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The IASB and FASB held a joint Board meeting on 10 June 2010
where they discussed participating investment contracts and risk
adjustment techniques. The purpose of the discussion was to
determine whether investment contracts with a discretionary
participation feature should be within the scope of the future
standard on insurance contracts or the standards on financial
instruments. On a marginal vote the IASB decided to include
participating investment contracts that participate in the same pool
of assets as insurance contracts in the exposure draft on insurance
contracts. Other participating investment contracts will be included
within the financial instrument standard. The FASB voted in favour
of including all investment contracts with DPF in the scope of the
future financial instrument standard. 

The Boards did not conclude on which risk adjustment methods
should be available for measuring a risk adjustment. The staff will
expand on the risk adjustment paper for next week’s joint meeting
to indicate how the different methods would be applied in order to
reflect the price of risk and also how the three proposed methods
meet the required characteristics of a risk adjustment.

Participating investment contracts

The staff recommended that the IASB scope participating
investment contracts within the future IFRS on insurance contracts
and therefore these contracts would be measured in the same
way as participating insurance contracts. The population of
participating investment contracts to which the insurance model
would apply are participating investment contracts that meet the
existing discretionary participating feature (DPF) definition in IFRS 4
and participate in the same pool of assets as insurance contracts.
The boundary of an insurance contract that relies on the existence
of insurance risk would not be relevant for participating investment
contracts due to the absence of significant insurance risk. The staff
proposed that the boundary of an investment contract containing
a DPF is the point at which the contract holder no longer has a
contractual right to receive benefits arising from the DPF. The staff
proposed that the FASB scope these financial instruments into the
future financial instrument standard. 

IASB members raised concerns that the proposal for the IASB
would provide issuers of participating investment contracts with
the opportunity to influence the applicable measurement model by
issuing, for example, two participating insurance contracts within
the same asset portfolio to meet the requirement of sharing
in the same pool of assets as insurance contracts. They felt that

guidance would be required to indicate to what extent participating
investment contracts shared in the same pool of assets as
insurance contracts to qualify for the proposed treatment.

Another IASB member questioned how the Board’s previous
decision on unbundling would impact on the treatment of the
participating investment contracts if they were within the insurance
standard. The deposit elements and embedded derivatives
included in these contracts would have to be unbundled. The staff
noted that if all components in these contracts were separated,
for example the investment management component, contingent
consideration element and other options, the measurement of
these contracts would become very complex. The staff indicated
they are still considering the unbundling implications for these
contracts. An IASB member observed that he believed that you
would achieve a more appropriate measurement of these contracts
under the insurance model as compared to the proposals for
financial instruments. He questioned the concern with applying a
current measurement approach as required by the insurance
standard as compared to amortised cost under the financial
instrument standard.

Several IASB and FASB members voiced their concern at scoping
the participating investment contracts into a standard on insurance
contracts. They acknowledged the need to address the
measurement of these contracts. They noted the measurement
issues should probably be addressed as part of the financial
instrument standard.

Another IASB member observed that he was not convinced by
the arguments put forward as to why these contracts should be
scoped into the insurance standard. He noted that many financial
instruments are also very complex but are being measured using
the financial instrument measurement guidance.

An IASB member noted that he would expand the proposed
additional requirement for these contracts to be measured in the
insurance standard by requiring that the participating investment
contract also participate in the results of a pool of insurance
contracts and not only the same pool of assets. In such a scenario
the return on the participating investment contract is impacted by
the result of the insurance contracts. A FASB member noted that
such interdependence may be a reason to scope the measurement
into the insurance standard.
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In an IASB vote on whether these contracts should be included
within the insurance standards, the Board had a split vote with 6 of
the 12 members present voting to include participating investment
contracts that participate in the same pool of assets as insurance
contracts in the scope of the insurance standard. Sir David
Tweedie noted that they would include them in the scope of the
standard for the purpose of the exposure draft. On that basis the
IASB voted in favour of the proposed contract boundary for these
contracts. The FASB agreed that these contracts should be
measured under their proposal for financial instruments.

Risk adjustment techniques

In the May 18 joint board meeting, the boards decided tentatively
that if the measurement model for insurance contracts were to
include a separate risk adjustment, the range of available
techniques for measuring that risk adjustment should be limited.
The staff paper discusses whether a cost of capital technique
meets the proposed objective for a risk adjustment. The staff
proposed that the cost of capital method should be one of the
proposed risk adjustment methods.

The staff presented the three proposed risk adjustment techniques
by using a graph that depicted the distribution of an insurance
book with a fairly long tail and how the three risk adjustment
techniques (confidence level technique, conditional tail expectation
technique and the cost of capital technique) would be applied to
the insurance book. The staff noted that all three techniques use
the distribution of the expected claims to an extent to derive the
risk adjustment. They noted that the cost of capital method was
more responsive to insurance risks that had a significant tail as
opposed to a normal distribution.

An IASB member raised a concern as to whether all issuers
of insurance contracts would apply the cost of capital method
in a consistent way. The staff responded that appropriate guidance
would need to be included in the insurance standard. Another
board member observed that the explanation of the application
of the cost of capital method in the paper did address some of
his concerns.

Some IASB members raised concerns about being too prescriptive
on which methods would be appropriate and how they should be
applied. This would cause difficulty in the future as new risk
adjustment techniques are developed. It is also inconsistent with
complex financial instruments that have to be fair valued where no
specific measurement requirements have been mandated.

An IASB member questioned whether in the cost of capital method
risk is reflected by using the profit requirement of investors. His is
concerned that in different territories, where there is different return
on capital requirements, the risk adjustment might be different.

A FASB member raised his concern about the level of
understanding about the three proposed methods. He questioned
how the three proposed methods meet the objective of a risk
adjustment being “the maximum amount an insurer would
rationally pay to be relieved of the risk taking into consideration that
the amount of benefits and claim costs actually paid may exceed
the amount expected to be paid.” For example:

•    the confidence level technique does not incorporate the
price of risk nor does it consider the distribution/curve of
expected outcomes;

•    conditional tail expectation method does not incorporate the
price for risk; and

•    the cost of capital method, although incorporating the price
of risk, does not differentiate for the different price for differing
levels of risk.

Another FASB member noted that one could follow an approach
such as for pension accounting and mandate a method or you
could set a principle/objective and allow methods that meet the
objective. He noted that if the methods do not meet the objective
for a risk adjustment that the Boards should probably mandate
a risk adjustment method.

Sir David Tweedie asked the staff, given the concerns raised in the
meeting, to indicate how the different methods would be applied in
order to reflect the price of risk and also to indicate how the three
proposed methods meet the characteristics that a risk adjustment
needs namely:

•    the less that is known about the current estimate and its trend,
the higher the risk adjustment should be;

•    risks with low frequency and high severity will have higher risk
adjustments than risks with high frequency and low severity;

•    for similar risks, long duration contracts will have higher risk
adjustments than those of shorter duration; and

•    risks with a wide probability distribution will have higher risk
adjustments than those risks with a narrower distribution. 

The staff will also look to improve the definition of the risk
adjustment. A paper on this will be discussed at next week’s
joint meeting.
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