
Highlights

The Boards discussed the definition of an insurance contract
and the application of that definition to warranties, fixed-fee
service contracts, and residual value guarantees. The Boards
tentatively concluded that in defining an insurance contract, the
IFRS 4 term ‘compensation’ for loss should be retained rather than
switching to the FASB concept of ‘indemnification’ for loss.
The Boards then debated the IFRS 4 requirement for significant
underwriting or timing risk versus the current US GAAP risk
transfer requirement for significant underwriting and timing risk.
The Boards tentatively decided on an approach that is consistent
with IFRS 4, but with additional guidance that certain timing delays
might be so significant so as to disqualify a contract from risk
transfer. The Boards agreed that the evaluation of insurance risk
should be done using present values rather than absolute
amounts. The IASB expressed an initial preference for considering
the range of possible outcomes in assessing insurance risk
whereas the FASB preferred assessing whether there are
outcomes in which present values of cash outflows exceed cash
inflows. The Board will reconsider this further at a future meeting. 

In terms of scope, the Boards tentatively decided that
manufacturer’s and retailer’s warranties should not be included
in the scope of insurance guidance. Residual value guarantees
(not embedded in a lease or provided by a manufacturer, dealer or
retailer) not constituting a derivative should be in the scope of the
insurance contracts standard. The Boards expressed an initial
preference that the standard should exclude fixed fee service
contracts but this will be discussed further when the Boards
discuss health contracts. Further scope questions regarding
financial guarantees, investment contracts with discretionary
participation features will also be discussed in April.

The staff presented an additional observer paper on risk
adjustment in response to the Boards’ request following the risk
adjustment education session on 17 March 2010. The staff
proposed three ways to progress the matter. The first option was
to evaluate the identified risk adjustment methods in detail and
limit the methods available for estimating the risk adjustment.
The second was to refine the objective for the risk margin. The
third option was to reject a separate risk adjustment for insurance
contracts and pursue one single composite margin. The IASB, by
a narrow margin, decided to refine the objective and to include a
specific risk margin in the measurement model. However, the
FASB voted in favour of a composite margin. 

The Boards discussed participating contracts following the
November 2009 discussion to determine whether there was
a possibility of a common view by both Boards. Some staff
members recommended the view which treats payments arising
from the participating feature as contractual cash flows. Other
staff members recommended the view which recognises the
liability up to the amount of the legal or constructive obligation
and regards the remaining part as equity. The discussion only
considered participating contracts that transfer significant
insurance risk. The IASB confirmed its preference for payments
from participating features being treated as contractual cash flows
but the FASB had a narrow majority for only considering legal or
constructive obligations.

The Boards also discussed disclosure requirements. The staff will
expand the disclosure principles and categorise detailed proposed
disclosure requirements according to these principles.

Definition of an insurance contract

The staff noted that in discussing the definition of an insurance
contract, there are several concepts of interest, including: 

•    the notion of compensation versus indemnification; 

•    financial risk versus insurance risk;

•    the IFRS 4 requirement for risk transfer of significant
underwriting or timing risk versus the current US GAAP
requirement of significant underwriting and timing risk; and 

•    measuring the significance of insurance risk.

The staff provided a brief background on the development of US
GAAP risk transfer requirements, noting that the US GAAP
guidance developed out of a need to curb the accounting
arbitrage that resulted principally from the non-discounting of loss
reserves. In particular, “financial reinsurance” and other highly
structured contracts were used to give the appearance of risk
transfer (and achieve implicit discounting and financial
presentation benefits) in some cases by removing timing risk and
thereby stripping out underwriting risk. The US GAAP insurance
risk guidance written to stem this abuse therefore focused on the
need for significant underwriting and timing risk, and the

Joint IASB and FASB Board Meeting –
Insurance Contracts
PricewaterhouseCoopers Summary of Meeting
22–24 March 2010

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 FASB actions published in the FASB’s Action Alert and IASB Updates. 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 an Exposure Draft
or Standard.



reasonable possibility of significant loss. However, the US GAAP
requirements can lead to punitive results, for example, failing a
contract that has significant underwriting risk if there is any delay
in the reimbursement of losses. In addition, under the US GAAP
definition of insurance risk, life insurance contracts, which have
only timing risk but no underwriting risk (as death is certain), would
technically fail the definition.

The staff recommended preserving the IFRS 4 definition of an
insurance contract, and also to clarify that the analysis of
significant risk transfer should be done on a present value basis.
However, the staff noted that there was disagreement amongst
the staff as to how the analysis of risk transfer should be done.
One view, which some IASB staff believe is consistent with IFRS 4,
is to analyse risk transfer based on the amount of variability in the
range of possible outcomes, while the other view is to consider
the existence of a possible outcome in which the present value
of net cash flows under the contract is negative (more of a US
GAAP concept).

The Boards were asked whether there was any disagreement
with the staff’s proposal that the current IFRS 4 term
“compensation” for loss should be used rather than the FASB
concept of “indemnification” for loss. The staff noted that the
concept of “indemnification” provides a succinct description of the
intent of insurance that differentiates insurance contracts from
derivatives. Indemnification provides a means for the insured who
has suffered a loss to be made whole through either replacement
of the insured item or its monetary equivalent. On the other hand,
compensation could be viewed as a broader term, and, out of
context, compensation alone does not encompass the same
notion of making the insured whole. However, in the context of the
IFRS 4 definition of an insurance contract, the term compensation
is accompanied by the notion of the need for significant risk and
a specified uncertain future event that adversely affects the
policyholder. Used in this context, the staff paper argues that the
terms compensation and indemnification are similar if not the
same. IFRS 4 also distinguishes insurance risk from financial risk,
such that derivatives entered into to compensate against financial
loss would not be in the scope of insurance. With this background,
the Boards tentatively decided that they would accept the staff’s
proposal to use the IFRS 4 term “compensation for loss.” 

In the ensuing discussion, an IASB Board member asked whether
a contract that paid a policyholder if an insurable event occurred,
but the payment amount was indexed to the stock market, or
other contracts that paid more than compensation for loss, would
be accounted for as an insurance contract. The IASB staff noted
that in writing IFRS 4 and as a result of a previous Board inquiry,
an example was provided in IFRS 4 of a contract that paid one
million currency units if an asset suffers physical damage causing
an insignificant economic loss of one currency unit. The IFRS 4
guidance indicates that the contract is not an insurance contract
because it creates non-insurance risk for the issuer (to pay out a 
huge sum) and the issuer has not accepted significant insurance
risk from the holder. 

Other IASB and FASB Board and staff members asked questions
linked to previous meetings on bifurcation of contracts, as well as
what would constitute significant insurance. For example, how
would adding a non-insurance element to a contract that would
otherwise qualify as insurance on a standalone basis, or adding an
insurance risk to a non-insurance contract be accounted for? If the
insurance element were insignificant to the contract cash flows as
a whole, such as a universal life insurance contract with a $10
million account balance and an additional $100,000 payable upon
death, would the entire contract be treated as insurance or would
bifurcation be required? Would a credit card account that
promised $1 million in life insurance coverage when a plane ticket
is purchased on the account require separation of the multiple
elements? The chairman noted that while there seemed to be
agreement on the decision to use the IFRS 4 definition of
insurance contract and insurance risk, clarifying language to
address the points noted above would be helpful.

The Boards were asked specifically whether they agreed with
the IFRS 4 requirement that to qualify as insurance, a contract
must have either underwriting or timing risk versus the FASB
requirement for underwriting and timing risk. In addition,
underwriting risk under the FASB definition is based on uncertainty
as to the amount of payment, expressed in terms of ultimate rather
than present value amounts. As background, the staff reiterated
that the FASB requirement was instituted in an environment where
financial reinsurance transactions were structured for accounting
arbitrage in a model that, unlike the proposed model, did not
recognise discounting. In addition, the staff proposed that the
current IFRS 4 requirements would be supplemented with
additional guidance noting that certain timing delays might be so
significant so as to disqualify a contract from risk transfer because
the delays could eliminate or significantly reduce uncertainty of
cash flows. The staff also noted that life insurance had timing risk
but not underwriting risk, making the IFRS 4 requirement
conceptually superior. 

An IASB Board member (and former FASB member at the time
FAS 113 reinsurance risk transfer guidance was written) recalled a
specific contract that was discussed at the time FAS 113 guidance
was being developed which helped shape the FASB requirements
for both underwriting and timing risk. A hotel chain had
experienced a massive fire at its Las Vegas hotel and the insurer
purchased reinsurance coverage a month subsequent to the fire.
At the time the reinsurance contract was finalised, the loss amount
(for liability coverage) was known, but the timing of settlement was
not. The contract was executed prior to FAS 113, and was treated
as insurance, but would have failed the FAS 113 definition given
the lack of underwriting risk. Under IFRS 4, the contract would
qualify as insurance, assuming the timing risk was significant. In
fact, the losses on the contract were paid much quicker than the
reinsurer had expected, and the reinsurer went bankrupt. Thus, on 
a present value basis, the cash flows had variability due to the
uncertain timing of payment, while on an absolute basis they
did not.



With the above background, the Boards agreed with the staff
recommendation to use the IFRS 4 underwriting or timing risk
requirement, with supplemental “warning” language about
significant timing delays that the staff agreed to clarify further.

On the issue of the risk transfer analysis, Board members were
asked whether they were in support of an approach that would
focus on:

•    View A: the variability of outcomes (i.e. is the range of
outcomes significant to the mean?) or 

•    View B: the existence of a possible outcome in which the
present value of net cash flows would be negative.

The staff paper provided an illustration of a reinsurance contract
with a premium of 900 currency units (CU), where the reinsurer
agrees to reimburse claims up to CU 1,400. In previous years,
claims on similar policies ranged from CU 1,000 to CU 1,500.
The contract also provides for payment ten years in the future,
long after the underlying claims are expected to be settled.
Discounting the CU 1,000 - CU 1,400 expected range of claims for
10 years at an assumed 5% interest rate would result in a net gain
to the reinsurer ranging from CU 272 to about CU 39. Under View
A, the contract would be assumed to meet the significant
insurance risk test. Under View B, given that there is no scenario
where the reinsurer will suffer a loss on a present value basis, the
contract would not be classified as insurance. View B proponents
view the transaction as a financing transaction with a maximum
effective interest cost to the insurer of 4.52%.

An IASB staff member noted that he believed the following words
in IFRS 4 support View A: “The additional benefits described in
B23 refer to amounts that exceed those that would be payable if
no insured event occurred (excluding scenarios that lack
commercial substance).” 

The IASB Board voted 9 to 6 in favour of View A, while the FASB
Board voted 3 to 2 for View B. The staff noted that they would
pursue an outreach to constituents to determine the ramifications
of each approach to various types of contracts to determine
whether either would result in significant changes in practice.

The last issue discussed was whether certain types of contracts,
including manufacturer, dealer and retailer warranties, fixed fee for
service contracts, and residual value guarantees would meet the
definition of an insurance contract. Separately, the staff noted that
certain contracts would be given an outright exclusion from the
insurance contracts standard: residual value guarantees
embedded in a lease, employers’ assets and liabilities relating to
employee benefit plans, and contingent consideration payable or
receivable in a business combination. The staff also indicated that
scope considerations for financial guarantee contracts, investment
contracts with participating features and health contracts would
be considered at an April meeting.

For manufacturer, dealer, and retailer warranties, the insurance
staff proposal was consistent with the tentative decisions reached
in the revenue recognition project. Under the proposal, warranty
contracts that provide coverage to customers for faults arising
after the product is transferred to the customer would meet the
definition of and would be treated as insurance contracts. In
contrast, warranties for “short coverage periods” to cover any
defects that were undetected during the manufacture of the
product would not meet the definition of an insurance contract
because they are intended to ensure that the seller satisfies the
performance obligation and do not provide compensation for an
uncertain future event.

A number of Board members expressed concern with the
proposed approach, noting that it would be difficult to make
the distinction between what is a performance obligation covering
undetected defects occurring during manufacturing versus
coverage for faults arising after the product is transferred to
the customer. Some expressed concern with unbundling an
insurance element from the sale of a product, versus the staff
view in prior discussions that for the most part, unbundling of an
insurance contract was impractical due to interdependencies.
A vote was taken in which a majority of the IASB and the FASB
voted against the staff’s proposal. Instead, the guidance in IFRS 4
would be retained, whereby product warranties issued directly by
a manufacturer, dealer or retailer would be outside the scope of
the insurance standard and those issued by another party would
be in scope.

The Boards discussed whether fixed fee service contracts such
as roadside assistance programs and maintenance contracts in
which a service provider agrees to repair specified equipment after
a malfunction should be included in the scope of the standard.
The staff proposal was that such contracts met the definition of
insurance and should be included in the insurance standard.
Board members expressed concern that the scope had gone too
far and that some element of practicality was needed. One FASB
member asked whether if you hired an attorney and put him on
retainer, would that be an insurance contract? Is roadside
assistance insurance or merely a prepaid towing service? What
other service contracts would suddenly become insurance
contracts? Both Boards voted against the staff proposal, noting
that practicality needed to be injected into the scoping decision.
This will be discussed further when the Boards consider the
application of the definition to health contracts.

The last scoping issue discussed related to residual value
guarantees. The Boards agreed with the staff proposal that
residual value contracts not offered by the manufacturer, not
embedded in a lease, and not constituting a derivative should be
in the scope of the insurance contracts standard. This is
consistent with current IFRS 4 guidance.



Risk adjustment

The staff presented observer paper 6L (41L) in response to the
Boards’ request following the risk adjustment education session
on 17 March 2010. The staff proposed three ways to progress the
matter. The first option is to evaluate the identified methods in
detail and, through the selection process, limit the methods
available for estimating the risk adjustment. The second is to refine
the objective for the risk margin. The third option is to reject a
separate risk adjustment for insurance contracts and pursue one
single composite margin. 

The chairman requested the staff to describe how insurers
typically price these contracts. He indicated that insurers could
perform a similar exercise for subsequent measurement of
insurance contracts, alluding to an entry notion. The staff noted
that those companies who apply risk adjustment methods as part
of the pricing of insurance contracts probably use the cost of
capital method. It is used to evaluate risk adjusted returns by
considering the required capital for a product. However,
companies tend to use different ways to determine the pricing of
their contracts, from rule of thumb to complicated economic
capital models. The methods vary across different products and
territories. The staff noted that the insurance working group
showed no interest in pursuing an entry notion due to the lack of
updated underwriting information subsequent to initial recognition.
This is particularly relevant for long duration contracts.

An IASB member referred to the market participant notion in IAS
36 when performing impairment testing. An insurer would use
entity specific cash flows but estimate the cash flows in a way
that a market participant would. He suggested the staff should not
evaluate the different risk adjustment methods as described in the
observer paper but should determine an objective for the risk
adjustment. This will assist in determining which risk adjustment
method is best suited to a specific scenario.

The chairman asked each of the staff to present their preferred
view for the treatment of margins. The staff was divided equally
between two approaches. The first approach would be to include
a risk adjustment with an appropriate objective for the risk
adjustment. The second approach would be to include a single
composite margin. It was noted that a single composite margin
would have to run off over the both the coverage and claims
settlement period. It was also noted that it would be challenging to
develop the principle for recognising the composite margin over
the run-off period.

A FASB member noted some concern regarding the implication
of the measurement model for companies that do not perform
detailed pricing. A risk adjustment could also be seen as an
incentive for insurers not to perform rigorous cash flow estimation.
To mitigate this, it would be useful to compare actual outcomes to
that assumed in the underwriting process and estimated expected
cash flows.

An IASB member indicated that members who support a single
composite margin should consider the impact of then also
requiring a liability adequacy test. A model that only adjusts the
expected future cash flows but not the composite margin for
changes in the riskiness of remaining expected cash flows (even
though the expected value of future cash flows remain unchanged)
is not a robust model. The staff noted that if the principles in the
revenue recognition project were followed then no risk adjustment
would be included in liability adequacy testing. Another IASB
member alluded to the decision in the IAS 37 exposure draft
where the Boards require the inclusion of a risk adjustment for
the fulfilment notion.

A FASB member expressed the importance of determining the
measurement objective for the risk adjustment and also noted
the lack of an objective for the determination of the estimated
cash flows.

An IASB member raised a concern as to whether an independent
party to an insurer would be able to challenge the use of a specific
type risk adjustment method compared to other methods available
and therefore noted a preference for a single composite margin.

The staff alerted the Boards to the fact that if the Boards decide
on a single composite margin, they would also need to consider
the implication on the treatment of embedded options and
guarantees in insurance contracts. If a separate risk adjustment is
required, there is no need to bifurcate the embedded options and
guarantees. This is due to the similarity of the measurement model
to fair value measurement principles. However, if a single
composite margin is selected, it could be argued that the
embedded options and guarantees will have to be bifurcated due
to the volatility of the value of these embedded features.

Two FASB members supported a model in which the expected
future cash flows are regularly remeasured with a single composite
margin. An IASB member questioned how that approach would
allow for the skewness of the possible outcomes in the
measurement of insurance liabilities. Another IASB member could
not support a measurement approach that would measure two
sets of cash flows with similar expected values but with very
different possible outcomes (due to the level of variability in cash
flows) at the same amount. 

A FASB member indicated that if the cash flows of a specific
insurance contract are inherently riskier than another it will be
reflected in the pricing of that policy. This will increase the
composite margin. He also believes that it is unlikely that there will
be a significant change in the tail outcomes/skewness of the
expected cash flows during the life of the contract.

The staff noted that there is a case to be made for setting an
appropriate objective for the risk adjustment. This would be
consistent with the way the market prices financial instruments
and options. They also noted that the project is not directly
measuring the insurance contract liability because it includes a
residual margin. If it directly measured the liability a risk margin



would be required. However, the benefit of having a risk margin
and a residual margin is twofold. It eliminates the need for
bifurcation of options and guarantees and takes the pressure off
having to come up with an appropriate methodology to run off the
composite margin.

The IASB voted by a small majority in favour of refining an
objective for and including a specific risk adjustment in the
measurement model (8 votes to 7). 4 of the 5 FASB members
voted in favour of a composite margin. The majority of the
Board members voted in favour of refining the objective for a risk
margin as the amount the insurer would rationally pay to be
relieved of the risk. This aligns it to the objective used in the IAS 37
exposure draft. 

Participating contracts

Participating contracts were discussed at the Joint Board meeting
in November 2009. The staff brought back the matter to determine
whether there is a possibility of a common view by both boards.
Some staff members recommended view 1, which views
payments arising from the participating feature as contractual
cash flows. Other staff members recommend view 2, which
recognises the liability up to the amount of the legal or
constructive obligation and regards the remaining part as equity.
The discussion only considered participating contracts that
transfer significant insurance risk. 

An IASB member noted that he wants to ensure that the decision
taken on participating contracts is consistent with the decision
taken in the debt/equity project for preferred shares. The staff
noted a distinct difference between the two instruments. For the
preferred shares, the shareholder’s rights are legally determined.
If the entity decides to pay a dividend, the contract states the
amount that has to be paid (all or nothing). In an insurance
participating contract, the amount of dividends/bonuses declared
by the insurer is impacted by factors such as mortality, asset
values etc.

An IASB member questioned the interaction/overlap between
a constructive obligation and the determination of the expected
cash flows. The staff explained that if it is determined that the
insurer has a constructive obligation, the insurer should estimate
what it would pay in each scenario when determining the
expected cash flows.

A FASB member raised a concern with recognising all premiums
on these contracts as premium revenue in the income statement,
knowing that the insurer will be paying an amount back to the
policyholder. He noted the proposed treatment under view 1 would
result in a mutual insurer having no equity. The staff highlighted that
most of these contracts are recurring premium contracts. If you
split the premiums between a liability and an equity component do
you keep the split as determined at inception of do you re-evaluate
the split over the term of the contract?

An IASB member noted there may be some instances where the
insurer does not have a constructive obligation or where it would
be particularly difficult to split the debt/equity elements. He would
prefer to err by including in liabilities elements that may not be
liabilities. He would not want to exclude liabilities by recognising
them in equity. 

An IASB member expressed a preference for view 2 due to his
concern about the ability of insurers to perform “earnings
management” by utilising the participating element. Another IASB
member noted that most contracts would have a constructive
obligation. He also noted that one cannot have an equity stake in
a pool of assets within the entity. The staff noted that insurers have
a constructive obligation due to the sharing arrangements
contained in contracts. Smoothing is often a specific feature
contained in these contracts, otherwise the policyholder would
have purchased a unit-linked policy.

11 of 14 IASB members voted in favour of view 1 (payments
arising from the participating feature treated as contractual cash
flows). 3 of the 5 FASB members voted in favour of view 2
(recognising a liability only for a legal or constructive obligation).

The Boards also discussed disclosure requirements for
participating contracts. The Board members noted some
confusion on what the observer paper meant by requiring a
description of asset risk and risk mitigation through participating
contracts. Did this relate to the insurer or the group of participating
contract holders? The staff clarified that the disclosures proposed
related to the insurer. Presenting risk about the assets in isolation
without considering the features of the participating policies would
not be useful. The disclosure should present how much of the
asset and underwriting risk is borne by the policyholders. 

Disclosures

The staff considered four sources of disclosure requirement when
preparing the observer papers. These are current accounting
projects deliberated by the boards (revenue recognition and
leases), the existing requirements in IFRS 4, US GAAP as well as
user feedback. As an overall objective the staff proposed that an
entity shall disclose information that (a) explains the characteristics
of its insurance contracts, (b) identifies and explains the amounts
in its financial statements arising from insurance contracts and
(c) helps users of its financial statements to evaluate the nature
and extent of risks arising from insurance contracts.

An IASB member indicated that the principle (a) above is not
reflected in the detail disclosure in Appendix A to the observer
paper. The appendix contains a comparison between the
disclosure principles and the current IFRS 4/7 disclosure
requirements. A FASB member noted that the disclosure should
specifically address the timing and uncertainty of the cash flows
applicable to the contracts. It has been a central theme throughout
the insurance project, yet no specific reference is made to it in the
disclosure principles. The staff noted that when the Boards



conclude on the measurement approach then the staff will
propose specific disclosure requirements relating to that
measurement approach. 

Another FASB member referred the staff to the Boards’ comments
made on the proposed disclosures in the revenue recognition
project. The disclosure requirements should:

•    provide an appropriate disaggregation principle at which
level the disclosure should be provided;

•    be clear what is meant by “characteristics” of insurance
contracts;

•    highlight the estimates and judgements involved in the
measurement; and 

•    require specific disclosure about the amount, timing and
uncertainty of the future cash flows.

An IASB member noted that disclosure should be used to
augment those areas where the measurement approach does not
necessarily provide the most useful information. It is too early to
consider the disclosure when the measurement approach has
not yet been agreed. Another IASB member noted that the
presentation in the income statement should be finalised before it
can be decided what additional disclosures should be required for
the supplementary notes. He noted that the disclosure should
provide users with information about which products and
territories are profitable. The disclosure should also address the
extent to which capital in a large group is not available for use due
to regulatory capital requirements.

An IASB member requested the staff to consider the disclosure
requirements that are applicable in those territories where the
measurement model is closely aligned with that currently being
considered by the Boards (Canada, Australia and New Zealand)
and compare it to the current proposals.

A FASB member noted that he would want, in addition to the
current sensitivity analysis, a requirement to perform a shock
analysis/stress test. This is similar to a current US SEC requirement.
Another FASB member proposed that the current option in IFRS 4
to disclose either a qualitative or quantitative analysis of the
sensitivity to insurance risk be removed. He proposed requiring both
a quantitative analysis and qualitative information about the
sensitivity. FASB members also requested that specific disclosure
requirements be developed for acquisition costs.

The chairman requested that the staff expand the disclosure
principles based on the feedback from the Boards and that the
detailed proposed disclosure requirements should be categorised
according to the overall disclosure principles.
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