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Deloitte & Touche LLP

On June 27, 2013, the FASB released for public comment a proposed ASU1 as part of 
the FASB-IASB joint project to attempt to create a consistent approach for measuring 
insurance contracts. The IASB issued its second exposure draft (ED)2 on this topic on June 
20, 2013. Comments on both proposals are due by October 25, 2013.

While the boards have made progress in bridging their differing views over the past two 
years of deliberations, the proposals are not fully converged. Unlike the IASB’s ED, which 
asks questions on only seven topics,3 the proposed ASU seeks constituents’ views on all 
aspects of the proposed accounting model for insurance contracts. 

Editor’s Note: Although it seems likely that the new insurance contract standards will 
not be fully converged, the boards will continue to jointly redeliberate the project and 
are dedicated to achieving convergence whenever possible. 

This Heads Up discusses key elements of the FASB’s proposed ASU and contains several 
appendixes, including Appendix A, which compares the FASB’s proposal with current 
U.S. GAAP, and Appendix B, which compares the proposal with the IASB’s ED. For more 
information about the IASB’s ED, see Deloitte’s June 21, 2013, IFRS in Focus.

Scope
The proposed ASU would apply to all entities that issue or reinsure insurance contracts 
but not to policyholders (other than holders of reinsurance contracts). Unlike existing U.S. 
GAAP, the proposed insurance accounting model is contract-driven; it is not limited to 
traditional insurance companies or captive insurance subsidiaries. The proposal defines 
an insurance contract as a “contract under which one party (the issuing entity) accepts 
significant insurance risk from another party (the policyholder) by agreeing to compensate 
the policyholder or its designated beneficiary if a specified uncertain future event (the 
insured event) adversely affects the policyholder.” 

Certain types of contracts are outside the scope of the the proposed ASU, including:

• “Product warranties issued by a manufacturer, dealer, or retailer.”

• An “[e]mployer’s assets and liabilities under employee benefit plans . . . and 
retirement benefit obligations reported by defined benefit retirement plans.”
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1 FASB Proposed Accounting Standards Update, Insurance Contracts.
2 IASB Exposure Draft, Insurance Contracts.
3 Because this is the second ED that the IASB has issued for this project, it did not feel the need to seek constituents’ views on 

aspects of the proposed model that it had previously requested feedback on. 

http://www.fasb.org/cs/ContentServer?c=Document_C&pagename=FASB%2FDocument_C%2FDocumentPage&cid=1176163028066
http://www.ifrs.org/Alerts/ProjectUpdate/Pages/IASB-publishes-revised-proposals-for-the-accounting-for-Insurance-Contracts-June-2013.aspx
http://www.iasplus.com/en/publications/global/ifrs-in-focus/2013/insurance-ed
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• “Employer-provided insurance.”

• “Contractual rights or contractual obligations that are contingent on the future 
use of, or right to use, a nonfinancial item.”

• “Residual value guarantees provided by a manufacturer, dealer, or retailer, as well 
as a lessee‘s residual value guarantee embedded in a finance lease.”

• Certain “fixed-fee service contracts.”4

• Certain guarantees.

Editor’s Note: Entities may have to exercise significant judgment to determine 
whether certain fixed-fee or financial guarantee arrangements are within the scope 
of the proposed ASU. Contracts that may qualify for the fixed-fee scope exception 
include (1) capitation and other fixed-fee medical service arrangements in which the 
customer is not certain to receive a service from the provider unless certain medical 
events occur, (2) typical fixed-fee prepaid maintenance and repair contracts, and  
(3) traditional roadside assistance programs.

Overview of the Measurement Models
The proposed ASU identifies two distinct models: (1) the premium allocation approach 
(PAA) and (2) the building block approach (BBA). The PAA is more akin to the proposed 
revenue recognition model, while the BBA focuses on liability measurement and overall 
fulfillment cash flows. The sections below describe the two models in more detail and 
discuss how an entity would determine which model to apply to a portfolio of insurance 
contracts.

Editor’s Note: The introduction of two models constitutes a key difference between 
the FASB’s proposed ASU and the IASB’s ED. Unlike the FASB, the IASB decided that 
the PAA is not a distinct model but a simplification of the BBA and can only be applied 
to contracts in which the measurements under the PAA are a proxy for those under 
the BBA.

An insurance contract is recognized initially at the beginning of the coverage period;5 the 
contract is derecognized when it is discharged, is canceled, or expires.

Premium Allocation Approach
Under the PAA, the preclaim liability for remaining coverage is measured initially as 
the present value of the premiums received and receivable under the contract, net of 
acquisition costs (AC) (an approach similar to the unearned premium reserve (UPR) 
concept under current U.S. GAAP). Subsequently, the liability for remaining coverage 
is reduced in a manner consistent with the coverage provided (i.e., according to the 
passage of time or the expected timing of incurred claims and benefits). As insured events 
occur, an entity will record a liability for incurred claims, measured as the present value of 
expected fulfillment cash flows.

The proposed ASU 
identifies two 
distinct models: (1) 
the premium 
allocation approach 
and (2) the building 
block approach. The 
PAA is more akin to 
the proposed revenue 
recognition model, 
while the BBA 
focuses on liability 
measurement and 
overall fulfillment 
cash flows.

4 ASC 834-10-15-5 (as proposed) states that contracts outside the proposal’s scope would include certain fixed-fee service 
contracts whose primary purpose is the provision of services, provided that (1) the “price of the contract is not based on 
an assessment of the risk associated with an individual customer unless that assessment is limited to consideration of 
the customer’s credit risk,” (2) the “contract compensates customers by providing a service rather than by making a cash 
payment to the customer or to a third-party provider,” and (3) the “insurance risk transferred by the contract arises primarily 
from uncertainty about the utilization of the policyholder‘s use of services (that is, frequency risk) relative to the overall risk 
transferred in the contract.”

5 An exception to this general requirement is that if an entity determines before the coverage period that (1) a portfolio of 
contracts is onerous and (2) it is still obligated to provide coverage to policyholders, it must recognize the liability for that 
onerous contract in the precoverage period. See ASC 834-10-25-12 (as proposed).
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Under the PAA, 
discounting and 
interest accretion are 
generally required 
for both the liability 
for remaining 
coverage and the 
liability for incurred 
claims unless the 
contracts qualify for 
one of the practical 
expedients provided 
under the proposed 
ASU.
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Onerous Contract Test
The proposed ASU defines an onerous contract as “[a] contract in which the present value 
of the future costs of fulfilling the unexpired portion of coverage (that is, the liability for 
remaining coverage) and the expected qualifying acquisition costs are expected to exceed 
the carrying amount of the liability related to the unexpired portion of coverage.”

Onerous contracts should be measured on a basis consistent with the measurement 
of the liability for incurred claims (i.e., if the liability is not discounted for the reasons 
discussed below, the entity should perform the onerous contract analysis on an 
undiscounted basis). In addition, the proposed ASU specifies that the unit of account for 
performing the onerous test should be the portfolio.

Discounting Cash Flows
Under the PAA, discounting and interest accretion are generally required for both the 
liability for remaining coverage (expressed above as UPR) and the liability for incurred 
claims unless the contracts qualify for one of the practical expedients provided under the 
proposed ASU. Specifically, entities need not apply discounting or interest accretion to 
the liability for remaining coverage if they expect, at contract inception, that “the time 
period between when the policyholder pays all or substantially all of the premium” and 
the satisfaction of the entity’s obligation to provide insurance coverage will be one year 
or less. 

This diagram compares the accounting elements of a contract under current U.S. GAAP (i.e., short 
duration) with those under the proposed ASU (i.e., PAA). The PAA is generally smaller in this diagram as a 
result of the discount. It highlights the potential differences as of the issuance date, during the coverage 
period, and at the end of coverage. Appendix D contains a similar graphic comparing the BBA with the 
PAA under both the proposed ASU and the IASB’s ED. 

Acronym Key

AC Acquisition costs

UPR Unearned premium reserve

PAA Premium allocation approach

CFs Cash flows

IBNR Incurred but not reported

Editor’s Note: At initial recognition, the overall liability recorded under the PAA 
looks similar to that recorded under the short-duration contract accounting model 
in current U.S. GAAP. Differences arise during the coverage period and at the end of 
coverage because the liabilities for (1) claims and (2) claims incurred but not reported 
(IBNR) recorded on the basis of management’s best estimate under existing U.S. GAAP 
are not expected to equal the liability for incurred claims, which, under the proposed 
ASU, is recorded on the basis of discounted unbiased estimates of future cash flows of 
incurred claims.

Comparison of Existing U.S. GAAP With the PAA
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The BBA is a 
proposed insurance 
liability 
measurement model 
based on a 
fulfillment objective, 
not fair value, and is 
designed to portray 
management’s 
current assessment  
of the amount and 
timing of future 
cash flows under  
the contract.

The liability for incurred claims under the PAA is measured as the present value of 
expected fulfillment cash flows without applying an explicit risk adjustment. This 
is a key difference from the IASB’s model. ASC 834-10-35-33 (as proposed) provides 
a practical expedient under which an entity would not be required to discount the 
expected cash flows when (1) the effects of discounting are immaterial or (2) the incurred 
claims are expected to be paid within one year of the insured event. See Appendix D for 
additional information (including graphs) about the differences between the BBA and 
PAA as well as a comparison between the FASB’s and IASB’s measurement models. 

Editor’s Note: The FASB expects a large number of insurance contracts accounted 
for under the PAA to qualify for the 12-month practical expedient on discounting.

Building Block Approach
The BBA is a proposed insurance liability measurement 
model based on a fulfillment objective, not fair value, 
and is designed to portray management’s current 
assessment of the amount and timing of future cash 
flows necessary to fulfill its obligations under the 
contract by incorporating three basic building blocks: 
(1) unbiased future cash flows, (2) the time value of 
money (i.e., discount), and (3) a margin.

Unbiased Future Cash Flows
An entity would make an explicit, unbiased, and probability-weighted estimate of 
future cash flows that takes into account a full range of possible outcomes through 
the contract boundary (i.e., inflows and outflows that are expected to occur, such 
as premiums and claims), but not necessarily every possible scenario. The contract 
boundary for an individual contract would extend until the point at which the entity can 
unilaterally terminate or re-underwrite the contract (i.e., reassess the risk of the particular 
policyholder and reprice the contract accordingly to fully reflect the risk). Similarly, as 
indicated in ASC 834-10-25-14 (as proposed), for a portfolio of contracts the contract 
boundary would be the date as of which the entity can (1) reassess the risks in the 
portfolio and “set a price or level of benefits that fully reflects the risk of that portfolio” 
and (2) determine that the pricing of the premiums for coverage until the date as of 
which the portfolio risks are reassessed does not take risks related to future periods into 
account. 

Editor’s Note: In determining its probability-weighted estimates, an entity would be 
required to develop multiple scenarios and assign each a specific probability. Further, 
for some products, the unbiased cash flow estimates would not take into account 
provisions for adverse deviation that are included in the measurement under current 
U.S. GAAP. While not required by the proposed ASU, stochastic modeling may be 
the most reliable approach to calculating the expected value of many life insurance 
contracts. This method is not generally common in current insurance accounting 
models and may therefore require model and system adjustments. 

Current Discount Rate
The proposed ASU requires an entity to reflect the time value of money by discounting 
the expected cash flows by using a current discount rate that reflects the characteristics 
of the insurance liability (i.e., its currency, duration, and liquidity). The discount rate 
should be updated for each reporting period. Although the proposal does not prescribe a 
method for computing the appropriate discount rate, it describes two broad approaches 
that an entity could use:

• A “top-down” approach under which the rate of a reference portfolio of assets 
(that the entity is not required to physically hold) is adjusted to reflect the 
characteristics of the insurance liability. Adjustments may be required because of 
(1) differences between the timing of the cash flows of the liability and that of 
the assets backing the liabilities (e.g., duration) and (2) risks associated with the 
assets but not with the liability (e.g., credit risk).

Margin

Discount

Future cash 
flows

Insurance 
Contract 
Liability
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During its 
deliberations, the 
FASB expressed its 
belief that one 
margin (as defined) 
implicitly reflects 
both elements of the 
risk adjustment and 
contractual service 
margin proposed in 
the IASB’s ED  
(i.e., the two-margin 
approach). This topic 
has been a key point 
of debate during the 
boards’ joint 
deliberations of  
the models.

• A “bottom-up” approach under which the discount rate is derived by adjusting a 
risk-free rate to incorporate liability characteristics. 

Duration 
adjustment

Credit risk 

Insurance 
contract 

discount rate

Liquidity

Risk-free rate

Interest Rate 
on Reference 

Portfolio
Insurance 
Contract 

Discount Rate

*Note that the two approaches may not 
always lead to the same insurance contract 
discount rate. 

Top-Down Approach Bottom-Up Approach

Editor’s Note: Through their outreach efforts, the boards became aware of 
constituents’ concerns about income statement volatility that may arise after initial 
recognition of an insurance contract in connection with use of a current discount rate 
that is updated in each reporting period. To respond to these concerns, the FASB is 
proposing that entities be required to recognize all subsequent changes to fulfillment 
cash flows directly attributable to changes in the discount rate in other comprehensive 
income (OCI) except for certain contracts that are contractually linked to underlying 
assets. See Appendix E for additional information about the mechanics of this “OCI 
solution.”

Margin
The final element of the BBA is margin (the embedded profit in the insurance contract). 
At the inception of a contract, after discounting the unbiased estimate of future cash 
flows at a current discount rate, an entity will compute a margin equal to the amount 
by which the expected cash inflows exceed expected cash outflows, thus avoiding 
recognition of any day 1 gains. An entity would recognize the margin in net income over 
the coverage and settlement periods as it is released from risk.

Editor’s Note: During its deliberations, the FASB expressed its belief that one margin 
(as defined) implicitly reflects both elements of the risk adjustment and contractual 
service margin proposed in the IASB’s ED (i.e., the two-margin approach). This topic 
has been a key point of debate during the boards’ joint deliberations of the models. 

The proposed ASU does not prescribe a method for amortizing the margin; it only 
specifies that the margin should be recognized as revenue “as the entity satisfies its 
performance obligation to stand ready to compensate the policyholder on occurrence 
of a specified event that adversely affects the policyholder.” Further, “an entity satisfies 
its performance obligation as it is released from exposure to risk.” Accordingly, there is 
no “one size fits all” method for amortizing the margin; the method an entity uses will 
most likely vary by contract type.

See Appendixes A, B, and D for additional details on each of the components of  
the BBA as well as a comparison of the model with current U.S. GAAP and with the 
IASB’s ED.

Determining Which Measurement Model to Apply
In determining whether a contract should be accounted for under the BBA or the PAA, 
an entity would first determine whether the coverage period of the insurance contract 
is one year or less. If so, the entity would use the PAA. If not, the entity would then 
consider at contract inception whether, during the period before a claim is incurred, there 
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will be significant variability in the expected value of the net cash flows required to fulfill 
the contract. If significant variability is not expected, the entity would apply the PAA; 
otherwise, it would apply the BBA.

Under ASC 834-10-55-52 (as proposed), indicators of whether significant cash flow 
variability is present in the preclaim period include: 

• The presence of minimum guarantees or options. 

• The likelihood that circumstances unforeseen at contract inception could cause 
the expected cash flows to change significantly. 

• The entity’s expectations at contract inception regarding whether, during the 
coverage period, it will significantly change premium pricing for future contracts. 

• The length of the coverage periods of the contract. 

The table below highlights common insurance products and the model that would 
typically apply to them; however, the entity’s final determination will depend on each 
contract’s specific facts and circumstances.

Premium Allocation Approach Building Block Approach

Auto insurance Traditional whole life insurance 

Term life insurance (1 year) Term life insurance (10+ years)

Homeowners’ insurance Universal life insurance

Catastrophe insurance Long-term–care insurance

Workers’ compensation insurance Long-term individual disability

Editor’s Note: As noted above, individual contract features affect an entity’s 
assessment of whether to apply the BBA or PAA. While some contract classifications 
may appear obvious (e.g., a six-month auto policy), classification of other insurance 
products may be more subjective, such as (1) five-year term life insurance, (2) surety 
bonds, and (3) certain types of medical malpractice insurance. ASC 834-10-55-53 (as 
proposed) contains a tabular analysis of the appropriate model to apply to various 
types of contracts.

Unit of Account 
A key element of both the BBA and the PAA is the unit of account. The proposed ASU 
specifies that the portfolio should be the unit of account for an entity’s basis for  
(1) estimating the expected fulfillment cash flows, (2) determining and recognizing the 
margin and acquisition costs used in the measurement model, and (3) performing the 
onerous contract test. The proposed ASU defines a portfolio of insurance contracts  
as follows:

A group of insurance contracts that both: 

a.  Are subject to similar risks and priced similarly relative to the risk assumed 

b.  Have similar duration and similar expected patterns of release from risk, that is, 
reduction in variability in cash flows.

Editor’s Note: The FASB deliberated whether to carry forward the concept of 
a portfolio used in existing U.S. GAAP, under which contracts are grouped to be 
consistent with the entity’s manner of acquiring, servicing, and measuring the 
profitability of its insurance contracts. In its deliberations, the FASB stated that there is 
currently diversity in practice regarding how this definition is applied. Therefore, the 
proposed ASU’s definition of a portfolio aligns with the objectives of the measurement 
model.

A key element of 
both the BBA and 
the PAA is the unit 
of account.
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While the unit of account 
for many aspects of the 
two measurement models 
is a portfolio, an entity must 
apply other requirements of 
the proposed ASU either to 
individual contracts or at a 
higher level of aggregation 
(e.g., a reportable segment). 
In particular, assessments of 
whether a contract is within 
the scope of the proposed 
ASU must be performed at the 
individual contract level. In addition, the disclosure requirements (discussed below) may 
be applied at the reportable segment level. The table above provides additional details on 
the expected unit of account for certain aspects of the proposed ASU.

Unbundling 
Before modeling fulfillment  cash flows, an entity would assess whether certain 
components of the insurance contract must be unbundled and accounted for separately. 
The proposed ASU states that an objective of unbundling  is to account for certain 
components of an insurance contract in the same manner as stand-alone contracts. 
In other words, the FASB decided  that an entity should separate or “unbundle” 
noninsurance components from an insurance contract and apply other applicable U.S. 
GAAP, as appropriate, to those unbundled components. In an attempt to establish 
an operational unbundling model that would reduce compliance costs, the boards 
determined that the following noninsurance components should be unbundled:

Embedded 
Derivatives

Unbundle embedded derivatives from the insurance 
contract if they must be bifurcated under ASC 815-15-25-1.6

Investment 
Components Unbundle distinct investment components.7

Goods and 
Services

Unbundle “distinct”8 performance obligations to provide 
noninsurance goods and services.

An entity would not be required to reassess an unbundling determination made at 
contract inception unless it substantially modifies the contract in a later reporting period.

Editor’s Note: An entity must use significant judgment in determining whether 
goods and services must be unbundled and will need to establish policies and internal 
controls for making such a determination. 

See Appendix C for more information on unbundling, including a decision tree that an 
entity would apply when assessing whether it must unbundle contractual components 
from an insurance contract.

The FASB decided 
that an entity  
should separate  
or “unbundle” 
noninsurance 
components from an 
insurance contract 
and apply other 
applicable U.S. 
GAAP, as 
appropriate, to those 
unbundled 
components.

Accounting Area Unit of Account

Scope Contract

BBA v. PAA assessment Contract/portfolio

Contract measurement Portfolio

Acquisition costs Portfolio

Margin release Portfolio

Onerous contract test Portfolio

Disclosures Reportable segment/other

6 ASC 815-15-25-1 requires an entity to bifurcate an embedded derivative from the host contract and account for it separately 
as a derivative instrument if (1) the “economic characteristics and risks of the embedded derivative are not clearly and closely 
related to [those] of the host contract”; (2) the “hybrid instrument is not remeasured at fair value under otherwise applicable 
[GAAP], with changes in fair value reported in earnings as they occur”; and (3) a “separate instrument with the same terms as 
the embedded derivative would be a derivative instrument subject to the requirements of [ASC 815].”

7 An investment component is defined as “[a] component included in an insurance contract that contains financial risk and 
no significant insurance risk.” ASC 834-10-25-3 (as proposed) lists indicators of when an investment component may not be 
distinct. See Appendix C for additional details.

8 Under ASC 834-10-25-5 (as proposed), a performance obligation to provide a good or service is considered distinct if either 
(1) the “policyholder or its beneficiary can benefit from the good or service either on its own or together with other resources 
that are readily available to the policyholder or its beneficiary” or (2) the “entity’s promise to transfer the good or service to 
the policyholder or its beneficiary is separable from the promises associated with the insurance component of the contract.”
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Reinsurance

Transfer of Risk
The threshold for risk transfer under the proposed ASU would be lower than that under 
current U.S. GAAP. Under the proposal, an insurance contract must transfer significant 
insurance risk between the policyholder and the entity. ASC 834-10-55-9 (as proposed) 
states that “[i]nsurance risk is considered significant if, and only if, an insured event 
exposes an entity to a significant loss” (i.e., the present value of cash outflows under the 
contract could significantly exceed the present value of cash inflows). Moreover, “that 
condition can be met even if the insured event is extremely unlikely.” 

Editor’s Note: As highlighted in Appendix A, this transfer-of-risk provision constitutes 
a primary difference from reinsurance accounting under current U.S. GAAP, in which 
the emphasis is on the “reasonable possibility” of a significant loss. For example, under 
current U.S. GAAP, an entity may account for a contract as a deposit because (1) there 
may be only one scenario in which a significant loss could be generated under that 
contract and (2) the entity does not believe that the scenario is reasonably possible. 
However, under the proposed ASU, the entity would most likely account for the 
contract as reinsurance because of the lower threshold for risk transfer.

ASC 834-10-55-10 (as proposed) further clarifies that “[a] reinsurance contract that . . .  
does not expose the reinsurer to the possibility of a significant loss . . . is nonetheless 
deemed to transfer significant insurance risk if substantially all of the insurance risk 
relating to the underlying insurance contract is assumed by the reinsurer, considering all 
features of the contract.”

A reinsurer would evaluate whether to apply the BBA or the PAA to an assumed 
reinsurance contract in the same manner that a direct writer of insurance would  
evaluate the insurance contract. Depending on the terms of the contract, the approach 
used by the reinsurer could differ from that used by the cedant on the same contract.

Cedant Accounting
For reinsurance contracts that are based on a direct proportion of underlying contracts, 
a ceding entity would recognize the reinsurance contract when the underlying insurance 
contracts are recognized. Alternatively, an entity would recognize a reinsurance contract 
at the beginning of the reinsurance coverage period when coverage is based on 
aggregate losses of an underlying portfolio of insurance contracts. 

Editor’s Note: ASC 834-10-25-16 (as proposed) contains this requirement because 
the FASB did not believe that a reinsurance asset should be recognized before a direct 
contract liability. Further, in contemplating risk transfer, the FASB believed that risk 
could not be transferred before a related direct contract is written (e.g., a reinsurance 
contract beginning on June 30, 20X3, that provides coverage for all direct contracts 
written in August 20X3). 

The proposed ASU requires the cedant to account for a reinsurance contract in the 
same manner as it accounts for the underlying direct contracts. For example, if a cedant 
accounts for a direct insurance contract under the BBA, it would also use the BBA to 
account for its reinsurance contract covering that direct exposure.

The threshold for 
risk transfer under 
the proposed ASU 
would be lower than 
that under current 
U.S. GAAP.
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Editor’s Note: Some constituents have indicated that this reinsurance model may 
increase complexity when reinsurance treaties cover contracts that are accounted 
for under both the BBA and the PAA. The FASB has asserted that for these types of 
contracts, the cedant would allocate the reinsurance cash flows on the basis of the 
underlying contract measurement model. Thus, a portion of the reinsurance contract 
would be measured by using the BBA (on the basis of the underlying direct contracts 
accounted for under the BBA) and a portion would be measured by using the PAA 
(on the basis of the underlying direct contracts accounted for under the PAA). As 
highlighted in Appendix B, the IASB took a more principles-based approach, indicating 
that a cedant would evaluate a reinsurance contract on its own merits just like any 
other contract.

Insurance Revenue
The proposed ASU is fundamentally a liability measurement model, and the FASB’s initial 
preference was to use a summarized margin approach under which revenue related to 
the release of the margin and changes in estimates would represent the “fall-out” from 
the statement of financial position. However, financial statement users have expressed 
a desire for a prominently presented volume metric that is as consistent as possible with 
revenue reported in other industries and traditional metrics used in the insurance industry.

Several alternative approaches were considered, including models based on concepts of 
premiums written and premiums due that are largely consistent with existing U.S. industry 
practices. The boards ultimately agreed that insurance revenue would be based on an 
“earned premium method.” The FASB determined that the earned premium method was 
the only acceptable alternative because it was a better indicator of future performance 
and more aligned with revenue recognition principles. 

Insurance revenue is therefore derived from disaggregating the change in the insurance 
liability calculated at fulfillment value. Such revenue is defined as the sum of the expected 
claims and benefits for the period and the release of the margin. Actual claims, benefits, 
and expenses incurred in the period will be presented in the insurance expenses line. In 
effect, the revenue amount reflects the entity’s progress in satisfying its obligation to 
provide insurance coverage and other services.

Many long-term policies contain investment components that are not unbundled and 
treated as separate contracts because they are not “distinct” (see the Unbundling section 
above, as well as Appendix C, for additional details). The proposed ASU requires that an 
entity not unbundle an “estimated returnable amount” to policyholders when it measures 
the liability but instead disaggregate and exclude that amount from insurance revenue 
and expenses. Estimated returnable amounts to policyholders represent consideration 
paid by the policyholder that the entity would need to pay back to the policyholder 
regardless of whether an insured event occurs. 

Editor’s Note: Insurance revenue reported in the statement of comprehensive 
income would most likely not correspond to the amount of premium received in the 
period. Such revenue also would not reflect the amount of new business written, a 
volume metric that many financial statement users wish to retain.  

Financial statement 
users have expressed 
a desire for a 
prominently 
presented volume 
metric that is as 
consistent as possible 
with revenue 
reported in other 
industries and 
traditional metrics 
used in the  
insurance industry.

Release of  
the margin

Expected  
claims and 

benefits for the 
period

Earned  
premium
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Presentation and Disclosure
The proposed ASU specifies a number of presentation and disclosure requirements. Key 
highlights are discussed below (see Appendix G for an example illustrating the statement 
of financial position and statement of comprehensive income).

Statement of Financial Position
Entities may aggregate multiple portfolios for financial statement presentation; however, 
portfolios in an asset position may not be combined with liability portfolios. For the 
BBA, an entity must report the margin separately from the discounted future cash flows. 
For the PAA, an entity must report the liability for remaining coverage (i.e., the UPR) 
separately from the liability for incurred claims. An entity must present ceded reinsurance 
separately from direct contracts (i.e., the entity cannot net the reinsurance recoverable 
asset against the direct liability).

Statement of Comprehensive Income
An entity would present the insurance contract revenue for contracts accounted for 
under the BBA separately from those accounted for under the PAA. Ceded reinsurance 
would be presented separately from direct and assumed business.

Disclosures
ASC 834-10-50-1 (as proposed) states that an entity would need to disclose qualitative 
and quantitative information about (1) the “amounts recognized in its financial 
statements arising from insurance contracts,” (2) the “significant judgments and changes 
in judgments made in applying the guidance in the [proposed ASU],” and (3) the “nature 
and extent of risks arising from insurance contracts.” The purpose of these disclosures 
is to help financial statement users understand the amount, timing, and uncertainty 
of future insurance contract cash flows. An entity will need to discuss the methods, 
processes, and assumptions it uses and analyze uncertainty about significant inputs that 
have a material impact on measurements. The proposed ASU specifies that an entity 
must not obscure information by providing disclosures with overly summarized levels 
of aggregation (i.e., combining portfolios that have different characteristics) or masking 
relevant information with insignificant details. 

Editor’s Note: An entity must exercise significant judgment when determining the 
level of aggregation for the required disclosures. Further, the disclosures required 
by the proposed ASU are likely to be more detailed than disclosures that entities are 
accustomed to providing under current U.S. GAAP. In addition to developing processes 
for accumulating the required information, an entity will need to ensure that it 
establishes appropriate internal controls over these processes. 

Transition
The proposed ASU must be applied retrospectively to all prior periods; however, 
a modified retrospective approach is available if full retrospective application is 
impracticable. To meet this objective, an entity should do the following at the beginning 
of the earliest period presented: (1) measure the present value of the fulfillment cash 
flows by using current estimates as of the transition date (i.e., at the beginning of the 
earliest period presented in the entity’s financial statements); (2) derecognize any existing 
balances related to deferred acquisition costs and apply the guidance in the proposal; and 
(3) determine the margin as follows:

• Step 1 — Retrospectively apply the new accounting principle to all prior periods 
for which retrospective application is practicable. 

• Step 2 — For contracts issued in earlier periods for which retrospective 
application is impracticable, estimate what the margin would have been if the 
entity had been able to apply the new standard retrospectively.

The proposed ASU 
must be applied 
retrospectively to  
all prior periods; 
however, a modified 
retrospective 
approach is available 
if full retrospective 
application is 
impracticable.
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• Step 3 — If retrospective application is impracticable for other reasons, apply the 
general requirements of ASC 250-10 (i.e., measure the margin by reference to 
the carrying value before transition). Doing so will cause the entity to recognize 
no margin at transition.

Editor’s Note: The retrospective approach would allow entities to use a practical 
expedient for measurement of portfolios of older contracts for which all of the data 
necessary to apply the standard may not be available. While this practical expedient 
still requires entities to use all objective information that is reasonably available 
to them, the boards agreed that efforts to obtain such information need not be 
“exhaustive.” 

The proposed ASU also indicates that entities should determine the discount rate 
in accordance with the proposed measurement model. For periods for which it is 
impracticable to do so, the discount rate should be determined by proxy by comparing 
discount rates computed in accordance with the proposal (i.e., by using the top-down 
or bottom-up method) with an observable market rate for a period of at least three 
consecutive years leading up to the effective date. The entity then would compute  
the discount rate for those earlier periods by referring to the observable rate for these 
periods and adjusting it to reflect the observed relationship. Further, the transition-
date discount rate also will be the “locked-in” rate for recognition of future interest 
expense, accretion of the discount, and determination of the amounts to be recorded in 
accumulated other comprehensive income. See Appendix I for additional details on the 
proposed transition method.
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Appendix A — Comparison of the Proposed ASU With Current U.S. GAAP

The table below summarizes the key differences between ASC 944 (i.e., current U.S. GAAP) and the proposed ASU. In the table, the 
following rating system is used to indicate the magnitude of each change as well as its possible impact on entities:

Change Assessment Classification Categories

Moderate change — May change how entities account for this aspect of insurance contract accounting under 
current U.S. GAAP.

Significant change — Denotes a significant change to current U.S. GAAP. Often, such changes are not wording 
differences but fundamental changes in the accounting model.

For additional analysis, see Appendix A of the proposed ASU.

Topic and 
Impact Proposed ASU (ASC 834)

Scope and 
significance of risk

Under the proposed ASU, a contract is deemed an insurance contract solely on the basis of its characteristics; the type of entity issuing 
the contract is irrelevant. Only “insurance entities” may apply insurance accounting under existing U.S. GAAP. Accordingly, under the 
proposed ASU, entities other than traditional insurance companies may be forced to apply insurance accounting to contracts such as 
financial guarantees or indemnities.

The proposal also specifies that an insurance contract exists when the issuing party agrees to accept “significant insurance risk” from 
another party by agreeing to compensate the policyholder (or a beneficiary) if a specified uncertain future event adversely affects the 
policyholder. “Significant risk” is currently defined as the reasonable possibility that an insurance entity may realize a significant loss. The 
proposed ASU introduces a lower threshold of risk transfer.

Definition of 
portfolio

The proposed ASU defines a portfolio as a group of insurance contracts that (1) “[a]re subject to similar risks and priced similarly [in 
relation to] the risk assumed” and (2) “[h]ave similar duration and similar expected patterns of [risk] release” (i.e., cash flow variability). 
This definition aligns the notion of portfolio with contract measurement — a shift away from the current U.S. GAAP requirement for an 
entity to group contracts in a manner consistent with how it acquires, services, and measures profitability of insurance contracts. 

Insurance contract 
measurement 
model

The proposed ASU specifies that the BBA must be applied unless either of the following characteristics is present (in which case the 
entity would apply the PAA): (1) the coverage period of the insurance contract is one year or less or (2) at contract inception, it is 
unlikely that, during the period before a claim is incurred, there will be significant variability in the expected value of the net cash flows 
required to fulfill the contract. 

As noted in Appendix A of the proposed ASU, under current U.S. GAAP, “[c]ontracts are accounted for using the short-duration 
model if [they] provide insurance protection for a fixed period of short duration,” and entities may “cancel the contracts or . . . adjust 
the provisions . . . at the end of the contract period.” Entities generally apply one of the long-duration models (if the contract is not 
an investment contract and has fixed terms) if the contract (1) is not subject to unilateral changes in its provisions and (2) requires 
performance of various functions and services for an extended period. 

Future cash flows Under the BBA model in the proposed ASU, an entity projects cash flows at their current fulfillment value (i.e., an unbiased probability-
weighted estimate), discounted at a current rate with characteristics similar to the insurance liability. The cash flow estimates and 
discount rate are updated in each reporting period. The effects of changes in cash flow estimates are recorded in earnings; changes 
associated with fluctuations in the discount rate from inception are recorded in OCI. This model would represent a substantial change 
from current U.S. GAAP, under which a provision for adverse deviation (i.e., not a probability-weighted set of cash flows) is currently 
allowed for some contracts and discounting is not as broadly applied. In addition, when discounting is applied under current U.S. 
GAAP, the discount rate is not typically updated in each reporting period.

Moreover, under the BBA model, fulfillment cash flows include amounts not considered in the measurement of the liability under 
existing U.S. GAAP. These items include expected surrenders, surrender charges, and fees associated with fulfilling the contract 
obligations, as well as cash flows associated with nonderivative guarantee or option features.

Application 
of specialized 
accounting for 
separate account 
assets 

As noted in Appendix A of the proposed ASU, under current U.S. GAAP there are four requirements for applying specialized accounting 
to separate account assets: (1) the “separate account is recognized legally,” (2) the “separate account assets supporting the contract 
liabilities are insulated legally from the general account liabilities of the insurance entity,” (3) the “entity must invest the policyholder’s 
funds (as directed by the policyholder) in designated investment alternatives or in accordance with specific investment objectives 
or policies,” and (4) “[a]ll investment performance, net of contract fees and assessments, must be passed through to the individual 
policyholder.”

During redeliberations, the FASB noted that (1) and (2) above were not “differentiating product features” that would lead to different 
measurement and therefore did not include those requirements in the proposed ASU. Thus, under the proposed ASU, additional 
structures may receive separate account classification even if assets held in foreign jurisdictions are not legally insulated.

Moreover, under the proposal, an entity’s proportionate interest in segregated fund arrangements it administers will be recorded at 
fair value, with changes in fair value recorded in income; under current U.S. GAAP, other measurement models could apply to such an 
interest.
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Topic and 
Impact Proposed ASU (ASC 834)

Participation 
features

Under the proposed ASU, the liability for features with contractual links to underlying assets would generally be mirrored (i.e., the 
measurement of the underlying item would be reflected in the liability) unless the underlying item’s performance is not measured in 
accordance with U.S. GAAP or is not indicative of a timing difference that will reverse. However, discretionary participation features 
(including those that depend on the results of the entity) would be included in fulfillment value cash flows.

This accounting would differ from the current U.S. GAAP practice in which an entity determines contractual income-based dividends 
on the basis of a net income measure that has been adjusted to reflect differences between general-purpose and statutory-basis 
financial statements.

Revenue 
and expense 
recognition for 
long-duration 
contracts

Under the BBA, insurance revenue would be determined on the basis of an “earned premium” approach. See Appendix H for an 
example of the earned premium calculation. Estimated returnable amounts would be excluded from revenue. 

As noted in Appendix A of the proposed ASU, the current guidance in ASC 944 stipulates that revenue is generally recognized when 
the premium is due (and for the amount due) and an expense is recognized for the change in the liability. For variable products, revenue 
is recognized for amounts assessed against policyholders in the period in which the amounts are assessed unless evidence indicates 
that the amounts are designed to compensate the entity for services to be provided over more than one period, in which case revenue 
should be recognized over that period.

Unearned 
premium reserve 
(UPR)

Determination of the UPR (liability for remaining coverage) for contracts accounted for under the PAA would be similar to that under 
current U.S. GAAP guidance, which requires an entity to record a UPR for the amount of premium related to the unexpired period of 
the contract (or risk proportion) and a corresponding premium receivable. However, under the proposed ASU, an entity is required to 
discount future cash flows unless the contract qualifies for a practical expedient.

Premium 
deficiency reserve

The proposed ASU specifies that under the PAA, when a portfolio of contracts is onerous, an entity would recognize an additional 
liability and a corresponding expense for the amount by which the fulfillment cash flows arising from future claims and expenses 
exceed premiums (net of acquisition costs). An entity also should consider liabilities for catastrophic events in its onerous contract test 
by including the expected cash flows for such events as of the reporting date.  

As indicated in Appendix A of the proposed ASU, under current U.S. GAAP, if the sum of expected claim costs and claim adjustment 
expenses, expected dividends to policyholders, unamortized acquisition costs, and maintenance costs exceeds related unearned 
premiums, then unamortized acquisition costs are expensed and any additional deficiency is recorded as an additional liability. Liabilities 
for catastrophic events are not typically recognized until an event has (or events have) occurred and such an event adversely affects the 
policyholder. 

Reserves for 
incurred claims

An entity’s method of recognizing a liability for unpaid claims under the PAA is not expected to differ significantly from that under 
current U.S. GAAP. Under the proposal, an entity would measure the liability for incurred claims as the fulfillment cash flows (an 
expected-value concept) instead of as its “best estimate”; however, many entities currently use a method that approximates the 
expected value to determine their best estimate. An entity that writes contracts with long-tail claim expectations also may find that it 
will be required to discount its claim liabilities for the time value of money more frequently than in current practice. Also, unlike current 
U.S. GAAP, the proposed ASU stipulates that when discounting is required, changes in fulfillment cash flows attributable to discount 
rate fluctuations will be recognized in OCI.

Reinsurance Unlike current U.S. GAAP, the proposed ASU requires that an entity account for ceded reinsurance by applying the same model 
(the BBA or the PAA) it used for the related direct contracts. When it measures a reinsurance contract under the BBA, an entity also 
must consider the reinsurer’s credit standing when projecting fulfillment cash flows. However, this counterparty credit risk would be 
measured in accordance with the impairment guidance in ASC 825. Also, ceded reinsurance would be shown gross on the income 
statement, not netted against the direct insurance contracts it covers.

Foreign currency Under the proposed ASU, an entity would treat all insurance components recorded in the statement of financial position as monetary 
items. This proposed provision differs from current practice, under which certain balances, such as deferred acquisition costs and UPRs, 
are considered nonmonetary items.

Business 
combinations

Under the proposed ASU, entities would record a margin in lieu of adjustments to goodwill for the difference between the fair values 
of insurance contracts acquired that are recorded under ASC 805 and the amounts recorded in accordance with the models under the 
proposed ASU. Such a margin would be recognized in the same way as that for written contracts.
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Appendix B — Comparison of the Proposed ASU With the IASB’s ED

The diagram below illustrates the multiple financial reporting bases that would exist for a U.S. parent insurance company and its 
foreign subsidiaries. Alternatively, the scenario could include an IFRS-based parent company with a U.S. subsidiary. Both scenarios 
would involve various accounting bases. The graphic assumes an effective date of January 1, 2018.

The effects of the multiple bases of accounting identified above are magnified by the number and magnitude of differences between 
the proposed ASU and the IASB’s ED. The table below lists guidance on certain key topics in the proposed ASU and highlights how 
the proposed guidance may differ from that in the IASB’s ED. Icons in the table indicate the potential magnitude of the differences 
as well as their possible impact on entities. Appendix B of the proposed ASU contains additional analysis of these differences.

Convergence Classification Categories 

Partially converged — The FASB and IASB have achieved some convergence on this aspect of insurance contract 
accounting; however, some functional or application differences may arise.

Not converged — The FASB’s proposed guidance on this aspect of insurance contract accounting is not 
converged with the IASB’s. Typically, such differences represent fundamental or underlying differences between the 
model in the proposed ASU and that in the IASB’s ED.

Topic and 
Impact Key Differences Between the Proposed ASU and the IASB’s ED

Scope and scope 
exceptions 

Although the FASB’s definition of an insurance contract is the same as the IASB’s, the boards have tentatively granted different 
scope exceptions for some types of contracts. As a result, those contracts may be accounted for differently under U.S. GAAP than 
under IFRSs. For example, more types of financial guarantee contracts may be accounted for as insurance under IFRSs. In addition, 
participating investment contracts issued by entities that issue insurance contracts are within the scope of the IASB’s insurance standard 
but not the FASB’s proposal. 

 

U.S. Parent and Domestic Subsidiaries 

2014 2015 2016 2017 2018

Old U.S. GAAP

New U.S. GAAP

Statutory

Tax

Foreign Subsidiary

2014 2015 2016 2017 2018

Old U.S. GAAP (consolidated)

New U.S. GAAP (consolidated)

Local GAAP/Old IFRS

New IFRS(b)

Tax (if not IFRS-based)

Solvency II(a)

(a) Solvency II is a European Union (EU) legislative program intended to harmonize insurance regulations in 28 EU member states. 
The timeline for achieving the program’s goal remains uncertain.

(b) New IFRS on insurance contracts may permit early adoption.
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Topic and 
Impact Key Differences Between the Proposed ASU and the IASB’s ED

Definition of 
portfolio

The FASB and IASB both require a portfolio to have contracts that are “subject to similar risks and priced similarly relative to the risk 
taken on”; however, each board has established a separate second criterion. Under the FASB’s proposal, contracts in a portfolio also 
must “[h]ave similar duration and similar expected patterns of release from risk.” The IASB instead requires that insurance contracts in a 
portfolio be “managed together as a single pool.” Because the second IASB criterion is broader, it is likely that more contract groupings 
will qualify as a portfolio under IFRSs, which could result in different income and expense recognition patterns for the same group of 
contracts.

One margin 
versus two

As noted in Appendix B of the proposed ASU, the IASB’s ED requires that an entity’s measurement of an insurance contract liability 
include an explicit risk adjustment representing the compensation that the entity requires to bear the uncertainty inherent in the 
amount and timing of the remaining cash flows. The excess of the expected present value of cash inflows over the expected present 
value of cash outflows to fulfill the policyholder contract, plus a risk adjustment, is presented as a contractual service margin. This 
guidance would differ significantly from the measurement model in the proposed ASU. 

The FASB believes that a risk adjustment is implicit in its single margin. This difference has resulted in other differences, such as how 
the unit of account is defined. The proposed ASU specifies that the expected present value of cash inflows over the expected present 
value of cash outflows to fulfill the portfolio of policyholder contracts is presented as a single margin, which represents the expected 
unearned profit for the portfolio of insurance contracts.

Margin release 
patterns

The pattern of profit emergence under the proposed ASU would differ from that under the IASB’s ED because the proposed ASU does 
not prescribe an explicit risk adjustment. Further, the FASB’s single margin and the IASB’s contractual service margin would most likely 
not have the same pattern of release into earnings. Under the proposed ASU’s BBA, the margin would be released and “recognized as 
revenue over the coverage and settlement periods as the entity [is released from risk].“ Under the PAA, no separate margin is recorded; 
it is implicitly present during the coverage period only.

Under the BBA approach in the IASB’s ED, the risk adjustment would be remeasured in each reporting period, with favorable and 
unfavorable changes recognized immediately in earnings. The contractual service margin would be released and recognized as revenue 
systematically over the coverage period as services are provided under the contract; however, as discussed below, that margin also may 
be adjusted in subsequent periods to reflect changes in cash flow estimates for future coverage or services. The single margin would 
not be subsequently adjusted under the FASB’s proposed ASU. 

In addition, an entity that applies the IASB’s PAA would include a risk adjustment in its measurement of the liability for incurred claims; 
no margin would be recognized as part of that measurement under the FASB’s PAA model.

Acquisition costs An entity would be permitted to defer fewer acquisition costs under the proposed ASU than under the IASB’s ED. The FASB permits 
deferral of only those acquisition costs that are directly attributable to successfully obtaining a portfolio of insurance contracts (this is 
also known as a “successful efforts” model). The IASB’s ED would allow an entity to defer all acquisition costs directly attributable to 
obtaining a portfolio of insurance contracts, even if such costs did not result in an insurance contract. 

Moreover, under the FASB’s approach, an entity would offset qualifying acquisition costs against its single margin (or the liability for 
remaining coverage under the PAA); such costs would be included in the fulfillment cash flows under the IASB’s BBA approach (or as 
an offset against the liability for remaining coverage under the PAA approach). 

Participation 
features

The proposed ASU and the IASB’s ED differ in their approaches to how cash flows for various types of participation features should be 
reflected in the insurance contract liability. See Appendix F for additional details on this key difference.

Changes in 
estimates of 
fulfillment cash 
flows 

The proposed ASU’s locked-in margin fundamentally differs from the IASB’s endorsement of a floating contractual service margin 
under its ED. Under the proposed ASU, an entity must immediately recognize all changes in cash flow estimates in net income and 
as an adjustment to the insurance liability (other than changes in cash flows attributable to changes in the discount rate, which are 
recognized in OCI). An entity may experience greater earnings volatility under this model than it would under the IASB’s model. The 
IASB’s ED states that unless a contract is onerous, all changes in estimates related to future coverage or future services are offset 
against the contractual service margin (i.e., under the IASB’s proposed model, changes in such cash flow estimates are absorbed by the 
contractual service margin, a balance sheet account, and will not affect current-period earnings).

Use of the 
premium 
allocation 
approach

The primary difference between the FASB’s and IASB’s views on this issue is that application of the PAA may be required by the 
proposed ASU but is optional under the IASB’s ED. The PAA is considered a separate and distinct model under the proposed ASU, 
and an entity is required to apply that model to all contracts that meet the specified criteria. However, under the IASB’s ED, the PAA 
is considered a simplification of the BBA (i.e., a proxy) and an entity may apply the PAA to any qualifying contracts as long as it would 
result in a liability measurement approximating that under the BBA.
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Topic and 
Impact Key Differences Between the Proposed ASU and the IASB’s ED

Ceded reinsurance Under the proposed ASU, the approach (i.e., BBA or PAA) used to account for reinsurance contracts should be the same as that used 
to account for the underlying direct insurance contracts. If a reinsurance contract covers direct contracts accounted for under both the 
BBA and the PAA models, the entity would need to bifurcate the reinsurance cash flows to measure the reinsured amounts.

Conversely, under the IASB’s ED, an entity may account for a reinsurance contract by using an approach that differs from the approach 
it applied to the underlying contracts.

Consideration 
of counterparty 
credit losses

The proposed ASU would require an entity to consider the financial instrument impairment guidance when it measures reinsurance 
recoverables. As noted in Appendix B of the proposed ASU, when measuring the fulfillment cash flows for reinsurance contracts held, 
the risk of nonperformance by the reinsurer should be measured on an expected value basis in accordance with ASC 825-15’s guidance 
on credit losses (as proposed).

Under the IASB’s ED, an entity should measure the risk of nonperformance by reinsurers (for reinsurance held) by making an explicit, 
unbiased, and probability-weighted estimate (i.e., one that is consistent with the measurement principle applied to cash flows in 
general).
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Appendix C — Scope and Unbundling

Fixed-Fee Scope Exclusion
Under some contracts, a service provider charges its customers a fixed fee in exchange for an agreement to provide services for an 
uncertain future event. The fee may be insufficient to cover the costs of services rendered and would therefore meet the definition of 
an insurance contract in the absence of any scope exception. 

However, the boards unanimously agreed to exclude from the scope of the insurance contracts standard any fixed-fee contract 
whose primary purpose is to provide service if the contract exhibits all of the following conditions:

1. The price of the contract is not based on an assessment of the risk associated with an individual customer unless that assessment is limited 
to consideration of the customer’s credit risk.

2. The contract compensates customers by providing a service rather than by making a cash payment to the customer or to a third-party 
provider.

3. The insurance risk transferred by the contract arises primarily from uncertainty about the utilization of the policyholder‘s use of services 
(that is, frequency risk) relative to the overall risk transferred in the contract.

Because such contracts would be outside the scope of the insurance standard, entities would apply revenue recognition guidance to 
them instead. 

Unbundling Goods and Services
The objective of unbundling is for an entity to account for a component of an insurance contract in the same way it would account 
for a stand-alone contract that has the same characteristics as the unbundled component. An entity would be required to unbundle 
performance obligations to provide goods and services that are distinct; that obligation would then typically be accounted for in 
accordance with revenue recognition guidance. 

ASC 834-10-25-5 (as proposed) states: 

A performance obligation to provide a good or service is distinct if either of the following criteria is met:

a.  The policyholder or its beneficiary can benefit from the good or service either on its own or together with other resources that are readily 
available to the policyholder or its beneficiary . . . 

b.  The entity’s promise to transfer the good or service to the policyholder or its beneficiary is separable from the promises associated with the 
insurance component of the contract . . . 

Embedded Derivatives
An insurance contract that does not meet the definition of a derivative may have implicit or explicit terms that affect the cash flows 
or the value of the contract in a manner similar to a derivative. Those implicit or explicit terms may be embedded derivatives. If the 
embedded derivative is “not clearly and closely related” to the host insurance contract and meets the definition of a derivative on a 
stand-alone basis, it should be unbundled (bifurcated) from the host insurance contract and accounted for separately at fair value 
unless (1) the hybrid instrument is already carried at fair value under otherwise applicable generally accepted accounting standards, 
with changes in fair value recorded through earnings, or (2) an entity has elected to measure the entire hybrid financial instrument at 
fair value in accordance with ASC 815-15-25-4, with changes in fair value recognized in earnings.

Investment Components
An investment component may be distinct from an insurance contract. In that case, the entity will be required to unbundle the 
investment component and account for it as a financial instrument. ASC 834-10-25-3 (as proposed) lists the following indicators of 
when an investment component may not be distinct:

• The insurance and investment components cannot be measured separately without consideration of the other component.

• A policyholder or its beneficiary cannot benefit from one component without the other component.

• Neither component is individually sold (or sold separately) in the same market or jurisdiction.

If unbundled, a portion of the transaction price and costs would be allocated to the investment component as if it were a stand-
alone contract.
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Unbundling Decision Tree

Does the contract meet the definition  
of insurance?

No 
Contract is not 

insurance. Use other 
applicable U.S. GAAP.

   Yes

Does the contract provide service as  
its primary purpose?

Yes, scope exclusion* 

Account for unbundled 
component under 

revenue recognition  
guidance

   No

Does the contract contain a distinct 
performance obligation to provide  

goods or services?

Yes, unbundle 

   No

Does the contract contain an embedded 
derivative that must be bifurcated  

from the host contract?

Yes, unbundle 

Account for unbundled 
component under 

financial instruments  
guidance

   No

Does the contract contain distinct 
investment components?

Yes, unbundle 

*  This assumes that the feature has met all of the criteria in ASC 834-10-15-5(f) (as proposed).  
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Appendix D — Comparing the BBA With the PAA 

The illustrations below compare the BBA’s effects with the PAA’s effects on a portfolio of identical insurance contracts. This example 
assumes that an entity writes a portfolio of identical five-year, term life policies. The comparison highlights differences between the 
two models, as well as the FASB’s and IASB’s divergent views (e.g., the presence of a risk adjustment under the IASB’s model).  
The individual components are not drawn to anticipated scale in relation to one another and are displayed prominently for emphasis. 
Note that under the FASB’s BBA model, acquisition costs are offset against the single margin while under the IASB’s model, such 
costs are included in future cash flows.

FASB’s View
PAA BBA

AC

Margin

BBA

PAA

Margin

UPR

AC

UPR

BBA

Discount
Discount PAA Margin

Future CFs
Discount Discount

Future CFs

Discount = Discount

Future CFs = Future CFs Future CFs
Future 

CFs

Liability for 
remaining 
coverage

Liability for 
incurred  
claims 

Liability for 
remaining 
coverage

Liability for 
incurred  
claims 

The single margin 
relates to both 
incurred claims 
and remaining 
coverage CFs.

Day 0 Coverage Period End of Coverage

PAA BBA

AC Margin
PAA BBA

AC

≈

Margin

UPR

Risk Adj.
UPR

Risk Adj.

Discount PAA BBA

Discount
Future CFs Risk Adj. Risk Adj.

Risk Adj. = Risk Adj.
Discount Discount

Future CFs

Discount = Discount

Future CFs = Future CFs Future CFs
Future 

CFs

Liability for 
remaining 
coverage

Liability for 
incurred  
claims 

Day 0 Coverage Period End of Coverage

IASB’s View

Acronym Key

AC Acquisition costs

UPR Unearned premium reserve

BBA Building block approach

PAA Premium allocation approach

CFs Cash flows
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Appendix E — “OCI Solution” and Its Relationship With the Accounting for 
Financial Instruments

The discount rate is one of the most significant insurance liability 
measurement inputs because all estimates of future cash flows would 
need to be discounted if the effect of discounting is material. It affects not 
only contracts accounted for under the BBA but also long-tail claims that 
may exist in certain insurance contracts. Given the sensitivity of insurance 
contract measurements to market interest rates, particularly for contracts of 
longer duration, the boards decided that entities should separate interest 
expense between profit or loss and OCI. Such accounting would “separate 
underwriting and investing performance from the effects of changes in 
discount rates that reverse over time” and help address industry concerns 
about short-term volatility in results of operations. The boards’ “OCI 
solution” is designed to work in conjunction with the FASB’s proposed ASU 
on recognizing and measuring financial assets and liabilities9 (the  
“ASC 825 proposal”) as well as with IFRS 9.10

The OCI solution addresses two types of information that the boards consider valuable to users: (1) a current fulfillment value and  
(2) a historical cost-based interest expense. Under the proposed ASU, the statement of financial position would always show a 
current measure of the insurance liability, while the statement of comprehensive income would reflect the time value of money 
determined on the basis of the discount rates (yield curve) at inception, similarly to an amortized cost model (i.e., interest revenue 
and expense attributable to discounting would be determined by “locking in” the discount rates at inception). The graphic above 
highlights the complexity in tracking a locked-in discount rate in open portfolios. As the entity writes new insurance contracts for 
a particular portfolio, it will need to note the inception-date discount rate of each group of new contracts. The discount rate at 
inception would be locked in for accounting purposes, and the entity would need to keep track of each separate group (or layer) of 
contracts to apply the accounting model; it could not account for the portfolio as a single unit.

Changes in the discount rates would be reflected in OCI and would reverse into earnings over time as the insurance liabilities are 
fulfilled. If an entity subsequently derecognizes an insurance liability (e.g., via the sale of a portfolio), amounts deferred in OCI would 
be “recycled” through the income statement. At the same time, under the ASC 825 proposal, entities would account for certain debt 
instruments at fair value, with changes in fair value reported in OCI. 

Relationship With Financial Instruments
Under the ASC 825 proposal, classification and measurement of financial assets depend on their contractual cash flow characteristics 
and the business model in which they are managed. 

Under the contractual cash flow characteristics 
criterion, an entity would assess whether the 
contractual terms of a financial asset “give rise 
on specified dates to cash flows that are solely 
payments of principal and interest on the principal 
amount outstanding [(‘SPPI’)].” “Principal” is 
defined as “the amount transferred by the holder 
at initial recognition,” while “interest” is defined 

as “consideration for the time value of money and for the credit risk associated with the principal amount outstanding during a 
particular period of time, which may include a premium for liquidity risk.” Generally, financial assets that fail to meet the SPPI criterion 
are classified and measured at fair value through net income (FV-NI). The following table gives examples of financial instruments that 
may meet the SPPI requirements and those that may not:

Examples of Assets That Fail to Meet the SPPI Criterion Examples of Assets That Generally Meet the SPPI Criterion

• Investments in convertible bonds.

• Investments in bonds indexed to the debtor’s net income or an equity 
index.

• Investments in inverse floaters.

• Investments in equity securities or other ownership interests.

• Investments in unleveraged inflation-linked bonds indexed to inflation of 
the currency in which the bond is denominated. 

• Investments in variable-rate debt instruments with a choose-your-rate 
option in which the reset period always matches the period covered by 
the interest rate.

• Investments in variable-rate bonds with a cap on the interest rate. 

• Collateralized full-recourse loan receivables.

∆CFs (to earnings) ∆R × ∆CFs  
This “layer” is  
a new cohort.

∆Rates (to OCI) 

CFs

Ratet0 t1 t2

t0

t1

t2

  9 FASB Proposed Accounting Standards Update, Recognition and Measurement of Financial Assets and Financial Liabilities.
10 IFRS 9, Financial Instruments.

Contractual 
cash flow 

characteristics

Business  
model

Classification  
and  

measurement
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Entities typically engage in asset-liability management programs to minimize the effect of duration gaps between their asset and 
liability portfolios. In applying the OCI solution, an entity may not be able to eliminate all accounting mismatches that arise from 
the different financial asset and insurance liability measurement models. Some financial assets will continue to be recorded at FV-NI, 
creating a mismatch with the portion of change in the insurance liability that will be recorded in OCI. For example, asset-liability 
matching strategies often use derivative instruments to achieve a matching of cash flows for liabilities of very long duration when it is 
impossible to purchase assets that have the same long duration. Nonhedging derivatives may only be accounted for at FV-NI; thus, in 
such cases, an entity would have to address the accounting mismatch that may result from such a strategy. 

Conversely, if the entity holds financial assets at FV-OCI with durations shorter than those of its insurance liabilities (i.e., a duration 
mismatch), the effect of this mismatch would be reflected in accumulated OCI. As a result, to understand the entity’s asset-liability 
management strategy, financial statement users would need to consider both parts of the statement of comprehensive income.
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Appendix F — Participating Contracts

To address potential accounting mismatches between participating insurance11 contracts and the assets backing them, the proposed 
ASU requires that an entity measure the liability for insurance contracts with contractually linked cash flows that depend wholly 
or partly on the performance of the specified underlying items measured in accordance with U.S. GAAP (i.e., the area denoted as 
“high” in the graphic below) to reflect the measurement of the underlying items.

Low

Medium

High

Nonparticipating

Participating: 
Share in results

Cash flows do not depend on asset returns  
and are only affected by expected claims  
(e.g., term life, other guaranteed products)

Policyholder cash flows are heavily affected by 
asset returns in addition to expected claims 
(e.g., universal life)

Liability fully depends on asset value 
(e.g., unit-linked products)

Participating: 
Linked

Investment Return Impact on Liability

For such contracts, an entity also 
would discount estimated future cash 
flows with a discount rate that reflects 
that dependency. For example, if a 
policyholder account balance is affected 
directly by changes in the fair value 
of the underlying assets, the entity 
would measure the account balance 
component of the liability by directly 
mirroring the change in fair value of the 
assets. Accordingly, all changes in the 
liability balance attributable to changes 
in the fair value of the underlying assets 
would be recorded in earnings (i.e., 
changes in the measurement of the 
liability attributable to changes in the 
discount rate would be recorded in earnings, not in OCI).

In circumstances in which the entity has discretion over the policyholder’s received crediting rate, the proposed ASU requires an 
entity that changes its expectations regarding the crediting rate (which will affect measurement of the insurance liability) to also 
adjust its interest accretion rate to recognize interest expense at a level yield over the remaining life of the insurance contract 
portfolio. This decision creates another “exception” to the OCI solution because it unlocks the discount rate determined at inception.

Editor’s Note: The proposed ASU does not require an entity to disaggregate a portfolio’s cash flows into pure insurance cash 
flows and those that are asset-linked to apply the participating contract guidance. As an alternative, an entity may instead try to 
satisfy the requirements by using a blended discount rate that it believes will result in a similar measurement; however, doing so 
may present challenges if the entity must also make a crediting rate adjustment and may make application of the OCI solution 
more complex. In particular, entities will have to evaluate the appropriate discount rate for liabilities that are partly asset-linked 
(e.g., surrender fees, guaranteed minimum death benefits).

The following table compares the measurement method in the proposed ASU with that in the IASB’s ED for participating contracts:12

FASB

Cash Flow Behavior of Underlying Item

Contractual 
Dependence 

Measured Under 
U.S. GAAP

Contractual Dependence 
Not Based on U.S.GAAP 

but Reflects a Timing 
Difference That Will 

Reverse and Affect Future 
Participating Benefits

Contractual Dependence 
Not Based on U.S. GAAP 

and Is Not a Timing 
Difference No Contractual Dependence

Measurement
Determined by 

reference to underlying 
items

Based on the contractual 
feature and adjusted to reflect 
measurement of underlying 

under U.S. GAAP

Based on the contractual 
feature and all changes are 
recognized in net income

Determined by applying the 
building block approach as 

defined

Interest expense 
recognized

Determined by 
reference to underlying 

items

Determined by reference to 
underlying items

Determined by using rate at 
initial recognition of contract

Determined by using rate at 
initial recognition of contract

11 The proposed ASU defines participating insurance as “[i]nsurance in which the policyholder is entitled to participate in either of the following: (a) The earnings or surplus of the 
insurance entity [or] (b) The performance of an underlying item.”

12 The table showing the IASB model has been adapted from the IASB’s April 2013 staff paper, “Feedback on Contracts With Cash Flows That Vary With the Returns on Underlying 
Items.” 
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IASB

Cash Flow Behavior With Underlying Item

Directly Varies/Linked Indirectly Varies Does Not Vary With 
Underlying Items

Cash flows that are not 
specifically linked to 

underlying items that the 
entity is required to hold

Measurement Risk-adjusted expected present value of cash flows

Interest expense recognized
Determined by using rate at initial recognition of contract, 

updated when changes in returns from the underlying items 
affect cash flows

Determined by using rate at 
initial recognition of contract

Contracts that are 
specifically linked to 

underlying items that the 
entity is required to hold

Measurement
Determined by reference to 

underlying items
Risk-adjusted expected present value of cash flows

Interest expense recognized
Determined by reference to 

underlying items
Determined by using a 

current rate
Determined by using rate at 
initial recognition of contract
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Appendix G — Presentation Examples

The following tables constitute simplified examples of a statement of financial position and a statement of comprehensive income 
under the proposed ASU: 

Statement of Financial Position

Assets

Cash   XX

Investments   XX

Premiums receivable (PAA)   XX

Unconditional premium receivable (BBA)   XX

Insurance contract asset (BBA)   XX

Reinsurance contract asset (PAA)   XX

Reinsurance contract asset (BBA)   XX

Total assets   XX

Liabilities and Equity

Liability for remaining coverage (PAA)   XX

Liability for incurred claims (PAA)   XX

Insurance contract liability (BBA)   XX

Single margin (BBA)   XX

Total liabilities   XX

Accumulated OCI   XX

Retained earnings   XX

Total liabilities and equity   XX
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Statement of Comprehensive Income

Statement of FInancial Performance

Insurance contract revenue (premiums earned) (BBA)   XX

Insurance contract revenue (premiums earned) (PAA)   XX

Ceded reinsurance premium (expense) (BBA)   (XX)

Ceded reinsurance premium (expense) (PAA)   (XX)

Benefits incurred (BBA)   (XX)

Claims incurred (PAA)   (XX)

Ceded benefits incurred/reinsurance recoverable (BBA)   XX

Ceded claims incurred/reinsurance recoverable (PAA)   XX

Adjustment for changes in estimates of future benefits/claims   XX

Amortization of acquisition costs   (XX)

Underwriting margin   XX

Other income   XX

Other expenses   (XX)

Investment income   XX

Interest expense (including unwind of the discount)   (XX)

Net income   XX

Components of other comprehensive income   XX

Total comprehensive income   XX
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Appendix H — Insurance Revenue and Journal Entry Example

This example illustrates how an entity would determine revenue under the earned premium approach and shows the appropriate 
journal entries.

An entity issues a portfolio of five-year term life policies to a group of 100 males with similar demographic characteristics. The 
coverage period begins when the contract is issued. For simplicity, this example assumes that (1) the time value of money is 
immaterial, (2) there are no acquisition costs and commissions for the portfolio, and (3) all claims are paid when they are incurred. 
The entity accounts for this portfolio under the BBA on the basis of its assessment of the variability related to cash outflows.  
Other details for the portfolio include:

Policy Type Five-year, level term

Policy Face Amount  $ 100,000

Level Annual Premium  $ 1,000

Number of Policies in the Portfolio   100

At the start of the coverage period, the entity receives the total premiums of $1,000 for each policy in the portfolio and estimates 
future cash flows as follows:

Period Beginning Year 1 Year 2 Year 3 Year 4 Year 5

Annual premium  100,000  100,000  100,000  100,000  100,000

Expected benefits/claims  50,000  57,213  65,416  74,731  85,287

Summarized Information @Day 1 Amount

Cash premium received — year 1  100,000 A

Total portfolio expected cash inflows  500,000 B

Remaining expected cash inflows  400,000 C

Expected benefits/claims for portfolio  332,647 D

When the contract is issued and the first $100,000 of cash premium is paid, the entity would record the following on the basis of 
the information above:

Debit Credit

Cash  100,000 = A

Insurance contract asset  67,353 = C – D

     Margin  167,353 = B – D

During the first year, the entity paid $100,000 in claims; in other words, one claim was made and paid in each of the 100 policies in 
the portfolio. No other changes in the future cash flows are expected. The following information applies at the end of year 1:

Summarized Information @Day 365 Amount

Cash premium received — year 2  100,000 E

Total portfolio expected cash inflows  400,000

Remaining expected cash inflows  300,000

Expected benefits/claims for portfolio  282,647 F

Year 1 expected benefits/claims  50,000 G

Year 1 paid benefits/claims  100,000 H

Margin release (20% per year)  33,470 I

The entity would record the following journal entries to account for the claim activity that occurred during the first year:

Debit Credit

Benefits/claims paid  100,000 H

     Cash  100,000
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The entity must then properly record insurance revenue. Recall from the earned premium discussion above that for year 1:

Beginning net liability  0

+ Premiums received ( years 1 and 2)  200,000 A + E

+ Unwind of discount  0

– Expected claims for the period  50,000 G

– Release of margin  33,470 I

Ending net liability  116,530

Therefore, the entity records the following journal entries for (1) insurance revenue (this includes the release of the margin for year 1 
into the statement of comprehensive income as the entity is released from risk — for simplicity, this example assumes that it is on a 
straight-line basis) and (2) cash premiums received for coverage provided in year 2:

Debit Credit

Margin (balance sheet)  33,470 I

     Insurance revenue  33,470

Insurance contract asset  50,000

     Insurance revenue  50,000 G

Cash (premium received)  100,000 E

     Insurance contract asset  100,000

At the end of year 1 (i.e., day 365), the entity, would report the following in its statement of financial position and statement of 
comprehensive income.

Statement of Financial Position Day 1 Day 365

Cash  100,000  100,000

Insurance contract asset13  67,353  17,353

Total assets  167,353  117,353

Single margin14  167,353  133,883

Retained earnings  0  (16,530)

Total liabilities and equity  167,353  117,353

Statement of Comprehensive Income Day 365

Insurance contract revenue  83,470

Benefits incurred  (100,000)

Underwriting margin  (16,530)

Interest expense  0

Net income  (16,530)

Insurance revenue

13 Note: net insurance liability

Insurance contract asset (17,353)

Single margin 133,883

116,530
14 See footnote 13.



28

Appendix I — Transition

The following diagram is a sample illustration created for a single portfolio of life insurance contracts issued at t-x, with a contract 
boundary extending beyond the effective date of the insurance standard, presumed to be January 1, 2018 (reflected as t0).  
This diagram was simplified by illustrating a single cohort but would be replicated for each cohort issued in each period after t-x.

t-6 t-5 t-4 t-3 t-2 t-1 t0 tX
t-X t20

D
is
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un

t 
ra
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Imputed Remaining practicable period
Minimum 

practicable period
Actual discount 

rate

Δ t-3 – t-X = transition OCI

Ca
sh

 fl
ow

s

Estimate for 
“impracticable” period

Actual cash flows

Historical cash flows used to determine the single  
margin at transition (t-3)

2015 2016 2017 2018

Various balance sheet dates  
in the future

Balance sheet

Income statement

Five-year table

“Locked in” 
discount rate at 

transition

Fulfillment cash flows at transition used in building  
block 1 at each point:

Δ tX – t-3 = ongoing OCI adjustment

Transition date — 
 earliest date 

presented 

Inception 
date of the 

contract

Effective date — 
first set of 
financial 

statements 
presented

Contract  
boundary

“Look back” to practicable period

The illustration above is designed to portray the effects of the proposed ASU on determination of the discount rate and cash flows at 
transition, including consideration of the appropriate number of financial reporting periods (not only in relation to the effective date 
but also with regard to presentation). These considerations are outlined in more detail as follows:

• If the effective date is January 1, 2018, public companies issuing insurance contracts will be required to present comparative 
information for the 2017 and 2016 income statements and the 2017 balance sheet within the 2018 financial statements.  
In addition, opening balance sheet information will need to be established for 2016 so that the earliest period presented for 
transition is t-3 or three years earlier than the effective date of the final insurance contracts standard. Moreover, because of 
the SEC’s MD&A requirements associated with the five-year historical table, an entity will need to present data dating back 
to 2014.

• Unless it is impracticable to do so, entities will be required to retrospectively apply the standard’s measurement provisions 
and thus will be required to “look back” to historical cash flows from a contract’s inception date. This look back may create 
significant complexity for entities that have many in-force contracts related to insurance policies issued a number of years 
before the transition date for which inception-date data may not be available.

• Entities will need to estimate the cash flows for any periods considered impracticable (the period between t-3 and t-x) when 
determining the margin at transition and how this margin is subsequently released. Depending on the nature of an entity’s 
business, management will most likely need to exercise significant judgment as part of this process.
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• Entities will need to collect data between a final standard’s issuance date (t-6) and transition (t-3) to create an accurate 
opening balance sheet as of the earliest period presented. Complexities will arise for entities that are not prepared to 
present the financial statements as of transition (t-3) as actual experience (between t-3 and t0) begins to affect estimates that 
should have otherwise been known and made as of the transition date.

• As a result of the OCI solution provisions of the standard, a transition AOCI adjustment for the difference between the 
discount rate at contract inception (t-x) and that at transition (t-3) would be recorded and would be unwound at that 
“locked-in” rate going forward.

• As the insurance liability is subsequently remeasured, changes arising from differences between the transition discount rate 
and the current measurement rate (t+x) would also be recorded in OCI in a manner consistent with the proposal.
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