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Introduction
The FASB recently issued a discussion paper (DP), Preliminary Views on Insurance 
Contracts. The DP gives constituents the opportunity to comment on an insurance 
accounting model proposed by the IASB in its exposure draft (ED), Insurance Contracts, 
that, if adopted in the United States, would result in sweeping changes to the existing 
U.S. model. In addition, the DP summarizes the ED’s key provisions, indicates the FASB’s 
preliminary views, and includes an appendix with a table comparing current U.S. GAAP 
with the (1) ED’s proposed model and (2) FASB’s preliminary views. Those who intend 
to participate in the joint public roundtables for the project (planned for December) 
should submit any comments they have on the DP to the FASB by November 30, 2010. 
Otherwise, comments on the DP are due by December 15, 2010.  

Although the FASB and IASB have expressed a desire to develop high-quality, compatible 
insurance accounting standards and have undertaken this project as a joint project, 
insurance accounting is not one of the projects addressed in the Memorandum of 
Understanding between the two boards and there is no specific timeline for issuing a 
converged standard (although the IASB has stated its intent to issue a final revised version 
of IFRS 41 in the second quarter of 2011). Moreover, the FASB’s preliminary views differ 
from the views expressed in the ED in a number of important respects. Accordingly, 
the FASB chose to issue a DP instead of an ED to solicit input “on the advantages and 
disadvantages of pursuing a comprehensive reconsideration of insurance accounting 
versus making targeted improvements to current U.S. GAAP.”  

The DP does not incorporate the ED but refers to it extensively. For additional information 
about the ED’s key provisions, see Deloitte’s August 24, 2010, Heads Up.

This Heads Up focuses on aspects of the DP and ED about which (1) the FASB has not 
formed a preliminary view, (2) the FASB disagrees with the IASB proposal, or (3) the FASB 
would like to otherwise highlight subjects for consideration.

Summary of Key Observations About the IASB Exposure 
Draft
The ED proposes a single model that would apply to all types of insurance contracts, 
including reinsurance contracts,2 with a modified approach for some short-duration 
contracts. Under this model, the liability would be based on the present value of 
probability-weighted cash flows, with an adjustment for the uncertainty of deviations 
from those cash flows and a margin to defer any future profits. The fulfillment cash flows 
would represent the cash inflows and outflows expected to arise for an insurer, net of 
incremental acquisition costs — the net balance that represents its rights and obligations 
under the contract.
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1 IFRS 4, Insurance Contracts.
2 All references to “insurance contracts” herein also apply to reinsurance contracts.
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The ED’s concept of fulfillment cash flows differs from that in the IASB’s 2007 DP, which 
proposed a fair value approach based on a transfer (exit value) notion. Respondents 
commented that a transfer objective is incorrect “for items that will not be, and often 
cannot be, transferred” and argued that the cash flows should be based on what the 
insurer needs to satisfy its duty under the contract rather than on market-participant-
related estimates.  

In addition, the definition of an insurance contract is not based on the entity that issues 
it. Rather, contracts issued by any type of entity can be deemed insurance contracts as 
long as they transfer significant insurance risk — that is, “if, and only if, an insured event 
could cause an insurer to pay significant additional benefits in any scenario, excluding 
scenarios that lack commercial substance.”  

Key observations of the ED include:

•	 In	many	countries,	the	proposed	“building	block”	approach	for	recognizing	
the insurance contract obligation is expected to be very different from the 
approaches and methods used today. 

•	 There	are	three	building	blocks:	an	explicit,	unbiased,	and	probability-weighted	
estimate of the future cash flows; a discount rate that adjusts those cash flows 
for the time value of money (i.e., a risk-free rate adjusted for illiquidity); and 
both a risk adjustment and a residual margin for uncertainty and future profits, 
respectively. 

•	 Insurers	would	be	required	to	develop	new	methods	to	determine	appropriate	
estimates for each of the building blocks. 

•	 Incremental	acquisition	costs	(identified	at	the	level	of	the	individual	insurance	
contract) would be included in the cash flows arising from the contract. 

•	 Increased	earnings	volatility	could	result	when	there	is	a	mismatch	between	the	
value of insurance liabilities and invested assets (e.g., when the discount rate of 
the liability differs from the expected return on assets) or a mismatch in asset 
and liability durations. The pattern of profit recognition will also be affected by 
the release of the risk adjustment over the contract term and claims handling 
period and the residual margin over the contract term. 

•	 A	loss	could	arise	on	initial	recognition,	depending	on	how	the	insurance	
contract is priced. Such losses are also known as “Day 1” losses and must be 
immediately recognized in earnings.

•	 Requirements	to	“unbundle”	components	within	contracts	that	are	not	closely	
related to the insurance coverage.

•	 An	entity	may	need	to	make	significant	system	changes	to	allow	for	the	
determination and tracking of (1) the unbiased probability-weighted cash flows 
at a portfolio or “cohort” level; (2) the contract boundaries, both at inception 
and end; (3) the relevant acquisition costs; (4) the date of recognition (as defined 
in the ED) of the obligation; (5) the probability distribution models for portfolio 
measurement; and (6) the appropriate discount rate, including determination of 
an appropriate illiquidity adjustment.

Key Differences Between the FASB’s Preliminary Views 
and the IASB Exposure Draft

Scope
Both the FASB and IASB agreed that an insurance contract is defined as a “contract under 
which one party (the insurer) accepts significant insurance risk from another party (the 
policyholder) by agreeing to compensate the policyholder if a specified uncertain future 
event (the insured event) adversely affects the policyholder.” Thus, the application of 
insurance accounting does not depend on whether the entity writing the contract is an 
insurance company. 
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The FASB did not agree with the IASB’s belief that financial instruments with discretionary 
participation features should be within the ED’s scope and questioned whether employer-
provided health insurance (from the perspective of the employer) “should be excluded 
from the scope of the proposed guidance for U.S. GAAP.”

The reasons cited in the FASB’s DP for the FASB’s preliminary conclusion that financial 
instruments with discretionary participation features should be excluded from the 
project’s scope include:

•	 They	do	not	transfer	significant	risk	to	the	insurer	and	therefore	do	not	meet	
the definition of an insurance contract. Applying insurance accounting to such 
contracts creates additional complexities, such as a need to separate these 
contracts from other investment contracts and to identify a separate principle for 
contract boundary. 

•	 The	model	may	end	up	becoming	an	industry-specific	model,	since	insurance	
companies have significant volume in these non-insurance-type arrangements.

•	 Other	financial	institutions	account	for	these	contracts	as	financial	instruments,	
which may lead to comparability issues.

The DP does not specify whether employer-provided health insurance should be included 
within its scope but requests feedback from constituents on this matter. It observes that 
providers of such insurance may receive premium payments through salary deductions 
and indicates that some believe such arrangements should be accounted for as insurance 
and others believe they are employee compensation expense. The DP also noted 
stakeholder uncertainty regarding possible effects of the recent health care reform law.

Editor’s Note: Some have also questioned whether self-insurance arrangements 
for certain risks, such as workers’ compensation, should be within the scope of the 
insurance contracts measurement model. 

Measurement Models
According to the FASB’s preliminary views, entities would use a measurement model 
consisting of a single composite margin that defers profit at inception and implicitly 
reflects risk and uncertainty in the fulfillment cash flows. The Board believes that this 
approach is preferable to the IASB’s model, in which explicit risk adjustment and residual 
margins are used. Under both views, losses at inception (i.e., “onerous contracts”) would 
be recognized immediately in earnings. The DP refers to these measurement models as 
the single (i.e., “composite”) and two-margin approaches.
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approach, the 
composite margin is 
not discounted; it is 
fixed at inception 
and recognized in 
earnings over the 
coverage and claims 
handling period.

Unless the contract is onerous, no measurement differences exist at inception because, 
under both approaches, the residual margin and composite margin are calibrated to the 
consideration received or receivable from the policyholder to avoid day 1 gains. However, 
day 2 and beyond would yield differences in measurement. For contracts not qualifying 
for the IASB’s modified approach (long-duration contracts), the IASB risk adjustment 
margin is remeasured in each reporting period, with changes recognized in earnings, 
and the residual margin (which is fixed at inception) is recognized systematically over 
the coverage period. In contrast, under the FASB’s approach, the composite margin is 
not discounted; it is fixed at inception and recognized in earnings over the coverage 
and claims handling period. Amortization of the composite margin is based on the 
ratio of premiums and claims cash flows allocated and paid to date to those ultimately 
expected. In addition, unlike the two-margin approach, in which interest is accreted on 
the risk and residual margins, the composite margin approach would not accrete interest. 
Measurement under the IASB’s modified approach for short-duration contracts would 
also differ from that under the FASB’s approach. These differences are discussed in 
greater detail below.

Editor’s Note: Questions have arisen about how an entity should calculate and 
calibrate the risk adjustment margin under the IASB’s measurement model. Some are 
concerned that because there is no single way to calculate the risk margin, a lack of 
comparability may result. In addition, there are concerns about the level of subjectivity 
involved in the determination of the risk adjustment margin and the possible effect on 
reported earnings when the risk adjustment margin is remeasured in each reporting 
period. Because the ED limits the calculation techniques to only three acceptable 
methods (mainly to address comparability) — confidence interval, conditional tail 
expectation, and cost of capital — there is also a concern that other techniques that 
better reflect an insurer’s expected risk may become available in the future but could 
not be used because of the ED’s restriction. 

The methods that an insurer may use to calibrate risk could vary considerably.  For 
example, there is a belief that many European companies may use a cost-of-capital 
approach similar to that in the Solvency II regime. In the United States and other 
countries, if the two-margin approach is adopted, it is unclear how the risk adjustment 
margin would be calibrated and these differences may lead to a lack of comparability.

The two approaches also could result in significantly different profit recognition 
patterns for shorter-duration contracts. Under the IASB’s two-margin approach (for 
contracts that do not qualify for the modified approach, which is discussed below), the 
residual margin is recognized over the contract coverage period; however, under the 
FASB’s composite margin approach, the profit component would be recognized over 
the coverage and claims handling periods, which could spread profit recognition out 
over a much longer period than the coverage period.

Acquisition Costs
The FASB and IASB agree that incremental acquisition costs (i.e., “those costs that would 
not have been incurred if the insurer had not issued that particular contract”) identified at 
the individual contract level would be included in the unbiased probability-weighted net 
fulfillment cash flows (“net cash flows”) and would reduce the profit within the residual 
margin (or composite margin). They further agree that acquisition costs that are not 
incremental would be expensed as incurred.  

However, the DP observes that differences may arise between the types of acquisition 
costs that may be included in net cash flows under the proposed building-blocks 
approach and those that could be deferred under U.S. GAAP under the recent final 
consensus reached by the EITF on Issue 09-G.3 Issue 09-G aligns the accounting for 
acquisition costs with the accounting for loan origination costs. Thus, Issue 09-G 

3 EITF Issue No. 09-G, “Accounting for Costs Associated With Acquiring or Renewing Insurance Contracts.”
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indicates that only the following costs may be deferred and only as they relate to 
successful contracts: (1) incremental direct costs and (2) the portion of an employee’s 
total compensation and payroll-related fringe benefits directly related to time spent on 
successful contract acquisition activities. In addition, Issue 09-G specifies that direct-
response advertising costs may be included in acquisition costs to the extent that they 
meet the capitalization criteria in ASC 340.4  

The ED differs from Issue 09-G regarding employee costs. Specifically, the ED allows 
an entity to include commissions paid to employees for policy issuances as acquisition 
costs in net cash flows. Issue 09-G, however, treats commissions paid to employees for 
successful policy issuances as part of the total compensation subject to allocation on the 
basis of time spent on contract acquisition activities. In addition, all advertising costs are 
expensed under the ED.

Editor’s Note: As a result of the differences in guidance between the ED and Issue 
09-G and differences in how insurance companies have organized their distribution 
networks, there may be significant disparity among entities whose acquisition costs 
are implicitly “deferred” within the net cash flows versus expensed immediately. For 
example, entities that are direct writers of insurance (which tend to rely heavily on 
direct-response advertising) and entities that sell insurance contracts primarily by using 
an in-house sales force would most likely expense significantly more acquisition costs 
than entities selling insurance contracts through third-party agents.

Modified Approach for Short-Duration Contracts
The ED requires a modified approach for short-duration contracts. This approach applies 
to contracts for which the period of coverage is approximately one year or less and the 
“contract does not contain embedded options or other derivatives that significantly affect 
the variability of cash flows, after unbundling any embedded derivatives.” 

The ED distinguishes between a pre-claims liability and a pre-claims obligation. Under 
the modified approach, the insurer recognizes a pre-claims liability representing its stand-
ready obligation to pay valid claims (the pre-claims liability) as well as a claims liability 
for valid claims for insured events that have already occurred, including those that are 
incurred but not reported (the post-claims liability). In the ED, this pre-claims liability is 
defined as “the pre-claims obligation less the expected present value of future premiums, 
if any, that are within the boundary of the existing contract.” The pre-claims obligation 
is measured at inception as the amount of premium received and the present value of 
future premium cash flows net of incremental acquisition costs, and is subsequently 
allocated to earnings over the coverage period in a systematic way. Thus, the pre-claims 
liability is the amount of premium received net of incremental acquisition costs as well 
as allocated premiums. Further, the ED requires that a current discount rate be used to 
accrete interest on the carrying amount of the pre-claims liability. 

Like all other insurance liabilities, the post-claims liability is measured as the present value 
of fulfillment cash flows. For contracts accounted for under the modified approach, an 
insurer would separately present premium revenue, claims and expenses incurred, and 
amortization of incremental acquisition costs in the performance statement.

While certain FASB board members believe that a modified approach should apply 
to some insurance contracts, the FASB has not concluded on the extent to which, 
or conditions in which, it would apply. In addition, the FASB does not express any 
preliminary views on this subject in the DP and asks respondents for their thoughts on 
this matter.

While certain FASB 
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believe that a 
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it would apply.

4 FASB Accounting Standards Codification Topic 340, Other Assets and Deferred Costs.



6

The FASB and IASB 
agreed that an entity 
would use the same 
recognition and 
measurement 
principles (i.e., the 
building-blocks 
approach) to account 
for reinsurance 
contracts.

Editor’s Note: Some U.S. companies question the utility of the modified approach 
given that the U.S. GAAP guidance on short-duration contracts is separate from that 
for long-duration contracts. In particular, while such companies recognize that the 
modified approach does not require separate measurement of a risk adjustment 
margin and a residual margin for pre-claim liabilities, they see little benefit to this 
accommodation because such margins typically would have been amortized over a 
12-month period. Furthermore, the DP highlights that because the onerous contract 
test still would be based on the present value of fulfillment cash flows, “an insurer 
would calculate the present value of the fulfillment cash flows regardless of whether 
the contract is short duration or long duration, which would diminish the benefits of 
the modified approach for short duration contracts.” 

Others question the benefit of discounting cash flows for certain short-duration 
contracts (e.g., traditional auto insurance policies that often provide coverage for 
12 months or less), given the short period to adjust for the time value of money. 
Finally, some companies questioned the advantage of the modified approach when 
the amount of modeling needed to determine the post-claims liability cash flows is 
the same as under the building-blocks approach. It also is unclear how the modified 
approach would interact with the FASB’s composite margin approach. 

In the two-margin approach, all implied risks of variability in cash flows (the risk 
adjustment) are remeasured in every period; however, any anticipated profit on the 
contract is determined at inception and locked in. The residual margin is subsequently 
amortized over the coverage period. In periods of significant variability in anticipated 
cash flows, changes in the present value of the probability-weighted estimate of net 
cash flows and the risk adjustments would be reported in each period’s earnings, but 
the profit component of the contract would still be recognized on the basis of the 
estimates made at the inception of the contract. 

In the composite margin approach, all implied risks of variability in cash flows, as well 
as any anticipated profit on the contract, are determined at inception and locked in. 
Some believe that under the modified approach, the post-claim liability should include 
a risk adjustment, which is not separated out because the composite margin includes 
both components. Without a risk margin, the post-claims liability would not reflect the 
uncertainty inherent in any insurer’s liability.

Other Areas for Consideration

Determination of Illiquidity Premium for Discount Rate 
The FASB and IASB agree that the net fulfillment cash flows should be recorded at their 
present value and that the discount rate should be a risk-free rate adjusted for illiquidity. 

Editor’s Note: The recent credit crisis highlighted the difficulties entities may 
encounter in identifying illiquidity premiums for items that are meant to be transferred. 
Additional complexities arise when an entity tries to determine illiquidity premiums 
for insurance contracts that were not meant to be bought and sold. While some may 
look to areas such as the Solvency II regime for limited guidance, currently there is 
no commonly accepted approach or model for identifying an illiquidity premium for 
insurance contracts. In addition, both the ED and DP provide little guidance in this 
area. 

Reinsurance
The FASB and IASB agreed that an entity would use the same recognition and 
measurement principles (i.e., the building-blocks approach) to account for reinsurance 
contracts. The EP and DP also indicate that a cedant would not offset reinsurance assets 
against related liabilities and would record a gain on reinsurance when the present value 
of the future cash inflows of the underlying contract exceeds the present value of the 
related cash outflows. Otherwise, the cedant would record a composite margin (or a 
residual margin under a two-margin approach).
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Entities affected by 
the proposals in the 
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Editor’s Note: Although there is detailed guidance in U.S. GAAP on accounting for 
reinsurance contracts, the ED provides little additional guidance under the rationale 
that reinsurance contracts are similar to direct insurance contracts. If the ED is finalized 
in its current form, companies will therefore need to exercise significant judgment in 
accounting for items such as retrospective reinsurance and in determining whether 
and how (1) the modified approach should be applied to short-duration reinsurance 
arrangements with underlying long-duration contract risks and (2) unbundling criteria 
should be applied to reinsurance contracts.

Tax Considerations
A temporary difference arises when the amounts for financial reporting purposes differ 
from the tax basis of an asset or liability. ASC 7405 provides guidance on temporary 
differences that result in deferred tax assets or liabilities. When the accounting rules 
change the recognition or measurement of amounts for financial reporting purposes, an 
entity will also have to consider changes in temporary differences. Entities affected by 
the proposals in the DP and ED would therefore need to assess temporary differences. 
The tax bases of insurance liabilities would not be affected by the proposed guidance; 
therefore, any changes to the financial reporting amounts are likely to result in a change 
to deferred taxes.

From a tax perspective, the starting point for calculating U.S. federal income tax for 
insurance companies is based on statutory accounting principles (SAP), which are 
established by the National Association of Insurance Commissioners (NAIC). In the 
calculation of U.S. federal taxable income, SAP, coupled with applicable tax law, serves as 
the basis for determining the tax basis of assets and liabilities. It is unclear whether the 
NAIC will make similar changes to SAP as a result of the DP. If the accounting changes 
prompt the NAIC to reconsider SAP, any changes in U.S. tax regulations governing the 
timing of tax deductions related to insurance reserves may affect the timing and amount 
of taxes payable in the United States. In the absence of such changes, the impact on 
cash taxes for U.S. insurance companies will most likely be minimal.

In non-U.S. jurisdictions, there are a wide variety of bases for calculating tax-deductible 
reserves; therefore, the cash tax impact of any changes in GAAP standards will vary by 
jurisdiction and by company.

Transition
The ED indicates that at transition, insurers would need to restate their ending insurance 
contract liabilities at the beginning of the earliest year presented through a series of 
adjustments that include: 

•	 Write-off	to	opening	retained	earnings	of	all	insurance	intangible	assets,	such	
as deferred acquisition costs or intangible assets recognized upon acquisition of 
insurance businesses and portfolios. 

•	 Use	of	the	building-blocks	approach	to	restate	all	of	the	in-force	insurance	
contracts. Any positive or negative difference arising from this restatement 
would need to be recognized in opening retained earnings. No residual margin 
would be recognized on transition. 

5 FASB Accounting Standards Codification Topic 740, Income Taxes.
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Editor’s Note: Most entities argue that retrospective treatment would be preferable 
to prospective treatment since the former would maximize comparability; however, 
the ED does not allow for full retrospective implementation. Therefore, entities with 
profitable long-duration contracts that would have recognized future profit in the 
income statement instead will recognize a large adjustment to retained earnings and 
thus will only recognize positive developments on the risk margin on the existing block 
of business. 

Moreover, in the absence of full retrospective implementation, which is impracticable, 
whatever additional guidance is provided may benefit certain entities’ net assets and 
GAAP-based ratios at the detriment of others.

Next Steps
As noted above, comments are due to the FASB by December 15, 2010, unless a 
respondent would like to participate in one of the roundtable discussions planned for 
December 2010, in which case comments are due by November 30, 2010.

Editor’s Note: Ramifications of the proposed IASB and FASB approaches will only 
be fully understood after extensive modeling is performed on an entity’s portfolio of 
insurance contracts. Respondents are encouraged to engage in discussions with their 
financial advisers to assess the potential impact of the proposed standards. 

Please feel free to contact the following people with questions:

E-mail Phone

Aniko Smith anikosmith@deloitte.com 213-400-3235

Rajiv Basu rbasu@deloitte.com 212-436-4808

Don Schwegman, Partner dshwegman@deloitte.com 513-784-7307

Rick Sojkowski, Partner rsojkowski@deloitte.com 860-725-3094
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