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FASB proposes to combine these in a single composite margin. This
composite margin is released over the lifetime of the contract (i.e.
over both the coverage period and the claims payment period).

* The exposure draft also specifies the treatment and recognition of
acquisition expenses in two separate categories (incremental and non-
incremental).
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ceded reinsurance contract should be estimated in the same manner as
the corresponding insurance contracts.

portfolio under the IASB model, resulting from the consideration (or lack of
consideration) of diversification effects.

-The potential impact from using different risk adjustment methodologies
and estimation techniques under the IASB model.

-The potential impact from calculating the net risk adjustment directly or by
considering gross and ceded results separately under the IASB model.




*The model displays only the impacts on underwriting income. Investment income
and taxes are not reflected in the graphs as the IASB and FASB proposals for insurance
contracts do not impact the recognition of income for these items.

sLiabilities are discounted using a risk-free yield curve plus an illiquidity adjustment
(specifically, US Treasury yields as of 12/31/2009 plus 35 basis points)

sIncome is shown on a semi-annual basis for the first 3 years, with the subsequent
income streams combined together.

S&P reserve risk charge factors by line of business for AAA-rated
companies. These factors were used to derive parameters to determine
the risk adjustment under the different measurement techniques.




“Cost of Capital” approach with return on capital set at 8% above the risk
free rate. At each stage, future capital needs are estimated by applying
the S&P reserve charge to the projected future cash flows, which are then
discounted to the current date.

The composite margin under the FASB DP building block approach is
amortized based on the formula proposed by the FASB (with no short-
duration modification applied).
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the composite margin. The recognition of income to offset these expenses then
depends upon the amortization of these margins.

The underlying risk component of the composite margin amortizes faster under the
FASB methodology than the amortization of the risk margin under the IASB approach.
However, in these examples the significant level of non-incremental expenses
imbedded in the composite margin slows down the income emergence in the FASB
examples.

In certain cases (the Workers Comp example), the underwriting income may accrue to
a level higher than current GAAP, before converging to a common level. This is most
likely to occur in long-tail lines where the level of discount may exceed the risk margin.




* The diversification credit was approximated by simulating a combined
lognormal distribution and measuring the resulting change in coefficient
of variation for the combined distribution against the average of the
individual coefficients of variation. This difference was then applied to
determine a risk adjustment for the combined portfolio, via the cost of
capital method.
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¢ The diversification credit as a % of the undiversified risk adjustment can
be substantial (roughly 50% in this example).




The risk loads relative to central estimate liabilities were kept constant
during the run-off of the underwriting year under the assumption that the
coefficient of variation of the overall portfolio was unchanged during this
time.
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baseline scenario.
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