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Disclaimer

This presentation has been prepared by Bob 
Buchanan.  The views herein are based on 
drafts of submissions prepared by the 
International Accounting Standards Committee 
of the Institute of Actuaries of Australia and 
interested members of the International Actuarial 
Association, they have not gone through due 
process or been adopted by either body.  For 
the most part, the slides are based on the IASC 
position, while the notes quote from both draft 
submissions, which are still a work in progress.

IAAust

The IAAust draft submission has been forwarded to the Institute by the IASC and is 
currently under consideration.

IAA

The IAA submission quoted is taken from the 17 November version, which is the 
basis of a Zoomerang survey closing on 24 November, at the following address.

http://www.zoomerang.com/Survey/WEB22BGUB7MED8/
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Insurance Contracts Project

• Insurance Contracts project started 1997
• Two phases
• IFRS 4 issued March 2004
• FASB joins project August 2007
• IASB ED released late July 2010
• Comments due 30 November 2010
• IFRS due Q2 2011
• Effective date to be confirmed
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Insurance Contracts ED

• Main features – previous session and below
• Commentary process

– IAAust
• International Accounting Standards Committee
• Also comments to Australian Accounting Standards Board
• Draft to President – mid November
• Comments on draft needed this week

– IAA
• Accounting Standards Committee

• Key issues
• Answers to IASB questions
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Key Issues

• Fulfilment Cash Flows
– Initial Expenses
– Ongoing Expenses

• Discounting
• Risk Adjustment or 

Composite Margin
• Risk Adjustment
• Residual Margin 

Runoff

• Premium Allocation 
Approach
– Criterion

– Interest Accretion

• Transition

• Reinsurance

• Contract Boundaries

• Proxy Taxes

• Participating Business
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Overview of Comments

• We strongly support the basic concept of 
current fulfilment value.

• While there are significant flaws in the 
detail, this model has great potential, if 
properly implemented.

• It is very similar to Australian life and 
general insurance regulatory and reporting 
requirements, which work well.

IAAust
Summary Comments
The Institute strongly supports the current fulfilment value measurement model underpinning the Insurance ED. We believe 

that insurance liabilities, at a minimum, should be measured as the expected present value of future cash flows, plus an 
appropriate adjustment for the risk relating to those cash flows. We are also very supportive of the use of residual margin 
to eliminate profit at inception and a simpler approach for short term contracts. 

While there are a number of very significant flaws in the detail of the proposals in the Insurance ED, most critically in respect 
of the contract boundary, transition and the treatment of residual margins after inception, it is important that these not be 
allowed to detract from the potential this model has, if properly implemented, to provide consistent and meaningful 
information for both users of financial statements and business management. This, however, depends on the key 
changes identified in this covering letter. If these changes are not made, then we believe that the resulting Insurance 
Contracts Standard will not provide credible reporting for life and health insurance, and the substantial change to existing 
reporting and the increased ongoing costs would not be in any way warranted for these industries.

Current measurement is as equally important for assets as it is for liabilities, if an entity’s current situation is to be properly 
represented in the financial statements. Our strong support for current fulfilment value is based on this wider principle.  

This does not reflect a naïve faith in markets, but rather a view that both management and investors are much better served 
by the discipline that this imposes to understand and explain what is occurring, which may be quite validly that markets 
have over reacted and that the long term value is still there. 

From our Australian experience with current value reporting, on both sides of the balance sheet for well over a decade for life 
insurance and just under a decade for general insurance,  investors seem to generally accept it, provided that they are 
convinced that it does not represent evidence of a significant flaw in the underlying business model, although they quite 
naturally take a close interest in the market impact on results.
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Overview of Comments

• We strongly support the basic concept of 
current fulfilment value.

• While there are significant flaws in the 
detail, this model has great potential, if 
properly implemented.

• It is very similar to Australian life and 
general insurance regulatory and reporting 
requirements, which work well.

IAAust
Our General & Life Insurance Experience
For General Insurance, the approach proposed is very similar to that required for regulatory reporting in Australia and 

adopted for general insurance financial statement purposes following the HIH Royal Commission. The absence of some 
of the features now proposed by the IASB (such as a sound current estimate with risk margins) from Australian general 
insurance accounting standards up to the time of the HIH collapse was identified by the Royal Commission as a major 
contributor to the HIH collapse. 

The main features of the current Australian regulatory and financial reporting regime for general insurance have been in 
place since 2002 and 2004 respectively and in our experience have worked well, with no major implementation problems. 

The Australian life insurance regulatory reporting regime has used expected present values of future cash flows, with a 
residual margin calibrated to price at issue (if positive), albeit without a risk margin, together with fair value of assets, as
fundamental building blocks, since the mid 1990’s. This too, has worked well. While the inclusion of a specific risk margin 
in the liabilities will be new for life insurance, our general insurance experience demonstrates the merits of this approach 
and gives us confidence in the practicality of extending risk margins to life insurance. 

The lessons learnt from working with the essential elements of the proposed model, have also led us to suggest some critical 
changes, as well as some important clarifications to the details in the Insurance ED.

Unbundling
We support the unbundling of any deposit component of an insurance contract where practicable. Australian experience in 

doing this for well over a decade under Australian accounting standards has shown no significant issues. In the case of 
Australian unit linked business, this has been required for many decades by the regulator.  From our perspective, this 
improves reporting comparability across industries and we can not see any reason not to report such business under the 
Financial Instruments and Revenue Standards.
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Overview of Comments

• We strongly support the basic concept of 
current fulfilment value.

• While there are significant flaws in the 
detail, this model has great potential, if 
properly implemented.

• It is very similar to Australian life and 
general insurance regulatory and reporting 
requirements, which work well.

IAA
Overall, the IAA supports the model proposed in the IASB Exposure Draft for all insurance contracts within the scope of the 

ED.  The use of the present value of the fulfilment cash flows, based on risk-adjusted expected values, as the basic 
objective seems appropriate.  In particular, we support the reflection of the specific characteristics of the liability, including 
illiquidity, in the discount rate and the need for an explicit risk adjustment. 

Our primary recommendations and comments regarding the Exposure Draft on insurance contracts are the following:
Importance of project. The development of a soundly based, high quality financial reporting standard for insurance 

contracts is extremely important, both for insurance entities and the economy as a whole.  We encourage the 
IASB to continue to develop in a timely manner a financial reporting standard for insurance contracts that 
appropriately reflects the economic basis of insurance.  We believe that a global standard will ultimately benefit 
both large multinational insurers and smaller insurers.

Overall measurement attribute. We believe that, to the extent practical, the overall measurement principles that 
underlie the final insurance contracts standard should be grounded in sound economic principles and 
consistent with the business model of the reporting entity.  While the proposal goes a long way to eliminating 
inconsistencies between economic reality and financial reporting,  there are remain several areas where the 
proposed standard is in conflict with those principles, which we point out below.  To the extent that sound 
economic measurement principles are not achieved, the standard will encourage manipulation through such 
vehicles as reinsurance and organizational restructuring to achieve more favourable results.

Unbundling. The scope and measurement objective for any mandatory or voluntary unbundling should be clearly 
stated to avoid divergent interpretations.  The examples provided in the ED are not necessarily consistent with 
its stated principle.

Measurement guidance. No further measurement guidance is needed.  Due to the wide variety of insurance 
contracts, conditions and availability of relevant data, specific rules may result in application that is 
inappropriate.  It is far better that clearly stated principles be presented in the final standard. Nevertheless, 
carefully crafted examples of application in certain selected areas may prove helpful where multiple 
interpretations might arise, as long as they don't create cookbook rules that preparers or auditors feel must be 
followed.

Professional guidance. The IAA intends to provide implementation assistance for the resulting insurance contracts 
standard available to actuaries worldwide.  This assistance will include a monograph on discount rates that is 
currently under development, and preparations for a paper/monograph on the use of various risk adjustment 
methods, if needed.  We have already completed a book on stochastic modelling.  In addition, we anticipate the 
development of International Actuarial Notes to support the technical application of the standard. The historical 
actuarial tradition of providing sound and objective professional advice to our insurance-related clients through 
application of actuarial standards of practice and a rigorous professional discipline process where called upon. 
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Fulfilment Value

• Fulfilment value is the amount required by an 
entity to fulfil its liability under an insurance 
contract.  

• It is the largest fixed amount that the insurer 
would rationally pay to be relieved of its 
obligations (and rights, such as future premiums) 
under the contract.

• It comprises the expected present value of the 
net cash flows under the contract, plus a risk 
adjustment.

IAAust

Portfolio Based Approach to Measurement

We support the use of the portfolio rather than individual contract as the basis for 
measurement of risk margins, residual margins, and ongoing expenses. We 
believe that it should also be extended to the treatment of acquisition expense.

Current Fulfilment Value and Risk Adjustment

We believe that insurance liabilities, at a minimum, should be measured as the 
expected present value of future cash flows, plus an appropriate adjustment for 
the risk relating to those cash flows

No Profit at Inception and Simpler Approach 

We are also very supportive of the use of residual margins to eliminate profit at 
inception for long term contracts though, as noted below, we do differ 
significantly from the Insurance ED about the appropriate treatment of the 
residual margin after inception. 



11

Fulfilment Value

• Fulfilment value is the amount required by an 
entity to fulfil its liability under an insurance 
contract.  

• It is the largest fixed amount that the insurer 
would rationally pay to be relieved of its 
obligations (and rights, such as future premiums) 
under the contract.

• It comprises the expected present value of the 
net cash flows under the contract, plus a risk 
adjustment.

IAA

Overall measurement attribute. We believe that, to the extent practical, the overall 
measurement principles that underlie the final insurance contracts standard 
should be grounded in sound economic principles and consistent with the 
business model of the reporting entity.  While the proposal goes a long way to 
eliminating inconsistencies between economic reality and financial reporting,  
there are remain several areas where the proposed standard is in conflict with 
those principles, which we point out below.  To the extent that sound economic 
measurement principles are not achieved, the standard will encourage 
manipulation through such vehicles as reinsurance and organizational 
restructuring to achieve more favourable results.
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Fulfilment Value

• If this value is negative at inception, before any 
of the fulfilment cash flows occur, a residual 
margin is added to eliminate any initial profit.  In 
this presentation, this residual margin is not 
regarded as part of fulfilment value.

• Alternatively, as preferred by FASB, there is no 
explicit risk adjustment and initial profit is 
eliminated by a composite margin.

Inception here is notionally before any premium. Thus a negative value arises if the 
present value of claims and recognised expenses is less than the present value of 
premiums.



13

Fulfilment Cash Flows
• As proposed, fulfilment cash flows comprise 

– claim payments less recoveries (other than 
reinsurance, which is accounted for separately)

– policy-related expenses that are incremental
• on a contract by contract basis for acquisition costs
• on a portfolio basis for other costs

– premiums (on the basis of expected policyholder 
behaviour)

• They therefore exclude
– acquisition costs that are incremental on a portfolio 

basis but not contract by contract
– overheads

• Excluded costs are expensed as incurred.
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Fulfilment Cash Flows

• The problem with this approach is that, in 
conjunction with the residual margin, it sets up a 
loss at inception equal to the expected present 
value of excluded expenses and future profits or 
losses as emerging excluded expenses differ 
from the runoff of the residual margin.

• It is also subject to manipulation, since non-
incremental costs under one administrative 
structure can be made incremental under a 
different structure.

IAAust
Acquisition Expenses – it is completely inappropriate that the impact on profit of writing new business should differ, 

depending on the form of distribution used. The acquisition expenses included should be consistent with that proposed 
by the ED for ongoing expenses: that is, incremental at the portfolio level (including directly allocated expenses). 

Acquisition Expenses
While we believe that full allocation of expenses is appropriate from an actuarial and value perspective, we can understand 

the Boards’ reluctance to go this far. However we are concerned that the approach adopted, of only allowing incremental 
acquisition costs to be deferred, means that profit reporting for insurance contracts will become more driven by form than 
substance. For example:

reported profit will differ, depending on the distribution method used, with acquisition commission being deferred for broker 
and agency business, but equivalent costs for those using salaried or direct distribution unable to be deferred;

it will encourage companies to change remuneration structures to be volume based, not only for distribution but also other 
functions such as underwriting, through outsourcing which, as recent American experience with mortgage underwriting 
illustrates, does not improve the quality of underwriting.

For these reasons, we believe that the Board should change the definition to align with that used for ongoing costs, that is 
those that are incremental at a portfolio level or can be directly allocated to portfolios, such as underwriting.   While we 
note the Board’s concern expressed in paragraph BC141, that these would not be as easily identified, the potential for 
manipulation is limited, especially with more guidance along the lines we propose in our response to the question on 
cash flows and that already exists in respect of ongoing expenses (if our recommendation above is not followed, 
whereby changes in estimates for future ongoing expenses will be taken into current profit instead if the residual margin 
is not remeasured). 

IAA
Acquisition costs. We disagree with the proposed treatment of acquisition costs.  To be consistent with the economics of a 

portfolio of contracts across distribution channels and across jurisdictions, for which insurance is based, acquisition costs 
that are incremental to the portfolio, rather than just those that are incremental to the contract, should be included in the 
expected cash flows in building block 1.  The proposed treatment of acquisition costs is inconsistent with the unit of 
account for the rest of the measurement model in the ED
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Fulfilment Cash Flows

• A further conceptual issue is that these excluded 
costs are allowed for in the premiums that an 
insurer charges and would be allowed for in 
what an insurer would rationally pay to be 
relieved of its obligations.

• These problems could be eliminated by 
including all policy-related costs in the fulfilment 
cash flows, including appropriate overheads.

• Better, loaded acquisition costs should be used, 
so that any difference between actual and 
loaded acquisition costs emerges at acquisition.
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Fulfilment Cash Flows

• There is also a tactical issue.  Some IASB 
members hold the view that, consistent with, for 
example, the Revenue Recognition standard, 
acquisition costs are not costs of fulfilment at all.  
The concern is that, if we rock the boat too hard, 
this faction may prevail. 

• In effect, this would add even contract by 
contract incremental costs into the residual 
margin and lead to a larger initial loss.  This is a 
major issue for life insurance.
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Discounting

• The discount rate used in the present value 
calculation is to be the “risk-free” rate plus a 
liquidity adjustment. In the context of many 
general insurance lines, the liquidity adjustment 
is unlikely to be applicable. We believe this is 
appropriate.

• An exception, in the life insurance context, is 
benefits directly linked to asset values, where 
the asset value is used.

• [IAA may argue for an asset-based rate in cases 
of partial asset-linkage or where assets are on 
an amortised basis].

IAAust

Discounting  

We support the proposal that the discount rates used should reflect the 
characteristics of the liability and not those of the backing assets, unless the 
benefits under the contract are linked to the backing assets. 

While we believe that it is appropriate to allow liquidity adjustment to be made for 
portfolios where it is clear that liquidity is not required, we believe it should be 
allowed but not required, as it is often very challenging to determine such an 
adjustment in a robust way.

We also note the concern that not being able to reflect the impact of credit market 
volatility in the liability may misrepresent the overall economic reality for a tightly 
matched portfolio. However, we do not believe that this is reason to allow any 
adjustment to the liability for credit risk. 
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Risk Adjustment or
Composite Margin

• Risk adjustment, with a residual margin is similar 
to current Australian general insurance practice 
and eliminates the need for a liability adequacy 
test.

• The Margin on Services approach, in Australian 
life insurance, is a sort of composite margin 
approach.

• As proposed by FASB, the composite margin is 
not subject to a liability adequacy test and can, 
therefore be less than the risk adjustment.  This 
can lead to provisions that do not adequately 
reflect the economic value of uncertainty.

IAA

Risk adjustment.  The objective for the risk adjustment is described in an 
inconsistent manner within the ED.  To avoid misapplication, a consistent objective 
should be provided.  Consistent with a principles based standard, it should include 
appropriate criteria for such an adjustment, without needless constraints, with an 
emphasis on disclosure. The diversification effect of risks across portfolios should 
be recognized, as these effects are inherent in the economics of and the pricing of 
insurance contracts that are part of a portfolio.  Both the reporting entity and 
investors would reflect such potential effects that are reflected in both the price that 
the reporting entity is willing to be relieved of the obligations and rights of the 
contracts in the price that a potential purchaser would be willing to pay. 



19

Risk Adjustment

• The risk adjustment shall be the maximum 
amount that the insurer would rationally pay to 
be relieved of the risk that the ultimate fulfilment 
cash flows exceed those expected.

• Stop-loss premium.

• Inconsistent with insurance pricing Cost of 
Capital and earlier formulations.

• Should be differ from.

IAAust

Risk Adjustment

We see the use of “maximum” in the definition of the risk adjustment as potentially confusing and 
open to the misinterpretation in that it requires the use of the highest possible amount out of a 
plausible range and we would recommend that it be redefined in terms of the amount that lies on the 
boundary between the price the insurer would rationally be prepared to pay to be relieved of 
uncertainty and price where the insurer would rationally prefer to retain the uncertainty. 

We also see it as very important that, in determining this price (the risk adjustment), the insurer 
should be able to appropriately recognise the impact of reinsurance on the overall risk, 
notwithstanding that the gross insurance and reinsurance have to be presented separately, so that 
the overall risk adjustment is commensurate with what the insurer has paid through reinsurance to 
remove risk from the portfolio. As that is the primary purpose of reinsurance, to have a different net 
outcome would be out of line with actual risk and the economic basis of the business.

While we believe that it is reasonable for the IASB to limit the current choice of techniques for risk 
adjustment to the three proposed, we are very concerned that this should not be done in a way that 
prevents the development and implementation of better methods. Hence, we believe that the 
requirement to use one of the specified techniques should be a rebuttable presumption that allows 
new methods to be developed and used provided that they can be shown to be superior to the three 
methods currently allowed. 
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Risk Adjustment

• cf IAS 37 Exposure Draft

• An entity shall consider the risk that the actual 
outflows of resources might ultimately differ from 
those expected. A risk adjustment measures the 
amount, if any, that the entity would rationally 
pay in excess of the expected present value of 
the outflows to be relieved of this risk.
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Risk Adjustment Approaches

• Confidence interval (CI)
– sufficient with a given probability
– also known as value at risk (VaR)

• Conditional tail expectation (CTE)
– average of outcomes in excess of CI
– also known as tail value at risk (TVaR)

• Cost of Capital (CoC)
– amount needed to give an adequate rate of return on 

required capital
– standard approach to pricing

The ED proposes that only these three can be used.

Only CoC can be directly related back to market data. It is also an accepted pricing 
technique

CI and CTE need calibration to CoC or to observed profit margins.

The extent of diversification is an issue for CI and CTE
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Cost of Capital

• Actual capital varies in market.

• Rates of return vary in market.

• Entity-specific approach allows variation 
according to insurer’s risk preferences.

• Entity assumptions can be compared to market.

• Direct calibration to market.
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Cost of Capital

• Capital covers all risks net of reinsurance and 
fully allows for diversification.

• Must be allocated between insurance and other.
• Must be allocated between portfolios.
• Covers net risk plus risk of insurer default.
• Allocated, therefore additive.
• Therefore net CoC risk margins additive.
• Limited guidance for gross risk margins.
• But net margin is what really matters.
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Confidence Interval

• Can give silly results for highly skew risks.

• Can give silly results for gross/reinsurance/net.

• Non-additive – depends on degree of 
aggregation/diversification.

• Appropriate confidence level depends on 
portfolio.

• Can be calibrated to CoC, used as rule of thumb.

• Can be calibrated to similar portfolios held by 
similar insurers.
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Conditional Tail Expectation

• Copes well with skewness.

• Can give silly results for gross/reinsurance/net.

• Non-additive – depends on degree of 
aggregation/diversification.

• Appropriate confidence level depends on 
portfolio.

• Can be calibrated to CoC, used as rule of thumb.

• Can be calibrated to similar portfolios held by 
similar insurers.



26

Residual Margin Runoff

• Initially comprises
– value of expenses and overheads excluded from 

fulfilment cash flows.
– value of difference between actual premiums and 

sound premium on current assumptions at time of 
issue.

• Run off over coverage period in proportion to 
risk – no residual margin on claim liabilities.

• Runoff locked in at issue*.
• Implies an initial loss equal to the value of 

excluded expenses.

* The locked-in margin is reduced if the business in-force is less than expected, but not adjusted if greater.

IAAust
Residual margin – consistent with the treatment of ongoing contracts under the Revenue Exposure Draft, the residual 

margin in respect of future coverage periods should be remeasured at the end of each period. 

Residual Margin Treatment
We support the concept of a residual margin and the exclusion of a profit on inception, which would be the natural outcome 

for long term contracts if held at fair value, as they are normally priced to recover non-incremental acquisition costs. In 
addition, contracts are normally priced to cover their share of ongoing general overheads and, under the current fulfilment 
value measurement model, this would fall into day one profit if not captured by the residual margin.

However, as set out in our letter of 31 March 2010 to the IASB, we believe that requiring changes in future estimates in 
respect of the pre-claims liability to be booked in the current period, instead of allowing re-measurement of the residual 
margin held of for future periods is flawed for a number of reasons, as set out below.

It reflects a generally inaccurate view that a fixed price is determined at inception. For long term insurance contracts this is
often not the case, for example:

for modern risk business in Australia, insurers retain the right to reprice the portfolio as a whole on renewal, even 
though they cannot re-underwrite individual contracts;

for participating business, the price is effectively reset throughout the life of the contract, through the addition of 
discretionary benefits;

It is inconsistent with the approach proposed under the exposure draft for Revenue From Contracts with Customers 
(Revenue ED), which does not allow:

changes in estimates of the price to be received to be booked as profit in the current period. Instead, to the extent 
that it represents revenue allocated to customer obligations in respect of future periods, it must be recognised 
only as those obligations are met; and 

remeasurement of expected costs, unless onerous, which means changes in future expected costs impact profit 
under the Revenue ED only as incurred and not at the time future expectations change.

It means that current period profit is much more open to manipulation than it would be otherwise (which was one of the 
reasons that the Board rejected allowing changes in future expected costs to go through to current period profit and loss 
under the Revenue ED – paragraph BC86).

It is inconsistent with the approach required for short term contracts, which does not allow remeasurement of the pre-claim 
liability and, hence, implicitly resets the residual margin inherent in the unearned premium;

It results in investment market impacts on assets under management (AUM) and future investment returns on future 
shareholder margins for participating business being booked in current period profit, rather than as the inherent 
investment service is provided;    
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Residual Margin Runoff

• Initially comprises
– value of expenses and overheads excluded from 

fulfilment cash flows.
– value of difference between actual premiums and 

sound premium on current assumptions at time of 
issue.

• Run off over coverage period in proportion to 
risk – no residual margin on claim liabilities.

• Runoff locked in at issue*.
• Implies an initial loss equal to the value of 

excluded expenses.

it means that the profit emerging is a strange combination of:

a blend of historic expectations for margins in the portfolio, which are largely divorced from the portfolio 
actually remaining in force and do not reflect current estimates for that portfolio at the start of the 
reporting year, and hence is not decision useful; 

the release of the current risk margin; 

actual experience for the period against that expected from the opening current fulfilment value; and 

any change in the estimate of margins in future renewal premiums, which relates to the future 
coverage period; 

and as a result the reported profit for the period will be a strange and ever moving mixture of fair value (the 
change in future margins), historic cost (the residual margin release) and current period outcomes (the 
release of the current risk margin and actual experience). Hence the reported profit will be of limited use 
unless broken into the above very different components.

It handles miss-estimation of future experience more poorly, resulting in a profit emergence which is more out of 
line with expectations than that which would have occurred had actual experience been known at inception, 
as illustrated in the attachment to our 31 March 2010 letter and in our answer to Question 6(d); and

it significantly increases the complexities of determining residual margins, due to the fine grain required (by 
portfolio, date of inception and expected term, each with its expected run-off pattern from inception, adjusted 
not for lapses in excess of expected from inception but only for lapses in an individual year in excess of 
expectations not from inception but from current expectations at the start of that year).

We do, however, agree that any changes in estimates in respect of the post claims liabilities, including those 
incurred but not reported, should be reflected in the current period profit. 

Hence we propose, as set out in more detail in our answer to Question 6(d), that the expected residual margins, 
at the end of the period, should be determined as the expected present value, at the end of the period, of 
future releases of residual margin, on the previous valuation basis, for the actual business in force. The new 
residual margin, subject to a minimum of zero to ensure liability adequacy, is then the expected residual 
margin on the remaining in-force, adjusted for the difference between the fulfilment values, at the end of the 
period, under the old and new valuation assumptions for the pre-claims liability, excluding the effect of 
discount rate changes (for reasons discussed in our answers to Questions 6(d) and 10(b)). 
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Residual Margin Runoff

• Initially comprises
– value of expenses and overheads excluded from 

fulfilment cash flows.
– value of difference between actual premiums and 

sound premium on current assumptions at time of 
issue.

• Run off over coverage period in proportion to 
risk – no residual margin on claim liabilities.

• Runoff locked in at issue*.
• Implies an initial loss equal to the value of 

excluded expenses.

IAA

Subsequent measurement of residual margins.  This is an area to which insufficient 
attention has been directed.  Since for many longer duration insurance contracts 
the residual margin may turn out to be larger than the corresponding risk 
adjustment, the desired approach and principle should be consistently and clearly 
stated.  The proposed approach for most insurance contracts of allocating this in 
proportion to benefits and claims should be revisited, possibly through the use of 
exposure to risk instead. 
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Residual Margin Runoff

• Accelerated if lapses > expected.
• Not accelerated if lapses < expected.
• Locked in residual margin runoff means that 

assumption changes are fully capitalised into 
profit or loss immediately.

• Makes more sense for long-term policies to 
spread over coverage term, subject to liability 
adequacy test.

• Mainly a life and health insurance issue.
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Composite Margin

• Initially comprises
– value of expenses and overheads excluded from 

fulfilment cash flows.
– value of difference between actual premiums and risk 

premium on current assumptions at time of issue.
• Run off in proportion to exposure and runoff.
• Runoff locked in at issue.
• Implies an initial loss equal to the value of 

excluded expenses.
• Bears no relation to actual claims.
• Inappropriate for general insurance.
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Premium Allocation Approach

• Intended as simpler approximation to standard 
approach.

• Applies to pre-claim liabilities for contracts with a 
coverage period of about a year or less.

• Similar to unearned premium.
• No DAC but allowable acquisition expenses are 

deducted from premium.
• Interest accreted over coverage period.
• LAT includes a risk margin.

IAAust

Simplified Measurement for Short Term Contracts

We support the use of a simpler, allocated premium approach for short term 
contracts, provided, as proposed, that they are subject to a liability adequacy or 
onerous contracts test which includes an adjustment for risk. 
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Premium Allocation Approach

• Must be used for contracts that qualify.
– Could be a problem where a few short-term policies 

are part of a generally longer-term portfolio.

– Possibly an issue for risk-attaching reinsurance 
treaties.  Gross and ceded treated differently.

• Interest accreted over coverage period.
– Not much of a simplification.

• Equivalent to current assumptions for residual 
margin.
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Transition

• No residual margin for long-term business in force
– Excluded expenses are released

– Strain as residual margin builds to steady state

– Major issue for life insurance

• Not a problem for short-term business?

• Possible solutions
– Base residual margin on provisions at transition

– Determine residual margin retrospectively – too hard if 
margins locked – may work better if margins updated

– Mixed model proposed

Section 100 proposes that the initial liability on transition should be the fulfilment value with no residual margin.  Any release 
of liability would go straight to retained surplus, bypassing profit and loss.

IAAust
Transition – setting residual margins to zero on transition means that those writing profitable insurance business will report 

losses for a number of years until residual margins are rebuilt from future business and will do nothing for the credibility of 
IFRS. We believe that an appropriate compromise between comparability and practicality would be to allow:

a full retrospective approach for business written five years prior to transition;
a more approximate approach for business written in the next previous five years; and 
for business written more than ten years prior to transition, equating to existing liabilities with an approximate adjustment for 

differences in deferrable acquisition expenses. 

Transition
We agree that the determination of residual margins for in-force business upon transition as if the exposure draft had been

in-force historically is likely to be impracticable for those with significant volumes of older business. However, we strongly 
disagree with the proposal to allow no residual margin upon transition and put these residual margins to retained profits. 
Residual margins on in-force business for long term contracts would be very significant, as the responses to last year’s 
limited field testing indicate, including margins in future renewal premiums for non-incremental acquisition costs, ongoing 
general overheads and return on capital in excess of that required for risk margins. Putting the in-force residual margins 
to retained profits will result in a very limited expected profit from the in-force book, essentially the release of risk margins 
less the general overhead costs no longer covered by the in-force book. With new business being reported as loss 
making due to the inability to defer non-incremental acquisition costs or recognise a profit at inception, it is very likely that 
the long term business overall will be reported as loss making for a number of years, until residual margins are built up 
from writing new business on profitable terms. We see this as a significant issue, for the creditability of IFRS that needs to 
be resolved. 

We recommend that the transition arrangements be amended to allow:
residual margins to be determined retrospectively where practicable and cost effective ; and otherwise
more approximate methods for older business (more than five years in-force) for which there are a number precedents under 

IFRS and other standards; and
for business more than ten years old, equating to existing liabilities with approximate adjustment to exclude deferral of non-

incremental acquisition costs from the liability established.
We see this as providing appropriate balance between consistency, comparability, cost and practicality.
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Transition

• No residual margin for long-term business in force
– Excluded expenses are released

– Strain as residual margin builds to steady state

– Major issue for life insurance

• Not a problem for short-term business?

• Possible solutions
– Base residual margin on provisions at transition

– Determine residual margin retrospectively – too hard if 
margins locked – may work better if margins updated

– Mixed model proposed

IAA
Transition.  Transition rules for insurance contracts that use the building block measurement approach may not be 

appropriate, since for many insurers this will create differing financial results between the in force and new business that 
may, possibly for decades, that may be at best, be confusing to users, possibly for decades, and at worst misrepresent 
economic reality.  Because the liabilities for these transition contracts that may remain for decades do not recognize any 
residual margin, this inforce may then be expected to incur losses, due in part to the lack of inclusion of overhead costs 
and income taxes in the liability.
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Reinsurance

• Inwards reinsurance same as direct – no new 
issues

• Ceded reinsurance based on fulfilment value
– Expected present value

– Plus risk margin

– Plus residual margin if positive

• Exchange commission netted off premiums

IAAust

Reinsurance – the approach should require the measurement of reinsurance for cedants to be consistent with 
the measurement of the underlying insurance contracts, so that:

gains at inception only occur to the extent that there are corresponding losses on the underlying contracts; and 

the risk adjustment can be set in a way that gives an appropriate net result, consistent with the way in which an 
insurer prices and manages risk.

Reinsurance

Our primary concern with the treatment of reinsurance under the Insurance ED, not withstanding paragraph 44, 
is that the measurement of the reinsurance liability remains independent of the insurance contracts underlying 
it. We believe that paragraph 44 should be further strengthened to require not only that it be done in the same 
manner as the underlying insurance contracts, but also require:

that cash flows and risk adjustment included in the measurement of the reinsurance assets be consistent with 
those included in the measurement of the underlying insurance contracts: for example, the reinsurance 
measurement should not capture expected cash flows arising from underlying contract that are not included in 
the measurement of the underlying contract. The intent here is to not allow different or longer measurement of 
cash flows for the reinsurance, unless they arise independently of the underlying insurance contracts. 

the reinsurance liabilities or assets to be adjusted if, together with the underlying contracts, they would 
misrepresent the insurer’s net position after reinsurance, provided that this adjustment should not extend to any 
liability, created by the reinsurance contract, that is independent of the underlying insurance contracts.

There are a number of reasons behind this recommendation, as set out in our response to Question 16(b). 
However, the primary one is a concern that the attempt to allow gains on a reinsurance contract under 
paragraph 45 to mirror the presumed situation with respect to the underlying contracts is open to abuse, if there 
is not a strong enforced link through the amendments to paragraph 44 that we propose. 
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Contract Boundaries

• The boundary of an insurance contract is the 
point at which the insurer either:

a) Is no longer required to provide coverage; or

b) Has the right or the practical ability to reassess the 
risk of the particular policyholder and, as a result, 
can set a price that fully reflects that risk.  In 
assessing whether it can set a price that fully 
reflects the risk, an insurer shall ignore restrictions 
that have no commercial substance (ie no 
discernable effect on the economics of the 
contract).
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Contract Boundaries

• There are concerns that this may mean that 
regulated classes, where there are constraints 
on underwriting generally, may be regarded as 
continuing contracts. 

• This would meant, for example, that premiums 
and claims under future renewals of CTP 
policies must be included in the valuation.

IAAust
Contract Boundary – if contracts, such as Australian health insurance, are managed and regulated on a short term basis, 
and the insurer is able to reprice the portfolio at policy renewal, then the renewal of the contract should be excluded, even if
the insurer can not fully re-underwrite the individual contracts, as the ability to re-underwrite is often legislatively constrained 
and the residual margin can only be discovered at inception if the price is fixed at inception. 

Contract Boundary
While the proposed boundary principle provides an excellent starting point, we believe that further changes must be made to 
ensure that:
business that is managed and regulated as short term business can be treated as such: this is especially critical for health 
insurance in Australia; 
the level of underwriting required to exclude renewals should not be higher than that applied at inception; and
renewals are not captured simply because subsequent underwriting is done at the portfolio level.     
We recommend that paragraph 27 be amended accordingly, and that paragraph 54 be amended to include a “managed on a 
short term basis” test. To qualify for this, contracts must have premiums that can be rerated on either a portfolio or an 
individual contract basis, a process for regular review and a basis for setting premiums which reflects the provision of cover 
over no more than approximately one year. 
The detailed wording changes proposed for these paragraphs are set out in our answer to Question 9. 
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Contract Boundaries

• There are concerns that this may mean that 
regulated classes, where there are constraints 
on underwriting generally, may be regarded as 
continuing contracts. 

• This would meant, for example, that premiums 
and claims under future renewals of CTP 
policies must be included in the valuation.

Business Managed as Short Term, e.g. Australian Health Insurance
The political and resulting regulatory environment with in which Australian Health Insurance exists, means that:
health insurers do not have substantial control over the contract terms, the pricing or the underwriting of the risks being taken 
on; 
while health insurance is voluntary for those insured, initial acceptance (and renewal) is mandatory for insurers; 
long term viability is dependent on both:

continuing premium increases and continuing streams of young and healthy new entrants, because of the 
constraints on underwriting and the inability to set prices commensurate with age and risk;
the continuing viability of the industry as a whole, because of mandatory risk equalisation.

the regulatory and political framework effectively treats health insurance as short term contracts with pricing and the annual 
price reviews based on a short term portfolio view with an industry overlay through mandatory reinsurance to provide risk 
equalisation between industry participants.     
These factors mean that treating Australian health insurance as a long term contract in a statement of financial performance 
is both impracticable and unrealistic as:
the most significant risk is political and can not be economically quantified; and
cross subsidies from younger new entrants and mandatory risk equalisation mean that a long term view that excludes these:

does not reflect the way the business is regulated; and
does not correctly reflect the economic realities of the business. 

It is, therefore, critical to be able to treat Australian health insurance in the same way as it is regulated, namely as a short
term contract. This better reflects the realities of the regulatory framework and approval process for repricing, while the risks 
and potential consequences to the insurer, of the lack of control of the contract and underwriting, can be covered in the 
disclosures in the accounts. 
In our view this can best be done by:
extending the contract boundary to exclude renewal premiums where the contract meets the definition short term under 
paragraph 54;
expanding the implicit definition of a short term contract in paragraph 54 to capture contracts that are indeed managed on a 
short term basis and are purely insurance (don’t include a deposit element); i.e. 

premiums can be reviewed and re-rated at least on a portfolio basis; 
there is a process for regular review of premiums;  
there is basis for setting premiums is consistent with period of approximately one year; and
there is no surrender or maturity benefit (other than a return of unearned premium).     

This two step approach of including short term as an additional rider to the contract boundary in paragraph 27 and then 
amending the definition of short term in paragraph 54 has the advantages of:
minimising the changes to  paragraph 27 (which would otherwise be challenging, given the wide range of circumstances in 
which it needs to give a clear answer); and 
incorporating the extension to the definition short term into paragraph 54 where it is already implicitly defined, enabling the 
full definition to be contained in one place together with necessary criteria to ensure that it does not extend any more widely 
than appropriate. 
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Proxy Taxes

• All taxes are currently under IAS 12
– Appropriate for taxes on insurer as insurer

– Not appropriate for taxes on insurer as proxy 
for policyholder

• Must account for future taxes on future 
investment income as part of fulfilment 
cash flows

IAAust

Proxy Policyholder Taxes – where benefits paid are related to the after tax return on assets, i.e. 
income tax is payable on investment income as a proxy for taxing it in the hands of the policyholder, 
the expected cash flows for the current fulfilment value (CFV) need to include the proxy policy holder 
tax, otherwise it will fall into the residual margin as if it were profit;

Proxy Policyholder Taxes

We believe that a distinction needs to be made between taxes imposed on shareholder profits of an 
insurer and those imposed on the insurer as a proxy for policyholders which, directly or indirectly, 
affect the benefits payable to those policyholders. The former are properly handled under IAS 12. 
However, the second category needs special consideration (either in the cash flows to be included in 
the determination of the insurance liability or under IAS 12) if a further accounting mis-match is to be 
avoided. 

It is common in Australia and in a number of other jurisdictions for income tax to be charged on 
investment income on assets that support the provision of benefits to policyholders, as a proxy for 
taxing the policyholders. The issue arises where the benefits payable to the policyholder depend on 
the net investment income from those assets, as is often the case for participating business. In such 
cases, the benefits ultimately payable reflect not only the future investment income but also the tax 
payable thereon. 

As this future income has yet to arise, it does not give rise to a tax liability under IAS 12, and so it 
needs to be included in the cash flows used to determine the resulting insurance liability, which is the 
approach used in Australian Accounting Standard for Life Insurance (AASB 1038). It is difficult to 
properly capture it in IAS 12, because of its nature as a tax liability on future investment income, 
rather than a tax on profit.
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Participating Business

• All participating business should be under 
the insurance contracts standard.

• Incurred claims is often not an appropriate 
profit carrier. Asset management fees is 
usually a better measure of the service 
provided.

IAAust

Participating Business – the measurement of and reported profits from 
participating business should not depend on which IFRS standard it falls under. It 
should all be under the insurance standard which allows the portfolio approach 
required to properly report liabilities arising from this type of business. Further, using 
claim payments for release of the residual margin is inappropriate for most 
participating business due to their significant deposit component. In our view Assets 
under Management (AUM) should be used instead (as a rebuttable presumption, as 
it may not be appropriate for all participating business) to produce a release pattern 
more consistent with provision of the primary investment management service.

Participating Business      

We have a number of significant concerns with the proposed treatment of 
participating business under the exposure draft and the key ones are set out below.

One measurement approach for all participating business

We believe that all participating business should all be under the scope of the IFRS 
on insurance contracts. There are a number of reasons for our conclusion. Having 
only one approach to the measurement of discretionary participation features 
provides key advantages, such as consistency of measurement for all such 
contracts; greater simplicity and reduced costs, as only one measurement approach 
has to be understood, explained to management and investors and maintained; and 
removes the need to amend the financial instruments standard to ensure that 
contracts with discretionary participation features are properly valued. 
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Participating Business

• All participating business should be under 
the insurance contracts standard.

• Incurred claims is often not an appropriate 
profit carrier. Asset management fees is 
usually a better measure of the service 
provided.

For example:

as there is no portfolio concept under the financial instruments standard,  payments 
to future policyholders arising from the contractual participation feature cannot be 
included in the measurement as they can be included for insurance contracts; 

the existence of a deposit floor as an underpin to the fair value for financial 
instruments, means that it cannot reflect the impact of policyholder behaviour in 
adverse scenarios and, in particular, in adverse circumstances such that the 
surrender option is in the money.

We would recommend that part (c) of the definition of a “discretionary participating 
feature” be amended so that there only need be insurance contracts that are a 
liability or have a potential call on the same assets, fund or company.  This would 
retain the link to insurers in the definition to prevent it being extended more widely 
to contracts for which it was not intended.

Transition

In Australia, although very little new participating business is written, a number of 
companies have very significant legacy books, representing business that has been 
in-force for decades, managed on a holistic basis, often written when the companies 
were mutuals, with policyholder entitlements and expectations reset when the
companies where demutualised. This makes determining residual margins 
retrospectively for such business largely impracticable and the impact of not 
allowing any residual margin on transition significant for such companies. For this 
business, retrospective adoption is not feasible and instead, as proposed above for 
business that is more ten years in-force, companies need to be allowed to set 
residual margins upon transition by equating to their existing liabilities for this 
business, including those for unvested benefits, with a broad adjustment for non-
incremental acquisition expenses.
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Participating Business

• All participating business should be under 
the insurance contracts standard.

• Incurred claims is often not an appropriate 
profit carrier. Asset management fees is 
usually a better measure of the service 
provided.

Residual Margin Release and Remeasurement

By their nature, most insurance contracts with discretionary participating features 
have investment as their dominant feature and hence the largest component of 
expected claims under such contracts is not for insurance but the payment of the 
surrender or maturity value of the contract, the investment component. Thus, using 
expected claims as the basis of release for these contracts results in a release 
pattern that is very much back ended, with the biggest expected margin release 
occurring at maturity. Instead, the residual margin release pattern should be 
predominately driven by their investment component. 

Hence, we believe that, for all participating contracts, the basis of release should be 
a systematic way that best reflects the asset management services, that is on the 
basis of the fair value of assets under management (AUM), if that pattern differs 
significantly from the passage of time (which it does for such contracts). 

For participating business, the residual margin also needs to accrue interest at the 
rate earned at the rate earned on the assets backing the participating liabilities and 
be remeasured on a current estimate at the end of each period, if profit on 
participating business is to emerge in way that is similar to the way investment 
management profits would emerge under the Revenue Exposure Draft. The 
prohibition on remeasurement under the Insurance Exposure Draft means that the 
impact of changes in shareholder’s expected share of future investment return from 
the impact of investment markets on AUM and future investment earning 
assumptions, is that the present value of this change is booked in current period 
profit, rather than being allowed to emerge as extra revenue as the increased 
investment return emerges on AUM in-force. 
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Answers to Questions

1. Q. Do you think that the proposed model 
will provide relevant information for users?

A. Generally yes, but.
The proposal is similar to what we have in 
Australia, where it has been working well.

However, a number of key details of the model 
are so badly flawed that they will produce highly 
misleading results, and must be changed.

Question 1 – Relevant information for users (paragraphs BC13–BC50) 
Do you think that the proposed measurement model will produce relevant information that 
will help users of an insurer’s financial statements to make economic decisions? Why or why 
not? If not, what changes do you recommend and why?
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Answers to Questions

1. Q. Do you think that the proposed model 
will provide relevant information for users?

A. Generally yes, but.
The proposal is similar to what we have in 
Australia, where it has been working well.

However, a number of key details of the model 
are so badly flawed that they will produce highly 
misleading results, and must be changed.

IAAust

We believe that the proposed measurement model, properly implemented, will 
produce relevant information that will be of value to users.  In broad, we support the 
reasoning set out in the Basis for Conclusions.  We also note that the basic model 
proposed – expected present value plus a suitable margin – has been in operation 
in Australia since the mid-1990s and is generally been considered to provide 
relevant and useful information in conjunction with assets at Fair Value.  It also 
forms the basis for insurance supervision, as recommended by the International 
Association of Insurance Supervisors. 

However, as discussed in our covering letter and in our answer to specific 
questions, we are extremely concerned that key elements, such as the proposed 
transition arrangements and totally inappropriate treatment of residual margins on 
long term contracts, will make the overall results totally unuseful for making 
economic decisions or understanding the business. 
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Answers to Questions

1. Q. Do you think that the proposed model 
will provide relevant information for users?

A. Generally yes, but.
The proposal is similar to what we have in 
Australia, where it has been working well.

However, a number of key details of the model 
are so badly flawed that they will produce highly 
misleading results, and must be changed.

This, at best, will result in firms with long term business restating their IFRS profit 
results for management and investor purposes in a way that:

strips out the impact of changes in estimates about the future from 
current period performance; and

recognises the real margins in the premiums received for the 
coverage provided in the period instead of an historic residual margin (which is an 
amalgam of expectations from across the past periods when the business was 
written or had to be put to retained profits in the case of business subject to 
transition).

At worst, it will give support to those who want to argue that everything proposed is 
flawed and to continue to present their results to investors without change.  

We believe that the potential value inherent in the measurement model can be 
achieved by making the key changes we recommend with respect to transition and 
residual margin as well as number of more technical changes to some details of the 
proposed model.



46

Answers to Questions

1. Q. Do you think that the proposed model 
will provide relevant information for users?

A. Generally yes, but.
The proposal is similar to what we have in 
Australia, where it has been working well.

However, a number of key details of the model 
are so badly flawed that they will produce highly 
misleading results, and must be changed.

IAA

Overall, the IAA supports the model proposed in the IASB Exposure Draft for all 
insurance contracts within the scope of the ED.  The use of the present value of the 
fulfillment cash flows, based on risk-adjusted expected values, as the basic 
objective seems appropriate.  Nevertheless, if possible, we believe that an effort 
should be made to develop a consistent overall principle-based objective, as we 
described in our general comments.  If one cannot be described (through a label or 
description), it is important that the underlying measurement principles be based on 
sound economics and the business model of the reporting entity. To the extent that 
this is not achieved the standard will encourage manipulation through such vehicles 
as reinsurance, revised product design and organizational restructuring to achieve 
more favourable results.

While it is difficult to develop a single measurement principle combining both 
fulfilment value and a residual margin, we believe that an appropriate measurement 
principle for fulfilment value (the first three building blocks) might be:

Fulfilment value, that is the amount an insurer would rationally pay (or 
accept) to be relieved of its obligation to support the amount and timing of 
fulfilment cash flows, where the insurer is indifferent between paying for such 
relief and for the uncertain cash flows.
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Answers to Questions

Fulfilment cash flows
• Q. (a) Should the measurement be based 

on the expected present value of future 
cash in- and out-flows to fulfil the contract?
A. Generally yes, but.
The scope of included expenses is too narrow, 
particularly acquisition expenses.
Proxy policyholder taxes are not handled 
appropriately.

(a) Do you agree that the measurement of an insurance contract 
should include the expected present value of the future cash outflows less 
future cash inflows that will arise as the insurer fulfils the insurance 
contract? Why or why not? If not, what do you recommend and why?

IAAust

We agree, as we believe that this approach, appropriately applied, enables both the 
substance and economics of insurance contracts to be captured in the 
measurement model.  However, as discussed further in our responses to 
subsequent questions, we are concerned that:

the too narrow interpretation of ongoing expenses, as well as the exclusion of 
policyholder related income tax will lead to understatement of future expected 
outgoings in respect of ongoing expenses and taxes effectively charged against 
policyholders (Q2(b), Q3(b)); and

the exclusion of acquisition costs that are not incremental at the individual contract 
level (Q7): 

represents a significant distortion of economic reality;

results in different profit outcomes depending on distribution structures; and 

will provide incentives for insurers to adopt particular (possibly inappropriate) 
distribution and administrative structures.
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Answers to Questions

Fulfilment cash flows
• Q. (a) Should the measurement be based 

on the expected present value of future 
cash in- and out-flows to fulfil the contract?
A. Generally yes, but.
The scope of included expenses is too narrow, 
particularly acquisition expenses.
Proxy policyholder taxes are not handled 
appropriately.

IAA

As stated in our response to Q1, the IAA supports the use of the expected present 
value of the fulfillment cash flows as the overall objective.  Nevertheless, we offer 
the following observations with respect to expenses.  From the viewpoint of faithful 
presentation of the economics of the insurance business model, we believe all 
relevant expenses relating to a portfolio of insurance contracts should be included in 
the fulfillment cash flows.  We suggest that the IASB maintain its principle based 
“incremental to portfolio” position and therefore delete the example of excluding 
general overheads as stated in B62(f), B63 in the application guidance.

We agree with the guidance in B63 that states that an insurer shall allocate costs 
that cover more than one portfolio to individual portfolios and that clarifies that those 
costs are to be considered to be incremental at the portfolio level.  We believe that 
some indirect or overhead costs that relate to maintenance activities of insurance 
portfolios should be included as costs “incremental at the portfolio level”.   We note 
that, in part due to information often required to be provided in regulatory filings, 
such allocations have not proven to be a significant source of manipulation.
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Answers to Questions

Fulfilment cash flows
• Q. (a) Should the measurement be based 

on the expected present value of future 
cash in- and out-flows to fulfil the contract?
A. Generally yes, but.
The scope of included expenses is too narrow, 
particularly acquisition expenses.
Proxy policyholder taxes are not handled 
appropriately.

Based on the economics of the insurance business model, users of the financial 
statements, including investors, insurers, insurance regulators and policyholders, 
expect that the insurance liability will provide for all the expected costs of fulfilling 
the obligations of the insurance contracts. Insurance contracts are usually priced, 
and portfolio transfers and business combinations are assessed in a manner that 
includes allowance for some indirect or overhead costs. Although the existence of 
the residual margin does mitigate this, the proposed amortization pattern of the 
residual margin (passage of time or in many cases benefits and claims) is unlikely 
to be consistent with the emergence pattern of such costs.

To avoid these misleading representations, either all relevant expenses except 
abnormal expenses should be included or the amortization of the residual margin 
should be revised to better reflect its economic basis.  Services should be 
considered, including a charge to cover indirect costs and general overheads.  The 
proposed approach may encourage outsourcing simply for accounting reasons, 
possibly inconsistent with sound economics.
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Answers to Questions

Fulfilment cash flows

• Q. (b) Is the application guidance OK?

A. Generally yes, but.
Clarification is needed on the treatment of:

general overheads (not allowed);

future premium changes;

proxy policyholder taxes.

(b) Is the draft application guidance in Appendix B on estimates of future cash flows at the right level 
of detail?  Do you have any comments on the guidance?

IAAust
In general, we believe that the application guidance is at the right level of detail though, as was noted in the answer to (a) 
above, we do have some significant concerns.
Portfolio Expenses
Further guidance on the nature of expenses that fall into general overheads and hence are excluded would be helpful to 
users and in ensuring consistency of approach. We assume that the types of expenses specifically mentioned as being 
included are not intended to be exhaustive, but merely illustrative of the principles, and hence that other expenses which are 
not explicitly mentioned do not automatically fall into general overheads. For example, it would be reasonable to treat costs 
of finance and actuarial teams related to monitoring experience, setting liabilities, preparing regulatory returns and advising 
on premium rate changes to the business in-force as part of portfolio expenses, even if requiring an allocation, whereas the 
costs of finance and actuarial teams with respect to reporting to investors, general management reporting, etc. would 
presumably fall under general overheads. 
Also it is very clear, from informal discussions, that general overheads are intended to capture things such as the managing 
director’s costs but not direct administration teams. It is less clear, though, where the dividing line is intended to be, for 
example: 
is the cost of the senior manager responsible for day to day management of the risk portfolio a direct expense or a general 
overhead;
what is the status of the costs of employee benefits and support services. 
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Answers to Questions

Fulfilment cash flows

• Q. (b) Is the application guidance OK?

A. Generally yes, but.
Clarification is needed on the treatment of:

general overheads (not allowed);

future premium changes;

proxy policyholder taxes.

Future Premium Rate Changes
While future renewal premiums are clearly included where the insurer’s ability to fully underwrite the individual on renewal is 
constrained, it is uncertain whether future events, such as the resetting of the base premium rates for an in-force portfolio in 
response to the overall experience of the portfolio, should be allowed for in the fulfilment cash flows. 
For example, paragraph B57 of the Insurance ED requires projections to allow appropriately for continued improvements in 
mortality rates, which will lead to an understatement of the net fulfilment cash flows, if they do not include the corresponding
reductions in premium rates charged.  
In Australia, for yearly renewable risk business, where the premiums charged increase with age each year, there is no 
guarantee of future premium rates, only that the individual policyholder will be charged the same as everyone else (i.e. the 
business  cannot be re-underwritten on renewal). As a result, these increasing premiums clearly fall within the contract 
boundaries proposed in the Insurance ED, and need to be included in the measurement. It is fairly standard market practice 
not to allow for future mortality improvements in setting current premium rates and, instead, to adjust premium rates as 
experience emerges. For death cover, this has generally led to the scale of premium rates charged decreasing over time. 
However, for disability income, where market participants were initially optimistic and experience generally proved to be 
much worse than expected, premium rates have generally increased.  This ability to reset premium rates is an important risk 
mitigant. Not being able to recognise this will lead to the level of risk and the required risk adjustment being substantially 
overstated for such business. 
There is very limited guidance on cash inflows.  This silence raises doubt about the intent of the proposed standard with 
respect premium rate increases. Hence, we see it as very important that there be no doubt that:
future premium rate responses to changed mortality are captured, to avoid a measurement inconsistency; and
any ability to reset premium rate scales in response to emerging experience is required to be reflected both in the risk 
adjustment and underlying expected cash flows.      
We would suggest that a further paragraph be added to those dealing with future events, between paragraphs B59 and B60, 
such as 
These future events shall include premium rate changes in response to emerging experience to an extent consistent with the 
management of the business, the nature of the obligations and competitive markets. For example, in developing cash flow 
scenarios under paragraph B57 that reflect trend scenarios of improvement in mortality rates, these scenarios need to 
incorporate changes to premium rates that correspond to the changes in the claim experience.
A further alternative, as discussed more fully, in our response to Question 9, is to change the contract boundary to exclude 
such renewal premiums and the resulting cash flows, but this is only appropriate where the business is managed on a short 
term basis.  
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Answers to Questions

Fulfilment cash flows

• Q. (b) Is the application guidance OK?

A. Generally yes, but.
Clarification is needed on the treatment of:

general overheads (not allowed);

future premium changes;

proxy policyholder taxes.

Proxy Policyholder Taxes
We believe that an appropriate distinction needs to be made between taxes imposed on shareholder profits of an insurer and 
those imposed on the insurer as a proxy for policyholders which, directly or indirectly, affect the benefits payable to those 
policyholders. The former are properly handled under IAS 12. However, the second category needs special consideration, 
either in regard to the cash flows to be included in the determination of the insurance liability or by special treatment under 
IAS 12, if an accounting mis-match is to be avoided. 
It is common in Australia and in a number of other jurisdictions for income tax to be charged on investment income on assets 
that support the provision of benefits to policyholders, as a proxy for taxing the policyholders. As this future income has yet to 
arise, it does not give rise to a tax liability under IAS 12, and so it needs to be included in the cash flows used to determine
the resulting insurance liability, which is the approach used in Australian Accounting Standard for Life Insurance (AASB 
1038). It is difficult to properly capture it under IAS 12, because of its nature as a tax liability on future investment income, 
rather than a tax on profit, and also because of the blanket prohibition on discounting under IAS 12.
The difficulty arises because such taxes are not “profit” taxes incurred by the life insurer to be charged against the insurers 
residual economic profits. Rather, they are effectively charged “above the line” in respect of the policyholders’ benefits before 
profit, and are typically payable irrespective of whether the life insurer makes any profit or not. Rather than require the insurer 
to report a share of investment earnings on policyholder funds to individual policyholders, to include in their individual tax 
returns, an average rate is applied to those earnings in the hands of the insurer, as proxy for its policyholders, who are then 
not taxed on the policy proceeds. Such taxes are, however, prima facie caught within IAS12, because the taxes have the 
legal form of an “income tax” on the insurer. 
This means that either:
the future income tax payable from the assets supporting the payment of benefits dependent on the net of tax return from 
those assets needs to be explicitly included in the fulfilment cash flows; or  
a net of tax discount rate needs to be used, which is computationally simpler.
Otherwise, the current fulfilment value will fall short of the value of assets actually required to support the payment of benefits 
by the present value of investment tax, payable on the future investment earnings stream arising from those assets. 
Note, this issue is separate from the mis-match issue of non-discounting in respect of deferred tax provisions for existing 
unrealised gains on assets supporting unit linked business, where the allowance for tax on existing unrealised gains is 
discounted in setting the unit prices. The participating policy liability case is somewhat different, in that the mismatch does 
not relate to tax on existing unrealised gains but to the discounting of income tax payable on future investment earnings 
arising from the supporting assets, as the discretionary benefits in a particular scenario will be commensurate with the full 
distribution of the supporting assets and their net of tax investment income.
If the fair value of the supporting assets includes unrealised gains, then IAS 12 clearly requires an undiscounted tax 
provision be established for these. However IAS 12 does not appear to require or allow any additional provision to be 
established in respect of income tax on future investment earnings (e.g. dividends, interest or further unrealised gains) that 
would naturally be expected to occur as a result of an intention to continue to hold the supporting assets. For this reason, the
current Australian accounting standard for life insurance requires any tax on future investment income to be included in the 
cash flows used for measuring insurance liabilities where policyholder benefits are related to the investment return on those 
assets net of tax.
The final insurance accounting standard will need to properly and clearly deal with this issue, potentially including some 
override of IAS12 on the treatment of taxation obligations imposed on an insurer as a proxy for its policyholders. This would 
also need to extend to any participating business that might fall outside of the insurance contracts standard as a result of an 
insufficient link to insurance contracts.



53

Answers to Questions

Fulfilment cash flows

• Q. (b) Is the application guidance OK?

A. Generally yes, but.
Clarification is needed on the treatment of:

general overheads (not allowed);

future premium changes;

proxy policyholder taxes.

IAA
The level of guidance as in Appendix B is appropriate for a principles based standard.  However, we suggest a 
modification of paragraphs B38 and B39 to make it clear that probability-weighted cash flows are not always 
needed to accomplish the measurement objective of a statistical mean.  In fact, due to the confusion among 
some actuaries that the phrase 'probability-weighted' has caused, it may be useful to include in the parenthetical 
phrase in paragraph 22(a) the word 'mean' for clarification.  Alternatively, reference to an estimate of the 
statistical mean might be used.  This is particularly important for property/casualty unpaid claim liabilities, since 
the most appropriate methods that can be used may involve multiple deterministic approaches to estimate the 
expected (mean) cash flows using various drivers of aggregated claims data.  While the goal of these methods 
can be to estimate an unbiased expected (mean) value, these methods do not necessarily explicitly involve the 
calculation of a mean using probability weighted estimates of all possible future scenarios.

The objective of this important component of the measurement of the liability is to capture in an explicit manner 
the expected value of the relevant cash flows.  Due to the different risks involved in various insurance contracts, 
different methods are and should be used to develop these estimates.  For example a contract with only a 
minimum guarantee can be measured simply by discounting with the risk free illiquid discount rate and adding 
the option price for the guaranteed minimum.  As indicated in the ED, in some cases sophisticated and refined 
approaches will be needed to capture, for example, the expected values of cash flows subject to options and 
guarantees provided. 
In Appendix B, we understand the purpose of paragraph B38 is to describe that the measurement objective is to 
estimate a mean, and that paragraph B39 indicates that the approach used to estimate the mean can vary 
depending on the circumstances.  We believe these paragraphs could state more clearly that deterministic 
methods applied to aggregate statistics may be appropriate under the proposed model if the measurement 
objective of such methods is to determine an unbiased mean.  A suggestion as to how paragraphs B38 and B39 
could be amended to accomplish this goal is as follows:

Replace the initial sentence of paragraph B38 with the following two sentences.  "The measurement objective of 
an explicit and unbiased estimate of the present value of future cash outflows less the future cash inflows is to 
estimate the expected value of uncertain outcomes.  The notion of the estimate of the expected value of cash 
flows from the field of statistics that can be explained as a probability-weighted average that reflects the range 
of possible outcomes that can have a meaningful effect on the expected value."

Add the following two sentences to the beginning of paragraph B39.  "The expected present value of cash flows 
should be estimated using approaches appropriate for the contracts being measured.  This may involve the use 
of basic methods using averages or average factors applied to aggregated data or the estimation may involve 
complex modeling that simulates many future outcomes at the contract or risk level, or some other approach 
that meets the measurement objective of an expected value."
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Discount rate
3. Q. (a) Should the discount rate for non-

participating contracts be independent of 
the characteristics of the assets? 
A. Yes.

Q. (b) Should the discount rate reflect the 
liquidity needs of the assets?
A. Yes.

(a) Do you agree that the discount rate used by the insurer for non-participating contracts should 
reflect the characteristics of the insurance contract liability and not those of the assets backing that liability? Why or 
why not?

IAAust
We believe that the discount rate used by the insurer should reflect the characteristics of the insurance contracts valued.  
This follows from our more general belief that the liability values adopted should reflect the characteristics of the insurance 
contracts valued.  Since the terms of non-participating contracts are independent of the assets backing those contracts, it 
follows that the discount rate used for such contracts should be independent of the assets backing those contracts. 

IAA
We agree that the discount rate for these contracts should reflect the characteristics of the insurance contract liability.  
We suggest that the wording of paragraph 30 indicate that not all of the characteristics of the insurance contract liability are
relevant, recognizing that measurement of the insurance contracts and that there is also a risk adjustment. The relevant 
characteristics of the insurance contract liability are those which are present in the cash flows according to paragraph 22(a), 
considering the risk adjustment according to paragraph 22(c).  Otherwise double counting could occur, since characteristics 
of the liability are considered more than once in cash flows,  the discount rate and risk adjustment. Paragraph 33 excludes 
only double counting between the cash flows and discount rate.
Further, we recommend that, since paragraph 32 refers to measurement in general and not solely to the determination of 
discount rates, it should be moved to the section on general measurement.
We note that some actuaries believe that because of the nature of pre-funding of the obligations of the insurance contracts, 
the risk of asset liability mismatch should also be included as part of the risk adjustment.
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Discount rate
3. Q. (a) Should the discount rate for non-

participating contracts be independent of 
the characteristics of the assets? 
A. Yes.

Q. (b) Should the discount rate reflect the 
liquidity needs of the assets?
A. Yes.

(b) Do you agree with the proposal to consider the effect of liquidity, and with the guidance on liquidity (see 
paragraphs 30(a), 31 and 34)? Why or why not?

IAAust
We agree in principle that highly liquid assets are only required when demanded by the characteristics of the liabilities. We 
also note that it can be very challenging to determine an appropriate adjustment for illiquidity in robust way.
Accordingly, we believe that it is best to state the principle (as in paragraph 30) and provide minimal guidance on its 
implementation.  In particular, we feel that the reference to liquidity in paragraphs 30 and  31 is sufficient and that paragraph 
34 should be deleted. Our particular concern with paragraph 34 is that it requires account to be taken of any liquidity 
differences in setting the discount rate. Whereas we believe that such adjustment should only be made in more limited 
circumstances, namely:
where it is clear that nature of the liability is such that liquidity is not required; and
there is practicable basis for making such adjustment.     
As noted in answer to Q2(b), one approach to valuing contracts subject to proxy taxes is to use discount rates net of tax.  In 
this context, it is the pre-tax rates that should comply with paragraph 30.  The tax adjustment may be thought of as a simple 
computational way of allowing for tax, rather than a different time value of money.

IAA
We agree that interest rates inherent in highly liquid assets are only appropriate when they correspond to the characteristics 
of the cash flows relating to the liabilities.  We also note that the measurement of the effect of illiquidity on interest rates
currently is an emerging area of practice.  That is the reason why the IAA is currently undertaking the development of a 
monograph on discount rate related issues, to describe current practice in this measurement area. 
We believe it best to provide the principle, as in paragraph 30, and provide minimal guidance on its implementation. In 
particular, the reference to liquidity in paragraph 30 is sufficient, and that in paragraph 34 could be deleted. Note that the 
surrender rights of policyholders are already considered in expected cash flows and to avoid double counting need not be 
considered in the measurement of discount rates.
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Answers to Questions

Discount rate

3. Q. (c) Will the proposed discount rate 
misrepresent long-duration contracts?  
Should the rate reflect own credit risk?

A. The principle is good, but over-
prescriptive guidance could cause 
problems.

Own credit risk should not be reflected.

(c) Some have expressed concerns that the proposed discount rate 
may misrepresent the economic substance of some long-duration insurance 
contracts. Are those concerns valid? Why or why not? If they are valid, what 
approach do you suggest and why?  For example, should the Board 
reconsider its conclusion that the present value of the fulfilment cash flows 
should not reflect the risk of non-performance by the insurer?

IAAust

We believe that there is some validity to these concerns, but that allowing 
adjustment to liabilities for own credit risk or market changes in the cost of credit 
risk would imply that, in times of market turmoil, the cost of meeting the insurance 
liabilities has somehow reduced, which is clearly not the case. Instead the market 
and management focus should be on the quality of the assets and their default risk. 
One should be very wary of building a measurement process that potentially could 
result in losses being recognised only when the defaults actually occur.  

We believe that the Board should not depart from its conclusion, that the present 
value of the fulfilment cash flows should not reflect the risk of non-performance by 
the insurer. 
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Answers to Questions

Discount rate

3. Q. (c) Will the proposed discount rate 
misrepresent long-duration contracts?  
Should the rate reflect own credit risk?

A. The principle is good, but over-
prescriptive guidance could cause 
problems.

Own credit risk should not be reflected.

IAA

We are also concerned about the volatility introduced by changes in temporary 
changes in market sentiment changes, particularly as they relate to contracts of 
considerable duration.  Nevertheless, we remain opposed to the reflection of 
changes in non-performance by the insurer.  There are several possible approaches 
to addressing this problem, including incorporating such volatility in OCI, using 
current asset rates that reflect changes in market interest rates, and to lock-in initial 
discount rates.  This is an area that requires additional research.

Some believe that since the results of measurement resulting from the application of 
the Revenue Recognition project and the proposed approach, as well as between 
the accounting guidance in IAS 39 for financial liabilities and the proposed 
approach, might if not be harmonized, provide an incentive to make unsuitably 
increased use of unbundling, securitization or reinsurance for reasons other than 
economics.  For example, consideration might be given to permitting the use of an 
effective interest method permitted under IFRS 9 for financial liabilities to be 
consistent with the effective interest method permitted for insurance contracts, if 
consistent with the business model of the insurer.  Such a choice should be 
irrevocable and locked-in at the outset of the contract, using the same initial 
measurement approach as proposed in the ED, unless the contract becomes 
onerous (including a current risk adjustment.  

We remain opposed to the reflection of changes in non-performance by the insurer 
and don’t believe there is a need for reconsideration.
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Risk adjustment versus composite margin 
4. Q. Do you support a risk adjustment with a 

residual margin or a single composite 
margin?
A. We strongly support the need for a risk 
adjustment and accept a residual margin 
during the coverage period.
We believe that a composite margin can 
be misleading.

Do you support using a risk adjustment and a residual margin (as the IASB 
proposes), or do you prefer a single composite margin (as the FASB 
favours)? Please explain the reason(s) for your view.

IAAust

We believe that it is clear that risk has an economic value.  This can be clearly seen 
in the different values placed by the market on nominally identical financial 
instruments, issued by entities that are seen to embody different levels of risk.  
Consequently, we believe that ignoring risk omits an important element of 
economic reality, an element that is central to the economics of insurance and, 
hence to a proper understanding of insurers’ financial statements.

Under the FASB proposed composite margin approach, the risk adjustment is, at 
best, hidden in the composite margin, so that this necessary information is 
hidden from users.  In some cases, moreover, because the proposed liability 
adequacy test does not include a margin, the total provision for a portfolio 
contracts may be less than its risk-adjusted value.  We believe that such a 
provision would present a misleading view to users.

While we support the proposed requirement for a residual margin to eliminate profit 
at inception, we are not fully convinced by the details of what is proposed, 
particularly when, as noted in our response to Q7, excluding acquisition costs 
that are not incremental at the individual contract level will generate a loss at 
inception, equal to those excluded acquisition costs.
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Risk adjustment versus composite margin 
4. Q. Do you support a risk adjustment with a 

residual margin or a single composite 
margin?
A. We strongly support the need for a risk 
adjustment and accept a residual margin 
during the coverage period.
We believe that a composite margin can 
be misleading.

IAA

A large majority of actuaries in our committee supports the use of an explicit risk 
adjustment.  It is universally understood that insurance contracts are subject to 
significant risk and uncertainty.  The question raised is whether risk and 
uncertainty should be reflected explicitly in a separate risk adjustment or 
implicitly in a composite margin formulation.  The reasons for this support 
include the following:

Risk and uncertainty are closely related to and indeed are inherent in the fulfilment 
of insurance contract obligations; any decision made with respect to insurance 
contracts by necessity should reflect their risks and uncertainty.  Insurance is by 
definition a transaction where the transfer of risk and fulfilment of the relevant 
obligations are the focus of the agreement.  Without reflecting that risk, the 
economic substance of the transaction is not faithfully represented.  The more 
explicit the measurement, the more transparent the information provided to 
users of insurer's financial statements.  In fact, since the entire purpose of 
insurance is to pool those risks, it would not be appropriate to 'hide' this element 
of the cost of offering these contracts in a composite margin.  We believe that 
providing insight into the inherent risk and uncertainty will enhance the 
information provided and be a notable advance upon traditional approaches of 
implicitly providing for it.

Due to the nature of the risk and uncertainty inherent in insurance contracts, their 
liability should include a positive risk adjustment, even where there is no residual 
margin.  That is, if there is an onerous contract test, the risk adjustment should 
be included in that test. 
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Risk adjustment versus composite margin 
4. Q. Do you support a risk adjustment with a 

residual margin or a single composite 
margin?
A. We strongly support the need for a risk 
adjustment and accept a residual margin 
during the coverage period.
We believe that a composite margin can 
be misleading.

Without an explicit risk adjustment, it is more likely that management will include 
elements of conservatism or smoothing in its estimates of expected value of 
cash flows, thus increasing the possibility of manipulation of reported values.

Many different risk adjustment methods have been used over the last century, 
although most explicit risk adjustment methods have been used in pricing and 
business combinations rather than in general purpose financial reporting.  As 
this application becomes reality, further enhancement of these methods can be 
anticipated. 

The reporting of a risk adjustment will encourage insurers to think more explicitly 
about the risks/uncertainty in their obligations, especially those risks involved in 
the tail of their probability distributions that may otherwise not be considered.

An explicit risk adjustment can reflect the effect of skewed tail distributions in 
estimating the risk adjustment.

An explicit risk adjustment reduces the residual margin as a plug.  Without an 
explicit risk adjustment the release of a composite margin may not provide 
significant relevant information to users because of its composite nature, and 
thus may be ignored by users except as general information about the amount 
of deferred profits and the other factors that constitute that margin.  Specifically, 
since the release of the plug might not adequately follow the economics of the 
provided service, additional issues might arise from financial reinsurance and 
other approaches that might bring the profit release more in line with the current 
economics of the situation.
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Risk adjustment versus composite margin 
4. Q. Do you support a risk adjustment with a 

residual margin or a single composite 
margin?
A. We strongly support the need for a risk 
adjustment and accept a residual margin 
during the coverage period.
We believe that a composite margin can 
be misleading.

At the same time, we do not believe that a decision regarding the use of a risk 
adjustment can be made in isolation, without considering the usefulness of the 
subsequent measurement of the composite (or residual) margin.  We have the 
following concerns with the current FASB DP composite margin proposal:

Although it is often thought that the composite margin is 'simple', we caution 
that the currently proposed formula for the subsequent measurement of a 
composite margin may require considerable effort and be difficult to 
interpret, given a substitution of actual for expected experience 
throughout coverage and claims period for the reporting period, resulting 
in a shock-absorber effect, that may be considered to hide useful 
information regarding contract performance.  Further, such a “true-up 
may result in counter-intuitive information, with reconciliation that may be 
difficult to explain. This retrospective adjustment type feature has caused 
considerable interpretation challenges in U.S. GAAP FAS 97 
applications. 

We do not understand how the composite margin can effectively apply to 
claims liabilities. 

If the building block model is used for the pre-claims period, the 
amount reported for two similar claims liabilities would differ 
depending upon features of the originating contract that are not
relevant to the outstanding obligation, and would always depend 
upon the date of the origination of the original contract.  
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Risk adjustment versus composite margin 
4. Q. Do you support a risk adjustment with a 

residual margin or a single composite 
margin?
A. We strongly support the need for a risk 
adjustment and accept a residual margin 
during the coverage period.
We believe that a composite margin can 
be misleading.

If the premium allocation method is used for the pre-claims period, the 
application of a composite margin is currently undefined and might 
prove misleading at best and inconsistent with a corresponding 
building block liability for a coverage period just a couple of 
months longer in length.   Indeed, it may require separate claims 
liability measurement by coverage cohort, that would not be 
reasonable, and would be inconsistent with the measurement of 
liabilities under IAS 37 that we believe to be desirable.  If no
adjustment or margin is applied (so that their risk and uncertainty 
is not fully considered), we do not believe that those claims 
liabilities would faithfully represent the characteristics of those 
obligations.  However, if a margin is                           
introduced to reflect the deviation risk in the claim liability, the 
proposal of the FASB would be enhanced.

An explicit risk adjustment is more consistent with emerging regulatory schemes for 
insurance, e.g., Principle-Based Approach (U.S.), Solvency II in Europe, the 
established regulatory regime for Australian general insurance, and similar 
approaches in other countries.

In conclusion, although we recognize that the use of a risk adjustment and a 
residual margin compared with the use of a composite margin may be 
somewhat more complex, the conclusion based on the arguments above 
indicates that the benefits from the use of an explicit risk adjustment are greater 
than not having one.
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Risk adjustment
5. Q. (a) Should the risk adjustment be the most 

the insurer would pay to avoid the risk of 
payments in excess of expected. 
A. Close, but not quite right.
The risk adjustment should be the amount that 
lies on the boundary between prices that the 
insurer would rationally be prepared to pay, to 
be relieved of the uncertainty about the amount 
and timing of the ultimate fulfilment cash flows, 
and prices where the insurer would rationally 
prefer to retain the uncertainty.

(a) Do you agree that the risk adjustment should depict the maximum amount the insurer would rationally pay to be 
relieved of the risk that the ultimate fulfilment cash flows exceed those expected? Why or why not? If not, what 
alternatives do you suggest and why?

IAAust
We strongly believe that a risk adjustment is necessary, for the reasons given in response to Q4.
Definition 
We have three comments on this definition:
The use of the word “maximum” is potentially confusing, in that it refers to a quantity that must be estimated.
We understand that the intention of “maximum” is to acknowledge that an insurer would (rationally) pay at most Y to convert 

a mean PV liability of X into a fixed payment (where Y>X) but would be willing to pay any amount less than Y. The risk 
adjustment should therefore be (Y-X). We consider that further guidance around this concept is required (e.g. this could 
equally be worded as the minimum amount Y at which an insurer would not rationally be willing to convert a mean PV 
liability of X into a fixed payment, where Y>X).

Because we are dealing with uncertainty, the largest amount that the insurer would rationally pay must be estimated and that 
estimation process implies a range.  The use of the word “maximum” could be read as implying a value high in that 
range, rather than what we believe to be intended, the best estimate (in the sense of the probability weighted average 
or expected value) of the largest amount that the insurer would rationally pay.

We believe that the use of the word “exceed” is inappropriate and inconsistent with the concept of a fulfilment value 
approach. The use of the word “exceed” implies that the risk adjustment is a “stop loss premium” that represents a 
margin that the insurer would pay to cap or limit its PV net cash flows at the mean level. We believe a more appropriate 
basis for the risk adjustment would be the difference between the (maximum) fixed net cash flow that an insurer would 
(rationally) accept in place of the uncertain liability cash flows. 

Some guidance around the meaning of “rationally” would be useful – we assume that this refers to how the company would 
behave in practice. Hence, “rationally” is in the context of the individual company’s risk appetite and therefore reflects 
its actual portfolio of business (and so an allowance for diversification effects across portfolios would be incorporated in 
the risk adjustment). This appears to be the approach contemplated in paragraph B88. However, this contradicts the 
comments in paragraph 36. Alternatively, “rationally” could be interpreted on a hypothetical basis for the portfolio in 
isolation, which would be consistent with paragraph 36 but impossible to calibrate as discussed below (and inconsistent 
with the example in paragraph B88).

To address these points, we suggest that the following wording for paragraph 35 and that an additional paragraph should be 
inserted following paragraph 35. 

The risk adjustment should be the amount that lies on the boundary between prices that the insurer would rationally 
be prepared to pay, to be relieved of the uncertainty about the amount and timing of the ultimate fulfilment cash 
flows, and prices where the insurer would rationally prefer to retain the uncertainty.

The risk adjustment should faithfully represent the value to the entity of the uncertainty associated with those future cash 
flows.  The entity establishes its value of uncertainty when determining the amount it would require to take on a portfolio 
with uncertain cash flows.  Thus, the value to the entity of eliminating the uncertainty of the cash flows in a portfolio it 
holds is similar to the value the entity would require to assume the uncertainty of the cash flows in a portfolio it might 
acquire.
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Risk adjustment
5. Q. (a) Should the risk adjustment be the most 

the insurer would pay to avoid the risk of 
payments in excess of expected. 
A. Close, but not quite right.
The risk adjustment should be the amount that 
lies on the boundary between prices that the 
insurer would rationally be prepared to pay, to 
be relieved of the uncertainty about the amount 
and timing of the ultimate fulfilment cash flows, 
and prices where the insurer would rationally 
prefer to retain the uncertainty.

IAA
Although we agree with the intended concept of use of the fulfilment value, we do not agree with the proposed wording 

currently used in paragraph 35, which we believe to be potentially misleading and not conceptually clear.
We take this position for the following reasons:
This approach may be subject to significant judgement by management and thus may reduce the comparability of the 

financial statements of different entities.  However, it is not clear that there is an objective and conceptually clear yard-
stick that might be applied, e.g., the risk averseness of owners, participants in the capital market, or that of the entity's 
management.  The use of "through the eyes of management" may be practically more workable and relevant to users, 
provided systematic approaches are applied and adequately disclosed.   

We believe that the risk adjustment would not be relevant to users if the risk adjustment principle refers only to the cash 
flows exceeding those expected and is not as appropriate as other objectives given elsewhere in the ED (we believe 
that references to risk adjustments should be consistent throughout).  The stated objective is based on a one-sided test 
for uncertainty.  In effect, the liability value (before residual margin) would be the expected value plus a stop-loss 
premium. This is not how prices are set, nor how risks should be measured.  Prices are set using a two-sided objective, 
allowing for the possibility of costs less than, as well as more than expected, e.g., as expressed in paragraphs 17(a) 
and 22(c).  In principle, the liability value (before residual margin) should be what the insurer requires to make an 
appropriate profit in the course of fulfilling the liability.  

The effect of such a two-sided objective can be captured an appropriate selection (calibration) of the parameter(s) in the 
selected risk adjustment technique. That is often expressed as the amount needed to provide an appropriate rate of 
return on the capital that the insurer needs to support the liability, in accordance (on an entity-specific basis) with the 
insurer’s appetite for risk.  The risk adjustment may be better measured as the difference between this value and the 
expected present value.

We believe that the description of the objective of a risk adjustment given in paragraphs 17(a) and 22(c) is more appropriate 
than the one described in paragraph 35. The effect of a two-sided objective can be captured in the selection of the 
calibration of the parameter in the selected risk adjustment technique. We suggest the following two possible wordings 
for paragraph 35, consistent with what we understand to be the intent of the IASB:

The risk adjustment is the amount that lies on the boundary between the price that the insurer would be prepared to pay, to 
be relieved of the uncertainty about the amount and timing of the ultimate fulfilment cash flows, and the price where the 
insurer would prefer to retain the uncertainty.

The risk adjustment is an amount the insurer would rationally pay to eliminate the uncertainty about the amount and timing of 
the ultimate fulfilment cash flows, where the insurer is indifferent between paying for such relief and for fulfilling the 
obligations and rights of the contract.

Further we suggest that the IASB consider developing a measurement attribute fort the entire measurement of the insurance 
contract liability (see our response to Q1) instead of providing one only for a partial technical measurement element.  
The emphasis on this element could overemphasize the individual relevance of that element, thus distracting from the 
meaning of the entire measurement.  We believe that the principle should emphasis the importance of current 
measurement on a sound economic base to the extent possible.
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Answers to Questions

Risk adjustment

5. (a) (continued)

The ED does not seem to be based on a clear 
understanding of risk pricing.

The basic technique is cost of capital.

Calibrate to observed capital.

Only visible for whole entity, net of reinsurance.

Diversification not an issue on this basis.

IAAust
Potential Misunderstanding of the Risk Adjustment
While we believe that, subject to our comments above, the conceptual basis described is appropriate, we are concerned 

about the lack of discussion, and possible  misunderstanding about economic basis for the risk adjustment and what an 
insurer might rationally pay to be relieved of the risk.  This lack of understanding is evident in the discussion of the level 
of aggregation for risk adjustment (paragraphs BC118-120).  The way this topic is presented, it might be thought that
the risk adjustment appropriate for a portfolio of insurance contracts, in isolation and without consideration of 
reinsurance, is a concept that has economic substance.  The reality is that this is only true if the portfolio is isolated and 
not reinsured.  The reality is that the amount that an insurer would rationally pay to be relieved of risk for a particular 
portfolio is inevitably conditioned by both the insurer’s other portfolios and by reinsurance.  

Contrary to the assertion in paragraph BC119(b)(ii), the entire assets of an insurer are typically available to meet all of its 
liabilities.  The exceptions to this arise when a subset of an insurer’s business is segregated into a separate fund with 
its own assets.  In Australia, this is most common with life insurance business, particularly participating and unit-linked 
business.  In this case, the entire assets of the fund are available to meet all of its liabilities and the fund is often able to 
call on all of the assets of the insurer that are outside other segregated funds.  Such arrangements are less common in 
general insurance, which is where the greatest insurance risks typically reside.

Be that as it may, the determination of an appropriate risk adjustment under the proposed criterion is essentially the same 
task as determining an appropriate risk margin in insurance pricing.  Rather than the price that the insurer needs to 
charge for accepting risk, it is the price that it considers acceptable for another entity to charge for taking that risk.  Both
are a function of the expectations of the insurer’s owners, in the context of regulatory requirements and market 
expectations as to the degree of assurance that needs to be provided that valid claims will be met.

While there are a number of rules of thumb, current actuarial theory only offers one principled approach to determining the 
risk margin required for sound insurance rating.  This is the cost of capital approach.  It is based on two elements: 

the capital required to simultaneously satisfy regulatory requirements and market expectations as to assurance that claims 
will be met and owner expectations as to the security of the capital that their investment represents; and

the rate of return that the owners expect on that capital, commensurate with the risk to that capital.
This is not to say that other principled approaches will not be developed in future.  Utility Theory, for example, can lead to 

appropriate risk margins, given appropriate parameters.
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Risk adjustment

5. (a) (continued)

The ED does not seem to be based on a clear 
understanding of risk pricing.

The basic technique is cost of capital.

Calibrate to observed capital.

Only visible for whole entity, net of reinsurance.

Diversification not an issue on this basis.

The capital required by an insurer needs to be assessed in terms of the entity (or sub-entity, in the case of a 
segregated fund) as a whole and needs to take reinsurance into account.  That is, capital requirements are 
based on net risk.  If this were not so, then smaller insurers would require proportionately much more 
capital than larger ones.  While there is a degree of variation, if there is such a pattern observable in the 
market, it is small enough that insurers of greatly different sizes can co-exist.

Rather, the pattern that is observable for life and general insurers is that smaller insurers have proportionately 
more reinsurance than larger ones.  Reinsurance, not capital, is the main balancing item.  In the absence 
of reinsurance, smaller insurers would need more capital and would need to incorporate larger risk margins 
in their premiums to provide an acceptable return on that capital.

Similarly, the rate of return required on an insurer’s capital does not vary, in a systematic way, with the size of 
the insurer.  Rather, it varies according to the relationship between insurance capital and net insurance 
risk, as perceived by the owners.  It also varies, of course, on the basis of non-insurance risks and the 
impact that these have on capital requirements but, conceptually at least, these should be excluded from 
consideration here.

Given this background, it can be seen that the capital attributable to a portfolio or even to a single contract is an 
apportionment of the whole.  What can be observed directly is the capital that the entity requires to support 
all of its risks – insurance and non-insurance – net of reinsurance and of risks carried by the insureds.  It 
must be apportioned firstly between these and then between different parts of the total net insurance 
business.  If the capital on a gross basis is required, it must be imputed from the net capital.

It is also necessary to determine the boundaries between insurance and non-insurance risk and insurance risk 
carried by the insurer and by the insured.

The main grey area between insurance and non-insurance risk is mis-match risk.  As we understand it, this is 
considered non-insurance risk for accounting purposes.  We agree with this view.  While capital is needed 
to support mis-match risk, this risk is not intrinsic to the liabilities.

There are three main mechanisms for sharing risk between insurer and insured: direct linkage between assets 
and liabilities; participation; and experience rating.  All reduce the insurance capital required.

Since capital is apportioned, the risk adjustment required for a given portfolio, while it may depend on the basis 
of apportionment adopted and on the risk parameters for the insurer as a whole, does not depend on how 
finely or how coarsely the total business is divided into portfolios.

It also follows that the only risk adjustment that has economic substance is the net risk adjustment.  While it is 
possible to determine a gross risk adjustment and a reduction to this on account of reinsurance, insurers 
do not hold capital on the basis of their gross business and the capital that reinsurers would apportion to 
the business placed by a particular direct insurer is typically substantially less than the additional capital 
that the direct insurer would require, if it was not reinsured. Gross and ceded reinsurance risk adjustments 
need to be assessed on a basis that leads to the appropriate net result.
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Risk adjustment

5. Q. (b) Should risk adjustment be limited to 
confidence interval, CTE and CoC?

A. Some scope for future improvement is 
needed.

Also, the order is wrong.  CoC is basic. CI 
and CTE are rules of thumb that need to 
be calibrated to CoC

(b) Paragraph B73 limits the choice of techniques for estimating risk adjustments to the confidence level, 
conditional tail expectation (CTE) and cost of capital techniques. Do you agree that these three techniques 
should be allowed, and no others? Why or why not? If not, what do you suggest and why?

IAAust
While we believe that it is not inappropriate, out of the risk adjustment methods canvassed in discussions by the IASB, to 

limit the choice to the three methods named, we are reluctant to assume that better methods cannot be developed in 
future.  Rather than a blanket prohibition of other methods, therefore, we would prefer to see a statement that these 
three methods are acceptable and that other methods may also be used, if they can be shown to be superior to cost of 
capital.

As discussed above, it is our view that, of the methods canvassed, the basic approach to risk adjustment should be cost of 
capital.  Both the amount of capital and the rate of return required are, to an adequate degree, observable in the market.  
The same principled approach cannot be taken to either confidence level or conditional tail expectation.  Both are rules 
of thumb that give good results when calibrated to cost of capital but are unable to stand on their own or be justified by 
appeal to principle.  Confidence levels that are appropriate for some classes of business can give wildly inappropriate 
results in other contexts.

In our view, therefore, it would be preferable to reverse the order in paragraph B73 and to describe conditional tail 
expectation as an approach that may be adopted as a rule of thumb for particular lines of business, that should be 
calibrated either directly by periodic testing against cost of capital or indirectly by observing the confidence levels 
adopted by other insurers that do use cost of capital.  Similarly, the confidence level approach is a rule of thumb 
applicable to better-behaved portfolios, that should similarly be calibrated.

IAA
We do not agree that the techniques for estimating the risk adjustment should be limited to the three describe in the ED for 

the following reasons:
Limiting the techniques to three is inconsistent with the principle based ethos of IFRS.
CTE has limited applicability.  It is best used for portfolios with “fat tails”.
Other techniques may be more appropriate in certain circumstances.
New techniques will be developed in the future which would be more appropriate in certain circumstances, in particular to 

reflect risks such as changes in circumstances (B72(d) and risk of error (B72(d) and B72(e).
Actuarial standards of practice and generally accepted actuarial practice can assist in limiting the techniques used by 

companies to those that are appropriate in the circumstances.
We believe that companies should be required to disclose the techniques used, as well as the reason for their choice and 

their key parameters.
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Risk adjustment

5. Q. (c) Should the confidence level be 
disclosed.

A. Yes, but only on a whole entity basis, 
net of reinsurance.

Others think that it is too hard.

(c) Do you agree that if either the CTE or the cost of capital method is used, the insurer should disclose the 
confidence level to which the risk adjustment corresponds (see paragraph 90(b)(i))? Why or why not?

IAAust
We agree that equivalent confidence levels should be disclosed, whatever approach to the determination of the risk 

adjustment.  We believe that this is a readily understandable statistic that will assist users in their understanding of 
uncertainty and will help users to assess whether a particular insurer’s reserving standards are broadly in line with 
common market practice.

We note, however, that the confidence level corresponding to a given risk adjustment depends on the way in which the 
business is structured in portfolios, reinsurance arrangements and the degree of diversification recognised.  As a result, 
confidence levels for individual portfolios are unlikely to be comparable, either within or between insurers.  This is the 
converse of our observation, in our answer to Question 5(b), that there is no direct basis for calibrating either 
confidence intervals or CTE.  Because net capital requirements at the whole entity level are broadly comparable, 
however, the confidence level corresponding to the total net provisions for the entity is likely to prove useful.  We 
therefore recommend that this disclosure only be required on this net whole-entity basis.

Because the estimation of confidence levels embodies substantial uncertainty, it is unnecessary to expect a high degree of 
precision in this disclosure.  In the range likely to be used, two significant figures is likely to be an appropriate 
compromise between what is justifiable statistically (probably only about one significant figure) and the need to avoid 
alarming looking jumps in the values reported.

We note that this requirement is viewed with considerable trepidation in many quarters.  Our experience, since such a 
requirement was included in the Australian general insurance accounting standard (AASB 1023) in 2004, has been 
that, provided spurious precision is not required, it is not particularly onerous.

IAA
We believe that disclosure of relevant and significant aspects of the risk adjustment applied is important to the effective 

application of an explicit risk adjustment.  Nevertheless, we do not believe that the approach suggested in the ED is the 
most effective way, nor most cost effective way to do so.  

In some cases, this may require considerable additional analytical work for those entities for those using another method in 
measurement in what is often a very short financial closing period. 

Inclusion of this requirement might bias the selection of method toward a CL when, as indicated in the ED, this method may 
not be applicable in all cases.  When a method other than CL is used, this requirement may result in different CL’s for a 
business group, which may result in confusing information for users. In addition, if this is not the most appropriate 
approach, it may not provide useful information. 

This disclosure may be appropriate and practical in some cases, such as for claims liability for certain risks, but in others, 
such as for long-term life insurance in which many experience assumptions are involved, e.g., mortality/morbidity and 
policyholder behaviour, this may be difficult to determine in a consistent manner. 

Other disclosure may provide almost as much useful information and insight, such as the types and levels of uncertainty that 
goes into the decision regarding the method(s) used, reasons for use of different methods in different types of portfolios 
or risks, key parameters, e.g., CTE levels applied and why chosen, the size of the risk adjustment in relation to the 
present value of expected cash flows, and the expected frequency that the actual benefits/claims paid will exceed the 
present value of the expected cash flows for the portfolio, where practical to derive. 
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Risk adjustment

5. Q. (d) Should the risk adjustment be 
measured at the portfolio level.

A. This should not affect the values, if the 
principle is applied correctly.

As a practical matter, the portfolio level is 
appropriate.

(d) Do you agree that an insurer should measure the risk adjustment 
at a portfolio level of aggregation (i.e. a group of contracts that are subject to 
similar risks and managed together as a pool)? Why or why not? If not, what 
alternative do you recommend and why?

IAAust

As discussed above, if the risk adjustment is carried out in accordance with 
paragraph 35 (as we suggest it should be amended), it should not be affected by 
the level of aggregation.  As a practical matter, however, it is usually necessary to 
assess provisions (including risk adjustment) on the basis of portfolios, as 
described.
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Risk adjustment

5. Q. (d) Should the risk adjustment be 
measured at the portfolio level.

A. This should not affect the values, if the 
principle is applied correctly.

As a practical matter, the portfolio level is 
appropriate.

IAA

We believe that consideration of the use of a portfolio level of aggregation is 
appropriate, provided 'portfolio' is defined in a way that disparate coverages within a 
single contract can be considered and aggregated with similar coverages from other 
contracts, whether stand-alone or in different combinations.  There are several 
potential problems if coverages cannot be disaggregated in this way, including the 
following.

Insurers, regulators and industry bodies have significant experience and expertise 
measuring and monitoring experience at the risk level for a portfolio of insurance 
contracts.  Some work has been done in a limited number of jurisdictions on the 
correlations between these risks under normal and some stressed market 
conditions, although this work is evolving.

Many of our members believe that, unlike the ED, the diversification effect of risks 
across portfolios should be recognized, as these effects are inherent in the 
economics of and the pricing of insurance contracts. Note that the restriction in 
paragraph 36 is inconsistent with paragraph 35, as an investor would reflect such 
benefits.  Both the reporting entity and investors would reflect such potential effects 
that are reflected in both the price that the reporting entity is willing to be relieved of 
the obligations and rights of the contracts in the price that a potential purchaser 
would be willing to pay.  
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Risk adjustment

5. Q. (d) Should the risk adjustment be 
measured at the portfolio level.

A. This should not affect the values, if the 
principle is applied correctly.

As a practical matter, the portfolio level is 
appropriate.

During the coverage period, this would in effect, at issue be reflected in an increase 
in the residual margin; however, during the post-claims period for those contracts 
with a significant post-claims period, this type of reflection cannot be made.  In 
practice, if such a diversification effect is not permitted, it is likely that as a result a 
somewhat lower level of confidence (or applicable factor in the risk adjustment 
method used) may be applied in some cases.  The question is whether in such a 
case this effect is likely to be considered in an implicit manner or be permitted as an 
explicit factor in the risk adjustment. 

Another approach would be to permit a broader approach to the application of 
portfolios in this area, reflecting the level at which contracts and risks are managed, 
rather than just the level managed as a pool of similar risks.
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Risk adjustment

5. Q. (e) Is the guidance at the right level of 
detail?

A. Yes, but see our comments on the 
content of the guidance.

(e) Is the application guidance in Appendix B on risk adjustments at the right 
level of detail? Do you have any comments on the guidance?

IAAust

We consider that the guidance provided is at an appropriate level of detail.  We 
have no comments further to those set out above.
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Risk adjustment

5. Q. (e) Is the guidance at the right level of 
detail?

A. Yes, but see our comments on the 
content of the guidance.

IAA

Although these paragraphs serve as useful background information, we prefer that 
measurement guidance be provided at the principle level, with adequate information 
provided to clarify the applicable principles so that that they can be interpreted in 
the same manner.  We would prefer that technical guidance be provided through 
actuarial associations that are experienced in developing and providing educational 
guidance for such technical education of an actuarial nature.

In some areas the detail is reasonable, e.g., the criteria given in paragraph B72 that 
was originally developed by the IAA and the IAIS.  In others, the guidance may be 
interpreted as rules.  That should be avoided wherever practical.  Most importantly, 
we do not believe that further, or detailed, guidance should be developed or applied, 
unless in response to a particular area in which clarification is needed.

We offer a few specific comments.

B76. Although in some cases it is relatively easy to calculate, in many long duration 
contracts involving multiple risks, this may be difficult to calculate in a consistent 
manner due to the needed aggregation of risks.

B86. Note that this is just one cost of capital technique where in fact there is a 
family of techniques, most relating to alternative approaches to develop economic 
capital. In the description of the cost of capital method, the description ignores any 
statutory minimum capital requirements.  Insurers often determine their capital 
needs on a basis that provides an adequate probability that the statutory minimum 
requirement will not be breached, and markets take the statutory minimum into 
account in assessing capital adequacy.  Ignoring statutory minimum capital is 
ignoring an important aspect of economic and commercial reality.
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Residual/composite margin

6. Q. (a) Should there be a residual margin to 
eliminate any gain at inception?

A. We accept this as a consequence of 
revenue recognition principles.

“Future” cash flows should include 
incremental payments made before 
inception.

(a) Do you agree that an insurer should not recognise any gain at initial recognition of an insurance 
contract (such a gain arises when the expected present value of the future cash outflows plus the risk adjustment is 
less than the expected present value of the future cash inflows)? Why or why not?

IAAust
We agree conceptually, but believe that care is required as to exactly what is meant by this in practice and that this issue 
needs further exploration and clarification.  The phrase “initial recognition” is open to a variety of interpretations, relating to 
the timing of events surrounding recognition.  
There is a view that costs incurred before the contract exists, even if incremental to that contract, cannot be included in the 
day one measurement. Risk assessment, for example, typically occurs between proposal and acceptance: that is, 
chronologically before initial recognition.  The fee payable to an external risk surveyor, as well as the cost of underwriting and 
medicals, should clearly be regarded as part of the “future” cash outflows under an insurance contract and hence be able to 
be included in acquisition costs in the determination of the residual margin. Similarly, the proposal is often accompanied by a 
premium payment.  This should be regarded as a “future” cash inflow.
On this basis, we are comfortable with the proposition that there should be no gain at initial recognition.  We would 
characterise this as “no gain at day zero”.
Immediately upon recognition, things start to happen.  If the premium is pre-paid, it is recognised immediately, as is any 
associated commission that is payable.  Acquisition costs are also recognised at this point, which we might characterise as 
“day one”.
More generally, we note that the proposed standard is a compromise between the need to faithfully represent the entity’s net 
worth and its profitability.  For an assessment of net worth, there is no need to restrict gains at inception.  Indeed, appraisals 
typically include the value of future business.  No gain at inception is a revenue concept, based on the idea that profit should
not be anticipated, but recognised as it is earned.  It is on this basis that we accept no gain at inception as appropriate.

IAA
There is a diversity of views within the IAA regarding the recognition of initial gain at issue. About half of the Committee on 
Insurance Accounting prefer allowance of an initial gain, although some prefer the use of a rebuttable presumption of no gain 
at issue.
We note that the inclusion of a margin that eliminates gain at issue is a reasonable one given the definition of includible cash
flows in the ED guidance.  If gains at issue were to be allowed, then the cash flows should include non-incremental 
acquisition and general overhead costs in the expected cash flows (building block 1).  To do otherwise would force an entity 
to show a profit at issue in excess of the true expected profit on the business.  This approach would both reduce the value of 
the residual margin and increase transparency by reducing implicit factors in the residual margin that we see as desirable.
We will not go into a detailed discussion here regarding the arguments of the proponents for allowing a gain at issue, as it 
appears that the Board does not wish to pursue this option. Nevertheless, if there is an interest in these views, we will be 
pleased to provide it, although they primarily relate to a desire for the liability for insurance contracts to represent a current 
value of the cash flows resulting from those insurance contracts.
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Residual/composite margin

6. Q. (b) Should the residual margin always 
be non-negative?

A. Yes, at the portfolio level.

(b) Do you agree that the residual margin should not be less than zero, so 
that a loss at initial recognition of an insurance contract would be recognised 
immediately in profit or loss (such a loss arises when the expected present 
value of the future cash outflows plus the risk adjustment is more than the 
expected present value of future cash inflows)? Why or why not?

IAAust

We agree that the residual margin should never be less than zero, at the portfolio 
level (see our answer to (c) below).

IAA

We agree. We believe that it is appropriate to currently reflect any indicated loss as 
part of profit and loss.  As a result, the residual margin should not be allowed to 
become negative, at issue or after issue. We also agree that an explicit risk 
adjustment should be included in any onerous contract test.
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Residual/composite margin

6. Q. (c) Should the margin be estimated for 
cohorts by coverage period within issue 
date within portfolio.

A. This or finer sub-division may be 
needed for calculation but is too fine for 
eliminating negatives.

(c) Do you agree that an insurer should estimate the residual or composite margin at a level that aggregates 
insurance contracts into a portfolio of insurance contracts and, within a portfolio, by similar date of inception of the 
contract and by similar coverage period? Why or why not? If not, what do you recommend and why?

IAAust
We believe that there should be a degree of averaging between the individual contracts in a portfolio, for the purposes of 
determining the residual margin.  It should be assumed, for example, that all contracts experience average expenses and 
that the claim experience during the coverage period does not vary, between policies, other than as implied by the 
underwriting factors.
In most cases, this will give the same outcome as the proposed treatment, but that treatment becomes unwieldy if there are 
too few contracts in each group and breaks down if the coverage period is indeterminate, as in the example in our answer to 
Question 6(d) below.  We also believe that breaking down the aggregation into similar coverage periods, within similar dates 
of inception within portfolio is likely to unduly increase the incidence of groups where the residual margin, before truncation at 
zero, is negative and, as a result, unduly inflate the total residual margin.  
Standard current Australian general insurance practice is to apply a liability adequacy test to unearned premiums on the 
basis of portfolios.  In effect, this regards all contracts within the coverage period at the valuation date as having similar 
inception dates (that is, similar is interpreted as a range of about one year, since general insurance contracts typically 
provide coverage for one year). Similarly, Australian life insurance practice is to determine the residual margin at inception at 
the portfolio level for all new business written in the year.
Accordingly, we believe that insurers should be allowed the discretion to build up residual margins at any level of aggregation 
between individual contracts and similar dates of inception within portfolio (as applied to risk margins).  The resulting margins 
(some of which may be negative) should then be aggregated into portfolios in the reporting year of inception, before testing 
to exclude negative values for new business. 
We also note that under paragraph 60, which applies to testing for onerous short term contracts, there is also a requirement 
to group by similar date of inception for this purpose, which implies that a correct interpretation under the Insurance ED of 
similar date of inception must be less than a reporting year. As noted above, we believe the grouping should, in both cases, 
be the reporting year.   
Once the business is in-force we do not see any need to maintain residual margins by year of inception, nor similar coverage 
period, as we believe that the residual margin should be re-measured at each reporting date, for the portfolio as a whole. 
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Residual/composite margin

6. Q. (c) Should the margin be estimated for 
cohorts by coverage period within issue 
date within portfolio.

A. This or finer sub-division may be 
needed for calculation but is too fine for 
eliminating negatives.

IAA
We agree.  We also agree that an explicit risk adjustment should be included in any onerous contract test. 
We believe that the significant issue associated with the level of margins at a cohort level is whether and to what extent to 
permit the offset of negative and positive values, although its basic calculation is a technical issue, not needing further 
guidance in this standard.  
However, we do not agree if the cohort is described as contracts with a similar date of inception.  It is not clear that 'similar 
date of inception' would be interpreted in a consistent manner. If interpreted, for example, as monthly, this would result in a
much more granular evaluation than is done today and would require significant cost, while the results would play out in a 
short time frame. We suggest rewording 'similar date' into 'similar reporting period'  
It should be noted that the risk adjustment is determined for portfolios of similar risks, with limited meaning for subdivisions of 
a portfolio of contracts, except as an apportionment of the portfolio's risk adjustment.  Thus, the residual margin for a 
subdivision of a portfolio of contracts also reflects such an apportionment, with limited economic substance in its own right. 
In principle, given that the basis of insurance is the pooling of risks where more profitable contracts support those that are 
less profitable, we believe that negative values should only be eliminated at the level of the entire portfolio.  In some cases,
in addition to unobservable variation between risks, there can be deliberate cross-subsidisation of some risks by others within 
the same portfolio.  This may be imposed by external constraints on underwriting or accepted for marketing, public relations 
or administrative reasons.  Too fine a subdivision will thus distort the apparent profitability of the portfolio.
In practice, whether it is feasible to aggregate at the entire portfolio level depends on whether residual margins are locked in.  
If they are, then the highest level of aggregation possible is by similar date of inception within the portfolio.  This is the level 
at which property & casualty insurance unearned premiums are currently commonly tested for adequacy. 
If residual or composite margins are re-measured, then it is feasible to eliminate negatives at the level of the entire portfolio, 
for similar inception dates within portfolio or within portfolio for contracts with inception dates in the reporting period and all 
earlier contracts combined.  While the principle suggests the entire portfolio basis, we believe that a division between new 
contracts and older contracts would provide useful information to users, but that there is no merit in further subdivision of 
business written previously.  However, if the IASB believes that aggregating positive and negative amounts only for purpose 
of simplification but not for systematically off-setting such amounts, we recommend that either an aggregation or individual 
contract calculation be permitted, since the latter might be technically easier and to limit the aggregation to cohorts of a 
portfolio written under similar economic circumstances.
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Residual/composite margin

6. Q. (d) Should the residual margin run off in 
proportion to expected incurred claims? 

A. Incurred claims is a suitable profit 
carrier for risk products.

For investment products, a better profit 
carrier is assets under management.

(d) Do you agree with the proposed method(s) of releasing the residual margin? Why or why not? If not, what do you 
suggest and why (see paragraphs 50 and BC125–BC129)?

IAAust
We believe that there are severe conceptual and practical problems with the proposed basis for release, primarily arising 
from not allowing current remeasurement of the residual margins to occur. We do though agree that any changes in 
estimates in respect of the post claims liabilities, including those incurred but not reported, should be reflected in the current 
period profit. 
Hence we propose, as set out in more detail below in our answer to this question, that the expected residual margins, at the 
end of the period, should be determined as the expected present value, at the end of the period, of future releases of 
residual margin, on the previous valuation basis, for the actual business in force. The new residual margin, subject to a 
minimum of zero to ensure liability adequacy, is then the expected residual margin on the remaining in-force, adjusted for the 
difference between the fulfilment values, at the end of the period, under the old and new valuation assumptions for the pre-
claims liability, excluding the effect of discount rate changes, except for participating business (for reasons discussed further 
below). 
Also the use of expected claims for participating business as the basis of release for these contracts results in a release 
pattern that is very much back ended, as the predominant component of expected claims is the return of deposit upon 
surrender or maturity. Instead, we believe that the basis of release for all participating contracts, should be a systematic way
that best reflects the asset management services, that is on the basis of the fair value of assets under management (AUM), if 
that pattern differs significantly from the passage of time (which it does for such contracts).
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Residual/composite margin

6. Q. (d) Should the residual margin run off in 
proportion to expected incurred claims? 

A. Incurred claims is a suitable profit 
carrier for risk products.

For investment products, a better profit 
carrier is assets under management.

Inconsistent with Revenue
The conceptual issue is based on the revenue recognition principle, and is that profit should emerge as services are 
provided.  Applying this principle to pre-claim insurance liabilities, the service is the provision of cover for insurance contracts 
without a deposit component. Revenue should emerge as the premiums received margins are released in accordance with 
the service provided and to the extent that  actual claim and expense experience are less or greater that the premium 
recognised as revenue, a profit or loss will occur. Changes in expectations for future claims and expenses, should not come 
into current period profit and loss, unless onerous, but be recognised in future periods against revenue as the occur. Apart 
from short term contracts, under the Insurance ED, this does not occur, as only the current fulfilment value is remeasured, 
not the residual margin.    
A locked in residual margin is inconsistent with the approach proposed under the exposure draft for Revenue From Contracts 
with Customers (Revenue ED), which does not allow:
changes in estimates of the price to be received to be booked as profit in the current period.  Instead, to the extent that they
represent revenue allocated to customer obligations in respect of future periods, the impact must be recognised only as 
those obligations are met; and 
remeasurement of expected costs, unless onerous, which means changes in future expected costs impact profit under the 
Revenue ED only as incurred and not at the time that future expectations change, as is proposed for Insurance Contracts.
What the proposed treatment does, by requiring remeasurement of the current fulfilment value while locking in the quantum 
and run-off of the residual margin, is to capitalise, into the current period, the impact of changes to current expectations for 
future premiums and the claims and expenses arising therefrom, instead of recognising the impact of such changes as they 
occur, unless onerous.  While amounts previously released should not be revisited, the amount of the residual margin and its 
pattern of release for the balance of the coverage period should be reassessed in the light of changing assumptions about 
future experience.  In principle, to avoid capitalising future profits to a greater extent than needed to recover past losses, this 
should extend to the creation of a residual margin where none existed before or where a previous residual margin has been 
exhausted. This can be seen as an extension of the requirement in paragraph 60, that additional liability in respect of 
onerous short term contracts should be reversed to the extent that it is no longer onerous.
Our Remeasurement Proposal
Specifically, we propose that the expected residual margin at the end of the period should be determined as the expected 
present value, at the end of the period, of future releases of residual margin, on the previous valuation basis, for the actual 
business in force.  The new residual margin is the expected residual margin, adjusted for the difference between the 
fulfilment values, at the end of the period, under the old and new valuation assumptions for the pre-claims liability, excluding 
the effect of discount rate changes, except for participating business (for reasons discussed further below).  Under this 
approach, it would not be necessary for an insurer to maintain details of residual margins on a historical cohort basis, just the 
expected run-off from the most recent valuation.
This is consistent with the simplified approach for short-duration contracts, where differences between actual and expected 
experience for past coverage emerges into profit, while any change in expected future experience for future coverage is 
absorbed, subject to the liability adequacy test.
(continued on next slide)
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Residual/composite margin

6. Q. (d) Should the residual margin run off in 
proportion to expected incurred claims? 

A. Incurred claims is a suitable profit 
carrier for risk products.

For investment products, a better profit 
carrier is assets under management.

IIAA
If the Board continues to require a residual margin, we do not believe that the current approach is reasonable.  Based on a 
review of modeled results of long duration contracts, the use of expected benefits and claims does not always appear to 
provide reasonable results, in that contracts with a steep cost curve (e.g., life and health insurance with coverage over a 
relatively long duration), the pattern of amortization of the residual margin is inconsistent with the factors that make up the 
residual margin.  In addition, and in particular due to this increase in expected benefits and claims in many contracts, the 
accretion of interest results increases the residual margin balance, in the extreme cases by several times its initial results. 
We find this to be problematic and in most cases difficult to understand and explain to users.
Thus, an alternative approach should be considered to enhance the usefulness of the information provided:
Use the coverage amount as a base, for example, if practically no other services than coverage are provided under the 
contracts, for example, for term life insurance contracts it would be the face amount (sum assured) and for hurricane 
coverage, it would be passage of the time of the hurricane period.  
Another approach, currently applied in Australia's Margin on Services method, is to amortize the residual margin over a 
selected profit driver.  For example, predominantly investment contracts, such as unit-linked and some forms of participating 
contracts, since the principal service provided is investment management, a different profit carrier may be more desirable.  A 
profit carrier based on assets under management may be more appropriate, although we recognize that it may be difficult to 
describe a principle-based distinction between them.
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

(d) Do you agree with the proposed method(s) of releasing the residual margin? Why or why not? If not, what do you 
suggest and why (see paragraphs 50 and BC125–BC129)?

IAAust (continued)
A locked in residual margin is inconsistent with the approach proposed under the exposure draft for Revenue From Contracts 
with Customers (Revenue ED), which does not allow:
changes in estimates of the price to be received to be booked as profit in the current period.  Instead, to the extent that they
represent revenue allocated to customer obligations in respect of future periods, the impact must be recognised only as 
those obligations are met; and 
remeasurement of expected costs, unless onerous, which means changes in future expected costs impact profit under the 
Revenue ED only as incurred and not at the time that future expectations change, as is proposed for Insurance Contracts.
What the proposed treatment does, by requiring remeasurement of the current fulfilment value while locking in the quantum 
and run-off of the residual margin, is to capitalise, into the current period, the impact of changes to current expectations for 
future premiums and the claims and expenses arising therefrom, instead of recognising the impact of such changes as they 
occur, unless onerous.  While amounts previously released should not be revisited, the amount of the residual margin and its 
pattern of release for the balance of the coverage period should be reassessed in the light of changing assumptions about 
future experience.  In principle, to avoid capitalising future profits to a greater extent than needed to recover past losses, this 
should extend to the creation of a residual margin where none existed before or where a previous residual margin has been 
exhausted. This can be seen as an extension of the requirement in paragraph 60, that additional liability in respect of 
onerous short term contracts should be reversed to the extent that it is no longer onerous.
Our Remeasurement Proposal
Specifically, we propose that the expected residual margin at the end of the period should be determined as the expected 
present value, at the end of the period, of future releases of residual margin, on the previous valuation basis, for the actual 
business in force.  The new residual margin is the expected residual margin, adjusted for the difference between the 
fulfilment values, at the end of the period, under the old and new valuation assumptions for the pre-claims liability, excluding 
the effect of discount rate changes, except for participating business (for reasons discussed further below).  Under this 
approach, it would not be necessary for an insurer to maintain details of residual margins on a historical cohort basis, just the 
expected run-off from the most recent valuation.
This is consistent with the simplified approach for short-duration contracts, where differences between actual and expected 
experience for past coverage emerges into profit, while any change in expected future experience for future coverage is 
absorbed, subject to the liability adequacy test.
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

More Robust and Less Open to Manipulation
On the locked-in basis, profits or losses each year are dominated by the revaluation of the fulfilment value, as assumptions 
are changed in response to experience fluctuations.  On the re-measured basis, the profit each year is equal to the release 
of the loaded margins, plus the difference between expected and actual claims.  While this perfect match may not always be 
achieved, the re-measured residual margin approach gives far more sensible results.
It should be noted that, under the locked-in approach, the impact of modest changes in assumptions can result in large 
deviations in reported profit.  Because assumptions inevitably incorporate an element of judgement, this opens up the 
possibility of gross manipulation of profit, by means of apparently innocuous adjustment of assumptions.  Re-measurement 
of residual margins makes this much more difficult.
The approach proposed in the Insurance ED will also result in inconsistent treatment of otherwise identical contracts that 
differ only in whether they were issued before or after the change in experience assumptions.
Consider, for example, two contracts, each with annual premiums of CU1,000, covering identical risks and with a common 
expiry date, issued immediately before and after an assumption change.  Before the assumption change, the residual margin 
for the first contract is CU500.  After the assumption change, the expected cost of cash outflows under both contracts is 
higher by CU250.  Under the proposed treatment, the first contract will show a loss, attributable to the assumption change, of 
CU250.  The second will show no such loss.  If there are no further assumption changes and actual experience matches 
expected, releases of the residual margin under the first contract will be twice those under the second. The present value of 
that difference is a profit of CU250.
Consistent with this, we believe that the amount released should be fully responsive to the volume of business still in force.  
In concept, the residual margin for each individual contract should be released on the basis set out in paragraph 50, on the 
assumption that the contract remains in force for the whole of the coverage period, with any remaining balance released if 
and when the contract is terminated.  This is the approach embodied in the “365ths” approach to unearned premiums, which 
is how we would expect the simplified approach for short-duration contracts (paragraphs 54-59) will be implemented.  It is 
more objective than that proposed, since it does not require any assumption as to termination rates, and is marginally simpler 
in application, since it does not require a comparison of actual and expected contracts in force.
There are two elements of changes in the value of the liability that can be considered separately:
changes to best estimate assumptions;
changes to the risk distribution or (for the Cost of Capital approach) changes to the capital charge rate.
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

We believe that the impacts of both should be offset by a change in residual margin to avoid arbitrary profit volatility, for the 
following reasons:
changes to risk distribution / capital charge rate should be offset against the residual margin as doing otherwise effectively 
capitalises an immediate profit/loss impact and creates a future offsetting loss/profit flow;
as discussed above, without offsetting a change to best estimate assumptions against the residual margin, there will be an 
arbitrary capitalised impact on profit at the time of the assumption change rather than a more “correct” release of profit over 
time as the experience emerges (where “correct” can be judged against the result occurring if the initial assumptions had 
been set with perfect foresight).
The requirement to track residual margins by assumed pattern of release within expiry of coverage within issue cohort within 
portfolio, also tracking actual versus expected lapses, presents practical administrative problems.  At least two layers of this
complexity would be eliminated if residual margins are reassessed on the basis of current assumptions and business 
currently in force.
A more specific problem is that locking-in reflects a generally inaccurate view that a fixed price is always determined at 
inception, whereas, for long term insurance contracts, this is often not the case.  For example:
for modern risk business in Australia, insurers retain the right to reprice the portfolio as a whole on renewal, even though they 
can not re-underwrite individual contracts;
for participating business, the price per unit benefit is effectively reset throughout the life of the contract through the addition 
of discretionary benefits.
Similarly, the coverage period is not always known in advance.  As a result, a locked-in run-off pattern may expire before or 
after the coverage.  This can be illustrated by considering builders warranty insurance.
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

Builders warranty insurance is mandatory for home building in a number of states in Australia and provides two elements of 
protection.  The first (insolvency cover) is against the risk that the owner will have find extra funds to complete the home if 
the builder is unable to do so.  The second (warranty cover) is against defects that emerge during a period of five or six years
after completion.  Insolvency cover does not arise for speculative projects, where the builder is the owner during 
construction, but the single premium policy must be issued before work can commence.  There is no discount for speculative 
projects, as the insolvency cover can be activated at any time, if the builder sells before completion.
The period between inception and the start of the warranty cover is typically between three months and two years but can be 
a bit shorter or a lot longer, up to six years or more.  The longer delays are usually an indication of some sort of problem, 
suggesting that the insolvency cover is an increasing risk.  The warranty cover is also an increasing risk, but accounts for 
less of the premium than the insolvency cover.
Since the coverage period and the incidence of risk are not known in advance, but depend on completion, which is controlled 
by the builder and is arguably a function of the level of risk, it does not make sense to fix the pattern of residual margin 
release in advance.  
A better approach is to fit the pattern of release to the actual completion experience for each individual contract, with the 
release of a portion of the residual margin, corresponding to the insolvency cover, on a diminishing balance basis prior to 
completion, with the balance of that portion fully released on completion.  The portion corresponding to the warranty cover 
should be accumulated until completion and then released in accordance with the pattern of warranty risk.



85

Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

Participating Business
Locking in the residual margin means that investment market impacts on assets under management and future investment 
returns on future shareholder margins for participating business are booked in current period profit, rather than as the 
inherent investment service is provided.    
By their nature, insurance contracts with discretionary participating features have investment as their dominant feature and 
hence the largest component of expected claims under such contracts is not for insurance but the payment of the surrender 
or maturity value of the contract, the investment component. Thus, using expected claims as the basis of release for these 
contracts results in a release pattern that is very much back ended, with the biggest expected margin release occurring at 
maturity.  As such their release pattern will be predominately driven by their investment component. 
Instead, we believe that the basis of release for all participating contracts, should be in a systematic way that best reflects the 
asset management services: that is, on the basis of the fair value of assets under management, if that pattern differs 
significantly from the passage of time (which it does for such contracts). This should be a rebuttable presumption, as this may 
not be appropriate for all types of participating contracts, but we would expect this to be most appropriate for the majority, 
including the forms existing in the Australia.  
Further, as shareholder revenue from these contracts primarily arises from a share of the investment return on the backing 
assets in excess of that required to meet any guarantees, the remeasurement of residual margin needs to include changes in 
the future earning assumptions for the backing assets (ie the discount rate) as well as the actual return the assets backing 
the liabilities, if the impact of markets on assets under management and future earnings is not to be capitalised into current 
period profit. If this is not allowed, profit on these products will emerge in very different way from that for investment 
management services, with investment market impacts on shareholders future revenue being capitalised into current profit, 
rather than emerging as the investment service is provided. 
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

Confusing Reported Profit  
The overall result of the Insurance ED proposals is that the profit emerging in a reporting period is strange combination of:
Historic Residual Margin – being a blend of historic expectations for margins in the portfolio, which are largely divorced from 
the portfolio actually remaining in force and do not reflect current estimates for that portfolio at the start of the reporting year, 
and hence not decision useful; 
Current Performance:

the release of the current risk margin; and
actual experience for the period against expected from opening current fulfilment value; and 

Quasi Fair Value – the present value of any changes to the estimate of margins in future renewal premiums, which relates to 
future coverage periods; 
As a result, the reported profit for the period will be a strange and ever moving mixture of fair value (the change in future 
margins), historic cost (the residual margin release) and current period outcomes (the release of the current risk margin and 
actual experience). On this basis, reported profit will be of limited use unless broken into the above very different 
components.
These problems vanish if the residual margin is revised in the light of assumed future experience, since the expected 
coverage period will respond to actual experience and changes in assumptions.
It should be noted that what we propose (remeasurement of residual margins) is essentially what is done under the Margin 
on Services basis prescribed for life insurance in Australia, albeit with zero risk adjustment and no limitation of residual 
margin measurement to pre-claims liability to exclude changes in assumptions in respect of incurred claims.  Our experience 
is that the process works well and we believe that the resulting financial reporting is well regarded by analysts and other 
users. The inclusion of a risk margin and the limitation of residual margin remeasurement to pre-claims liability, means that:
onerous contracts are properly recognised; 
changes in estimates for claims already occurred are quite appropriately recognised in current period profit and not deferred;
changes in estimates for future period are recognised in future periods through the residual margin, unless onerous;
residual margins and the underlying portfolio remain aligned. 



87

Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

IAA (continued)
In any case, we recommend the provision of a principle-based concept for the systematic release of the residual margin,
referring to the provision of services under the contracts, rather than detailed guidance regarding the kind and quantification 
of services. The starting point could be a release pattern according to passage of time, unless that release pattern differs 
significantly from the provision of services.
In addition to systematic release is an approach advanced by certain members of the IAA Insurance Accounting Committee 
is to remeasure the residual margin at every report date, reflecting changes in expectations about future experience.  The 
resulting change in residual margin balance being released would use the same methodology as was used at inception.  This 
position has been advanced for the following reasons:
Locking in the residual margin is inconsistent with the principle in the Revenue Recognition Project (no revenue before 
something is performed).  In the ED, income from changes in assumptions in future periods is recognized before anything is 
performed. There is also a major conceptual inconsistency between a requirement for no gain at inception and a requirement 
to capitalise assumed future gains when more favourable assumptions are adopted.
Locking in the residual margin is inconsistent with the economics of the transaction.  For example, it is incorrect to view the 
residual margin as the only consideration for the performance obligations, since the entire charge for coverage and 
administration is the price charged for the future performance obligations.
The liability might be understated if a contract that originally was expected to be profitable becomes onerous.
Minor impairments of circumstances subsequent to initial measurement can cause even highly profitable contracts to show a 
loss.
A rules-based solution could motivate management to manipulate results by intentionally estimating cash flows and risk 
margins as high as possible and using a discount rate as low as possible.  This would have the effect of reducing the residual 
margin and consequently bringing that into profit by either changing assumptions or by putting in place reinsurance where 
premiums are based on significantly less conservative assumptions, or, if residual margins are counted as equity by analysts, 
estimating the present value of the fulfilment cash flows initially as low as possible (even if that increases the risk that later it 
would be increased).
Since the residual margin is a plug, its value to users may be problematic.  However, while it may provide some useful 
informational value if it is re-measured, we believe it has no informational value if it is not re-measured.
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Answers to Questions

Residual/composite margin
6. Q. (d) (cont) Should the residual margin 

run-off be locked in? 
A. Lock-in capitalises the impact of 
assumption changes.
The residual margin should be re-
measured, so that the impact of these 
changes emerges in accordance with the 
changed assumptions.

It would be useful for a principle for subsequent measurement to be adopted, although the IAA has yet to agree upon one.  
An approach would be similar to that adopted by the Australian Margin on Services method, where, in terms of the fulfilment 
value, the residual margin allows for adjustments reflecting the difference between the fulfilment value at the end of the 
period on the old and new valuation bases. 
The recalibration is based on changes in estimate, as defined in IAS 8.  As a result, the movement of the residual margin 
would be transparent and easy to determine.  Where market prices are directly reflected in the measurement, as in the case 
of a replicating portfolio, the effect of changes in those prices is directly offset by the change in the liability so that the 
residual margin is not affected.  If the residual margin becomes negative, it is not applied to the insurance contract liability or 
asset, but continues to be calculated and disclosed.  If it becomes positive again, it is applied again.
We recommend the following wording for paragraph 50:
An insurer shall recognise the residual margin determined at initial recognition as income in profit or loss over the period 
where services are provided in a systematic way that best reflects the pattern of services provided, as follows:
(a) on the basis of the passage of time, but
(b) if the pattern of services differs significantly from the passage of time
(i) in case of contracts providing mainly insurance coverage, on the basis of the expected timing of incurred claims and 
benefits
(ii) in case of other contracts on the basis of the expected timing of  services provided under the contract, according to the 
volume of services provided
Changes in the estimate of the present value of the fulfilment cash flows, other than those changes of the value resulting 
from changes in observed market prices, are off-set against the carrying amount of the residual margin, as long as the 
remaining residual margin is positive.  If changes in accounting estimates result in a negative calculated residual margin and 
this is later reversed, the residual margin is recognised again. The adjusted residual margin is systematically released in 
proportion to the pattern described above, on the basis of current assumptions.
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Residual Margin Remeasurement
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IAAust (continued)

Worked Example
Consider, for example, a portfolio of contracts where claims are initially expected to run at CU100m per year for ten years, 
with an initial risk adjustment of CU50m and a CU1,150m single premium giving an initial residual margin of CU100m.  For 
simplicity, we ignore interest and assume that the risk margin runs off as a constant 5% of expected future claims.  
In the first year, the expected releases of risk adjustment and residual margin are CU5m and CU10m respectively.
During the first year, actual claims are CU80m, so the profit emerging in the year is CU35m (expected claims CU100m, less 
actual claims CU80m, plus the expected risk adjustment and residual margin releases of  CU15m).  
The expected present value of claims at the end of the year, on initial assumptions is CU900m, with a risk adjustment of 
CU45m.  Now suppose that the actuary reduces the annual claim expectation to CU90m, half-way between expected and 
actual claims for the year.  This reduces the expected present value of claims to CU810m, with a risk adjustment of 
CU40.5m. 
If the unreleased residual margin is locked at CU90m, the reduction in future claims increases the total reported profit for the
year to CU129.5m (the CU35m emerging in the year plus CU 94.5m from the reduction in expected present value of future 
claims CU90m, and the associated reduction in the risk adjustment CU4.5m).  As a result most of the profit (CU94.5m) 
relates not to what actually happened over the year, but to what is expected to happen over the next nine years.
During the second year, actual claims are CU100m, so the profit emerging in the year is CU4.5m (expected claims CU90m, 
less actual claims CU100m, plus the expected risk adjustment (CU4.5m) and residual margin (CU10m) release of CU14.5m). 
The expected present value of claims at the end of the second year, on start of year assumptions, is CU720m, with a risk 
adjustment of CU36m. Now suppose that the actuary increases the annual claim expectation to CU95m, again half-way 
between expected and actual claims for the year. This increases the expected present value of claims to CU760m, with a risk 
adjustment of CU38m.
With the unreleased residual margin locked at CU80m, the increase in future claims reduces the total reported profit for the 
year to a loss of CU37.5m (the CU4.5m emerging in the second year less CU42m from the increase in the expected present 
value of future claims of CU40 and the associated increase in risk adjustment of CU2m).  Again the majority of the loss 
(CU42m) relates not to what actually happened over the year, but to the change in claim expectations for the next eight 
years which, at CU95m per year, still remain lower than original CU100m per year expected at inception of the contract. 
Alternatively, if the residual margin is remeasured, the CU90m reduction in the expected future claims and associated 
CU4.5m reduction in risk adjustment increases the residual margin at the start of the second year by CU94.5m to CU184.5m. 
The margin release in the second year then becomes CU20.5m of residual margin and CU4.5m of risk adjustment, plus and 
an experience loss on claims of CU10m, resulting in a total profit of CU15m.  
While this is the same as the profit emerging on the basis of the assumptions at the time of issue, it is worth noting that the 
residual margin, after remeasurement at the end of the second year (CU122m), still remains above the CU80m expected at 
the inception of the contract. The CU42m from the change in future claim expectations reduces CU164m residual margin 
expected at the start of the year (the opening CU184.5m less the CU20.5m release) to CU122m We believe that this better 
reflects the profitability of the business from year to year.
The following table shows how this works out over the full ten year term, given an assumed pattern of actual claims. See 
slide for table.
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Answers to Questions

Residual/composite margin

6. Q. (e) Should a composite margin run off 
based on the sum of incurred and paid 
claims?

A. The proposed basis is unsuitable.

(e) Do you agree with the proposed method(s) of releasing the composite 
margin, if the Board were to adopt the approach that includes such a margin 
(see the Appendix to the Basis for Conclusions)? Why or why not?

IAAust

We believe that the composite margin approach, as proposed, is fundamentally 
flawed in that it does not provide any assurance that the margin held will be an 
adequate representation of the economic value of insurance risk. The formula 
proposed is similarly flawed, in that it implies that the premium loading for risk is 
about half of all premium loadings other than those, if any, deducted as acquisition 
expenses.  In reality, this balance varies widely between the most and least risky 
insurance contracts and on the basis of the fraction of the residual margin that 
results from unrecognised expenses.

IAA

We believe the method proposed may not reflect the release from risk appropriately.  
We believe the methodology should use any knowledge about release-of-risk that is 
available which is a principle based approach. This may reduce the accounting 
mismatch that would otherwise arise between the margin and the value of the 
assets supporting the margin.

[We note that the formula in the Basis for Conclusions is incorrect and has been 
corrected in the FASB Discussion Paper.]
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Answers to Questions

Residual/composite margin

6. Q. (f) Should interest be accreted on 
residual (or composite) margins?

A. Yes

(f) Do you agree that interest should be accreted on the residual margin (see 
paragraphs 51 and BC131–BC133)? Why or why not? Would you reach the 
same conclusion for the composite margin? Why or why not?

IAAust

As both the residual and composite margins are determined using discounted 
cashflows, we believe that interest should be accreted on both residual and 
composite margins.  Failure to do so, where material, would result in less 
transparent results.  Proper reconciliation of those results from period to period 
would be complicated by such a mixed model. Further we believe that it should 
be accreted at the current rate expected at the start of the current period.
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Residual/composite margin

6. Q. (f) Should interest be accreted on 
residual (or composite) margins?

A. Yes

IAA

At least to the extent that the margin calculations are based on present value 
concepts, the majority of actuaries believe that interest should be credited on the 
residual or composite margin. Basing them on factors that do not back-end their 
allocation will minimize or reduce possible accretion of the margin balances. 

However, there are a significant minority who believe interest should not be 
credited.  Reasons for this minority position are largely based on the lack of 
economic meaning the residual margin has as part of the liability: 

Most importantly, in cases where the expected benefits and claims are back-loaded, 
the residual margin can increase significantly with little relation to the economic 
substance of a portfolio of insurance contracts. 

Being artificial and non-current measurement, crediting interest on their balance 
implies a credibility and accuracy that is not warranted.

Since both these margins consist of several implicit components that are not related 
to the substance of a portfolio of insurance contracts, their measurement should 
be as simple as possible.

Interest relates to items that represent cash flows, and the residual/composite 
margins do not represent future cash flows.
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Answers to Questions

Acquisition costs
• Q. Should the only acquisition costs 

included be those that are incremental at 
the contract by contract level?
A. No, this destroys comparability.
Ideally, all costs, including overheads, should 
be included. 
This clashes with other standards.
A reasonable compromise is costs that are 
incremental at the portfolio level.

(a) Do you agree that incremental acquisition costs for contracts issued should be included in the initial 
measurement of the insurance contract as contract cash outflows and that all other acquisition costs should be 
recognised as expenses when incurred? Why or why not? If not, what do you recommend and why?

IAAust
While we believe that full allocation of expenses is appropriate from an actuarial and value perspective, we can understand 
the Boards reluctance to go this far. However we are concerned that the approach adopted, of only allowing incremental 
acquisition costs to be deferred, means that profit reporting for insurance contracts will become more driven by form than 
substance. For example:
reported profit will differ depending on the distribution method used, with acquisition commission being deferred for broker 
and agency business, but equivalent costs for those using salaried or direct distribution unable to be deferred;
it will encourage companies to change remuneration structures to be volume based not only for distribution but also other 
functions such as underwriting, through outsourcing which, as recent American experience with mortgage underwriting 
illustrates, does not improve the quality of underwriting.
For these reasons, we believe that the Board should change the definition to align with that used for ongoing costs: that is, 
those that are incremental at a portfolio level or can be directly allocated to portfolios, such as underwriting.   While we note 
the Board’s concern, expressed in paragraph BC141, that these would not be as easily identified, the potential for 
manipulation is limited, especially with more guidance along the lines we propose in our response to the question on cash 
flows and that already exists in respect of ongoing expenses, whereby changes in estimates for future ongoing expenses are 
taken into current profit instead of remeasuring the residual margin in future renewal premiums.    
Detailed Rationale
We believe that, from an actuarial and value perspective, all acquisition costs for contracts issued, including appropriate 
allowance for overhead costs, should be included in the initial measurement as contract cash outflows.  This is the basis on 
which insurance contracts are priced and reflects the economic reality that such costs are necessarily incurred in acquiring 
business.  It is also the basis on which portfolio transfers, mergers and acquisitions are assessed. We can understand the 
Board’s reluctance to go this far, given the generally more limited approach under other accounting standards.  
Depending on the business model adopted, the amounts excluded, under the proposed restriction to costs that are 
incremental at the individual contract level, can be very substantial.  This, in turn, will lead to a perverse incentive for insurers 
to adopt particular business structures, in response to the accounting arbitrage that this proposal creates.
At one extreme, offering insurance through the internet, with all clerical, assessment and underwriting functions handled by 
salaried staff, will generate very low recognition of acquisition costs and high losses at issue.  At the other extreme of current 
practice, a model whereby acquisition is on a commission basis will generate much lower losses at issue.  
These could be further reduced by placing all staff on a piecework basis.  A franchise model, where all activities are 
contracted out, with a fee charged to cover head office overheads, could eliminate losses at issue altogether and, if the head 
office fee is set above cost, generate aggregate profits at issue. However, such a structure is highly undesirable.  Experience 
has shown that, as with sub-prime mortgages, it is highly dangerous to operate on a basis where underwriting staff are 
rewarded on the basis of volume.  A number of insurers and reinsurers have got into serious trouble by placing too much 
reliance on underwriting assessments made by commissioned agents and brokers or on “fronting” by direct insurers that 
retain negligible risk.
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Answers to Questions

Acquisition costs
• Q. Should the only acquisition costs 

included be those that are incremental at 
the contract by contract level?
A. No, this destroys comparability.
Ideally, all costs, including overheads, should 
be included. 
This clashes with other standards.
A reasonable compromise is costs that are 
incremental at the portfolio level.

Further, excluding all acquisition costs that are not incremental at the individual contract level, provides an entry barrier to
new insurers and particularly those using direct marketing.  It seems particularly perverse that these more modern and 
potentially lower cost means of distribution should produce higher upfront losses due to accounting rules. 
We do not believe that it appropriate that treatment of acquisition costs in the Insurance ED should be such as to:
lead to the reported profit on being dependent on the method of distribution used, rather than the underlying economics; and
potentially act as an artificial barrier to competition.  
While we accept that going beyond incremental acquisition costs involves the application of judgement, to separate 
acquisition and other costs, we do not believe that this should be regarded as a reason to exclude non-incremental costs.  
Nor should consistency with standards applicable in contexts where the impact of excluding non-incremental costs is 
generally less material.  Such an exclusion should be seen as an approximation that may be justifiable on cost-benefit 
grounds, rather than a reason for creating a material distortion in contexts where it does matter.  Accounting that purports to 
show material losses at inception under profitable contracts is not a faithful representation of reality.
Apart from distribution issues, excluding acquisition costs that are incremental on a portfolio, but not an individual contract 
basis can also introduce other issues of consistency. Under normal insurance administration models, most administrative 
functions for most individual policies involve a small fraction of the efforts of an administrative team and are, therefore, not
incremental at the individual contract level.  Some large commercial policies, however, are large and complex enough that 
they are allocated their own team and may require specifically tailored systems.  It could be argued that these are 
incremental costs.  Thus, functions that are non-incremental for small policies may be incremental for large ones.
Also, as discussed above, it is relatively easy to convert costs that are incremental at the portfolio level into costs that are
incremental at the individual contract level, by buying external services on a piecework or percentage basis and, vice versa, 
to convert costs that are incremental at the individual contract level into costs that are incremental at the portfolio level, by 
taking these tasks in-house or negotiating a fixed price contract.
In short, we believe that, if acquisition costs are to be restricted to incremental costs, they should be incremental at the 
portfolio level, including those can be directly allocated, such as an underwriting team servicing a number of portfolios. 
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Answers to Questions

Acquisition costs
• Q. Should the only acquisition costs 

included be those that are incremental at 
the contract by contract level?
A. No, this destroys comparability.
Ideally, all costs, including overheads, should 
be included. 
This clashes with other standards.
A reasonable compromise is costs that are 
incremental at the portfolio level.

IAA
Similar to other expenses and all other aspects of the ED measurement principles, we believe acquisition costs should be 
accounted for “incremental at the portfolio level”, i.e. direct costs and systematic allocations of costs that relate to the 
portfolio initiation activities, should be included in the initial measurement.
We believe that the example in B61(f) in the application guidance should be altered to read “the incremental costs of selling, 
underwriting and initiating insurance contracts and expenses related to the initiation of a portfolio”.
The following are some examples that demonstrate that the notion “incremental at the level of individual contract” is not 
conceptually robust, based on the underlying economics of insurance contracts and the insurance business model or easy to 
apply, and the notion “incremental costs relating to the portfolio” is relatively robust, provides useful information and is 
relatively easy to apply. 
Most career agents’ compensation contain characteristics of the incremental acquisition costs.  However, it is difficult to pull 
out the incremental costs at the contract level from the salaries of career agents because the determination method of salary 
is complicated and is not directly linked to each contract.
At one extreme, offering insurance through the internet, with all clerical, assessment and underwriting functions handled by 
salaried staff, will generate very low recognition of acquisition costs and high losses at issue.  At the other extreme of current 
practice, a model whereby acquisition is on a commission basis will generate higher costs and much lower losses at issue. 
Not permitting acquisition costs at the portfolio level will simply encourage entities to outsource this expense on a per 
contract sold basis, thus qualifying them for inclusion in building block 1 cash flows.
Placing all staff on a piecework basis could further reduce these losses.  A franchise model, where all activities are 
contracted out, with a fee charged to cover head office overheads, could eliminate losses at issue altogether.
There are costs incurred in connection with applications that an insurer has determined not to accept, for instance, due to the 
medical selection.  Although these costs may not be allocated to the incremental acquisition costs at the contract level, they 
are the costs of activities to acquire a new business portfolio. In practice, it might be difficult or impractical to separate these 
from other costs.
These examples demonstrate that the notion “incremental at the level of individual contract” may not be as conceptually 
robust as it may appear, based on the underlying economics of insurance contracts and the insurance business model, or 
easy to apply in certain cases, with the notion “incremental costs relating to the portfolio” more robust and just as easy to 
apply.
We therefore recommend changing the definition of “incremental acquisition costs” to read “The costs of initiating, 
underwriting and selling insurance contracts that vary with and are directly related to the newly written insurance contracts in
the reporting period, but no other direct and indirect costs.”
Even if our recommendation is not accepted, we have a problem with the definitions of 'acquisition costs' and 'incremental 
acquisition costs', particularly the part of the latter that 'would not have been incurred if the insurer had not issued that 
particular contract' seem inconsistent or at best incomplete.  This is because the latter could be interpreted to exclude all or
almost all underwriting and initiating costs, even if incremental to the application as applied for, as they will have been 
incurred before the issuance of the contract.  As a result, we recommend that the definition of incremental cost should be 
changed to “The costs of selling, underwriting and initiating an insurance contract, actually issued, that would not have been 
incurred if the insurer had not attempted to issue that particular contract, but no other direct and indirect costs.” The wording 
in B61(f) would also need to be changed to be consistent with that definition.
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Answers to Questions

Premium allocation approach

8. Q. (a) Should this be required, allowed 
but not required  or not introduced at all? 

A. This approach should be mandatory, 
but for portfolios that are predominantly 
short duration, rather than on a contract 
by contract basis.

(a) Should the Board (i) require, (ii) permit but not require, or (iii) not 
introduce a modified measurement approach for the pre-claims liabilities of 
some short-duration insurance contracts? Why or why not?

IAAust

We believe that the Board should permit but not require a modified measurement 
approach. Further, we believe that it should be also available as an option in respect 
of small volumes of longer term business in a predominantly short-term book of 
business.

As we see it, the main advantages of such an approach are its familiarity in the 
context of general insurance and that it may be slightly simpler to implement.  Both 
of these would, however be negated if both the standard and the simplified 
approach need to be run in parallel to accommodate a small fraction of an insurer’s 
business.

Provided that, as currently proposed, interest is accreted on both the residual 
margin and unearned premiums, the two approaches are likely to produce similar 
results to those that would arise from application of the full measurement approach, 
subject to remeasurement of residual margin, which we believe should be allowed 
under the full measurement model.
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Answers to Questions

Premium allocation approach

8. Q. (a) Should this be required, allowed 
but not required  or not introduced at all? 

A. This approach should be mandatory, 
but for portfolios that are predominantly 
short duration, rather than on a contract 
by contract basis.

Accordingly, while we believe that the simplified approach could be mandatory for 
insurers whose business predominantly has coverage periods of about a year or 
less, there should be sufficient flexibility that a life insurer that sells a few one-year 
term life policies, or a general insurer that sells a small proportion of policies with 
longer coverage periods, does not have to operate parallel systems within a single 
portfolio.  One way of achieving this would be to apply the test on a portfolio, rather 
than an individual contract, basis.

IAA

We recommend that the Board should permit, but not require, the modified 
measurement approach for pre-claims liabilities.  Since the modified measurement 
approach is simply an approximation of the result that is generated under the 
building block model under the assumption that this approach should generate 
approximately the equivalent result, an entity should not be precluded from using 
the standard approach.  For example, this would allow entities, such as those with 
predominately longer duration coverages but some shorter duration contracts, to 
retain a single measurement approach and a single presentation in the performance 
statement without a loss of consistency in measurement.
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Answers to Questions

Premium allocation approach
8. Q. (b) Is the criterion right?

A. Broadly, but...
Some clarification may be needed.
It is also questionable whether there is any 
simplification, if interest is accreted.
A better way of expressing the same idea 
might be when accretion over the coverage 
period is not material.

The LAT needs a risk margin.

(b) Do you agree with the proposed criteria for requiring that approach and with how to apply that approach? Why or 
why not? If not, what do you suggest and why?

IAAust
We believe that the proposed criteria need further extension to:
ensure that it can be used for all business that is managed and regulated on a short term basis, such as health insurance in 
Australia;   
provide flexibility to allow one uniform approach to be used, where there are small books that would not otherwise qualify. 
We also believe that the application of the approach could be justifiably further simplified by not requiring interest to be 
accreted and that the liability adequacy test should be applied at the portfolio level.
Criteria
For reasons set out fully in our answer to Question 9, we believe that it is critically important that business that is genuinely 
regulated and managed on a short term basis should be treated as such for the purposes of both the measurement model 
and contract boundary. Hence we have proposed that the wording in paragraph 54 which sets out the criteria to be applied 
should be changed as set out in our answer to Question 9. 
We also believe that an insurer should be able to use the modified method for insurance that would not otherwise qualify, 
provided that:
it is less than 10% of total insurance liability; and
it remains subject to the liability adequacy test in paragraph 60.
This would benefit both users and preparers, by reducing the complexity arising from having two measurement approaches, 
unless this is warranted by the size of the business, with the liability adequacy test providing a safeguard against abuse.     
Application
We would also question whether this approach really achieves the significant reduction in effort intended, if interest must be 
accreted.  While interest accretion is conceptually correct, we believe that it would be better to not accrete interest and rely
on the liability adequacy test to ensure that interest is allowed for.
As discussed in answer to Q6(c), in relation to residual margins, the level of aggregation at which a liability adequacy test is
applied affects the amount to be added to the premium allocation.  Consistent with our suggested treatment of residual 
margins, and noting that this approach is for short-duration policies, we believe that the liability adequacy test should be 
applied at the portfolio level.
While we agree that the ability to effectively defer acquisition costs should be the same under the modified and full 
measurement model, as discussed in our response to Question 7, we believe that, at the very least, the allowance should 
cover acquisition costs that can be directly allocated or are incremental at the portfolio level. 
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Answers to Questions

Premium allocation approach
8. Q. (b) Is the criterion right?

A. Broadly, but...
Some clarification may be needed.
It is also questionable whether there is any 
simplification, if interest is accreted.
A better way of expressing the same idea 
might be when accretion over the coverage 
period is not material.

The LAT needs a risk margin.

IAA
With regard to the proposed criteria for requiring the modified approach, we understand that the proposed criteria of a 
coverage period of approximately one-year is intended to be interpreted in a strict manner; that is, contracts that might 
otherwise be considered short duration would not be eligible for the modified approach.
For example, there are some property/casualty insurance contracts, such as catastrophe reinsurance and surety contracts, 
where the coverage period may be longer than one year, but the economic substance of the arrangement is the same as 
similar coverages that have a one year or shorter term.  Another example is a reinsurance contract covering insurance 
contracts written in one year, where each ceded contract has a coverage period of one year, i.e. short duration, extends 
coverage for two years and is beyond the boundary.
For such contracts that might be somewhat longer than one year, the result is a more complicated building block model 
coupled with a different presentation (i.e., gross premium and gross loss statistics are not included in the income statement 
for contracts that are not subject to the modified approach).
Instead of having the threshold set at approximately one-year, it is our view that the guidance should allow for judgment in 
selecting the appropriate model.  While the guidance could be framed so that the modified model typically would apply to 
single year contracts, it should not disqualify it from application to contracts of more than one year for those insurance 
products if, for such contracts during the pre-claims period, the unearned premium continues to provide a reasonable 
approximation to the fulfillment cash flows plus the residual margin.  This allows the simplified approach to be used for 
certain agreements that are longer than one year where the economic substance is essentially the same as those of single 
year or shorter agreements, allowing for consistent measurement and presentation for contracts that are substantially similar.
Application
With regard to application of the simplified model, while we believe the approach introduced in the exposure draft is, in 
concept, reasonably consistent with the earned premium approach that is common practice in many jurisdictions, there are 
additional features added which we assume are included so that the measurement will be consistent with the building block 
approach.  However, there are elements of the approach that deviate from common practice today, adding layers of 
complication to an approach whose intent is be relatively simple in nature to measure, but, arguably, without limited 
corresponding benefit.  These layers of complication include:
Consideration of interest in premium instalments to be received in determining the pre-claim obligation, described in 
paragraph 57(a).  Currently, the collection of the premium is not tied to the accounting for the premium for short duration 
contracts.  If these two were to be tied together, as under paragraph 57a, then the date of receipt of the premium would have 
to be tracked and used in the premium recognition.  This is not trivial and could be costly, since it would require significant 
changes to existing systems.  It would affect instalment billings, audit billings, and endorsement billings.  This would result in 
significant complication of the current process, while producing a trivial difference in the vast majority of cases. We recognize 
that in such conditions such as in a hyperinflationary economy this may not be the case; we would prefer that this type of 
situation be treated more generally, as this condition is not an issue specific to insurance contracts.
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Answers to Questions

Premium allocation approach
8. Q. (b) Is the criterion right?

A. Broadly, but...
Some clarification may be needed.
It is also questionable whether there is any 
simplification, if interest is accreted.
A better way of expressing the same idea 
might be when accretion over the coverage 
period is not material.

The LAT needs a risk margin.

The accretion of interest, described in paragraph 59.  Accreting interest adds complexity to the measurement and 
presentation of the pre-claim liabilities.  Since the modified model only applies to short duration contracts, and as such would 
not be expected to be of significant size or released over a lengthy period, accreting interest on unearned premiums would 
likely have a minimal impact in the vast majority of cases.  Nevertheless, in other economic conditions this conclusion may 
not be correct.   An appropriate compromise is that interest should not be accreted, unless significant.
The onerous contract test, described in paragraph 60.  While we agree with the concept of the recognition of onerous 
contracts, the approach described requires that the calculation be performed at a cohort level within a portfolio, where the 
cohort is described as contracts with a similar date of inception.  It is not clear how similar date of inception would be 
interpreted.  If interpreted as monthly, this would result in a much more granular evaluation of premium adequacy than is 
done today and would require significant effort, while the results there of would play out in a short time frame.  Since these 
are, by definition, short duration contracts, rarely is there information in the pre-claim period that would provide significantly 
different views regarding the expected economics of the business, particularly across a broader spectrum of business and 
similar reporting periods.
Consequently, we recommend that the application of the modified approach be performed in a manner that is more 
consistent with the earned premium approach that is common practice today, is easy to apply and understand, and produces 
decision useful information.  As such, we recommend the following:
Amend paragraph 57(a) to exclude the word "present", and then include "adjusted for the time value of money, if significant" 
before the word "less” at the end of the sentence.  Further, amend the end of paragraph 59 to include the phrase, "if the 
effect of discounting produces an earning pattern that differs significantly from the application of paragraph 58."
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Answers to Questions

Premium allocation approach
8. Q. (b) Is the criterion right?

A. Broadly, but...
Some clarification may be needed.
It is also questionable whether there is any 
simplification, if interest is accreted.
A better way of expressing the same idea 
might be when accretion over the coverage 
period is not material.

The LAT needs a risk margin.

The intent of both these changes is to limit the consideration of the time value of money under the short duration approach to 
those very limited circumstances in which the effect of such accretion is significant, similar to the principle introduced in 
paragraph 58 for seasonality of losses.  This amendment would enable companies to maintain a simplified measurement and 
presentation model in the large majority of cases.
Amend paragraph 56 by deleting the word “present” and adding “(adjusted for the time value of money, if such an adjustment 
is made under paragraph 57(a))” after the word “value”.
Amend paragraph 60 to require that the onerous contract test be performed taking into account the reporting period and at 
the level in which management manages its business, which might be at a portfolio level or in some cases at a more 
aggregated level.
In addition, we recommend that paragraph 57 (b) be amended to include "acquisition costs and transaction-based taxes."  
This would result in the consistent treatment for such taxes under the building block and modified approaches, allow for a 
consistent treatment with current practice, and treat such taxes in a manner that is consistent with incremental acquisition 
costs, which is appropriate since both are incurred expenses that are directly associated with the issuance of a contract.  
Note that we deleted 'incremental', consistent with our response to Q7.
The current wording in paragraph 56 can give the impression that, while the pre-claims obligation is locked-in, the expected 
present value of future premiums to be deducted from the pre-claims obligation is to be measured on a current basis.  If that
is not intended, it should be made clear.  It would be more consistent with the Revenue Recognition Project to distribute any 
change in the estimate of the future premiums over the contract duration.  Further, we understand that the proposed modified 
approach is more in line with Revenue Recognition Project, since changes in assumptions about cash outflows do not affect 
the total liability as long as the liability is adequate.  We believe that this is appropriate if the residual margin is recalibrated.
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Answers to Questions

Contract boundary principle

9. Q. Should the contract boundary be 
when the insurer can fully re-underwrite?

A. Broadly, but the definition does not 
cope well with rate-regulated products.

Do you agree with the proposed boundary principle and do you think insurers would be able to apply it consistently 
in practice? Why or why not? If not, what would you recommend and why?

IAAust
While the proposed boundary principle provides an excellent starting point, we believe that further changes must be made to 

ensure that:
business that is managed and regulated as short term business can be treated as such under the Insurance ED: this is 

especially critical for health insurance in Australia; 
the level of underwriting required to exclude renewals should not be higher than that applied at inception; and
renewals are not captured simply because subsequent underwriting is done at the portfolio level.     
We recommend that paragraph 27 be amended as follows, where changes are highlighted in bold:
“The boundary of an insurance contract distinguishes the future cash flows that relate to the existing insurance contract from 

those that relate to the existing insurance contract from those that relate to future insurance contracts. The boundary of 
an insurance contract is the point at which an insurer either:
(a)    is no longer required to provide coverage; or
(b)   has the right or the practical ability to reassess the risk of the particular policyholder and, as a result, can set a price 
that fully reflects that risk. In assessing whether it can set a price that fully reflects the risk, an insurer shall ignore 
restrictions that have no commercial substance (i.e. no discernable effect on the economics of the contract) and 
regulatory restrictions that are equally applicable to new contracts;  and
(c)   excludes renewals where the contract qualifies as a short term contract under paragraph 54.”

And that paragraph 54 be amended as follows:
“Paragraphs 55-60 apply to insurance contracts that meet both of where the following conditions apply:

The contract:
has a coverage period of the insurance contract is approximately one year or less; or 
Is managed on a short term basis;

AND
The contract does not contain any discretionary participation features or embedded options (other than regulatory 

restrictions that are equally applicable to new contracts) or other derivatives that significantly affect the variability of 
cash flows  (after unbundling any embedded derivatives in accordance with paragraph 12) and does not provide any 
form of maturity or surrender benefits to the insured other than in the form of the return of unearned premium.

For a contract to be managed on a short term basis it must have:
premiums that can be reviewed and re-rated at renewal on either a portfolio basis or an individual contract basis;
a process for regular review of premium rates; and
a basis for setting premium rates which reflects provision of cover over no more than approximately one year.”
Our detailed rationale for these changes is set out below. 
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Contract boundary principle

9. Q. Should the contract boundary be 
when the insurer can fully re-underwrite?

A. Broadly, but the definition does not 
cope well with rate-regulated products.

Removing “fully” and recognising regulatory restrictions
Anti-discrimination and/or insurance contracts legislation in a number of jurisdictions, for example, makes it illegal to use a 

variety of potential rating variables, such as age, sex, race, geographical location, etc., in certain contexts.  For certain 
types of insurance contracts, there may be mandatory policy conditions and certain policy exclusions may be illegal.  In 
some cases, particularly where insurance (such as motor vehicle bodily injury insurance) is mandatory, insurers licensed 
to accept such business must accept all proposals and are subject to price limits.  All of these restrict the insurer’s ability 
to set a price that fully reflects the risk for both new and renewal business. 

Also the use of ‘fully” carries a strong implication that any renewal with less than the “fullest” possible level of underwriting is 
captured under the proposed wording. As underwriting involves costly resources as well as the client’s time, the depth of 
underwriting varies depending on the size of the contract, with much more detailed review of risk being carried out for 
very large exposures, where the rewards, for more fully matching the price set to the risk, warrant the extra costs 
involved. For most contracts the underwriting is normally more limited, unless fuller detail is clearly warranted.  

Hence, we propose that in paragraph 27(b) “fully” be removed and “regulatory restrictions that are equally applicable to new 
contracts” should also be ignored.   

Business Managed as Short Term, e.g. Australian Health Insurance
The political and resulting regulatory environment with in which Australian Health Insurance exists, means that:
health insurers do not have substantial control over the contract and the pricing and underwriting of the risks being taken on; 
while health insurance is voluntary for those insured, initial acceptance (and renewal) is mandatory for insurers; 
long term viability is dependent on both:

continuing premium increases and continuing streams of young and healthy new entrants because of the 
constraints on underwriting and inability to set prices commensurate with age and risk;

the continuing viability of the industry as a whole, because of mandatory risk equalisation.
the regulatory and political framework effectively treats health insurance as short term contracts with pricing and annual price

reviews based on a short term portfolio view, with an industry overlay through mandatory reinsurance to provide risk 
equalisation between industry participants.     

These factors mean that treating Australian health insurance as a long term contract in a statement of financial performance 
is both impracticable and unrealistic as:

the most significant risk is political and cannot be economically quantified; and
the cross subsidies from younger new entrants and mandatory risk equalisation mean that a long term view that excludes 

these:
does not reflect the way the business is regulated; and
does not correctly reflect the economic realities of the business. 

It is, therefore, critical to be able to treat Australian health insurance in the same way as it is regulated, namely as a short
term contract. This better reflects the realities of the regulatory framework and approval process for repricing, while the 
risks and potential consequences to the insurer of the non-control the contract and underwriting can be covered in the 
disclosures in the accounts. 
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Contract boundary principle

9. Q. Should the contract boundary be 
when the insurer can fully re-underwrite?

A. Broadly, but the definition does not 
cope well with rate-regulated products.

In our view this can best be done by:
extending the contract boundary to exclude renewal premiums where the contract meets the definition of short term under 

paragraph 54;
expanding the implicit definition of a short term contract in paragraph 54 to capture contracts that are managed on a short 

term basis and are purely insurance (they don’t include a deposit element); i.e. 
premiums can be reviewed and re-rated at least on a portfolio basis; 
there is a process for regular review of premiums;  
the basis for setting premiums is consistent with period of approximately one year; and
there is no surrender or maturity benefit (other than a return of unearned premium).     

This two step approach, of including short term as an additional contract boundary criterion in paragraph 27 and then 
amending the definition of short term in paragraph 54 has the advantages of:

minimising the changes to paragraph 27 (larger changes would be challenging, given the wide range of circumstances in 
which it needs to give a clear answer); and 

incorporating the extension to the definition of short term into paragraph 54 where it is already implicitly defined, enabling the 
full definition to be contained in one place, together with necessary criteria to ensure that it does not extend any more 
widely than is appropriate. 

Alternative Solution
An alternative solution would be to recognise the ability to take a portfolio approach to repricing at renewal in paragraph 

27(b), which might then read
“has the right or practical ability to reassess the risk of the portfolio of policies and, as a result, can set a price that reflects 

the risk of similar policyholders within that portfolio.  In assessing whether it can set prices that reflects the risk for the 
portfolio as a whole, an insurer shall ignore restrictions that have no commercial substance (i.e. no discernable effect on 
the economics of the contract) and external restrictions that are equally applicable to new contracts.

This would also resolve problems that would otherwise arise for health insurance in Australia and, we believe, a number of 
other jurisdictions, but unlike our preferred proposal above, this does potentially allow more contracts to be treated as 
short term, such as level premium life covers with ability to rerate in light of experience. 
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Contract boundary principle

9. Q. Should the contract boundary be 
when the insurer can fully re-underwrite?

A. Broadly, but the definition does not 
cope well with rate-regulated products.

IAA
We generally agree with the proposed boundary principles, except for the following points.
Many contracts are subject to rate regulatory actions.  The issue can be important as to the length of the coverage period 

that would be included in the contract boundaries.  In some cases it is quite difficult to develop an estimate of the effect of 
the applicable regulators over a long period of time.  In other cases the existence of such a regime may be considered to 
affect the practical ability of the insurer to set a price that fully reflects the risk.  We believe that, unless these actions can 
be reasonably measured based on such factors as historical approvals, the effect of such rate regulation should not be 
considered as affecting the ability to fully reflect expected costs, in part, because all insurers are subject to these 
conditions.  In some cases, such as the upcoming U.S. health care reform, estimates of this effect will be quite difficult 
since it may not be possible to derive a useful estimate.  In such a case, it would be expected to fully describe this 
regulatory risk as part of disclosure.

In fact, we are not sure what the concept of “fully reflecting the risk” means.  As long as the new price is obligated to fully and 
fairly reflect the change in the individual risk exposure, the new price is effectively neutral for the policyholder.  Changing 
the insurer would not change the price and therefore the insurer is expected to have to continue the coverage.  Hence, 
the insurer cannot motivate the individual policyholder to cease the contract.  We therefore believe that the emphasis 
should be on the ability to reprice freely to the extent that it can more than fully reflect the change of risk.  An example is 
property coverage of an automobile, which at outset only considers the type of automobile to be covered.  The 
policyholder is obliged to report any change of car and the premium rate is revised according to the expected claims 
relating to accidents or to a contractual list of premiums for the new car compared with the old one.  We do not believe 
such a contractual right of re-underwriting should represent a contract boundary.  If it were, it would be difficult to identify 
the day it occurs and in turn, if a new initial acquisition cost is not incurred, the residual margin would have to be re-
determined, with significant reporting consequences.  Consequently, we recommend a change in the wording to “that 
more than fully reflects that risk”.

Another of our concerns relates to reinsurance contracts.  The ED is unclear whether the contract boundary is the expiry of 
the reinsurance agreement or at the expiry of the coverage period of an insurance contract covered under the 
reinsurance agreement.  We believe that, for practical purposes, the latter is desirable; otherwise, there could be an 
accounting mismatch between an insurer’s direct and ceded business.
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Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

(a) Do you agree that the measurement of insurance contracts 
should include participating benefits on an expected present value basis? 
Why or why not? If not, what do you recommend and why?

IAAust

Yes. This has essentially has been a key requirement underpinning the 
measurement of participating business under Australian life insurance accounting 
since Margin on Services (MoS) was introduced  in the 1990’s, albeit with a focus 
on best estimate rather than expected value. 
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

IAA

Introduction (to Q10 as a whole)

For most, if not all participation regimes, we agree that the measurement of 
insurance contracts should include any participating benefits on an expected 
present value basis.  To clarify our understanding of participation features, and 
simply for the purposes of this discussion, we provide a possible definition of 
‘participation feature (PF)’, intended to highlight those characteristics of such 
features that have accounting relevance:

A Participation Feature (PF): An enforceable obligation of the insurer (issuer) 
established by a current contract to forward a specific part of the surplus remaining 
after performing all or specific other obligations under that contract (normally 
together with that of other contracts) as additional benefit to current or future 
contracts.

Generally speaking, the purpose of PFs is to reduce the risk to be borne by the 
insurer, mainly in case of long-term guarantees, by initially charging premiums that 
are overstated in comparison with the guaranteed benefits, and subsequently 
adjusting that pricing by returning resulting surplus to policyholders (two-step or 
retroactive pricing).  The retroactive pricing refers directly to the entity-specific 
surplus, rather than to market factors (as a derivative would). Essentially some of 
the risk is transferred back to the policyholder through, in some cases, a higher 
premium, with the policyholder expecting to acquire additional benefits or overall 
reduction in cost. 

Therefore, we believe that it is essential that the accounting regime emphasizes 
such risk reducing capacity of PFs.  To achieve this, it is necessary that the 
measurement of the PF reflects consistently, and simultaneously, the pattern in 
which the occurrence of surplus is reflected under IFRS.
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

In addition, there exists a wide variety of similar features, specifically retroactive 
premium adjustment clauses.  Those pass entity-specific losses (often in addition to 
PFs) to policyholders through a right of the insurer to increase premiums 
retroactively.  As well, there are collective prospective premium adjustment clauses, 
intended to avoid future losses by adjusting future premiums to reflect observed 
entity-specific trends.  Those features involve measurement issues similar to those 
of PFs.

The measurement of PFs and similar features is, considering the variety of such 
features world-wide, best guided by general principles.

It should be noted that, in some jurisdictions, specific forms of PF are referred to as 
“discretionary features”, since the fulfilment of the obligation, i.e. the ultimate 
distribution to policyholders, is at the discretion of the insurer.  However, there is a 
current obligation and those amounts never contribute to the benefit of the insurer, 
i.e. are excluded permanently from profit.  In this context, “discretion” is more a 
technical issue, dealing with who gets which amounts when, than an accounting 
issue distinguishing between equity and liability.  The amounts resulting from the PF 
are clearly a liability to a third party, but the recipient is at the discretion of the 
insurer.

We suggest a distinction be made between such features and discretionary 
benefits, the latter of which could be defined as follows:

Discretionary Benefits (DB): Additional benefits provided under an insurance 
contract whose amount and timing is at the discretion of the insurer without 
constraints of commercial substance.
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

The main accounting issue for DBs, which is not an issue for PFs, is whether they 
are to be recognized.  If recognized, the measurement of DBs depends on their 
intended trigger, i.e., whether they are paid to return some of the excess premiums 
(i.e. surplus) or whether they are intended to achieve a certain minimum return to 
policyholders (even if that might cause a severe reduction of insurer’s profit).  In the 
first case, DBs would be measured similarly to PFs.  In the second case, DBs would 
be measured similarly to guaranteed benefits.  In both cases when determining the 
risk adjustment, the amounts are at the discretion of the insurer would be 
considered.

Q10(a)

We understand the reference to “expected present value basis” as referring to an 
overall consistent measurement of the contract in compliance with the principles set 
out in paragraphs 17, 23, 30, 35 and 47.  We agree with this principle-based 
approach.

We are concerned that the application of that term may not adequately provide for 
appropriate accounting for some participation regimes.  We provide a discussion of 
these concerns in the following.
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

Contract Boundary Issues

We understand paragraphs 32 and B61 (j) that current obligations under PFs, i.e., 
resulting from current contracts, to be fulfilled to current or future contracts, and 
expected payments under DBs intended to be triggered by surplus from current 
contracts, to both current or future contracts, are to be considered in measurement.  
However, contract boundaries apply as well here.  Considering the purpose of PFs
(and some DBs) to refund unused portions of premiums, it is sufficient guidance to 
require consideration of cash flows “resulting” from premiums within the contract 
boundary.

However, issues arise with the contract boundary if the obligations under a PF are 
not fulfilled by an immediate payment in cash.  In some cases the obligation might 
be fulfilled by increasing performance obligations under current or future contracts 
that, potentially, may be profitable for the insurer.  In such case, the cash flows 
originally triggered by the PF are in the far distant future arising in the performance 
of the additional performance obligation.  Here, the obligation under the PF is not 
paid out, but is transformed into another obligation.  This introduces the issue of 
whether the profits under such additional performance obligations should be 
anticipated in determining the current obligation under the PF, i.e., by reducing the 
obligation under the PF to amounts actually to be paid in future.
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

We believe that the cash flows from allocations of policyholder dividends (bonuses) 
to future contracts are beyond the contract boundary of current contracts.  
Consequently, the related current obligation under the PF cannot be measured on 
an expected cash flow basis but should instead be considered as a nominal 
amount, equivalent to an assumption that terms of future contracts require them to 
be paid in cash directly to the extent required by the present obligation to current 
contracts.

Allocations to current contracts are often associated with different sub-portfolios as 
described in paragraph 20 for the purpose of initially measuring the residual margin.  
If the allocation to particular contracts is subject to the insurer’s discretion, we do 
not believe that it is appropriate to anticipate gains incurring subsequent to the 
allocation and consider it in the residual margin of particular contracts.  We believe 
that those gains should be considered when the allocation actually occurs.  
Therefore, we recommend adding the following sentence to paragraph 26.

"If the obligation under a particular current contract is expected to be increased in 
future, not as a result of a premium payment under that particular contract, but at 
the discretion of the insurer in fulfilling a present obligation to a collective of 
contracts (that might include the particular contract), the resulting cash flows from 
that increase of the obligation are beyond the contract boundary and should be 
reflected at the time of the increase in the obligation.  The present obligation to the 
collective of contracts is therefore not measured based on those expected cash 
flows but assume that the insurer executes its discretion in fulfilling that obligation in 
a manner that its value is as unaffected from future events and economic 
developments as practical.  The same applies in such cases where it is expected 
that obligation under future contracts are increased.  Here, it is to be assumed that 
the future contracts are agreed in a manner that the value is as unaffected from 
future events and economic developments as practical."
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Answers to Questions

Participating features

10.Q. (a) Should participating benefits be 
included?

A Yes.

Cash Flow Issues

The main issue regarding paragraph B61 (j) is to consider the expected amount of 
surplus under a PF that constitutes the current obligation to current and future 
contracts or the expected amount of DBs.  This amount is typically based on 
statutory accounting principles and is referred to as the “participation measurement 
basis”.  The three building blocks regarding premiums and guaranteed benefits 
already include some assumptions about expected surplus and IFRS values might 
already anticipate future surplus not yet considered in the participation 
measurement basis or might defer some of the surplus already considered in 
participation measurement basis. For example, the participation measurement basis 
might already anticipate future premiums beyond the contract boundary or overhead 
under IFRS. 

Therefore, the “realistic” expectations for future payments under the PF, i.e. those 
based on the participation measurement basis, are inconsistent with the amounts 
recognized under IFRS. Consequently, a clarification in paragraph B 61 (j) would 
indicate that “expected” cash flows at the reporting date under IFRS could instead 
read:

… in the performance of a portfolio of insurance contracts or pool of assets, as far 
as the respective performance is already considered at the measurement date in 
the measurement according to this or another IFRS.
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Answers to Questions

Participating features

10.Q. (b) Should financial instruments with 
discretionary participation features be 
within the scope of the Insurance 
Contracts IFRS?

A. Yes.

(b) Should financial instruments with discretionary participation features be within the scope of the IFRS on 
insurance contracts, or within the scope of the IASB’s financial instruments standards? Why?

IAAust
We believe that they should all be under the scope of the IFRS on insurance contracts. There are a number of reasons for 

our conclusion:
A single approach to the measurement of discretionary participation features provides key advantages, such as consistency 

of measurement for all such contracts; and greater simplicity and reduced costs, as only one measurement approach 
has to be understood, explained to management and investors, and maintained.  If included under the financial 
instruments standards there are likely to be significant differences, unless the financial instruments standard is 
amended to ensure that contracts with discretionary participation features are properly valued. Alternatively, a separate 
standard on discretionary participation features would be required, which is not currently envisaged. For example, the 
following issues would arise when valuing discretionary participating features under the financial instruments standard, 
instead of the Insurance ED: 

as there is no portfolio concept under the financial instruments standard it could not include payments to future 
policyholders arising from the contractual participation feature as permitted for insurance contracts under 
paragraph B61(j) of the Insurance ED;

as noted in our answer to Question 2(b), proxy policyholder taxes would need to be able to be correctly reflected in 
the measurement of financial instruments; and

the existence of a deposit floor, underpinning the fair value for financial instruments, means that the financial 
instruments standard cannot reflect the impact of policyholder behaviour in adverse scenarios and, in 
particular, when the surrender option, as such, is in the money.) 

In short, we believe that the proposed insurance standard gives the best basis for the measurement and reporting of 
contracts with discretionary participation features. 

Historically, most (if not all) discretionary participation features are written by insurers, who will be automatically subject to the 
Insurance Contracts standard anyway (and, indeed, such a linkage exists in the proposed definition).  So, even though 
such features may not technically be part of insurance contracts, it is far simpler for them to be included in the Insurance 
Contracts standard.

Discretionary participation features, like insurance contracts, are very much influenced by legislation which is unique to the 
local jurisdiction.  Such is not the case for financial instruments, which tend to be more universal.  Again it is simpler for 
such local differences to be reflected in one place (the Insurance Contracts standard) rather than being duplicated in the 
financial instruments standard.
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Answers to Questions

Participating features

10.Q. (b) Should financial instruments with 
discretionary participation features be 
within the scope of the Insurance 
Contracts IFRS?

A. Yes.

IAA
This should be read in connection with our response to question 10 (c), where we suggest that, rather than using the term 

discretionary participation feature, PF as defined above be used.
We support the inclusion of investment contracts that share in the same surplus as insurance contracts already covered by 

IFRS 4.  We believe that the existence of a PF, especially if it constitutes a collective feature should be measured in a 
consistent manner.  We believe that the existence of a PF should render the entire contract to be subject to the 
guidance of the insurance standard and this be accomplished by expanding the scope of the standard to include all 
contracts that incorporate significant insurance risk and contracts with significant PFs.  This would also cover all service 
contracts containing PFs not currently considered by the ED. Alternatively, the guidance for PFs in the insurance 
standard could be reproduce in the measurement guidance for financial instruments and for service contracts.

Investment contracts with PFs that establish a collective obligation together with insurance contracts, cannot be measured 
separately because the resulting obligation under the PF cannot be split. A PF by its nature represents an inherent part 
of the rights and obligations of the contract.  In that regard, we agree with the ED.

Therefore, we believe that the scope of the insurance contracts standard should be extended to cover both, insurance 
contracts and contracts with a PF, based on the facts that

PFs can only be measured on a fulfilment basis since they refer specifically to the particular, i.e. entity-specific surplus, and
they are found almost exclusively in insurance entities considering the definition above.
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Answers to Questions

Participating features

10.Q. (c) Do you agree with the definition of 
a discretionary participation feature?

A. No. It is too narrow.

All investment contracts with a 
discretionary participation feature should 
come under the insurance contracts 
standard.

(c) Do you agree with the proposed definition of a discretionary participation 
feature, including the proposed new condition that the investment 
contracts must participate with insurance contracts in the same pool of 
assets, company, fund or other entity? Why or why not? If not, what do 
you recommend and why?

IAAust

No, as stated in our answer to (b) above, we believe that all investment contracts 
with a discretionary participation feature should come under the new insurance 
contracts standard. 

To ensure that the definition does give effect to inclusion under the Insurance 
Contracts standard, regardless of the nature of the underlying contract, and is 
not unduly narrow, we would recommend that part (c) of the definition be 
amended so that there only need to be contracts that are a liability or have a 
potential call on the same assets, fund or company.  We do not believe that 
accounting for investment contracts with discretionary participating benefits 
should depend, per se, on the existence of insurance contracts with 
discretionary participating features. However, we do understand that there is a 
concern that removing the link to insurers in the definition could extend it widely 
to contracts for which it was not intended.  Our revised definition effectively 
retains this element. 
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Answers to Questions

Participating features

10.Q. (c) Do you agree with the definition of 
a discretionary participation feature?

A. No. It is too narrow.

All investment contracts with a 
discretionary participation feature should 
come under the insurance contracts 
standard.

IAA

We do not fully agree with the proposed definition of a Discretionary Participation 
Feature.  We are concerned that the definition unnecessarily combines two 
separate characteristics that have significantly different accounting 
consequences and does not comply with the principle of substance over form.  
In addition, we are concerned that the definition refers to the need that just one 
contract needs to be included in the same participation source. 

As outlined in our comment to ED5 in 2003, we do not believe that the definition of a 
DPF is appropriate. The definition requires that the feature has to include both 
discretion and a linkage to surplus.

The definition does not require that each or both features have commercial 
substance. I.e., discretionary or surplus linkage that are irrelevant are covered, 
while a feature without any discretion or linkage to surplus is not covered.  That 
is inconsistent with the principle of substance over form. This would result in the 
need to search for any discretion or an unused linkage to surplus.

It is not the combination of both features which causes the relevant issues. Any 
realistically expected discretionary benefit, regardless whether it is “linked” to 
surplus, causes the issue of recognition, less of measurement. The ED solves 
that issue by defining contract boundaries including non-enforceable cash flows 
like DBs. Any linkage to surplus (PF as defined above), whether containing 
some discretion or not, affects measurement issues, but not recognition. The 
artificial combination of both issues in one definition of a feature has resulted in 
confusing board discussions. 
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Answers to Questions

Participating features

10.Q. (c) Do you agree with the definition of 
a discretionary participation feature?

A. No. It is too narrow.

All investment contracts with a 
discretionary participation feature should 
come under the insurance contracts 
standard.

The ED restricts the application of the definition of a DPF strictly to the classification 
of investment contracts, i.e., for determining whether such are subject to the 
scope of the insurance standard or not. Hence, the question arises (in addition 
to the fact that we believe that service contracts with PF should also be covered 
by the insurance standard), whether the definition of the DPF properly identifies 
all contracts that should be subject to the insurance standard. We believe that 
the feature requiring applicability of the insurance standard is the PF, i.e. the 
linkage to surplus. The existence of discretion is not relevant. Specifically, an 
investment contract or service contract with a PF, even if it lacks any discretion, 
should be subject to the insurance standard, at least when the feature operates 
with insurance contracts. In contrast, an investment contract or service contract 
with discretionary benefits that are linked simply in a formal or irrelevant manner 
to surplus, need not to be subject to the insurance contracts standard. 

If the IASB does not agree with our recommendation to include any contract with a 
PF in the scope of the insurance standard, we suggest that at least a definition 
that deals with the principle of substance over form. 
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Answers to Questions

Participating features

10.Q. (d) Do you agree with the changes, to 
make the measurement proposals fit 
discretionary participation better?

A. Yes but they should also apply to 
insurance contracts with discretionary 
participation features.

Further, the residual margin run-off 
should reflect the investment focus.

(d) Paragraphs 64 and 65 modify some measurement proposals to make them suitable for financial 
instruments with discretionary participation features. Do you agree with those modifications? Why or why not? If 
not, what would you propose and why? Are any other modifications needed for these contracts?

IAAust
We agree that the measurement proposals do need some modification to make them suitable for financial instruments with 
discretionary participation features. However, we believe that this is also the case for insurance contracts with discretionary 
participation features and we see the proposed changes as equally relevant for insurance contracts with discretionary 
participation features. 
As we have made clear in our covering letter and our answers to questions 5(d) and 18, we see the treatment of residual 
margins as flawed and requiring substantial change if a workable standard is to be achieved that provides decision useful 
information that faithfully represents the economic substance of insurance contracts. 
By their nature, insurance contracts with discretionary participating features have investment as their dominant feature and 
hence the largest component of expected claims under such contracts is not for insurance but the payment of the surrender 
or maturity value of the contract, the investment component. Thus, using expected claims as the basis of release of the 
residual margin for these contracts results in a release pattern that is very much back ended, with the biggest expected 
margin release occurring at maturity.  Rather, these need to have a release pattern that is predominately driven by their 
investment component. 
Hence, we believe that the basis of release for all participating contracts, should be in a systematic way that best reflects the 
provision of asset management services: that is, on the basis of the fair value of assets under management, if that pattern 
differs significantly from the passage of time (which it does for such contracts).  
Further, as discussed in our answer to question 6(d), as shareholder revenue from these contracts primarily arises from a 
share of the investment return on the backing assets in excess of that required to meet any guarantees, the remeasurement 
of the residual margin needs to include changes in the future earning assumptions for the backing assets (ie the discount 
rate), if the impact of markets on assets under management and future earnings is not to be capitalised into current period 
profit. If this is not allowed, profit on these products will emerge in very different way to that for investment management 
services, with investment market impacts on shareholders future revenue being capitalised into current profit, rather than 
emerging as the investment service is provided. 

IAA
We agree in principle that references to coverage or coverage period are replaced by references to the PF.  However, we 
believe that, in some cases, the reference to coverage should be replaced by a reference to services provided.
Specifically, the residual margin should be released as well in case of contracts with PFs based on services provided, not on 
the PF.  The residual margin is deferred profit of the insurer after PF and therefore has nothing to do with the PF itself.



119

Answers to Questions

Definition and scope

11.Q. (a) Do you agree with the definition of 
an insurance contract?

A. Broadly yes, but the wording needs 
adjustment to cope better with third-party 
beneficiaries and to exclude the 
requirement for insurable interest.

The insurance risk definition needs work.

(a) Do you agree with the definition of an insurance contract and related guidance, including the two 
changes summarised in paragraph BC191? If not, why not?

IAAust
While we agree with the concept that we believe underlies the definition of insurance contract in Appendix A, we believe that 

the wording used does not adequately capture the intent for certain “third party” insurance contracts.  Under these 
contracts, compensation for the insured event is paid directly to a beneficiary other than the policyholder, as that term is 
commonly understood.

The most obvious example is in life insurance where some contracts include a specified beneficiary.  On the death of the 
insured, the death benefit under these contracts is payable directly to the beneficiary, rather than to the policyholder (or, if
the policyholder is the life insured, to the deceased policyholder’s estate).

The situation is a little less clear under some third party liability insurance contracts. In New South Wales, Australia, for 
example, the legislation governing motor vehicle third party specifies that the injured party sues the insurer directly, rather 
than the insured at-fault driver, who may or not be the vehicle owner/policyholder.

While the definition of policyholder in Appendix A resolves the beneficiary issue, it raises the complementary one in that, for 
policies where the policyholder (as commonly understood) is not a potential beneficiary, such policyholders are not 
policyholders (as defined). This is a problem since the definition of insurance contract makes no sense unless the 
definition of policyholder encompasses both roles – the person or entity from whom the insurer accepts risk (first mention) 
and the person or entity compensated (second mention).

Perhaps the cleanest way to resolve this is to re-word the definition of insurance contract by replacing
… compensate the policyholder …

with
… compensate the policyholder or other beneficiary …

using the current definition of “policyholder” as the definition of “beneficiary” and defining “policyholder” as
The party to an insurance contract from whom the insurer accepts insurance risk.

We agree that the term compensation is clearer than indemnification.
We are not convinced that paragraph B25 is either necessary or desirable.  We believe that the requirement, in paragraph 

B12, that insurance risk pre-exist, adequately covers the situations intended to be excluded by  paragraph B12.  
However, there may well be scenarios in which the insurer stands to make a loss, but where the present value of the cash 
outflows cannot exceed the present value of cash inflows.  Factors that contribute to such situations include the exclusion 
of certain expenses from the present value of cash outflows and the provision, by the insurer, of valuable non-cash 
services.

While we agree that there is a distinction between gambling or hedging and insurance, we do not support the requirement, in 
paragraph B14, that payment of compensation be conditional on an adverse effect on the policyholder or beneficiary.  
Such a condition is rare in life insurance, where an adverse effect is presumed at issue, but cannot be tested at the time 
of claim.
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Answers to Questions

Definition and scope

11.Q. (a) Do you agree with the definition of 
an insurance contract?

A. Broadly yes, but the wording needs 
adjustment to cope better with third-party 
beneficiaries and to exclude the 
requirement for insurable interest.

The insurance risk definition needs work.

IAA
With respect to the definition of an insurance contract, we offer the following suggested improvements.

We agree with the changes summarized in BC191.  The term compensation is clearer than indemnification.  The 
emphasis of the timing of the risk is economically significant and, hence, appropriate.

We are not convinced that the requirement in B25, that there must be a scenario of commercial substance where 
cash outflows exceed premiums, both on a present value basis, is appropriate.  B25 is derived from a similar 
rule in U.S. GAAP (BC191 (c)).  In IFRS 4 we considered the reference to significant insurance risk was an 
improvement without the need for such a loss test.  We believe that the requirement to cover a pre-existing risk, 
now in B12, would eliminate the danger of misuse, since a contract, where the premium is higher than the 
maximum possible benefit, would not normally involve the transfer of a pre-existing risk, as such a contract 
creates a new risk.  In fact, insurance contracts transfer the risk of adverse deviation for a price, while the 
insurer pools a large number of similar risks to reduce the deviation risk effectively.  Consequently, the result 
may be that, at the portfolio level, there is virtually no longer any risk of loss, but rather just a significant risk of 
deviation from the expected profit.  It might turn out that the insurer will earn less than required to provide an 
adequate return for the entrepreneurial activities undertaken, after considering overhead, non-incremental 
acquisition cost and a compensation for capital provided.

If an insurer intends, because of its volatility, to transfer that risk to another insurer through reinsurance, and thereby to 
reduce its capital requirements, the accepting entity bears the same risk as the direct insurer, who measures the risk on a 
portfolio level.  In respect of a full transfer of a risk existing at the direct insurer at original terms, U.S. GAAP provides that 
the transferring contract would be a reinsurance contract, without the need to prove that a loss is possible.  In such a 
situation, deviation risk is a pre-existing risk for the direct insurer, even if no loss is possible, and therefore under Phase I 
the transfer was seen as a reinsurance contract.  We believe this is appropriate and, therefore, recommend that B25 be 
omitted, since B12 on its own is sufficient for this purpose.  Otherwise, B25 should be amended to exclude contracts that 
transfer the original risk of insurance contracts from the loss test.

Reference to a contract
The ED refers to contracts without providing a definition of that term.  To some extent it requires bundling of (legal) contracts 

(paragraph B28), and to some extent unbundling of a single (legal) contract (paragraphs 8-10).  Bundling and unbundling 
should be based more on the concept of “substance over form”, rather than establishing rules based on legal contracts’
provisions and interpretations.  Under this concept, the contract to be considered should be the relevant economic 
relationship rather than the legal contract.
We recommend a reference to the guidance in ED, Revenue from Contracts with Customers, paragraphs 8-24.
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Answers to Questions

Definition and scope

11.Q. (a) Do you agree with the definition of 
an insurance contract?

A. Broadly yes, but the wording needs 
adjustment to cope better with third-party 
beneficiaries and to exclude the 
requirement for insurable interest.

The insurance risk definition needs work.

The IAA believes there should be no requirement to artificially split insurance contracts that contain many bundled, and 
interrelated, features.  The IFRS for insurance contracts should refer to the whole insurance contract consistent with the 
ED, Revenue from Contracts with Customers.  The requirement to measure those financial components of the contract for 
which replicating portfolios exist makes unbundling redundant.  Please refer to our response to unbundling in that regard.

Referring to that principle eliminates the need for the bracket insert in B28.  We are not aware that the bracketed requirement 
has any practical relevance, while its realization would impose a significant burden.

Insured interest
The current requirement regarding insured interest in Appendix B should be narrowed or even eliminated.  While the IAA 

recognizes the desire to differentiate gambling from insurance, the necessity to apply a test of insured interest may 
unduly complicate the application of the ED.
Any suggestion that the requirement of the last sentence in B14 could be interpreted as requiring the preparer to 
demonstrate that, before a benefit is paid, it must explicitly demonstrate that the insured event had an adverse effect on 
the beneficiary, should be eliminated.  Such requirement would be onerous on any insurer.  In practice, that requirement, 
already in IFRS 4, has been necessarily ignored in case of life insurance.  Based on our experience, no life insurance 
contract world-wide contains a requirement to prove, on request, existence of an insured interest as pre-condition for 
payment of a benefit.  Nevertheless, life insurance has universally been assumed to be within the scope of IFRS 4.  We 
recommend that the paragraph be modified so that such a requirement is not needed in the contract if the insured interest 
is of value for ethical reasons and, therefore, a need to prove its presence would be inappropriate.  Further, considering 
the kind of the insured event involved, insured interest generally would be assumed to be present, referring to the 
example of insurance on the life or health of a human being,

… if it is not satisfied that the event caused an adverse effect. Further, the contract does not need to include such a 
precondition, if the kind of insured risks, specifically if referring to the life or health of human beings, styling and purpose
of the contract indicates generally the presence of insured interest but any requirement of a proof would be seen as 
inappropriate.
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Answers to Questions

Definition and scope

11.Q. (a) Do you agree with the definition of 
an insurance contract?

A. Broadly yes, but the wording needs 
adjustment to cope better with third-party 
beneficiaries and to exclude the 
requirement for insurable interest.

The insurance risk definition needs work.

Financial Risk and Financial Variables
The Board should consider distinguishing between market and non-market driven variables rather than between financial and 

non-financial variables in the guidance regarding the definition of insurance contracts.  Otherwise, we suggest that an 
appropriate definition of the term “financial risk” be made.  Subsequently in the ED reference is only made between
market and non-market variables, but also requiring that those are directly observed in markets.
Changes in variables are triggered by events.  Events can be distinguished between those that reflect changes in views 
of other, mainly market, participants relative to unchanged items and those that reflect actual changes in the 
characteristic of items, i.e., real events.  The former could be referred to as market driven variables, with the latter being 
non-market driven risks.  For example, a storm index and a bankruptcy index are not market driven variables.  An inflation 
index, since derived from market variables, is a market driven variable.  It is be important to distinguish between market 
and non-market driven variables considering the very specific trigger of the former.  Also, non-market driven variables 
could be distinguished further, for example, as physical variables, variables resulting from business activities, or variables 
affecting one party adversely (causing insurance risk if transferred), etc.
The lack in differentiation resulting from the term of a “financial variable” becomes clearer in the case of credit insurance.  
If the adverse consequences of a bankruptcy of an entity are transferred, it is insurance risk; if the adverse consequences 
of change in the credit rating (a third party view, not a real event) are transferred, it is not insurance risk.  However, an 
actual bankruptcy could also be understood to be a “financial variable” since it is a purely financial event, not a physical 
one, although it is clearly not a market driven variable. This also applies to loss-of-use insurance. 
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Answers to Questions

Definition and scope

11.Q. (a) Do you agree with the definition of 
an insurance contract?

A. Broadly yes, but the wording needs 
adjustment to cope better with third-party 
beneficiaries and to exclude the 
requirement for insurable interest.

The insurance risk definition needs work.

Definition of Policyholder
The appendix to the ED defines a policyholder as the “party that has a right to compensation under an insurance contract if 

an insured event occurs.” Considering the number of parties involved in an insurance contract, legal counterparty (e.g., 
the party entitled to make use of any option under the contract), the premium payer, the beneficiary, and the insured 
person, the term policyholder is often used in a manner inconsistent with the definition provided.

For example, rather than the beneficiary receiving benefits the reference might be the premium payer or contract owner.  
Conceptually, it is not necessary that the beneficiary receive such benefits since those are not compensations for insured 
events.  In the case of participating features, they might constitute a repricing feature, i.e., a refund of an unused part of 
the premium.  Participating benefits might be off-set against premiums payable and, therefore, would be to the benefit of 
the premium payer (compare paragraphs 8 (a) (ii), 90 (b) (iii), B61 (j)).  In several spots, the ED refers to policyholders 
regarding premium payment or executing options, whereas this is the role of the premium payor or legal counterparty, not 
necessarily of the person entitled to receive the compensation (compare paragraphs 26 (a), 28, 34, B17, B19 (b), B32, 
B53 (d), B61 (a) and (g), B85).  B30 refers to the death of the policyholder – an event that would clearly not result in 
compensation to the policyholder (similarly B55 (b)).

The problem appears to be that the ED uses a well-defined term, the policyholder, to be the legal counterparty of the insurer 
in another context and, as a result raises the danger of confusion.  B61 (a) recognizes that the actual payment might not 
be to the policyholder but rather be made on behalf of the policyholder to compensate for an insured event under a third 
party liability insurance.

Therefore we recommend that the use of this word be reviewed.  Preferably, it should be used in a manner consistent with 
common current usage, i.e., use “policyholder” when it refers to the legal counterparty.  Often, it might be helpful to refer 
to payments under the contract rather than being specific as to who gets the money.  A suitable term for the party referred 
now in the ED as policyholder might be something like “protected party”.
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Answers to Questions

Definition and scope

11.Q. (b) Do you agree with the scope 
exclusions?

A. Yes.

Similar measurement principles should 
be applied.

(b) Do you agree with the scope exclusions in paragraph 4? Why or 
why not? If not, what do you propose and why?

IAAust

We agree with the scope exclusions in paragraph 4, because we believe that 
although these contain some insurance features, this is not their predominant 
nature and they are better addressed under separate standards. However, we 
believe that they should be subject to similar measurement principles, such as 
current fulfilment value. 
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Answers to Questions

Definition and scope

11.Q. (b) Do you agree with the scope 
exclusions?

A. Yes.

Similar measurement principles should 
be applied.

IAA

We have the following comments regarding the scope exclusions given in 
paragraph 4.

We  agree with the scope exclusions in paragraph 4 because we believe that the 
topics are better addressed in specific guidance.  Nonetheless, we do not see any 
reason for them to have significantly different measurement principles.  For 
example, we believe that warranties not provided through an insurance contract 
should have the same measurement principle as similar coverage provided through 
insurance contracts (the point we made in our comment letter regarding the revision 
to IAS 37).  We also believe that if insurance liabilities are measured with building 
blocks that include an adjustment for risk, then pension liabilities should also be 
measured with an adjustment for risk.

Inclusion of fixed fee service contracts.  We see no reason to exclude fixed fee 
service contracts that would qualify as insurance contracts, such as roadside 
assistance, from the scope.  Just because standalone roadside assistance is not 
legally regulated as insurance does not mean that it is inappropriate to consider 
these contracts as insurance for this purpose.  We note that such service is also 
provided within many insurance contracts.
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Answers to Questions

Definition and scope

11.Q. (c) Should financial guarantee 
contracts be brought within scope?

A. Yes.

(c) Do you agree that the contracts currently defined in IFRSs as 
financial guarantee contracts should be brought within the scope of the IFRS 
on insurance contracts? Why or why not?

IAAust

We agree that the contracts currently defined in IFRSs as financial guarantee 
contracts should be brought within the scope of the IFRS on insurance contracts. 

IAA

We agree with the inclusion of financial guarantees within the scope of the 
standard.  The insurance standard is the best fit for these contract features since 
the contracts transfer risk related to a third party.  We also believe that the markets 
would have been better served if these contracts had been subject in the past to the 
measurement and disclosure requirements of insurance contracts.
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Answers to Questions

Unbundling

12.Q. Do you agree with the proposals for 
unbundling?

A. We agree with unbundling where 
practicable.

The wording needs to allow unbundling 
of different insurance covers.

Do you think it is appropriate to unbundle some components of an insurance contract? Do you agree with the 
proposed criteria for when this is required? Why or why not? If not, what alternative do you recommend and why?

IAAust
We agree, based on our Australian experience, that it is appropriate to unbundle any deposit component of an insurance 
contract where practicable. This has been the basis of Australian life insurance accounting for well over a decade without 
causing any significant problems.  In the case of Australian unit linked business, this has been required for many decades by 
the regulator.  From our perspective, this improves reporting comparability across industries and we can not see any reason 
not to report such business under the Financial Instruments and Revenue Standards.
In the criteria, the linkage to investment return would appear to be gross of tax and this needs to be amended to allow for 
case where tax is levied directly on investment income. It would also help if the words “if they would then fall under the scope 
of another IFRS” are added to the end of paragraph 10, to make it clear that the intent is to simply deal with the unbundling 
of components out of the scope of insurance standard, not those fall within it.         
In Australia, the prudential regulator has required the unbundling of unit linked business for a number of decades and this 
has given greater clarity to the management of the business and risks with out any significant administrative complexities or 
issues arising. In this context, even where the insured benefit is the gap between the nominated death cover and the account 
balance, unbundling has not been problematic. We would also note, that such cover structures are common to employee 
benefit schemes, where the provision of insurance and investment management is often placed with different providers, and 
the insurance liabilities then has to measured separately.   
We do have a technical concern with the proposed criteria for when this is required, namely that it does not appear to allow 
for any income tax that might be levied on the investment income. This can be rectified by inserting the words “net of tax”
after the references to “investment performance” in paragraph 8(a) of the Insurance ED. 
A further concern is that some have suggested that the prohibition under paragraph 10 on unbundling the “components of a 
contract closely related to the insurance coverage specified in the insurance contract” means that the different insurance 
covers that may exist under an insurance contract can not be disaggregated nor included in different portfolios. For example, 
an insurance contract may provide separate covers for death, total and permanent disability, and income replacement on 
disability with separate cover terms and premiums for each. A proper assessment of risks and management of the portfolios 
within which they sit requires each of these covers to appropriately disaggregated in determining liabilities and performance 
reporting. A simple solution to this concern, would be to add to the end of paragraph 10 of the Insurance ED the words “if 
they would then fall under the scope of another IFRS”. 
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Answers to Questions

Unbundling

12.Q. Do you agree with the proposals for 
unbundling?

A. We agree with unbundling where 
practicable.

The wording needs to allow unbundling 
of different insurance covers.

IAA
We believe it is appropriate to unbundle some components of an insurance contract, but we do not agree with the proposed 
criterion.  The criterion “closely related” lacks sufficient clarity, as the basis for a principle for unbundling, to be implemented 
in practice.
We suggest that the criterion for unbundling with respect to insurance contracts should follow the line of thought found in 
paragraph 15 of the IASB’s exposure draft Revenue from Contracts with Customers.  The criterion is that an entity should 
segment single contracts and account for certain goods and services as separate contracts when their price is independent 
of the price for other goods and services in that contract.  This criterion could be applied to insurance contracts.  We believe
this criterion can be combined with the guidance in paragraph 8(c) of the ED, which refers to goods and services that have 
been combined for reasons that lack commercial substance, to provide appropriate guidance for unbundling.
We believe that it may be appropriate to separate service components in insurance contracts when that service component is 
an ancillary benefit to the insurance contract for which the premium would not differ as to whether it is sold in conjunction 
with the service element or not.  We believe that it is appropriate to unbundle derivatives embedded in insurance contracts 
that would not by themselves constitute an insurance contract.  In other words, we would retain the criteria in the current 
IFRS 4 for separating embedded derivatives.
Nevertheless, the example in paragraph 8(a) describes a contract type (apparently variable or unit-linked) for which 
unbundling is typically difficult and, in our view, not appropriate.  We are concerned that the intent of the Board is to require 
unbundling when the separation would be artificial and would require an explicit rule to implement.  We recommend that the 
Board delete paragraph 8(a).
The wording in paragraph 9 provides guidance on how to assign cross-subsidization effects in order to unbundle deposit 
components of insurance contracts.  This guidance asks insurers to assign artificially the cross-subsidy effects to the 
insurance component in order to make components appear not to be closely related, when in fact they are.  The existence of 
cross subsidies and the difficulty of assigning the cross-subsidy effects is evidence that the components are closely related.  
We believe this paragraph should be removed, since it actually represents an example of inappropriate unbundling.
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Answers to Questions

Presentation

13.Q. (a) Do you agree with the summarised 
margin presentation?

A. Yes, but we believe that it would be 
better to use the short-duration approach 
for all contracts, in accordance with usual 
current practice.

(a) Will the proposed summarised margin presentation be useful to 
users of financial statements? Why or why not? If not, what would you 
recommend and why?

IAAust

We believe that the summarised margin approach will be useful but should be in the 
disclosures and not in the statement of comprehensive income.  Instead, we believe 
that the presentation for long-duration contracts would be substantially more useful, 
if a premiums and claims based presentation is retained, by deleting paragraph 74 
and instead: 

the approach required for short-duration contracts under paragraph 75 be used; 
together with

the experience adjustments as per paragraph 72(d). 

This is more consistent with the approaches currently required under most 
accounting regimes.

We believe that the margin presentation will be useful for users, as it will assist the 
understanding of the reported profit of the business and for comparing results 
between companies. However, we feel strongly that this presentation should be 
made in the disclosure sections, and not the comprehensive income statement.  
This is because, unlike the account of a bank or a fund manager, in the account of 
an insurer, the insurance premium does not include a deposit component, and is 
fully available to the insurer to meet its obligations. 
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Answers to Questions

Presentation

13.Q. (a) Do you agree with the summarised 
margin presentation?

A. Yes, but we believe that it would be 
better to use the short-duration approach 
for all contracts, in accordance with usual 
current practice.

IAA

We believe the summarized margin approach may be useful and we find that it is 
broadly in line with the proposed measurement approach.  We suggest that the 
Board expand the guidance in paragraph 72(a) to make clear that amounts added to 
the margins on inception of new contracts should be a separate component of the 
change in the margin.

Nevertheless, se believe the presentation would be more useful if it were to include 
additional amounts reflecting the quantum of the items that result in the experience 
adjustment for long duration contracts.  The ED specifies that this information 
should be presented for short duration contracts and it is currently presented in 
profit or loss for most accounting regimes.  The amounts that give rise to the 
experience adjustment are the expected claims and expenses (including expected 
incremental acquisition costs) and the actual claims and expenses (including actual 
incremental acquisition costs).  We are aware that the disclosure of the movement 
in the liability will reflect the expected amounts in the reconciliation of the beginning 
liability to the ending liability and that the actual payments will be disclosed as well.  
Nonetheless, we believe that the experience gain or loss presented in profit or loss 
lacks perspective unless actual and expected claims and expenses are also 
presented.
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Answers to Questions

Presentation

13.Q. (a) Do you agree with the summarised 
margin presentation?

A. Yes, but we believe that it would be 
better to use the short-duration approach 
for all contracts, in accordance with usual 
current practice.

We believe it is important that appropriate volume measures to be disclosed.  These 
are so important to many components of the insurance industry that, for example, 
some observers have attempted to have their contracts qualify for the short duration 
method primarily out of a desire to be able to include some of them (such as earned 
premiums and incurred claims) in an insurer's income statement. This pressure 
may be reduced if appropriate volume measures are included in a single section of 
the disclosures.  These products principally provide a service of risk protection, and 
the volume measures are considered integral to understanding the amount of 
business transacted and its profitability and comparing these statistics over time for 
a company, and among competing companies.

Given the significance of reinsurance in the property/casualty insurance model for 
many insurers, we suggest that more detail than is currently offered in the Exposure 
Draft be provided for ceded reinsurance in the performance statement or in the 
notes.  For example, we believe that the detail provided for direct contracts in terms 
of earned premiums, incurred losses, risk adjustment/residual margins, and 
changes in estimates should be accompanied with the same level of detail for 
amounts ceded to reinsurance.
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Answers to Questions

Presentation

13.Q. (b) Should an insurer present all 
insurance income and expense in profit 
and loss?

A. Yes.

(b) Do agree that an insurer should present all income and expense 
arising from insurance contracts in profit or loss? Why or why not? If not, 
what do you recommend and why?

IAAust

We agree that an insurer should present all income and expense arising from 
insurance contracts in profit or loss, provided that all movements in the supporting 
assets are also presented in profit or loss.
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Answers to Questions

Presentation

13.Q. (b) Should an insurer present all 
insurance income and expense in profit 
and loss?

A. Yes.

IAA

Yes we agree.  We do not see a need to present any items of income or expense in 
Other Comprehensive Income (OCI).  However, note that our position is premised 
on the understanding that the movement in investments supporting liabilities will be 
presented in profit or loss.  If some part of the movement in investments is 
presented in OCI, we would recommend that the Board consider presenting the 
corresponding part of the movement in insurance liabilities in OCI as well.  

The Board should also consider how other items, such as administration costs and 
changes in pension liabilities, are reported and how they affect insurance contract 
liabilities (e.g., affects on participation features) and provide consistent treatment to 
the movement in insurance liabilities.  If such changes are reported in OCI the effect 
of those changes to insurance contract liabilities should likewise be reported in OCI. 

Note that some of our members believe that changes in the liability resulting from 
changes in financial market variables should be reported separately, preferably in 
OCI.
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Answers to Questions

Disclosures

14.Q. (a) Do you agree with the proposed 
disclosure principle?

A. Yes.

(a) Do you agree with the proposed disclosure principle? Why or 
why not? If not, what would you recommend, and why?

IAAust

We agree with the principle.   We believe that it is consistent with what is already in 
place as a result of IFRS 7 and IFRS 4, which have proven to be useful and to be 
adequate.

IAA

We agree with the principle as presented.  We believe that this principle is 
consistent with the principles and practices already in place as a result of IFRS 7 
and IFRS 4, which have proven to be useful and to be adequate.
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Answers to Questions

Disclosures

14.Q. (b) Will the disclosure requirements 
meet the objective?

A. While extensive disclosure is needed, 
the proposal is too onerous.

(b) Do you think the proposed disclosure requirements will meet the proposed objective? Why or 
why not?

IAAust
While we agree that extensive disclosure is necessary to enable the user to understand the drivers of, and the uncertainty 
surrounding, the insurance business, we feel that the disclosure currently prescribed in the Insurance ED is so detailed and 
voluminous that it will be difficult for users other than other preparers to comprehend or understand what is significant.  For 
example: 
Paragraph 84 implies a much lower level of aggregation for disclosures, namely “type of contract” which is probably lower 
than portfolio and certainly much lower than that which currently applies for segment reporting; 
Paragraph 86 requires a reconciliation of the movement between the start of period balance and the end of period balance 
for not only the insurance liability but also its many of its parts: e.g.,  gross policy liabilities, gross risk adjustments, gross 
residual margins, reinsurance assets, reinsurance risk adjustments and reinsurance residual margins.
Paragraph 87 then requires the movement between opening and closing amounts for each reconciliation under paragraph 86 
to be subdivided into at least 10 separate items.
While paragraph 81 requires the insurer to consider the level of detail necessary to satisfy disclosure requirements, the 
subsequent paragraphs effectively mandate a substantial volume of disclosure at a very low level of detail.   
We are also concerned that the requirement outlined in Paragraph 90(b)(i) to translate the risk adjustment into a confidence 
level may be seen as requiring disclosure of this statistic at the portfolio level. This is inappropriate because confidence 
levels for portfolios are sensitive to both the size of the portfolio and the degree of diversification available between portfolios 
and through reinsurance.  Also, skewness, which makes such comparisons hard to interpret, is more marked at the portfolio 
and lower levels. For this statistic to be most useful for users of financial statements, it needs to be determined for the whole 
entity, net of reinsurance.
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Answers to Questions

Disclosures

14.Q. (b) Will the disclosure requirements 
meet the objective?

A. While extensive disclosure is needed, 
the proposal is too onerous.

IAA
In general, yes, we do believe the proposed disclosure requirements will meet the stated objectives.  We note that, in our 
response to question 5(c), we have expressed our position on paragraph 90(b) (ii) that, if the insurer uses TVaR or CoC 
method for the risk margin measurement, it should not be required also to use VaR for the confidence level of sufficiency of 
the liability.
Nevertheless, if it is required, then It is not clear as to what level this disclosure requirement would correspond, i.e., whether 
for the entity as a whole, by segment, or for individual portfolios.  We believe guidance could be clearer regarding this 
disclosure to ensure better consistency in reporting and to promote more meaningful information in disclosure.  One way in 
which this disclosure could be made more consistent and meaningful would be to clarify that the confidence level 
corresponds to the implied level for the entity as a whole, and that such disclosure should be disclosed on a net of 
reinsurance basis.
The following comments relate to disclosure of reinsurance.
In paragraph 75, clarify that items (a) (i) premium revenue, and (a) (ii) losses incurred, are meant to be presented and/or 
disclosed, gross before reinsurance ceded, amounts ceded as to reinsurers, and net of reinsurance ceded.
In paragraph 90 (b) (i), clarify that the disclosure on risk adjustment should be prepared on a gross basis before reinsurance 
and also on a net of reinsurance basis, where the measurement of the risk adjustment related to the reinsurance asset is the 
difference between gross risk adjustment and the net risk adjustment.
We suggest that clarification be provided that the ceded reinsurance contracts held by the insurer are not to be aggregated 
into portfolios of ceded reinsurance contracts, but rather the measurement of ceded reinsurance is to be based on the 
difference in the gross versus net measurement of the portfolios that are protected by the ceded reinsurance.
Where a single ceded reinsurance contract provides protection for more than one portfolio of insurance contracts, the 
measurement of each reinsured portfolio on a net basis may require the allocation of fulfilment cash flows from the ceded 
reinsurance.  Such allocations should be based on the portion of the expected recoveries from each portfolio, or some other 
approach that reflects the portion of the risk reinsured from each portfolio.
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Answers to Questions

Disclosures

14.Q. (c) Should there be any additional 
disclosures?

A. No.

(c) Are there any disclosures that have not been proposed that 
would be useful (or some proposed that are not)? If so, please describe those 
disclosures and explain why they would or would not be useful.

IAAust

We have no suggestions for additional disclosures.

IAA

We do not have any suggestions for additional disclosures at this time.  If 
subsequent changes are made to the ED, we may reconsider this comment.



138

Answers to Questions

Unit-linked contracts

15.Q. Do you agree with the proposals?

A. Yes

Do you agree with the proposals on unit-linked contracts? Why or why not? If 
not what do you recommend and why? 

IAAust

We agree with these proposals, as they help reduce the scope for accounting 
mismatches to arise under IFRS. 

IAA

Single line treatment of unit-linked contracts in comprehensive income overlooks 
important elements of profit and loss. Single line treatment for the presentation of 
assets and liabilities related to unit-linked accounts properly conveys their linkage.  
Single line treatment in profit and loss however misrepresents the nature of the 
contracts.  The insurer performs a service to the policyholders and charges fees for 
the service.  The contracts are better represented if fees are reported as income 
and the costs to service the contracts are recognized as expenses in profit and loss. 
Fee income should follow concepts in the proposed standard on revenue 
recognition, or, if the contracts are classified as insurance contracts, the fees and 
expenses should be associated with the insurance contract (which presumably is 
unbundled from the deposit component of the contract).  The insurance component 
can follow the guidance for insurance contracts. 
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Answers to Questions

Reinsurance

16.Q. (a) Do you support the expected loss 
model?

A. Yes

(a) Do you support an expected loss model for reinsurance assets? 
Why or why not? If not, what do you recommend and why?

IAAust

We support an expected loss model for reinsurance assets.  The impairment model 
currently in IFRS 4 is unsatisfactory, because it requires an “event” as a trigger for 
recognising potential reinsurer defaults.  This typically means that the recognised 
cost of reinsurer default is “lumpy” and does not respond properly to market trends 
and other information.

IAA

We believe that the reinsurance liability credit recognized by the ceding company 
should equal the underlying direct liability plus an adjustment for the expected 
disputes with and default of the reinsurer.  We support this expected loss model as 
it is consistent with the measurement model for the underlying insurance contract 
liabilities. 

Paragraph 44 requires the cedant to “... consider the risk of non-performance by the 
reinsurer on an expected value basis ...” For clarification, we suggest making the 
following italicized insertion in that paragraph: 

“... consider the risk of non-performance by the reinsurer, giving appropriate 
consideration to any rights of offset or collateral, on an expected value basis ...”
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Answers to Questions

Reinsurance

16.Q. (b) Any other comments?

A. Non-proportional reinsurance needs 
more attention

Reinsurance of short-duration business 
may be long-duration.

Reinsurance often covers direct business 
not yet written.

(b) Do you have any other comments on the reinsurance proposals?

IAAust
Our primary concern with the treatment of reinsurance under the Insurance ED, not withstanding paragraph 44, is that the 
measurement of the reinsurance liability remains independent of the insurance contracts underlying it. We believe that 
paragraph 44 should be further strengthened to require not only that it be done in the same manner as the underlying 
insurance contracts, but also require:
cash flows and risk adjustment included be consistent with those included in the measurement of the underlying insurance 
contracts: for example, the reinsurance measurement should not capture expected cash flows arising from underlying 
contract, that are not included in the measurement of the underlying contract. The intent here is to not allow different or 
longer measurement cash flows for the reinsurance, unless they arise independently of the underlying insurance contracts. 
the reinsurance liabilities or assets to be adjusted if, together with the underlying contracts, they would misrepresent the 
insurer’s net position after reinsurance, provided that this adjustment should not extend to any liability created by the 
reinsurance contract that is independent of the underlying insurance contracts.    . 
There are a number of reasons behind this recommendation. 
The primary one is a concern that the attempt to allow gains on a reinsurance contract under paragraph 45 to mirror the 
presumed situation with respect to the underlying contracts is open to abuse, if there is not a strong enforced link through the
amendments to paragraph 44 that we propose above.    
Also as discussed above in relation to the risk adjustment under Question 5, we do not believe that the Insurance ED 
provides adequate guidance on the treatment of reinsurance. 
In particular, we can see a number of potential problems in the treatment of non- proportional reinsurance business. The 
Insurance ED as drafted currently covers proportional reinsurance contracts fairly well, but not non-proportional reinsurance 
contracts.
For example, it is only possible to directly calibrate the risk adjustment parameters on the basis of the net insurance liability 
of the whole entity.  Also, it is that net liability that is central to an understanding of an entity’s financial position and 
performance.  It follows that the risk adjustment in the asset for ceded reinsurance must be such that the net risk adjustment 
is appropriate to the net risk.  This is a natural consequence for proportional reinsurance, if the reinsurance risk adjustment,
before allowance for reinsurer default, is the same proportion of the gross risk adjustment as the respective expected present 
values bear.  For non-proportional reinsurance, however, this relationship does not hold.  The appropriate net risk margin is 
only likely to emerge if it is determined as the difference between the net and gross risk margins
Another potential problem is the inconsistency between the treatment of direct and ceded short-duration business.  
Proportional reinsurance treaties typically cover business written over a period of a year, so the reinsurance coverage period 
is two years or more.  Even where the reinsurance contract covers a single direct contract, it is not explicitly stated that the
short-duration approach is applicable to reinsurance assets.  We believe that the treatment of proportional reinsurance 
should mirror that of the reinsured direct business, while non-proportional business should be assessed on its own merits.
A related issue is that a proportional reinsurance treaty initially provides cover for direct business that is not yet written. We 
believe that the reinsurance asset should be determined on the basis of the direct business written to date, less an allowance 
for expected losses, but not profits, to the direct insurer in respect of future business ceded under the treaty.



141

Answers to Questions

Reinsurance

16.Q. (b) Any other comments?

A. Non-proportional reinsurance needs 
more attention

Reinsurance of short-duration business 
may be long-duration.

Reinsurance often covers direct business 
not yet written.

IAA
We have several comments regarding aspects as they apply to reinsurance.
We agree with the statement in the basis for conclusions, paragraphs BC233, that "a cedant should measure its reinsurance 
assets on the same basis as its underlying direct insurance liability", with further discussion in paragraph BC234.  However, 
in several instances these concepts did not appear to be carried to the exposure draft, and we believe that doing so would be 
helpful in clarifying the measurement objective. For example, if there is a gain on a ceded reinsurance treaty, this gain should
be limited to the loss on the underlying insurance contract to avoid a gain on the overall contract. 
Ceded reinsurance and the modified approach.  It is not clear whether the modified premium allocation approach for short 
duration contracts (par. 54-60) would apply for the measurement of insurance liabilities and fulfilment cash flows with respect 
to ceded reinsurance.  We believe that more guidance in this regard is needed in order to achieve our objective for contracts 
where the modified model is used for calculating the direct liability.
Many reinsurance contracts are entered into on a “risks attaching” basis (the reinsurance is applicable to each underlying 
contract that originates during the term of the reinsurance contract).  In this regard, it is not clear whether a reinsurance 
contract that provides protection for 12 months of risks-attaching, where each “risk” is a one year contract but where the 
aggregate coverage period for all underlying policies spans 2 years, would be accounted for under the modified approach for 
short duration contracts.
Many reinsurance contracts, such as those that are risks-attaching, reinsure insurance contracts that will be written in the 
future.  We believe the ceding entity should not recognize a credit or gain from the reinsurance contract prior to issuing the 
direct coverage that would be reinsured under the agreement.  The alternative would require the projection of cash flows, 
estimation of building blocks and the setting of residual margins based on expected cash flows at the inception of the 
reinsurance contract, prior to the underlying direct policies having been written (i.e., not within the contract boundary of the
underlying policies) and accounted for on a direct basis. 



142

Answers to Questions

Reinsurance

16.Q. (b) Any other comments?

A. Non-proportional reinsurance needs 
more attention

Reinsurance of short-duration business 
may be long-duration.

Reinsurance often covers direct business 
not yet written.

A similar issue exists for assumed reinsurance.  In this case we do not believe that the assuming reinsurer should reflect the 
liabilities associated with insurance contracts that have not yet been entered into by the ceding enterprise.  Nevertheless,  
where the contracts that the reinsurer is obliged to fulfil according to the terms of the reinsurance treaty when they come into
force were assessed to be onerous, then the present value of the amount of that insufficiency should be recognized as a 
liability of the reinsurer.
The measurement objective for the explicit risk adjustment that would be measured for ceded reinsurance contracts is not 
clear.  For consistency in measuring direct and ceded amounts, we would expect that the measurement objective of the risk 
adjustment for ceded reinsurance contracts would be derived based on the reduction in risk that results from existence of 
such reinsurance.  This could be measured as the reduction in the risk adjustment that was calculated before the application 
of the reinsurance (gross basis) versus after the application of the reinsurance (net basis).
Typically, ceded reinsurance is a significant part of risk management for insurers that is often very important to the financial
results of the entity, particularly property and casualty insurance enterprises.  The presentation and comparability of ceded 
reinsurance in financial statements for insurers would be improved by measuring and presenting amounts ceded to 
reinsurance in a manner that matches the approach used for the direct business to which it applies.  Accordingly, we 
recommend that the same model (e.g., the building block model or the modified approach) and a consistent measurement 
objective be used to measure and present ceded reinsurance using the identical approach used for the direct amounts to 
which the reinsurance cessions relate.  This would make clear that it would be appropriate to calculate the risk adjustment on 
amounts ceded to reinsurance based on the difference between the risk adjustment determined on a gross of reinsurance 
basis less a net of reinsurance basis.  If the measurement, presentation and disclosure for amounts direct and ceded to 
reinsurance are not consistent, the result would not be useful for users of the financial statements.
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Answers to Questions

Transition and effective date

17.Q. (a) Do you agree with the transition 
arrangements?

A. No. Results will be severely distorted 
over the transition period. For life 
insurance, this can be many years.

An approximate retrospective approach 
or mark to current provisions is needed.

(a) Do you agree with the proposed transition requirements? Why or why not? If not, what would you 
recommend and why?

IAAust
We believe that the proposal in paragraph 100(a) to set the residual margin to zero upon transition will have significant and 

major adverse impact on those who have substantial volumes of long term business, such as life insurers.  
Life insurance companies will appear to be loss making for a period of at least 3 years, possibly as long as 5 to 10 years.  

This is because the transitional arrangement will lower the Policy liability and make the reported profit appear to be much 
smaller than before. This, together with lower deferral of acquisition cost (therefore higher new business strain) will make 
successful life insurers who are writing profitable new business and incurring significant upfront costs appear to be 
making losses.

The consequence for life insurance is likely to be a severe distortion of economic reality at transition and continuing 
distortions until all of the unrecognised residual margin is run off. 

We believe that the most appropriate transition approach would be a combination of approaches, that combines a 
retrospective approach with more approximate and pragmatic approaches for older books of business, in recognition of 
increasing impracticality and cost with the age of the in-force book, as follows.

Where it is practicable and cost-effective, residual margins should be determined retrospectively, on the basis of estimated 
actual incremental acquisition expenses and current valuation assumptions, for recently written contracts now in force.  
This might typically be the case for business written in the most recent five years.  

For less recent business, where the costs and effort will be higher due to more limited information being available on actual 
historical costs, underwriting conditions, etc., to estimate residual margins for contracts now in force,making reasonable 
approximations, on the basis of precedents from other IFRSs, such as IAS 8.  This might typically be the case for 
business written more than five years ago but less than ten years ago.

For still older business, where a retrospective approach will clearly be very costly and almost certainly impracticable, the 
residual margins should be set equal to the difference between pre-transition liabilities and current fulfilment value, 
approximately adjusted to allow for any difference between allowable expenses and expenses allowed for in the pre-
transition liabilities.  This might typically be appropriate for business more than ten years old.

For comparability reasons, we would also recommend that durations in-force to which each method should apply should be 
mandated, to give a level of uniformity upon transition. 



144

Answers to Questions

Transition and effective date

17.Q. (a) Do you agree with the transition 
arrangements?

A. No. Results will be severely distorted 
over the transition period. For life 
insurance, this can be many years.

An approximate retrospective approach 
or mark to current provisions is needed.

Discussion
We note that there are a number of possible approaches to solving the transition problem.
As originally proposed by the IASB staff, the initial residual margin could be the difference, if positive, between the entity’s 

insurance liabilities immediately prior to first adoption and fulfilment value.  This is probably the least onerous approach in 
terms of time and effort for insurers at transition. While this was rejected by the Board in order to ensure no carry over of 
inconsistencies from the wide range of approaches currently allowed, the current proposal results in an even worse 
distortion of business economics than allowing some inconsistency upon transition.. 

The initial residual margin could be the subject of full retrospective calculation.  This would be reasonably straightforward for 
most general insurance.  A full retrospective calculation on the proposed locked in basis would, however be almost 
extremely difficult for most life insurers except those with a very short history of operation.  It might, however, be more 
feasible, if the initial residual margin is calculated on the basis of current assumptions and reasonable approximations are 
allowed in respect of past cohorts or pricing bases, where the relevant information may no longer be locatable.  

The burden of retrospective calculation would be further alleviated if entities are allowed to limit its determination to more 
recent business, with the residual margin on earlier business taken as zero, or extrapolate from more recent business.

A partial solution would be to set the initial residual margin equal to the expected present value of direct and overhead 
expenses excluded from the fulfilment value calculation.

Also, it is not stated whether paragraph 100(a) applies to short-duration contracts to which paragraphs 54 to 60 apply.  In the 
absence of any statement that it does not, we assume that it does.  

As most general insurance pre-claim liabilities are likely to be valued using an unearned premium approach, fully 
retrospective application of the simplified approach for short-duration pre-claim liabilities would present few problems.  We 
believe that, regardless of how this issue is resolved for long-duration contracts, the simplified approach should be 
applied retrospectively for short-duration contracts.
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Answers to Questions

Transition and effective date

17.Q. (a) Do you agree with the transition 
arrangements?

A. No. Results will be severely distorted 
over the transition period. For life 
insurance, this can be many years.

An approximate retrospective approach 
or mark to current provisions is needed.

IAA
We believe that the proposal (100(a)) to set the residual margin to zero upon transition is likely to have significant long-term 

unintended consequences in the context of life insurance.  
Life insurance companies will appear to be less profitable for several years, possibly as long as ten to fifteen years.  In some

countries, average contract durations are about thirty years, especially if there exists a large number of annuity contracts.  
This is because the transitional arrangement will lower the liability and make the reported profit appear to be much 
smaller than before. The residual margin contains, among other less specifiable amounts, overhead and non-incremental 
acquisition cost priced in the premium.  While equity is significantly increased, there is no periodic revenue covering 
overhead and compensating to some extent non-incremental acquisition cost incurred for new business.  This will make 
successful life insurers who are writing profitable new business and incurring upfront costs appear to be making losses.

The consequence for life insurance is likely to be a severe distortion of economic reality at transition and continuing 
distortions until the new business written under the normal guidance become predominant. 

These consequences could be reduced if under the transition rule cash flows might be considered, which are otherwise not 
considered, like overhead and non-incremental cost.

There are several possible solutions to this problem.
As proposed by the IASB staff, the initial residual margin could be the difference, if positive, between the entity’s insurance 

contract liabilities immediately prior to first adoption and fulfilment value.  This is probably the least onerous approach in 
terms of time and effort for insurers at transition, but this difference would have to be separately disclosed.  However, we 
do not believe that the reduction of comparability, considering the complexity of the measurement anyhow and resulting 
lack of comparability, is worth the effort to be spent otherwise and the distortion of the reports for possibly more than a 
decade since portfolio under the transition rule is not comparable with portfolio under the full guidance.

The initial residual margin could be the subject of retrospective calculation.  This would be reasonably straightforward for 
most general insurance.  A full retrospective calculation on the proposed locked in basis would, however be almost 
extremely difficult for most life insurers except those with a very short history of operation.  It might, however, be feasible,
if the initial residual margin is calculated on the basis of current assumptions and reasonable approximations are allowed 
in respect of past cohorts or pricing bases, where the relevant information may no longer be locatable. However, we 
believe that an application of the guidance in IAS 8, as well that applicable in case of impracticability, might be suitable, 
considering that there are generally benefit over cost constraints and that accounting cannot require the impossible.
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Answers to Questions

Transition and effective date

17.Q. (a) Do you agree with the transition 
arrangements?

A. No. Results will be severely distorted 
over the transition period. For life 
insurance, this can be many years.

An approximate retrospective approach 
or mark to current provisions is needed.

The burden of retrospective calculation would be further alleviated if entities are allowed to limit its determination to more 
recent business, with the residual margin on earlier business taken as zero, or extrapolate from more recent business.  
Earlier business might be as well be adequately reflected by applying the above mentioned difference to reporting prior 
first time application.  As elder contracts are, as less relevant is the residual margin, disregarded which accounting regime 
is applied.

A partial solution would be to set the initial residual margin equal to the expected present value of direct and overhead 
expenses excluded from the fulfilment value calculation.

If the ED proposal proceeds as is, we suggest that insurers be permitted to disclose what residual margins would have been, 
if applied ab initio, until the difference is no longer material.

As it is not stated whether paragraph 100(a) applies to short-duration contracts to which paragraphs 54-60 apply, we assume 
that it does not, due to the short duration nature of these paragraphs.  However, it may be appropriate to indicate this in 
the application guidance. We also believe that it would be desirable to establish a full retrospective adoption because any 
other treatment could result in a significant accounting arbitrage opportunity.  The only way to avoid this is to establish a 
rule that would indicate that on post-transition reinsurance contracts entered into on pre-transition underlying insurance 
contract portfolios, the transition rules would apply.

We note that there is no reference to the treatment of ceded reinsurance assets in the transition. We believe that whatever 
transition rules are finalized, they should also apply to these assets.
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Answers to Questions

Transition and effective date

17.Q. (b) How about the FASB approach for 
composite margins?

A. Same answer.

Q. (c) Should the effective date be the 
same as for IFRS 9?

A. Good idea but not necessary.

(b) If the Board were to adopt the composite margin approach 
favoured by the FASB, would you agree with the FASB’s tentative decision on 
transition (see the appendix to the Basis for Conclusions)?

IAAust

In addition to the problems identified in answer to Question 17(a) above, this leaves 
a requirement to run off an inappropriate initial margin on an inappropriate basis.  
We do not think that this is a good idea.

IAA

In addition to the problems identified in answer to Q17(a) above, this leaves a 
requirement to run off an inappropriate initial margin on an inappropriate basis.  We 
do not believe that this is desirable.
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Answers to Questions

Transition and effective date

17.Q. (b) How about the FASB approach for 
composite margins?

A. Same answer.

Q. (c) Should the effective date be the 
same as for IFRS 9?

A. Good idea but not necessary.

(c) Is it necessary for the effective date of the IFRS on insurance 
contracts to be aligned with that of IFRS 9? Why or why not?

IAAust

While this would be desirable, we do not believe that it would be desirable to 
substantially delay either IFRS 9 or the Insurance Contracts IFRS in order to align 
their effective dates.

IAA

It would be desirable for the effective date of the IFRS on insurance contracts to be 
consistent with that of IFRS 9. 
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Answers to Questions

Transition and effective date

17.Q. (d) How long will insurers need to 
adopt the proposed requirements?

A. For insurers to answer.

(d) Please provide an estimate of how long insurers would require to
adopt the proposed requirements.

IAAust

This is a question that should be answered by insurers.

IAA

At this time, it is quite difficult to estimate the amount of time insurers would need to 
adopt the proposed requirements, because insurers differ so dramatically in terms 
of their contracts, current systems and practice, and the amount of available 
resources (including available external consultants/systems staff).  In addition, 
practice is not sufficiently clear regarding the extent and type of approximations that 
will initially be used to determine estimates consistent with the proposed 
requirements.  It will also depend upon the interpretations given to key elements of 
the ED, e.g., unbundling and margins.

Estimates made by large international groups with long duration contracts with 
complex participation features and financial guarantees, indicate that about three 
years until a first financial report can be provided.  But that heavily depends on the 
work-load to be provided simultaneously e.g. for statutory requirements such as 
Solvency II and the possible consistencies with existing approaches.  The 
complexity of implementing transition rules will also certainly affect this period.
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Answers to Questions

18.Q. Other comments

A. Policyholder loans need clarification.

Should these be treated as separate assets or 
included in fulfilment cash flows?

Do you have any other comments on the proposals in the exposure draft?

IAAust

Policyholder loans

The treatment of policyholder loans needs clarification. The basic issue is whether 
these be treated as separate assets or included in fulfilment cash flows?

We believe that policyholder loans should be treated as assets separate from, albeit 
secured on the underlying insurance contracts.

The incidence of lapses, as a result of policyholder loans exceeding the surrender 
value should, however, be considered as an aspect of policyholder behaviour, in 
setting valuation assumptions.
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Answers to Questions

18.Q. Other comments

A. Policyholder loans need clarification.

Should these be treated as separate assets or 
included in fulfilment cash flows?

IAA

Policy loans

We believe that the treatment of policyholder loans should be addressed in the ED.  
The basic issue is whether these be treated as separate assets or included in 
fulfilment cash flows.  

The incidence of lapses of these contracts, as a result of policyholder loans 
exceeding the surrender value, should, be considered as an aspect of 
policyholder behaviour in setting measurement assumptions. 

Policyholder loans need to be checked for unbundling or whether they even form 
separate legal contracts.  If a policyholder loan is a contractual option that is 
interdependent with the remaining contract, it is a part of the insurance contract 
liability and the payout a cash outflow to be considered in the cash flows, as well 
the subsequent cash inflows.
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Answers to Questions

18.Q. Other comments
A. Asset-liability mismatch

Assets should be at fair value

IAAust

Asset-liability mismatch

Current measurement is equally as important for assets as it is for liabilities, if an 
entity’s current situation is to be properly represented in the financial statements. 
Our strong support for current fulfilment value is based on this wider principle.  

This does not reflect a naïve faith in markets, but rather a view that both 
management and investors are much better served by discipline that this 
imposes to understand and explain what is occurring, which may be quite validly 
that markets have over-reacted and that the long term value is still there. 

From our Australian experience with current value reporting, on both sides of the 
balance sheet, for well over a decade for life insurance and just under for a 
decade for general insurance, we have seen that while investors are quite 
naturally take a close interest in the market impacts on results, they also seem 
to generally accept them, provided that they are convinced that it is not evidence 
of a significant flaw in the underlying business model. 

Accordingly, we believe that the current measurement principle should be extended 
to the assets backing insurance liabilities.
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Answers to Questions

18.Q. Other comments
A. Asset-liability mismatch

Assets should be at fair value

IAA

Accounting mismatches

The IAA has regularly recommended that accounting mismatches be eliminated 
wherever practical.  However, based on the choices available with respect to 
financial assets, this will likely remain a concern.

BC 44 (f) states that the accounting standard proposed in the ED provides “a 
reduction in accounting mismatches that arises if changes in economic 
conditions affect assets and liabilities equally, but the accounting requirements 
do not adjust the carrying amounts of those assets and liabilities equally in 
response to those economic changes”.

We believe it is too early to conclude that accounting mismatches have been 
reduced to the extent possible.  The potential for mismatches may yet arise if the 
measurement attributes of insurance liabilities and the supporting assets are 
inconsistent.  In addition to what the accounting standards for financial 
instruments will be, there are some key decisions about accounting for 
insurance contracts that the Board must make.  The most important to the topic 
of accounting mismatches are

whether the discount rate is a current rate (as the ED proposes) or fixed,

whether the discount rate is consistent with changes to asset values, 

whether participating features and other linkages of fulfilment cash flows to other 
items are measured consistent with those other items, and

what changes in values, if any, are charged to OCI rather than income.
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Answers to Questions

18.Q. Other comments
A. Asset-liability mismatch

Assets should be at fair value

The potential for mismatches also depends on how insurers apply IFRS 9 to the 
debt instruments that they own.  Limits on the use of amortized cost may cause 
insurers to classify debt investments as measured at fair value when, depending 
on the decision of the Board with respect to the insurance contracts standard, 
the corresponding liabilities are affected by changes in economic conditions in a 
manner that would be  more consistent with amortized cost.

Unlike financial liabilities, the ED on insurance contracts does not have an 
amortized cost option.  A minority of the members of the IAA Committee on 
Insurance Accounting believes the Board should consider an amortized cost 
option for insurance contracts by exploring the possibility of a discount rate that 
is based on the rate required to equate the sum of the present value of benefits 
and expenses and the risk adjustment to the present value of premiums at 
inception.  An alternative amortized cost approach would be to use the building 
block approach methodology in the ED, including the residual margin, but lock in 
the initial discount rate(s) at issue.  We are available to assist with discussions if 
the Board wishes to pursue this possibility.
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Accounting Mismatch (IAA)

MismatchMismatch 
(unless 

excluded from 
re-measurement)

MatchFair value

MatchMatchMismatchAmortized 
cost

Assets

Amortized cost 
or 

Fixed discount 
rate

Current estimate 
with 

re-measurement 
of the residual 

margin

Current estimate 
without 

re-measurement 
of the residual 

margin

Liabilities

The table on this slide illustrates the possibilities that exist for general account or 
fixed value contracts that pay dividends or credit interest based on the performance 
of specified assets.  The chart refers to a match when the assets and the liabilities 
move in the same direction as a result of changes in economic conditions.  The 
effects on profit or loss of the movement in assets and of liabilities are offsetting, but 
not necessarily equal.  When the movement is not offsetting, then there is 
mismatching.

We are available to work with the Board to develop a comprehensive view of the 
potential for mismatching before it finalizes its decisions.  As stated, this view must 
take into account, not only the effects of decisions relating to the measurement of 
insurance liabilities, but also the anticipated application of IFRS 9 to insurers’
investments.
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Answers to Questions

18.Q. Other comments (continued)

A. Portfolio transfers and business 
combinations (IAAust)

Need to allow for short-term

Do you have any other comments on the proposals in the exposure draft?

IAAust

Portfolio transfers and business combinations

We note that paragraphs 40 and 41, on portfolio transfers and business 
combinations appear to envisage only pre-claim liabilities under the building 
block approach.  There is also the issue that the consideration paid for, or the 
fair value of, the business acquired is unlikely to be directly available on a 
portfolio basis.  In practice, it will be necessary to make an apportionment 
between insurance liabilities and other matters, within insurance liabilities 
between portfolios and, within each portfolio, between pre-claim and claim 
liabilities.  We believe that, after this apportionment, an appropriate approach is 
as follows.

Claim liabilities should be measured at fulfilment value, with any excess going to 
goodwill and any shortfall recognised as a loss.

Pre-claim liabilities under the short-term approach should be measured on that 
basis, with any excess going to goodwill and any shortfall recognised as a loss.

Other pre-claim liabilities should be measured as stated in paragraph 40 or 42.
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Answers to Questions

18.Q. Other comments (continued)

A. Contract modifications (IAA)

Need clarification

IAA

Contract modifications

Unlike IAS 39, no guidance is provided on when a modification to an insurance 
contract should be treated as a modification versus when it should be treated as 
a derecognition of the existing contract and the issuance of a new contract.  It 
may be appropriate to provide guidance as to when a change to a contract 
should be treated a modification or a new contract.  This is particularly relevant 
as if it were treated as a new contract it would require a recalculation of its 
residual margin.
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Answers to Questions

18.Q. Other comments (continued)

A. Mutual companies and future 
policyholders (IAA)

Needs clarification

Do you have any other comments on the proposals in the exposure draft?

IAA

Mutual companies and future policyholders

In many mutual insurers, there is a legal distinction between contractual 
participation rights to surplus generated from participating contracts and 
membership rights to the residual profit.  In contrast, in some cases there is no 
distinction and, as a consequence, applying the guidance of the ED might result 
in there being no reported equity, since any surplus could be seen as subject to 
participation rights to surplus.  In such cases, it might be reasonable to show 
equity as decision-useful information for other creditors of the mutual insurer, if
surplus ranks lower than debts of the mutual.
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Answers to Questions

18.Q. Other comments (continued)

A. Measurement aggregation (IAA)

The portfolio concept needs rethinking in its 
various contexts

Measurement aggregation (unit of account)

In the Exposure Draft, the term “portfolio of insurance contracts” is used as a 
defined term in a number of different places.  As discussed in our answers to 
questions, we are not comfortable with the use of the same concept in all of 
these contexts.  We believe that different levels of aggregation are appropriate 
for different purposes.  We are also concerned that the use of a term that has a 
variety of customary usages is likely to cause confusion or disparate 
interpretations in its application.  For this reason, we believe that it would be 
preferable to delete this defined term and to specify the level of aggregation that 
is appropriate in each context.

Experience Analysis (paragraph B53)

Actuaries analyse past experience in a variety of ways, not all of which relate to the 
concept of a portfolio, as defined.  Depending on the available data, this may 
involve separating out different perils (such as fire, burglary, storm damage, loss 
of profits, etc. in a property & casualty insurance contract, or death and disability 
in a life insurance contract) that are combined in a single insurance contract, in 
order to obtain more homogenous data or combining disparate perils to analyse 
a viable volume of data.  This is a professional decision that should be at the 
discretion of the actuary, not constrained by IFRS.

We suggest that a neutral term, such as “business” be used here.
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Answers to Questions

18.Q. Other comments (continued)

A. Measurement aggregation (IAA)

The portfolio concept needs rethinking in its 
various contexts

Fulfilment Cash Flows (paragraphs 23 and B61)

Similarly, cash flows are not always managed, analysed, projected and reported on 
the basis of contracts or of portfolios of contracts.  Where, for example, physical 
damage and bodily injury are combined under one motor insurance policy, it is 
common for claims in respect of these two perils to be managed and reported 
separately, sometimes in conjunction with similar claims under other classes of 
insurance.

Because expected values are additive, such treatment does not affect the total of 
the expected cash flows and the reference to portfolio is unnecessary.

Expenses (paragraph B61)

The necessary distinction here is between expenses that are incremental at the 
contract level and those that also include other expenses directly related to the 
contracts, which include, for example, costs associated with web marketing and 
salaries of an underwriting or claims department.  This is not affected by whether 
portfolio is used in its defined sense or more generally. 
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Answers to Questions

18.Q. Other comments (continued)

A. Measurement aggregation (IAA)

The portfolio concept needs rethinking in its 
various contexts

Risk Adjustment (paragraphs 36, B79, B82, B83)

How far the effect of diversification is taken is based on the extent to which claims 
or benefits can call upon the assets of an entity.  In some cases, its net effect 
can be observed, so is not a matter of speculation.  For a typical insurer 
operating in a single market, this is the whole insurer. In other cases this extent 
is reduced by jurisdictional requirements, so that certain assets are only 
available to meet a subset of liabilities. Sometimes, possibly usually, these 
protected liabilities have recourse to assets outside the “ring-fence”.  While 
reinsurance typically responds to particular benefits or claims, a reinsurance 
recovery, once paid, is no longer specific to a particular claim, but generally 
available unless the reinsurance itself is “ring-fenced”.

As a question of fact, diversification operates across the entire range of liabilities 
that have recourse to a common pool of assets or resources. A restriction of 
diversification to a narrower pool of liabilities, such as the currently defined 
portfolio (of contracts or claims), would be inconsistent with economic reality, 
unless the portfolio is re-defined as a grouping of liabilities that have recourse to 
a common pool of assets or resources, and is inconsistent with the 
measurement principle underlying the ED.

As it stands, then, paragraph 36 is inconsistent with the fulfilment value 
measurement principle underlying the ED based on the principle stated in 
paragraph 35, both as it stands and as we suggest that it should be. We 
recommend that paragraph 36 should read:

Since the whole of an insurer’s assets (including reinsurance assets) are typically 
available to meet the risks inherent in all of its liabilities, the risk adjustment shall 
reflect the effects of diversification that arise across all of insurance contracts 
that have joint recourse to a common pool of assets.
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Answers to Questions

18.Q. Other comments (continued)

A. Measurement aggregation (IAA)

The portfolio concept needs rethinking in its 
various contexts

Residual Margin (paragraph 20) and Liability Adequacy (paragraph 60)

The issue in these applications is the level at which residual margins should be 
aggregated before eliminating negative values and at which the onerous contract 
test should be applied.  The finer the subdivision, the greater the likelihood that 
these conditions will apply.  While the portfolio will usually be the appropriate 
level for this purpose, in principle these tests should be applied to contracts that 
are priced together.

Portfolio Transfers and Business Combinations (paragraphs 40 and 42)

Portfolio transfers and business combinations typically involve multiple portfolios, 
with a single price or fair value, which may also include elements that do not 
relate to the pre-claim insurance liabilities transferred, such as claim liabilities, 
investment assets, plant and equipment, intellectual property and goodwill.  An 
apportionment will be required.

Presentation (paragraph 69)

This is the point at which the definition of “portfolio of insurance contracts” is 
applicable and appropriate.  We suggest that the current definition be dropped 
and this wording be incorporated in paragraph 69.

Transition (paragraph 100)

The usage here should follow that for the components of fulfilment value and, if our 
suggestions in response to question 17 are adopted, residual margins and 
liability adequacy.
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Answers to Questions

Benefits and costs

19.Q. Do you agree with the Board’s 
assessment of benefits and costs?

A. Yes, with reservations.

Provided the proposals are suitably 
amended, we agree that the costs are 
justified by the benefits.

Do you agree with the Board’s assessment of the benefits and costs of the 
proposed accounting for insurance contracts? Why or why not? If feasible, 
please estimate the benefits and costs associated with the proposals.

IAAust

We agree that there are major advantages in having a consistent and comparable 
basis across jurisdictions and between different classes of insurance that 
appropriately reflects the nature of that business.  Subject to certain reservations 
about some aspects of the proposals as noted above, we believe that what is 
proposed in this ED, suitably amended, could achieve these advantages.

On the whole and subject to the same reservations, we accept the Board’s 
assessment that the ongoing costs are justified by these benefits. 
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Answers to Questions

Benefits and costs

19.Q. Do you agree with the Board’s 
assessment of benefits and costs?

A. Yes, with reservations.

Provided the proposals are suitably 
amended, we agree that the costs are 
justified by the benefits.

IAA

We agree that there are major advantages in having a consistent and comparable 
basis, across jurisdictions and between different classes of insurance, that 
appropriately reflects the nature of that business.  Subject to our very considerable 
reservations about some aspects of the proposals, and the critical amendments 
being made, we believe that this can be achieved.

If these critical changes are made, we would accept the Board’s assessment that 
the ongoing costs may well be justified by these benefits. 

However, we do not believe that this will be the result, if the key changes identified 
in our covering letter are not made. Then we would not believe that Insurance ED 
would provide credible reporting for life and health insurance and the substantial 
change and ongoing costs, would not be in any way warranted for these industries. 
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