or for successful and unsuccessful sales efforts. There was
some uncertainty over the unit of account that was being
considered. The staff noted that the definition was intended to
only address successful sales efforts and therefore the unit of
account was intended to be the contract level. The definition of
incremental costs refers to directly attributable costs that would
not have been incurred if a specific contract had not been
obtained. It was noted that this would cause a difference with
the leases project and the latest staff proposal for the insurance
project.

An IASB member observed that if a portfolio approach were
followed (as is now being proposed by the staff for insurance),
guidance would be required on how to account for acquisition
costs incurred in one period when contracts are signed in a
subsequent period, especially if direct but non-incremental costs
are included. The staff noted that this is not an issue if costs are
limited to those that are incremental at the contract level, as
these costs would only be recognised as an asset once a contract
sales effort is successful. An IASB member that supported the
alternative proposal, where only those costs that are guaranteed
to be recovered are capitalised, did not believe that costs
deferred (under the majority view) met the definition of an asset
under the framework. The staff disagreed and noted that the
exposure draft explained that a contract asset could
conceptually arise as a result of obtaining a contract if the
measure of the remaining rights exceeds the measure of the
remaining obligations. However, the boards had chosen to
require that a contract asset and revenue be recognised only as a
result of satisfying a performance obligation in the contract. 
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