
Highlights

The Board held a meeting on  9 June 2010 to discuss two 
related topics:

1.   whether some short-term insurance contracts should be
accounted for using an unearned premium approach for the
measurement of pre-claims liabilities (i.e., rather than the full
building block approach); and 

2.   whether short-term, short-tail claims liabilities should be
measured using only the expected cash flows (i.e., without
margins or discounting).

The Board focused most of their discussion on the first of these
topics and expressed their interest in an alternative to the full
building block approach for measurement of pre-claims liabilities of
qualifying insurance contracts. The alternative approach is
intended to simplify accounting for certain short-term insurance
contracts. The model proposed is similar to the existing FAS 60
revenue recognition model for short-duration contracts wherein the
insurer would defer revenue and recognise it over the coverage
period and recognise claims as incurred. The Board also discussed
the need for a liability adequacy test on the unearned premium
liability. No conclusions were reached on what the criteria would
need to be met for contracts to be accounted for under this
alternative model. 

The Board only briefly addressed the second topic but reiterated
their belief that discounting is appropriate for long-tail liabilities.
One Board member noted support for not discounting short-term
claims liabilities.

Detailed Discussion

In recommending the unearned premium approach (also referred to
as the premium allocation approach), the staff noted that it is a
model that is both understandable and familiar to existing financial
statement users and one that is deemed to be at a lower cost and
effort to financial statement preparers. The staff had recommended
that the premium allocation approach should be limited to
contracts with twelve month or less coverage periods, no
embedded options or guarantees, and an average payout period of
two years or less. A liability adequacy test would be required under
this approach. In recommending these criteria, their stated
expectation is that the results would not differ significantly from
application of the building block approach. 

Several Board members expressed their preference for the
premium allocation approach over the building blocks approach
and suggested that, perhaps, this approach should be the primary
measurement approach and the building blocks approach be used
as the alternative approach for short duration property/casualty
contracts. In support of this position they opined that it better
reflected the economics of the contracts and observed that
analysts focus heavily on the underwriting results for short-term
contract business. It was acknowledged by the Board that the use
of the premium allocation approach would often result in
accelerated profit recognition because the profit is released over
the coverage period rather than the longer claims payout period.

The Board expressed concerns as to whether it would be clear
which contracts were eligible for the premium allocation approach.
There was a lot of discussion on how broad the scope of this
alternative model should be and over each of the criteria
recommended by the staff. 

The Board discussed the relevance of the proposed criteria of a
coverage period of less than one year but did not reach a
conclusion. A point was made that the coverage might not be a
meaningful factor to base the scope of the approach on and that
the tail might be more relevant. Discussion ensued as to whether to
apply a FAS 60 type of description of short term, acknowledged as
regularly interpreted as three to five years or less. The Board noted
they would like to better understand and further consider the
impact on measurement of replacing the proposed one year of
coverage criterion with a criterion based on FAS 60’s three to five
years of coverage and also how the existence of retrospective
premium adjustments would impact the scope. It was observed by
a Board member that health insurance contracts where the insurer
is prohibited from cancelling the coverage and restricted on the
amount of price increases would likely not meet the criteria for the
premium allocation approach.

The Board agreed that the existence of embedded financial
derivatives should not preclude the use of the premium allocation
approach. In arriving at this conclusion, they observed that the
requirement to separately account for an embedded derivative
should not influence the availability of which measurement
approach is applied to the remainder of the contract.
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In discussing the claims handling period, concerns were raised by
the Board related to how to treat long-tail business components
embedded in a contract that also includes short tail business.
Bodily injury coverage contained in most automobile policies was
used as an example. Some believed that a policy containing this
coverage would likely be disqualified from the premium allocation
approach being discussed. The Board also discussed whether the
requirement to determine if the average claims handling period is
less than two years would negate any cost or effort savings
otherwise gained by not applying the full building block approach.
One of the Board members noted that the determination of the
average payout period would be based on historical results rather
than projections of the timing of future cash outflows. One
suggestion was to develop criteria for applying the alternative
model based on the type of insurance coverage provided rather
than a specific period of time. In discussing claim liability
accounting, Board members seemed to acknowledge that the
claim liability should be discounted unless the effect is not material.

The Board also discussed whether the use of premium allocation
approach should be required or optional for contracts meeting its
criteria. Several Board members expressed their opinion that it
should be required.

The Board asked the staff to provide additional information about
the appropriate coverage period and type of insured events for an
insurance contract to qualify for the premium allocation approach,
and the effect of a retrospective rating feature on an insurance
contract otherwise eligible for the premium allocation approach.

Additional Information

Questions on this summary and the FASB/IASB joint project can be
directed to: Chris Irwin (646-471-9033), a Senior Manager in the
New York Metro Insurance Group, or Mary Saslow (860-693-4407)
a Managing Director in the National Professional Services Group,
who is part of both the U.S. and Global Accounting Consulting
Services groups.  
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