Inside view

Don't 'bifurcate’ — co-operate

It's not often that changes in accounting have the potential to change the
(re)insurance industry fundamentally, but a current proposal by the US

Financial Accounting Standards Board (FASB) does. David Spiller of Guy
Carpenter spells it out
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president and
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‘Bifurcation’ refers to the concept of splitting an
insurance or reinsurance contract into two parts: an
insurance component and a financial component. The
insurance component would then be accounted for
under insurance accounting rules, and the financing
component would be accounted for as financing, with
the premium viewed as a deposit.

On 26 May 2006, the FASB issued an invitation
to comment (ITC) on a proposed system of bifurca-
tion. It received 62 responses, indicative of the wide
interest in this issue. Guy Carpenter responded with
a fairly detailed critique of the bifurcation proposal.

Over the years, a general consensus has been
reached that (re)insurance policies may include ele-
ments that limit risk transfer. Given that consensus,
US accounting authorities developed the following
basic principles regarding how such (re)insurance
should be accounted.

Here's how it works:

1) If a contract transfers significant insur-
ance risk, then it is accounted for entirely as a
(re)insurance contract. The policyholder expenses
the premium, and claim recoveries are treated as
income to the policyholder.

2) If a contract is determined not to transfer signif-
icant insurance risk, the entire contract is accounted
for as a deposit. The premium is viewed as a loan.
Hence, it is recorded as an asset by the policyholder.
Claim recoveries are treated as a reduction of the
asset by the policyholder.

3) The ITC suggests that, rather than stay with
this "either/or" test for a whole contract, many con-
tracts should be separated (or 'bifurcated’) into
insurance and deposit components, with each com-
ponent using its respective accounting treatment.

Our concerns about this proposal are twofold:
poor timing and lack of consistency.

Too soon? Too inconsistent?
International standards for accounting for insur-
ance contracts are currently being developed by the
International Accounting Standards Board (IASB). It
seems premature for one accounting authority to
change its insurance accounting model radically now,
especially when it has a stated goal of international
convergence of accounting principles. In its response
to the ITC, the Association of British Insurers (ABI)
concurs: “...it would be better for the FASB to work
with the IASB, rather than seeking to bring forward its
own proposal before the IASB work is complete.”
Accounting authorities, including the FASB,
regard consistency as one of the fundamental char-
acteristics of a sound accounting system. Unfortu-
nately, the ITC proposal would lead to inconsistent
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accounting for entities with the same risk profile.
The following are some illustrative examples.
Group vs individual: For an insurer that insures
100 people individually, compared to an insurer
that insures these same individuals as a group, the
ITC proposal would lead to different accounting
treatment for items such as premiums and losses.

Personal vs commercial lines

An insurer that insures 100 individual cars would
show different accounting results compared to an
insurer that covers a fleet of 100 autos. Not only
would there be inconsistencies across entities but, if
one insurer writes both these hypothetical individual
auto policies and the fleet policy, it would have dif-
ferent accounting in its own financial statements
for the same risk exposure.

Such a company will need to use completely
different financial measures to evaluate similar
businesses, which will certainly make the insur-
er's consolidated results more difficult to explain
and understand.

Insurance vs reinsurance

A personal-lines insurer that insures numerous
individual homeowners’ policies would record dif-
ferent results compared to a reinsurer that reinsures
that book of business on an unlimited quota-share
basis. Not only would the insurer’s and reinsurer’s
treatment of the same risk be handled differently,
so would the insurer’s direct and ceded business.

In preparing our response to the ITC, our own
actuaries developed some detail for this last
example. They assumed a straightforward quota-
share contract with an unlimited, 100% transfer
of $100 000 in premium. Under current insurance
accounting, the net premium recorded by the
cedent would be zero, as all the risk and premium
are transferred to the reinsurer.

Using our interpretation of the proposed ITC's
bifurcation methodologies, the cedent could
report as much as $88 000 in retained premium
without the associated retained risk. We would
argue that an accounting change that can lead to
such startling changes in reported results needs
further study.

In conclusion, we believe all those involved
would benefit if the FASB joined with the IASB to
come to a joint proposal for any changes in this
difficult area. If the FASB decides to proceed with
a bifurcation proposal independent of the IASB, it
should strive to develop a system that emphasises
clarity, consistency and comparability for equiva-
lent risks.

reinsurance

Editorial

Editor

Mark Geoghegan

Deputy editor

Marc Jones

Sub-editor

Jane Cahane

Art director

Nicky Brown

Editor-in-chief

Antony Gould

Editorial tel +44 (0) 20 7484 9933
Editorial fax +44 (020) 7484 9900
E-mail addresses
name.surname@incisivemedia.com

Advertisement sales

Publisher

Jonathan Trinder

Sales manager

Graeme Roche

Advertising tel

+44 (0)20 7484 9942
Advertising fax

+44 (0)20 7484 9992
name.surname@incisivemedia.com

Incisive Media

Chief operating officer

James Hanbury

Group editorial services director
David Worsfold

Managing director, insurance
division

Graham Harman

Marketing manager

Ro Oshorne

Group production manager
Lorna Graham

Customer services

Tel (UK) +44 0870 240 8859
Tel (US) +1(212) 925 6990
E-mail cs@incisivemedia.co.uk

Subscription hotline
Tel +44 (0)20 8606 7516
Fax +44 (020) 8606 7303
Email sigs@wdis.co.uk

Annual subscriptions: UK £225 Airmail
Europe £242 (€357) Airmail RoW £272
(€402). Remittances by cheque or
international money order to be sent

with order and made payable to Incisive
Financial Publishing Ltd. Overseas cheques
should be drawn in sterling.

Head office
Incisive RWG Ltd, Haymarket House,
28-29 Haymarket, London SW1Y 4RX
Tel +44 (0)20 7484 9700

US & Canada office

Incisive RWG Inc, 270 Lafayette Street,
Suite 700, New York, New York 10012, US
Tel +(212) 925 6990

Asia & Pacific office

Incisive RWG Ltd, Unit 2708, 27th Floor,
The Centre, 99 Queen's Road, Central,
Hong Kong, SAR China
Tel +(852) 2545 2710

2,
/ Zre
Average net circulatiorLf;k‘:\s/-/
from 01/07/2005 to A x
30/06/2006: 9,298 inrgisivemed/'am
publication

© Incisive Media
Investments Ltd

ISSN 0048-7171
Reproduction: CTT, London

513

Printer: The Grange Press,  [a\=1
Southwick

Member of the Audit Bureau of
Circulations

Www.reinsurancemagazine.com




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails true
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
    /Arial-Black
    /Arial-BlackItalic
    /Arial-BoldItalicMT
    /Arial-BoldMT
    /Arial-ItalicMT
    /ArialMT
    /ArialNarrow
    /ArialNarrow-Bold
    /ArialNarrow-BoldItalic
    /ArialNarrow-Italic
    /ArialUnicodeMS
    /CenturyGothic
    /CenturyGothic-Bold
    /CenturyGothic-BoldItalic
    /CenturyGothic-Italic
    /CourierNewPS-BoldItalicMT
    /CourierNewPS-BoldMT
    /CourierNewPS-ItalicMT
    /CourierNewPSMT
    /Impact
    /LucidaConsole
    /Tahoma
    /Tahoma-Bold
    /TimesNewRomanMT-ExtraBold
    /TimesNewRomanPS-BoldItalicMT
    /TimesNewRomanPS-BoldMT
    /TimesNewRomanPS-ItalicMT
    /TimesNewRomanPSMT
    /Trebuchet-BoldItalic
    /TrebuchetMS
    /TrebuchetMS-Bold
    /TrebuchetMS-Italic
    /Verdana
    /Verdana-Bold
    /Verdana-BoldItalic
    /Verdana-Italic
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 5.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


