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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 13-15 June

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

 Whether to unlock the residual margin (13 June)

‒ IASB staff recommended that the residual margin should be unlocked from inception. IASB 
agreed by a very narrow margin (8:7).

‒ FASB disagreed with this recommendation.

 How to unlock the residual margin (13 June – IASB only, FASB commenting)

‒ Residual margin to be floated (i.e. positive and negative changes applied) without limit to the 
extent of any given change.

‒ All changes to the risk adjustment should be recognised in P&L.

‒ Changes to the residual margin made on a prospective basis only.

 Acquisition costs (13 June)

‒ Both Boards agreed that only direct costs should be treated as acquisition costs.

‒ Divergence remains on whether to include only costs associated with successful sales (FASB) 
or whether to include unsuccessful sales costs on a portfolio basis (IASB).

 Presentation (15 June)

‒ Premium information to be recognised when due for contracts measured using the building 
block approach, when earned for contracts measured using the modified approach.

‒ Tentative decision to provide information about premiums, claims and expenses in statement 
of comprehensive income.
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Details of meetings – 13 June

Whether to unlock the residual margin (Paper 3B)

 The IASB staff recommended that the residual margin should not be locked in at inception, but
should be adjusted for specific changes as discussed in Paper 3C.

 The FASB staff did not agree with this proposal, noting similarities with current US GAAP and the
potential for concealing movements in cash flows.

 Members raised concerns regarding this proposal as it indicates a reassessment of the purpose of
the residual margin.

‒ Originally, the residual margin represented only the difference between the premium and the 
insurance liability that could not be recognised on day 1.

‒ This proposal drives forward an “unearned profit” model, which raises concerns that the 
insurance contract project is becoming focused on revenue recognition rather than liability
measurement.

 Other members raised concerns that this approach could reduce transparency and could
potentially break the link between assets and liabilities, resulting in more accounting mismatches.

 Some members were concerned about the complexity involved in this model and drew
comparisons to the corridor approach applied to pension accounting.

 Even the supporters of this approach agreed that additional work had to be done to make this
proposal workable.
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Details of meetings – 13 June (cont.)

How to unlock the residual margin (Paper 3C)

Q1: ‘Consume’ or ‘float’

 The staff recommended that the residual margin should be ‘floated’ (i.e. adjusted for both positive
and negative changes) rather than ‘consumed’ (i.e. adjusted only for negative changes).

 The staff also recommended that no limits should be applied to the changes.

 Board members raised concerns regarding the complexity and practicality of this suggestion.

 Staff responded that companies were already using a similar approach under Australian GAAP.

 Some members commented that, having decided to unlock the residual margin, supporting
floating was more logical than consuming.
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Details of meetings – 13 June (cont.)

How to unlock the residual margin (Paper 3C) (cont.)

Q2: What changes should adjust the margin & Q3: Changes in discount rates

 The staff recommended that:

‒ all changes in the estimates of cash flows should be recognised in the adjustment to the 
residual margin; and

‒ insurers are permitted, but not required, to recognise adjustments arising from changes in the 
discount rate in profit and loss when recognising the adjustment in the residual margin would
result in an accounting mismatch.

 With fairly limited discussion, the IASB voted (12:3) to recognise all changes in the estimates of
cash flows in the residual margin without limit. Members noted, however, that the residual margin
should not be permitted to become negative.

 Discussing the treatment of the discount rate, members commented that the staff proposals were
complex and that the members felt the implications were not well understood.

 As a result, the IASB decided not to vote on this issue.
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Details of meetings – 13 June (cont.)

How to unlock the residual margin (Paper 3C) (cont.)

Q4: Changes in risk adjustment

 The staff recommended that changes in the risk adjustment should always be recognised in profit
and loss.

 Board members commented that this approach was inconsistent with previous staff
recommendations to recalibrate the building blocks against the residual margin, with several
members indicating that they were reconsidering previous votes.

Q5: Adjust prospectively or retrospectively

 The staff recommended that changes to the residual margin should be made on a prospective
basis only.
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Details of meetings – 13 June (cont.)

Allocation of the residual margin (Paper 3D)

 The staff recommended that the residual margin should:

1) not be negative;

2) be allocated over the coverage period on a systematic basis reflecting the service provided;

3) be determined on a level that aggregates similar contracts.

 Comments were made that changes in an earning pattern would likely be considered a change in
accounting policy.

 Some members raised concerns that, if the residual margin is meant to represent unearned profit
(as noted previously), earning the full amount during the coverage period is inconsistent.

 Other members were concerned that this decision has implications for day 1 gains and onerous
contracts that have not been adequately explored.
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Details of meetings – 13 June (cont.)

Acquisition costs (Paper 3E)

 The staff highlighted the current position on acquisition costs to the Boards and asked whether the
Boards wanted to follow the previous decisions made.

 The staff also questioned whether the Boards plan to reconsider previous decisions or possibly
even follow a different approach to acquisition costs (e.g. using an approach similar to that
adopted for leases or revenue recognition).

 The Boards debate focused largely on the unit of account, and whether acquisition costs should
be measured as the costs of the portfolio (i.e. including costs of unsuccessful contract activity) or
only the costs of successful activities.

 Some members commented that insurance companies look at the portfolio as a whole and take
the expected level of unsuccessful activity into account when pricing their products.

 Other members rebutted this comment on the basis that a) the portfolio will only include
successful contracts, so including unsuccessful activities would be a mismatch, and b) most
industries will take similar steps, and no others are permitted to defer unsuccessful costs.
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Details of meetings – 15 June

Statement of Comprehensive Income (Paper 3A)

The staff recommends that an insurer should recognise premium information:

a) When due from customers for contracts measured using the building block approach; and

b) For other contracts, when the pre-claims obligation is reduced as the insurer provides
coverage, i.e. when earned.

 Both preparers and users of financial statements would prefer to see premium and margin
information.

 If premium information is included, it must be clear that it is not “revenue”.

 Three alternative presentation formats were put forward, two of which gained support from the
Boards:

‒ Detailed presentation of the contracts, distinguishing those measured using the building block 
approach from those measured using the modified approach, and showing actual versus
expected cash flows (example 2).

‒ Presentation as above although more summarised, which combines contracts measured using 
the building block approach and those measured using the modified approach, and showing
premiums due, claims, expenses incurred, release of margins, and changes in assumptions
and margins (example 3).
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Details of meetings – 15 June (cont.)

Statement of Comprehensive Income (Paper 3A)

 Boards expressed preference for premium earned although the staff explained this was too
difficult for certain long term contracts.

 The staff’s preference was for a presentation similar to example 2, without including the actual
versus expected information.

 Board members in favour of example 2 liked the following characteristics:

‒ The dual statement aspect;

‒ The information on actual versus expected;

‒ That is seems easier to see the profit drivers; and

‒ The clarity on revenue presentation. 
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Details of meetings – 15 June (cont.)

Statement of Comprehensive Income (Paper 3A)

 Board members in favour of example 3 liked the following characteristics:

‒ The similarity with the traditional presentation;

‒ It should have most appeal to the industry;

‒ It sets a minimum requirement for presentation; and

‒ It avoids having to develop a statement specific to insurance industry.
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Timetable and next steps

 The IASB announced on 30 June that the target publication date for IFRS 4
Phase II is the first half of 2012 with a re-exposure or a review draft published in
Q4 this year.

 It is possible that, should the IASB reissue the Exposure Draft, the FASB will
release their Exposure Draft at the same time.

 There are still no indications on the effective date. Given the likely delay to a
2012 publication date, We consider it unlikely that the mandatory effective date
will be before 1 January 2015.

 A paper proposing the change of IFRS 9 effective date from 2013 to 2015 to be
discussed on 22 July added further evidence that this is the current thinking at the
IASB.

 The next meeting is scheduled for 20-22 July and we have no indication of what
topics may be discussed at this meeting on the insurance project.

Next steps

 Meetings are scheduled for 20-22 July.

 Second round of consultation is highly likely.

IFRS 4 Phase II - Webcast (July 2011)14



© 2011 Deloitte LLP. Private and confidential

Contact details

Francesco Nagari

Deloitte Global IFRS Insurance Leader

+44 20 7303 8375

fnagari@deloitte.co.uk

Link to Deloitte Insurance Accounting Newsletter (English/German/Japanese versions):

http://www.iasplus.com/agenda/insure2.htm#newsletter

Insurance Centre of Excellence:

insurancecentreofexc@deloitte.co.uk

15 IFRS 4 Phase II - Webcast (July 2011)



This document is confidential and prepared solely for your
information. Therefore you should not, without our prior written
consent, refer to or use our name or this document for any other
purpose, disclose them or refer to them in any prospectus or other
document, or make them available or communicate them to any other
party. No other party is entitled to rely on our document for any
purpose whatsoever and thus we accept no liability to any other party
who is shown or gains access to this document.

Deloitte LLP is a limited liability partnership registered in England and
Wales with registered number OC303675 and its registered office at 2
New Street Square, London EC4A 3BZ, United Kingdom. Deloitte LLP
is the United Kingdom member firm of Deloitte Touche Tohmatsu
('DTT'), a Swiss Verein, whose member firms are legally separate and
independent entities. Please see www.deloitte.co.uk\about for a
detailed description of the legal structure of DTT and its member
firms.

© 2011 Deloitte LLP. Private and confidentialIFRS 4 Phase II - Webcast (July 2011)16


