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Agenda

 Highlights of decisions from latest joint meetings

 Detailed analysis of Staff recommendations and Boards decisions for the meetings
held on 11-12 May, 17-18 May and 31 May

 Details of the IWG meeting

 Update on the timetable and next steps
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Highlights of Board meetings – May 2011

 Measurement of policyholder participation (11 May)

‒ IASB: participating contracts liability measured consistently with underlying assets to 
reduce accounting mismatch.

‒ FASB: liability measurement to use building blocks approach. The accounting 
mismatch will be dealt with an asset solution.

 Accounting mismatches (12 May – IASB only)

‒ No significant support for recognising differences related to accounting mismatches 
in other comprehensive income.

‒ No changes to IFRS 9 to account for assets backing insurance contract liabilities.

 Margin model decision (17-18 May)

‒ Divergence remains between risk adjustment (IASB) and composite margin (FASB).

 Reinsurance (31 May)

‒ Change from ED: gains to be deferred over the coverage period and losses 
recognised immediately if reinsurance is on post-claim liabilities.

‒ Asset recognition basis for non overlapping periods decided.

‒ Assessment of risk transfer to be based on underlying contracts.
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Details of meetings – 11 May

Measurement of policyholder participation

 In relation to insurance contracts where the cash flows are contractually linked to assets held
within a participating fund, the staff recommended that:

‒ The cash flows should be included in the liability on the same basis as the measurement of the 
underlying assets in which the liability participates;

‒ The measurement of the contract should reflect the asymmetric risk sharing arising from 
minimum guarantees;

‒ The changes in the liability should be reflected in the statement of comprehensive income on 
the same basis as the changes in the underlying assets; and

‒ This approach should be applied equally to unit-linked and participating contracts.

 There is an asymmetry in the asset risk sharing for participating contracts between insurers and
policyholders due to the presence of guarantees. Insurers have greater risk exposures for which
they charge risk premiums.

 However a significant component of a participating liability can be expressed in function of the
asset values specified in the participating feature.

 The staff believes that measuring the liability on a basis that is consistent with the assets, rather
than the other way around, is the best way to avoid accounting mismatch.

 This is a change to the ED proposals where only exceptions on unit-linked asset accounting were
drafted. These will remain in place.
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Details of meetings – 11 May (cont.)

Measurement of policyholder participation (cont.)

 FASB prefers to retain the ED approach that fully measures the liability using the building block
approach. The assets should be measured at fair value where possible, acknowledging this may
lead to some accounting mismatch.

 IASB supports the staff proposal because:

‒ it reduces accounting mismatch;

‒ more accurate representation of the relationship between the assets and participating liabilities; 
and

‒ would require additional disclosure on asset accounting values used to measure the liability and 
their fair values when different.
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Details of meetings – 12 May – IASB only

Reducing accounting mismatches

 Topic presented for discussion and request for further guidance from the Board

 No votes taken

Staff Recommendation – reducing mismatch through presentation:

 Changes in the liability arising from movements in the observed market rates compared to the
discount rate selected at initial recognition should be presented within OCI if it reduces accounting
mismatch.

 This option should be applied voluntarily with a designation on a portfolio-by-portfolio.

 The unwinding of the discount rate selected at initial recognition will continue to be recognised
through profit or loss.

 Some Board members found this was “a step too far” to address volatility and mismatch.

 Concerns this could conceal legitimate economic mismatches, only resulting in moving the
accounting mismatches into OCI rather than addressing its cause.

 Concerns that other industries would demand similar treatment, i.e. volatility to OCI.

 Although a few Board members supported the staff proposals, we did not observe an overall
support emerging from the discussion.
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Details of meetings – 12 May – IASB only (cont.)

Reducing accounting mismatches (cont.)

Implications of using OCI to reduce accounting mismatches in profit and loss

 Should the Board support the use of OCI, possible issues to address are:

‒ How to apply a locked in approach with floating rates where the difference between current and 
locked-in rates are presented in OCI;

‒ Whether an onerous contract test should be required when using a locked-in discount rate and 
if so how should the test be defined; and

‒ How to show the effect of duration mismatches that may be concealed by using OCI.

 Board members were not prepared to express a preference on this topic.

IFRS 4 Phase II - Webcast (June 2011)6



© 2011 Deloitte LLP. Private and confidential

Details of meetings – 12 May – IASB only (cont.)

Reducing accounting mismatches (cont.)

Staff Recommendation – assets backing insurance contract liabilities

 No change should be made to IFRS 9 to reflect the gains and losses on financial assets backing
insurance contract liabilities within OCI.

 Some concerns were raised:

‒ Allowing an OCI presentation of gains and losses using a realisation principle could lead to 
insurers implementing earnings management through the targeted realisation of assets,

‒ Should the use of OCI be permitted, other industries may be disadvantaged.

 Overall and despite concerns raised, Board was generally supportive of the staff recommendation.

 If, as a result of future deliberations, the liability changes will be accounted through OCI the IASB
agreed to revisit this decision.
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Details of meetings – 17/18 May (cont.)

Margins

Explicit risk adjustment approach

 Without making a recommendation, staff presented a paper covering the history of the insurance
project and focusing on the development of the risk adjustment approach as well as the
arguments for and against it.

 There is an apparent distinction in purpose between the risk adjustment and the composite
margin:

‒ Risk adjustment seen as a measure of the variability of the cash flows in block 1. 

‒ The composite margin seen as representing deferred income.

 Each model generally fulfils its own distinct purpose which could be an obstacle to achieve
convergence.

 Response letters present a clear geographical preference for each model, representing current
practice.

 Boards acknowledged the subjectivity of the risk adjustment, although subjectivity in other
accounting standards is dealt with disclosure and guidance.

 Concern that the “locked in” nature of the composite margin could conceal new risks and is less
transparent.
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Details of meetings – 17/18 May (cont.)

Margins (cont.)

Composite margin approach

 Without making a recommendation, staff presented a paper covering the development of the
composite margin approach and arguments for and against it.

 The composite margin approach seems to focus more on revenue recognition rather than a
current fulfilment value liability measurement and it is deemed less transparent than the risk
adjustment approach.

 The comparative analysis of the two models from an implementation and usefulness of information
produced was also debated at this stage.

 Ultimately no consensus was reached with very limited new material/views being raised through
the extensive debate.

 The staff was asked to prepare new examples and comparisons to illustrate differences between
models.

 The staff worked overnight and had the illustrative examples ready for the following day of the joint
meeting.
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Details of meetings – 17/18 May (cont.)

Margins (cont.)

Model comparison examples

 The staff presented the examples that were prepared following previous day’s meeting.

 FASB staff expressed dissatisfaction with the model used to prepare the examples as it did not
meet the objectives for the composite margin.

 The staff commented that until the objective of the margin can be agreed, the divergence between
the two Boards will not be resolved.

 Most of the discussions focused on understanding the models and revisiting previous discussions.

 The Boards were unable to resolve the “margin’s objective” issue.

 As the Boards had no more time for discussions, the Chairmen called the vote, with the IASB
supporting the risk adjustment and the FASB supporting the composite margin.
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Details of the meetings - 31 May
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Reinsurance

Definition of significant risk

 The staff proposed to add application guidance to the significant risk transfer test. A reinsurance
contract would meet the definition “if substantially all of the insurance risk relating to the reinsured
portions of the underlying insurance contracts has been assumed by the reinsurer”.

 Board members were uncomfortable with the wording “substantially all”.

 This new guidance was seen as a “shortcut”.

 However the Boards generally agreed with new guidance assuming the wording is changed to say
that the test would be passed if the economic benefit to the reinsurer is virtually the same as
the ceding company, for the respective portions of the underlying policies.

IASB FASB

In favour if
wording changed

In favour if
wording changed
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Details of the meetings - 31 May
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Reinsurance (cont.)

Interdependent contracts

 The staff proposed to clarify the guidance such that “an insurer shall assess the significance of
insurance risk contract by contract and that, contracts entered into simultaneously with a single
counterparty for the same risk, or contracts that are otherwise interdependent, shall be considered
a single contract”.

 Not much debate and Boards generally agreed.

 This decision purely confirms an existing IFRS 4 Phase I provision. However it is a new approach
for US GAAP.

IASB FASB

In favour In favour
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Details of the meetings - 31 May
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Reinsurance (cont.)

Recognition of reinsurance contracts

 The staff recommended that “when the amount recoverable from the reinsurer for a loss on an
underlying insurance contract is independent of the losses and recoverable on other underlying
insurance contracts, the cedant should recognise a reinsurance asset when the underlying
contract is recognised, otherwise the cedant should recognise a reinsurance asset when the
reinsurance coverage begins”.

 Boards generally agreed assuming the wording is changed to communicate more clearly the
objective of recognising a reinsurance asset for non overlapping periods.

 If the reinsurance policy is on an aggregate loss basis, a reinsurance asset would be recognised
at the effective date of the reinsurance policy even if the period of coverage overlaps that of the in-
force reinsured portfolios.

 The reinsurance asset would be remeasured to take into account the new reinsured contracts
issued when they are initially recognised.

IASB FASB

In favour if wording is
changed

In favour if wording is
changed
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Details of the meetings - 31 May
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Reinsurance (cont.)

Ceded risk adjustment asset

 The staff recommended that the “ceded portion of the risk adjustment to represent the risk being
removed from the use of reinsurance”.

 Staff noted that the answer should be the same whether done on a gross or net basis.

 The staff does not propose to prescribe the method for calculating the ceded risk adjustment as
this would be determined in line with the overall principles that apply to issued insurance
contracts.

 The IASB tentatively agreed.

 The FASB did not vote as they favour a composite margin approach.

IASB FASB

In favour n/a
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Details of the meetings - 31 May
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Reinsurance (cont.)

Treatment of gains and losses

The Staff recommended that:

a) Where a reinsurance contract is purchased at a loss to the cedant, that loss should be amortised
over the coverage period of the underlying contracts. If the reinsurance protection is for past
events, the loss should be immediately recognised.

b) Where a reinsurance contract is purchased on profitable terms to the cedant, the expected profit
should be deferred by setting up a residual /composite margin.

 This is a major change from what was proposed in the ED/DP.

 The FASB found the language unclear and over complicated although agreed with the proposals.

 The IASB was split on the proposal of deferring a loss for prospective reinsurance.

 Both Boards were in favour of recognising a loss for reinsurance purchased to protect the
uncertainty of post-claims liabilities.

 Some members of the IASB did not support deferring the gain.

IASB FASB

a) 8:7 in favour of deferring a loss
b) 11: 4 in favour of deferring a gain

In favour of both proposals.
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Details of the meetings - 31 May
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Reinsurance (cont.)

Cession of residual/composite margin on underlying contracts

 The staff recommended that, on initial recognition of the reinsurance contract, the “cedant shall
estimate the present value of the fulfilment cash flow for the reinsurance contract, including the
ceded premium and without reference to the residual/composite margin on the underlying
contracts, in the same manner as the corresponding part of the present value of the fulfilment
cash flows for the underlying insurance contracts”.

 One IASB member disagreed.

 Both Boards supported the recommendation without much debate.

IASB FASB

14:1 in favour In favour
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Details of the meetings - 31 May
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Reinsurance (cont.)

Ceding commissions

 The Staff recommended that the “ceding commissions and expense allowances from the
reinsurance contract be included in the expected cash flows of the measurement of the liability to
the extent that the cedant has included their direct costs in the expected cash flows. Any excess
amount should be recorded as a reduction in the ceded premium.”

 The text caused confusion as to whether it addresses measurement or presentation.

 The staff confirmed it is meant to address presentation and was asked to bring the subject back at
a future meeting to ensure that an effective debate could be held.

Credit risk of reinsurer

 The Staff recommended that “the cedant records an allowance for the risk of non performance by
the reinsurer when estimating the present value of the fulfilment cash flows when the current
information and events suggest the cedant will be unable to collect all amounts due according to
the contractual terms of the reinsurance contract.”

 The FASB was in favour of the proposal which moves away from the ED/DP where the IFRS 9
expected loss model was proposed.

 The IASB would prefer to rely on the same impairment model that would arise from the IFRS 9 re-
deliberations and requested to reassess this item in light of that.
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Details of the IWG meeting – 16 May

Measurement of policyholder participation

 Staff proposed that the same measurement approach should be followed for unit-linked contracts
and for participating contracts.

 Staff further proposed that both contracts should recognise changes in value through other
comprehensive income.

 Overall, members appeared to prefer the “current – current” approach for unit-linked business
(where assets and liabilities are both valued at current values) rather than linking the liabilities to
assets valued on a non-current basis e.g. assets held at amortised cost.

‒ This received tentative support from the IASB, with the Chairman noting that the ED proposal 
for fair valuing own shares and owner occupied properties where they were contractually linked
to insurance liabilities was still tentatively agreed.

Alignment of IFRS and US GAAP timetables

 Some members recommended the completion and implementation of IFRS 4 Phase II aligns with
the FASB standard (end of 2012).

‒ Although several arguments were put forward for this from IWG, the IASB did not concede this 
point and indicated that IFRS 4 Phase II will be implemented as planned.

‒ The IASB noted the hope that the two final standards would not be significantly different. This is 
likely to place pressure on the IASB to converge with FASB before the publication of the final
IFRS to make substantial post-publication changes unlikely.
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Details of the IWG meeting – 16 May (cont.)

Unbundling

 Staff proposed that explicit account balances should be unbundled on the same basis as that
used for revenue recognition.

 Staff also proposed that goods and services would be unbundled based on the revenue
recognition criteria for identifying separate performance obligations.

 Overall, members appeared satisfied with the new criteria and commented that as little
unbundling as possible would be the best outcome.

 Embedded derivatives should continue to be unbundled and some members called for additional
disclosure. Some members also noted that some important issues (e.g. riders) were still
outstanding and had not yet been discussed or resolved.

Use of other comprehensive income

 Staff proposed that movements in the liability value arising from changes in the discount rate (on
a portfolio-by-portfolio basis) could be recorded in OCI if it reduced accounting mismatches.

 Members generally felt that OCI should be used on both sides of the balance sheet (not just for
liabilities) and that a current-current approach with OCI may prove more useful.
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Details of the IWG meeting – 16 May (cont.)

Modified approach for short-duration contracts

 Staff identified two alternative approaches for short-duration contracts.

 The IASB proposes a single model approach, with the modified approach only being a proxy for
the building blocks model.

 The FASB proposes a two-model approach, with the modified approach being applied to all
contracts of a certain type rather than the building blocks model.

 Members commented that there was a clear geographical split on model preference.

 Some members also commented that, regardless of which proposal succeeded, it was important
to keep the time-value of money in mind (i.e. that discounting should be applied where relevant).

Discount rate

 Staff presented the latest developments on discount rates to the IWG members.

 A few members raised concerns that the detailed guidance may still create inappropriate volatility.
In particular, concerns were raised regarding the measurement of credit risk.

 Other members commented that this is reliably estimated in practice and this alleged volatility
would not emerge.

 We noted disagreement between members and the IASB staff on the conceptual justification for
illiquidity of cash flows that was agreed to be followed up off-line.
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Timetable and next steps

 The IASB has now released a revised timetable indicating that the decision
making process will be completed during July 2011, with the ballot occurring
thereafter and a final IFRS published in Q4 2011.

 Topics planned for discussion include the follow up on short duration contracts,
margins, profit recognition and reinsurance the decision making sessions on
presentation and disclosures and the assessment of the body of decisions
against the field testing results.

 The FASB continue to indicate that their exposure draft will be released in parallel
with the IFRS.

 There are still no indications on the effective date. IASB and FASB chairs noted
that “ample time” will be given to implement the new standards. We anticipate
mandatory effective date on 1 January 2015.

Next steps

 Meetings are scheduled for 13-17 June.

 An Insurance Working Group meeting is proposed for June at a date not yet
finalised (tentatively 27 June).
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