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 Having substantially 
finalised the model 
for non-participating 
contracts, the Board’s 
last critical challenge 
remains the accounting 
for participating 
contracts.

Joachim Kölschbach, 
KPMG’s global IFRS 
insurance leader MOVING TOWARDS INTERNATIONAL 

INSURANCE ACCOUNTING

This edition of IFRS Newsletter: Insurance highlights the IASB’s 
discussion in June 2014 on its insurance contracts project.

Highlights
Determining discount rates when there is a lack of observable data

When determining discount rates, entities would use judgement to: 

l    ensure that appropriate adjustments are made to observable inputs; and 

l    develop any unobservable inputs that would not contradict relevant observable data using 
the best information available.

Asymmetrical treatment of gains from reinsurance contracts

After inception, entities would recognise in profit or loss any changes in estimates of cash flows 
for a reinsurance contract that arise as a result of changes in estimates of cash flows that are 

recognised immediately in profit or loss for an underlying insurance contract.

Level of aggregation

The objective of the proposed insurance standard is to provide principles for measuring an individual 
insurance contract. However, entities could aggregate insurance contracts, provided that the 

aggregation would meet that objective. 

Participating contracts

No decisions were made. The Board gave directional guidance to the staff for developing alternatives to be 
discussed in future meetings.
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MODEL FOR NON-PARTICIPATING CONTRACTS 
SUBSTANTIALLY FINALISED

The story so far …
The current phase of the insurance project was launched 
in May 2007, when the IASB published a discussion 
paper, Preliminary Views on Insurance Contracts. More 
recently, the IASB re-exposed its revised insurance 
contracts proposals for public comment by publishing the 
exposure draft ED/2013/7 Insurance Contracts (the ED) in 
June 2013. 

We expect the IASB to complete its redeliberations of the 
insurance proposals in 2014 and publish a final standard in 
the first half of 2015.

Interaction with other standards

Throughout its redeliberations, the Board has considered 
whether the accounting for insurance contracts would 
be consistent with other existing or future standards, 
including the new revenue recognition standard – IFRS 15 
Revenue from Contracts with Customers1. Much of the 
guidance contained in the ED was designed to align with 
the IASB’s and the FASB’s joint proposals on revenue 
recognition.

The Board has also considered many of the decisions 
made in the proposed financial instruments standard – 
including the way in which that standard might interact 
with the final insurance contracts standard – because the 
financial instruments standard will cover a large majority 
of an insurer’s investments. 

1 See our First Impressions: Revenue from contracts with 
customers.

What happened in June 2014?
At this month’s meeting, the Board discussed the remaining issues 
not targeted by the ED – determining discount rates when there 
is a lack of observable data, asymmetrical treatment of gains from 
reinsurance contracts, and the level of aggregation.

To address some constituents’ concerns about the practical 
difficulties in determining discount rates when there is a lack of 
observable data, the Board decided to clarify that entities would use 
judgement to:

• ensure that appropriate adjustments are made to observable 
inputs; and 

• develop any unobservable inputs that would not contradict 
relevant observable data using the best information available.

The Board also decided on an exception to the subsequent 
measurement of reinsurance contracts to better reflect their 
economic relationship with the underlying insurance contracts. After 
initial recognition and measurement, when changes in estimates of 
cash flows for the underlying insurance contract are recognised in 
profit or loss – e.g. because the contract becomes onerous – changes 
in estimates of cash flows for the reinsurance contract related to those 
changes would be treated in a consistent way – i.e. they would also be 
recognised in profit or loss.

Finally, the Board discussed the level of aggregation of insurance 
contracts. It clarified that the objective of the proposed insurance 
standard is to provide principles for measuring an individual insurance 
contract. However, entities could aggregate insurance contracts, 
provided that the aggregation would meet that objective. The Board 
added guidance on when that objective would be met and amended 
the definition of a portfolio of insurance contracts. 

For participating contracts, the staff sought an indication of the 
direction of their future work, and asked the Board to provide 
guidance as to the circumstances under which: 

• an implicit asset management fee might be considered to exist; and

• a book yield approach for presenting interest expense in profit or 
loss might be applied.

The Board’s directions on participating contracts were not intended to 
indicate its views on whether:

• the contractual service margin should be adjusted for changes in 
the entity’s share of underlying items; and

• a book yield approach should be applied for presenting interest 
expense in profit or loss.

The Board will continue its discussions on participating contracts over the 
next months; however, it has substantially completed its redeliberations 
on the model for non-participating contracts, subject to any changes 
resulting from future decisions related to participating contracts. The 
remaining topics to be discussed at future meetings include:

• the discount rate to be used to determine the present value 
of cash flows that adjust the contractual service margin and to 
accrete interest on the contractual service margin; 

• follow-up issues related to using other comprehensive income 
(OCI) for presenting the effects of changes in discount rates and 
the premium-allocation approach; and 

• transition and the effective date. 

Contents

http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/first-impressions/Pages/First-Impression-Revenue-2014.aspx
http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/first-impressions/Pages/First-Impression-Revenue-2014.aspx
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DETERMINING DISCOUNT RATES WHEN THERE IS A 
LACK OF OBSERVABLE DATA

When 
determining 
discount rates, 
entities would 
use judgement 
to ensure that 
appropriate 
adjustments 
are made to 
observable inputs 
and to develop 
any unobservable 
inputs that would 
not contradict 
relevant 
observable data 
using the best 
information 
available.

What’s the issue? 
The ED proposed that the discount rates used to adjust the cash flows of an insurance contract 
for the time value of money would be current and consistent with observable market rates 
that reflect the characteristics of those cash flows and exclude the effect of the entity’s own 
non-performance.

The proposals do not prescribe a specific method for determining the discount rate. However, they 
do provide guidance on determining the discount rate. A top-down or bottom-up approach may 
be used to determine an appropriate discount rate. In theory, both approaches should result in a 
similar discount rate.

Some respondents to the ED identified practical difficulties in identifying the appropriate discount 
rate for insurance contracts. For example, many respondents believed that the final standard 
should provide more guidance on how to estimate long-term discount rates in cases where 
the cash flows of the insurance obligation are expected to extend beyond the period for which 
sufficient market data for assets with similar characteristics is observable – e.g. very long-duration 
contracts with coverage periods extending 20 years or more.

At this month’s meeting, the Board considered whether to provide additional application guidance 
on how to:

• determine discount rates when there is little or no observable market data; and 

• adjust observed asset rates to determine the appropriate liability discount rate. 

What did the staff recommend?
The proposals in the ED for determining the discount rates for insurance liabilities place the 
same reliance on observable market information as does IFRS 13 Fair Value Measurement 
when applying valuation techniques to liabilities not held by other parties as assets. However, 
observable market prices in active markets are not generally available for insurance contracts. As 
a result, the ED anticipated that most entities would identify the yield curve for assets with similar 
characteristics and adjust it to reflect the characteristics of the insurance liability. 

In analysing the adjustments to the yield curve for assets with similar characteristics, the staff 
considered the following.

Adjustment Staff’s views

Extend the yield curve 
to periods for which 
the insurance contracts 
have expected cash 
flows, but for which 
there are no observable 
asset prices in active 
markets.

Under IFRS 13, the process for determining a yield curve for 
assets differs depending on the extent to which there are quoted 
prices in active markets for assets with similar characteristics – 
e.g. those with:

• quoted prices in active markets; 

• quoted prices in markets that are not active; and 

• no quoted prices in active or inactive markets. 

Similar considerations apply to insurance contracts, and an entity 
should:

• use appropriate adjustments to observable inputs to 
accommodate any differences between observed transactions 
and the insurance contracts being measured; and
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Adjustment Staff’s views

• develop unobservable inputs using the best information 
available in the circumstances, while remaining consistent with 
the objective of reflecting the way market participants assess 
those inputs – accordingly, any unobservable inputs should not 
contradict any available and relevant market data.

Exclude all factors that 
are not relevant to the 
insurance contract – i.e. 
exclude the factors that 
are relevant only to the 
assets that were used as 
a starting point.

IFRS 13 contains a principle that when an entity uses valuation 
techniques, such techniques should maximise the use of relevant 
observable inputs. In some cases, an entity will need to make 
significant adjustments to the available observable inputs, given: 

• the characteristics of the asset or liability; and

• the circumstances at the measurement date – e.g. market 
conditions.

These considerations apply equally to insurance contracts, where 
an entity may start with a yield curve for assets with similar 
characteristics that is consistent with available market data and 
adjust that yield curve to reflect the characteristics of the cash 
flows of the insurance contract – e.g. adjustments for market 
risk premiums for credit and liquidity risks that are included in 
the value of the assets. These adjustments would generally use 
significant unobservable inputs.

Additionally, the discount rate would not reflect the risk of the entity’s own non-performance. The 
staff acknowledged that entities may use other approaches – e.g. a bottom-up approach that uses 
liquid risk-free rates, adjusted to reflect the illiquidity of the insurance contract. They believed that 
similar considerations to those outlined above would apply when adjusting such inputs to derive 
an interest curve that reflects the characteristics of the cash flows of the insurance contract.

Based on their analysis, the staff recommended that the Board:

• confirm the principle in the ED that the discount rates used to adjust the cash flows of an 
insurance contract for the time value of money would be consistent with observable current 
market prices for instruments with cash flows whose characteristics are consistent with those 
of the insurance contract; and

• provide additional application guidance that, in determining those discount rates, an entity 
would use judgement to:

– ensure that appropriate adjustments are made to observable inputs to accommodate any 
differences between observed transactions and the insurance contracts being measured; 
and

– develop any unobservable inputs using the best information available in the circumstances, 
while remaining consistent with the objective of reflecting the way market participants 
assess those inputs – accordingly, any unobservable inputs should not contradict any 
available and relevant market data.
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What did the IASB discuss?
There was broad support for the staff recommendation among the Board members. One Board 
member questioned how the principle of maximising the use of relevant observable inputs would 
interact with the ED’s proposal not to prescribe a specific method for determining the discount 
rate. She felt that there may be situations when more observable inputs are available for one 
approach (e.g. a bottom-up approach) than for another approach (e.g. a top-down approach). This 
Board member suggested that the final standard should clarify whether in this case:

• a bottom-up approach would be required; or

• an entity would be allowed to use either a bottom-up or a top-down approach and then apply the 
principle of maximising the use of relevant observable inputs to the selected approach.

What did the IASB decide?
The Board agreed with the staff recommendation. 

KPMG insight

Despite the Board’s clarifications, there remain some practical difficulties in developing a 
discount rate.

Adjusting for market risk premiums

It may be challenging to determine the adjustments to the risk-free yield curve (in the case of 
a bottom-up approach) or the yield curve for assets with similar characteristics (in the case of 
a top-down approach) that are necessary to reflect the characteristics of the cash flows of the 
insurance contract – e.g. market risk premiums. Consider the following challenges. 

Approach Challenge

Top-down approach Determining the adjustment for credit risk and the liquidity risk 
reflected in the value of the assets

Bottom-up approach Separating liquidity effects from credit effects to estimate the 
liquidity adjustment

Both approaches Isolating the subsequent changes in spread that result from 
excluded market risk premiums, as opposed to included market 
risk premiums

Such adjustments would generally use significant unobservable inputs, and the ED does not 
contain specific guidance on how an entity might estimate these adjustments.

Systems and process capabilities

The proposals on setting the discount rate would require a large number of new data inputs 
and significant actuarial and finance team involvement. This is particularly true when market 
observable variables are not available or do not separately identify the relevant factors. In these 
cases, the entity may need to modify its processes and expand its data sources and estimation 
techniques to determine the discount rates.
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ASYMMETRICAL TREATMENT OF GAINS FROM 
REINSURANCE CONTRACTS

After inception, 
entities would 
recognise in 
profit or loss 
any changes 
in estimates of 
cash flows for 
a reinsurance 
contract that 
arise as a result 
of changes in 
estimates of 
cash flows that 
are recognised 
immediately in 
profit or loss for 
an underlying 
insurance 
contract.

What’s the issue?A
The ED proposed that, if the present value of the cedant’s fulfilment cash inflows – i.e. the 
reinsurance recoverable and ceding commissions – plus the risk adjustment exceeds the present 
value of fulfilment cash outflows – i.e. the reinsurance premiums paid – then the cedant would 
recognise the difference as contractual service margin at initial recognition to remove any day 
one gain. Subsequent changes in estimates of cash flows would adjust the contractual service 
margin – subject to the condition that the contractual service margin would not be negative. The 
contractual service margin would subsequently be recognised in profit or loss over the coverage 
period of the reinsurance contract.

Some respondents to the ED believed that a potentially asymmetrical treatment between:

• the changes in estimates of cash flows of a reinsurance contract; and 

• the reinsured portion of an underlying insurance contract

would not appropriately depict the economic relationship between the reinsurance contract and 
the underlying insurance contract in some cases. This different treatment can be illustrated as 
follows (ignoring the risk adjustment for simplicity).

Reinsurance contract Underlying insurance contract

Reinsurance premium paid to 
reinsurer  (100)

Premium received from 
policyholder 110

Reinsurance recoverable (expected 
reimbursement)  120 Expected claims (120)

Contractual service margin at initial 
recognition (20) Loss at initial recognition  10

After initial recognition, unfavourable changes in expected claims from the onerous underlying 
insurance contract would be recognised in profit or loss. However, the corresponding higher 
reimbursements from the reinsurance contract would adjust the contractual service margin and 
would be recognised in profit or loss over the coverage period of the reinsurance contract.

In addition, some constituents suggested that there should be an exception from recognising a 
contractual service margin at initial recognition for reinsurance contracts on an individual loss basis 
(‘proportional reinsurance’). Instead, an initial gain on reinsurance contracts should be recognised 
if an onerous underlying insurance contract is reinsured on an individual loss basis. Those 
constituents noted that the ED distinguishes reinsurance contracts that provide coverage on an 
individual loss basis and on an aggregate loss basis for recognition purposes. They noted that the 
same distinction should be made for measurement purposes to adequately reflect the relationship 
between the underlying insurance contract and the related reinsurance contract on an individual 
loss basis.
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What did the staff recommend? A
The staff considered the following questions relating to adjustments.

Question Staff’s views

Should there be 
an exception for 
reinsurance contracts on 
an individual loss basis 
to recognise an initial 
gain?

Consistent with the Board’s general view that the underlying 
insurance contract and the reinsurance contract are separate 
contracts, an entity should not recognise a gain at initial 
recognition of the reinsurance contract. 

There is no conceptual difference between reinsurance contracts 
on an individual loss basis or on an aggregate loss basis. The ED 
proposed the distinction between types of reinsurance contracts 
for recognising reinsurance contracts only for practical purposes, 
to ensure that reinsurance contracts held were recognised at the 
same time as the underlying insurance contracts to which they 
relate. 

As a result, an exception for initial gain recognition related to 
reinsurance contracts on an individual loss basis would not be 
appropriate.

Should changes in cash 
flows for a reinsurance 
contract be recognised 
in profit or loss if those 
cash flows arise as 
a result of changes 
in estimates of cash 
flows for an underlying 
insurance contract that 
are reflected in profit 
or loss – e.g. onerous 
contracts?

Changes in estimates of cash outflows on underlying insurance 
contracts that have corresponding changes in cash inflows from a 
reinsurance contract should have no net effect in profit or loss for 
the period.

This would be the case if the underlying insurance contract 
is not onerous, because changes in estimates of cash flows 
would adjust the contractual service margin. However, when the 
underlying insurance contract is onerous, changes in estimates 
of cash flows are recognised in profit or loss. In these cases, 
changes in estimates of cash flows for the reinsurance contract 
related to those changes in estimates of cash flows of the direct 
contracts that are recognised in profit or loss should be treated 
consistently – i.e. they should also be recognised in profit or loss. 

This exception to the general treatment of changes in estimates 
for reinsurance contracts is justified because the symmetrical 
accounting treatment of gains would reflect the economic 
relationship of the insurance and reinsurance contracts 
more faithfully.

As a result, the staff recommended that after inception an entity should recognise in profit or loss 
any changes in estimates of cash flows for a reinsurance contract that arise as a result of changes 
in estimates of cash flows that are recognised immediately in profit or loss for an underlying 
insurance contract.

The staff suggested that the recommendation should also apply when the premium-allocation 
approach is applied to reinsurance contracts that an entity holds.
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What did the IASB discuss? A
One Board member noted that changes in estimates of cash flows for a reinsurance contract 
are often not directly associated with a specific underlying insurance contract, because the 
reinsurance contract reimburses losses arising from multiple insurance contracts – e.g. 
reinsurance contracts on an aggregate loss basis. He was concerned that it may be difficult for 
entities to identify the changes in estimates of cash flows for the reinsurance contract to be 
recognised in profit or loss if these changes arise as a result of changes in estimates of cash 
flows for multiple underlying insurance contracts. However, the staff noted that the process of 
identifying the changes in estimates of cash flows for the reinsurance contract to be recognised 
in profit or loss would not start from the reinsurance contract but from the underlying insurance 
contract – i.e. entities would:

• first identify any unfavourable changes in estimates of cash flows for the underlying insurance 
contract that result in losses being recognised in profit or loss because the underlying insurance 
contract is or becomes onerous; and

• then determine whether there is a related reinsurance contract that reimburses the losses 
arising from the underlying insurance contracts – because entities do have access to this 
information. 

What did the IASB decide? A
The Board agreed with the staff recommendations. 

KPMG insight

The exception to the normal adjustments of the contractual service margin approved by the 
Board will necessitate additional processes and internal controls to identify when the changes 
in estimates need to follow the exception and be allocated to profit or loss, as opposed to 
increasing the contractual service margin.
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LEVEL OF AGGREGATION

The objective 
of the proposed 
insurance 
standard is to 
provide principles 
for measuring 
an individual 
insurance 
contract. 
However, an 
entity could 
aggregate 
insurance 
contracts, 
provided that 
the aggregation 
would meet that 
objective. 

Unit of account and portfolio definition
What’s the issue? B

The ED did not prescribe a single level of aggregation for recognising and measuring insurance 
contracts. Rather, it:

• included principles for measuring particular components of an insurance contract; and 

• indicated the levels of aggregation needed to meet those principles.

Many respondents to the ED said that they were unsure how to apply the different levels of 
aggregation, and asked for clarification and additional guidance. Some also expressed concerns 
about the reference to pricing in the definition of a portfolio, because they felt it may result in an 
excessively narrow and burdensome level of aggregation that is lower than the level at which they 
manage their business. 

What did the staff recommend? B

The staff noted that the contractual rights and obligations arise from individual contracts. As a 
result, the objective of the ED was to provide principles for the measurement of an individual 
insurance contract. However, it may be practical or necessary for entities to measure different 
components of an insurance contract at different levels of aggregation. The ED used the term 
portfolio as a default to specify a higher level of aggregation.

For each component of an insurance contract, the staff analysed the extent to which an entity 
could aggregate insurance contracts and still achieve the objective of measuring an individual 
contract.

Cash flows

Staff’s views Staff’s recommendation

The level of aggregation is not relevant to the 
measurement of cash flows. 

The definition of a portfolio does not determine the level 
of aggregation for cash flow measurement. It is only 
used to identify whether costs – including those that 
are determined at a higher level of aggregation than the 
portfolio – are permitted to be included in the fulfilment 
cash flows because they are considered to be directly 
related to the insurance contracts.

No action necessary.

Risk adjustment

Staff’s views Staff’s recommendation

The definition of a portfolio is not relevant to assessing the 
risk adjustment. 

The risk adjustment is assessed from an entity-specific 
perspective, and reflects all factors considered by 
the entity in determining the required compensation 
– including diversification benefits. The effect of 
diversification benefits is allocated to individual insurance 
contracts in proportion to the inherent risk. 

No action necessary.
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Initial recognition of the contractual service margin (or loss)

Staff’s views Staff’s recommendation

Under the ED, an entity would aggregate insurance 
contracts into a portfolio of contracts when determining 
the contractual service margin. The level of aggregation 
would determine the extent to which losses are 
recognised in profit or loss at initial recognition and 
subsequently. The aggregation of insurance contracts 
would result in averaging the contractual service margins 
– e.g. combining onerous contracts with profit-making 
contracts – allocated to each contract. 

The proposal in the ED that contracts in a portfolio would 
be priced similarly to the risk taken on was intended to 
ensure that an entity would not combine similar contracts 
with different degrees of expected profitability, and 
would therefore avoid recognising losses. However, the 
reference to pricing seems excessively restrictive at 
initial recognition.

Specify that in determining 
the contractual service margin 
or loss at initial recognition, 
an entity would not combine 
onerous contracts with profit-
making contracts. An entity 
would consider the facts and 
circumstances to determine 
whether a contract is onerous at 
initial recognition – i.e. whether 
the sum of the fulfilment cash 
flows and any pre-coverage cash 
flows determined for the contract 
is greater than zero. 

Amend the definition of a portfolio 
of insurance contracts to remove 
the reference to pricing.

Subsequent measurement of the contractual service margin

Staff’s views Staff’s recommendation

Recognising the contractual service margin in profit or loss

The ED did not specify a level of aggregation for 
recognising the contractual service margin in profit or loss. 
Instead, it proposed that the contractual service margin for 
the insurance contract would be fully recognised once the 
coverage period of the insurance contract has ended.

An entity could aggregate insurance contracts and achieve 
the objective in the ED if the contracts have similar: 

• release patterns – because the proportion of the release 
of the contractual service margin would be different 
over different stages of the contract (this would 
not apply to contracts that do not have participating 
features, as the release would only be based on the 
passage of time); 

• absolute amounts of the contractual service margin 
at initial recognition or an entity would incorporate the 
effect of lapses – because an entity should recognise in 
profit or loss more contractual service margin when a 
contract with a larger contractual service margin lapses 
than when a contract with a smaller contractual service 
margin lapses; and

• inception dates and coverage periods – because the 
contractual service margin would be recognised in 
such a way as to ensure that the whole margin has 
been recognised in profit or loss when the contract 
has ended.

Specify that in determining the 
contractual service margin at 
subsequent measurement, an 
entity could combine contracts 
that have similar: 

• release patterns; 

• absolute amounts of 
contractual service margin at 
initial recognition; and

• inception dates and coverage 
periods.
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Staff’s views Staff’s recommendation

Adjusting the contractual service margin for changes in 
estimates

The remaining contractual service margin determines 
the extent to which subsequent unfavourable changes 
in estimates can be absorbed. If different amounts of 
contractual service margins are combined, then losses 
that are yet to be recognised – because the contractual 
service margin is exhausted on a contract – might be 
averaged with contracts that have a sufficient contractual 
service margin to absorb unfavourable changes 
in estimates. 

An entity should be able to aggregate contracts within a 
portfolio only if: 

• the contracts have similar inception dates; and

• the amount of the contractual service margin released 
in each period is the same.

In addition, the staff recommended that the Board clarify that the objective of the proposed 
insurance standard is to provide principles for the measurement of an individual insurance 
contract, but that in applying the standard, an entity could aggregate insurance contracts – 
provided that it meets that objective.

What did the IASB discuss?

Most Board members acknowledged that:

• the assumptions for measuring insurance contracts may be made at an aggregated level and 
allocated to individual contracts; and

• onerous contracts should not be combined with profit-making contracts. 

However, some Board members raised concerns about the rules-based nature of the staff 
recommendation for aggregating insurance contracts on the subsequent measurement of the 
contractual service margin. They believed that it would be better to:

• emphasise the objective – i.e. to provide principles for the measurement of an individual 
insurance contract, but allow an entity to aggregate insurance contracts, provided that it meets 
that objective; and

• provide examples that illustrate circumstances where that objective would not be met – e.g. 
avoiding the recognition of losses by combining onerous contracts with profit-making contracts.
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What did the IASB decide?

The Board decided to:

• clarify that the objective is to provide principles for the measurement of an individual 
insurance contract, but that an entity could aggregate insurance contracts – provided that such 
aggregation meets that objective;

• amend the definition of a portfolio of insurance contracts to be “insurance contracts that 
provide coverage for similar risks and are managed together as a single pool”; and

• add guidance to explain that in determining the contractual service margin or loss at initial 
recognition, an entity would not aggregate onerous contracts with profit-making contracts. An 
entity would consider the facts and circumstances to determine whether a contract is onerous 
at initial recognition.

Additionally, the Board decided to provide examples of how an entity could aggregate contracts 
but nevertheless satisfy the objective above when determining the contractual service margin on 
subsequent measurement.

KPMG insight

Risk adjustment 

The techniques used in measuring the risk adjustment would consider the probability 
distribution of the underlying cash flows. This distribution depends on the level at which the 
entity determines the risk adjustment – e.g. at a contract level or at an aggregated level.

In determining the risk adjustment, risk mitigation effects would be considered. The 
measurement of the risk adjustment would not be restricted to a portfolio level – i.e. the 
risk adjustment would not be restricted only to reflecting risk mitigation within a portfolio. 
Restricting risk mitigation benefits to the portfolio would not economically represent the way 
an entity often prices and manages risks that it considers to be a mitigation of risks between 
portfolios or at a higher level of aggregation. For example, under different risk management 
practices, entities may determine the basis for managing risks either by type of risk – e.g. 
by death, theft or third party liability – or by characteristics of the risks – i.e. cash flows that 
have a probability distribution with a similar shape – even if these groupings are over multiple 
portfolios. Allowing for risk mitigation benefits between portfolios might result in lower risk 
adjustments and losses at inception for some portfolios that are expected to be profitable. 
The ED would allow for measurement at varying levels, as long as the measurement of the 
risk adjustment is consistent with the objective of reflecting the compensation that the entity 
requires for bearing risk.

Subsequent measurement of the contractual service margin

The contractual service margin would be recognised in such a way that no margin remains 
when the contract has expired. In practice, this may result in a unit of account that is more 
granular than the portfolio level in which the entity manages the contracts – e.g. groupings of 
contracts by inception date, coverage or service profiles, or at an individual contract level.

Systems and processes

The proposed level of measurement in the ED may be different from current practices. As a 
result, entities would need to establish new processes and adjust IT systems to comply with 
the proposals.
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An entity would 
select and apply 
its accounting 
policies 
consistently for 
similar contracts, 
considering the 
portfolio in which 
the contract is 
included, the 
assets that the 
entity holds and 
how those assets 
are accounted for.

Presenting the effects of changes in discount rates
What’s the issue?

In March, the Board decided that an entity would: 

• choose as its accounting policy to present the effects of changes in discount rates in profit or 
loss or in OCI; and 

• apply that accounting policy to all contracts within a portfolio – subject to developing guidance 
that entities would apply the same accounting policy to groups of similar portfolios. 

There were concerns expressed by Board members that entities would elect different accounting 
policies for very similar portfolios to achieve a favourable accounting result. For example, 
each year an entity could choose to start a new portfolio and apply a new accounting policy to 
these contracts.

What did the staff recommend?

The staff believed that:

• the requirements in IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors 
that an entity should use the same accounting policy for similar transactions, other events and 
conditions would already prevent the situation described above; and

• IAS 8 does not preclude an entity applying different accounting policies to two similar portfolios 
of insurance contracts that are backed by different types of assets, because the mix of assets 
should be considered as a condition that characterises the contracts in that portfolio. 

As a result, the staff recommended that application guidance should be added to clarify that an 
entity would select and apply its accounting policies consistently for similar contracts, taking 
into consideration the portfolio in which the contract is included and the related assets that the 
entity holds. 

What did the IASB discuss?

Some Board members noted that the primary concern about the proposed option to present the 
effects of changes in discount rates in profit or loss or in OCI is the possible lack of comparability 
and transparency of financial statements. This is because different entities could choose different 
accounting policies for similar portfolios of insurance contracts and assets. 

There were also concerns about accounting mismatches that may arise if: 

• an entity applies its accounting policy consistently for similar insurance contracts; and

• the mix of assets backing the insurance liabilities changes. 

Accounting mismatches may arise if the entity bought assets that were accounted for differently 
from the existing asset portfolio.

What did the IASB decide?

The Board decided to clarify that, in accordance with IAS 8, an entity would select and apply 
its accounting policies consistently for similar contracts, considering the portfolio in which the 
contract is included, the assets that the entity holds and how those assets are accounted for.
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PARTICIPATING CONTRACTS 

The Board gave 
directional 
guidance to the 
staff as to when 
an implicit asset 
management 
fee would exist, 
so that they 
could develop 
alternatives to 
be discussed in 
future meetings. 

Adjusting the contractual service margin for changes in the 
entity’s share of underlying items
What’s the issue? C

Some respondents to the ED proposed that for participating contracts the contractual service 
margin should be adjusted for changes in the entity’s share of underlying items. They believed that 
the entity’s share of underlying items:

• provides one of the sources of profits for participating contracts; and

• is akin to an implicit asset management fee. 

At last month’s education session on participating contracts, the staff explained two different 
positions on the entity’s share of underlying items resulting in significantly different accounting 
treatments. 

View of the entity’s share of underlying 
items

Accounting treatment for changes in 
entity’s share of underlying items

Akin to an implicit asset management fee 
– economically equivalent to an explicit 
performance-based asset management fee 

Adjusted against the contractual service 
margin if related to future services

Represents the entity’s economic interest in 
the underlying items – the entity’s investment 
return is viewed as being equivalent to either:

• an investment return on prepaid 
consideration; or

• the spread between the entity’s assets and 
its obligations to the policyholder

Recognised in profit or loss because these 
changes are not related to services provided 
under the contract

At this month’s meeting, the staff did not ask the Board to decide whether the contractual service 
margin should be adjusted for changes in the entity’s share of underlying items. Instead, to direct 
their future work, the staff made proposals on the assumption that, at some future meeting, the 
Board may require an entity to adjust the contractual service margin for the entity’s share of the 
underlying items on the grounds that: 

• the entity’s share represents an implicit asset management fee; and 

• the Board would wish to see how that approach might be implemented if the Board were to 
decide to go in this direction. 

On this basis, they proposed specific criteria for future staff papers, under which an implicit asset 
management fee would exist in a participating contract.
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What did the staff recommend?

Subject to the qualifications discussed above, the staff considered the following criteria for 
determining whether an implicit asset management fee exists in a participating contract.

Criteria considered Staff’s view

Requirement to hold 
the underlying items

Asset management services are only provided under contracts 
that ultimately pass amounts to the policyholder that are affected 
by changes in the returns on the underlying items held. With these 
contracts, the policyholder is affected by the returns generated by 
the entity’s asset management activities of the underlying items. 
This is regardless of whether the entity is required or chooses to 
hold the underlying items.

Role of the entity’s 
discretion

If the entity has full discretion over the returns of the underlying 
items to be shared between the policyholder and the entity, then 
the entity’s share of the returns is akin to an ownership interest or 
financial return. In this case, the entity has not earned a fee from its 
share of the underlying items. 

Nature of the entity’s 
share

The question is whether there is an economic difference between 
different sources of income, depending on whether the income is 
determined: 

• as a fixed amount or amounts without any reference to the 
underlying items; 

• as a function of both the amounts invested and any returns on 
those invested amounts; or 

• as a function of only the returns arising from the underlying 
items. 

The staff did not propose to specify criteria based on the nature of 
the entity’s share, as doing so could overly restrict the contracts that 
might qualify for this treatment. 

Extent of participation When the policyholder does not share substantially in the returns 
of the underlying items, then the entity retains a correspondingly 
larger share and benefits more than the policyholder from the way 
it manages the underlying items. The entity’s larger share is more 
similar to a residual interest in the underlying items than to a fee for 
an asset management service. 

Based on their analysis, the staff recommended that – on the assumption stated above – an 
implicit asset management fee would exist only when: 

• the returns to be passed to the policyholder arise from the underlying items that the entity 
holds – regardless of whether the entity is required to hold those items; 

• there is a minimum amount that the entity has to retain – either fixed or determinable; and 

• the policyholder will receive a substantial share of the total return on underlying items.
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What did the IASB discuss?

There was a general concern about the Board being asked to decide the circumstances in which 
an implicit asset management fee would exist, even though it has not yet concluded whether the 
contractual service margin should be adjusted for the entity’s share of the underlying items. It was 
felt that this month’s discussion could send the wrong signal to constituents about the Board’s 
view on this matter. The Board agreed to discuss the staff position on the basis that it is only 
direction for drafting future papers and not indicative of whether the Board supports adjusting the 
contractual service margin for changes in the entity’s share of the underlying items.

Some Board members believed that an implicit asset management fee should be considered to 
exist only when the returns to be passed to the policyholder arise from the underlying items that 
the entity is required to hold. This may impose a restriction on adjusting the contractual service 
margin for the entity’s share of the underlying items, and result in increased comparability of 
financial statements. 

In addition, some Board members noted that an entity should not earn an asset management 
fee for managing underlying items that it owns. They felt that there should also be a distinction 
between the entity’s discretion over:

• when to pass the returns from underlying items to the policyholder; and

• what proportion of the returns from underlying items are passed to the policyholder.

They believed that, when the entity has discretion over the amounts to be passed to the 
policyholder, its share of the returns from underlying items should not be regarded as an implicit 
asset management fee. 

What did the IASB decide? C

No decisions were made. The Board directed the staff to continue work on the basis of the staff 
recommendation.

KPMG insight

The following considerations may apply to the criteria that the Board gave as directional 
guidance to the staff as to when an implicit asset management fee would exist.

Returns to be passed to the policyholder arising from the underlying items the entity 
holds 

An implicit asset management fee may not exist if an entity promises a return to the 
policyholder based on the performance of an index – e.g. FTSE 100 – and does not hold the 
underlying items. 

Minimum amount that the entity has to retain

The staff paper included examples where applying the criteria would result in an implicit asset 
management fee existing. For a 90/10 participating contract in which the policyholder is entitled 
to receive at least 90 percent of the statutory results and the entity usually pays more than 
90 percent, the existence of an implicit asset management fee would depend on whether there 
was a fixed minimum that the entity was required to retain – e.g. if the entity was required to 
retain 4 percent, then 4 percent would be economically similar to a fee arrangement.
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Substantial share of the total return on underlying items

The Board’s directional guidance does not provide a bright-line test for determining when the 
policyholder’s share of the total return would be considered to be substantial. If the Board 
decides to move forward with adjusting the contractual service margin for the entity’s share of 
the underlying items, then it may define limits or ranges that indicate when the policyholder’s 
share is considered to be substantial.

The Board gave 
directional 
guidance to the 
staff as to when 
the book yield 
approach would 
be applied, 
so that they 
could develop 
alternatives to 
be discussed 
in future 
meetings.

Applying a book yield approach for presenting interest expense 
in profit or loss
What’s the issue? 

Some respondents to the ED proposed a book yield approach for presenting interest expense on 
insurance liabilities of participating contracts in profit or loss. The book yield approach:

• would determine the discount rate used to present the interest expense on insurance liabilities 
in profit or loss; and

• is intended to reduce accounting mismatches between the interest expense on insurance 
liabilities and interest income on the underlying items. 

Under the book yield approach, the discount rate for presenting interest expense in profit or loss 
would be based on the way in which the investments are accounted for under IFRS.

Underlying item Discount rate 

Financial instruments measured at fair value through profit 
or loss (FVTPL)

Current market yield 

Debt instruments measured at amortised cost or fair value 
through OCI (FVOCI) 

Effective interest rate 

Equity instrument measured at FVOCI Either:

• a discount rate reflecting the 
expected dividend stream; or

• a risk-free illiquid rate.

The proponents of the book yield approach would apply a single yield curve to all cash flows from 
the participating contract and update the yield curve at each reporting date. For periods after 
the investment is expected to mature or be sold, the yield curve would be based on expected 
reinvestment rates derived from market information at the reporting date. 

At this month’s meeting, the staff did not ask the Board to decide whether an entity would 
be required to apply the book yield approach to present interest expense in profit or loss for 
participating contracts. Instead, to direct their future work, the staff made proposals on the 
assumption that, at some future meeting, the Board may require entities to apply the book yield 
approach for determining interest expense in profit or loss. On this basis, they proposed specific 
criteria for future staff papers under which the book yield approach would be used.
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What did the staff recommend?

Subject to the qualifications discussed above, the staff believed that a reduction of accounting 
mismatches between the interest expense on insurance liabilities and the interest income on 
underlying items would be appropriate when there is an economic match between the underlying 
items and the insurance liability – i.e. when there is a clear relationship between:

• the underlying items recognised in the statement of financial position; and

• the amounts passed on to the policyholder. 

In determining whether there is an economic match, the staff considered the following 
circumstances.

Circumstances considered Staff’s views

Whether the entity is 
required to hold the 
underlying items

An economic match can occur regardless of whether an entity:

• is required to hold the underlying items – e.g. an entity holds 
the underlying items, and changes in the returns of these 
items will result in a change in the amounts passed to the 
policyholder; or

• chooses to hold the underlying items – e.g. an entity 
promises a return based on the performance of a pool of 
underlying items (for example, an index) and chooses to buy 
and hold that pool of underlying items. 

Whether the policyholder 
receives a substantial 
share of the returns

An economic match can occur even when the policyholder does 
not receive a substantial share of the returns. However, the 
costs of applying the book yield approach may outweigh the 
benefits when the policyholder does not receive a substantial 
share of the returns. This is because the book yield approach 
would not result in significant differences to other alternatives 
when the policyholder does not receive a substantial share of 
the returns. 

Whether the entity has 
discretion over the returns 
to the policyholder

An entity’s discretion over the returns to the policyholder is not 
important. It does not matter why there is an economic match 
– it is only important that the economic match exists. The two 
previous circumstances considered in this table are sufficient to 
meet the objective of an economic match. 

Based on their analysis, the staff recommended that – on the assumption stated above – the book 
yield approach would be applied only when: 

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

• the policyholder will receive a substantial share of the total return on underlying items.

What did the IASB discuss?

There was some discussion about the general mechanics of the book yield approach. Some Board 
members expressed sympathy for the book yield approach because it could reduce accounting 
mismatches in some situations. However, some were concerned about the complexity associated 
with determining the discount rate under the book yield approach. 
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Another concern was that the staff had asked the Board for decisions on applying the book yield 
approach, even though the Board has not yet concluded whether entities could present the effects 
of changes in the discount rate for participating contracts in OCI. The Board agreed to discuss the 
staff position on the basis that it is only direction for drafting future papers, and not indicative of 
whether the Board supports using the book yield approach for unwinding the discount in profit 
or loss.

What did the IASB decide?

No decisions were made. The Board directed the staff to continue work on the basis of the staff 
recommendation.

KPMG insight

Change of criteria

The Board provided the staff with criteria as directional guidance as to when the book yield 
approach would be applied. These criteria may not be met at each reporting date – e.g. if the 
designation of underlying items is changed in such a way that the policyholder no longer 
receives a substantial share of the total return on underlying items. As a result, entities may 
need to determine whether the criteria are met at each reporting date.
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APPENDIX: SUMMARY OF IASB’S REDELIBERATIONS

Decisions reached by the IASB during its redeliberations consider only insurance contracts that have no participating features. 
Issues specific to participating contracts will be considered at a later stage and, at that stage, the staff will consider whether 
the tentative decisions reached for non-participating contracts need to be revised.

What did the 
IASB discuss?

What did the IASB decide?
Is there an 
identified change 
to the ED?

Targeted issues

Unlocking the 
contractual 
service margin

• Favourable changes in estimates that arise after losses have previously been 
recognised in profit or loss would be recognised in profit or loss to the extent that 
they reverse losses that relate to coverage and other services in the future.

Yes

• Differences between the current and previous estimates of the risk adjustment 
that relate to coverage and other services for future periods would be added to, 
or deducted from, the contractual service margin, subject to the condition that 
the contractual service margin would not be negative. Consequently, changes 
in the risk adjustment that relate to coverage and other services provided in the 
current and past periods would be recognised immediately in profit or loss.

Yes

Presenting 
the effects of 
changes in the 
discount rate in 
OCI

• An entity could choose as its accounting policy to present the effects of changes 
in discount rates in profit or loss or in OCI, and apply that accounting policy to all 
contracts within a portfolio, subject to the IASB staff developing guidance: 

– confirming that entities would apply the same accounting policy to groups of  
similar portfolios; and

– that would provide rigour about when entities could change accounting  
policies based on the requirements in IAS 8.

Yes

• Application guidance would be added to clarify that, in accordance with IAS 8, 
an entity would select and apply its accounting policies consistently for similar 
contracts, considering the portfolio in which the contract is included, the assets 
that the entity holds and how those assets are accounted for.

Yes

• If an entity chooses to present the effect of changes in discount rates in OCI, 
then it would recognise: 

– in profit or loss, the interest expense determined using the discount rates that 
applied at the date on which the contract was initially recognised; and

– in OCI, the difference between the carrying amount of the insurance contract 
measured using the discount rates that applied at the reporting date and the 
amount of the insurance contract measured using the discount rates that 
applied at the date on which the contract was initially recognised.

Yes

• An entity would disclose the following information.

– For all portfolios of insurance contracts: An analysis of total interest expense 
included in total comprehensive income disaggregated at a minimum into: 

l the amount of interest accretion determined using current discount rates; 

l the effects on the measurement of the insurance contract of changes in  
discount rates in the period; and 

l the difference between the present value of changes in expected cash  
flows that adjust the contractual service margin in a reporting period 
measured using the discount rates that applied on initial recognition of 
insurance contracts and current discount rates.

Yes
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What did the 
IASB discuss?

What did the IASB decide?
Is there an 
identified change 
to the ED?

Presenting 
the effects of 
changes in the 
discount rate in 
OCI (continued)

– In addition, for portfolios of insurance contracts for which the effects of changes 
in discount rates are presented in OCI: An analysis of total interest expense 
included in total comprehensive income disaggregated at a minimum into: 

l interest accretion at the discount rate that applied at initial recognition of 
insurance contracts reported in profit or loss for the period; and 

l the movement in OCI for the period.

Insurance 
contract revenue 

• An entity would be prohibited from presenting premium information in profit or 
loss if that information is not consistent with commonly understood notions of 
revenue.

No

• An entity would present insurance contract revenue in profit or loss, as proposed 
in paragraphs 56–59 and B88–B91 of the ED.

No

• An entity would disclose the following:

– a reconciliation that separately reconciles the opening and closing balances of 
the components of the insurance contract asset or liability; 

– a reconciliation from the premiums received in the period to the insurance 
contract revenue in the period;

– the inputs used when determining the insurance contract revenue that is 
recognised in the period; and

– the effect of the insurance contracts that are initially recognised in the period 
on the amounts that are recognised in the statement of financial position.

No

Non-targeted issues

Recognising 
the contractual 
service margin in 
profit or loss

• The remaining contractual service margin would be recognised in profit or loss 
over the coverage period in the systematic way that best reflects the remaining 
transfer of the services under the insurance contract.

No

• For non-participating contracts, the service represented by the contractual 
service margin would be insurance coverage that:

– is provided on the basis of the passage of time; and

– reflects the expected number of contracts in force. 

Yes

Fixed-fee service 
contracts

• Entities would be permitted, but not required, to apply the revenue recognition 
standard to fixed-fee service contracts that meet the criteria stated in 
paragraph 7(e) of the ED.

Yes

Significant 
insurance risk 

• The ED’s guidance will be adjusted to clarify that significant insurance risk occurs 
only when there is a possibility that an issuer will incur a loss on a present-
value basis.

Yes

Portfolio 
transfers and 
business 
combinations

• Paragraphs 43–45 of the ED will be amended to clarify that contracts acquired 
through a portfolio transfer or a business combination would be accounted for 
as if they had been issued by the entity at the date of the portfolio transfer or the 
business combination.

Yes
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What did the 
IASB discuss?

What did the IASB decide?
Is there an 
identified change 
to the ED?

Determining 
discount rates 
when there 
is a lack of 
observable data

• The discount rates used to adjust the cash flows of an insurance contract for the 
time value of money would be consistent with observable current market prices 
for instruments with cash flows whose characteristics are consistent with those 
of the insurance contract.

No

• In determining those discount rates, an entity would use judgement to:

– ensure that appropriate adjustments are made to observable inputs, to 
accommodate any differences between observed transactions and the 
insurance contracts being measured; and

– develop any unobservable inputs using the best information available in the 
circumstances, while remaining consistent with the objective of reflecting the 
way market participants assess those inputs – accordingly, any unobservable 
inputs should not contradict any available and relevant market data.

Yes

Asymmetrical 
treatment of 
gains from 
reinsurance 
contracts

• After inception, entities would recognise in profit or loss any changes in 
estimates of cash flows for a reinsurance contract that arise as a result of 
changes in estimates of cash flows that are recognised immediately in profit or 
loss for an underlying insurance contract.

Yes

Level of 
aggregation

• The objective of the proposed insurance standard is to provide principles for 
measuring an individual insurance contract; but in applying the standard, an 
entity could aggregate insurance contracts, provided that the aggregation would 
meet that objective.

No2

• The definition of a portfolio of insurance contracts would be amended to 
”insurance contracts that provide coverage for similar risks and are managed 
together as a single pool”. 

Yes

• Guidance would be added to explain that, in determining the contractual service 
margin or loss at initial recognition, an entity would not aggregate onerous 
contracts with profit-making contracts. An entity would consider the facts and 
circumstances to determine whether a contract is onerous at initial recognition.

Yes

• Examples would be provided of how an entity could aggregate contracts but 
nevertheless satisfy the objective of the proposed insurance standard when 
determining the contractual service margin on subsequent measurement.

Yes

2 In the staff’s view, this decision represents a clarification of the principle already included in the ED. However, many respondents to the ED noted 
that they were unsure how to apply the different levels of aggregation. Consequently, this clarification may result in a change to the application of 
the principle.
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PROJECT MILESTONES AND TIMELINE FOR 
COMPLETION

The IASB re-exposed its insurance contracts proposals and issued ED/2013/7 Insurance Contracts in June 2013. A final standard 
is expected in the first half of 2015.
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* The effective date of the final IFRS is expected to be approximately three years after the standard is issued. The IASB staff estimate that the issue 
date would be in 2015 – which, on this basis, would result in an expected effective date of annual reporting periods beginning on or after 1 January 
2018, if the final standard is issued in early 2015. This appears to be the Board’s target, given the tentative decision that the mandatory effective 
date of IFRS 9 would be 1 January 2018.

Our suite of publications considers the different aspects of the project.

KPMG publications

1 New on the Horizon: Insurance contracts (July 2013)

2 Towards the Final Frontier: Business perspectives on the insurance accounting proposals (January 2014)

3 Evolving Insurance Regulation: The kaleidoscope of change (March 2014)

For more information on the project, including our publications on the IASB’s insurance proposals, see our website. You can also 
find, in the same place, information about the FASB’s insurance contracts project since February 2014, when this newsletter 
stopped following that project. For information on the FASB’s project subsequent to February 2014, see our Issues & Trends 
in Insurance.

The IASB’s website and the FASB’s website contain summaries of the Boards’ meetings, meeting materials, project summaries 
and status updates.

http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/New-on-the-Horizon/Pages/NOTH-insurance.aspx
http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/towards-the-final-frontier/Pages/towards-the-final-frontier-fs.aspx
http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/evolving-insurance-regulation/Pages/evolving-insurance-regulation-2014-fs.aspx
http://www.kpmg.com/Global/en/topics/Global-IFRS-institute/ifrs-topics/Pages/IFRS-for-Insurance.aspx
http://www.kpmg.com/US/en/IssuesAndInsights/ArticlesPublications/issues-and-trends-in-insurance/Pages/default.aspx
http://www.kpmg.com/US/en/IssuesAndInsights/ArticlesPublications/issues-and-trends-in-insurance/Pages/default.aspx
http://www.ifrs.org/Current-Projects/IASB-Projects/Insurance-Contracts/Pages/Insurance-Contracts.aspx
http://www.fasb.org/jsp/FASB/FASBContent_C/ProjectUpdatePage&cid=1175801889812
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FIND OUT MORE

For more information on the insurance project, please speak to your usual KPMG contact or visit the IFRS – insurance hot 
topics page.

You can also go to the insurance pages on the IASB website.

Visit our Global IFRS Institute to access KPMG’s most recent publications on the IASB’s major projects and other activities. 

Our IFRS – financial instruments 
hot topics page brings together 
our materials on the financial 
instruments project, including 
our IFRS Newsletter: Financial 
Instruments.

Our IFRS – leases hot topics 
page brings together our 
materials on the leases project, 
including our IFRS Newsletter: 
Leases.

Our IFRS – revenue hot topics 
page brings together our 
materials on the new revenue 
standard. Our In the Headlines 
summarises the key business 
impacts, while our First 
Impressions provides more 
detailed insights.

Our IFRS Breaking News 
page brings you the latest 
need-to-know information 
on international standards 
in the accounting, audit and 
regulatory space.
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