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IASB/FASB Board Meetings and
Education Sessions,

31 January, 2013
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 actions published in the
FASB's Action Alert and IASB Observer notes. 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 a final standard.
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FASB and IASB tentatively decided
under the building block approach

insurers should update the
allocation pattern of revenue on a
prospective basis if the pattern of
expected claim estimates changes.

With regard to transition, the IASB
decided on a simplified approach for
estimating the risk adjustment under the
previously agreed retrospective
transition method. The IASB tentatively
decided that the risk adjustment
calculated at the transition date for
existing in-force insurance contracts

ould be used as a proxy for the risk
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staff provided a paper to the
board describing a number of sweep
issues, but only a few issues were
discussed by the board. The board
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proposals apart from the transition
guidance for contracts acquired through
business combinations, which has been
deferred to next month’s board meeting.
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Allocation of insurance contract revenue
when there is a change in pattern of
expected claims

The boards considered whether insurers applying the
building block approach (BBA) should update the
allocation pattern of insurance contract revenue
between periods if there is a change in estimate of the
pattern of expected claims.

At a prior meeting, the boards had concluded that
expected claims used to measure insurance contract
revenue should exclude changes in estimates of the
amount of expected claims if those changes were
immediately recognised in profit and loss. However,
expected claims used to measure insurance contract
revenue should include changes in estimate of the
amount of expected claims if those changes were offset
against the residual margin.

The staff presented two alternatives for changes in the
pattern of expected claims. The first one would fix the
allocation pattern of revenue at initial recognition. The
second alternative would update the allocation pattern
of revenue on a prospective basis if the pattern of
expected claim estimates changes. When comparing
the above alternatives to the revenue recognition
project, the staff explained that whilst the first
alternative would treat each period of coverage as a
separate performance obligation, the second one would
treat each period of coverage as progress towards
complete satisfaction of a single performance
obligation. They suggested that the second one better
describes the nature of the insurance contracts.

It was noted that the application of the second
alternative would be simpler since it does not require
tracking of the historical development of the most
recent estimates to separate the initial estimates from
later revisions.

IASB education session

Overall, board members seemed to favour the second
approach, observing that in a current value model, it
made sense that if claim estimates change, the pattern
of revenue should change. However, members did
raise several questions with regard to the staff paper,
as noted below.

During the IASB education session one board member
pointed out that during previous discussions, the
assumption was that the profit pattern remains the
same regardless of which revenue allocation approach

is chosen to present premium in the statement of
comprehensive income. However, the current
examples seem to imply that the revenue allocation
approach selected will have an effect on the profit
pattern during the term of the contract. The staff
replied that the change in the pattern of profit
recognition in the current examples was due to a
change in the estimate of expected claims, which drives
the amortisation of the residual margin, and was not
dependent on the revenue allocation approach. In past
meetings, the staff had not asked the board to consider
how changes in expected claim amounts or patterns
would affect the residual margin amortisation pattern.

One board member asked how the second revenue
alternative, which uses a prospective approach,
compares to the proposed catch-up adjustments in the
draft revenue recognition standard. The staff replied
that rather than having a catch-up adjustment in the
current period they feel that a prospective adjustment
is more appropriate for insurance contracts and is
more consistent with the building block approach.

However, several board members questioned whether
the prospective approach was appropriate for certain
changes in the expected pattern of claims, for example,
where a policyholder dies earlier than expected. The
members thought it would make sense that any
remaining unearned revenue be immediately
recognised upon the death of the policyholder.
However, the staff noted that under the staff’s
alternative two “prospective” proposal, the revenue
would be recognised in future periods rather than
immediately.

As a final comment, a board member expressed his
view that although updating the allocation pattern of
insurance contract revenues between periods made
sense to him, his main concern was whether a revenue
number that changed based on a company’s internal
estimate of future cash flows would be useful to users.

Joint decision-making session

The IASB staff commented that they had feedback
from a few preparers after the education session who
emphasised that they preferred alternative two since
application of the first alternative would require them
to keep track of the historical development of the most
recent estimates and thus would be much more
complicated.
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One IASB member noted that revenue is a
performance measure and this number should have
meaning to the users of the financial statements.
Therefore, he believes that revenue should not be
reallocated prospectively as proposed in alternative
two. He also believes that a reallocation method based
on cost would not reflect the right revenue number.
Others did not agree as they argued that cost is a
proper reflection of the services provided by an
insurance company.

A number of IASB members discussed the parallels
with the percentage-of-completion method. Some
think the method is similar to alternative two as they
are both based on updated cost information. Others
did not agree, arguing that cost did not necessarily
reflect the services provided.

One IASB member was concerned about the potential
effect of small changes in the expected pattern of
expected claims and suggested that only ‘significant’
changes should require relocation of revenue. The staff
responded that small changes should not have a
material impact and therefore including this wording
would not make a big difference.

One FASB member commented that the proposal is
consistent with earlier decisions in the insurance
project as well as with the revenue recognition project,
and thus he agrees with the staff proposal.

In a vote, 13 IASB members were in favour of the staff
proposal to update the allocation pattern of revenue on
a prospective basis if and when the pattern of expected
claim estimates changes. The FASB unanimously
agreed with the staff proposal.

Transition

Following the previous tentative decisions on
transition and presentation of insurance contract
revenue, the IASB considered an additional question
relating to estimation of the risk adjustment and
revisited a previous tentative decision relating to a
practicality exception for estimating the residual
margin at transition.

The staff emphasised the importance in the earned
revenue approach of not recognising more revenue
than premium received by the insurer (plus accreted
interest). To achieve this, any potential loss/gain at
inception or subsequent changes in estimates of
claims, benefits and expenses recognised directly in

profit or loss during the period between inception and
transition should be excluded from the liability for
remaining coverage that will be the basis for
recognising revenue over the remaining life of the
contract.

Under the IASB approach, in order to calculate the
gain/loss at inception on a retrospective basis on
transition, the insurer has to calculate the risk
adjustment at that date. However, that could be very
complicated, if not impossible, without the use of
hindsight. To address this challenge the staff suggested
a simplified method for the calculation of the risk
adjustment at contract inception for contracts in force
at the transition date. The staff noted that the IASB
had previously concluded that as a simplification for
retrospective cash flow estimation at transition, an
insurer would assume that all changes in estimated
cash flows from contract inception to transition were
known at inception. Consistent with that
simplification, the staff currently proposed that the
insurer should assume that all changes in the estimate
of the risk adjustment that occurred between initial
recognition and transition were already known at
contract inception. This would mean that the insurer
would assume the risk adjustment at inception would
have equalled the risk adjustment upon transition.

The staff further explained that assuming no risk
adjustment for cash flows between inception and
transition is a consequence of assuming that all cash
flows in the period between the inception and
transition date are known with certainty; i.e., because
there is no variability in these cash flows, there would
be no risk associated with them. This issue is not
applicable under the FASB approach, for which there is
no risk adjustment.

The IASB staff also asked the IASB to change its
previous decision with regard to estimating the
residual margin at transition. As a consequence of the
simplified calculation of the risk adjustment, the staff
believe there should be no circumstances where an
insurer would not be able to estimate the residual
margin retrospectively. The components would include
future expected cash flows and the risk adjustment at
transition as well as actual cash inflows (premiums)
and outflows (benefit payments) from inception
through the transition date. The previous decision
would have allowed a practical expedient that involved
calibration to previous GAAP.
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From a FASB perspective, the issue of the risk
adjustment is not applicable. However, the transition
issue brought by the FASB staff to its board related to
how an insurer would determine the remaining
amount of insurance contract revenue to be earned on
contracts following the BBA approach in the post-
transition period.

The staff noted that in applying the earned premium
approach to recognising revenue, an insurer would
recognise earned premiums over time in proportion to
the relative value of insurance coverage and other
services provided in each period. The drivers for this
allocation would be claims/benefits and expenses
expected to be incurred in each period (estimated at
contract inception), an allocation of acquisition costs,
and the release of the single margin. Under the BBA
earned premium approach, the insurance contract
liability could be thought of as having a liability for
incurred claims and a liability for remaining coverage.
The liability for remaining coverage component could
be used to estimate revenue. Consequently, the insurer
needs to separately identify several components of the
liability for remaining coverage, including initial
expected estimates, subsequent changes in estimate,
and any losses on initial recognition. The latter two
components would be excluded from the derived
calculation of earned premium.

The staff proposed that the amount of unearned
revenue to be recognised at transition should be
determined in one of two ways:

1) For contracts for which the single margin is
determined through retrospective application,
the unearned insurance contract revenue at
transition should be determined
retrospectively using the assumptions applied
in the retrospective determination of the
margin

2) For contracts for which a full retrospective
application is impracticable because it would
require significant estimates not based solely
on objective information, the unearned
insurance contract revenue at transition
should be presumed to equal the amount of the
liability for remaining coverage.

The second approach is a practical expedient. For
simplicity and greater objectivity, the liability for
remaining coverage would be presumed to not consist
of any losses on initial recognition or changes in

estimates of future cash flows recognised in profit or
loss after inception of the contracts. The amount would
be limited to the total amount of expected cumulative
consideration for in-force policies in the portfolio
(including interest and excluding investment
component receipts).

IASB education session

Whilst some board members agreed with the staff
proposal, one challenged it on the grounds that it
understated the risk adjustment at inception and
therefore could overstate the residual margin at
inception and at transition. This overstatement could
potentially be significant (depending on the amount of
the ‘real’ risk adjustment at inception, how the period
that passed since inception compares to the remaining
life of the contract and how different the release
pattern of the residual margin is from the release
pattern of the risk adjustment).

To address the overstatement one board member
suggested that the risk adjustment at the transition
date could be rolled back to the inception date using a
simplified assumption of straight-line expiration of
risk. The staff could not see more merits in the
suggested alternative than in its original suggestion.

Joint decision-making session

One IASB member noted that he agreed with the staff
paper and that like fair value measurements, it would
be impossible to try to re-estimate the past. One
member disagreed with the staff proposal for the same
reason noted in the education session, i.e., he believes
the risk adjustment will be understated and therefore
the residual margin overstated at transition. The run-
off of the residual margin will lead to additional profits
for insurers for a long time. Intuitively the risk
adjustment normally would have been bigger at
inception and released over time up to the transition
date because the insurer would have been released
from risk.

The board members discussed some alternatives to the
staff proposal, such as rolling back the risk adjustment
as discussed in the education session. However, the
majority agreed that subjectivity would be involved in
any alternative. The staff proposal seems to be
practicable and somewhat objective.
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In a vote, 14 IASB members voted in favour of the staff
proposal to assume that the risk adjustment at
inception equals the risk adjustment on transition.

No questions were raised on the proposal to reverse
the previous decision to allow a practical expedient in
transition that involved calibration to previous GAAP.
In a vote, the IASB unanimously agreed with the IASB
staff proposal.

The FASB did not have any questions on the FASB staff
proposal regarding the methodology for determining
the remaining amount of insurance contract revenue to
be earned post-transition and unanimously agreed
with it.

Sweep Issues (IASB only)

The staff paper described a number of sweep issues,
but only a few were discussed by the board. Some of
the other issues not discussed include grandfathering
the definition of an insurance contract, adjustments to
the residual margin on reinsurance, and alignment of
the allocation pattern for the premium in the premium
allocation approach with that for the residual margin
in the BBA.

The board tentatively agreed with the staff proposals
apart from the transition guidance for contracts
acquired through business combinations. However,
for certain recommendations, the board asked the staff
to reconsider the proposed wording. These included
clarifying the recognition point for deferred annuities
and also clarifying which tax payments are to be
included in the fulfilment cash-flows.

One board member challenged the staff
recommendation to not carry forward the
implementation guidance on how to apply the
definition of insurance contract. The staff replied that
the definition has not changed significantly so people
always can go back and check the old GAAP. However,
they do not suggest carrying it forward to the new
standard based on their expectation that preparers and
users are already familiar with the requirements. The
board accepted the staff proposal.

Taxation

Some comment letters suggested that the board should
reconsider the conclusion in IAS 12 that deferred
income taxes be measured on an undiscounted basis
when such taxes arise from insurance contracts.

However, the staff concluded that such a suggestion is
beyond the scope of the insurance project. During the
education session, the staff clarified that tax payments
included in fulfilment cash flows, such as taxes paid on
behalf of policyholders, are discounted under the BBA
model. The rejection for further consideration is
applicable only for deferred taxes within the scope of
IAS 12 that arise from insurance contracts that are not
included in the cash flows.

Treatment of ceding commission in cedant’s financial
statements

The staff proposed that the board should confirm the
treatment outlined in the previous exposure draft
regarding the treatment of ceding commission in a
cedant’s financial statements. Thus, insurers should
treat ceding commissions as reduction in premiums
ceded to the reinsurer.

One board member expressed his concern that such
accounting would distort the information presented in
the cedant’s statement of comprehensive income and
will have an impact on certain ratios. He would rather
support a gross presentation at least for proportional
reinsurance contracts.

However, no other board members shared his concern
and the board accepted the staff’s proposal.

Transition – business combinations

The staff considered how the transition guidance
should be applied for insurance contracts that were
previously acquired through business combinations.
Two alternatives were developed by the staff:

1) Determine the fair value of insurance contracts
at the business combination date and book the
difference between fair value and fulfilment
cash flows at that date as residual margin or
goodwill (if negative) and establish the locked
in discount rate at that date; or

2) Treat such contracts in the same way as the
rest of the portfolio: i.e. establish the margin
through retrospective application and establish
the locked-in discount rate at contract
inception rather than the business
combination date.

Despite the fact that alternative 1 would be consistent
with retrospective application of the standard as well
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as consistent with IFRS 3, the staff paper
recommended alternative 2. The staff explained that in
some situations, they thought that alternative 2 might
be simpler, such as those that occurred “a long time
ago,” for which fair value information might not be
available.

Several board members noted that alternative 1 was
the appropriate conceptual answer and noted that fair
value was generally required to support the accounting
at the acquisition date and thus would seem to be more
readily available, especially for more recent
acquisitions. They argued that it would seem to be
more difficult for a purchaser to obtain information
going back to contract inception for purchased
business.

Some board members proposed that goodwill should
not be impacted by the initial application of the future
insurance standard since that has been determined in
accordance with the business combination standard.

One board member also challenged the staff how the
asset and the liability side would be matched under the
second alternative if the discount rate on the liability
side would be locked-in at the inception of the
contracts whilst the initial recognition of the asset side
is at the fair value at the business combination date.
The staff acknowledged that a mismatch would arise.

One board member commented that if he were to
accept alternative 2 at all, it would only be as a
practical expedient, in those situations where fair value
of the purchased contracts was somehow not available
but contract inception date information was available.

The board did not make a decision on this question but
deferred it to the February board meeting.

As a final comment, one board member asked whether
the staff plans to carry out additional work on
participating contracts (either as part of a future board
discussion or during the field-testing that will be
carried out during the comment period). He asked
because he had received questions how the overall
model fits together for such contracts. The staff replied
that a document summarising the decisions around
participating contracts would be posted on the website
in the near future. They will also bring a summary and
high-level illustration of the decisions made to the next
board meeting when they will ask the board’s
permission to draft the exposure draft. Also, since the
participating contracts will be among the re-exposed
areas they expect that comment letters will bring input
from constituents.


