CHANGES TO THE SYLLABUS AND CORE READING
FOR SUBJECT SA3 FOR THE 2008 EXAMINATIONS

1 Changes to the Syllabus and their impact on Core Reading

There have been no changes to the Syllabus.

2 Changes to Core Reading
Listed below are changes other than those of a typographical or grammatical nature.
UNIT 2 SECTION 2.1.1.1
This now reads as:
The Employers’ Liability (Compulsory Insurance) Act 1969, as amended by the
Employers’ Liability (Compulsory Insurance) Regulations 1998, requires that every
employer in the UK (except some bodies such as local authorities) must maintain, with an
authorised insurer, an Employer’s Liability insurance policy covering all its employees.
The policy must have a minimum limit of indemnity of £5 million per event, but will
usually provide a higher limit of cover.
UNIT 3
ThisUnit has undergone a major rewrite and is attached.

UNIT 5

ThisUnit has also been subject to a major rewrite to bring it up to date with taxation and
regulation changes up to 30 April 2007. See attached.

UNIT 8 Section 10.2
Sentence at end relating to “other comments” has been deleted.
UNIT 14

Bibliography has been extended to include “GRIT” and “GRIP”

END
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UNIT 3 — REINSURANCE PRODUCTS

Syllabus objective

(b) (i) Analyse the main types of general reinsurance products and the purposes for
which they may be used, and explain how the reinsurance needs of a general
insurer influence the features of reinsurance contracts.

Introduction

This unit builds on Unit 3 of Subject ST3 by introducing additional features of reinsurance
products.

If a risk has been placed totally with one insurer then the insured has a legal contract
solely with the primary insurer with whom the risk has been placed, for the total amount of
that risk. In turn, if the primary insurer has effected reinsurance cover for part of that risk,
a separate contract will exist between the primary insurer and the reinsurer. It may well be
that, owing to the size of the risk, the reinsurer uses retrocession.

The insured will only be concerned with the primary insurer and will probably not even be
aware of any reinsurance contracts in existence, nor of any subsequent claim recoveries
between the respective insurers and reinsurers. Any claim would be made to the primary
insurer, whose default would result in the insured’s receiving no payment (other than any
due via policyholder protection).

Should any of the reinsurers default, the insured would not be affected and would receive

the full claim amount from the primary insurer, provided this does not lead to insolvency
for the primary insurer.

Reinsurance products

Proportional reinsurance

Quota Share

Clean-cut treaties

Many Quota Share treaties are terminated or clean-cut at the end of the original accounting
period, rather than allowing that year’s treaty to remain open until all the liabilities arising

under the treaty have fully run off. This is achieved through a portfolio transfer (see “loss
portfolio transfers” within section 2.3).
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Surplus reinsurance
Expected Maximum Loss (EML)

In practice, the estimation of EML will be a very technical exercise involving a detailed
appraisal of the risk. However, it cannot be guaranteed to be the maximum loss that will
occur and does not actually form a limit to the amount that can be paid under any claim.
Claims can (and do) exceed the EML. In such cases, the loss will still be shared in the
agreed proportions.

If the claim exceeds the EML by a significant margin, the reinsurer will want to know
why. The danger is that the cedant has undervalued the risk, and hence has charged too
small a premium to the policyholder. If a number of such cases arise during the year, the
reinsurer may be unwilling to renew cover with the cedant for the following year, or may
reduce any existing profit commission terms. In practice, if EML is used a maximum ratio
of sum insured to EML will normally be written into the surplus treaty. This has the effect
of reducing the risk to the reinsurer of too low an EML.

Choice of retention level and proportion ceded

Assuming that there is no associated risk, then the choice of retention level on any
particular risk will be governed very much by the risk potential of that case as well as the
size and solvency position of the insurer. For example, the retention might be higher, in a
Commercial Fire risk, if good fire prevention equipment is in place.

In general, an insurer will seek to keep more of the safe, low variance business, and to
cede more of the business with a greater potential for high losses. It will also tend to
reduce its retention to avoid undue concentrations or accumulations of risk in any sector.

In practice, this choice will be simplified with the help of a set of office instructions.
These would be used very much as a rate book is used to determine a premium,
categorising required levels of retention and cession for each type and size of risk.

Second Surplus treaty

Some of the larger risks may exceed the capacity of the First Surplus treaty, and therefore
need another reinsurance facility to protect them. It is common, therefore, to find a
Second Surplus treaty in place with another reinsurer, in order to accommodate
automatically that part of any risk exceeding the limit of the First Surplus. There may also
be a third, or even fourth, Surplus treaty for some of the larger accounts.

The Second Surplus acts concurrently with the First Surplus for those risks which involve
both treaties. The size of line used under each treaty will be the same, both being based on
the cedant’s retention.

Note that the usual practice would be to use the whole of the First Surplus capacity for a
risk, before placing the balance on the Second Surplus treaty. Some treaties may require
this, but in other cases the treaty would normally stipulate that at least as much risk would
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have to be placed to the First Surplus treaty as to the Second to avoid selection against the
Second Surplus reinsurer.

Non-proportional reinsurance
Excess of loss reinsurance
Indexed limits

A stability clause in an XL treaty may apply to both the Excess Point and the Upper Limit
(where one exists). It is, however, possible to have one of the points fixed and the other
indexed. Where this forms part of a layered programme of XL cover, the ceding insurer
will be concerned to ensure that the cover given remains continuous, without gaps or
overlaps.

When a claim occurs under a treaty containing indexed limits the division of the loss
between the cedant and the reinsurer is often complicated by the existence of several part
payments on different dates.

Risk excess of loss (Risk XL)

Losses covered under a Risk XL treaty may represent each and every loss on each and
every risk covered by the treaty. If so, the reinsurer is very likely to impose a limit on the
aggregate amount payable under the treaty from all losses. This may take the form of a
monetary limit or a limit on the number of reinstatements available.

For example, there may be perhaps two free reinstatements of cover, with provision for up
to two repeats of that cover upon payment each time of the original reinsurance premium.

Reinsurers providing higher-layer covers will strictly limit the number of reinstatements
offered and will usually require payment of a reinstatement premium after each claim.

The level at which an insurer will require Risk XL cover to commence will depend on
various factors including the nature of the class involved, the size of the insurer, and the
price and conditions of the reinsurance.

It is, however, likely that the first layer (and perhaps the second) would result in a regular
flow of claims being passed to the reinsurer. These working layers should give the
reinsurer a fairly stable experience, and may enable rating to be based largely on that
experience.

Higher layers would be subject to only occasional claims, and the reinsurer’s experience
on such a treaty may be very variable. The reinsurer would be likely to rate the high-level
treaty on the aggregate experience over all such treaties that it writes. The reinsurer would
also reflect the inherent variability of that experience in the premium level for the layer
and in any profit commissions offered. (Note that unlimited cover may be available for
the top layer, provided that the probability of a disastrously large claim is sufficiently
small in the reinsurer’s opinion, and/or that the reinsurer has reinsurance protection.)
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Catastrophe excess of loss

Where windstorm claims or freeze claims occur over a longer period than that specified in
the hours clause, the cedant is able to select the period that gives the maximum aggregate
loss and therefore the maximum recovery under the treaty. In extended events it may even
be possible for the cedant to make more than one reinsurance claim under the Catastrophe
XL treaty, although the periods selected must be separated by a certain period of time, also
defined in the treaty. There will, however, be a very severe limit (usually only one or two
claims) on the number of reinstatements under a Catastrophe XL treaty.

Reinstatement of cover after the first claim will invariably require a further premium to be
paid, even though only part of the original cover provided may have been burnt through by
the first claim. Bases for the calculation of this further premium vary considerably,
according to the nature of the risks involved and cover remaining.

A Catastrophe XL treaty may also require the cedant to retain a proportion, say 5%, of the
risk.

Stop Loss

Stop Loss reinsurance may be offered where the reinsurer is able to apply some control
over underwriting or claims outgo, or is happy that any claims that arise will not be due to
poor quality underwriting or over-generous claims settlements.

Stop Loss may be used for risks where losses in any year may be minimal or very
extensive owing to climatic or even economic effects (e.g. Crop insurance and possibly
Mortgage Indemnity Guarantee insurance). Stop Loss is also used to limit the
underwriting losses of individual members of Lloyd’s, or indeed reinsurers, who are not
totally responsible for the underwriting or claims settlement. Subsidiary insurers may also
be able to get Stop Loss cover from a parent insurer. P&I Clubs often use Stop Loss
reinsurance.

Where Stop Loss is available, it is common for the treaty to stipulate that the cedant shall
remain responsible for a percentage (say 10%) of the cost between the Excess Point and
the Upper Limit. In this way, the reinsurer forces the cedant to settle claims realistically
once the Excess Point is breached.

Financial engineering

Traditionally, the insurance and reinsurance markets have managed insurance risks
through pooling and sharing. The companies in these markets have always sought to
optimise performance under the accounting and regulatory regimes. Management of
insurance risks requires significant capital and entities need to find ways to reduce capital
requirements.

Financial Engineering contracts can generally be characterised as ones that attempt to
improve a company's balance sheet but with little or no transfer of risk.

Unit 3, Page 4 © Faculty and Institute of Actuaries
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The early Financial Engineering products (“Time and Distance” policies) simply replaced
undiscounted reserves with premiums that reflected the time value of money, thus
generating immediate profit. Products have since been developed that combine
management of insurance risk and financing arrangements. Large one-off transactions are
typical, with each being tailored to individual circumstances.

Terminology in this area varies. Financial Engineering is the term used by the FSA (and
in this course), but products may be called financial reinsurance, finite reinsurance, non-
traditional reinsurance, alternative risk transfer (ART), structured deals and a variety of
other names.

Contracts vary, and they can be difficult to distinguish from traditional reinsurance on first
inspection. Multi-year and multi-line features are typical, as are unusual terms and
conditions such as pre-agreed commutation clauses, experience account balances and
sliding scale profit commissions.

Arbitrage achieved by exchanging one accounting, regulatory or taxation regime for
another continues to be a key driver for these products. This has led to innovative writing
of contracts tailored to an individual company’s needs that evolve in response to economic
demands.

The whole area of financial engineering has come under increased scrutiny in recent years
as a result of investigations carried out by the New York State Attorney General, Eliot
Spitzer, into misrepresentation of financial statements. Auditors and regulators have
responded by requiring greater disclosure around contracts that fall outside traditional
insurance and reinsurance that could have a material impact on financial reporting and on
a company’s solvency position. In the UK, the FSA is developing a definition for these
types of products and new requirements governing the use and disclosure of these products
for determining solvency capital requirements.

Many companies are still entering into these transactions, with appropriate accounting
treatment and disclosure, because of the advantages these products offer over traditional
reinsurance. In particular, companies are looking for solutions to:

e reduce reinsurance costs

« seek coverage not available in the traditional reinsurance market, for example for very
large risks or new categories of insured risks

« access financial markets as an alternative source of capital

e restructure and manage aggregate risk

« find alternatives to claims equalisation or catastrophe provisions
< reduce the cost of capital under regulatory requirements; and

e optimise performance under accounting, regulatory and taxation requirements,
including between territories
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Although this course refers to these products as reinsurance used by insurers, reinsurers
and captives, similar products are also sold to direct insureds such as global and
international corporate companies seeking to manage the costs of their insurable risks
without setting up a captive.

Many financial engineering contracts cover multiple classes of business and cover several
years with detailed extension options.

Usually early favourable or adverse claims experience relevant to a contract of financial
engineering results in profit commission or premiums being adjusted later to compensate.
The main risks within these contracts are therefore the timing risk of when payments are
made, any credit risk and the availability of matching assets.

The hardening of the world’s commercial markets in the early years of the 21* century has
changed the focus of the ART market towards increasing capacity. Now, with insurers’
capital bases being tight, many limits are being placed on traditional insurance covers and
the demand for ART solutions has shifted towards products that provide solutions that are
difficult to transfer. The market for these innovative solutions is growing rapidly, though
often from a very small base. Many ART products are better suited to manage new risk
classes that are not yet dealt with by traditional insurance markets.

Types of contracts

Financial engineering contracts do not necessarily stand out from the majority of a
company’s reinsurance arrangements. Often these contracts are based on traditional
reinsurance products but contain features that result in their performing differently to the
traditional contract on which they are based. These may include:

e Most contracts transfer some insurance risk from the cedant to the reinsurer. This is
most commonly achieved by a traditional reinsurance arrangement, but the overall
level of risk transfer may be significantly reduced by other features of the contract.

« Asignificant portion of the overall value of the contract may be in the form of a
financing arrangement. These can be structured in different ways but have the effect
that the cedant exchanges uncertain cash flows arising from insurable risks for pre-
agreed payments. These arrangements typically involve the reinsurer paying large
amounts of initial commission to the reinsured with the expectation of being
reimbursed later in the term of the contract.

e Multi-year deals are relatively common in this area of reinsurance. Multi-year
arrangements can achieve smoothing of volatile risks between successive time periods
or can be used to reduce the effects of having to buy traditional reinsurance throughout
the reinsurance cycle. These multi-year contracts, while providing the cedant the
assurance of having suitable cover over a longer period, are often renewed annually on
a rolling basis. Typical structures include experience accounts, sliding scale profit
commissions, experience rated premiums and commutation accounts.

e The contract may contain termination or commutation terms and conditions including
financial consequences.

Unit 3, Page 6 © Faculty and Institute of Actuaries



2008

2.3.2

Reinsurance products Subject SA3

« Coverage can be provided for a range of risks with any benefits for diversification
being taken by the cedant through an experience account or similar feature.

e The contract may provide retrospective coverage for adverse deterioration on expired
accident periods.

e Some contracts may be structured in the form of bonds or derivatives rather than
having the legal structure of a reinsurance contract. The trigger for recoveries to be
paid to the issuer may be based on market events or individual losses. This difference
can be significant for accounting and regulatory treatment.

Designing financial engineering deals is a dynamic area with new features and
characteristics frequently emerging. The following contracts cross the boundaries between
traditional insurance and financial instruments making them difficult to categorise.

Financial engineering deals may take the legal form or reinsurance or of financial
instruments. Original contracts may be changed or renewed part way through the term to
allow for the changing needs of the parties to the contract. Side letters and addenda are all
part of a contract and need to be considered in conjunction with the original policy when
determining accounting or regulatory treatment.

Finite risk reinsurance

Finite risk reinsurance shifts the focus from traditional risk transfer towards risk
financing. These are multi-year contracts aimed at reducing the cedant’s cost of capital by
means of earnings smoothing. The year-to-year earnings volatility is reduced while
limiting the total amount of risk transfer over the contract period. Typical features might
be:

» risk transfer and risk financing are combined and the time value of money is
emphasised

e limited assumption of risk by the reinsurer

e multi-year contract term

e explicit inclusion of investment income in the contract

« sharing of the results with the cedant

A finite risk reinsurance contract does have an element of underwriting risk so that it is
acceptable under US accounting rules. However, this risk is usually small as the cedant
often receives a share of the reinsurer’s profits on the contract.

The main types of finite risk reinsurance are:

e Time and distance deals — designed to discount technical reserves for the time value
of money. The reinsurer agrees to pay a certain agreed schedule of claim payments in
the future, without assuming the risk of losses being higher than expected; the cedant
agrees to pay specified premiums in return, representing the net present value of the
future claim payments. Time and distance policies gear up the technical account to
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changes in the ultimate claims experience. They were useful in the past to insurers
who are not permitted to discount their reserves (e.g. LIoyd's syndicates).

Loss portfolio transfers — an arrangement whereby the liability for a specified book
of business is passed in its entirety from one insurer to another. Policyholders will be
informed of this “novation”.

The original insurer will transfer the reserves and the remaining exposure to the
new insurer. It is likely that there will be a premium in addition to the existing
reserves. This would normally include a claims handling service.

All adverse claims risks and the investment income will be passed to the new
insurer.

Assets may need to be realised to pass across the value of the reserves to the
accepting insurer which is particularly important if there is mismatching or if tax
gains/ losses would be crystallised.

The original insurer can concentrate on rest of book of business.

The new insurer will gain diversification if not already in this area and achieves a
larger client database. There are specialist players in the market that can possibly
run-off such portfolios more profitably than the original insurer.

The process could improve credit rating of the original insurer; but if the new
insurer defaults, this could damage the reputation of the original insurer.

The transfer may require the buy-in of reinsurers where there are existing
reinsurance arrangements covering the portfolio.

The cost to the original insurer to remove the risk would be any premium payable
plus the “lost” investment income. The cost depends on the current risk appetite
of the market.

2.3.3 Adverse development cover

Adverse development cover is a reinsurance arrangement whereby a reinsurer agrees, in
return for a premium, to cover the ultimate settled amount of a specified block of business
above a certain pre-agreed amount. It protects the cedant from significant reserve
deterioration on run-off business. This caps the liability and protects the balance sheet
from future losses in respect of old business. These covers can be used instead of or in
conjunction with other exit solutions such as novation, Part V11 transfers, commutations
and schemes of arrangement.

Unit 3, Page 8

Usually it is only possible to reinsure a layer above a specified amount. This specified
amount may be in excess of the current level of reserves. There could be an upper
limit and if the ultimate cost of losses is in excess of this then the risk returns to the
insurer.
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e The reinsurer may also insist in a small participation by the insurer in the layer.
e The premium that is payable for the cover depends on the risk appetite of the market.

e Claims are usually still handled by the insurer and hence there are the associated
expenses.

» Reserves are maintained by the insurer and they receive all investment income
generated from the investments backing these reserves.

e Reinsurer default falls back onto insurer. Legally, the insurer remains liable to the
insured parties for all claims within the block reinsured.

e Some but not all of the risk from adverse run-off of the reserves is removed.
Spread loss covers

Spread loss covers involve the insurer paying annual or single premiums to the reinsurer
for coverage of specified claims. These accumulate with interest (contractually agreed) in
an experience account, the balance of which is settled at the end of the multi-year period.
These types of contracts involve very limited underwriting risk (limited practical risk
transfer); but provide the insurer with the liquidity and security of the reinsurer.

Financial quota share

Financial quota share is one where the purpose lies in the commissions paid for financing
purposes, rather than the transfer of risk. Financial reinsurance contracts combine a
traditional excess of loss or quota share reinsurance with substantial commissions
arrangements such that the cash flows arising under the contract are more akin to a loan
and deposit arrangement than a reinsurance contract.

Run-off solutions

Run-off solutions focus on the full-scale risk transfer of reserve development risks; they
address the insurer’s earnings volatility arising from past activities. These may be sought
in circumstances such as:

e corporate restructuring

e mergers and acquisitions

e closing lines of business

e economic changes in the value of the liability
« regulatory, accounting or tax changes

e legal developments e.g. court decisions.

The “book” is sold to the reinsurer who assumes all (remaining premiums) and all risk; the
claims reserves are transferred also by the insurer.
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Multi-line, multi-year

Multi-line, multi-year arrangements allow insurers to take advantage of risk
consolidation within their own portfolio of risks (clashes), combine uncorrelated risks into
an insured portfolio, allowing for efficient risk transfer and avoiding over-reinsurance and
provide an alternative to traditional reinsurance during a hard market. Multi-trigger
products pay out only when the second event as specified occurs. The programmes are
especially attractive to insurers with a high risk appetite, covering perils which would
normally be retained but which could become a severe financial problem if coupled with
another adverse economic event.

Committed capital or contingent capital

Committed capital or contingent capital is based on a contractual commitment to
provide capital to an insurer after a specific adverse event occurs that causes financial
distress. The insurer purchases an option to issue its securities at a predetermined price in
the case that the defined situation occurs, on the understanding that the price would be
much higher after such an event.

For example CatEPuts provide pre-negotiated funding terms in the event of a specified
catastrophic event by fixing the price a Company’s equity can be sold subsequent to a
catastrophe. These are designed to help manage a company’s capital requirements; the
Company can hold a smaller contingent reserve provision and hence increase its supply of
“working capital” in the knowledge that it will still be available to meet liabilities were the
catastrophe to occur. These have not been widely used in the market so far; which is
probably a function of the ease with which insurance companies in recent times at least,
have been able to access capital markets via more traditional routes, after a catastrophic
event.

Credit securitisation

Though not usually involving reinsurance, insurance companies have been active in the
credit securitisation markets, enhancing the credit-worthiness of debt instruments,
providing capital relief to banks by insuring loan portfolios or providing credit protection
to companies. These ART solutions use derivative products available in the capital
markets, in addition to variations on traditional trade credit insurance.

Credit enhancements involve insurance companies insuring loan portfolios or providing

credit protection to companies to improve the creditworthiness of debt instruments. These
solutions use derivative products available in the capital markets, in addition to variations

on traditional credit insurance

Insurance linked securities

Insurance-linked securities (ILS) are an innovative way of increasing insurance capacity.
Many ILS issues have been catastrophe (CAT) bonds, a mechanism for insurers to transfer
catastrophic risks to the capital markets via a bond issue. If the specified catastrophic risk
is triggered, the bondholders typically forfeit the interest and principal on the bond to the
insurer.
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Structured finance

Reinsurers became involved in structured finance through their finite reinsurance
business and the increasing need of financial guarantee insurers and investment banks for
additional capacity. The typical financing solution provided by the reinsurer is a credit
enhancement in which the reinsurer provides a financial guarantee or credit insurance
wrap to the institution borrowing from the capital market. Credit enhancement or financial
guarantees lower the cost of borrowing.

All of the above products tend to be cyclical in demand; insurers’ demand for finite
reinsurance increases in a hard market when insurance capacity is scarce. Only finite
reinsurance can be considered a mature market; the others are still very much in their
development phase.

Other securitisation arrangements

Securitisation arrangements are designed to achieve some of the same objectives as
Financial Reinsurance contracts. The entity seeks to exchange insurance risk for financial
risk through a special purpose vehicle (SPV), which is a separate legal entity that acts as
an intermediary between the Company and the capital markets. The Company cedes risks
and provides capital to the SPV through a traditional reinsurance arrangement. The SPV
issues tranches of debt instruments at different credit ratings to access the capital markets.
The repayment of capital is contingent on certain events. The SPV is a separate legal
entity so the Company by reinsuring its risks to the SPV has released capital capacity for
other business needs. Due to costs involved in securitisations these are currently only
being used by the largest reinsurance players. Deals include issuance of “catastrophe
bonds” and portfolio securitisation to permit the early crystallisation of profits to
accelerate release from capital strains.

Accounting and reporting

Regulatory requirements and accounting standards attempt to define those contracts that
can be treated as (re)insurance contracts, based usually on the level of risk transfer.
Contracts that fail the test are accounted for as financial instruments. Regulators are
concerned about the impact of these contracts on solvency and are also developing
guidelines. Material contracts that are close to the boundary of the definition may require
separate disclosure of the accounting treatment used, further driving the trend for greater
transparency and disclosure.

The market for financial engineering deals is flexible and is able to evolve with the
insurance environment. As companies seek to maximise returns and minimise capital
strains under changing accounting and regulatory requirements, new products with be
developed to optimise performance. Many of the solutions are coming from within the
reinsurance market with original approaches to providing capital for insurance but a
number of products continue to reach into the financial markets.
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3 The treaty document

The treaty document sets out all the relevant details and obligations under the
arrangement, though the wording differs for different types of reinsurance. There will also
be wide differences of wording between treaties in any one category. Depending on the
type of reinsurance contract, the details set out in the treaty will include some of the
following:

period of cover

territorial limits

class(es) of business covered

exclusions to the cover

definition of loss occurrence

retention of the ceding company

cover granted automatically by the reinsurer
reinstatement provisions

a stability clause

premium rate

premium payment arrangements

ceding commissions payable

profit commission payable to the ceding company and the method of calculation
commissions payable to reinsurance brokers

claim notification arrangements

claim payment arrangements, including special arrangements for large claims
rendering and settlement of accounts

a currency clause (if more than one currency is involved)
access by the reinsurer to risk details

terms for termination of the treaty (period of notice, etc.)
sunset clause

an arbitration clause, in case disagreements arise

(Examiners would expect candidates to recognise which details are appropriate to the
different types of reinsurance contract.)

Unit 3, Page 12
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6.1

6.2

6.2.1

6.2.2

Taxation of a UK proprietary general insurer

Introduction

All UK incorporated companies are, prima facie, deemed to be tax resident in this country
as are companies incorporated overseas but managed and controlled in the UK. A UK tax
resident company is subject to UK corporation tax on its worldwide profits. An overseas
company carrying on insurance business in the UK through a permanent establishment is
subject to UK corporation tax on the profits of the UK permanent establishment.

The profits of a proprietary general insurance company calculated for taxation purposes
may differ from those disclosed in its financial statements. These differences may relate
to:

e the investment return, notably on equities

e the underwriting result

e other items, such as depreciation and disallowable entertaining
e overseas profits

Investment return

General

The investment return of a general insurer will be made up of income and gains from gilts,
bonds, deposits, equities, collective investment schemes, real estate and miscellaneous
sources such as investment underwriting and stock lending fees. As a financial business,
no distinction is made for tax purposes between the investment income and gains of a
general insurer — both are taxed as income. Because the capital gains rules do not apply,
no indexation allowance relief is available in calculating gains.

Gilts, Bonds, Deposits and certain collective investment schemes

For tax purposes, a broad distinction can be made between the investment return arising
from “loan relationships” and equities. “Loan relationships” is a technical tax term used to
describe all forms of corporate and government debt and deposits, and collective
investment schemes that invest predominantly in loan relationships. The return from loan
relationships is calculated using an authorised accounting method. This will normally be
on a fair value basis. Thus the whole of the investment return, whether comprising income
or gains and whether realised or unrealised, is taxed or allowed in the course of each
accounting period. The Companies Act also allows fixed-interest securities, with a
redemption date and forming part of a portfolio intended to be held on an ongoing basis, to
be included in the balance sheet on an amortised cost basis. Where financial statements
are prepared on this basis they should be used for tax purposes. Where loan relationships
are between connected parties (as defined in tax law), loan relationships are taxed on an
amortised cost basis regardless of how they are actually accounted for.
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6.2.3 Equities, equity-based collective investment schemes and real estate

For tax purposes a distinction is drawn between equities in UK-resident companies and
overseas companies. Dividends from UK equities are not subject to tax; dividends from
overseas equities are taxed as they “arise”, although some relief may be available for
overseas tax suffered on the dividend. That is, when they become due and payable. Gains
on equities, whether UK or overseas, are taxed as income. Before 2002, gains on equities,
equity-based collective investment schemes and real estate were taxed only on realisation.
The difference between the two bases as at 31 December 2001 is either spread over 6
years, or held over on an asset by asset basis until the relevant asset is disposed of. If
these transitional rules continue to apply to a company, this results in an annual adjustment
in the tax computation.

Miscellaneous sources of income such as investment underwriting and stock-lending fees
are generally taxed as they are earned and recognised in the company’s financial

statements.
6.3 The underwriting result and provisions
6.3.1 The underwriting result

A general insurer will calculate its underwriting result by reference to UK generally
accepted accounting principles (UK GAAP). UK GAAP recognises both the annual basis
of accounting and the funded basis of accounting. Compliance with International
Accounting Standards (IAS) is required for all listed companies within the EU from year-
end 2005. Unlisted companies (including subsidiaries of listed companies) may stay on
UK GAAP.

For tax purposes, the underwriting result determined by use of the funded basis of
accounting is related back to the first year of development. An exception is made for
Names at Lloyd’s.

UK accounting standards require the annual basis of accounting to be used unless delays in
the receipt of information on premiums and claims renders it inappropriate, in which case
the funded basis of accounting should be used.

Under UK GAAP the underwriting result is calculated net of outwards reinsurance
transactions.

6.3.2 Technical provisions

A general insurer’s insurance technical provisions are deductible for tax purposes provided
they have been calculated under UK or International GAAP and are not excessive. HM
Revenue and Customs may question whether technical provisions are excessive, and
require the company to commission an independent report into the provisions if it believes
such a report may help resolve the matter. It is expected that HMRC will use this power

sparingly.

© Faculty and Institute of Actuaries Unit 5, Page 23



Subject SA3 Taxation, legislation and supervision 2008

6.3.3

6.3.4

6.3.5

6.3.6

6.3.7

6.3.8

6.3.9

Transfers to equalisation provisions are dealt with under different rules. The amount as
shown in the FSA return (or if the company or permanent establishment does not prepare a
FSA return, the amount that would be shown in its FSA return had it prepared on) is
deductible, unless the company elects otherwise. Transfers from the equalisation
provision as shown (or would have been shown) in the FSA return are taxable unless no
tax deduction was claimed when it was set up.

Reported claims provisions

These should be supported by case estimates or statistical projections.

Provision for unearned premiums (UPR)

These provisions must be calculated in the most accurate manner available to the insurer.

It also follows that acquisition costs relating to unearned premiums should be deferred
through the establishment of a deferred-cost asset.

Additional provision for Unexpired Risks (URR or AURR)

This is acceptable, provided that it can be established on a statistical basis that the
provision for unearned premiums is inadequate to meet the losses on unearned premiums,
net of related acquisition costs.

Incurred But Not Reported claims provision (IBNR)

Provisions for IBNR are acceptable subject to justification of the existence and extent of
such claims. This will be most difficult in classes subject to great claim variation and in
particular those where latent claims may exist.

Claims handling expense provision

A provision for internal and external claims-handling expenses is allowable to the extent
that the expenses relate directly to claims for which claims provisions have been accepted
by HMRC.

Reinsurers’ share of technical provisions

The insurance technical provisions claimed for tax purposes are net of amounts
recoverable from reinsurers. For tax purposes it is necessary to assume that all amounts
due will be recovered. A deduction is allowed for specific provisions for amounts
estimated to be irrecoverable from reinsurers but a general provision is not allowed.

Equalisation provisions

In the UK, insurers are required to establish an Equalisation Reserve/provision over and
above their claims provisions in respect of certain classes of business (regarded as being
potentially volatile). Statutory rules govern the calculation of transfers to the Reserve
(which are tax deductible, unless the company elects otherwise) and transfers from the
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6.4

6.5

6.6

6.7
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Reserve (on which tax is payable, unless the company elected not to claim a tax deduction
when it was set up).

Provisions not allowable against tax

Provisions for future catastrophe losses are not allowable except where required by law.

Other items

Tax law may require other adjustments to the profits or losses shown in the financial
statements. For example, entertaining expenses other than staff entertainment cannot be
deducted. Depreciation and amortisation charges are not allowed. Instead of allowing
depreciation, there are special rules for calculating “capital allowances”, a technical term
used to describe allowable tax depreciation.

Overseas profits

If a general insurer carries on business through a permanent establishment, or deemed
permanent establishment, outside the UK it may be liable for foreign taxes. Similarly, a
foreign withholding tax may be suffered on dividends and interest from overseas sources.
Subject to complex rules, such foreign taxes may be credited against UK corporation tax
(up to the rate of UK corporate tax on that income), or, less advantageously, be allowed as
a deduction in computing UK taxable profits.

Corporation tax due

A UK proprietary general insurance company must pay corporation tax on its taxable
profits. Credit relief may be due for overseas tax. The corporation tax due will normally
be paid in four quarterly instalments starting from the seventh month from the
commencement of the accounting period. Interest is due on late payment and penalties
may arise from underestimations.

Tax losses

If a UK proprietary general insurance company sustains a tax loss instead of earning
taxable profits no UK corporation tax will be due. There are three main ways in which
companies may relieve trading losses. Losses can either be:

e carried back and set against previous years’ profits

e carried forward and set against future trading profits, or

e surrendered to other companies in the same UK tax group, and offset by those
companies against their taxable profits

Broadly, all UK resident companies that are, in substance, 75% subsidiaries of a common
parent and all UK branches of overseas companies that are 75% subsidiaries, are part of a
group relief group. There is no requirement for a UK-resident holding company. There
may be restrictions on the ability of a UK branch within a group to surrender losses.
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6.8

6.9

Differences in the taxation treatment of mutual and proprietary
insurers

The principal distinguishing features of the taxation of mutual insurers are:

« Underwriting losses and profits are regarded as arising from mutual trading and hence
are exempt from tax.

e The investment return is taxed independently. The return from loan relationships will
be taxed as income on a mark-to-market basis, unless accounts used amortised cost.
However, with respect to equities realised investment gains are subject to capital gains
rules and hence indexation relief applies.

« No relief is given for expenses, which are assumed to be part of the mutual trade.

The UK tax base for mutual general insurers is potentially harsh, since the gross
investment return will frequently exceed underwriting profits. There are relatively few
mutual general insurance companies. Many Protection and Indemnity clubs have entered
into special agreements with HMRC.

Principles of taxation within the Lloyd’s market

Tax at Lloyd’s is levied on individual Names and is subject to the delay arising from the
three-year basis of accounting. All Names are taxed in the UK on their Lloyd’s income
regardless of their country of residence and the country in which their syndicates’ business
is written. Tax at the basic rate is deducted from an individual Name’s overall profits and
paid direct to HMRC by the Name’s Members’ Agent. The Name is responsible for
paying any additional tax due.

Lloyd’s corporate Names now provide most of the underwriting capacity in the Lloyd’s
market. Broadly:

e All profits forming part of an ancillary trust fund or from assets employed by the
corporate Name in, or in connection with, its underwriting business, are taxed each
year as trading profits.

e However, the total return (underwriting profit plus investment income and gains) of
the corporate Name from premium trust funds is taxed when declared, in the fourth
year of development.

Section 6.3 above, dealing with proprietary general insurers, emphasised the taxation
consequences under the annual basis of accounting, endorsed and encouraged by UK
GAAP. Where a proprietary general insurer adopts a funded basis of accounting for tax
purposes, the underwriting result is related back to the relevant underwriting year. Thus
Lloyd’s corporate names may enjoy a tax advantage compared to proprietary general
insurers accounting on a funded basis of accounting outside the Lloyd’s market, as they
have “a tax holiday” on the premium trust fund and underwriting result until the fourth
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development year. The tax benefit on losses is also deferred. A price for this tax holiday
is that UK dividends are included in taxable profits and are not excluded from tax.

A high proportion of Lloyd’s profits are subject to tax overseas. The effective rate of tax
on those profits will largely depend on the extent to which UK corporate names obtain
credit relief against UK tax for those overseas taxes.

6.10 Insurance Premium Tax

General insurance premiums are exempt from VAT in the UK, but most are subject to an
insurance premium tax (IPT) currently at the rate of 5.0%. However, for travel insurance
and insurance that is sold along with a basic product that is subject to VAT, such as
extended warranty insurance with a refrigerator or washing machine, the rate will be the
current full rate of VAT (17.5%). Insurance for commercial ships and aircraft,
commercial goods in international transit and risks located outside the UK are exempt
from IPT.

6.11 Value Added Tax

VAT is a tax on consumption and collected at each stage of the supply cycle by requiring a
supplier to charge and account for VAT on supplies of goods and services but with a
deduction for VAT input tax on purchases of goods and services for use in the business.
Thus a business does not bear VAT but is responsible for collecting VAT on the value it
adds in the supply chain.

For certain businesses, such as insurance, this concept is modified by making the business,
in effect, a consumer so that VAT becomes a cost. This is done by regarding the supply of
insurance as an exempt supply so that the business does not have to charge VAT on its
supplies but with the consequence that it is not entitled to recover any related VAT input
tax.

6.12 Policyholder taxation

Premiums paid by a corporate policyholder will usually be allowed as a business expense.
Premiums paid by personal policyholders will usually be paid out of post-tax income, but
sole traders and partnerships may deduct insurance premiums as a trading expense of
carrying on a business. For both corporate and personal policyholders IPT is a tax on
consumption.

Since claim payments indemnify policyholders, they do not in themselves create profit and
taxpayers may claim that the receipt of compensation and insurance money should not be
treated as a disposal for capital gains purposes where the sums are used to restore or
replace the asset.

Claims payments will be taxable for business policyholders where they “replace” lost

profits that would be subject to tax; such claims are therefore paid gross and taxable in the
hands of the policyholder.
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7.1

7.1.1

7.1.2

7.2

7.2.1

Policyholder protection

Ombudsman schemes and other general consumer protection
bodies

The Financial Ombudsman Service (FOS)

Membership of FOS is compulsory for all FSA authorised firms. Private individuals and
certain small businesses have access to the FOS scheme once a firm’s own complaint
procedures have been exhausted. A Lloyd’s policyholder making a complaint must go
through Lloyd’s own complaints procedures, before referral to the FOS. Once a
policyholder has placed a formal complaint, the ombudsman will investigate and arrive at
a decision regarding compensation. The decision is binding on the insurance company,
but not on the policyholder.

The Office of Fair Trading (OFT)

OFT is a statutory body set up under the Fair Trading Act. Its purpose is to ensure that
trading standards are enforced. Although certain aspects of insurance contracts are
excluded from the unfair terms legislation, the OFT has the power to intervene under
consumer protection legislation.

Compensation schemes
The Financial Services Compensation Scheme (FSCS)

The FSCS is a single compensation scheme for financial services products. It is organised
into five sub-funds, covering the regulated activities of insurance business, investment
business, accepting deposits, insurance mediation and mortgage advice and arranging.

Insurance protection exists for private policyholders and small businesses (annual turnover
less than £1 million) in the situation when an insurer is unable to meet its liabilities. The
protection is limited to policies with insurance companies authorised in the UK, another
EEA State, the Channel Islands and the Isle of Man. For a UK-authorised insurer, the risk
covered must be situated in an EEA member State, the Channel Islands or the Isle of Man.

The amounts of payment to such protected policyholders, provided that the benefits
promised are not viewed as excessive, are as follows:

e 100% of future claims incurred before the wind-up from compulsory types of
insurance

e 100% of the first £2,000 and 90% of the balance of claims incurred before the wind-up
from other types of insurance

The Scheme is funded by a levy on insurers writing the same type (life or non-life) of
business (and possibly any agents viewed to have been irresponsible in selling the
product). This contribution is in proportion to the written premiums accepted by each
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authorised insurer in the latest year, and is payable to the FSCS, who assess the need for
such payments and levies.

The maximum levy is set at 0.8% of gross premium income in respect of protected
contracts in any one year.

7.2.2 The Motor Insurers Bureau (MIB)

The MIB imposes a levy on all companies underwriting motor business. This levy is used
to compensate victims of drivers who are uninsured or cannot be traced. The levy is made
annually and partially depends on the total amount required by the MIB to finance
compensation payments during the year. The levy for an individual insurer is calculated
by reference to its gross written premiums dependent upon the mix of business. For
example, the levy rate for comprehensive business differs from that for non-
comprehensive.

7.3 Policyholder protection at Lloyd’s

At Lloyd’s there is a different process for policyholder protection. The Council of Lloyd’s
requires all Names to contribute a set proportion of their authorised premium limit to a
Central Fund, which is then used to meet claims following default of a claim payment by a
Name. This fund is built up before a default occurs to a level viewed as being sufficient to
cope with any defaults that may occur in the coming year.

In the event of the Central Fund being unable to meet claims in relation to Lloyd’s
policies, the FSCS offers the same level of protection to eligible claimants under Lloyd’s
policies as for other insurers. The FSA has concluded, however, that it would be
inappropriate for members of Lloyd’s to be compensated under arrangements designed for
investors in the traditional sense of that word. They will therefore not be given access to
the FSCS compensation scheme in respect of claims against underwriting agents and
members’ advisers relating to the carrying on of the following regulated activities:

e advising an underwriting member of the Society to become, continue or cease to be a
member of a particular syndicate; and

e managing the underwriting capacity of a LIoyd’s syndicate as a managing agent at
Lloyd’s
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8 The statutory role of the actuary in general insurance

The Syndicate Actuary of a Lloyd’s syndicate writing general insurance business needs to
review the technical provisions (both gross and net of reinsurance) of each syndicate year
(other than a closed year). The actuary is also required to provide an opinion confirming
that the technical provisions for each syndicate year are no less prudent than his/her best
estimate of the amounts required.

Some Lloyd’s syndicates are authorised by the International Insurers Division (11D) of the
National Association of Insurance Commissioners (NAIC) to write Surplus Lines
insurance in the United States. They are required to provide a statement of Actuarial
Opinion (SAO) on their world-wide reserves net of reinsurance each year and an SAO on
the reserves gross of reinsurance in their Surplus Lines Trust Fund. In addition the New
York Insurance Department (NYID) also requires an SAO on the reserves gross of
reinsurance in the Surplus Lines Trust Fund and one on the reserves gross of reinsurance
in the Credit for Reinsurance Trust Fund.

UK insurance companies authorised to write excess and surplus lines general insurance
business in the United States are required by the 11D to supply an actuarial opinion
certifying the adequacy of their reserves each year.

A friendly society writing general insurance business, unless otherwise excluded, must
appoint an actuary (the appropriate actuary) to carry out an investigation triennially, to
prepare an abstract of the report and to provide the certificates or statements required.
These certificates should confirm or otherwise the appropriateness of the technical
provisions of the Society and is prepared with objectivity according to the profession’s
standards and guidance.

Other than the above, there are no statutory roles for actuaries in relation to general
insurance companies similar to those in relation to Lloyd’s and friendly societies.

The Guidance Notes associated with these statutory roles are covered in Unit 6.
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9 Background/reference material

This is a short list containing some of the key documents relating to the legislation and
supervision of general insurers in the UK. All should be easily downloadable from the
internet. Accounting, legal and actuarial firms often offer helpful guides to the official
documents.

e UK legislation: Financial Services and Markets Act 2000

e FSA Handbook

e EU Legislation: Insurance and Reinsurance Directives and Solvency requirements
e The ABI SORP

END
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