
Highlights

The IASB and FASB held a joint Board meeting on 15-16 June
2010 where they discussed draft application guidance on cash
flows and risk adjustment techniques, foreign currency cash flows,
acquisition costs, reinsurance and an overview of the proposed
model and differences in tentative decisions. 

The IASB is aiming to publish an exposure draft towards the end of
July. The FASB will consider acquisition costs and the objective of
the model further next week. Until they have held these discussions
it is not clear whether they will issue an exposure draft or a
discussion paper incorporating the IASB exposure draft explaining
the differences of views. 4 of the IASB members (one of whom will
have retired by July) indicated they intended to dissent against the
exposure draft.

The boards were generally satisfied with the application guidance
on cash flows and requested the staff to better align the objective
with the detail guidance for estimating expected cash flows and to
clarify the proposed guidance on the treatment of future events.
The boards unanimously agreed that the entire insurance liability
denominated in a foreign currency, inclusive of all the margins, is a
monetary item.

Both boards voted in favour of including the three proposed risk
adjustment methods (inclusive of the cost of capital method) in the
application guidance for risk adjustment techniques in the
exposure draft. 

Both boards agreed that a cedant should not recognise a negative
residual or composite margin when measuring a reinsurance asset
but would recognise a gain in the income statement. The IASB
agreed that any ceding commissions arising from reinsurance
contracts would be treated as a reduction in the premium paid to
the reinsurer. The FASB will consider this further when they discuss
acquisition costs.

Both boards considered the differences in tentative decisions
between the two boards. In these discussions the IASB confirmed,
by a very small majority, to support expensing acquisition costs
and recognising revenue of the same amount whereas the FASB
will discuss this matter further next week. 9 out of 15 IASB
members support a measurement model with an explicit risk
adjustment, whereas 3 of the 5 FASB members support a
composite margin approach. Both boards reconfirmed their
decisions on participating contracts. The IASB agreed with the

previous FASB decision to use the principle being developed in the
insurance contracts standard for unbundling derivatives. Both
boards agreed with the new staff proposal to keep the IAS 39
principle for derecognition of insurance contracts but include a
statement that when a contract is extinguished the insurer is no
longer at risk and no longer required to transfer any economic
resources for that obligation. The FASB agreed with the previous
IASB decision on portfolio transfers that would allow recognition of
a loss. The IASB agreed that the definition of an insurance contract
would be amended to require that there is at least one scenario in
which the present value of net cash outflows can exceed the
present value of premiums.

Application guidance on cash flows

The staff recommended the following overall principle for estimates
of future cash flows:

Current estimates of the future cash flows that will arise as the
insurer fulfils an insurance contract shall: 

(a)  be explicit;

(b)  be from the perspective of the entity, but when available, be as
consistent as possible with observable market prices;

(c)  incorporate, in an unbiased way, all available information about
the amount, timing and uncertainty of all cash flows that will
arise as the insurer fulfils the insurance contract; and

(d)  be current, in other words, they shall correspond to conditions
at the end of the reporting period. 

Both boards observed that the objective as noted above could be
improved to better describe the principles as captured in the more
detailed guidance. In particular the objective should refer to direct
and incremental as well as probability weighted cash flows. A
FASB member also observed that the overall objective of fulfilment
should be considered throughout the cash flow guidance. He
questioned whether recurring commissions should be included as
a cost required to fulfil the contract. The staff noted that if you
recognise all premium inflows in the cash flow projections it is
appropriate to include the ongoing commission payments.
Alternatively it can be argued that the premium received to pay the
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ongoing commission also does not relate to the fulfilment 
of the contract.

An IASB member observed that the objective was not clear
whether an insurer would estimate the cash flows from the insurer’s
perspective or whether the insurer should use a market price if
available (for example when policy administration is performed in-
house but can be outsourced).

A number of board members raised the concern that it seems
insurers would be required to use a replicating portfolio to
demonstrate that the insurer’s techniques used to value the market
variables provides valuation results consistent with a replicating
portfolio approach. The staff noted that the intention is to allow the
use of a replicating portfolio not to mandate its use to test the
result of other models. The board members also requested more
detailed guidance on policy administration and maintenance costs
to be included in the expected cash flows. The staff indicated that
they will consider the guidance on expenses as determined within
the revenue recognition project.

Many board members indicated that the guidance on future events
was unclear, in particular the principle to distinguish between future
events that would or would not be recognised as part of the
expected future cash flows. They noted that future events that
result in a new obligation or changes to the right and obligations of
a contract, for example changes in legislation, should not be
recognised before those events occur. 

An IASB member questioned whether it would be appropriate to
include the non-performance risk of those assets used in a
replicating portfolio to measure the insurance liability. The staff
noted that in practice the fair value of the assets would be adjusted
to exclude the “own credit risk”. The staff also noted that it is
important that where market prices are used to value elements of
the contract that a separate risk adjustment should not be included
for that portion to avoid duplication.

Foreign currency cash flows

The staff proposed that an insurance contract liability with cash
flows denominated in a foreign currency is a monetary item. This
conclusion applies to each of the components of that contract
(expected present value of cash flows, risk adjustment and residual
or composite margin). This would also be the case for the simplified
unearned premium approach applied to the pre-claims liability (as a
proxy for the building blocks approach).

Some board members had reservation whether the risk margin and
in particular the residual/composite margin element of the
insurance liability would be considered a monetary item. The board
noted that if the residual margin was considered a monetary item,
the value of the residual margin would fluctuate from period to
period. A board member observed that the residual margin is the
result of valuing cash inflows and cash outflows and hence the
residual margin was a monetary item.

In a vote, both boards unanimously agreed that the entire
insurance liability, inclusive of the margins, is a monetary item.

Acquisition costs - recoverability

The staff noted that the paper was primarily drafted for the FASB
given their previous decision on acquisition costs. The recognition
of a separate asset would be inconsistent in the approach adopted
by the IASB, because it would result in double counting. Under 
the IASB’s approach, the expected present value of lapse 
and surrender charges, whether borne by the agent or 
by the policyholder, is included in the measurement of the
insurance contract.

The staff’s paper discussed the possible recoverability of
acquisition costs in the event of a policyholder lapsing his policy.
This is following a request from FASB members during previous
discussions. Amounts could be recoverable from lapse penalties or
early termination charges paid by the policyholder or from
recouping of commissions paid to agents. The staff recommended
to the FASB that they recognise as an asset a right to claw back
lapse penalties and early termination charges borne by a third
party. This asset is measured as the commission charged at
inception (the prepayment on the contract) and is subject to
amortisation according to the clawback schedule. 

A FASB member agreed with the conclusion that an asset should
be recognised but he would not distinguish between amounts that
will be recovered from the third party or the customer. The asset
would be measured as the amount that can be recovered. He
acknowledged that it would be difficult to measure the amount that
is recoverable from the customer. This amount would be a portion
of the embedded portion in the surrender value penalty. It was
noted that the amount may not be identifiable. Another FASB
member observed that if the acquisition costs are recoverable, the
costs should not be recognised as an expense.

An IASB member observed that the boards would not be having
the debate if the contract was recognised at its value on day 1, by
recognising a day one gain. Another IASB member noted that in
the IASB model he would only consider the amount that cannot be
recovered as acquisition costs. Revenue would therefore only be
recognised on day one for this amount and not the full incremental
acquisition costs.

Some of the FASB members noted that they saw the merit of the
proposed IASB treatment and could maybe accept that treatment
to achieve convergence. The accounting result would be fairly
similar whether you booked a pre-paid acquisition cost asset 
and amortised it (with the residual margin/composite margin) 
or whether you adopted the IASB’s model. No decision 
was made in the session.



Application guidance for risk adjustment
techniques

The boards discussed in their June 10 meeting which methods
should be permitted to measure the risk adjustment. As part of that
discussion, the boards noted the importance of the objective and
the accompanying characteristics for the risk adjustment under the
proposed insurance model. The boards asked the staff to consider
the articulation of the objective and characteristics of the risk
adjustment as well as to prepare draft guidance for the risk
adjustment that explains how various risk adjustment techniques
would satisfy the characteristics under the proposed objective.

Various board members questioned whether it is appropriate for
the proposed objective of the risk margin to refer to the fulfilment
cash flows differing from the expected cash flows. They argued
that the risk margin is there to add an element of prudence and
therefore should refer to “exceed” rather than “differ”. Most board
members had a preference for the objective in paragraph 5 of the
staff paper. Another IASB member observed that if the above
objective is further expanded to refer to the return owners of the
insurer require for bearing risk (as proposed in paragraph 6 of the
staff paper) the boards would need to reconsider their decision
taken on diversification benefits.

A few IASB members noted that they would still prefer the risk
adjustment objective to refer to an exit notion to ensure it is
anchored and that preparers will apply the risk adjustment with
sufficient rigor. It was observed that the proposed objective is very
close to an exit notion. 

A FASB member observed that the permitted risk adjustment
techniques adjust the liability in a way that adds prudence (which
he agrees with) but the magnitude of prudence being added was
too judgemental. Another FASB member proposed an alternative
objective that does not refer to the price of risk but this proposal
largely achieved the same result as the staff proposal in paragraph
9 of the staff paper and did not receive much support.

An IASB member raised a concern that the proposed objective
does not define the risk adjustment appropriately. Insurers with
different risk appetites would measure the risk adjustment
differently. He also raised a concern with the composite margin
approach that does not include a risk adjustment, even if the
insurance contract becomes onerous.

In a vote on the objective of the risk adjustment, 4 of the 5 FASB
members voted for the objective to refer to “exceed” rather than
“differ”. Sir David Tweedie changed his casting vote in the IASB
vote to align the IASB view (8 of the 15 members) with the FASB.
The boards decided to amend the proposed objective to 
“the maximum amount the insurer would rationally pay to be
relieved of the risk that the ultimate fulfilment cash flows may
exceed those expected.” 

The Boards next discussed the detailed application guidance. A
FASB member reaffirmed the concerns he had raised during the
June 10 meeting that the confidence level and conditional tail
expectation methods do not incorporate the price for risk. He
noted that the insurer would have to set the confidence level at a
level that the insurer would be willing to pay to be relieved of the
uncertainty in the expected cash flows. Another FASB member
question how an insurer would go about determining at what level
the risk adjustment is set given the proposed guidance. A number
of board members observed that they view the risk adjustment as a
“fudge-factor” and insurers would be able to choose at what level
they want to set the risk adjustment.

An IASB member questioned the appropriateness of not including
a risk adjustment within the liability adequacy test under the
composite margin approach. He suggested that under the
composite margin approach, insurers should be required to
perform the conditional tail expectation method and if this
exceeded the carrying value of the liability the insurer should look
towards an exit price to lay off the risk in measuring the liability.

Some IASB members reaffirmed their view that the standard
should be principle-based and therefore the risk adjustment
measures in the application guidance should be examples of
permitted risk adjustment measures but should not be prescriptive.

An IASB member noted that the proposed disclosure for the risk
adjustment would have to be increased significantly to cover
aspects such as the change in the risk adjustment, the reason for
the change (whether the change is due to a change in the
distribution or a change in the insurer’s risk appetite) and the profit
and loss impact of the change.

The staff noted that they would not be able to significantly improve
the application guidance and that in their view it was appropriate
for inclusion in an exposure draft. 12 of the 15 IASB and 3 of the 5
FASB members voted in favour of including the draft application
guidance in the exposure draft.

Reinsurance

The staff recommended to the board that a cedant should not
recognise any negative residual or composite margins when
measuring a reinsurance asset. Instead, if the consideration paid by
the cedant for the reinsurance contract is less than the
measurement of the reinsurance asset under the building block
approach the cedant shall recognise the difference as a gain in the
income statement at inception of the reinsurance contract.
However, before recognising a gain the cedant shall reassess
whether it has correctly measured the underlying insurance asset
or whether the negative difference arises as the result of a
measurement inaccuracy and, if so, shall correct it.



One IASB member noted that he would support this proposal in the
composite margin model but in a risk margin model this would
result in a day 1 gain if insurers use a prudent risk margin. However,
another board member noted that if an insurer reinsured 100% of
its liabilities and if this approach is not adopted it would be left with
a liability even though there is no net exposure.

Another IASB member noted her concern with the proposed
wording that implied a measurement error, whereas this could arise
because the underlying liabilities had not been remeasured to the
date when the reinsurance contract is incepted. A FASB member
noted that part of the gain would be due to the measurement of the
risk margin. She found the staff’s illustrative examples using the
composite margin gave a worse reflection of economic reality.

Only 1 IASB member voted against the staff’s proposals and all the
FASB members agreed, although further consideration may be
given to the wording around remeasurement.

The staff proposed that the IASB should recognise any ceding
commissions arising from reinsurance contracts as a reduction in
the premium paid to the reinsurer. However, under the FASB’s
model they proposed that it should be recognised as a gain in the
income statement to the extent the ceding commission refer to the
reinsurer’s share of the cedant’s incremental acquisition costs. The
cedant shall treat the remaining share of ceding commissions as a
reduction of the premium ceded to the reinsurer.

An IASB member noted his concern in linking the accounting
treatment to the contractual provisions as it would give rise to
structuring opportunities. Another IASB member noted that
normally if two parties exchange amounts these would be netted
which would be consistent with the proposal for the IASB.
However, he noted his concern that this approach would allow an
acceleration of revenue. The IASB staff gave an illustrative example
to explain that the original acquisition costs were recovered from
the original premium. Another IASB member noted her concern
with the suggestion that paying more acquisition costs will result in
a higher premium under the expanded margin approach.

On a vote all the IASB members agreed with the staff proposals to
show ceding commission as a reduction in the premium paid to the
reinsurer. The FASB will consider this further after they have
reconsidered the accounting for acquisition costs.

The staff paper also explained that the initial measurement 
of the reinsurance asset will include the effect of the risk of 
non-performance by the reinsurer in the residual or composite
margin. It also included an example of the accounting for a non
proportional reinsurance contract. Neither of these topics was
discussed in the meeting.

IASB/FASB differences in tentative decisions

The staff noted that the paper 2A summarised the tentative
decisions by both boards. They noted that in addition the 
paper did not include last week’s difference in the accounting 
for investment contracts with discretionary participating 
features and they noted that the FASB now agreed with 
IASB on the requirement to use the unearned premium 
model for certain contracts.

One IASB member noted he was concerned as to whether the 
view that IASB supported an explicit risk margin is correct as 
given that the boards had decided to include the cost of capital
approach in the permitted methods, he would no longer support 
a risk margin model.

A FASB member questioned why there still needed to be an
unbundling principle if they had agreed to unbundle account
balances. She questioned whether they would discuss unbundling
further as she sees this as a key issue. Another member expressed
frustration that they had agreed the unbundling principle needed
rewording but the staff had not made any changes. Another
member noted that they still needed an unbundling principle for
other elements that may be bundled with insurance. An IASB
member noted that he did not understand how the unbundling of
the account balance works if the boards have decided to ignore
the cash surrender value.

A FASB member noted that a number of the FASB members had
been discussing acquisition costs further. Their current view was
based on the fulfilment objective as the acquisition costs are not a
cost of fulfilling the contract. However, he noted that the IASB
seems to be moving away from the fulfilment notion to a broader
cash flow notion. This may mean he would change his view on
acquisition costs but might also have implication for participating
contracts and presentation. The FASB staff noted the FASB could
discuss acquisition costs further next week but they would also
need to discuss which costs they were considering.

The FASB chair noted that they were talking to US users about the
project and two last week had indicated they were “scared to hell”
by the risk margin. However, an IASB member noted that others
had indicated they would find it useful.

The public meeting was closed for an administrative session. 
After lunch Sir David Tweedie noted that in the next session 
they would look to minimise the number of differences between 
the two boards. The IASB is still intending to publish an exposure
draft towards the end of July. Bob Hertz noted that there were
some issues that the FASB needs to consider further and then
would like to debate with IASB. They will discuss acquisition 
costs and the broader implications of the objective next week. 
Until they have these discussions they are not at a point where 
they can conclude whether they will issue an exposure draft 
or a discussion paper including the IASB exposure draft 
explaining the differences of views.



The staff then took the boards through the slides included in paper
2B summarising the differences in views. On acquisition costs the
staff noted that the IASB view would show as revenue in the
expanded margin presentation an amount equal to the incremental
acquisition costs. It was noted that if costs are greater than the
residual margin this would be an onerous contract and the excess
would be recognised in the income statement.

An IASB member questioned what would happen if the acquisition
costs were incurred in the period before the contract coverage
started. The staff explained that the proposed model does not
distinguish between pre and post coverage and if there isn’t a
contract it is unlikely there would be acquisition costs. Another staff
member noted this may not be true for some medical costs that
are incurred before a contract incepts, but this was likely to be a
limited set of costs.

An IASB member noted she disagreed with the IASB summary that
acquisition costs are expensed. She saw these costs as a contract
asset through the contract cash flow calculation. The staff noted
that perhaps they need to bring back to the board the two
alternatives as this would affect the presentation in the income
statement. An IASB member noted that he does not see
acquisition costs as an asset but there may be a customer
intangible asset. Another IASB member noted that it depended on
whether recoverability means cash has to be received. 

On an IASB vote 5 members were in favour of a specific asset, 4 in
favour of adjusting the initial liability measurement (which means it
would be net in the income statement) and 6 in favour of the staff’s
proposal to expense and recognise revenue. Sir David Tweedie
eliminated the adjusting liability option and on a revote 7 IASB
members were in favour of a specific asset and 8 in favour of
expensing and recognising corresponding revenue.

Sir David Tweedie noted that both the risk and composite margin
approaches will be included in the exposure draft. On a vote 9
IASB members voted in favour of an explicit risk margin with 6 in
favour of the composite margin.

The staff explained the difference of view on whether the
residual/composite margin should accrete interest. One IASB
member questioned whether this would be at a locked in or at a
current interest rate. It was noted that this had not been discussed
and two of the staff members had different views. On a vote 
only 2 IASB members would not accrete interest on the
residual/composite margin. The staff agreed to bring back an
example using a fixed and remeasured interest rate. A FASB
member requested this example also include not accreting interest
and consider where interest expense and income would be
presented in the income statement.

2 IASB members noted they disagreed with the tentative IASB view
to include participating payments in the same way as other
contractual cash flows. 2 of the FASB members noted they would
agree with the IASB view. The other FASB members noted that
they would like to consider further the implications of the objective
on this decision.

The staff noted the difference of view in the definition of an
insurance contract as to whether there needed to be a scenario
where present value of net cash outflows can exceed present 
value of premiums. The staff noted that they had not identified 
a situation where this would make a difference in practice 
and so would support not changing the definition that 
is currently being used.

A FASB member noted his concern as to whether there would be
enough variability in a contract to be insurance. A staff member
noted that the concern under US GAAP had been because of the
use of nominal values but that the current measurement model
would reduce this pressure. An IASB member noted that there
could be a contract with an indemnity that never paid out more
than premiums and so could still be insurance, although another
member questioned why anyone would buy this.

A FASB staff member noted that one of the reasons for the
definition in US GAAP was around finite risk but that there was less
of this today, although another member questioned whether this
would reappear if they made this change. Another staff member
noted that it could still be an issue for a policyholder but under US
GAAP they would look to FAS 5.

On a vote 10 IASB members agreed to make the amendment 
to the definition as in US GAAP and ask a specific question 
on the topic.

The IASB staff explained that the decision by both boards on
embedded derivatives would result in the same outcome. On a
vote 14 of the IASB members agreed to the FASB view of using the
unbundling principle being developed for insurance contracts.

On derecognition the staff proposed that they keep the IAS 39
principle but add a statement that when a contract is extinguished
the insurer is no longer at risk and no longer required to transfer
any economic resources for that obligation. No board members
disagreed with this approach.
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  The staff noted that there was a difference of view on portfolio
transfers. An IASB member noted that he could not see why the
FASB thought there could not be a loss. Another IASB member
questioned if two portfolios were transferred whether the loss on
one portfolio could be offset against a profit on another. A FASB
member questioned whether they should use wording similar to the
ceding commission point to check the measurement. The FASB
appeared to agree to this.

An IASB member questioned whether they should require 
the unearned premium approach. It was agreed that this 
would be included in the exposure draft, but again a question
would be asked.

It was noted that the boards still need to consider further some
presentation matters and the question of the objective being
fulfilment or contract cash flows.  Sir David Tweedie asked how
many IASB members were intending to dissent on the exposure
draft.  4 confirmed they would, although one member will have
retired by July.  These members may explain their reason for
dissenting if there is time later in the meeting.


