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IASB / FASB May 2010
Margins

The boards further discussed the measurement approach for insurance contracts.

By a narrow margin, the IASB tentatively selected an approach that includes a risk
adjustment plus a residual margin;

By a narrow margin, the FASB tentatively selected an approach that includes a single

composite margin.
Risk adjustment

The boards discussed the objective for a risk adjustment, together with draft supporting

guidance, and tentatively decided:

o that the objective is to reflect the maximum amount that an insurer would
rationally pay to be relieved of the risk, taking into consideration that the amount
of benefits and claim costs actually paid may exceed the amount expected to be
paid.

o that the guidance accompanying this objective should clarify that a risk adjustment
would capture the level of uncertainty inherent in the cash flows from the
insurance liability from the perspective of the insurer, rather than from the
perspective of a market participant.

o tolimit the range of available techniques to measure the risk adjustment. Staff will
bring back at a future meeting a discussion on which techniques would be
available for measuring the risk adjustment, including a further analysis on
whether a cost of capital approach would meet the objective of the risk adjustment.

Composite margin

The boards discussed how to amortise a composite margin and considered the application

of two possible factors:

o the insurer's exposure from the provision of insurance coverage, and;

» the insurer's exposure from uncertainties related to future cash flows.

The boards tentatively decided that these factors should be implemented through the

following formula:

(Premium allocated to current period + current period claims and benefits)




(Total contract premium + total claims and benefits)

The boards also affirmed that an insurer should not adjust a composite margin for changes

in cash flow estimates.

Level of Measurement

The boards then discussed the issue of the level of measurement and tentatively decided:

o that an entity should measure any risk adjustment at a portfolio level of
aggregation;

e toretain the definition of portfolio of contracts in the existing IFRS 4 as Contracts
that are subject to broadly similar risks and managed together as a single portfolio;
and

o thatresidual or composite margins should be determined at a cohort level of
aggregation, by grouping insurance contracts by portfolio and, within the same
portfolio, by date of inception of the contract and by length (or life) of the contract.

The boards asked the staff to investigate and recommend whether to require or permit the
insurer to determine a composite margin on an individual contract basis rather than on a

cohort basis.

Disclosures

The boards tentatively approved disclosure requirements for the forthcoming exposure
draft, including a principle on the level of disaggregation for disclosure purposes. The
boards provided some comments for the staff to consider in drafting the proposed

requirements.

Unbundling

The boards discussed a possible guiding principle for unbundling, built around the notion
of significant interdependence. They asked the staff to refine the guidance supporting the
proposed principle so as to explain more clearly how an insurer would assess whether
interdependence is significant.

If the refined guidance cannot address this point, the boards may need to review the
proposed principle at a future meeting. The boards tentatively decided that account
balances of account-driven contracts should be unbundled. For this purpose, the
characteristics of these contracts will be defined in accordance with the guidance in US
GAAP in ASC Topic 944-20-15.

On embedded derivatives:



o the IASB decided tentatively that embedded derivatives should be unbundled
when the IASB's existing standards on financial instruments would require this;

o the FASB decided tentatively that embedded derivatives should be unbundled
using the unbundling principle being developed for insurance contracts.

o Inaddition, the boards tentatively decided that unbundling should be prohibited
except in cases where it was required.

Scope

The boards tentatively decided that the scope of the future standard on Insurance

Contracts should:

e exclude fixed-fee service contracts;

e not exclude financial guarantee contracts, defined as contracts that require the
issuer to make specified payments to reimburse the holder for a loss it incurs
because a specified debtor fails to make payment when due in accordance with the

original or modified terms of a debt instrument.

The boards noted that the proposed definition of an insurance contract:

o captures financial guarantee contracts, as defined above, but

o does not capture contracts that pay out regardless of whether the counterparty
holds the underlying debt instrument, and

e >does not capture contracts that pay out on a change in credit rating or change in
credit index, rather than on the failure of a specified debtor to make payments
when due. Thus, financial guarantee contracts, as defined above, would be within
the scope of the standard on insurance contracts. The contracts described in the
second and third bullets above would be within the scope of standards on financial

instruments.

Thus, financial guarantee contracts, as defined above, would be within the scope of the
standard on insurance contracts. The contracts described in the second and third bullets

above would be within the scope of standards on financial instruments.



