
Highlights

The IASB held a Board meeting on 17 November 2009. A joint
meeting with the FASB was held on 18 November 2009 where
participating contracts were discussed. The observer notes for the
meeting summarised the decisions made in the project so far.
The papers also outlined the revised timetable which proposes
publishing an exposure draft in April 2010 with comments due in
August 2010 and a final standard in June 2011 as a result of
integrating the FASB and IASB timetable. 

At this meeting the Board discussed the following issues:

•    Issue 1: Recognition of insurance contracts

•    Issue 2: Derecognition of insurance contracts

•    Issue 3: Participating contracts (Joint meeting with the FASB)

On issue 1: the Board engaged in a lot of debate of when to
recognise options granted to provide insurance cover at a later
date. No vote was taken and a decision was made for the staff to
bring this matter back to the Board at a future meeting.

On issue 2: the Board unanimously agreed with the staff’s
recommendation to apply the derecognition principle in IAS 39
Financial Instruments: Recognition and Measurement.

On issue 3: the staff was looking to the Boards to make a decision
on the treatment of participating features in insurance contracts.
The IASB voted in favour of treating cash flows arising from a
participating feature in an insurance contract in the same way as
all other cash flows arising from the contract on an expected basis.
The FASB however voted in favour of an approach where the
participating feature needs to be separately considered for
recognition, classification and measurement. 

Issue 1: Recognition of insurance contracts

The staff recommended to the Board that an insurer should
recognise an insurance contract when it becomes a party to the
contract, applying the recognition principle in IAS 39 Financial
Instruments: Recognition and Measurement. Paragraph 14 of IAS

39 states: “An entity shall recognise a financial asset or a financial
liability in its statement of financial position when, and only when,
the entity becomes a party to the contractual provisions of the
instrument”. 

The issue that was debated most by the Board was on those
contracts where there is a period of time between the date
of entering into the contract and the start of the coverage period.
The staff identified two possible treatments for these contracts.
The one method would be to treat the contract as fully executory
until the start of the coverage period under the contract. One Board
member expressed the view that he preferred this treatment.

The second approach would be to recognise an insurance
contract when coverage starts and treat it as an option (which also
meets the definition of an insurance contract) until the start of the
coverage period. The staff had proposed that this scenario would
be treated as one contract for measurement purposes to avoid
unnecessary complexity, given that the same measurement model
would apply. The majority of the debate centred on when an
insurer should recognise an “option” granted to a policyholder to
take up insurance cover. 

There was some support for an approach to recognise a contract
when an option to take up insurance cover is granted. This makes
sense in scenarios where the insurer cannot opt out of a contract
or change the contractual terms and the expectation of future
losses changes, for example due to pandemics. The staff indicated
that the insurer would probably start recognising some revenue
from day one as the policyholder was covered against the risk of
becoming uninsurable.

An alternative view was expressed that an insurance contract
should only be recognised once the policyholder accepted the
option of insurance cover. The concern was that if contracts are
recognised before a policyholder accepts the offer, the Board’s
tentative decision that the measurement of an insurance contract
includes future cash flows that depend on policyholder behaviour
(on an expected value basis) would result in all options granted to
policyholders being recognised by insurers.
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The staff agreed to revisit the recognition of insurance contracts
and to bring it back to the Board at a future meeting.

Issue 2: Derecognition of insurance contracts

The staff proposed to the Board that an insurer should
derecognise an insurance liability when it no longer qualifies as a
liability of the insurer, applying the derecognition principle in IAS 39
Financial Instruments: Recognition and Measurement. There was
no substantive discussion and the Board unanimously agreed with
the staff recommendation.

Issue 3: Participating contracts

At the IASB meeting on 17 November, the IASB considered the
treatment of participating contracts using the illustrative examples
set out in Appendix B to the staff paper. These discussions only
focussed on whether the participating features in the examples
would be considered debt or equity. One Board member
commented that if a participating feature is fully at the discretion
of the issuer then it would not be a liability and should be classified
as equity when applying the principles in the framework. 

Another board member noted a nuance that if the issuer then
decided to pay a portion of this participating feature to the
customer then the issuer could not present it as a dividend
payment but would have to expense it, even though it had
recognised the participating feature in equity. Another Board
member observed that the participating feature provides
management with a loss absorption mechanism by being
able to defer payment over time which is more akin to an
equity instrument.

At the joint IASB/FASB meeting held on 18 November 2009,
the staff indicated that they were looking to the Boards to
make a decision on whether to treat cash flows arising from a
participating feature in an insurance contract in the same way
as all other cash flows arising from the contract or to separately
consider them for recognition, classification and measurement.
The staff paper did not consider universal life contracts or
participating investment contracts.

A majority of the staff recommended treating cash flows arising
from a participating feature in an insurance contract in the same
way as all other cash flows arising from the contract; thus those
cash flows should be included in the measurement of an insurance

liability on an expected present value basis (View 1). This view
means that a participating feature in an insurance contract is
regarded as integral to that contract rather than being considered
separately for recognition, classification and measurement. Some
staff members believe that the participating feature needs to be
considered for recognition, classification and measurement
separately (View 2).

For the participating feature in View 2, the staff presented three
possible treatments. These are recognise the full participating
feature as equity, split the participating feature into a debt and
equity element and thirdly classify it as liability or equity depending
on the predominant characteristic of the feature.

One FASB member indicated that he requires more information
on the discretion over the determination of the amount of the
participation feature (can the insurer decide not to pay?). It was
noted that legislation in some territories could create an obligation
to pay the participation feature and hence result in a liability for the
insurer. In line with the IASB observations the day before, a FASB
member observed the conundrum of presentation if equity
classification is followed.

The IASB staff indicated the two main reasons for proposing
View 1 was that with most participating contracts there would be
a portion that is clearly liability, a portion that is clearly equity but
also a grey area. If bifurcation is followed in View 2, it will result in
a number of presentation difficulties.

Some IASB members indicated that the participating feature
would be a liability based on what was sold to the policyholder.
A policyholder would not be willing to pay for a contract where
the insurer has full discretion on whether or not to pay any
participation element. Other IASB members also noted that
policyholders are customers and not equity holders and therefore
supported View 1. 

The IASB took a vote with nine members voting in favour of
View 1. Three of the five FASB members voted in favour of View 2.
Sir David Tweedie indicated that they would engage with the FASB
to see whether the difference in the Boards’ decisions could be
resolved going forward.
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