RECORDING PROPERTY AND CASUALTY INSURANCE PREMIUMS

Captive insurance companies generally have three basic informational needs:  premium production, premium collection, and premium information.  This article addresses how a captive insurance company accounts for property and casualty direct insurance premiums in its accounting records. 
Written premium are defined as the contractually determined premium that is charged by the captive insurance company to the insured or policyholder for the effective policy period of the contract.  The premium is based on the expectation of the risk, the policy benefits, and expenses associated with the coverage provided by the terms of the insurance contract.  It is recommended that a licensed actuary report on the reasonableness of the premium charges.
The direct written premiums of most captive insurance contracts are recorded to their general ledger as of the beginning date of the policy period.  For insurance contracts with a policy period beginning January 1, 200X  and ending on December 31, 200X, the entire premium would recognized as earned during the year 200X. 
For insurance contracts with a policy period that covers a period other than a calendar year, the 200X profit and loss statement will report the amount of premium that has expired.  The unexpired portion of the insurance premium will be reported as unearned premium on the captive's 200X balance sheet.  
The exposure to insurance risk for most property and casualty insurance contracts does not vary significantly during the contract period. Therefore, premiums from these types of contracts shall be recognized in the statement of income, as earned premium, using either the daily pro-rata or monthly pro-rata methods as described below. Certain statements provide for different methods of recognizing premium in the statement of operations for specific types of contracts. 

The daily pro rata method calculates the unearned premium on each policy.  At the end of

each period, the calculation is made on each item of premium to ascertain the unexpired

portion and to arrive at the aggregate unearned premium reserve.

The monthly pro-rate method assumes that, on average, the same amount of business is written each day of any month so that the mean will be the middle of the month.  For example, one-year premiums written during the first three months of the year have, at the end of the year, the following unearned fractions:  January-/24; Februar-3/24; March-5/24.

Some policies, for example, workers' compensation contracts are frequently subject to audit by the "fronting" insurance company and the amount of premium charged is subject to adjustment based on the actual exposure.   In this case written premiums may be recorded on an installment basis to match the billing to the policyholder. Under this type of arrangement, the premium is determined and billed according to the frequency stated in the contract, and written premium is recorded on the basis of that frequency. 

If an insured chooses to finance their premium payments rather than paying them in full, they are traditionally charged a flat fee service charge on the next billing cycle.  These service are primarily intended to compensate the captive insurance company for the additional adminsitrative costs for processing the service charges and has no relationship to the premium charges.  Normally, if the insured does not pay these service fees, the policy is not cancelled.  
Additional premiums charged to policyholders for endorsements and changes in coverage under the contract shall be recorded on the effective date of the endorsement and accounted for in a manner consistent with the methods discussed aove. This is done so that, at any point in time, a liability is accrued for unearned premium related to the unexpired portion of the policy endorsement. 

Earned but Unbilled Premium
Many insurance policies may require adjustments to the premium charged for changes in the level of exposure to insurance risk (e.g., the audit premiums on workers' compensation policies).  These types of adjustments are generally determined based upon audits by the insurance company and are conducted after the policy has expired. The reporting entity should estimate the premium income, this amount is generally referred to as earned but unbilled (EBUB) premium, and shall record the amounts as an adjustment to premium revenues, either as written premium or as an adjustment to earned premium. The estimate for EBUB should be determined using actuarially or statistically supported aggregate calculations using historical company unearned premium data, or per policy calculations. 

The audit of the insurance policy should be conducted as soon as the policy period has ended.  The EBUB is adjusted upon completion of the audit and the adjustment shall be recognized as revenue immediately. If the audit results in a return of premiums to the policyholder, then earned premiums will be reduced. All corresponding and associated liabilities, such as, commissions and premium taxes, are also recorded.  
When a captive assumes reinsurance risk from a "fronting" company, then the captive will record their corresponding transactions in a consistent manner. 
It is recommended that ten percent (10%) of EBUB in excess of the collateral specifically held and it identfiable on a per policy basis be reported as a non-admitted asset on statuatory financial statements.  If it is anticipated that any premiums in excess of the ten percent (10%) will not be collected, then they should be written off in the period of determination.
Advance Premiums 

When a company collectes a premium payment after a policy has been processded but in advance of the policy's effectice date, they are referred to Advance Premiums.  Advance premiums are reported as a liability on the Balance Sheet and are not considered income until due; these amounts are not recognized as written premium in the period or in the calculation of the unearned premium reserve.  

Premium Deficiency Reserve 

The Captive should record a premium deficiency reserve when the anticipated losses, loss adjustment expenses, commissions and other acquisition costs, and maintenance costs exceed the recorded unearned premium reserve plus any future installment premiums on the existing policies.  This reserve is reported as an additional liability with a corresponding charge to current operations. The related commissions and other acquisition costs should not be considered in the premium deftciency analysis to the extent they have previously been expensed. For purposes of determining if a premium deftciency exists, insurance contracts shall be grouped in a manner consistent with how policies are marketed, serviced and measured. A liability shall be recognized for each grouping where a premium deftciency is indicated. These deftcienciy reserves are not offset by any anticipated proftts in other policy groupings. 

