
Highlights

The IASB/FASB held a joint Board meeting on 18 February 2010
where they discussed unbundling (including the accounting for
embedded derivatives), presentation in the performance statement
and variable and unit-linked contracts (separate accounts). The
Boards did not explicitly cover the paper on universal life
contracts, asset liability measurement mismatches or the paper on
targeted field test results. These topics are expected to be
discussed at a future meeting. The IAIS shared its views on the
tentative decisions that the Boards' have made to date.

The IASB tentatively agreed that the unbundling of a component of
a contract for recognition and measurement should not be
required if the components are significantly interdependent.
However, the terms significant and interdependent need to be
properly defined and will be discussed further at a future meeting.
The FASB did not vote on this issue.

While the IASB preferred the expanded margin presentation, the
FASB preferred the summarised margin approach but would
accept the expanded margin presentation instead in order to
achieve convergence. 

The IASB voted in favour of recognising assets and liabilities
associated with unit-linked contracts in the insurer’s balance
sheet. The FASB did not vote on this topic.

Presentation by the IAIS

Rob Esson of the IAIS (International Association of Insurance
Supervisors) addressed the Boards. He commented that the
Boards should consider the tentative decisions made to date from
the perspective of the total model being proposed to ensure that it
will result in useful information for the users and preparers of
financial statements of insurers. He indicated that the IAIS would
support a model under which any adverse changes in
demographic assumptions would be absorbed by the residual
margin since this contains an element of deferred profit. He
emphasised that any changes in observable economic
assumptions should be reflected within profit and loss.

He noted that the Board's tentative decision to expense
acquisition costs on day one without allowing any recognition of
day one revenue does not reflect the economics of how these
contracts are priced. The portion of future premium that have been
priced to recoup acquisition costs will be deferred in the residual

margin. This will always result in day one losses being recognised
even though the products written are profitable.

Unbundling

The staff presented two papers with different views on unbundling
at the meeting. The staff, although not specifically addressing the
paper on universal life insurance and other account-driven
contracts at the meeting, noted that the issues considered in that
paper as well as in the variable and unit linked contracts paper
also deal with unbundling to an extent. 

The staff introduced the topic by presenting a spectrum of
contracts ranging from term assurance (which would have no
investment account balance) to pure investment contracts which
would have no insurance elements. Between these extremes they
plotted types of contracts such as traditional whole life,
participating whole life, universal life, index linked contracts, unit
linked contracts and separate account contracts (moving more
towards investment contracts). 

They also presented a matrix which compared the one view on
unbundling (where components that are interdependent should not
be permitted to be unbundled for recognition and measurement
purposes) with an alternative view on unbundling (where the notion
of interdependence be applied only to situations where the
components cannot function independently). They also discussed
how this would be applied to account driven contracts and
variable and unit linked contracts.

One IASB member noted that he still did not fully understand what
was meant by the term interdependence. He saw no difference
between an insurance policy that has an investment account
against which mortality charges are levied and a policyholder that
has a separate bank account against which the insurer collects the
regular mortality charges for death benefits being provided. He did
not see any interdependence in the above scenario. Another Board
member noted that one of the main features of long-term
insurance is to provide savings for retirement and from that
perspective it would make sense to unbundle the investment
elements in contracts.
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The staff indicated that the proposal in the paper on unbundling
(Paper 14C/39C) would result in less contracts being unbundled
(and hence would be recognised and measured using the
insurance contract model) as compared to the alternative view
presented (Paper 14D/39D) in which more contracts would be
unbundled. The staff noted that under the revenue recognition
project a single upfront payment with no cancellation option was
being considered. One key difference for insurance contracts is
that if you cancel one element, for example withdrawing the cash
account through a surrender option, the policyholder also has to
cancel the right to future insurance cover. In this scenario you
cannot cancel the two elements independently and the two
elements would clearly be interdependent. The staff pointed out
that although it may be easy to segregate and measure an
investment element of a contract separately, it would cause the
measurement of the remainder of the contract to be far more
complex.

One FASB member noted that he could see no reason why you
should not bifurcate in scenarios where the policyholder invests in
a policy which has separate account assets and the insurer merely
wraps a guarantee around it.

The staff noted that one of the big issues in the not too distant
past was the fact that guarantees were not being valued (both time
value of the guarantee as well as its intrinsic value). The staff also
alluded to the fact that insurance risk has to be significant in
contracts to be classified as insurance contracts, referring to the
example in the IFRS 4 implementation guidance of a unit linked
contract that provides a benefit of 101% of the unit value on death
(which would not be insurance).

An IASB member noted that if the Boards agree to the notion in
the paper on unbundling (limited unbundling), that in effect also
answers the question that the staff has posed on the treatment of
embedded derivatives. He also noted that he believes if one
includes all the elements of the contract into one measurement
model that it will not result in useful information being presented to
the users of the financial statements.

The staff noted that they would have to better articulate what is
meant by interdependence. They also noted that the Insurance
Contract discussion paper proposed a method whereby the entire
contract was first measured using the measurement for insurance
contracts. The investment contract element would then be
measured (allowing for the deposit floor) and the difference would
be treated as the insurance element in the contract. The staff
noted that respondents did not support this approach.

A FASB member noted that the alternative paper on unbundling
provided him with great insight. He noted that contracts to the one
side of the spectrum of contracts, applied the principle of pooling
of assets to spread insured losses across the population of
policyholders. For these contracts the proposed model for
insurance makes sense. Opposed to this, unit linked contracts
which are at the other end of the spectrum where specific

investment accounts are maintained for each policyholder, should
in his view be unbundled.

Another FASB member noted his dislike of the paper on
unbundling which relied heavily on the fact that the proposed
measurement model values all expected cash flows to argue
against unbundling in most cases. He argued that a policyholder
could withdraw funds from a policy but still leave enough funds in
the policy to cover mortality charges and hence would not be
required to cancel all elements of the contract.

The staff noted that the Boards should guard against the risk of
generalising against the knowledge from specific jurisdictions and
that they should consider the holistic picture in arriving at a
solution/principles that could be applied to all scenarios for all
constituents.

A FASB member noted his discomfort with combining assets
under unit linked contracts with the assets backing other insurance
contracts and presenting the combined assets as being available
for all policyholders.

An IASB member responded that although he saw the merits of
the view presented above, insurers do take risk as well. He
indicated that he would like to separately account for all elements
in the contract but he was minded that one contract was issued
and that given the complexity in the contracts it would not be
worth the effort to split out all elements. He noted that the users of
the financial statements want to be able to project cash flows of
companies as well as be able to analyse the sources of profits
made. He noted that the Boards should not over-engineer the
accounting for insurance contracts.

Another IASB member raised his concern that the proposed model
would allow significant embedded derivatives to be included in
contracts and as long as the insurance element was significant,
these derivatives would not be separated in the proposed model.

A FASB member responded that the proposed model would
require the use of market observable inputs and as such he did not
have such a big concern with the proposed model. The staff noted
that the paper on unbundling did not make it clear that the
intention was that unbundling would only be required if
interdependence was not significant (not trivial). They indicated
that they would define what is meant by significant
interdependence for the Boards’ future consideration. The staff will
consider two specific areas of interdependence namely contracts
with account balances and contracts where the source of
interdependence is due to surrender value options.

An IASB member noted that in the Financial Instruments project
the Boards have decided to separate the credit risk and liquidity
premium elements although they are interdependent. He noted
that if the Boards concluded that contracts should be unbundled
then it would be challenging to determine how to separate the
different components.



In a tentative vote whether unbundling should not be required for a
component of a contract for recognition and measurement if there
are significant interdependence between the insurance and
investment components, 8 out of 15 IASB members were in favour
of this proposal. However, the terms significant and
interdependent need to be properly defined and will be further
discussed at a future meeting. The FASB did not vote on this topic.

Embedded derivatives

The Boards next considered the treatment of embedded
derivatives in insurance contracts and how the issue of bifurcating
embedded derivatives would fit in with the proposed application
for unbundling. The staff noted the importance of considering the
impact of separating embedded derivatives, given the
measurement model that is being proposed. The proposed model
is a current value using market observable inputs where available
and the impact on measurement whether embedded derivatives
are bifurcated or not, is not significant. 

The members of the FASB had mixed views as to whether the
principles in the unbundling paper or the alternative view on
unbundling should be used. An IASB member noted that once
the Boards concluded on the treatment to be followed for
unbundling that the decision on embedded derivatives would
easily flow from that.

A FASB member noted that if insurers were to include non-
insurance activities in insurance contracts then he would want
these elements to be separated.

In a vote whether insurers should apply the notion of
interdependence for bifurcation of embedded derivatives in
insurance contracts, 9 IASB members voted in favour of this (the
view presented in the paper on unbundling). The FASB did not
vote on this topic.

Presentation

The staff proposed that the measurement approach should drive
the presentation model for the performance statement. They
proposed that a summarised margin approach or an expanded
margin approach be followed disclosing the following minimum
elements on the face of the performance statement:

•    the release of the expected margin during the period;

•    the difference between the expected cash flows and the actual
cash flows for the period;

•    changes in estimates (remeasurements);

•    results from investments, showing separately interest income
and interest on the insurance liability.

One IASB member noted that he did not support the traditional
premium allocation presentation since he would not include the
deposit element in the performance statement. He was supportive
of the expanded margin approach.

A FASB member noted that they had not yet concluded on
unbundling but if the deposit elements were unbundled and you
allocated premium income to the elements of the contract then the
traditional premium allocation method could be followed.

The staff noted that the Boards should consider single premium
contracts in subsequent years, for example in year 10. It would be
challenging to allocate premium income over the term of the
contract. Given the proposed measurement model a margin
approach will present more useful information.

A FASB member noted that subject to the Boards’ decision on
unbundling, he could support both the summarised margin
approach and the expanded margin approach given the
measurement model adopted. He noted that the expanded margin
approach would be better aligned with the unearned premium
approach applied to short duration contracts, especially for
presentation by composite insurers.

An IASB member indicated that he supported the summarised
margin approach disclosing the elements as listed above as this
will provide users with information about the key profit drivers in an
insurance business. He noted that he would be able to support the
expanded margin approach to align with the presentation that will
probably be followed for short duration contracts. He suggested
that the Boards should expose both the summarised and
expanded margin model for comment.

13 IASB members voted in favour of the proposed minimum
information to be presented in the performance statement. The
FASB agreed with this and noted that the exposure draft should
ask users if the proposed information is sufficient. In a vote which
of the two margin approaches should be followed, 6 IASB
members voted in favour of the summarised margin approach and
9 members in favour of the expanded margin approach. The FASB
noted that they would prefer the summarised margin approach but
would not object to the expanded margin approach. Their
preference for the summarised margin approach stems from the
fact that they do not like the added layer of calculation to derive a
revenue number.



Variable and unit-linked contracts –
separate accounts

The purpose of discussing the accounting for account-driven
contracts was to address the questions about whether the
invested fund into which the premium is deposited represents an
asset and corresponding liability of the insurance entity. 

The staff primarily considered separate account assets commonly
found in the United States because of the stringent legal
requirements imposed on these funds (legally isolated and
bankruptcy remote). The argument being that if they concluded
that these assets should be on balance sheet for the insurer, given
the stringent legal requirements, then the assets in other
jurisdictions would also be on balance sheet. They noted that their
view swayed between on and off balance sheet treatment but
ultimately they had concluded that the assets represent the assets
of the insurance entity.

An IASB member noted his concern that the paper was trying to
ensure that a consistent treatment would be followed by insurers
globally without applying the principles in the framework to the
specific facts and circumstances in different instances. He noted
that in his view, when applying the principles in the derecognition
project to separate account assets that the assets would probably
not be recognised by the insurer.

10 IASB members voted in favour of recognising assets and
related liabilities associated with unit linked contracts, including
those defined as separate accounts, as those of the insurer in the
statement of financial position. The FASB did not vote on this. In a
vote considering whether the consolidation of investment funds
associated with unit-linked contracts should be addressed in the
consolidation project a clear majority of the IASB and 4 of the 5
FASB members voted in favour of this.

The Boards did not discuss asset liability measurement
mismatches or explicitly discuss universal life contracts and these
are expected be discussed at a future meeting.
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