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1.

This cover note provides an overview of the progress on the Insurance Contracts
project and provides:
(a)

an overview of the accounting model proposed by the IASB for
contracts with no participating features (Appendix A);

(b)

a summary of the IASB’s proposals in the 2013 Exposure Draft
Insurance Contracts (the 2013 ED) and the feedback received on those
proposals (Appendix B); and

(c)

a summary of the approach taken by the IASB in developing the
proposals for contracts with participating features (Appendix C).

Papers for this meeting
2.

At this meeting, the IASB will hold an education session in which representatives
of the European CFO Forum will present their alternative proposals for the
accounting for contracts with participating features. Those proposals are described
in a paper prepared by the European CFO Forum, which is attached to this cover
note. We would like to thank our presenters for making themselves available and
producing the materials.

3.

No tentative decisions will be taken at this meeting.

The IASB is the independent standard-setting body of the IFRS Foundation, a not-for-profit corporation promoting the adoption of IFRSs. For more
information visit www.ifrs.org
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Project progress
4.

The IASB is nearing the end of a long and thorough due process on its proposals
for the accounting for insurance contracts. In June 2013, the IASB issued a third
consultation document, a revised Exposure Draft. Since January 2014, the IASB
has been deliberating issues raised in this third consultation round.

5.

So far, the IASB has completed its discussions on the model for insurance
contracts with no participating features. Appendix A summarises the IASB’s
tentative decisions to date. (Appendix B provides a high-level summary of the
proposal for contracts with participating features and the feedback received on
those proposals.)

6.

In its deliberations, the IASB has sought to balance many diverse views and
develop an approach that provides useful financial information and that can be
applied in all jurisdictions that apply IFRS.
Next steps

7.

In recent IASB meetings, the IASB has explored aspects of the model for
insurance contracts with participating features. The staff’s approach for contracts
with participating features is to consider the adaptations that would be needed if
the general proposals in the 2013 ED were to be applied to contracts with
participating features. The staff expect that the education session this month will
inform the IASB in making its future decisions on what adaptations to make to its
general proposals to make them appropriate for contracts with participating
features. Appendix C provides further detail on the staff’s approach, and
describes the IASB’s directions to staff to date.

8.

The staff expect to continue discussions on contracts with participating features
during the first half of 2015, and to publish the final Standard in late 2015.
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Appendix A: The accounting model proposed by the IASB
Measurement approach
A1. The 2013 ED proposes that an entity should measure insurance contracts using a
current value approach that incorporates all of the available information in a way
that is consistent with observable market information. That approach measures an
insurance contract in a way that incorporates the following:
(a)

a current, unbiased estimate of the cash flows expected to fulfill the
insurance contract. The estimate of cash flows reflects the perspective
of the entity, provided that the estimates of any relevant market
variables do not contradict the observable market prices for those
variables.

(b)

an adjustment for the time value of money, using discount rates that
reflect the characteristics of the cash flows. The discount rates are
consistent with observable current market prices for instruments with
cash flow characteristics that are consistent with those of the insurance
contract and exclude the effect of any factors that influence the
observable market prices but that are not relevant to the cash flows of
the insurance contract.

(c)

an adjustment for the effects of risk and uncertainty. The risk
adjustment is defined as being the compensation that the entity requires
for bearing the uncertainty about the amount and timing of the cash
flows that arise as the entity fulfils the insurance contract.

(d)

an amount that reflects the excess of the consideration charged for the
contract over the risk-adjusted expected present value of the cash
outflows expected to arise as the entity fulfills the contract (referred to
as the contractual service margin). The model assumes that any excess
of the consideration over the expected cash outflows is a measure of the
value of the service the entity would perform in fulfilling the contract.
Accordingly the contractual service margin means that the entity would
not recognise that excess as an immediate gain, but would instead
Insurance Contracts │Cover note
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recognise that gain as the entity satisfied its obligation to provide
service over the coverage period.
A2. Thus, the proposals in the 2013 ED represent an insurance contract as comprising
both:
(a)

An obligation to pay net future cash outflows, represented by the
fulfilment cash flows; and

(b)

An obligation to provide insurance coverage over the coverage period
(ie a performance obligation), represented by the contractual service
margin.

Together, the fulfilment cash flows and the contractual service margin provide
an updated representation of the entity’s obligations in the insurance contract.
A3. The underlying objective of this approach is to achieve a valuation of the insurance
contract, including any options and guarantees embedded in the insurance contract,
in a manner that is consistent with market information. However, the measurement
of insurance contracts is a current expected value measurement rather than a fair
value measurement. This reflects the IASB’s conclusion that fair value would not
be an appropriate measurement attribute for insurance contracts because insurance
contracts are not traded in active markets. Consequently, the valuation approach
proposed by the IASB takes into account the fact that an entity expects to fulfil the
contracts, rather than transfer them.
A4. Nonetheless, the IASB believes that the use of a current value measurement model
for the insurance contracts liability is desirable for three important reasons:
(a)

It provides complete information about changes in estimates.

(b)

It provides transparent reporting of changes in the insurance contract
liability, including changes in the economic value of options and
guarantees embedded in insurance contracts.

Insurance Contracts │Cover note
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It means that the assets and liabilities of an entity can be measured on a
consistent basis1, thus reducing accounting mismatch in comprehensive
income and equity.

A5. The measurement approach in the 2013 ED reflects the IASB’s view that an
insurance contract combines the features of both a financial instrument and a
service contract. Because the service component and the financial instrument
component of the contract are interrelated, the IASB does not propose that the
components should be unbundled and accounted for separately.
A6. However, the IASB believes that the different changes in estimates relating to the
service component and the financial instrument component provide different
information value and thus proposes that changes in the different types of estimates
included in the contractual service margin at inception are treated differently.
Those differences in treatment aim to ensure as much consistency as possible
between the features of each component and how that component would have been
reported had it been reported separately. As a result, the IASB’s model treats
changes in different types of estimates after inception as follows:
(a)

The entity accounts for changes in estimates relating to the service
component in a way similar to the effect that would be achieved if the
entity had applied the revenue recognition model to that component.
As a result, changes in estimates relating to future service adjust the
contractual service margin and are recognised in profit or loss when the
related service is provided. Changes in estimates related to current or
past periods’ service would be recognised in profit or loss.

(b)

The entity accounts for changes in estimates relating to the financial
component in a way similar to the effect that would be achieved if the
entity had applied the financial instruments model to that component.
As a result, changes in estimates relating to the financial estimates are
recognised in profit or loss or other comprehensive income.

A7. The following diagram summarises the treatment of changes in estimates for
contracts with no participating features:
1

ie assuming that assets are measured at fair value.
Insurance Contracts │Cover note
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Future cash flows: expected
cash flows from premiums and
claims and benefits

Risk adjustment: an
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about the amount of future cash
flows

Discounting: an adjustment
that converts future cash flows
into current amounts

2

Profit or loss:
underwriting result

Changes in cash
flows related to past
and current services

Release of risk
adjustment relating
to current and past
periods

Profit or loss:
investment result

Interest expense at
locked-in discount
rate (unwind of
discount)

Other
comprehensive
income

Effect of changes in
discount rates

Presentation approach
A8. The 2013 ED proposed a presentation approach for the statement of comprehensive
income that would:
(a)

align the presentation of revenue and expense with that required for
other contracts with customers. This would make the financial
statements of entities that issue insurance contracts easier to understand
for generalist users of those financial statements.

(b)

provide information about the main sources of profits for entities that
issue insurance contracts.

(c)

provide both a current and a cost-based view of the cost of financing an
insurance contract. This would provide disaggregated information
about the effects of changes in discount rates on the financial results of
entities that issue insurance contracts.
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Disclosures
A9. The 2013 ED proposed comprehensive disclosures that would require the entity to
explain:
(a)

the judgements needed in arriving at the amounts recognised in the
financial statements;

(b)

the changes in the components of the insurance contracts measurement,
including a reconciliation in the amounts presented in the statement of
comprehensive income; and

(c)

the nature and extent of risks arising from insurance contracts.

Insurance Contracts │Cover note
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Appendix B: A high-level summary of the proposals for contracts with
participating features in the 2013 ED and the feedback received
A10. The application of the proposals in the 2013 ED to contracts with participating
features would mean:
(a)

The entity would measure the insurance contract on the basis of the
risk-adjusted expected present value of cash flows (ie the fulfillment
cash flows). The cash flows would include the expected cash flows that
arise from the returns of the underlying items that the entity expects to
be passed to the policyholder. This has two important consequences:
(i)

when a contract provides an entity with discretion over the
timing and/or amount of the returns from underlying items
that are passed to policyholders, the fulfilment cash flows
include the cash flows that are subject to the entity’s
discretion. The IASB viewed such payments as arising out
of the obligation in the contract to share in the returns of the
underlying items with the policyholder.

(ii)

The fulfilment cash flows do not include the investment
returns from the underling items but do include the cash
outflow that arises as the returns to be passed to the
policyholder (see paragraph B67(a) of the 2013 ED). Thus:
(A) any changes in the expected returns that the insurer retains are
presented in accordance to the relevant accounting treatment for
the underlying items.
(B) any difference that arises between the returns on the entity’s
investments and the returns to be paid to policyholders would
provide useful information to investors on the economic
mismatches arising between the items held by the entity and the
entity’s obligations arising from the contract. In such cases,
because the underlying items generate a different return, they do
not impact the cash flows of the insurance contract.

(b)

The discount rates used to adjust those cash flows for the time value of
money should reflect the extent of dependence of the amount, timing or
uncertainty of the cash flows that arise from the insurance contract on
Insurance Contracts │Cover note
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the returns on underlying items. This ensures consistency between the
cash flows and the discount rates used to adjust those cash flows for the
time value of money.
(c)

The risk adjustment would reflect the compensation the entity would
require for bearing the uncertainty about those cash flows. No
adaptations are needed for the risk adjustment.

(d)

The contractual service margin would be determined at initial
recognition to eliminate any Day 1 gain. Subsequent to initial
recognition, the contractual service margin would be adjusted to reflect
changes in estimates that relate to future services.

(e)

Interest expense would be reported in profit or loss using discount rates
that are determined at the date when the contract was initially
recognised, updated to reflect changes in returns on underlying items
that are expected to affect the amount of cash flows to the policyholder.

A11. Applying these general proposals in the 2013 ED, the measurement of the insurance
contract would reflect current expectations about all the future cash flows paid as a
result of investment returns on underlying items. This is similar to the fact that the
fair value of the underlying items would reflect current expectations of all the
future cash flows from investment returns on underlying items. Accordingly, when
the underlying items are measured at fair value through profit or loss, there would
be substantially no accounting mismatches between the cash flows from the
contract and the underlying items. This means that reported mismatches would
reflect economic mismatches.
A12. However, accounting mismatches could still arise when the underlying items are
not measured at fair value through profit or loss. Therefore, the 2013 ED proposed
that there should be a measurement and presentation exception for some types of
contracts with participating features. This exception is commonly referred to as the
“mirroring exception”. The mirroring exception was intended to eliminate all
accounting mismatches between the cash flows of the contract and the cash flows
of the underlying items and would apply only to contracts for which there could be
no possibility of an economic mismatch. The 2013 ED specified that this would be
Insurance Contracts │Cover note
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the case for contracts for which the entity is required to pass on returns from
underlying items to the policyholder and for which the entity is required to hold
those underlying items.

Applying the mirroring exception
A13. To apply the mirroring exception, an entity would identify and apply different
measurement bases to:
(a)

cash flows that varied directly with underlying items, which would be
measured on the same basis as the underlying items;

(b)

all other cash flows, which would be measured using the general
approach in the 2013 ED.

Some refer to the separation of cash flows in this way as bifurcating, or
decomposing, the cash flows.
A14. Under the mirroring exception, an entity would present changes in the cash flows
that varied directly with underlying items on the same bases as the presentation of
the underlying items. However, there are differences in the presentation of changes
in the other cash flows, as follows:
(a)

changes in cash flows that vary indirectly with underlying items would
be presented in profit or loss; and

(b)

changes in cash flows that are fixed or that do not vary (directly or
indirectly) with underlying items are presented in accordance with the
general requirements of the 2013 ED, ie:
(i)

as an offset to the contractual service margin, for changes in
estimates of cash flows that relate to future service;

(ii)

in profit or loss, for changes in estimates of cash flows that
do not relate to future service, and for the risk adjustment;
and

(iii) in other comprehensive income for the effect of changes in
the discount rate.

Insurance Contracts │Cover note
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A15. Thus, the 2013 ED proposed different presentation requirements for changes in the
fulfilment cash flows that vary indirectly with underlying items (which are intended
to include embedded options and guarantees), depending on whether the contract
met the criteria for mirroring, as follows:
(a)

When mirroring applies, the changes in the fulfilment cash flows that
vary indirectly with underlying items would be presented in profit or
loss.

(b)

When mirroring does not apply, the changes in the fulfilment cash
flows that vary indirectly with underlying items are recognised as
described in paragraph A12(b).

The response to the proposals in the comment letters
A16. Question 2 of the 2013 ED asked for views on contracts that would be eligible for
the mirroring exception. Although the 2013 ED did not ask an explicit question,
some constituents also raised concerns about the proposals for contracts in which
there is dependence on underlying items when the mirroring exception would not
apply.
A17. Many constituents disagreed with the mirroring exception proposals because it
would mean that some types of participating insurance contracts would be
measured and presented on a different basis from other insurance contracts. Those
with this view were concerned that such an exception would result in reduced
comparability, for example:
(a)

between the measurement of contracts to which mirroring applies, and
those to which it does not;

(b)

between the presentation of the options and guarantees embedded in
insurance contracts to which mirroring is applied, and those to which it
is not; and

(c)

within the mirroring approach, between an insurance contract for which
the entity accounts for the assets backing the contract at amortised cost,

Insurance Contracts │Cover note
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and an otherwise identical contract for which the entity accounts for the
assets backing the contract at fair value.

A18. Some believed that the marked difference in accounting does not reflect the more
subtle differences in contract characteristics, and believed the proposals to portray a
misleading difference.
A19. Some requested further clarification on most of the aspects of the mirroring
exception, and some questioned the intended scope and how the mirroring
exception would be applied to many variations of contracts with participating
features.
A20. This section describes a high level summary respondents’ views on:
(a)

The scope of the mirroring exception (paragraphs A21-A23);

(b)

The accounting for contracts that are eligible for the mirroring
exception (paragraphs A24-A30);

(c)

The accounting for contracts with participating features that are not
eligible for the mirroring exception (paragraphs A32-A36); and

(d)

Alternative proposals described in the comment letters for the
accounting for contracts with participating features (see paragraphs
A37-A38).

Scope of the mirroring exception
A21. The 2013 ED proposed that an entity would apply the mirroring exception only if
the contract:
(a)

requires the entity to hold the underlying items; and

(b)

specifies a link between the payments to the policyholder and the
returns on those underlying items.

A22. Many constituents found these requirements unclear. As a result, there was
diversity in the interpretation of the scope, and some participants were uncertain
whether mirroring would apply to particular contracts. Particular issues identified
were:

Insurance Contracts │Cover note
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In some cases, the requirement to hold assets is specified by a regulator,
rather than by the contract. Paragraph 33 of the 2013 ED required an
entity to consider whether the contract specifies a link to returns on
underlying items by considering all of the substantive terms of the
contract, whether they arise from a contract, the law or regulation.
Nonetheless, it appears that some had interpreted such contracts as
being outside the scope of mirroring.

(b)

In some cases, the payments to policyholders include a link to
underlying items, but subject to management discretion that would
consider a large number of factors. Some interpreted the proposals as
requiring the entity to identify any traceable link to underlying assets,
and to apply mirroring to those cash flows.

(c)

Some asked whether the mirroring approach would be applied in cases
in which there is discretion over the timing of the distribution or
allocation of profits on participating contracts to policyholders.

(d)

Some ask how the mirroring approach would be applied to charges that
are based on the amounts attributable to the policyholder.

A23. Some respondents observed that the criteria for the mirroring exception would
mean that there would be a relatively narrow number of contracts to which the
mirroring exception could apply. Some believed that the complexity that would be
introduced by having different accounting approaches for different types of
contracts would not be justified because of this narrow scope would mean that only
some and not all accounting mismatches would be avoided. In contrast, some
suggested retaining the mirroring proposals, but restricting the scope to mutual and
unit-linked/segregated fund contracts, possibly on an optional basis. The staff plan
to consider if a mirroring approach is needed after considering what adaptions are
needed to the general model to account for contacts with participating features.

Contracts that are eligible for the mirroring exception
A24. Some respondents, for example from Canada, Asia and from mutual entities, supported
the mirroring exception because it would eliminate accounting mismatches when the
Insurance Contracts │Cover note
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terms of the contract mean that the entity will not suffer any economic mismatches.
They agreed that the mirroring exception would result in a faithful representation of the
fact that the amount the entity is obligated to pay is equivalent to the value of the
underlying items.
A25. However, many constituents had significant concerns about the mirroring proposals

in paragraphs 33 and 34 of the 2013 ED. While most were sympathetic to the
IASB’s intention of eliminating accounting mismatches using a mirroring approach,
most objected to the specific proposals in the 2013 ED for doing so.
A26. Some are were concerned about the depiction of an insurance contract that is
measured using the mirroring exception.Some preparers and regulators were
concerned that when the underlying items are measured at cost, the carrying value
of the insurance contract would not be a current value. As a result, the difference
between the liability measured for financial reporting purposes, and the liability
recognised for regulatory purposes would widen in some jurisdictions.
A27. However the main concern about the mirroring exception related to the perceived
complexity of applying the approach.
A28. Many constituents believed that it would be difficult for entities to identify the
component of the insurance contract that would be measured on the basis of the
underlying items (especially if the underlying items were measured using different
accounting bases), and the component of the insurance contract that would be
measured according to the general proposals in the 2013 ED. They observed that
the IASB’s model was designed to treat an insurance contract as a bundle of rights
and obligations, and that the IASB had previously decided that there should be
limited unbundling of those rights and obligations, on the basis that it would be
arbitrary and complex to do so.
A29. Accordingly, they believed that it would be difficult to separate and separately
measure part of the probability-weighted estimate of cash flows, particularly if the
2013 ED were to require a separation that does not align with the way that many
insurers view their products. Their objections were:
(a)

Any decomposition of cash flows is arbitrary, so different methods of
decomposition would lead to different valuations of the insurance
Insurance Contracts │Cover note
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contract, and therefore, an arbitrary measurement in the balance sheet or
in the profit reported in the statement of comprehensive income.
(b)

When the guarantees embedded in the insurance contract vary from
year to year, the entity would need to decompose and mirror a different
proportion of the liability each year. Some constituents noted that this
would increase the operational difficulties of applying the mirroring
proposals.

(c)

Some commented that they can separately measure the time value of
options and guarantees under their existing practices. However, they
would not be able to divide them into a component to be recognised in
profit or loss and a component to be recognised in other comprehensive
income.

These concerns are similar to those described in A32 and A33 about applying
different discount rates to different sets of cash flows.
A30. As a result of this complexity, some thought that the proposals would be workable
only for the simplest participating contracts, such as those in segregated fund
arrangements. For such contracts, almost all the cash flows from the contract
would vary directly with the underlying items, and the decomposition of cash flows
would not be arbitrary.
A31. Finally, some preparers were concerned that if an entity applies the mirroring
approach at initial recognition, the contractual service margin could be misstated if
the underlying items are not measured at fair value. Some noted that the IASB
would need to clarify that the contractual service margin should be determined on
the basis of cash flows that did not vary with the returns of underlying items.

Contracts with participating features that are not eligible for the mirroring
exception
A32. Some respondents were concerned that the application of the 2013 ED would
require entities to apply different discount rates to the different types of cash flows
within a contract with a participating feature because:

Insurance Contracts │Cover note
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The proposal that discount rates should reflect the extent to which the
cash flows depend on asset returns would mean that an entity would
discount cash flows that depend on asset returns using a different rate
from that used to discount cash flows that do not depend on asset
returns.

(b)

The proposal to determine interest expense in profit or loss on the basis
of the locked-in discount rate, updated when the entity expects any
changes in returns on underlying items to affect the amount of cash
flows. Some interpreted this requirement as implying that an entity is
required to apply separate discount rates to each set of cash flows.

A33. These respondents believed that any requirement to apply different discount rates to
different types of cash flows would result in excessive operational complexity.
They recommended instead that a single discount rate should be applied to all cash
flows that do not qualify for mirroring.
A34. Some observed that in a contract with participating features, the investment returns
that are not passed to the policyholder result in profit for the entity. Some believed
that changes in estimates of such profits should adjust the contractual service
margin, because such amounts would affect the amount of profit the entity expects
to earn from the combined effect of the insurance contracts and the assets held to
provide the returns promised in the contract.
A35. Some stated the requirements for determining interest expense were unclear, as
follows:
(a)

They believed it unclear when a fixed death benefit should be
considered to vary directly with returns on underlying items:
(i)

the fixed death benefit could be regarded as fixed, in which
case the entity would apply a discount rate locked-in at
inception.

(ii)

However, universal life contracts often lapse if the account
balance goes to zero, in which case the death benefit will
not be paid. Because the account balance is directly
dependent on the level of credited rates, which are directly
dependent on returns on the underlying items, some
Insurance Contracts │Cover note
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consider these death benefit cash flows as varying directly
with returns on underlying items. Accordingly, they would
discount these cash flows using a rate that is updated when
the entity expects any changes in returns from underlying
items to affect the amount of cash flows.
(b)

They believed it was unclear whether the discount rate should be
updated to the current, market-consistent liability rate, or to a rate with
a different objective. Some suggest instead that interest expense
presented in profit or loss should be determined as the book yield on the
backing assets, ie an amount based on the return on the assets backing
insurance contracts that is recognised in profit or loss in the period or an
amount calculated using an effective rate/level yield method.

A36. Some suggested that the IASB should make optional the use of other

comprehensive income for presenting specified changes in insurance contract
liabilities.

Alternative proposals for the accounting for contracts with participating
features
A37. Some doubted that the IASB would be able to resolve the practical difficulties with
applying the mirroring proposals. In addition, some observed that, as a principle,
accounting mismatches are best dealt with by consistency of measurement
approaches rather than by exceptions. Accordingly, some suggested that there
should be no measurement and presentation exception for contracts with
participating features, but that the general approach should instead be used to
measure all insurance contracts at a current value.
A38. However, views on how to address accounting mismatches between the cash flows
of the insurance contract and the cash flows of the underlying items differ:
(a)

Some proposed that all insurance contract liabilities should be measured

using the general proposals of the 2013 ED, and that any accounting
mismatch should be dealt with by modifying the accounting for the
underlying items instead.
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Some observed that the main problem that the mirroring exception aims to
solve could be dealt with much more simply, that is, by allowing use of
other comprehensive income to be optional rather than mandatory, as
described in paragraph A36.

(c)

Some thought that the general model proposed in the 2013 ED could be
adapted for contracts with participating features to address the concerns

described in paragraphs A32-A36. However, others proposed
alternative models for contracts with participating features.
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Appendix C: Extending the general proposals to contracts with
participating features
A39. The IASB’s recent discussions have explored the adaptations that might be made to
the general model. Appendix B outlines how the IASB’s tentative decisions to date
would apply to contracts with participating features. Those discussions reflect the
staff’s approach (described in paragraph 7) of considering the adaptations that
would be needed if the general proposals were to be applied to contracts with
participating features. In particular, the IASB has considered:
(a)

whether there is a need to include in the fulfilment cash flows the
returns of underlying items that the insurer receives, and thus, whether
to adjust the contractual service margin for the insurer’s share of returns
from underlying items, and

(b)

whether the interest expense presented in profit or loss should be
modified.

A40. The IASB has directed the staff to:
(a)

consider adjusting changes in insurer’s share of returns from underlying
items against the contractual service margin only when those changes
can be viewed as an implicit management fee. The IASB believes this
to be the case only when:
(i)

the returns to be passed to the policyholder arise from the
underlying items the entity holds (regardless of whether the
entity is required to hold those items or whether the entity
has discretion over the payments to policyholders);

(ii)

there is a minimum amount (either fixed or determinable)
that the entity must retain; and

(iii) the policyholder will receive a substantial share of the total
return on underlying items.
(b)

explore approaches that would determine the discount rate used for the
presentation of interest expense in profit or loss that would avoid the
requirement to apply different discount rates to different sets of cash
Insurance Contracts │Cover note
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flows. The three approaches considered are: (1) a book yield approach,
(2) an effective interest method approach, and (3) an approach that
would incorporate the best features from both the book yield approach
and an effective interest method approach. The IASB directed the staff
to consider the applicability of these approaches as follows:
(i)

the book yield approach should be considered only for
contracts in which:
(A) the returns passed to the policyholder arise from the underlying
items the entity holds (regardless of whether the entity is
required to hold those items); and
(B) the policyholder will receive a substantial share of the total
return on underlying items.

(ii)

The effective interest method approach should be
considered only for contracts in which the cash flows that
vary with underlying items are a substantial proportion of
the total benefits to the policyholder over the life of the
contract.

A41. For contracts with no participating features, the IASB concluded that specifying
only the principle that the contractual service margin should be released in a way
that best reflects the remaining transfer of services being provided under the
contract would result in an unacceptable lack of comparability. Consequently, the
IASB decided to specify that the appropriate pattern for the transfer of services is
according to the passage of time. The staff expect to consider what the appropriate
pattern for the transfer of services for contracts with participating features is at a
future meeting.
A42. In March 2014, the IASB decided that, for contracts with no participating features,
entities should choose to present the effect of changes in discount rates in profit or
loss or in other comprehensive income as its accounting policy and should apply
that accounting policy to all contracts within a portfolio. We will consider as part
of the deliberations on contracts with participating features, whether the IASB
should extend that decision to contracts with participating features.
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A43. The staff expect to ask the IASB to make tentative decisions for the model for
accounting for contracts with participating features as a whole. After evaluating
that model, the staff will consider whether any form of the mirroring exception
should be required. We note that eliminating a requirement for the mirroring
exception as proposed in the 2013 ED would eliminate any need to bifurcate cash
flows for measurement.
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Introduction
1.

This paper for the November IASB Board meeting has been prepared by the European Insurance
CFO Forum (“CFO Forum”), a body representing the views of 21 of Europe’s largest insurance
companies. The objective of this paper is to describe the CFO Forum’s alternative proposals for
participating contracts (the “Alternative Proposal”) for the consideration of the IASB. The paper
provides a detailed explanation of the Alternative Proposal with reasoning of why the proposal is
needed in order to contribute to the IASB Board’s re-deliberations on the 2013 Insurance Contracts
Revised Exposure Draft (the “2013 ED”). It aims to address potential questions that the IASB may
have and to assist the IASB in understanding why an alternative to the IASB’s current proposals for
participating contracts is needed.

2.

The Alternative Proposal was developed by insurers who operate worldwide. The Alternative
Proposal’s key principles have gained support from the global industry including those represented
by Insurance Europe, the Hub Global Insurance Group, the American Council of Life Insurers (ACLI)
and a growing number of national accounting standard setters. Furthermore, the European Financial
Reporting Advisory Group (“EFRAG”) provided favourable feedback on the key principles of the
Alternative Proposal in its response to the 2013 ED and continues to be supportive.

3.

We also note that the CFO Forum presented the large global audit firms with the Alternative
Proposal who agreed with the high level objectives of the Alternative Proposal.

4.

This paper includes an Executive Summary, detailed sections 1 and 2 and an appendix.

5.

Section 1 provides background to the industry concerns, the development of the Industry Proposal
and describes the nature of participating contracts:

6.

Part 1A

Paragraphs 20 to 29

Describes the CFO Forum’s key concerns in relation to the
IASB’s proposals for participating contracts

Part 1B

Paragraphs 30 to 36

Describes the nature of participating contracts

Part 1C

Paragraphs 37 to 41

Explains the development of the Alternative Proposal

Section 2 describes the key principles of the Alternative Proposal and the application of those
principles. It particularly focuses on the key principles relating to unlocking of the CSM, the use of
the current portfolio book yield, the release of the CSM to profit or loss as well as scope noting that
these are areas where IASB Board members have expressed most interest in developing further
understanding:
Part 2A

Paragraphs 42 to 53

Part 2B

Describes each key principle in detail, explains its rationale and provides a conclusion
Paragraphs 54 to 72

Provides an overview on the Alternative Proposal and its
key principles

Full unlocking of the CSM
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Paragraphs 73 to 89

Profit recognition pattern

Paragraphs 90 to 103

Presentation of interest expense in profit or loss

Paragraphs 104 to 113

Scope

Paragraphs 114 to 122

Single measurement basis

Paragraphs 123 to 128

Non-mandatory use of OCI

7.

Appendix 1 compares the components of the Alternative Proposal to the proposals in the 2013 ED
and current IASB re-deliberations.

8.

Although the focus for this paper is on certain elements of accounting for participating contracts,
there are other non-participating contract areas of concern with the IASB’s Insurance Contracts
Project that are of significant importance to the insurance industry.

9.

We have not included simplified examples in this paper. The industry prepared illustrative examples
in the past which have been presented to the IASB staff and selected IASB board members earlier.
The CFO Forum is happy to present such examples to all board members, but due to their nature
these cannot be simply included in this paper.

10.

Whilst we have included the key elements of the Alternative Proposal in this paper, together with the
background and rationale, we realise that this is a complex topic and that it is useful to present and
discuss the topics included in more detail. The CFO Forum will be pleased to do so and continues to
be available for working together with the IASB to successfully develop a new insurance contracts
standard.
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Executive summary
11.

The CFO Forum supports the need for a comprehensive and high quality insurance contracts
accounting standard. The CFO Forum has closely followed the Insurance Contracts Project and
contributed throughout the consultation processes. The CFO Forum has supported key elements of
the IASB proposals such as the building block model and the ability to present the impact of changes
in interest rates in OCI.

12.

The CFO Forum’s primary objective for the final standard is to ensure that for all insurance
contracts, including participating contracts, it provides an accounting basis that reflects the longterm nature and other features of insurance contracts, addresses the inherent link between
underlying assets and insurance liabilities and provides an appropriate basis for the reporting of
performance.

13.

The CFO Forum is concerned that the 2013 exposure draft and current re-deliberations do not
provide an appropriate basis to explain the performance of insurance business to investors and do
not adequately reflect the nature of long-term insurance contracts, particularly participating
contracts. Participating contracts represent a significant portion of the products written by the global
insurance industry and are a core part of long term insurance business. It is critical that the final
accounting model reflects the substance of the contracts in the liability measurement and reporting
of performance, including when considering the application of IFRS 9. Without this, the standard
will not provide an appropriate basis for reporting the performance of insurers.

14.

The key concerns with the 2013 ED and current re-deliberations cover a number of areas. Firstly, the
limited scope of potential approaches would exclude many types of participating contracts written by
insurers. The exclusion of unlocking of the CSM for financial assumptions which is one of the key
profit drivers of participating contracts is a key concern. Additionally, we believe the 2013 ED did not
adequately address the fact that the inherent link between assets and liabilities requires a
presentation of interest expense in profit or loss which is consistent with the measurement basis of
the underlying assets and avoids accounting mismatches. Furthermore the requirement to measure
an insurance contract in its component pieces (bifurcation of cash flows) including the separate
treatment of changes in options and guarantees through profit or loss results in undue complexity
and inconsistency. The combined effect of these aspects is that the IASB proposals will give rise to a
lack of transparency and meaningful results.

15.

In response to these concerns the industry developed the Alternative Proposal. It uses the IASB’s
framework for insurance liabilities (current fulfilment value) to create an approach for participating
contracts that is more consistent with the IASB’s building block principles. The Alternative Proposal
was developed as the best solution available within the constraints of the IASB’s current fulfilment
value and mixed measurement for financial instruments in IFRS 9.

16.

The Alternative Proposal represents a set of key principles which have global support:







Applicable to all participating contracts ensuring consistent treatment of economically similar
contracts.
In our opinion provides for a single measurement basis for all types of contracts, with a single
discount rate applied for liability measurement and consistency in the treatment of options and
guarantees with all other cash flows.
Full unlocking of the CSM for all assumption changes that impact expected future profits,
including financial assumptions which are impacted by the change in value of underlying assets
and reinvestment assumptions. The CSM represents all expected future profits from the
provision of services in the contract.
CSM is released to profit or loss in a way that best reflects the transfer of services under the
contract.
Current portfolio book yield used to determine interest expense in profit or loss to provide
consistency in the reporting of interest expense and interest income.
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The insurer elects to present the effect of changes in the discount rate in OCI or profit or loss as
an accounting policy choice which is needed to reflect the insurer’s asset liability management
strategies and as a result of the accounting policy for the assets.

17.

The key principles of the Alternative Proposal interconnect and taken together as an integrated
package provides an accounting basis which reflects the economic substance of participating
contracts. The proposal addresses industry concerns whilst retaining the IASB building block
principles and providing transparent reporting and disclosure of the financial position and
performance of the insurer. The Alternative Proposal ties back to the IASB’s existing framework and
provides transparency through the current fulfilment value balance sheet, the measurement of all the
options and guarantees and transparent presentation of (changes in) estimated future profits in the
CSM.

18.

Under the Alternative Proposal the insurer’s financial position and performance would be very
transparent to users of financial statements. The current fulfilment value balance sheet reveals the
insurer’s financial position under current conditions and the CSM shows the future profitability of
in-force business on a consistent basis for all contracts; this is more transparent that any other
industry. This is highly relevant information for long-term contracts but only where the CSM is fully
unlocked.

19.

It is critical that the final standard provide an appropriate basis for reporting the performance of
participating contracts. The CFO Forum wishes to work with the IASB to achieve this.
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Section 1 - Background
1A Key concerns with the IASB proposals
20.

The CFO Forum supports the need for a high quality insurance contracts accounting standard and
believes that the development of a comprehensive global accounting standard for insurance contracts
is important. Pressure on the current re-deliberation timeline should not be to the detriment of
developing a high quality standard.

21.

The CFO Forum has in previous communications with the IASB supported a number of the key
elements of the IASB’s proposals and supported the progress made by the Board in the developments
in the project. A key concern of the CFO Forum is that the proposed IASB requirement for a current
balance sheet measure of insurance liabilities gives rise to relevant performance reporting in the
income statement, in particular for participating contracts.

22.

The CFO Forum is concerned that the proposals in the 2013 ED and the current re-deliberations do
not provide an appropriate basis to measure and report the performance of insurance business to
investors. For participating insurance contracts in particular the IASB proposals would not provide a
consistent or transparent accounting basis in a number of respects as explained in the following
paragraphs.

23.

The scope proposal for participating contracts in the 2013 ED under the “mirroring approach” was
limited to contracts where the insurer has to contractually hold the underlying assets, which is not a
requirement in many jurisdictions for many participating contracts, even though in practice the
insurer would hold the underlying assets in many cases. The current IASB re-deliberations to limit
the application of any extension to unlocking of the CSM, that the IASB might be prepared to
consider, to where there is an “implicit and minimum asset management fee” in the contract will
result in fundamentally different accounting frameworks for contracts with similar economic
features and bases of reporting profits that are very different to that of the asset management
industry. To provide an appropriate basis for reporting the performance of insurance business it is
essential that consistent accounting principles are applied to all types of participating contracts.

24.

The CFO Forum supported the IASB’s decision to unlock the CSM for changes in estimates relating
to future coverage and future services as set out in the 2013 ED. However, the 2013 ED did not
permit the unlocking for changes in financial assumptions arising from, for example, interest rates,
reinvestment, and for the effect of asset returns where applicable. The limited unlocking of the CSM
means that the principle of the CSM representing the future unearned profits has not been fully
developed for participating contracts. A fully unlocked contractual service margin is needed for
participating contracts. This would ensure consistency in the measurement of the CSM at contract
inception and at subsequent measurement.

25.

The interaction between assets and liabilities is the core of an insurer’s approach to managing its
business and reporting its performance. As different measurement bases apply through the
application of IFRS 9, the reporting of interest expense on insurance liabilities in profit or loss on a
consistent basis with the backing assets is needed to eliminate accounting mismatches in reported
profits. This principle is relevant for any type of insurance contract.

26.

A single measurement model should be applied to all types of insurance contracts. Whilst the nature
of the cash flows within a contract may differ, all cash flows should be considered jointly for
measurement purposes, reflecting the way the contract is managed by the insurer. Consequently, the
CFO Forum did not support the requirement to bifurcate cash flows proposed in the 2013 ED for
either measurement or presentation purposes because an insurance contract should be recognised as
a whole, rather than as separate components.
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27.

The 2013 ED proposed that for contracts to which the “mirroring approach” is applied changes in the
value of options and guarantees embedded in the insurance contract are reported in profit or loss.
We believe this is inconsistent with the treatment of other cash flows in the liability. Options and
guarantees should be treated consistently with all other elements of the insurance liability for
measurement and presentation.

28.

To provide an appropriate accounting basis that reflects the nature of participating contracts and
services provided, a fully integrated approach is needed where the IASB’s current value of fulfilling
obligations to policyholders in the balance sheet is combined with the reporting of earnings in a
manner which reflects the long-term operating performance of the insurer. The income statement
should reflect a measure of earnings that is relevant to the long-term performance of the insurer,
recognising profits as services are provided, taking account of all service drivers that underlie the
contracts. The future unearned profits should be reported in the balance sheet with appropriate
disclosure.

29.

The Insurance Contracts Project will bring about a fundamental change in the accounting and
reporting of results by insurance companies. The cost of implementing IFRS 4 and IFRS 9 for
insurers will be extensive in terms of expenses, resources and management commitment and is
expected to substantially exceed the cost of adopting IFRS in 2005. To justify the implementation
costs it is critical that the final standard provides an appropriate basis for the reporting of
performance by the industry. If the standard does not achieve this, then not only will the costs of
implementing the new requirements outweigh the benefits to users, but non-GAAP measures will be
needed to appropriately explain the performance results. Such non-GAAP measures would
undermine the objective of the insurance contracts standard.

1B Nature of participating insurance business
30.

Participating insurance contracts allow policyholders to enter into a long-term contract and, in
addition to life insurance protection/coverage, the policyholder shares in the benefits/risks of
investment returns, mortality, expenses and other sources of earnings arising from the contract.
Typically these benefits, in addition to the guaranteed amount, include a return on the pooled
underlying fund of assets managed over the long-term, paid annually and on claim (death, survival
or surrender) or maturity of the contract. Participating contracts typically also provide options and
guarantees to policyholders. The insurer manages the insurance exposure and investment portfolios
over a large number of policyholders, and potentially generations of policyholders, over a long period
of time.

31.

The insurer is compensated for the provision of insurance and investment management services. The
investment management services element of the compensation received by the insurer over the
contract term (which may be 25 years or more) takes various forms. For example, for unit-linked
contracts, the policyholder agrees to pay explicit fees for services provided. For other types of
participating contracts, whilst they are very similar in economic substance and the services provided,
the policyholder instead agrees that the insurer’s compensation for services is in the form of a
portion of returns (investment returns on underlying assets, mortality results and results from
expense- or other items). The nature of such investment returns may be based on fair value returns
or book yields and realised profits.

32.

The performance of participating contracts is driven by compensation received by the insurer for
provision of both insurance and investment management components. These components are
comingled. Often insurers are able to offset lower profits from one component with higher profits
from another component. Also, many participation mechanisms to some extent allow for an
offsetting of policyholder participation from different profit sources, which emphasises the
interdependency of profit sources. For participating contracts, different accounting treatment for
separate components of compensation would artificially split the profit sources of the contract, be
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inconsistent with the integrated nature of the fulfilment cash flows arising from contract, and would
not represent the economics of the contract.
33.

Whilst the underlying assets to the participating contract represent in substance investments of the
policyholder, these assets are reported on the balance sheet of the insurer. The insurer holds and
manages all of these assets in its capacity of providing a long-term managed investment return to the
policyholder rather than holding separate pools of assets for the policyholder and insurer
respectively. These asset portfolios are managed under the governance arrangement agreed with the
policyholder to provide a long-term managed investment return which the insurer may also directly
share depending on the compensation arrangement for services. This governance framework and the
often regulated nature of participating contracts impact the level of influence that the insurer has
over the underlying assets held for policyholders.

34.

Participating insurance contracts cover many different types of insurance products written
throughout Europe, North America and Asia. Participating insurance contracts represent a large
portion of the insurance products written by the insurance industry and for some major groups may
be the majority of their business. Examples of broad categories of participating contracts include
European style participating contracts, with-profits style contracts written in the UK, Ireland and
Asia, unit-linked contracts and universal life contracts (which are prevalent globally). The features
within these broad categories can vary significantly, which contributes to the complexity of reflecting
the nature of these products in the accounting requirements.

35.

Depending on the nature of the contract and local regulations or market practice, a wide variety of
asset classes are used to back the contracts. For some types of contracts this may be a combination of
assets including equity securities, fixed income securities, and investment properties. For others,
there may be predominantly fixed income securities. The use of derivative instruments and hedging
strategies also differs between types of contracts.

36.

The objective of providing transparent and meaningful information to users of financial statements
requires that the final standard adequately reflects the nature and substance of participating
contracts as discussed above, in particular:
 Dependency of insurer’s profits on returns on underlying assets, which vary over time;
 The high interdependency of investment and non-investment related profit sources;
 Management of contracts over a large number of policyholders (and potentially generations
of policyholders);
 The long-term nature of contracts, frequently resulting in the requirement to re-invest
existing assets.

1C Industry developments in relation to participating contracts
37.

It was in response to the industry’s concerns and to adequately reflect the nature of participating
contracts that the Alternative Proposal for participating contracts was developed. The Alternative
Proposal seeks to apply a fully integrated approach. It combines the current fulfilment value in the
balance sheet with performance reporting on the basis of services rendered in the income statement.
It has a CSM that has a meaning to users of financial statements as it represents the unearned profit
from in-force business at all times.

38.

The Alternative Proposal was developed with the aim to maintain the building block approach and
the current fulfilment value in the balance sheet framework of the 2013 ED, as well as the IASB’s
approach to measurement of financial instruments in IFRS 9. Therefore the Alternative Proposal has
been developed as the best solution available for participating contracts within the constraints of the
IASB’s framework for insurance liabilities and financial instruments.

39.

The CFO Forum has consistently highlighted the interaction between assets and liabilities is the core
part of the insurer’s approach to managing its business and reporting its performance. An area of
7

concern previously expressed is in respect of the different measurement bases of assets in IFRS 9
versus the measurement basis for insurance liabilities under the 2013 ED. The Alternative Proposal
works within the existing framework of IFRS 9 and hence does not require changes to IFRS 9 that
would otherwise have been needed when IFRS 9 is applied with the IASB proposals for insurance
contracts.
40.

The Alternative Proposal results in a current fulfilment value measurement of the insurance liability
in the balance sheet, including the value of options and guarantees. As such, all options and
guarantees are reported in the balance sheet at current fulfilment value. The current fulfilment value
balance sheet is combined with a deferral of profits at inception so that profits are recognised over
the life of the contracts. The estimate of future profits is updated each period combined with
disclosure of the developments in the estimated future profits. This provides full transparency to
users of the financial statements.

41.

The following section of the paper describes the Alternative Proposal in further detail covering the
key principles of the approach and the application of those principles.
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Section 2 - The Alternative Proposal for participating contracts
2A Overview of the Alternative Proposal and its Key Principles
42.

The Alternative Proposal is built from a set of key principles which are explained in detail in the
following sections of this paper. The CFO Forum believes that these key principles interconnect and
together represent an alternative accounting model for participating contracts. This means that it is
important that the key principles are taken together as a whole and not considered in isolation.

43.

The Alternative Proposal applies the IASB building block principles to all types of insurance
contracts. Its objective is to ensure that each of the building blocks captures throughout the life of the
contract the same economically relevant components as they do on day one. The Best Estimate
Liability always captures the current fulfilment cash flows, the Risk Adjustment always captures the
current estimate of the compensation for bearing risk and the CSM always captures the current
estimate of future profits that are ultimately for the shareholder.

44.

Instead of introducing exceptions to the 2013 ED building block model for certain contracts, the
Alternative Proposal would result in applying the IASB building block principles in a suitable manner
to all contracts. As it is applicable to all types of participating contracts it will enable economically
similar contracts to be measured consistently. As such, the Alternative Proposal would contribute to
increased comparability across insurers by ensuring the many different types of participating policies
sold globally but which have similar economics are consistently measured.

45.

The service-driven release of the CSM over the remaining contract period to the P&L provides an
appropriate measurement of long-term performance over the life of the contract. An analysis of
movements in the CSM during the reporting period in the disclosures provides additional insight in
the developments that have impacted expected future profits to the shareholder.

46.

The key principles of the Alternative Model are summarised as follows:
Applicable to all types of participating contracts.
One measurement basis for all insurance contracts. Options and guarantees that
are embedded in the insurance contract are treated consistently with other
elements of the insurance liability.
Fully unlocked CSM which represents unearned profit at initial recognition and
throughout life of contract.
Profit recognition in accordance with fulfilment of the contract as services are
provided.
The discount rate used to present interest expense in the P&L is determined
consistently with the investment return recorded in the P&L for the assets which
back the insurance contract liabilities.
Both the FVOCI and FVPL applications are available as an accounting policy choice.

47.

The Alternative Proposal would apply to all types of participating insurance contracts which means
that it provides a broader scope than the “mirroring approach” in the 2013 ED and the scope
envisaged by the IASB staff’s May 2014 proposal for an “implicit asset management fee”.

48.

The measurement of the insurance contract liabilities in the balance sheet for participating contracts
under the Alternative Proposal follows the general IASB building block principles for nonparticipating contracts reflecting the current fulfilment value of the contract. In the Alternative
Proposal a single discount rate curve is applied to the measurement of all of the contractual cash
flows in the insurance contract liability. There is no need to bifurcate cash flows and options and
guarantees would be treated similar to other elements of the contract.
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49.

Under the Alternative Proposal the CSM reflects the future unearned profits arising from provision
of services for the participating insurance contract. This is considered to be consistent with the CSM
definition set out in the 2013 ED that the CSM is “a component of the measurement of the insurance
contract representing the unearned profit that the entity recognises as it provides services under
the insurance contract”. This means that the CSM is unlocked for all factors that affect future
unearned profits arising from the provision of services, including both financial and non-financial
assumptions. This ensures consistency in the measurement of the CSM at contract inception and at
subsequent measurement.

50.

Profit is recognised in the income statement from the amortisation of the CSM on the basis of the
drivers of service in the contract. Interest expense reported in the income statement is determined
consistently with the underlying assets backing the insurance contracts liability. Where an insurer
applies amortised cost and/or FVOCI measurement to all or part of the underlying assets, the
interest expense is determined under the current portfolio book yield. The book yield is determined
consistently with the investment return reported in the income statement for the underlying assets.
This allows the reported performance of the insurer to reflect the inherent linkage between assets
and liabilities.

51.

The Alternative Proposal would not alter the measurement or presentation of the related assets. The
assets would continue to be measured and presented in accordance with their respective IFRS
standards.

52.

The financial statement disclosures presented by the insurer under the Alternative Proposal will
provide disclosure of the components of CSM and how it developed over the reporting period,
providing transparency about future profitability of in-force business. The disclosures will provide
transparency over the movement in the fulfilment cash flows, risk adjustment and the CSM and the
drivers of reported performance in the period.

53.

The following sections describe each of the key principles and the rationale for their application. We
understand that IASB Board members are most interested in the principles relating to the full
unlocking of CSM and the book yield approach. As such, this paper addresses these two principles
first.

2B Explanation of the key principles of the Alternative Proposal
2B.1

Fully unlocked CSM
Description of the principle

54.

In the Alternative Proposal the CSM represents all of the profits to be earned in the future from the
provision of services under the participating contract. For participating contracts, the services
provided include administering the contract and the provision of insurance coverage but also include
the provision of asset management services. The CSM is unlocked for non-financial assumptions and
financial assumptions, including those which are impacted by the change in value of the underlying
assets and reinvestment assumptions. Changes in financial and non-financial assumptions are
treated consistently for subsequent measurement of the CSM.

55.

The Alternative Proposal is consistent with the principle in the 2013 ED that the CSM reflects the
future unearned profit arising from the provision of services. The Alternative Proposal includes the
projected future allocation of asset returns based on the underlying participation mechanism.
Following the recognition of this in the determination of the CSM at inception of the contract, the
unlocking of the CSM continues to incorporate the current estimate of the projected future allocation
of asset returns at each subsequent reporting date.
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56.

We believe that the determination of the CSM on day one under the Alternative Proposal is
consistent with the general approach under the 2013 ED. On subsequent measurement, in the
Alternative Proposal the CSM is unlocked in a manner that ensures it is measured consistently with
the day one calculation. As such, we believe that the Alternative Approach’s subsequent
measurement is consistent with the 2013 ED’s day one calculation instead of the 2013 ED’s
subsequent measurement basis.

57.

The full unlocking of the CSM encompasses all components contributing to future profits, both
financial and non-financial assumptions and including financial assumptions linked to returns on
assets. The return on assets is based on the underlying portfolio of assets, which may include various
types of investments and derivative instruments, which are included in the projection of the cash
flows attaching to the contracts.

58.

The insurer manages the insurance exposure and investment portfolios for participating contracts
over a large number of policyholders, and potentially generations of policyholders, over a long period
of time. In order to reflect the business model, it is essential that the CSM is determined on a level
consistent with how the insurer manages the contracts.

59.

The CSM for a portfolio cannot become negative; therefore, if the CSM for a portfolio is exhausted
then all changes are directly reported in profit or loss so that expected future losses are presented in
profit or loss immediately.
Basis for the application of the principle and rationale

60.

The following paragraphs discuss the key arguments supporting the full unlocking of the CSM. In
summary, the full unlocking of the CSM results in a:
 consistent CSM measurement at day 1 and throughout the life of the contract,
 meaningful updated CSM which can be a key source of information on expected future
profits (instead of a “plug” based on outdated assumptions),
 consistent reflection of financial and non-financial profit sources,
 adequate reflection of the asset dependent nature of participating contracts and
 deferral of changes which impact future services resulting in a meaningful performance
reporting.

61.

We believe that the determination of the CSM on day one under the Alternative Proposal is
consistent with the approach under the 2013 ED. It is important to note that as a result of the
prospective measurement model of the 2013 ED, in the case of participating contracts, our view is
that the initial measurement of the insurance contract liability, including the CSM, requires
projections of future asset returns in determining the fulfilment cash flows. These projections reflect
returns from existing assets and current reinvestment assumptions in case the duration of the assets
is shorter than the duration of the insurance contracts (duration mismatch).

62.

On subsequent measurement, in the Alternative Proposal the CSM is not a “plug” based on outdated
assumptions for allocation to future periods. Instead, it is unlocked in a manner that ensures it is
measured consistently with the day one calculation. It thus has a meaning to users of financial
statements. The CSM is fully unlocked to encompass all components contributing to future profits.
Financial assumptions linked to asset returns impact unearned profits from the participating
contract as the insurer provides both insurance coverage services and investment management
services. Those assumptions should not be accounted for as a separate transaction from the other
cash flows between the policyholder and insurer. The accounting should reflect the economic
substance of the contracts and the way compensation is earned from the provision of investment
management services as well as insurance coverage. As such, we believe that the Alternative
Approach’s subsequent measurement is consistent with the 2013 ED’s day one calculation instead of
the 2013 ED’s subsequent measurement basis.
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63.

The performance of participating contracts is driven by different profit and expense sources (mainly
expenses, risk and investments). For these contracts, consistent with the integrated nature of the
pricing, governance, and determination of policyholder benefits and insurer compensation, both
underwriting and investment results reflect profits under the contract and should be presented
together through the fully unlocked CSM. For these contracts a strict separation and different
treatment of underwriting and investment result would artificially split up profit sources. Unlocking
the CSM for non-investment profit sharing (expenses, risk) but not for asset returns (“partially
unlocked”) would not provide a meaningful CSM or shareholders’ equity as it would contain updated
profit assumptions for risk and expenses, but locked-in assumptions at contract inception for
investment returns. Such distinction would also be inconsistent with the requirements for
unbundling. Components that are not unbundled should also not be artificially split for unlocking
the CSM.

64.

Under the Alternative Proposal, the CSM responds in line with the change in future unearned profits
from the contract. For example, if there are changes in financial assumptions as a result of negative
investment returns and this reduces the expected future unearned profit from in-force business then
this is reflected through a reduction of the CSM in the balance sheet. If instead for example, as
proposed by the 2013 ED, the changes were recognised in profit or loss or OCI without subsequently
unlocking the CSM, a contract issued in a high yield environment would have a high CSM reflecting
the expectation of the share of investment returns at initial recognition, even if the expected future
profits from the contract had significantly decreased due to a decrease in interest rates. This would
misstate the expected future earnings from this contract and thus, the CSM would become
meaningless.

65.

Under the Alternative Proposal, the income statement reflects a result that is relevant to the longterm performance of the insurer, with profits earned over time as services are provided to the
policyholder. The change in financial assumptions linked to reinvestment assumptions and changes
in asset valuation are not reported as performance in the period in which the change in value occurs,
as this actually represents a change in future unearned profits in relation to the insurance contract.
As the objective in the 2013 ED is to recognise profit over the life of the contract, recognising the
change in asset valuation in this way is consistent with the overall principles in the 2013 ED.

66.

Expected returns on underlying items are included in determining contractual cash flows when
projecting expected outflows to policyholders. Similarly, the fully unlocked CSM in the Alternative
Proposal captures the change in future unearned profits from the change in expected future returns.
These returns result from the rights and obligations with the policyholder arising from the contract
and can be seen to form part of the fulfilment cash flows in the boundary of the contract.

67.

For participating contracts asset returns are not standalone as they also impact the policyholder
liability. For participating contracts the portion of asset returns that is not distributed to
policyholders is part of the long-term performance of the contracts as an inherent portion of the
profitability sources of the contract consistently with other fees paid by the policyholder.

68.

The full CSM unlocking does not change the accounting for the underlying items. The items would be
transparently recognised in the balance sheet and income statement in accordance with their
respective IFRS. This would not be different from how the underlying items would be accounted for
if they did not back insurance contracts with participating features. However, the CSM would then be
adjusted in a second step (if applicable), in accordance with the requirements of the Insurance
Contracts Standard. The Alternative Proposal does not impact the way an entity applies IFRS 9, but
the reported earnings are impacted by the interaction between IFRS 9 and IFRS 4.

69.

For participating contracts there is a pool of underlying assets which are used to determine the
fulfilment cash flows on day one. These assets are also used for determination of the day one CSM
and the subsequent unlocking of the CSM. Adjusting the CSM will refer to this existing information
about which underlying items relate to the contract. When benefits to policyholders are asset
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dependent, (expected) returns on these assets have to be used for a traceable cash flow projection.
Typically, insurers hold these assets on their books (often they are required by regulation). The assets
used to determine the unlocking of the CSM are the same as those that are used for the projection of
the fulfilment cash flows. For some types of participating contracts the underlying assets may be
mixed with assets from other insurance contracts (for example in general account portfolios). It is
not necessary for assets to be legally ring-fenced for the insurer to identify the relevant underlying
assets. Insurers usually separately track returns attributable to policyholders and such information
will already be required for determination of the fulfilment cash flows.
70.

The Alternative Proposal for the treatment of the CSM reflects the nature of participating contracts
and not the underlying investments. Estimates of future compensation for investment and fund
management services change with the movements in returns from underlying assets and expected
reinvestments. The CSM should reflect the updated estimate of future profits including those
returns. Unlike trading portfolios or minority interest holdings, the investment portfolios are
required to be held throughout the contract term and are managed on a combined basis for the
benefit of the policyholders and shareholders. As such, the insurer is being compensated for its
services based on these investment returns.

71.

A fully unlocked measurement of the CSM reduces issues around determination of the CSM at the
earliest period presented on transition to the new standard, as it would eliminate the need to
recalculate prior period building block values. It thus significantly simplifies retrospective
application of the insurance contracts standard for participating contracts.
Conclusion

72.

To ensure that the income statement reflects the long-term performance of the insurer the CSM
should be fully unlocked so that it represents all of the future unearned profits from the contract
consistent with the measurement of the CSM at inception.

2B.2 Profit recognition in accordance with fulfilment of the contract as services are provided
Description of the principle
73.

The principle for the release of the CSM is that the CSM is recognised in profit or loss over the
coverage period in a systematic way that best reflects the remaining transfer of services that are
provided under the contract. Therefore, the driver for the release of the CSM in the income statement
in the Alternative Proposal is the nature of the services provided under the participating contract.
This principle is consistent with the 2013 ED.

74.

For non-participating contracts the main services include insurance coverage and administering the
contract. For participating contracts, the additional service provided is asset management services
because the policyholder benefits from investment returns realised by the insurer based on their
premiums. Participating contracts therefore oblige the entity to provide asset management services
in addition to insurance coverage and administering the contract.

75.

The weighting of services provided will depend on the underlying nature of the participating
insurance contract, including the participating features. Services for participating contracts may
include administering the policy, providing insurance coverage and asset management services.
Hence different drivers may be used for different types of contracts. The types of service drivers that
may be appropriate for participating contracts include for example assets under management, the
passage of time or providing insurance coverage. The insurer therefore needs to determine the
drivers which best reflects the pattern of the combined coverage and asset management services and
then recognise the margin in profit or loss over the coverage period.
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76.

The basis for the pattern of services should be determined at contract inception and will be disclosed
in the financial statements. At the end of the life of the contracts the CSM will be fully released to
profit or loss.
Basis for the application of the principle and rationale

77.

Reflecting the nature of the services in the release pattern means profits are earned consistently with
the timing of the services provided by the insurer and hence reflecting long-term performance. A
principles based approach to the determination of the pattern of service is important because if the
pattern of service was mandated for specific product types it could lead to unintended consequences
if the driver does not reflect the nature of the services provided under the contract. As explained in
Section 1 D participating contracts exist in various forms globally and differ substantially. This
underpins the need for a principle based approach to enable an adequate reflection of the different
nature of these contracts in performance reporting.

78.

Releasing the fully unlocked CSM to profit or loss in line with the transfer of services provides for a
similar profit profile that would be recognised by an asset manager who recognises its performance
fees as they are earned. For participating contracts, the building blocks approach reflects the net
present value of all future asset management fees for all future periods. Without unlocking of the
CSM, the full impact on all future asset management fees would also be recognised immediately;
thus, the CSM helps to ensure a closer level of consistency with the profit recognition of asset
managers. For comparison, the contractual measurement period for performance fees for hedge fund
managers may exceed a year in duration and their fees may be based on a share of gains earned. In
this situation, it is unlikely that under the applicable IFRS all expected performance fees could be
recognised until the ultimate fee is certain.
Conclusion

79.

The CSM should be recognised in profit or loss over the coverage period in a systematic way that best
reflects the remaining transfer of services that are provided under the contract. A principle based
approach should be maintained for the release of the CSM so that the recognition of profits over the
life of the portfolio of contracts reflects the nature and timing of services provided by the insurer.
The two principles for the CSM in combination result in meaningful information for users

80.

The CSM should not merely be a balancing item at day one that is allocated to reporting periods, but
it should provide useful information about the financial position and performance. This is why under
the Alternative Proposal the CSM represents the unearned profit for the entity arising from in-force
insurance contracts at all reporting dates.

81.

The performance of the underlying items is integral to the overall performance of the participating
contract. Therefore, unlocking the CSM for non-investment profit sharing (expenses, risk) but not for
investment profit sharing (“partially unlocked”) does not present the overall unearned profit from
the in-force business. A fully unlocked CSM provides a better information basis to estimate future
shareholder cash flows and thus dividend capacities for users of financial statements.

82.

Compared to the 2013 ED, detailed analyses of the CSM together with showing sensitivity to certain
parameters or assumptions would make the profitability of participating contracts very transparent
and provide meaningful information.

83.

As an example, a CSM roll-forward disclosure that could be presented in an insurer’s published
consolidated IFRS financial statements could contain the following:
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84.

Whereas ‘accretion of interest’ and ‘release for services provided’ noted in the above diagram
illustrate what happened in the reporting period, ‘unlocking for changes in assumptions’ and ‘CSM
from new business’ are forward looking:
 ‘Unlocking for changes in assumptions’ illustrates changes in estimated future profits on the inforce business due to events and assumption changes in the reporting period.
 ‘CSM from new business’ shows the estimated future profitability of contracts sold in the period.

85.

It is recognised that short-term fluctuations in the value of the underlying items will be reflected in
the unlocked CSM where that fluctuation impacts the future unearned profits from the contract. This
is appropriate in the context of participating contracts where those fluctuations impact the value of
the compensation to be earned in the future by the insurer.

86.

We would expect the CSM to be presented as a separate line item in the balance sheet (being part of
the overall insurance liability). Users of financial statements could thus transparently read the
current value of fulfilment cash flows and the CSM based on current assumptions from the balance
sheet.

87.

Further disclosures of the different components, as illustrated for ‘unlocking for changes in
assumptions’, or different aggregation levels, could provide more detailed and granular insights into
development of estimated future profitability. Similarly, further analyses could also be done e.g. for
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‘release for services provided’, which would illustrate the contribution of different profit sources to
the overall profitability of the contracts.
88.

Such disclosures would be similar to certain existing disclosures in current Embedded Value
reporting and could avoid the need for such non-GAAP reporting. However, such analyses only
provide meaningful information if these are conducted on a consistent basis from day one to
subsequent measurement. This is the case with the Alternative Proposal’s fully unlocked CSM, which
is consistently determined for existing and new contracts. Comparing profitability of new business
with in-force business in changing (economic) scenarios is particularly important for assessing
performance. Under the Alternative Proposal, the CSM will be a key performance metric to users.
This will only be possible if the CSM is fully unlocked because otherwise inconsistent numbers based
on different assumptions will be added together.

89.

As a result, the insurer’s financial position and performance would be very transparent to users of
financial statements:
 The current fulfilment value balance sheet reveals the insurer’s financial position under
current conditions;
 The performance of the period reflecting the long-term nature of the business is presented in
profit or loss;
 The CSM shows the future profitability of in-force business on a consistent basis for all
contracts, which is highly relevant information for long-term contracts; and

 Further disclosures illustrate the contribution of different profit sources to the overall
profitability of the contracts.

2B.3

Interest expense in the P&L is determined consistently with the investment return
Description of the principle

90.

For participating contracts presenting interest expense in profit or loss using the historical locked-in
discount rate is not appropriate. Instead the interest expense should be determined on the basis of
an updated rate consistent with the investment returns recognised in profit or loss on the underlying
assets.

91.

The Alternative Proposal uses the current portfolio book yield so that the interest expense is
determined consistently with the investment return recognised in the P&L on underlying assets. The
objective of the book yield approach for reporting the interest expense in the income statement is to
provide a consistent basis of presenting interest income and interest expense in the income
statement for participating contracts and to mitigate accounting mismatches.

92.

Insurers will apply IFRS 9 to the underlying assets. As different IFRS 9 measurement bases will
apply to underlying assets, the reporting of interest expense in profit or loss under IFRS 4 Phase II
on a consistent basis with the backing asset is needed to eliminate accounting mismatches in
reported profits. The application of the book yield meets this objective by providing a consistent
determination of the yield on the liability with the asset yield.

93.

The difference between the interest expense reported in the income statement under the current
portfolio book yield and the interest expense under the discount rate used to measure the insurance
contract liability in the balance sheet is reported in OCI. Where FVPL is applied, the discount rate for
profit or loss would equal the discount rate used to measure the insurance contract liability in the
balance sheet,which utilises either the ‘top-down’ or ‘bottom-up’approach.

94.

The current portfolio book yield reflects the investment return reported in the income statement for
the underlying assets backing the insurance liabilities under the accounting model that applies to
those assets. Therefore, the determination of the book yield depends on the nature of the underlying
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items and the accounting measurement basis applied to those assets as the Alternative Proposal
would not alter the accounting for the related assets. The Alternative Proposal is built on the IASB’s
building block principles and is therefore a portfolio based model. This means in practice there
should be one book yield curve that adequately reflects the investment return reported in the income
statement for the portfolio of underlying assets including where there are assets with mixed
measurement.
95.

For a debt instrument the book yield represents the effective interest rate on the debt instrument
adjusted for the assumed reinvestment when the bonds mature and are reinvested in new assets.
This adjustment for reinvestment occurs when the asset duration is not available for the entire
expected duration of the liability. This occurs frequently in practice due to the long term nature of
participating contracts which can have a longer duration than available suitable debt instruments.
For all reinvestments, the expected reinvestment rate would be based on current market rates
reflecting the characteristics of the liability. This long-end of the book yield curve based on current
reinvestment assumptions would be the same current rate as used for the balance sheet. Therefore
no OCI results from this part of the book yield curve. Changes in reinvestment assumptions do
impact the CSM as they usually change the profitability expectations for the insurer.

96.

Any realised gains/losses on the sale of debt instruments measured at amortised cost or FVOCI will
impact the current portfolio book yield for the remaining portfolio. Realising a gain means that there
will be a lower yield on the new, remaining or reinvested assets, meaning a lower discount rate to
report interest expense in the income statement. This will result in a higher charge for accreting
interest on the insurance contract liability and offsetting (part of) the capital gain.

97.

If the underlying assets are all measured at FVPL the discount rate used to present interest expense
in the income statement will be the same current discount rate that is used to measure the insurance
contract liability in the balance sheet.

98.

Other types of assets may also form part of the underlying assets of the participating contract, for
example investment property, owner-occupied property, equities, or a share in the underlying results
of a subsidiary or associate. Where relevant a current portfolio book yield for such assets could be
determined through reflecting the return reported in the income statement for the assets or, in the
absence thereof, the discount rate applied in the measurement of the insurance contract liability in
the balance sheet (current rate).

99.

To calculate the current portfolio book yield the insurer would complete the following steps:
 Identify the underlying assets which back the portfolio
 Determine the basis of the accounting return or book yield for those underlying items.
 Construct a yield curve based on the book yield at each reporting date to cover the duration
of the projected cash flows of the participating contracts.
 This yield curve will incorporate an assumption for expected future reinvestments for the
unmatched period beyond the term of the debt instruments held by the insurer.

100.

When the current portfolio book yield is applied at inception of a contract there might be an initial
difference between the liability discount rate applied in the balance sheet and the current portfolio
book yield. In theory, such difference would be separately identifiable for a single contract with
assets specifically acquired and allocated to the individual contract. In practice, the premiums
received from new policyholders could be used to settle claims on contracts with existing
policyholders. New contracts could be backed with assets the insurer already holds (i.e., there is
some ‘heritage’ between policyholders). The book yield of ‘inherited’ assets will reflect market
interest rates from the date the assets were purchased. It will thus typically not be possible to
determine an OCI effect per contract. However, this reflects the nature of participating contracts,
which are managed over different generations of policyholders. Where new assets are purchased with
new premiums, investment returns would reflect current rates and thus gradually adjust the book
yield, so that no or only a very limited additional OCI effect would occur. This “day one OCI” will be
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an inherent component of the overall (change in) OCI for the period. Conceptually, it would be
desirable to avoid such “day one OCI”. However, in practice we do not believe this is a significant
disadvantage. It should also be noted that there are other comparable accounting treatments in IFRS
which result in an initial amount being reported in OCI on day one, such as the recently finalised
requirements on expected credit losses in IFRS 9.
Basis for the application of the principle
101.

In the Alternative Proposal, the discount rate applied for the presentation of changes in the discount
rate in the income statement is determined using a basis consistent with investment return reported
in the income statement for the assets backing the insurance liabilities. Therefore, the Alternative
Proposal allows consistency between the presentation in the income statement of the insurance
liabilities and the underlying assets. This reflects the inherent linkage between assets and liabilities
in the reporting of the insurer’s performance and allows the reflection of the insurer’s asset and
liability management strategies through the use of OCI.

102.

As underlying assets are required to be measured under different bases through application of IFRS
9, the book yield provides consistent reporting of performance where an insurer has a business
model for its assets which results in amortised cost or FVOCI measurement for those assets,
reflecting the long-term nature of the underlying insurance contracts. The application of the book
yield and the OCI presentation means that current interest rate movements that are not relevant to
the business model in this scenario are reported in OCI and reversed over the life of the contract.
Conclusion

103.

2B.4

The current portfolio book yield combined with the use of OCI for presenting changes in insurance
liabilities is a critical component of the Alternative Proposal to allow an insurer to report the long
term nature of its business in the reporting of income and expense in the income statement.

Applicable to all types of participating contracts
Description of the principle

104.

The Alternative Proposal is applicable to all types of participating contracts. This ensures that there
is consistent treatment of all contracts with similar economic characteristics. This is intended to
ensure a single measurement model for economically similar contracts to reduce complexity and
increase consistency and comparability.

105.

Participating contracts include all contracts which provide policyholders with a right to receive, as a
supplement to the guaranteed benefits, a variable return, either contractually or at the discretion of
the issuer. The variable return could be based upon one or more of the following:
(a) the performance of a specified pool of contracts or a specified type of contract;
(b) realised and/or unrealised investment returns on a specified pool of assets; or
(c) the profit or loss of the company, fund or other entity that issues the contract.

106.

This definition is largely consistent with the existing definition in current IFRS 4 which has been
effective in practice. If there are concerns that contracts with only insubstantial asset dependency
would be captured within the scope, there is the potential that this definition could also incorporate a
concept of “substantial share of the total return on underlying items”.

107.

It is important that the scope is consistent for the two key features of the Alternative Proposal for the
full unlocking of the CSM and the use of a current portfolio book yield. As the book yield and the fully
unlocked CSM interact with each other, the same scope is required.
Basis for the application of the principle
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108.

The scope of the Alternative Proposal is intended to capture all types of participating contracts
irrespective of whether or not the specified pool of assets is required to be held by the insurer.
Participating insurance contracts cover many different types of insurance products written by
insurers. Examples of such contracts would include (but would not be limited to) European style
participating contracts (e.g. 90/10), UK style with-profits contracts, unit-linked contracts and
universal life contracts.

109.

The scope of the Alternative Proposal reflects the nature of the contracts where in many cases
insurers use discretion to provide policyholders with a more stable long term rate of return over the
life of the contract, for example by allocating a higher return in poor years which will be offset in
future years when returns are higher. The scope of participating contracts is a key principle in the
Alternative Proposal as the use of discretion in the level of returns allocated to policyholders is
present in many types of participating contracts.

110.

The scope of the Alternative Proposal is not restricted to contracts under which the insurer is
required to hold the underlying assets as such strict requirement does not exist in many participating
contracts. In reality insurers do usually hold the assets, on which the actual results are based, due to
solvency, ALM or other requirements. As described in paragraph 69, there is a pool of underlying
assets which are used to determine the fulfilment cash flows on day one. Under the Alternative
Proposal these assets are used for the determination of the day one CSM and the subsequent
unlocking of the CSM.

111.

The recent IASB tentative proposals in respect of an “implicit asset management fee” and the
minimum amount which must be retained considerations would result in too narrow a scope and
such criteria would not provide meaningful information to users. There is a wide variety of
participating contracts in which companies earn compensation for the provision of investment
management as well as insurance coverage and for which the fully unlocked CSM is needed.
Artificial constraints based on a notion of an implicit asset management fee are not appropriate.

112.

The application of the principles based Alternative Proposal is appropriate for all types of
participating contracts. The application of the Alternative Proposal key principles has been examined
for a variety of participating contracts written globally. If there are additional types of participating
contracts that should also be examined, the CFO Forum is willing to investigate the application to
such products.
Conclusion

113.

Application of the Alternative Proposal to all types of participating contracts is needed to provide for
consistency of the treatment of similar contracts.

2B.5

One measurement basis for all insurance contracts. Options and guarantees that are
embedded in the insurance contract are treated consistently with other elements of
the insurance liability
Description of the principle

114.

In our opinion the Alternative Proposal provides for a single measurement basis for all insurance
contracts. It ensures that the building block measurement basis is applied to all insurance contracts,
both participating and non-participating. The projection of fulfilment cash flows reflects the asset
dependency where relevant. A single discount rate yield curve is applied to the measurement of all
contractual cash flows.

115.

The discount rate applied for the measurement of the insurance contract liability in the balance sheet
is a current yield curve that reflects the characteristics of the liability cash flows, such as the timing,
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currency and liquidity of the cash flows. It is determined using either a ‘top-down’ or a ‘bottom-up’
methodology. This methodology is consistent with the principles set out in paragraph 25 and the
associated application guidance in the 2013 ED. For the avoidance of doubt, this means that the
discount rate may be determined by adding adjustments to a risk free yield curve in a ‘bottom-up’
methodology or by making deductions from an asset based yield curve in a ‘top-down’ methodology.
In a ‘top-down’ methodology an insurer may start with the yield on its actual asset portfolio held or a
reference portfolio. The discount rate, as determined using either the ‘top-down’ or ‘bottom-up
approach’ will reflect the characteristics of the liability.
116.

The measurement of the insurance contract liability under the Alternative Proposal includes all
options and guarantees, except for those which are required to be unbundled as an embedded
derivative that is not closely related to the host insurance contract. Options and guarantees represent
features embedded in the insurance contract which provides policyholders with additional benefits
or returns, for example, a contract feature that provides a guaranteed minimum return to
policyholders.

117.

The Alternative Proposal requires that options and guarantees embedded in the contract are treated
consistently with all other elements of the insurance liability for measurement and presentation
purposes.

118.

In their asset liability management, insurers commonly utilise derivatives to manage or hedge
several risks such as interest rate or equity risk. The Alternative Proposal would ensure that these
derivatives, which reduce the risk exposures for the insurer and/or the policyholder, will not result in
artificial volatility caused by accounting mismatches. It is important that the accounting for hedging
strategies properly interacts with the model for participating insurance contracts in order to align the
economic effectiveness of the hedging relationship with its reflection in the financial statements.
Basis for the application of the principle

119.

An insurance contract should be measured and recognised as a whole, rather than as component
pieces, reflecting the basis on which the insurer manages the contract. An insurance contract may
contain different types of cash flows depending on the contractual terms, such as death benefits,
guarantees or options and asset management services. Whilst the nature of the underlying cash flows
may differ, all cash flows should be considered jointly for measurement purposes, reflecting the way
the contract is managed by the insurer.

120.

The application of a single yield curve for the measurement of the liability is less operationally
complex than applying multiple discount rates to different cash flow types. It will also lead to a more
consistent and comparable measurement of cash flows across economically similar contracts.
Conclusion

121.

A single approach to measurement should be applied to all types of insurance contracts.

122.

A single discount rate curve should be applied in the measurement of the insurance contract. This
will require an amendment to the existing discount rate principles in the 2013 ED to remove the
requirement for application of different discount rates depending on the cash flow component
characteristics.

2B.6 Both the FVOCI and FVPL applications available to avoid accounting mismatches.
Description of the principle
123.

The Alternative Proposal provides that an insurer should elect to present the effect of changes in the
discount rate in OCI or in profit or loss as an accounting policy choice.
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Basis for the application of the principle
124.

The ability to present the effect of changes in the discount rate in OCI or profit or loss is also needed
for participating contracts in order to provide consistent presentation with the treatment of the
underlying participating assets.

125.

The current portfolio book yield approach described in this paper is linked with the use of OCI to
present the difference between the discount rate used to measure the insurance liability and the book
yield. For participating contracts it is necessary for the existing OCI principle for non-participating
contracts to be amended as the book yield used for presentation in the income statement is updated
each period to reflect variations in the payments to policyholders.

126.

The ability to present changes in the discount rate in OCI is needed in combination with the fully
unlocked CSM to reflect the inherent link between assets and liability and the insurer’s asset liability
management strategies. The nature of the participating contracts may mean that insurers hold debt
instruments for the long-term on behalf of the policyholder and the policyholder shares in the
interest income on the debt instrument and any realised gains. If such assets will be measured at
FVOCI the ability to present interest expense in the income statement on a consistent basis is needed
to reduce accounting mismatches and reflect the nature of the insurance contract.

127.

Extending the ability to present changes in the discount rate in OCI to participating contracts
ensures consistency in the accounting principles applied to all types of insurance contracts.
Conclusion

128.

The principle of electing to present the effect of changes in the discount rate in OCI or profit or loss
as an accounting policy choice should be equally available for participating and non-participating
contracts.
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Appendix 1 - Comparison of the Alternative Proposal and the 2013 ED and IASB current redeliberations
The table below compares the Alternative Proposal to the 2013 ED / current IASB re-deliberation status and explains the Industry’s concerns with the IASB’s
proposals compared with the Alternative Proposal.
Topic

Scope

Alternative Proposal

2013 ED / current IASB redeliberations

Applicable to all participating
contracts.
Participating contracts include
all contracts which provide
policyholders with a right to
receive, as a supplement to the
guaranteed benefits, a variable
return either contractually or
at the discretion of the issuer.
The variable return could be
based upon one or more of the
following:
(a) the performance of a
specified pool of contracts or a
specified type of contract;
(b) realised and/or unrealised
investment returns on a
specified pool of assets; or
(c) the profit or loss of the
company, fund or other entity
that issues the contract.

Current IASB re-deliberations
The Board decided that if adopted, the scope
of the unlocking of the CSM for changes in
the insurer’s share of asset returns will be
limited to contracts when those changes can
be viewed as an “implicit asset management
fee”. This is defined as only when:





the returns to be passed to the
policyholder arise from the underlying
items the entity holds (regardless of
whether the entity is required to hold
those items or whether the entity has
discretion over the payments to
policyholders);
there is a minimum amount (either fixed
or determinable) that the entity must
retain; and
the policyholder will receive a substantial
share of the total return on underlying
items.

2013 ED “Mirroring Approach”
The “mirroring approach” proposed to limit
the application to those contracts which
“requires the entity to hold underlying items”
and
“specifies a link between the payments to the
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Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations
The scope proposed for the “mirroring approach” in the 2013
ED and in current IASB re-deliberations relating to an “implicit
management fee” is too narrow in scope and would exclude a
significant amount of participating contracts written by
insurers from the proposals. This will result in inconsistent
accounting treatment of contracts which are economically
similar in nature.
The Alternative Proposal is intended to be applicable to all
types of participating contracts to ensure consistency in
application of the accounting principles. This would allow for
consistent treatment of economically similar contracts and
improve comparability.
The Alternative Proposal reflects the nature of the contracts
where insurers use discretion to provide policyholders with a
more stable long term rate of return over the life of the
contract. The use of discretion in the level of returns allocated
to policyholders is present in many types of participating
contracts.

Topic

Alternative Proposal

2013 ED / current IASB redeliberations

Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations

policyholder and the returns on those
underlying items”.

Discount rate
used to
present
interest
expense in
profit or loss

Interest expense reported in
the income statement is
determined using the current
portfolio book yield where an
insurer applies amortised cost,
FVOCI or mixed measurement
to the underlying assets.

Current IASB re-deliberations

The current portfolio book
yield is determined
consistently with the
investment return reported in
the income statement for the
assets which back the
insurance contract liabilities.

The book yield approach proposed by the
IASB staff is applicable only in the
circumstances when it minimises accounting
mismatches with underlying items.

The book yield approach would
be applied to all participating
contracts to which the
Alternative Proposal is applied.
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The IASB is exploring two approaches for
determining the discount rate used for the
presentation of interest expense in profit or
loss, the “Effective yield” and a “Book yield”.
Book yield

The book yield would have limited
application. It is not permitted when equity
instruments are measured at FVOCI or when
investment properties are measured at cost
and the policyholder receives a share of
capital gains.
At inception of the contract, the yield curve
for the presentation of the unwind of the
discount that would be recognised in profit or
loss is the same as the yield curve used for the
measurement of the liability on the balance
sheet. The effect of the difference in those
yield curves immediately after inception
would be recognised as a gain or loss in profit
or loss in subsequent periods

The book yield approach described by the IASB staff would
only apply to a narrow subset of participating contracts. This
will not eliminate accounting mismatches in the same manner
as the book yield in the Alternative Proposal and will also not
achieve consistency in reporting between assets and liabilities.
As the book yield in the Alternative Proposal applies to all
types of participating contracts it ensures economically similar
contracts are treated consistently.
The book yield described by the IASB staff differs to the book
yield in the Alternative Proposal, as the IASB staff proposes
prohibiting its application where equity instruments are
measured at FVOCI and investment properties are valued at
cost but the policyholder shares in the capital gains. The CFO
Forum’s view is that a limitation is not required as such assets
can be accommodated by the computation of the book yield.
The effective yield proposed by the staff would not eliminate
accounting mismatches as successfully as the book yield
proposed under the Alternative Proposal as its application will
be limited to portfolios containing only debt instruments when
in many instances insurers will have a mixed portfolio of assets
underlying the participating contract.

Topic

Alternative Proposal

2013 ED / current IASB redeliberations

Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations

Effective yield
The effective yield approach proposed by the
staff is a form of the effective interest method
used to allocate the interest income or
interest expense in profit or loss.
The staff has recommended that approaches
would be applied to contracts for which the
cash flows that vary with underlying items
are a substantial proportion of the total
benefits to the policyholder over the life of
the contract.
Initial
measurement
of CSM

The day one liability
calculation includes the
insurer’s compensation (i.e.
the potential profit on the
contract).

We believe the day one liability calculation is
the same as for the Alternative Proposal.

The day one calculation
includes the expected future
returns on the underlying
investments which impact the
best estimate liability for the
policyholder. Hence the CSM
calculation includes the
relevant portion of these future
returns on underlying assets
that relate to compensation to
the insurer for future services.
The CSM is the difference
between the present value of
premium inflows and the
present value of expected
benefits and expenses plus the
risk adjustment. It contains
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We believe that on day one the general approach under the
2013 ED and the Alternative Approach have the same outcome.

Topic

Alternative Proposal

2013 ED / current IASB redeliberations

Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations

expected compensation to the
insurer for services from all
profit sources, including
expected investment returns.
Subsequent
measurement
of CSM unlocking

The CSM reflects the future
unearned profits arising from
provision of services for the
participating insurance
contract.
The CSM is unlocked for all
assumption changes that
impact expected future profits
and that relate to future
services, including financial
assumptions which are
impacted by the change in
value of the underlying assets
and changes in reinvestment
assumptions. Changes in
financial and non-financial
assumptions are treated
consistently for subsequent
measurement. As financial
assumptions, including
investment returns, impact the
day one CSM calculation it is
consistently reflected in the
subsequent measurement.

2013 ED

Reflecting future unearned profits

The 2013 ED proposed to treat the changes in
assumptions on subsequent measurement
inconsistently to the day one initial
measurement treatment for participating
contracts: It proposes that the financial
assumptions, including the future investment
returns for the insurer are not included in the
unlocking of the CSM, despite in our
interpretation it being so on day one.

The approach described by the staff in the current redeliberations would be very limited in scope of its application.
This would mean that the CSM would not represent the total
future unearned profits for a significant portion of
participating contracts despite them being economically
similar to those contracts included within the IASB’s scope.

Paragraph B68d stated that the contractual
service margin is not adjusted for changes in
estimates of cash flows that depend on
investment returns if those changes arise as a
result of changes in the value of the
underlying items. The ED proposed that such
changes do not relate to services provided
under the contract.
Current re-deliberations
The IASB staff have described an approach
where if the CSM was to be adjusted for
changes in the insurer’s share of asset returns
this would only be in the circumstances when
those changes can be viewed as an implicit
management fee.
For any other type of participating contracts
the CSM is not adjusted for changes in
estimates of cash flows that depend on
investment returns if those changes arise as a
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The CSM is defined in the ED as unearned profit that the entity
recognises as it provides services under the contract. For many
participating contracts, the share in the underlying asset
returns not attributed to policyholders form part of the
insurer’s profits for services provided. These profits are earned
over the life of the contract in line with the provision of
services.
The service margin earned by insurers incorporates amounts
that the entity will participate in over time from the underlying
assets recognising that services are provided over the life of the
contract. It is therefore wider than an implicit management fee.
Asset management activities, i.e. crediting asset returns to the
policyholder, are explicit services under the insurance
contracts. The level of future compensation for these services
changes with asset returns, which impacts the future cash flows
to policyholders in the liability and the unearned profit in the
CSM.
The benefit of the Alternative Approach is that CSM is defined
consistently at initial recognition and for subsequent
measurement, as it is calculated on a fully unlocked basis,
consistent with the other building blocks. The 2010 ED
introduced the concept of nil gain at inception of the contract

Topic

Release of the
CSM

Alternative Proposal

2013 ED / current IASB redeliberations

The release of the CSM is in
accordance with the fulfilment
of the contract as services are
provided.
The appropriate service
driver(s) for the release of the
CSM to the income statement
will depend on the nature of
the services provided by the
relevant participating
insurance contract.

result of changes in the value of the
underlying items. In effect the CSM
represents a residual.

and subsequent IASB decisions to unlock the CSM for changes
in cash flows results in the CSM being an updated
measurement each period representing future unearned profit.
It is relevant therefore that the CSM is also unlocked for all
elements of the compensation the insurer receives from the
contract.

2013 ED

The CFO Forum supported the principle in the 2013 ED for the
release of the CSM. The Alternative Proposal provides the same
principle based approach for the release of the CSM.

The 2013 ED provided principles based
guidance requiring the CSM to be released in
a systematic way best reflecting the
remaining transfer of services being provided
under the contract.
The 2013 ED acknowledged that the services
in a participating contract include insurance
coverage and asset management.
Current re-deliberations
For non-participating contracts the Board
has decided to specify that the appropriate
pattern for the transfer of services is
according to the passage of time.
The IASB has not yet decided on the
appropriate recognition pattern for the
contractual service margin for contracts with
participating features.
The IASB staff paper for the May 2014 Board
meeting noted that because the CSM is a
blend of insurance coverage and asset
management services that are not separately
identifiable, any recognition pattern for the
CSM is inevitably arbitrary, at least to some
extent.
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Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations

If the pattern of service to be used is mandated for specific
product types it could lead to inappropriate performance
reporting if the driver does not reflect the nature of the services
provided under the contract.

Topic

Presentation
of changes in
insurance
liabilities due
to changes in
the discount
rate in OCI or
profit or loss

Alternative Proposal

2013 ED / current IASB redeliberations

An insurer should elect to
present the effect of changes in
the discount rate in OCI or in
profit or loss as an accounting
policy choice.

2013 ED
The OCI approach for the presentation of
discount rate change is applied to nonparticipating contracts. In subsequent redeliberations the option to present changes in
OCI or P&L is an accounting policy choice for
non-participating contracts.

Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations
The principle in the Alternative Proposal for the presentation
of changes in the discount rate is consistent with the IASB’s
tentative decision from the March 2014 Board meeting for nonparticipating contracts. In the Alternative Proposal this
principle is extended to participating insurance contracts.

Current re-deliberations
The IASB has identified that it is yet to decide
on whether the OCI approach provides useful
information for participating contracts.
Options and
Guarantees

Cash flows arising from
options and guarantees that
are embedded in the insurance
contract are treated
consistently with all other
elements of the insurance
contract liability.

2013 ED
The 2013 ED proposed that changes in the
value of options and guarantees embedded in
the insurance contract are reported in the
P&L for contracts in the scope of the
“mirroring approach”.
Current re-deliberations
The IASB has identified that it is yet to decide
on how an entity should account for changes
in the value of options and guarantees.

Bifurcation of
cash flows

There is no requirement to
bifurcate cash flows.

2013 ED

A single yield curve is applied
to the measurement of the
whole insurance contract
liability, including options and
guarantees.

The 2013 ED proposed that for contracts in
the scope of the “mirroring approach” to
determine interest expense in the income
statement, different discount rates should be
applied to the different types of cash flows
contained in the contract:
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The discount rate applied to cash flows
that vary with returns on underlying

We believe the treatment of the cash flows associated with
options and guarantees proposed in the 2013 ED for contracts
in the scope of the “mirroring approach” is inconsistent with
the remainder of the cash flows in the insurance contract.
Options and guarantees embedded in the insurance contract
represent an element of the fulfilment cash flows consistent
with all other components of the liability. To be consistent with
IASB building block principles, options and guarantees
embedded within the insurance contract should be treated in
the same way as all other components of the insurance
contract.
The application of the discount rate to measure the insurance
contract liability in the Alternative Proposal is consistent in
concept with the requirements in the 2013 ED for nonparticipating contracts. The difference in application with the
2013 ED for participating contracts is the removal of the
requirement to bifurcate cash flows and the application of a
single yield to all contractual cash flows.
The 2013 ED requirement to bifurcate cash flows was overly
complex and does not correspond to the way the contracts are

Topic

Alternative Proposal

2013 ED / current IASB redeliberations



items would be reset each time there is a
change in estimate of investment returns
that results in changes to the amounts
paid to policyholders.
The discount rate applied to cash flows
that do not vary with underlying items
would be locked in at inception.

Comparison of the Alternative Proposal and 2013 ED /
current re-deliberations
managed. The operational challenge and cost of implementing
the requirement would outweigh the benefits.

Current re-deliberations
In the discussion of the potential direction on
participating contracts, the IASB Board has
suggested that the measurement model
should not result in the requirement to
bifurcate cash flows.
The IASB intends to consider how to avoid
the bifurcation of cash flows for presentation
purposes.
Disclosure

Disclosure of the components
of the CSM and how the CSM
develops over the reporting
period. Including the
movement in the fulfilment
cash flows, risk adjustment
and the CSM and the drivers of
reported performance in the
period.
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2013 ED
The disclosure objective in the 2013 ED was
that an entity shall provide sufficient
information to permit reconciliation of the
amounts disclosed to the line items that are
presented in the statements of profit or loss
and other comprehensive income and of
financial position. Similar disclosures to that
described for the Alternative Proposal would
be required to meet this disclosure objective
for CSM.

The CFO Forum recognises that an essential component of the
reporting proposition is transparent disclosure. We envisage
that the final standard should include requirements that enable
the reader to understand the key aspects such as assumptions,
features of options and guarantees, and sensitivities. As under
the Alternative Proposal the CSM is intended to represent
future unearned profit, it has significant similarities with the
value of in force business recognised in Embedded Value
reporting. The life insurance industry has extensive experience
in developing disclosures that demonstrate period on period
movements, expected run-off, and other aspects of interest to
users of such supplementary information.

