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FINANCIAL REINSURANCE

SUMMARY

Financial reinsurance is a growing phenomenon, as illustrated by the (known) growth
in premiums written by financial reinsurers, Current annual premiums are estimated
to be in the order of $5Bn per annum. It arises out of the desire of insurers to
introduce an element of control into their reported results whether to smooth, enhance
or reduce profits; and out of the skill of reinsurers in designing contracts which
minimise the risk of significant loss to the reinsurers. There are many commercial
pressures on  insurers which encourage them to consider purchasing financial
reinsurance, and in current market conditions one particularly important need is to
obtain reinsurance cover to continue the previous level of gross writing.

The primary mechanism of financial reinsurance is fairly easy to understand. By
utilising the differences in tax or regulatory rules in different jurisdictions, the resuit
is to effect a change - or to set up a means whereby a change can be controlled in
the future - in the reinsured's balance sheet/revenue account without commensurately
altering the underiying economic reality.

It is not true to say that there is never any real insurance element to a financial
reinsurance contract, There may be elements of risk transfer, especially when the
contract is marketed as filling a gap in cover in a difficult conventional market.
However, it will usually be found on examination that such cover is only a smail
part of the contract, the potential downside (but admittedly alse the upside) to the
reinsurer is very limited, and its price may be high when the effects of compound
interest are takesm into account.

Financial reinsurers are extremely inventive - they even use disproportionately high
numbers of (mainly US) actuaries - and they try to anticipate regulatory changes
around the world. Financial reinsurance may or may not be in the interests of
policyholders and reinsureds, but in any event it poses challenges to insurers,
regulators, fiscal authorities, accountants, actuaries, auditors and investment analysts.
Ignoring the phenomenon is not an option,

We do not believe it is necessary, or even desirable, to impose a blanket ban on
financial reinsurance. The debate over whether or not a particular contract is
insurance is, we feel, not necessarily the anmswer - even though the US appears to be
going down that route. Instead, the majority of the working party feel that the
answer may lie in the accounting and reserving treatment of all coatracts, whether
financial reinsurance or not. Regulatory and fiscal authorities should recognise that
different jurisdictions will aiways offer different treatments, in some cases as part of
a policy of encouraging the development of financial services, The challenge is what
to do about it
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2.1

2.2

FINANCIAL REINSURANCE

TERMS OF REFERENCE

Following the conference in Newquay in 1[990, this working party was
established with a view to presenting a paper to the conference of the
General Insurance Study Group of the Institute of Actuaries to be held at
Llandrindod Welils in October 1991,

The working party has taken as its terms of reference:

To provide an introduction to Financial Reinsurance and t0 make
comments and recommendations which may be of use to actuaries.

This paper represents the consensus view of the working party as a whole
and is not necessarily the personat view of any individual member or of any
organisation with which a member works.

INTRODUCTION

In this section of the paper, we explain what financial reinsurance is and
discuss the reasons for its development. We also discuss briefly how it
operates,

In the following section we consider in more detail the positions of the
buyers and sellers, then in section 4 we look at various types of contracts,
illustrating some of the important features with simplified wordings. Then
follows an analysis of financial reinsurance from a number of different
viewpoints and our main conclusions are summarised in section 6. Although
we have tried, for ease of reading, to organise our analysis into various
headings, many of the issues covered are inter-related and cannot be
considered in isolation.

Nature and size of the market

Financial reinsurance, sometimes called “non-traditional” or "non-conventional®
reinsurance, is being actively advertised and sold, and is often promoted as
the solution to otherwise insoluble problems,

It is not an exotic, unimportant development in a few fringe markets around
the world. Financial reinsurance is a growing phenomenon. From small
beginnings in the early 80's, the annual premium has recently been estimated
to be about $USSbn. This may be an underestimate as the secrecy attached
to some of these contracts makes them difficult to identify.

Why read this paper?

An actuary is likely to encounter financial reinsurance either when he is
required to recommend reserves for an insurer which has effected such
contracts or at the earlier stage when the possibilities inherent in financial
reinsurance are being considered. Since this is only an introductory paper,
the actuary working in the specialised field of pricing and selling these
coptracts for a reinsurer is probably already aware of what we have written.
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The issues raised by financial reinsurance will become even more pressing if
there is further expansion of the statutory role of actuaries in general
insurancs.

Perhaps our main message is that it is important to analyse thoroughly any
financial reinsurance contract to see what makes it tick before deciding what
to do about it. Having deciphered the various provisions and contingencies in
the contract, especiaily any cancellation terms, the actuary should be able to
put into perspective the message from those seiling the contract and those who
have a vested interest in it.

Why financial relnsurance exists

At the outset, it appears that, like life insurance, financial reinsurance was
sold and not bought. Certain sophisticated reinsurers realised that it was
possible to design products that gave a relatively risk-free profit and then to
persuade insurers to buy them. The attraction of such products to the seller
was that they did not risk their capital in the way that conventional
reinsurers do, whilst the buyers found the cover cheap for the protection or
enhancement it appeared to give their balance sheet, profit and loss account
or other aspects of their operation such as tax.

Until recently, financial reinsurance has frequentiy been bought by insurers
who fully understood its operation. However, the recent rise in interest is a
direct result of shortage of capacity in the reinsurance and retrocession
market. Underwriters may be desperate for cover and thus take the view
that any cover is better than none. They may not realise the cover may be
illusory and that the balance sheet is only “protected” if the accounting fails
to reflect the full substance of the contract.

Thus it is not necessarily the case that the buyer's motives are questionable,
Nor is it the case that financial reinsurance always transfers zero risk. There
is a spectrum of contracts in existence with different degrees of risk
transfer.

Description of financial reinsurance

It is not easy to describe an elephant but “"you know ome when vyou ses
one". Financial reinsurance is similar,

By way of contrast, traditional reinsurance is based upon the indemnification
of the reinsured by the reinsurer in respect of risks underwritten by the
reinsured. The reinsurance premium for the period of cover is determined in
advance, either in cash terms or as a function of premiums written by the
reinsured, and is largely non-returnable in the event of nil claims. The
nature of the cover givem by the reinsurer can be illustrated by the terms
"follow the fortunes® and "pay as paid®. Thus, for a price, the reinsurer
shares in the underwriting fortunes of the reinsured, whether on a pro rata or
on an excess of loss basis. If there is a profit commission, it will be for
the purpose of encouraging good underwriting by the reinsured; it will
only be paid when the reinsurer has made a good profit, and it will be
payable within clearly defined limits, Although an upper bound may be
placed on the reinsurer's payments under the contract, the ultimate loss is
uncertain at the date of writing the contract.



Financial reinsurance contracts will tend to depart from some of the features
described above and examples of such departures are:

(a) Part or all of the premium may be returnable, with or without
interest, if the claims are low,

(b) Extra premiums may be contractually payable if the claims are high.

{c) There may be.a date or dates before which claims are not payable,

{(d) There may be a date or dates by which the balance of the sum

insured is payable if not claimed previously.

{e) Total claims payable are restricted in some way related to premiums,
The present value of claims rarely exceeds that of premiums by a
large margin.

) There may be side agreements which significantly modify the terms of
the policy document, for example to embrace one or more of the
departures above.

(g) The contract may operate across accounting years in such a way as to
blur the allocation of premiums, claims and cash flow between these
years, for example run-off policies on long tail classes on which
limits, excess points and premiums are re-adjusted each vyear, whether
or not on a pre-determined basis.

In order to operate effectively, a number of financial reinsurance contracts
may need side agreements not apparent from the contracts themselves, or at
least a clear understanding between the parties covering how the contract is to
be managed over the longer term.

We have not devised a precise definition of financial reinsurance, but in this
paper we interpret a financial reinsurance contract as one, a major result of
which is to effect a change - or to set up a means whereby a change can
be controlled in the future - in the reinsured's balance sheet/revenue account
without commensurately altering the underlying economic reality. The
economic reality is of course changed if, following the purchase of such a
contract, either funds are paid away or profits held back.

The result of taking out a financial reinsurance contract is a matter of fact,
irrespective of motive. However, it is frequently wuseful to consider the
motives of the buyer in order to understand his purpose ia taking it out.
For example, assume that one can take out an aggregate excess of loss
contract on 2 liability book at the beginning of the underwriting year for
£50m excess of £100m. The premium might be small, say £5m, reflecting the
fact that there is a good chance of no claims under the contract. In the
event that there are significant losses, the company might, five years later,
take credit in the reserves of £50m against the outstandings and IBNR.
Contrast this with buying the same contract at the later date. The claims are
now very likely to occur; the premium may be £25m, being an estimate of
the present value of the £50m ultimate claims, This latter purchase could be
described as a financial reinsurance, whereas the former would not.
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A large non-insurance company could take out fipnancial insurance as opposed
to either insurance or financial reinsurance, The considerations are presumably
similar to those for financial reinsurance, with the exception that such a
company would not be subject to the same accounting and regulatory
framework as an insurance company.

Accounting |ssues

In much financial reinsurance the accounting treatment is crucial. If a
contract is treated as (re)insurance, outgo wiil broadly be debited to the
revenue account as premiums, and income credited as claims recoveries, return
premiums or commissions; if the contract is regarded as an investment the
published accounts may be materially different. If a contract is treated as
(re)insurance, reported profits may be affected by the timing of credits and
debits. While we do not wish to claim that all financial reinsurance should
be disatlowed, we do think that it is undesirable for a reinsured to have a
choice of substantially different ways of presenting its accounts without any
warning to third parties,

There are, however, several difficulties, both practical and conceptual, in
deciding how matters should be improved. At its most basic it may not
always be easy to say which method of accounting {(out of several possibilities)
is the most suitable. If a contract contains an element of reinsurance risk, it
could be argued that it is in law a reinsurance contract and attempting to
analyse it into its component parts for the purposes of accounting is often
highly subjective. Furthermore, most definitions wouid deem a considerable
number of life assurance contracts not to be insurance. We return to this
topic later in the paper.

Most actuaries, when faced with a financial reinsurance contract, are surprised
that any reinsured would be at all interested. The broker and the reinsurer
will each make a profit and, by definition, there is minimal change to the
reinsured’'s economic reality; that being so the reinsured appears to have paid
good money for no benefit. Is this as silly as it sounds?

In practice, an insurer may consider that the advantages from a change in its
accounts are well worth the costs. One function of financial reinsurance
could be to permit what is in effect discounting in environments in which
discounting is discouraged or forbidden; for example a Lloyd's syndicate might
believe that discounting - forbidden for solvency purposes at Lloyd's - is the
only practical way to achieve equity in the reinsurance to close,

As another example, to the extent that tax follows the accounts, it is
theoretically possible to obtain deferral of tax through financial reinsurance.
In this case, financial reinsurance could provide an economic benefit,

So called "loss spreading reinsurance* may allow a catastrophe insurer, who has
had to pay large claims, to take account of the premiums on next year's
business and hence to show a better financial position (and in the extreme
case to stay in business). While one might not approve of this in accounts
prepared for the purposes of demonstrating solvency to the regulatory
authorities, it is possible to present a case that it is the correct thing to do
on a going concern basis, if this can be reconciled with the principle of
prudence.
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BUYERS AND SELLERS OF FINANCIAL REINSURANCE

The reinsured

Financial reinsurance has arisen as a result of strong commercial presseres,
including internationai competition, on insurers and aims to help them respond
to them. Examples include;

(a) The need to build up, as tax efficiently as possible, funds to enable
the next big catastrophe to be paid for., It seems harsh for a
catastrophe insurer to pay taxes on profit in good years, but not to
be able to relieve the loss fully in the occasional bad year.

(b) The desire to reduce capital employed in circumstances when, it is
argued, undiscounted reserves are excessive.

(¢) The desire to use capital efficiently to support new business writings
(surplus relief).

(4) The need to put by, as tax efficiently as possible, a safety margin to
protect against deterioration of liability reserves. Recent experience
from the US lends particular weight to this argument.

(e} The desire to smooth results.
(N The desire to assume more risk than the capital available will stand.

As mentioned in section 2.3, example (f) above is currently highiy relevant in
the London Market. It is not always the case that the buyer understands
fully how a financial reinsurance contract works; for example, he may not
appreciate the implications of a contingent additional premium clause. In such
circumstances, the buyer may get an unpleasant shock if or when the solvency
position, after a claim on the contract, has to be reflected properly in the
statutory statements, This has happened in a number of instances already.

Without debating the merits or otherwise of each of the examples above, it is
clear that, within the rules, insurers will want to use whatever techniques are
available to respond to the commercial pressures. The additional challenges to
insurers are to make the correct economic assessments of the techniques
available, but also to be aware of the possibilities of future regulatory changes
which could make some of the techniques less viable, Where the commerciai
pressures are widely understood and are likely to find sympathy with the
Government (for example the arguments for a level playing field in Europe),
one option is for insurers to lobby for the rules themselves to be changed.

The financlal reinsurer

The financial reinsurer exists because there is a demand for the product, as
described in 3.1 above, Typically, a financial reinsurer will sell a limited
number of policies, each very large, frequently involving complex actuarial
analysis,. They have very low overheads per unit of premium (but a high
cost per contract!) and are capital intensive rather than labour intensive.
Financial reinsurers do not expose their capital in the way conventional
insurers do; a very prudent limit on downside risk in comparison with the
premium i3 a feature of all financial reinsurance,

Financial reinsurers are supported by brokers and bankers, who together
account for a large part of the loadings in financial reinsurance contracts.
The broker's role is to sell and explain the complexities of ths product and
the banker's role is to provide security to the reinsured.

-6 -
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Financial reinsurers need to innovate to be successful, as margins can be very
low without product differentiation. They also need to be aware of reguiatory
and fiscal developments in the countries of their clients.

By kind permission of DYP, we set out below an analysis of the market put
forward by David Garner of Citibank:-

Size: Large

- Over US$3ban in premium for US and Lloyd's
alone

- International M & A activity substantially
widens market

Growth: Likely to be high

- Most insurers not yet aware/familiar with
product

- Investment bankers taking strong interest

- "An Industry Under Siege"

- TRA 86 forcing P/C insurers to develop new
plans for taxes

- Many life companies constrained by surplus

Profitability: High

- ROE 20-30% reported by some existing players
- Can be managed by leverage

- Low fixed expenses

Competitive Intensity: High

- Intensive for undifferentiated products

- Low barriers to entry

- But wide scope for creativity and packaging
Risk: Low

- Largely limited to asset, credit, and timing risk
- Underwriting risk minimized by contract and/or retrocession.

Because of the complexity of the comtracts and the importance of compound
interest, it is not surprising to find a number of actuaries involved in or
running financial reinsurance companies.

TYPES OF FINANCIAL REINSURANCE

Use of examples

This section sets out the essential features of several types of financial
reinsurance in a deliberately simplified way. We do not attempt to describe
the many possible variations on the underlying themes, nor are we concerned
with the detailed terms, such as rates of interest or amounts of profit
commission. It should also be pointed out that a real contract is likely to be
lengthy, detailed and complex. This is not invariably the case, however; in
some cases wordings are short and leave much detail unsaid, and in extreme
cases there may be no separate policy document, the slip embodying the
policy by means of the endorsement "sign slip for policy".

-7 -
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Much that has been written about financial reinsurance avoids giving detzils of
specific contracts, as the wordings are, with some justification, regarded as
valuable intellectual property. It is, however, impossible to get a clear
understanding of financial reinsurance without looking at a selection of
wordings. There is a steep learning curve. At first it may be very difficult
to understand how 2 contract operates, but after a while the various clauses
and structures become more familiar and it is much easier to identify and
analyse a financial reinsurance contract.

We hope that readers new to the subject will, as a consequence of studying
the examples in this section, be better able to recognise a financial reinsurance
contract and to decide what steps to take inciuding, if appropriate, consulting
with colleagues.

In order to appreciate what one of these contracts is all about, it is helpful
to consider;

(a) why it is attractive to a reinsured;
(b) how it works, including the accounting, under various contingencies;
©) where the risks lie between reinsured and reinsurer.

The types of financial reinsurance we describe are:
- Rollover covers
- Retrospective Aggregate covers, including:

Loss Portfolio Transfers
Time and Distance policies and Funded Covers

- Prospective Aggregate covers, including:

Spread-Loss contracts
Experience funded accounts

- Financial Quota Share/Surpius Relief contracts
- Finite risk

There is no standard terminology and we would warn that the terms which
we have used may be applied to other sorts of contract, just as the contracts
we describe may be called by different names,

The reader who wishes to see a wider selection of wordings could consult "A
Practical Guide to Financial Reipsurance® by A. Barile, published by Executive
Enterprises Publications Co., Inc. New York. This book also includes examples
of side agreements.

Rollovers

The essence of a traditional "rollover” reinsurance was that the sum assured
was payable when required by the reinsured and consisted of the premium
plus interest less expenses.



43

4.3.1

When the premium is charged to the revenue account at the time of payment,
and no credit is taken for the recovery until it is received, a rollover
contract presents a convenient way of establishing a contingency reserve, or a
profits equalisation reserve., In effect, a rollover creates an asset which does
not appear in the balance sheet.

It appears to the working party that this accounting treatment is unjustifiable,
whether for an insurance company or, particularly, a Lloyd's syndicate and
this view is probably generally accepted nowadays. Nevertheless, until the
inland Revenue took firm action such contracts were probably not uncommon,

The roilover contract does not, in principle, lead to the payment of a lesser
amount of tax but there may be a considerable deferment of tax payment;
additionally, many of the rollover contracts were placed with overseas
reinsurers who were sble to earm, and c¢redit to the contract, gross interest.
The Inland Revenue has acted upon its belief that a rollover is an investment,
not a reinsurance contract, t0 such good effect that there are now probably
very few such policies.

Rollover contracts were involved in at least one of the scandals at Lloyd's
which came to light in the early eighties, With minimal and deliberately
vague documentation it was possible for underwriters to pay premiums to
entities which they coatrolled, so that only some of the funds were actuaily
returned to the syndicate.

There is a danger that something similar may occur without any dishonesty on
the part of the reinsured. Some of the reinsurers who have offered these
contracts have not been of the first standing and may have been unable or
reluctant to pay what they ought when they ought; any reluctance may be
assisted by the imprecise documentation.

A ‘"reverse rollover" is a contract which involves recovering from the reinsurer
before paying the premiums and not accounting fully for the premiums, It
thus enhances the reinsured's apparent financial position by creating an
off-balance sheet debt, In this case the tax authorities will have no
complaints but the regulators should be concerned about solvency.

Retrospective Aggregate Insurance

The reinsurer accepts the liability for certain defined claims arising from past
business in return for a premium which will probably allow, implicitly or
explicitly, for investment income from the date of receipt up to the likely
date of payment of claims.

Since the reinsured can reduce reserves, or remove the need to strengthen
reserves, by an amount greater than the premium there is an apparent release
of surplus, thus making the balance sheet look stronger and the underwriting
result better,

Loss Portfollo Transfers

Loss Portfolio Transfers can appear particularly attractive to an insurer wishing
to discontinue some line of Dbusiness or effectively to commute old
underwriting years, and will generally apply to known losses on a specific
book of business. Alternatively, a8 Loss Portfolio Transfer could be used to
provide retroactive mitigation of one wunusually large loss affecting a net
account.



432 Example 1 (LPT)

Contract term : Effective from 01/01/91  until all obligations
hereunder have been discharged.

Coverage : Aggregate Excess of Loss Reinsurance,
To reimburse the Reinsured for the ultimate net
losses $20m in the aggregate excess of $10m in the
aggregate of paid losses on or after 01/01/91 on the

Reinsured’'s US liability account for underwriting
years 1985 and prior.

Reinsurance

Premium :  $id4m pavable on or before 15/02/91.

Claim Payments : The ultimate net aggregate losses paid by the
Reinsured during each calendar year and recoverabie
hereunder shall be paid to the Reinsured within 15
days of receipt of loss report or on February 15 of
the following year whichever is later.

Cancellation : At sole option of the Reinsured on or after

31/12/95. Within 45 days following cancellation, the
Reinsurer agrees to pay the Reinsured a Profit
Commission equal to 95% of the balance of the
Cover Limit less the cumulative amount of the
Reinsurer's claim payments hereunder.

433  Analysis (LPT)

The Reinsured had known loss reserves of 3$30m as at 31/12/90. By entering
into this contract there will be an apparent improvement of $6m in the
balance sheet/revenue account. The reinsured has locked in a fixed rate of
return and has passed on the risk that claims may be paid earlier than
expected. The deductible in the contract is intended to protect the Reinsurer
against a freak early surge of claims, If the ultimats claim exceeds 3$30m,
the reinsured will be liable for the excess. Since there is a guaranteed return
of the balance of the limit by 31.12.95, the contract can be regarded as
having a current value of at least the present value of any unclaimed
balance. [If there is little likelihood of claims being payable before 31.12.95,
this contract is close in substance to a time and distance policy.

The provision that recoveries will be made only once a year, within fifteen
days of {5th February, occurs in many of the examples we quote. Obviously,
it gives a margin to the reinsurer and should be taken into account in any
financial assessment by either party. It is possible, however, that the major
reason for its inclusion is to reduce the administration. Otherwise there might
be a continual flow of paper between reinsurer and reinsured once the excess
point has been reached. On the other hand, annual settlement seems to be a
common feature of financial reinsurance, as compared with conventional
reinsurance which settles more frequently.

If the reinsured's loss reserves as at 31.12.90 had been only $10m then,
depending on the likelthood of deterioration of these reserves, the contract
might be thought of as a rollover, A rollover effect could be achieved by
not recognising the asset value of the guaranteed recovery at 31,12.95,

- 10 -
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Time and Distance policies/Funded covers

These usually provide for a structured payment schedule so that the Reinsurer
is exposed to no, or very little, risk if the reinsurer has to pay claims earlier
than expected. The premium is often the discounted value of the payments,

together with loadings.
Example 2 (T&D)

Contract term

Coverage

Reinsurance
Premium

Claim
Payments

Calendar year ending

31.12.94
31.12.95
31.12.96
31.12.97
31.12.98
31.12.99
31.12.00

Outstanding claims
advance clause

Effective from 01/01/91 until all obligations
hereunder have been discharged.

Aggregate Excess of Loss Reinsurance,

To reimburse the Reinsured for ultimate net losses
$20m in the aggregate excess of $10m in the
aggregate of paid losses oo or after 01/0i/91 on the
Reinsured's US liability account for underwriting
years 1985 and prior.

$12.5m payable on or before
15/02/91.

The ultimate net

aggregate losses paid by the Reinsured during each
calendar year and recoverable hereunder shall be
paid to the Reinsured within [5 days of receipt of
loss report or on February 15 of the following year
whichever is later, subject to a maximum cumulative
recovery of not more han the Reinsured's
Cumulative Estimated Claim Payments, as follows:

Reinsured’s cumulative
Estimated claim

payments

$ 33m
$ 6.7m
$10.0m
$12.5m
$15.0m
$17.5m
$20.0m

At 15 February 1995 and annually thereafter, the
reassured may collect from reinsurers by way of
OCA any balance remaining after collection of paid
loss recoveries, up to and not exceeding the policy
limit (being for this purpose, the reinsured's
cumulative estimated claim payments at the relevant
time), or the sum of noted outstanding losses plus
the reassured's calculation of IBNR, whichever be
the lesser at the relevant date. In the event of any
subsequent reduction of such amount, the reassured
shall return any surplus to the reinsurers at the
following recovery date as above.

- 11 -
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4.3.8

Cancellation : At sole option of the Reinsured or or after
31/12/00. Within 45 days following
cancellation, the Reinsurer agrees to pay the
Reinsured a Profit Commission equal to 95% of
the balance of the Cover Limit less the
cumulative amount of the Reinsurer's claim
payments hereunder,

Analysis (T&D)

As before, the reinsured had reserves including IBNR of $30m as at 31/12/90

and entering into this contract would produce an apparent release of surplus
of $7.5m.

The interest rate on medivm term US treasuries at 01/01/91 was approximately
8.3%. The payment schedule in the example has a present value of $11.8m
at 8.3%.

Taxation of Loss Portfollo Transfers/Time and Distance Policles

There is a popular myth to the effect that these contracts provide a tax
advantage, possibly because the reinsurer is often located in a territory with a
low rate of tax on investment income. With some exceptions, this is not so;
by immediately improving the underwriting resuit, payment of tax is brought
forward. Indeed, the higher the rate of interest that the reinsured effectively
receives, the greater the immediate payment of tax, so it is not anticipated
that the Revenue authorities would, in general, have any objections to these
contracts.

It is understood that some mutual companies are taxed on investment income
but not on underwriting profits (and hence do not receive allowances for
underwriting losses). There wouid be an obvious tax advantage in a time and
distance policy for such 2z company.

There would also be a tax advantage for a company which could not, in
practice, obtain tax relief in respect of its provisions for future ciaims,
whether this be all future claims or merely the IBNR element. While an
insurance company is, perhaps, unlikely to be in such a position, an industrial
company with potential uninsured claims from, say, asbestosis and pollution
might find it worthwhile to effect a financial insurance policy for this reason
- always provided that the Revenue did not require recognition of the policy
in the tax computation as an asset!

Comment (LPT/T&D)

(a) Are these contracts reinsurance policies or are they a form of
investment? If the “premium" is regarded as a deposit and the
"recoveries” as a repayment of the deposit with interest, and the
transactions are recorded as such, the reinsured would, in general, gain
nothing from effecting the “policy” as such.

- 12 =-



(b)

We are uncertain whether the risks to the reinsurer in Example 1, are
such that the contract should be thought of as reinsurance; there are
arguments both ways, depending on the circumstances, The inclusion
of a guaranteed payback date gives some cause for doubt and a clear
clue as to motive. A quick compound interest calculation will give
further clues, given financial market conditions at the time of
purchase of the coatract. If the reinsured had entered into a contract
providing for exactly the same recoveries before the losses had
occurred, there would perhaps be 2 stronger case for treating it as
genuine reinsurance, provided that the cancellation option were
removed. If the canocellation option is inciuded then appropriate credit
should be taken for it, however the contract is described.

Doubts about Example 2 are rather greater., In the United Kingdom
at present, however, it seems to be frequent practice to regard
contracts of this nature as reinsurance and account accordingly, though
some accountants are uncomfortable about this. We attach as
Appendix I, a copy of a letter from the Department of Trade and
Industry to UK general insurance companies setting out their attitude
to Financial Reinsurance generally,

With some minor exceptions the reinsured could obtain the same result
by discounting its reserves for the time value of money, without
having to pay for the expenses and profit margin of the reinsurer and
the commission to the broker, if there is one.

Without wishing to enter into a discussion of the circumstances in
which discounting wouid be acceptable, or the conditions which should
be imposed, it appears to the working party that if time and distance
policies are permitted there is no reason why discounting should not
be; to put it the other way round, if discounting is not permitted it
is illogical to allow time and distance, or at least to ailow insurance
accounting to achieve the same effect.

It appears t¢ us that, if contracts are effected which provide for
limitations (or enhancements) on when recoveries may be made, there
shoultd be at least as much disclosure as if the reinsured had
discounted reserves.

We note that syndicates at Lloyd's are required to disclose fully their
time and distance policies.

It is claimed by some that a time and distapce policy has an
advantage over discounting in that the effective rate of interest is set
by an outside party and is not at the discretion of the reinsured.
We give little weight to this.

We also give little weight to the idea that the reinsured wiil obtain
the benefit of superior investment performance by effecting a policy.
We can, however, conceive of theoretical circumstances where this
might apply - e.8. a reinsured in a jurisdiction which requires
investment in low yielding local assets unmatched to liabilities.
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44.1

(¢) If the reinsurer had to reserve for the full amount of likely payments
at the inception of the contract, there would be a considerable new
business strain. To avoid this it is important for the reinsurer to be
located in a territory where discounting of reserves is permitted.
Solvency margins related to premium income might also impose a
capital strain which would render the writing of financial reinsurance
less attractive. It is for this reason, rather than that of tax avoidance
as is often claimed, that reinsurers are to be found in offshore
jurisdictions such as Bermuda. In a wider sense, much of financial
reinsurance could be regarded as obtaining the benefit of less
demanding regulatory or fiscal jurisdictions.

Prospective Aggregats Insurance

We are accustomed to thinking of insurance as spreading the losses of a few
among the many exposed to risk and our opinions are often based upon this
view of affairs. In some cases, however, what is required is spreading the
losses in a few years over the many years in which they might have
occurred. The most obvious example is property catastrophe (re)insurance but
professional indemnity cover for, say, a firm of accountants exposed to an
occasional very large claim might be another case.

In fact, there is no market in which a property (re)insurer could buy
catastrophe reinsurance for the next, say, ten years for a vearly premium
fixed at outset. That notwithstanding, the reinsurance markets tend to work
informally as though reinsurers and reinsureds will be around vyear after year
buying and providing similar cover., Because it is a competitive market not
entirely driven by the theoretically correct premium rate, if there is such a
thing, premium rates do fall after a period without a catastrophe and increase
in the aftermath of cone, 50 costs are not spread absolutely evenly; there is a
greater amount of spreading losses into the periods shortly after major
catastrophes. At such times a reinsurer may find that the market for its own
retrocessionai  protections has dried up and that, without catastrophe
reinsurance, it camnot continue to accept the low frequency/high value risks
which would provide the "payback" for its own inward losses. To handle this
sort of situation, and to compensate brokers for the loss of retrocession
business, several schemes have been devised and some are being actively soid
by reinsurers and brokers.

Spread Loss Contracts
Example 3 (PAC-SL)

Contract term :  Effective from 01/01/91 until all obligations
hereunder have been discharged.

Coverage :  Aggregate Excess of Loss Reinsurance.
To reimburse the Reinsured for the ultimate net
losses $20m in the aggregate excess of $2m in the
aggregate of paid losses on or after 01/01/91 on the
Reinsured's US professional indemnity account for all
losses occurring from 01/01/91 to 31/12/95.
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Reinsurance

premium : $3.3m payable on or before 15/02/91
$3.3m payable on or before 15/02/92
$3.3m payable on or before 15/02/93
$3.3m payable on or before 15/02/94
$3.3m payable on or before 15/02/95

Claim Payments : The ultimate net aggregate losses paid by the
Reinsured during each calendar year and recoverable
hereunder shall be paid to the Reinsured within i5
days of receipt of loss report or on February 15 of
the following year whichever is later.

Cancellation 1 At sole option of the Reinsured on or after
31/12/95. Within 45 days following cancellation, the
Reinsurer agrees to pay the Reinsured a Profit
Commission equal to 95% of the balance of the
Cover Limit less the cumulative amount of the
Reinsurer's claim payments hereunder.

Termination : In the event that the Reinsured shall fail to pay
any premium due, the Reinsurer shall have the sole
right to terminate the agreement with effect from
inception, when the Reinsurer shall return ail
premiums paid less any claims paid.

Analysis (PAC-SL)

For this contract to be effective for the reinsured it has to be possible to
account for the premium 2as a reinsurance premium, allowable for tax, in the
year in which it is paid; and to account for a recovery in the year in which
the inward loss occurs/the profit commission becomes due.

From the point of view of the reinsurer, it is likely that there will be a
delay before any claims have to be paid so that there will be interest
earnings on the accumuiated premiums. $3.3m pa rolled up for five vears at
7% pa gives $20.4m,

Comment (PAC-SL)

This sort of arrangement is in response to a gepuine need, which arises
because conventional methods do not take inte account the nature of low
frequency/high value losses. Another more extreme example would be a
natural disaster, such as a hurricane or an earthquaks, which would affect
either almost everyone in the market or no-ome. It is thus not a case of
spreading the losses of a few reinsureds over many. To write such business
and retain substantial net exposure simply requires large amounts of capital.
It is an ares in which there may be a marked difference between a going
concern and a break up set of accounts.

It is the view of the working party, however, that the contract will fail to
achieve its purpose if reserving is done correctly.

First, assume that a total loss occurs soon after inception of the policy. The
reinsured has no more cover under the contract but is still obliged to pay the

future premiums and, in our opinion, it is necessary to establish a provision
for them at that time.
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4.4.3

Secondly, if there is no loss, the reinsured knows that the reinsurer is
contractually bound to pay a profit commission or to pay a claim and the
accounts ought to recognise an asset at least equal to the lower amount valued
to the present from 31.12.95 less the present value of future premiums.

Such a reserving policy, which we consider to be the only correct one, would
remove any significant benefit from the contract.

Under such a regime, there is unlikely to be any major tax effect so there
would be little incentive for the Inland Revenue to make a challenge. If the
reserving is such as to make the contract of use, it might be expected that
the Revenue would have an interest.

It seems to us that the contract is really an investment transaction and the
accounting should reflect this fact there would then be no need to have a
reserving policy.

Since for a Lloyd's syndicate each underwriting year is a distinct legal entity,
there are regulatory and equity difficuities in entering into contracts which
commit future years. More generally, any underwriting agency which follows
the Lloyd's principle of reinsurance to close (which passes liability from one
cohort of insurers to another) would be faced with .what appear to be
insuperable problems of equity, if the contract is to be operated in a way
which produces any benefit. To which set of participants should the profit
commission be allocated? [f there has been a totai loss, how can premiums
be charged to participants who will obtain no benefit from them?

Experience Funded Accounts

These contracts are a more sophisticated version of a spread loss policy. In
particular, the reinsurer is prepared to advance claims up to a fixed amount
in excess of the fund of premiums held. Even if thess contracts are
accounted in such a way as to reduce their loss-spreading effects, they could
be akin to a line of credit with a bank, set up in advance for a rainy day,
albeit on expensive terms. Potential cash shortages are now more of a
concern than they used to be.

Example 4 (PAC-EFA)}

Contract Effective from 01/01/9!
term : until all obligations hereunder have been discharged.
Coverage : Aggregate Excess of Loss Reinsurance.

To reimburse the Reinsured for the ultimate net
losses $5m per occurrence excess of 3$lm per
occurrence of paid losses onm or after 01/01/91 on
the Reinsured’s US professional indemnity account
for all losses occurring from 01/01/91 to 31/12/95.

Reinsurer's Exposure Fund balance at
maximum annual : beginning of year plus $10m.
aggregate

liability

Reinsurance

premium : $2.5m per annum
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Exposure
Fund :  Charges to the Fund :
- claims paid for the year
- interest on deficit Fund balance (e.g. base + 2%)
Credits to the Fund :
%+ premium for the current year
+ interest on positive Fund balance (e.g. base - 1%)

Cancellation :  The contract may be cancelled by either party on
or after 31/12/95, when the following will occur
- The reinsurer will return 100% of any positive
balance of the Fund to the Reinsured
- the Reinsured will reimburse 100% of any
negative balance of the Fund to the Reinsured if
the Reinsured terminated the agreement.

Analysis (PAC-EFA)

The reinsurer is exposed to having to pay claims of $10m in addition to the
fund which has been built up. This is of course just a credit risk, because
the reinsurer will eventually be repaid. Under this example the contract may
be cancelled after five years at the discretion of either party. Another
variant permits the reinsurer to cancel only if there is a positive balance but
commits the reinsured to pay larger premiums if there is a negative balance.
Such an arrangement would relieve the reinsured of the obligation to repay a
negative balance at an inconvenient time but would involve the reinsurer in a
theoretically open-ended commitment, which would no doubt be taken into
account in the charging structure.

Comment (PAC-EFA)

The comments made about the spread loss treaty apply with equal force in
this instance. It should be noted that the canceilation terms may be different
depending on who cancels. The cancellation terms may be crucial to the
operation of the contract.

Example § (PAC-EFA)

The contract is the same as in Example 4, except that on termination only
50% of the balance is payable by the relevant party.

Comment

Because there is now a significant uncertainty in the underwriting outcome,
this contract is arguably now a  reinsurance policy, albeit with several
complicating features, and so we would expect it to be accounted for as
reinsurance, at least in part. When reserving, it would seem appropriate to
provide for any contractual future premiums and to make allowance for any
cancellation charges that would become due from either party, if there are no
(more) claims in the future. In practice, at least 80% of the balance would
normally be payabls, and the contract would be drawn up so that after taking
account of interest margins and other charges, the real downside to the
reinsurer was minimal. At first glance, however such a contract will look
more risk bearing than it really is.

The difficulties in operating a reinsurance to close system would still seem

insuperable, unless reserving and/or accounting policies nullify the effect of
the contract,
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4.6

4.7

Financial Quota Share/Surplus Relief Contracts

Having sufficient capital and free reserves to continue writing incremental
business is a key requisite for any underwriting entity. In the US.A. in
particular, a great deal of attention is paid to the premium to surplus ratio,
and senior executives may -consider it important to "masnage" the trends in this
ratio. By transferring a portion of its unearned premium reserve (UPR) to a
financial reinsurer, a cedant might be able to improve the solvency margin or
alleviate capital strain, As a consideration for the UPR transfer, the financial
reinsurer could pay the cedant a commission which, depending on the contract
wording, might be treated by the cedant as current income and thus statutory
surplus,

The reduction in the cedant's net premium through the financial reinsurance
premium payment will increase capacity for writing incremental business
without detriment to the soivency margin.

The cedant decides the amount of reinsurance to be ceded, and then the
reinsurer will calculate the limit that it is prepared to offer for the contract
relative to the anticipated ssttlement of losses. By contrast, the traditionai
quota share wouid provide unlimited cover.

Such a quota share deal may have an unlimited sliding scale for commission
to the reinsured. Real risk transfer may, in consequence, be very limited.
Thus the application of the principle of substance over form in the solvency
margin and premium rules might render such contracts ineffective.

Finite Risk Reinsurance

In view of the pressure, particularly in the USA., to classify purely financial
reinsyrance contracts as investments or deposits rather than reinsurances unless
there is an identifiable transfer of risk, reinsurers writing this sort of business
have begun to offer policies which are intended to have the same effect as
before, but which also provide a limited amount of risk transfer designed to
satisfy U S accounting guidance, Such contracts are often known as finite
reinsurance or finite risk reinsurances.

The fundamental concept is that, in return for accepting a limit on losses
recoverabie, the cedant has the expectation of sharing in any profits following
low claims experience. Finite risk reinsurance represents a further step in a
chain which started with policies under which the reinsurer has no risk aad
continued with policies where the reinsurer is exposed to timing risk. Once
again, assessment of the real degree of risk transfer involves the application of
compound interest principles.

Comments on Security

The sums involved in financial reinsurance may be quite large and certainly
material to the parties to the contract. It has been the general practice for
reinsurers and reinsureds to be protected against the credit risk by including
in the comtract a provision that the party in funds would provide a letter of
credit from a reputable bank to provide security to the other party. Indeed
without provisions of this sort it is doubtful whether there wouid be scope
for very much financial reinsurance.
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5.1

In the past banks have charged about 1% p.a. of the face value for a letter
of credit, With the introduction of the Bank for International Settlements'
rules for capital it appears that this rate is being increased to at least 2%
pa. Quite what effect this will have on f{inancial reinsurance, beyond making
it more expensive to the reinsured, is not known,

There is now a move to replace letters of credit with trus¢ funds which are
not as flexible and time wiil tell whether this procedure becomes popular,

Banks, of course, are never totally secure and both the letter of credit and
trust fund routes involve banks as either guarantor or custodian.

PERSPECTIVES ON FINANCIAL REINSURANCE

The Accounting Position

The Working Party approached this section with caution because we are not
accountants.

The accounting treatment of financial reinsurance policies is vital, and is often
their raison d'é¢tre. The UK accouating profession is currently giving thought
to the question of "substance over form" in accounts generally, and similar
discussions are taking place in the US and. Canada. We discuss regulatory
developments in some detail later, but the current idea is to treat a contract
either as reinsurance or as a deposit depending on the answer to the question:

"Does the contract transfer significant insurance risk?"
To this, we would suggest adding the question:
"Does it matter?”

The working party, perhaps because we are actuaries, believe that the
valuation of assets and liabilities, and hence the balance sheet and profit and
loss account are of prime importance. Obviously, however, the classification
of a contract will aiso affect other areas such as measures of net premium,
taxes on premiuvms, soivency margins, etc. Some of the Working Party
thought that reinsureds should have a degrees of choice when it comes to
characterisation of policies as (re)insurance or investment, provided that there
is adequate disclosure, at least in notes to the accounts; others felt that this
approach was not good enough but would agree that practical solutions are not
easy.

The reactions of accountants depend to some exteat upon their backgrounds
and traditions. In some parts of the world the major concern is that
accounts should conform to the letter of the law and the commercial reality is
not regarded as particularly relevant.

We understand that the UK accounting profession is concerned over the "right"
way to deal with financial reinsurance in accounts, coupled with a feeling that
what is being done at present is not completely satisfactory, There are so
many transactions which cap be accounted in more than one way -
reinstatement premiums, profit commissions and portfolic transfers are three
obvious examples - that this is manifestly a major topic and one which can
only be resoived after much work.
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5.2

We attach as Appendix II to this report a draft paper from a task force of
the American Institute of Certified Public Accountants (AICPA) which makes
proposais about the way in which American companies shouid account for
financial reinsurances. At the time of writing this paper, these proposals are
still at the draft stage and are part of the continuing debate. We have been
told that the FASB (Federal Accounting Standards Board) was due to begin
deliberations in September of what could be a more far reaching project.

If the accounting treatment depends on a "yes/mo" answer to the question of
insurance risk transfer, the response of reinsurers will be to design contracts
that are just sufficient to be classed as insurance; it may be difficult, given
that they conform to the letter of the law, to take a hard line on reserving.
This probiem is inherent in any regime, whether accounting or reserving,
which gives different treatments to contracts on the basis of an arbitrary
classification. Solvency regulation could be rendered ineffective

in an ideal world, the accounting/reserving system and the framework of rules
would be sufficiently robust to cope with all kinds of contracts, whether
classed as insurance or not, in a consistent fashion. Until that can be
achieved - and it may not be ultimately possible - there will always be
serious, possibly insuperable difficulties for the regulators.

An obvious difficult issue is discounting. At present there is a discrepancy
between an ostensible policy of not discounting (and hence having implicit
margins in provisions) and the practice of allowing these margins to be ercded
by the purchase of some financial reinsurance policies, These margins are, in
fact, also eroded by ordinary excess loss contracts and we believe that the
issue of providing a suitable margin needs to be addressed by regulators and

accountants as well as by actuaries. Present practice [ets reinsureds face both
ways simultaneously.

Actuaries do not have the same perspective as accountants and, as we have
said earlier, it may be possible to achieve a result which is satisfactory to an
actuary, whatever the accounting methods, by ensuring that adequate reserves
are established. This would involve setting up provisions for ail expected
outgo, whether described as premiums, reinstatement premiums, experience
loadings or any other exotic term, and by taking credit for any contractual

income - the lowest amount if there are several possibilities depending upon
future centingencies.

Regulation and Taxation

These are areas of considerable change at present. In the UK, the
forthcoming set of changes in accounting standards relating to “"substance over
form" is a response, not specifically to issues in the insurance industry, but to
perceived weaknesses in accounting in the property and banking industries.
Compliance with accounting standards has now been brought within the
Companies Acts by virtue of the 1989 Companies Act. The accounting and
regulatory issues, and a number of other issues both in the UK and
eisewhere, are summarised in am excellent Insurance Briefing on financial
reinsurance by accountants Etnst & Young. A copy of this Insurance Briefing
is attached as Appendix IIL
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5.3

There has been some reaction from the UK Regulators specifically aimed at
financial reinsurance. Lloyd's now requires syndicates to disclose sufficient
detail of time and distance policies to enable readers of accounts to assess
their economic impact. A Lloyd's Market Bulietin was issued on 25
September 1990 on the subject of outward reinsurance, emphasising existing
guidance that the substance of outward reinsurance should be in accordance
with the principles of insurance and agency law and in accordance with
Lioyd's Byelaws. This guidance has now been consolidated into a revised
Underwriting Agents manual,

UK Taxation is alsec mentioned in the Ernst and Young Insurance Bulletin.
The US revenue authorities are further advanced than the European tax
authorities in dealing specifically with financial reinsurance; this may be
largely due to the far reaching impact of the US 1986 Tax Reform Act,
which imposed discounting of reserves for tax purposes. In Europe, there is
a slow trend towards harmonisation of taxes between countries.

The Investment Analyst

The accounts of companies quoted on the Stock Exchange are widely available
and are the subject of considerable study by investment analysts.

Insurance investment analysts attempt to assess the future performance of
shares within the sector and the relative performance of the sector compared
with the market as a whole and most of the information to be used will
come from published sources, which usually include little about reinsurance
programmes. It is because of lack of information, rather than any perceived
unimportance, that financial reinsurance will not usually be taken into account
when rating a company's shares. Clues may be obtained from Form 30,
particularly for the names of major- reinsurers, but the data are, at best,
limited.

Since financial reinsurance may materially aiter a company's reported earnings
and the strength of its balance sheet, a certain amount of analysis and
comparisons between companies may be based upon incongistent information.

In general, the Stock Market assigns a greater value to a level stream of
profits than to the same quantity of profits emerging irregularly; the share
price of a company that reports earnings of £100m each year will normally be
higher than that of a company which reports, say, £50m, £200m, £50m and
£100m over a four year cycle. A company which is concerned about its
share price - and few aren't! - therefore has an incentive to do anything
which will smooth its profit stream; most companies would also like to defer
recognition of worse than usual results, on the Micawber principle.

As mentioned above, the main problem for an analyst is not one of
interpretation but of obtaining sufficient information about what might be a
highly price-sensitive matter. Suggestions which have been made by
investment analysts include:-

{a) Fuller disclosure of reinsurances and the timing of recoveries.
(b} Published actuarial reports on the effects of financial reinsurance in an
explicit manner, consistent between companies. This seems most

unlikely to come about, even if it were easy to define which
contracts should be reported on.
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{c) Greater flexibility in reserving to permit insurance companies to
smooth their results, without financial reinsurance.

An Actuarial Pesrspective

The examples in section 4 were simplified in order to illustrate points of
principle. In practice, contracts will probably not be identifiabie as financial
reinsurance without a study of the detail. At a casual glance, they will look
like any other reinsurance treaty and will frequently contain all the standard
clauses, such as the Nuclear Exclusion Clause, even if they are not
particularly relevant. Payments to and from the reinsurer may be described as
reinstatement premiums 2and profit commissions and would not appear to be
markedly different from similar provisions in conventional reinsurance. When
there are many different treaties each year, the work necessary to isolate those
which need extra attention should not be underestimated.

Reinsurers actively promoting firancial reinsurance contracts will argue stroagly
that the contracts are genuine reinsurances indistinguishable from other
reinsurances, as will any broker involved, and the reinsured may believe that
it is inappropriate to treat them in any different way. It is also possible
that the reinsured has not appreciated the circumstances under which claim
payments would have to be returned to the reinsurer in the guise of, say,
reinstatement premiums, in such a case, the actuary will need to make his
own investigations in addition to his discussions with the reinsured's
management. In other cases, of course, the reinsured has initiated the policy
and approached the broker and will be fully aware of the details, so a
discussion with the underwriters should be the first step as usual,

When a financial reinsurapce contract has been identified it is imperative to
establish who has to pay what to whom in which circumstances. Having done
that, it ought to be simple in principle to decide what reserves will be
necessary under the wvarious contingencies - and this may be dependent upen
the accounting methods - and from that it will be possible to see whether
there is any benefit to the reinsured from the contract. One question that
must always be asked - and it should be asked autcmatically when making
assessments for solvency purposes - is what happens if the contract is not
renewed or is cancelled early.

Appendix IV gives an analysis of a more than usually complex policy which
we believe demonstrates the difficulties which may be faced in analysing a
financial reinsurance contract.

In general, most of the spread loss and experience funded contracts will be
found not to assist the reinsured, if ail debts and assets are brought back
onto the balance sheet. Although the advice may not be at all welcome, it
is probably better for the reinsured to be aware that some of his catastrophe
protections are illusory at the outset, rather than waiting until there is a claim
and then being required to provide for the repayment to the reinsurer. It
has to be said, however, that, if there turms out to be no catastrophe claim,
the reinsured may well wish to have accepted profitable inwards business,
while covered by notional retrocession!
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3.5

Time and distance type policies may produce the results which the reinsured
wishes if the accounting and reserving treatment permits. Essentially, oot
discounting reserves increases them by an implicit and undefined margin,
which may have no relationship to the risks involved. Because the margin is
so loosely connected with the risk, it is difficuit to defend any one particular
level as superior to another,

By way of example an jnsurer with reserves for future claim payments of
£10m will have a margin of £2m if the discounted value is £8m, and this
margin is available to meet the contingency that claims exceed the predicted
£10m. Should the insurer have a quota share reinsurance ail these amounts
will be reduced pro rata, which would seem eminently reasonable. However,
if the insurer has a reinsurance which pays the first £i0m of claims, the net
undiscounted reserve will be nil, containing no margin, even though the
insurer bears exactly the same risk of cleims exceeding £10m gross as before.
This applies whether the reinsurance is a time and distance policy or whether
it is a conventional reinsurance, effected before any underwriting had been
done, at a time when it was expected that there was unlikely to be any
claim on it.

While it has been our intention throughout the paper to avoid a discussion of
the merits, or otherwise, of discounting reserves, there can be no doubt that
there are wider issues. It is, perhaps, because these issues have not been
adequateiy resolved that there can be such debate about the merits of time
and distance policies.

The key issues seem to us to be;

(a) Should technical reserves exceed the current best estimate of the
present value of future claims by a margin? If so, should the
margin take into account both the probability of actual claims
exceeding the current estimates and the amount by which they might
do s0o? If so, how would this be done and is it even possible?
Who shouid bear the responsibility for calculating the margin? (Would
the answers be the same for solvency reserves as for Lloyd's
reinsurance to close?)

(b) In the light of (a), does the present practice of not discounting for

the time value of money achieve what is required? If not, is there
any practical way of improvirg matters?

(©) In answering (b) it should be realised that the margin from not
discounting, as at present, has to provide for variations in the amount
of gross claims less any applicable reinsurances, as well as reinsurance
failures, but is, in effect, a function of current net reserves.

Other Commercial Considerations

As already mentioned in this paper, there is currently a shortage of capacity
in parts of the excess of loss market, particularly for catastrophe cover. This
is forcing insurers used to writing large gross lines but smaill net lines, to
search for other types of "cover”,
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Is this a logical response? The capacity of an insurer or reinsurer to
withstand a loss is & function of his liquid assets. The capacity of the
worldwide insurance market to withstand losses is a function of the assets in
the entire insurance industry. If an insurer cannot write small net lines,
perhaps he should instead write gross lines somewhat larger than the previous
net lines and charge a4 lot more. Otherwise it is possible that the benefits to
reinsurance profitability and financial strength which should flow from the
contraction of the excess of loss market could be delayed or reduced because
of insurers choosing to write very large gross lines on the back of partly
illusory reinsurance cover. The worst scenario would be a series of large
losses which had to be paid back, thus threatening solvency.

Similar considerations couid apply to financial reinsurance which has the effect
of improving the reported solvency position in relation to past liabilities. Past
experience indicates that only when the insurance industry is in balance sheet
difficulties does a cycle really turn. The interests of shareholders generally is
therefore not to inflate balance sheets, perhaps the reverse.

The interests of individual companies and individual managements may, of
course, run counter to the analysis above,

One of the commercial results of the purchase of financial reinsurance is the
reduction in cash held in the UK insurance industry, the cash being replaced
by credits with various financial reinsurers. This could conceivably have
solvency implications.

CONCLUSION

Is financial reinsurance a good thing or a bad thing - or is it a mixture?
On the whole, whilst we might have sympathy with some of the commercial
pressures, we are not comfortable with the idea that it should be possible to
circumvent the spirit of the existing regulatory, accounting and fiscal
framework through the judicious use of various reinsurance policies.
Reinsurance is, however, an international business and it could frequently be
argued that financial reinsurance makes the playing field more level

If financial reinsurance is a vehicle to circumvent accepted accounting rules,
there is a contradiction which must be addressed. We believe this issue i
indeed being addressed by the accounting bodies.

A similar point applies to reserving, especially when related to solvency
regulation.  Whilst discounting is not forbidden by the DTI, they have
signalled an interest in financial reinsurance. Furthermore, the forthcoming EC
accounting directive is most likely to ban implicit discounting. If companies
have to disclose the fact when they are discounting two conclusions follow:
first, that they may be more reluctant to discount explicitly and second, that
there is no need to use financial reinsurance as a means of discounting.
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We are nervous of rules which need to categorise a contract into financial
reinsurance or not, because of the grey areas involved. This leads us to ask
questions, about real solvency margins in particular, which affect all insurance,
not just financial reinsurance. If, in generally accepted practice, one of the
purposes of not discounting is to provide a margin against all the risks and
costs associated with past liabilities, then why should this margin be reduced
when there is reinsurance? To the extent that reinsurances will pick up
future deterioration in reserve estimates, the margin requirement should reduce,
but a further argument is that a reinsurance, whether financial reinsurance or
not, weakens the balance sheet if it is valued on an undiscounted basis.

An actuary advising any company which has bought, or is buying, reinsurance
shouid, we feel, get acquainted with the characteristics of financial
reinsurance. Each individual conmtract or proposed contract needs a detailed
analysis before conclusipns are drawn. This may be easy enough; it may be
more difficult to ask the right questions to ensure that no existing contracts
are missed.

We end with a number of questions:

- Are there professional dangers for actuaries in financial reinsurance, and
if so, should we give thought to tackling them?

- 1s education the answer? ~ for actuaries and others.
- Should we start a dialogue with the:

accountants?

regulators?

taxman?

- Is disclosure enough, or should financial reporting rules including
solvency margins be rethought to accommodate financial reinsurance?

- Would too much "thou shalt not" stifle potentially valuable innovation?

ACKNOWLEDGEMENTS

The working party is prateful to all the people who have helped us. In
particular, we wish to acknowledge the following:-

Insurance publishers DYP for David Garner's summary of the Financial
Reinsurance market; Mr A C Russell of the DTI for his letter to UK
insurance companies (Appendix I); Mr M Allen of Coopers and Lybrand
Deloitte for providing the AICPA document (Appendix II); Ernst & Young
for the Insurance Bulletin (Appendix III); Mr P Smith for his analysis of
a2 particular reinsurance contract (Appendix IV),

- 2% -



reet hine
Qur sof
Your ref

Date

(]

APPendix T

Department of
Trade and Induscry

10-18 Victora Street
London SWIH 0NN
Enquirics
071-215 S000
Telex 8811074 DTHQ G
Fax 071-222 9280
g71-215 3120

15 April 1991

Dear Finance Director

DTI RETURNS: DISCOUNTING OF CLAIMS AND RELATED PROVISIONS BY
COMPANTIES WRITING GENERAL INSURANCE BUSINESS

This letter offers guidance to all companies reporting
cutstanding general business liabilities in Returns submitted
to the Secretary of State under the Insurance Companies Act
1982. It concerns the accounting practice which the
Department considers appropriate whezre companies choose to
discount such liabilities tc take account of any difference
between the estimated ultimate settlement cost of claims and
the amount which it is considered necessary to set aside now
to meet those costs. There is a danger that unless full
disclosure of any discounting practice is made, a company's
financial position, as reported in the DTI return, will be
distorted and it will be difficult for the Department to

exercise effective supervision without seeking substantial
additional information.

The Department is considering whether any changes should be
introduced in the format of the Returns to allow the effects
of discounting to be shown more clearly. For the present,
while discounting is permitted under the regulations made
under the Act (the Accounts and Statements Regulations 1981},
its application and disclaosure must be consistent with the
general principle that liabilities in the Returns must be
calculated in accordance with accepted accounting practice.

The Statement of Recommended Practice (SORP), Accounting for
Insurance Business, issued by the Association of British
Insurers (ABI) and franked by the Accounting Standards
Committee in May 1990 is intended to represent current best
practice. Copies are available, from the ABI, 10/15 Queen
Street, London EC4 1TT. Your attention is drawn in particular
to the following paragraphs.

€D
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Implicit discounting (ie an accounting practice which places
a present day value on an outstanding claims provision
without disclosure of that fact) is not acceptable.
Explicit discounting of provisions for outstanding claims
is acceptable if a satisfactory estimate of the amount of
the 1liability can be made and there is adequate past
experience o which & reasonabie model of the timing of the
run-off of the liability can be constructed. It is for the
insurance enterprise to decide whether or not it is
appropriate to discount. Where claims provisions are

discounted, the related reinsurance recoveries should also
be discounted.

The rate used for discounting claims liabilities should not
exceed a conservative estimate of the rate of investment
income which the enterprise considers is most likely to be

earned on its investment portfolio over the term during
which the claims are to be settled.

The accounting policy adopted for any discounting of
provisions for claims outstanding and direct claims handling
expenses should be disclosed in the financial statements.
In particular, disclosure should be made of:

the classes of groupings of business involved;

- the methods applied, including:
- the range of discount rates used;

~ the nrean term of the liazbilities;

- the treatment of the attributable investment
income;

the effect of discounting on the profit or loss before
taxation for the accounting period and on the net
assets at the end of the accounting periocd.

If an enterprise alters its accounting pelicy for providing
outstanding claims from a non-discounted basis to a
discounted basis or from a discounted basis to a non-
discounted basis, the change should be dealt with as a prior

year adjustment in accordance with the requirements of
SSAP6.

The accounting policy adopted in assessing the requirement
for an unexpired risks provision, and whether investment
income has been taken into account, should be disclosed
together with the amount of the unexpired risks provision

and changes in the amount of the provisions from one
accounting period to the next.

NN



du

FINANCIAL REINSURANCE

The Department has noted the increasing use of "financial
reinsurance' where the risk transfer element is small and where
the purpcse of the transaction is often to allow for the
recognition of a greater surplus, or the reporting of a lower
level of liabilities, than would otherwise be possible. In
practice such transactions are frequently seen as an alternative
to discounting. The Department wili consider whether, in the
light of the furthei Jdevelopment of such reinsurance
arrangements, additional quidance would be desirable on how this
type of transaction should be reported in the DTI returns.
Meanwhile you should note that this subject is covered by
paragraph 120 of the ABI SORP:

120 Reinsurance arrangements, where the amount of risk
transferred is not significant, should be accounted for
having regard to their economic substance. Sufficient
disclosure should be made in the financial statements to

enable the nature and the financial effect of the
arrangements to be understood.

I should be grateful if you would ensure that this letter is seen
by all those, including your company’'s auditors, who are involved

in, or have responsibility for, the preparation and submission
of your Returns to the Secretary of State.

Yours faithfully

4.C.

A C RUSSELL
ROOM 723
HEAD, INSURANCE DRIVISION

&

Recycind Peer
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I. Introductien
1. FASB Statement No. 60 Accounting and Reporting by Insurance

Enterprises mentions several issues affecting insurance enter-
prises that were being and continue to be studied by the insur-
ance industry and the accounting profession. One is the determi-
nation of the circumstances that constitute a transfer of econon-
ic risk under a reinsurance contract. This SOP discusses the
nature of risk transfer in property and liability reinsurance
contracts and accounting principles to be applied. This SOP
does not discuss the assessment of credit risk, which is covered
in the Audit & Accounting Guide, Audits of Property and Liability

Insurance Companies.

II. Economic Risks in Reinsurance Contracts
2. Insurance enterprises are routinely involved in reinsurance

transactions. Their major reasons for doing so are to accomplish

the following:

© Reduce their exposure on particular risks or classes of

risks.

0 Protect themselves against accumzlations of losses caused

by catastrophes.

©¢ Reduce their premium volumes and total liabilities to

ievels appropriate to the amounts of their capital.

o Obtain the ability to accept risks and policies involving
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amounts larger than they could otherwise accept,

o Help stabilize their operating results.

© Obtain assistance with new products and lines of insur-

ance.
vant 0 Literatur
3. FASB Statement No. 60 currently provides guidance to insur-

ance enterprises on how to determine whether reinsurance con-
tracts provide for indemnification against loss or liability and

on how to account for such contracts.

4. Paragraph 40 of FASBE Statement No. 60 states that

[t]o the extent that a reinsurance contract
does not, despite its form, provide for indem-
nification of the ceding enterprise by the re-
insurer against loss or liability, the premium
paid less the premium to be retained by the
reinsurer shall be accounted for as a depesit
by the ceding enterprise. Those contracts may
be structured in various ways, but if, regard-
less of form, their substance is that all or
part of the premium paid by the ceding enter-
prise is a deposit, the amount paid shall be
accounted for as such. A net credit resulting
from the contract shall be reported as a
liability by the ceding enterprise. A net
charge resulting from the contract shall be
reported as an asset by the reinsurer.

In applying this guidance, each insurance enterprise has to
interpret the expression "indemnification...against loss or
liability." That expression could be interpreted differently for
similar reinsurance contracts. Some interpret the expression to

include indemnification against losses resulting exclusively from
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risks that are unigue to insurance. Others interpret it to
include indemnification against losses from such risks as well as
other business risks not unique to insurance, such as investment

yield risk, credit risk, or expense risk.

5. Some insurance enterprises account for certain reinsurance
contracts that provide for contingent commissions or retrospec-
tive experience adjustments as deposits, in accordance with para-
graph 40 of FASB Statement No. 60, based on the view that the
underwriting result is predeterminakle. Other enterprises, while
conceding that the underwriting result may be predeterminable,
point out that the contract contains timing risk, investment
vield risk, credit risk, or expense risk. Accordingly, they

account for such contracts as providing reinsurance.

6. FASB Statement No. 60 does not describe the circumstances
that constitute transfer of risk in a reinsurance contract, but
it implies that risk has not been transferred if "“a reinsurance
contract does not, despite its form, provide for indemnification
of the ceding enterprise by the reinsurer against loss or liabil-
ity." FASB Statement No. 60 thus requires that the substance of
a reinsurance contract, not its legal form, should determine
whether a ceding company has been indemnified against loss or
liability. Such a determination is subject to the judgment of

each person applying the guidance to interpreting a reinsurance

contract.

7. To achieve consistent judgments as to whether reinsurance
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contracts indemnify against loss or liability as contemplated by

FASB statement No. 60, the kinds of risks that are involved need

to be understood.

Discussion of Risk

8. Insurance risk involves uncertainties as to the ultimate
amount of any claim payments (underwriting risk) and the timing
of those payments (timing risk). An insurance contract provides
for the insurer to indemnify the insured against loss from such
risks. Risk must be fortuitous, that is, the possibility of ad-

verse events occurring must be outside the control of the in-

sured.

9. A reinsurance contract is an agreement between the ceding
company (reinsured) and the assuming company (reinsurer) whereby
the assuming company, for consideration received, assumes all or
a portion of the insurance risk. Such a contract provides that
the assuming company will indemnify the ceding company against
loss or liability from that risk. However, the legal rights of
the insured are not affected by the reinsurance transactions and
the insurance company issuing the insurance contract remains

liaple to the insured for payment of policy benefits.

10, In addition to insurance risk, reinsurance contracts
involve other business risks including, but not limited to,
investment yield risk, credit risk, and expense risk:

o Investment yield risk pertains to uncertainties, other

than the effect of timing risk, as to the ultimate amount
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of investment income that will be earned on the net funds
received under the reinsurance contract. Such risk in-
cludes not achieving expected returns or obtaining expect-

ed future values.

© Credit risk relates teo the exposure that the amounts due
or to become due under the contracts may not be fully
collectible. Such amounts include those currently due for
reinsurance recoverable on paid losses as well as amounts
that will become due for reinsurance recoverable on unpaid
losses and amounts receivable under contingent commission

or profit-sharing arrangements.

© Expense risk relates to the exposure that acquisition and
cperating expenses may exceed amounts expected when the

reinsurance premium was established.

cenclusion

11. To be accounted for as providing reinsurance, a contract
should provide for indemnification of the ceding company's insur-
ance risk by the assuming company. Contracts that do not provide
for such indemnification should not be accounted for as providing
reinsurance regardless of their legal form. Those contracts are
referred to in this statement of position as financing arrange-
ments. Reinsurance contracts do not generally provide for indem-
nification of the ceding company against loss or liability re-
sulting from investment yield risk, credit risk, or expense

risk. Investment yield risk, credit risk, and expense risk,
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unless those are the risks being indemnified by the underlying
primary insurance ceverage, should not be considered in evaluat-
ing whether a contract indemnifies the ceding company against

loss or liability from insurance risk.

12. Many contracts that have elements of financing arrangements
provide for indemnification of insurance risk. However, if an
analysis of the terms of an agreement indicates that the assuming
company's exposure to insurance risk is remote, such an agreement
should be accounted for as a financing arrangement. For example,
a financing arrangement may contain provisions under which the
assuming company assumes insurance risk only at unrealistic loss
ratios or levels. Although such provisions may technically
indemnify insurance risk, such risk is so remote as to be inci-
dental to the overriding substance of the arrangement. Neverthe-
less, the infrequency of the loss, such as on certain catastrophe

treaties, does not necessarily indicate that insurance risk is

not present.

13. A contract should be accounted for as providing reinsurance
if the ceding company's insurance risk (both underwriting and
timing) has been transferred to the assuming company. A ceding
company's insurance risk has been transferred when all of the
following conditions have been satisfied:
© The terms of the contract, for a fixed or reasonably
determinable cost, provide for the reinsurer to assume a
specified level or percentage of the ceding company's

claims incurred or exposure to claim occurrences.
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© The terms of the contract, including any adjustable fea~
tures, do not allow the ultimate underwriting margin or
deficit under the contract to be determinable in advance.
Therefore, after application of any adjustable features
contained in the contract, there should still be a reason-
able degree of potential variability in the ultimate
underwriting results under the contract in relation to the
total consideration paid. (For purposes of applying this
condition to contracts that provide for adjustments based
on actual or imputed investment earnings, such adjustments
should be considered, as appropriate, in determining.
whether the underwriting margin or deficit under the

contract is determinable in advance.)

© The terms of the contract provide for the timely reim-
bursement of covered losses by the reinsurerﬂ Provisions
that delay reimbursement to the ceding company, such as
predetermined payment schedules, do not provide for the

timely reimbursement of covered losses.

14. Reinsurance contracts that do not transfer both components
of insurance risk must be accounted for as deposits under the
provisions of paragraph 40 of FASB Statement No. 60. Reinsurance
contracts that transfer only timing risk have no bearing on
whether the ceding company should discount liabilities for unpaid

claims and claim expenses.
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15. One ceding company may accomplish a specific reinsurance
program through the use of excess layers invoelving more than one
reinsurance contract. Another ceding company may accomplish this
same objective through a single reinsurance contract. In assess-
ing whether indemnification against loss or liability has oc~
curred in a multi-layer program, it may be appropriate to evalu~
ate the aggregate results of the applicable reinsurance con-

tracts rather than the results of each individual contract.

16. Reinsurance contracts are often complex, so it may be diffi-
cult to evaluate whether a reinsurance contract indemnifies
against insurance risk. Such an evaluation requires a thorough
understanding of all the provisions of the contract and all
related modifications. The presence of any of the following
factors in a contract may indicate that the conditions specified
in paragraph 13 have not been satisfied:

o The agreement has cancellation or commutation provisions

that would result in a loss to the ceding company.

© The substance of the agreement is such that the present
value of the consideration paid by the ceding company and
the present value of the scheduled reimbursement under the
agreement, at current interest rates, are substantially

equivalent.

o The agreement has retrospective adjustments, sliding scale
commissions, contingent commissions, profit sharing,

experience rated refunds, or other simjilar provisions.
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The agreement does not constitute the entire understanding

between the ceding company and the assuming company.

The agreement provides financial guaranties to the assum-
ing company, either directly, indirectly, or by side

agreement.

The agreement contains predetermined payment schedules or

other provisions that delay reimbursement to the ceding

company.

The agreement has provisions that require or permit the
payment, directly or indirectly, of additional considera-

tion by the ceding company to the assuming company.

The agreement does not provide for the periodic transfer

of cash.

The agreement has provisions for the subsequent assump-

tion, either directly or indirectly, of business previous-

ly ceded.

The consideration to be paid by the ceding company is not
reasonable in relation to the amount of insurance risk

transferred under the agreement.

The financial viability of the assuming company is ques-

tionable.
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III. Accounting for Reinsurance Contracts

17. A reinsurance contract can be prospective, retrcactive, or
beth. Under a prospective reinsurance contract, the ceding
company pays$ a premium to the assuming company in return for
indemnification against loss or liability relating to events that
occur following the effective date of the contract. Under a
retroactive reinsurance contract, the ceding company pays a
premium to the assuming company in return for indemnification
against loss or liability relating to events that have already
occurred. Insurance risk may be indemnified in both prospective

and retroactive reinsurance contracts.

18. Ceding companies should account for preospective reinsurance
contract at vide for indemnificat u i in

accordance with paragraphs 38 and 39 of FASB Statement No. 60:

Amounts that are recoverable from reinsurers
and that relate to paid claims and claim
adjustment expenses shall be classified as
assets, with an allowance for estimated uncol-
lectible amounts. Estimated amounts recovera-
ble from reinsurers that relate to the liabil-
ities for unpaid claims and claim adjustment
expenses shall be deducted from those liabili~
ties. Ceded unearned premiums shall be netted
with related unearned premiums. Receivables
and payables from the same reinsurer, includ-
ing amounts withheld, also shall be nettad,
Reinsurance premiums ceded and reinsurance
recoverables on claims may be netted against
related earned premiums and incurred clainm
costs in the income statement.

Proceeds from reinsurance transactions that
represent recovery of acquisition costs shall
reduce applicable unamortized acquisition



DRAFT
6/20/91

costs in such a manner that net acquisition
costs are capitalized and charged to expense
in propeortion to net revenue recognized
{paragraph 29). If the ceding enterprise has
agreed to service all of the related insurance
contracts without reasonable compensation, a
liability shall be accrued for estimated
excess future servicing costs under the rein-
surance contract. The net cost to the assum-
ing enterprise shall be accounted for as an
acguisition cost.

Assuming companies should account for such contracts the way they
account for contracts they write directly with insureds, in ac-

cordance with paragraphs 13 through 37 in FASB Statement No. 60,

19. Ceding companies should account for prospective reinsyrance
co t n vi ind i i ingurance

risk in accordance with paragraph 40 of FASB Statement No. 60.
"(T)he premium paid less the premium to be retained by the rein-
surer shall be accounted for as a deposit" by the ceding company;
Assuming companies should account for such contracts similarly,
recording the net premiums to be returned to the ceding enter-

prise as liabilities.

20. Ceding companies should account for retroactive reinsurance
gontractg that provide for indemnification of insurance xisk by
reducing their liabilities for unpaid claims for amounts indemni-
fied by the contracts and recognizing a gain or loss equal to the
difference between the amounts by which the liabilities are

reduced and the amounts owed reinsurers under the contracts.

21. An assuming company should account for such a contract as

follows:
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° Record at the inceptien of the contract:

-=- The consideration received

-~ A liability equal to the ultimate amount of the clainms
assumed

-~ A deferred charge equal to the difference between the
amount of the claims assumed and the consideration
received from the ceding company. The deferred charge
represents the costs incurred to earn future invest-

ment income under the contract.

o Amortize the deferred charge using the interest method
over the period the claims are expected to be paid.

The liability should be adjusted if estimates of the ultimate

amount to be paid change. Increases to the liability should be

charged to claims incurred; decreases should be credited to the

deferred charge. The amount of the unamortized deferred charge

should not exceed the investment income expected to be earned

over the remaining amortization period.

22. A ceding company should account for a retroactive reinsur-
ance contract that does not indemnify ingurance risk as follows:

© The consideration paid should be recorded as a deposit,

and

© The difference between the consideration paid and the
amounts it expects to receive under the contract should be
recognized as investment income over the period specified

in the contract (or, if no period is specified, over the
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expected repayment period) using the interest method (see

APB Opinien No. 21, paragraph 15).

23, An assuming company should account for such a contract as
follows:
o The consideration received should be recorded together

with a liability of the same amount, and

©¢ The difference between the consideration it received and
the amount it expects to pay under the contract should be
recognized over the period specified under the contract as
a reduction of investment income (or, if no pericd is
specified, over the expected payment period) using the

interest method (see APB Opinion No. 21, paragraph 15).

IV. Disclosures

24. Disclosure of the effects on policyholders' statutory sur-
plus for contracts that have been reported as financing arrange-
ments under GAAP should be made. Disclosure of the nature and
significance of these financing arrangements to the insurance
enterprise's operations, including deposits paid and received
during the year and amounts that are recoverable/payable from/to

reinsurers, should be made.

V. Effective Date and Transition
25. This statement of position should be applied prospectively

to contracts or arrangements covered by it and entered into in
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fiscal years beginning after December 15, 19XX. Retroactive
application, by restating all prior years presented for contracts
entered into on or hefore the effective date, 1s encouraged but

not recuired.
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The following examples of reinsurance treaties are provided to
assist in applying the provisions of the exposure draft, Guidance
for Assessing Risk Transfer in Property and Liability Reinsurance
Contracts. The treaties are intentionally over simplified in
order to more clearly illustrate the application of the princi-

ples of the draft.



Portfolio Transfers

a.
b.
c.
d.

Quota share
a. No adjustments

b. With reasonable adjustments
¢. Unreasonable adjustments

Excess

a.

Catastrophe

TAELE OF CONTENTS

No limitations
Cession of amount
Cession of layer
Retrospective premium adjustment

1. Applicable only if losses greater than expected
ii. No limitations on retrospective premium adjustment
Predetermined payment schedule

Per occurrence - no limitations
b. Aggregate excess
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12
14

17
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Coverage:

Reinsurance
Premium:

Settlement:

Analysis:

Conclusion:

DRAFT
6/20/91

LOS8 PORTFOLIO TRANSFER -
NO LIMI ONS
Unpaid incurred losses as of December 31, 199X.
Though the best estimate of unpaid incurred losses
is $10 million, the ultimate amount to be paid could

be more or less than that amount.

$7 million
Promptly on payment of covered losses

There is uncertainty as to the amounts that will
ultimately be paid under the contract as well as the

timing of those payments.

All of the conditions in paragraph 13 have been met,
so the contract should be accounted for as reinsur-
ance. (Both underwriting and timing risk are trans-

ferred)



Coverage:

Reinsurance
Premium:

Settlement:

Analysis:

Conclusion:
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LOSS PORTFOLIO TRANSFER = CESSION OF AMQUNT

$10 million of unpaid incurred losses as of Decem-
ber, 199X. 1If less than $10 nillion of losses are
ultimately to be paid, only the amount of losses

paid will be recovered from the assuming company.

Though the reserves are stated at $1i0 million, which
represents the lower range of the estimated unpaid
losses, it is probable that the ultimate amount to

be paid will be that amount ($10 million) or more.

$7 million
Promptly on payment of covered losses

The substance of the contract is that the full
amount of the coverage will be paid because it is

probable that ultimate losses will exceed $10 mil-

lien.

The underwriting margin or deficit under the con-
tract is determinablie in advance, so the second
condition of paragraph 13 has not been met. The
contract should not be accounted for as reinsurance.

{Underwriting risk has not been transferred.)

If the facts change such that it is reasonably
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possible that ultimate amounts to be paid will be
less than $10 million, the second condition of
paragraph 13 would be met and the contract should be

accounted for as reinsurance. (Both underwriting and

timing risk are transferred.)



Coverage:

Reinsurance
Premium:

Settlemant:

Analysis:

Conclusion:
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LOSS PORTYFOLIO T F = c 0

$10 million excess of $20 million of unpaid incurred
losses as of December 31, 199X. The best estimate

of total unpaid incurred losses is $100 million.

$7 million
Promptly on payment of covered losses

The substance of the contract is that the full
amount of the coverage will be paid because it is.
probable that ultimate losses will exceed $30 mil-

lion.

The underwriting margin or deficit under the con-
tract is determinable in advance, so the second
condition of paragraph 13 has not been met. The
contract should not be accounted for as reinsurance.

(Underwriting risk has not been transferred.)

If the facts change such that it is reasonably
possible that the full coverage amount will not be
paid, the second condition of paragraph 13 would be
met and the contract should be accounted for as
reinsurance. (Both underwriting and timing risk are

transferred.)
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LOS8 PORTFOLIO TRANSFER -~

RETROSPECTIVE PREMIUM ADJUSTMENT

Covearage: Unpaid incurred losses as of December 31, 199X. It
is probable that ultimate losses under the contract
will range from $10 to $15 million.

Reinsurance

Premium: $7 million

Retrospective

Premium

adjustment: Premiums will be increased dollar-for-dollar to the
extent that actual losses exceed $10 million such
that the difference between the losses paid and the
premium will always be $3 million.

Settlement: Promptly on payment of covered losses

Analysis: The substance of the contract is that the full
amount of the coverage, after considering the retro-
spective premium adjustment, will be paid because it
is probable that ultimate losses will exceed $10
million.

Conclusion: The underwriting margin or deficit under the con-

tract is determinable in advance, so the second
condition of paragraph 13 has not been met. The
contract should not be accounted for as reinsurance.

(Underwriting risk has not been transferred.)
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If the facts change such that estimated unpaid

incurred losses range from $8 to $12 million, the

underwriting margin or deficit is no longer deter-

minable in advance. Therefore, the second condition

of paragraph 13 would be met and the contract should
be accounted for as reinsurance.

(Underwriting and timing risk are transferred.)
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LOSS5 PORTFOLIO TRANSFER - NO LIMITATIONS ON

RETR v REMIUM ADJUST

Coverage: Unpaid incurred losses as of December 31, 199X.
Though the best estimate of unpaid incurred losses
is $10 million, the ultimate amount to be paid could
be more or less than that amount.

Reinsurance

Premium: $7 million

Retrospective

Premiunm

adjustment: Premiums will be increased or decreased dollar-for-
dellar to the extent that actual losses differ from
$10 million, such that total losses paid adjusted
for the retrospective premium adjustment will always
be $10 million.

Settlement: Promptly on payment of covered losses

Analysis: Because the retrospective premium adjustment elimi~-
nates variability as to the amount to be ultimately
paid, the underwriting margin or deficit is deter-
minable in advance.

Coanclusion: The underwriting margin or deficit is determinable

in advance, so the second condition of paragraph 13
has not been met. The contract should not be ac-

counted for as reinsurance. (Underwriting risk has
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not been transferred.)

If the facts change such that the retrospective
premium adjustment was substantially less than
dollar-for-dollar, there would be a reascnable
degree of potential variability in the ultimate
underwriting result under the contract. Therefore,
the second condition of paragraph 13 would be met
and the contract should be accounted for as reinsur-
ance. (Both underwriting and timing risk are trans-

ferred.)



Coverage:

Reinsurance
Premium:

Settlement:

Analysis:

Conclusion:
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LOSB8 PORTFOLIO TRANESFER-

P NED PA ED
Unpaid incurred.losses as of December 31, 199X.
Though the best estimate of unpaid incurred losses
is $10 million, the ultimate amount to be paid could

be more or less than that amount.

$7 million

Settlements are according to the following:

End of Year Amount
1 %2 million
2 2 million
3 2 million
4 2 million
5 Note
6 Actual claim payments

Note: Actual claim payments through year 5
less $8 million

It is probable that settlements per the above sched-
ule will result in a delay in reimbursement to the

ceding company for covered losses,.

The existence of the predetermined payment schedule
significantly reduces the magnitude of timing risk

which has been transferred.

Because the third condition of Paragraph 13 has not
been met, the contract should not be accounted for

as reinsurance. (Timing risk has not been trans-
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Coverage:

Reinsurance
Premium:

Reinsurance
Commission:

Settlements:

Analysis:

Conclusion:
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PROSPECTIVE QUOTA SHARE REINSURANCE CONTRACT-
NO ADJUSTMENTS

40 percent of losses applicable to a block of busi-

ness

40 percent of premiums applicable to that block

25 percent of reinsurance premiuns

Premiums, losses, and commissions to be settled

quarterly by cash transfers.

Underwriting risk has been transferred because the
underwriting margin or deficit on the contract
cannot be determined in advance. Under this con-
tract, timing risk is indemnified because settle-

ments are made on a timely basis.

All of the conditions of paragraph 13 have been met,
so the contract should be accounted for as reinsur-
ance. (Both underwriting and timing risk are trans-

ferred.)



Coverage:

Reinsurance

Premium:

Reinsurance
Commission:

Retrospective
commission
Adjustment:

Settlements:

Analysis:
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PROSPECTIVE QUCTA SHARE REINSURANCE CONTRACT-
wI EASONA ADJ M

40 percent of losses applicable to a block of busi-

ness

40 percent c¢of premiums applicable to that block

25 percent cof reinsurance premiums

The target loss ratio is 73 percent. The commission
is adjusted upward or downward as the actual loss
ratio deviates from the target ratio. For example,
if the subject loss ratic is 65 percent, the commis~
sion is adjusted upward by 8 percent. If the sub-
ject loss ratio is 80 percent, the commission is
adjusted downward by 7 percent. The maximum adjust-
ment is plus or minus 10 percent. Loss ratios on
this business have ranged from a low of 58 percent

to a high of %2 percent over the last 5 years.

Premiums, losses, and commissions to be settled
quarterly by cash transfers. Contingent commission

to be settled annually.

It is reascnably possible that loss ratios on this

business could be cutside the adjustment range, so



Conclusion:
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underwriting margin or deficit is not determinable
in advance. Timing risk is indemnified because

settlement is made on a timely basis.

All of the conditions of paragraph 13 have been net,
so the contract should be accounted for as reinsur-
ance. (Both underwriting and timing risk are trans-~

ferred.)
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PROSPECTIVE QUOTA SHARE REINSURANCE CONTRACT~

UNREASONABLE ADJUSTMENT

Coverage: 40 percent of losses applicable to a block of busi-
ness

Reinsurance

Premium: 40 percent of premiuns applicable to that block

Reinsurance

Commission: 25 percent of reinsurance premiunms

Retrospective

Commissien _

adjustment: The target loss ratio is 73 percent. The provision-
al commission of 25 percent (resulting in the sum of
the target loss ratio and provisional commission
equaling 98 percent) is adjusted upward or downward
as the actual loss ratio deviates from the target
loss ratio. For example, if the subject loss ratio
is 80 percent, the commission is adjusted downward
by 7 percent. If loss ratio is 60 percent, the
commission is adjusted upward by 13 percent. There
is no limit to the adjustment.

Bettlements: Premiums, losses, and commissions to ba settled
quarterly by cash transfers. Contingent commission
to be settled annually.

Analysis: The retrospective adjustment has the effect of



Conclusion:
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guaranteeing a profit of two percent of premiums to
the assuming company therefore, underwriting margin
can be determinable in advance. Timing risk is
indenmnified because settlements are made on a timely

basis.

The contract does not meet the second condition of
paragraph 13, so the contract should not be account-
ed for as reinsurance. (Underwriting risk has not
been transferred.)

If the facts were changed such that, in addition to
the commission adjustment based upon deviations in
the loss ratio, commissions also are adjusted based
on investment income on funds held by the assuming
company, then the underwriting margin under the
contract will vary based on the timing of cash flows
and the actual investment income earned. As sug-
gested in the parenthetical phrase of the second
condition of paragraph 13, the commission adjustment
based on investment income should not be treated as
additional consideration under the contract for
purposes of determining whether the underwriting
margin or deficit under the contract is determinable
in advance. Therefore, the contract does not meet
the second condition of paragraph 13, so the con-

tract should not be accounted for as reinsurance.



Coverage:

Reinsurance
Premium:

Settlement:

Analiysis:

Conclusion:
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EXCESS REINSURANCE CONTRACT - PER OCCURRENCE
N MITATIONS

Losses of $200,000 in excess of $650,000 per occur-

rence, It is reasonably possible that losses within

the layer could occur.

10% of subject premiums
Promptly on payment of covered losses

Ultimate claim payments are uncertain and settlement

is made on a timely basis.

All of the conditions in paragraph 13 have been met,
so the contract should be accounted for as reinsur-

ance. (Both underwriting and timing risk are trans-

ferred.)



COVERAGE:

Reinsurance
Premium:

Settlement:

Analysis:

Conclusion:
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REINSURANCE CO - GA XC

Aggregate losses of $20 million in excess of $6&5
million. Aggregate excess coverage. It is probable
that estimated aggregate losses will significantly

exceed $85 millien.

10 percent of subject premiums of $100 million
Promptly on payment of covered losses

Past experience indicates that the ultimate losses
will be greater than $85 million. Therefore, it is
probable that the coverage of $20 million will

ultimately be paid.

The underwriting margin or deficit can be determined
in advance, therefore the second condition of para-
graph 13 has not been met. The contract should not
be accounted for as reinsurance. (Underwriting risk

has not been transferred.)

If the facts change such that, in addition to the
original contract, the ceding company also has
negotiated a related aggregate excess reinsurance
contract ($40 million in excess of $85 million), the
aggregate excess contract should be accounted for as

reinsurance because ultimate claim payments are
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uncertain, (The underwriting margin or deficit is
not determinable in advance.) Further, the two
insurance contracts should be evaluated in the
aggregate because the ceding company is accomplish-
ing a specific reinsurance program through the use
of excess layers involving more than one reinsurance
contract. (See paragraph 15.) After such evalua-
tion, the original contract also should be accounted
for as reinsurance because ultimate claim payments
are uncertain under both contracts. {(Both under-

writing and timing risk are transferred.}



Coverage:

Settlement:

EXposure
Fund:

Annual
reinsurance
premium:
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CATASTROPHE REINSURANCE CONTRACTS
Multi-Line Funded Catastrophe and Excess Coverage
(No transfer of risk)

Losses of $5 million in excess of $1 million per
occurrence, limited each year to Exposure Fund
balance at beginning of year (as defined below),

plus $10 million

Promptly on payment of covered losses

At beginning of year:

Exposure Fund at end of previous year plus
current year premium.

Credits to the fund:

Interest on positive fund balance

Charges te the fund:
Claims paid for the year

Interest on deficit fund balance
Exposure Fund end of year:

Beginning year balance plus credits to the fund
less charges to the fund

$10 million
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Expense and

Risk Charge: Annual charge eguals the greater of:
2.5% of assuming company's annual total liability
or

5.0% of premiun due for the year

Termination: The term is continuous, but the contract may be
terminated by either party with 60 days prior no-
tice. At termination, agreement will be automati-
cally commuted and the following will occur:
© The assuming company will return the positive

amount in Exposure Fund adjusted for unpaid

claims to ceding company.

¢ The ceding company will reimburse the assuming
company for any negative amounts in the Exposure
Fund adjusted for unpaid claims if the ceding

company terminated the agreement.

Analysis: The following summarizes how the terms of the con-
tract were applied to each condition for transfer-

ring insurance risk in paragraph 13 of the exposure

draft:

© Assuming company assumes specific level of claims

© Deficit pay-back clause eliminates the variabili-
ty in the underwriting margin or deficit. Thus,
the assuming company is guaranteed of making a

profit equal to the expense and risk charge.



Conclusion:
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o Though there is timely reimbursement for covered
losses, the interest debit clause limits the

assuning company's exposure te timing risk.

All of the conditions of paragraph 13 have not been
met, so0 the contract should not be accounted for as
reinsurance. The risk and expense charge should be

recognized in income, currently.

If the facts change such that at termination the
Exposure Fund balance is shared in proportions
resulting in a reasonable degree of potential varia-
bility in the ultimate underwriting results under
the contract, the second condition of paragraph 13
would be met. Also, if shared proportions result in
a reasonable varijability in the assuming company's
exposure to timing risk, the third condition of
paragraph 13 would be met. Accordingly, the con-
tract should be accounted for as reinsurance. (Both

underwriting and timing risk would be transferred.)
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FINANCIAL REINSURANCE

Steadily worsening claims experience on longtail liability business has resulted in
the increasing use of financial reinsurance. not only in Lloyd’s but also in the
company market. In the recent crisis of available reinsurance and retrocessional
cover, many Lloyd's syndicates have also sought to fill gaps in their traditional
programmes by various forms of financial reinsurance many of which are
frequently referred to as spread loss contracts. Lloyd's solvency regulations have
been amended to recognise the existence of so called time and distance policies but
there is no laid down framework in the UK addressing accounting and disclosure
issues for financial reporting. Underwriters and accountants have had to resolve
the issues arising out of financial reinsurances within the current framework.

For some people the issues regarding Financial Reinsurance are far too important
to be left to accountants. However, it is important for there to be a ciear
understanding between the professional accountants and the underwriting
community of the issues involved so that the commercial pressures from which
financial reinsurance was born can in fact be mitigated without prejudice to
reporting requirements.

In this article. we look at the position of the accounting profession and give our
perceptions of the current and possible future attitudes of the regulators in both the
UK and the USA.

Background

Financial reporting in the United States is far more prescriptive than in the UK.
They have an Accounting Standards setting body know as the Financial Accounting
Standard Board generally referred to as FASB and the Accounting Standards
Committee of the AICPA (American Institute of Certified Public Accountants).
FAS 60, entitled ‘Accounting and Reporting by Insurance Enterprises’ which
addresses financial reinsurance was produced as long ago as June 1982. More
recently the AICPA has set up a ‘Reinsurance Auditing and Accounting Task Force
of the Insurance Companies Sub-Committee’. This body has produced a draft
proposed statement of position for property and liability reinsurance. the latest copy
of which is dated May 2, 1991. The proposals are being circulated to the industry
for comment with a view to adoption by the end of 1991.
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[n addition the National Association of Insurance Comumissionaires is expected to
implement a new statutory (that is reporting for regulatory purposes) accounting
rule for limited risk reinsurance contracts. It is believed that the NAIC will
incorporate the substance of the AICPA proposals.

In Canada the professional accounting Institute would appear to be following the
direction of the USA very closely and may weli promulgate corresponding
accounting standards.

In the UK we have generally been content o produce broader fundamental guidance
10 be applied by each industry as it sees fit. However, there has been something of
a seachange in the last.vear or so. First, compliance with accounting standards has
been brought within the Companies Acts by virtue of the 1989 Companies Act.
Secondly, there has been an attitude change. Considerable concern has been
expressed in the media. Parliament and elsewhere about financial engineering. The
response has been to put forward a revised exposure draft, ED 49, enditled
Reflecting the substance of Transactions in Assets or Liabilities. This proposal
is likely to be adopted as a mandatory standard. probably by the end of this vear.
The extent to which it has immediate effect or retrospective effect is uncertain but
the indications are that it may be immediate and therefore might well have impact
on financial statememts prepared at December 31. 1991. The general reaction to
the latest exposure draft has been broadly supportive and we think wtis likely to be
adopted as a standard along its present lines. The proposals outtined argue from
general principles but the application of these general principles to the insurance
industry and to financial reinsurance in particular is likely 1o result in UK practice
broadly foilowing the US wreaiment which is presently outlined in FAS opinion No.
60.

FAS 80
To be accounted for as reinsurance. a contract shouid provide for indemnification
of the cedant’s insurance risk by the assuming underwriter.

Contracts that do not provide for such indemnification should not be accounted for
as providing reinsurance regardless of their legal form. Those contracts are
referred to in the draft statement of position of the AICPA as financing
arrangements. The general principles are that a contract should be accounted for
as providing retnsurance if the cedant’s insurance risk. that is both underwriting
and timing. has been transferred to the assuming company . Reinsurance contracts
thar do not transfer both components of insurance risk must be accounted for as
deposits under the provisions of paragraph 40 of FAS 60. Reinsurance contracts
do not generally provide for indemnification against loss or liability resulting from
investment yield risk, credit risk or expenses risk: these are non-insurance risks.

In our experience, a number of reinsurance contracts. particularly those that have
been promoted by the financial reinsurance market are often hallmarked by their
complexity and obscurity, so it may be difficult 10 evaluare whether a contract in
substance indemnifies against insurance risk. An evaluation therefore requires a
thorough understanding of all the provisions of the contract and all related
madifications.



Many contracts containing eiements of financing arrangements provide for
indemnification of insurance risk. However, if the substance of the terms of the
agreement indicate that the peimary purpose is financing because the assuming
underwriter's exposure to insurance risk is remote. such an agreement shouid be
accounted for as a financing arrangement. For example. a financing arrangement
may contain provisions under which the assuming underwriter assumes insurance
risk only at unrealistic loss ratios and tevels. Although such provisions may
technically indemnify insurance risk. such risk is o remote as to be identical to the
overriding substance of the arrangement. Nevertheless. 1o be fair. the infrequency
of the loss such as on cenain catastrophe treaties. does not necessarily indicate that
insurance risk is not present. This is clearly very imporant tn respect of contracts
for very high level catastrophe protection.

FAS conditions for transier of insurance risk

& The terms of the contract provide for the reinsurer 1o assume a spectfied level
or percentage of the cedant's claims incurred or exposure to ciaims occurrences
for a fixed or reasonably determinable cost.

& The terms of the contract including any adjustabie features do not allow the
underwriting margin or deficit under the contract 1o be determinable in
advance. Therefore, after application of any adjustable features contained in
the contract, there wouid stiil be a reasonable degree of potential variability of
the ultimate underwriting resuits under the contract in refation to the total
consideration payd.

# The terms of the contract provide for the timely reimbursement of covered
losses by the reinsurer. Provisions that delay reimbursement to the cedant such
as predetermined payment schedules do not provide for the umely retmburse-
ment of covered losses.

AICPA Proposals
The proposals from the AICPA idenufy cerain hallmarks of financing
arrangements.

& Theagreement has a canceltation or commutation provision that would result
in a loss to the cedant.

& Theagreement has provisions that specify the amounts to be reimbursed at fixed
or determinable future dates.

# The substance 1o the agreement s such that the present value of the
consideration paid by the cedant and the present value of the scheduled
reimbursement under the agreement at current interest rates are substantially
equivalent.

# The agreement has retrospective adjustments, sliding scale commissions.
contingent commissions. profit sharing experience rated refunds or other
similar provisions.

s The agreement does not constitute the entire understanding between the cedant
and the assuming underwriter.
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& The agreement does not provide for the transter of cash.

= The agreement has provisions for subsequent assumption either directly or
indirectly of business previously ceded.

® The consideration 10 be paid by the cedant companies is not reasonable in
relation to the amount of insurance risk transterred under the agreement,

UK SORP

In the United Kingdom the most directly relevant piece of guidance is to be found
in the Statement of Recommended Practice (SORP). Accounung for Insurance
Business. issued by the Association of British Insurers i ABD and franked by the
Accounting Standards Commiuee in May 1990,

The SORP is intended to represent current best practice but adoption of its
recommendations is not mandatory. Paragraph (20 of the SORP is as follows:

Reinsurance arrangements. where the amount of risk transferred is not significant
should be accounted for having regard to their economic substance. Sufficient
disclosure should be made in the financial statements to enable the nature and the
financial effect of the arrangements to be undersiood.

The SORP does not however elaborate on the definition of risk transfer uniike the
AICPA proposed draft. However. as mentioned earlier. guidance may well be
taken from the attitudes and positions adopied in the USA.

EDas

The next miece of guidance in the UK can be extracted from ED 49 put forward by
the Accounung Standards Committee of the Consuliative Commitiee of the
Accountancy Bodies (CCAB) to which we have already referred.

There is the likelihood of this ED becoming a standard later this vear and it may
well have the effect of promoting closer scrutiny of the treatment of reinsurance
transactions although the provenance of the ED is much more directed towards the
accounting practices of property companies and banking institutions, However,
with the current public scrutiny of accounting treatments being adopted it is
essential that we consider those principles. The genesis of the whole proposal is
10 discourage accounting treatment which obfuscates the true nature of
transactions. The proposed standard takes a general approach requiring analysis
of the substance of transactions by reference 10 the essential characteristics of assets
and liabilities. Unusuaily , it also proposes to set up a mechanism whereby specific
“application notes’ can be developed in respect of specific situations. It is therefore
feasible for the relevant parts of the SORP to become part of the standard by virtue
of an appiication note. There is presently no indication that an application note for
reinsurance transactions is planned but it may be possible that the DTI will prompt
the Accounting Standards Board (ASB) to take action.

$SAP2

SSAP 2 deals with four fundamental accounting concepts, two of which are the
accruals concept and the prudence concept. The accruals concept requires a
matching of revenue and costs as far as their relationship can be established... "and
dealt with in the profit and loss account of the period 10 which they reiate’. The
prudence concept requires that ... *‘provision is made for all known liabilities
whether the amount is known with certainty or is a best estimate ™.



For many accountanis the financial reinsurance products which have been
promoted recently appear to transgress one or both of these fundameniat accounting
concepts. The belief is that contracts which give the opportunity to coll losses
forward are bad accounting and are likely to be misunderstood.

Uoyd's position

Following increasing incidence of spread loss contracts. Liovd's initial position
was set down intwo market bulletins issued in the Autumn of last vear. Whilst no
legal position was published there were extensive internal consultations which led
10 the position of Lloyd's itseif believing that 1o enter into spread loss contracts
would require prior consent of all the Names on the svndicate.

In addition it was re-emphasised that an underwriter cannot bind Names on future
years of account for stamps which do not exist. and that there must be a genuine and
material transier of risk. Lloyd’s has not however been prepared to define what
constitutes material transfer of risk.

Moreover there is considerable concern being expressed by Lloyd's and the
accountants charged with expressing a true and fair view on the syndicate accounts
as 10 whether equity between Names is being maintained. Some accountants hold
the view that a spread loss contract existing for only three or four vears. whereby
a surplus or deficit arising from a year's transaction can be reflected ina syndicate
account, is acceptable subject to proper disclosure. However not atl accountants
share this liberal interpretation.

A letter sentby Llovd’s to several Lioyd s brokers on 29 April this vear referred
10 all the issues just mentioned and stated that it is not proposed to give any further
guidance. [t does however conclude that ** For all these reasons it would appear very
untikely that Spread loss” contracts would be acceptable 10 managing agents.

omn

The DTI sent a tetter to all UK insurance companies on {3 April. This letter deals
with two issues. First. the Department do not believe that the relevant information
provided in the DTI return is sufficient to assist them to estimaie the impact of
implicit discounting arising from time and distance contracts. The DTIconsiders
that the financial statements should be more explicit and that a degree of prudence
should be shown in the approach adopted. The letter speciftcally refers to the
recommendations in paragraphs 121-131 of the ABI SORP. The DT1is concerned
about the potential impact of developments in financiai reinsurance and not only
repeated paragraph 120 which is previously mentioned but may set up aninternal
warking party to review the subject.

intand Revenue

Whilst not strictly a regulator the intand Revenue will clearty be interested in any
method which accelerates profit recognition or defers losses. However, perhaps
more seriously there is no obligation to treat surpluses and deficits symmetrically.
If there is a contract that has an accumulated fund there has to be a high risk the fund
will be taxed but there is no tax certainty that relief would be given if there is a
deficit.
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The Future

There appears to be a very real likelthood that the option to treat transactions
relating to time and distance and spread loss contracts as reinsurance contracts in
financial statements may not be avatlable to UK insurers for much longer. The
underwtiting commumty shouid be prepared for the presentational and commercial
difficulties that the outiawing of such accounting treatment could cause. They may
wish to investigate the avenue of explicit discounting as an alternative method of
presenting the cost of longer tail liabiiity business. Although the continuing
availability of this option is notassured — the outcome of the European Community
debate on the perrmissability of discounting will be eagerly awaited.

[f you would like to discuss any of the issues raised in this arucle. please contacy
your client partner or the author. Paul Mc Namara. (071-931 3324)

DISCOUNTING RESERVES: THE TAXATION ISSUES

Discounting, of reserves, an option currently available to the company market but
not to Lloyds syndicates. achieves results similar to time and distance policies as
they are presently accounted. Whilst. subject to the principles of prudence and
adequate disclosure, discounting is accepted by the DTL. the accounting profession
and the draft European Community directive on insurance Company accounts it
1$ not of course mandatory. One concern facing the industry now is the stance being
taken by the Inland Revenue — that of seeking 10 discount reserves for tax purposes
irrespective of the accounting treatment.

A company residentin the United Kingdom writing general insurance business is
subject to the normal rules covering corporate 1axation. The main source of law
relates 1o the measurement of profits under Schedule D Case [. The fundamental
approach is 10 base the tax computation on the financial statements prepared
according 10 accepted principles and standards.

Discounting appears to be treated as an acceptable adjustment in establishing the
adequacy of the reserves of a general insurer. [f discounting is adopted in the
financial statements then. as the computation is based on thern. there seems little
option but to discount for tax purposes. However. there ts an additional area of
concern; the Inland Revenue have sought 1o discount the reserves for 1ax purposes
irrespective of the accounting treatment arguing that when a delay in settlement is
anticipated the reserve shouid be less than the actual final cost because income will
accrue on the funds held to meet the claim. In the case of general insurance this
implies making a deduction from the anticipated ultimate cost on the settlement of
aclaim. The balance of any accounting provision would then be disailowed as a
general provision {(and accordingly subject to tax) and may become a permanent
timing difference for accounting purpeses. With no statutory enforcement on
discounting differences of opinion can arise as to the interpretation of past tax cases
and the bearing they have on assessing the profits of general insurers under
Schedule D Case [,

The [nland Revenue first raised the subject et discounting of technical reserves in
the early 1980s. This was prompted in part by high rates of inflation and high
interest rates in the late 1970s and the consequent growth in claims provisions. Also
there has been a general movement in recent years towards a wider tax base with
lower rates. In June 1986 the Revenue delivered a paper covering discounting to



which the ABI responded in October 1986, There were no further developments
until December 1987 when the Inland Revenue put forward proposals. in what
appeared to be a deliberate act by the Revenue to try and co-operate with the
industry covering the phased introduction of discounting (i.e discounting wil only
apply to claims reserves in respect of business written tn the year of change and
subsequent years).

The ABI could not recommend such an approach o the members because 1t did not
believe that discounting was required by law and indicated its position to the
Revenue in March 1988. At the same 1ime. the ABI also agreed to consider anv
alternative proposals which the Revenue might care to make but it was clear that
litigation would be the only way of establishing some broad principles. The
problem was however that the Courts could only determine the total quantum of
allowable reserves and it would be difficult to identify a case which addressed the
speciiic issues of discounting.

The prospect of finding an agreeable formuia now appears to be very slim and we
have returned to the starting point of each company having to negotiate with the
relevant Inspector of Taxes to obtain a settlement. It seems doubtful that the
Revenue will be able to impose discounting for tax purposes without specific
legisiation. Also if this approach i1s adopted then it will be necessary for them to
concede on the **fresh start ™" argument. This argument is based on the fact that. for
1ax purposes. companies would be ailowed to rewrite their opening provision onto
a discounted basis. This provides an element of doubie relief and was indeed
advanced as a one-off incentive for the North American insurance industry to
accept legislative amendments to impose discounting for 1ax in the US tax code.

The Revenue are opposed 1o legislative amendment but have however offered some
guidance 1o the taxpayer. It appears that individual Inspectors are prepared to adopt
the following method of practice:

(a) Discounting is not applicable where more than 90 % of the hability is settled
within five vears

(b) Discounting of claims reserves may need to be preceded by a strengthening
of those reserves

(c) Discount rate is based on prospective rates of interest and wili take account
of expected future payment pattesns

(d) Anopening adjustment will be necessary, as discussed above.

Confirmation has not yet been obtained from Somerset House on this general
approach. However, in a large number of cases where the discounting 1ssue has
been raised the adoption of the above principles will probably terminate the need
for continued negotiation.
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If discounung for tax is imposed on general insurers operating in the United
Kingdom then these compantes will bear a greater tax burden. However there are
additionai factors which wili probably have a bearing on any decision on the
imposition of legislation.

(a) A greater level of taxation would not be helpful for encouraging the increase

of insurance business in London and the buiiding of London’s position as an
international insurance centre:

(by The DTl is particularly concerned about companies” salvency and under a
discounting regime there may be a possibility of companies being under reserved:

(c) Enforced discounting in London would be detrimental to the competitiveness

of the London market as opposed to European markets which have arguably a more
favourable regime.

If you would like to discuss this issue or others relating 1o insurance company
taxation piease comact David Arnold (071-931 3927y or your usual Ernst & Young
adviser.
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APPENNIX TV

Non~Traditional (Funded) Reinsurance

Over the last four years a number of Cocmpanies and Syndicates
have placed part of their main catastrophe protection in a
non-traditional form.

Typically, contracts are continugus with a concept of building up
a Fund, usually a percentage of premiums less the claims -
variously called Reserve Fund, Expected Loss Payment Account ete,

Contract wordings specify how the Fund is calculated, when the
contract is terminaced, and how the Fund {which may be positive
Or negative}) is dealt with on termination.

At one extreme, a contract may be for a fixed term of, say, three
years, with a contractuai liability for the reinsured to repay
any Fund deficit at the end of the period. If there is a claim in
the first year, such a contract probably only helps the

reinsured’s balance sheet if it fails to hold the repayment
liability.

Because of the continuous nature of the contracts, the approach
to accounting (i.e. valuation) ought toc be similar to that used

for life assurance, rather than that used for one year non-life
business.

The following is a description of an actual contract - possibiy

untypical - with a scaling factor applied to all the monetary
amounts.

1. Contract Details

The main features are :-

* Continuous from 1/1/90, subject to 3 months' notice of

cancellation (by either side) at anniversary.

Limit S15m.

Annual Premium $3m, payable gquarterly in advance. One
reinstatement at 100% as to time.

* “Expected Loss Payment Account " (ELPA) of 90% of premiums
paid (including reinstatements) less claims incurred.
Investment income is not credited to the ELPA.

* On cancellation, the amount of the ELPA, if positive, is
returned to the reinsured. There is no contractual liability
to re-pay the reinsurer if the ELPA is negative.

Other contract details, market loss warranty, innuring
reinsurances, dates on which claims are paid, ete, are not
relevant for the current purpose.



2. Valuation Methodology

The basic method is to define a strategy about how the contract
options will be operated - specifically in what circumstances it
will be cancelled. Other contracts may have more complicated
options than the above simple cancel/continue.

Assuming that in each year there will be either no loss, or cne
full loss (i.e. no partial or multiple losses), all possible loss
scenarios are listed. The notation used is that *00010" means the

contract is run for $ years, with a single claim in the fourth
year.

For simplicity, all claims are assumed to be paid in the year of
the loss event,

For each loss scenario the year by year cash flows are
calculated, and hence the total future cash flows from the start
of each year to the date the contract is cancelled. A strategy
cannot, therefore, assume that the contract continues for ever.
All claims are assumed to be paid in the year of loss.

From an assumption about the probability of a claim in a single
year, the prcbabilites of each loss scenario are calculated.
Combining these probabilities with the future cash flows gives
the value of the contract any any point in time.

The valuation is done from the point of view of the reinsured:

all positive amounts are monies paid to the reinsured, negative
ones those paid by him.

3., Strategy A - Cancel at end of first year

This is the simplest strategy.

If there is no loss the cash flow is $(0.3)m (premium 3.0 and 2.7
recturn of ELPA), if there is a loss it is $9.0m (premium 3.0,
reinstatement 3.0 and claim 15.0}.

If the probability of there being no claim in the year is p, that
of a claim g, equal to 1 - p, the value of the contract at the
beginning of the vear, before any premium is paid, is :=-

px (0.3) +gx 9

This gives a breakeven position if gq is .03226. The contract
therefore works exactly like a conventional reinsurance with a

rate on line of 3.226%, which, in the market at 1/1/90, was a
very good buy.

The contract is a very high layer; a 3.226% loss frequency is
reasonable, and is used in the following paragraphs.



4, Stracegy B - Cancel immediately after a loss

Assume that the contract is cancelled at the end of the first

year in which a loss occurs, or after five years if there are no
losses.

The six possible loss scenarios, and their total future cash
flows (sm) from the beginning of each year, are :-
Future flows from start of year

Scenario 1 2 3 4 5
1. "i+ 5.0

2, "oL1v 6.0 9.0

i, “ooLr” 3.0 6.0 9.0

4. "pooi» 6.0 3.0 6.0 9.0

5. "Q00g1" (1.8} 1.2 4.2 7.2 10.2
6. “00000" (1.5) 1.5 4.5 7.5 10.5

Scenario 5 is the most complex.

In each of the first four years the cash flow is (3.0).

In the Eifth year, after the loss and reinstatement are paid, the
ELPA is returned. Since there have been Eive premiums plus the
reinstatement, the amount in the ELPA is 90% of 6 premiums of 3,
less the claim of 15, or l.2.

Total cash flow in the last year is (3.0)+(3.0)+15.0+1.2=10.2,
Since the cash flows in the five years are (3.0), (3.0), (3.0},
(3.0) & 10.2, the total future flows from the beginnings of the
five years are (1.8), 1.2, 4.2, 7.2 & 10.2.

Scenario 6 is similar, and scenarios 1 to 4 far simpler.

Assuming that the probability of a loss in a year is the 3.226%
that gives a breakeven position in Strategy A, the probabilities
of the six scenarios are calculated. Multiplying these by the
total future cash flows in $k (e.g. for vear 2, scenario 6,
84.88% of 1900 is 1273) gives :-

Expected value of future flows

Scenario Prob 1 2 3 4 5
1, "1+ .0323 291

2. "01* .0312 187 281

3. "ool1* .0302 91 181 272

4, "oQoo1" L0292 1] 88 175 263

5. "00001" .0283 (51} 34 119 204 289
&. "00000" .8488 (1273) 1273 3820 6366 8912
Total 1.00600 {795) 1857 4386 6833 9201

Prob of year start 1.0000 .9677 .9385 .9603 8771
Asset/(Liability) Value (7559) 1919 4683 7539 10490

Compare ELPA 0 2700 S400 8100 10800



The 1857 total at start of year 2 arises from scenarios 2 to 6
only; in scenaric 1 the contract has already been cancelled. The
probability of starting year 2 is the sum of the probabilities of
scenarios 2 to 6, or .%677. The asset/(liability) value, given
that the contract has not been cancelled, is therefore
18%7/.93677, or $1919k.

There are two points of note. On this strategy, the intial value
of the contract is $(755)k, compared with zero on strategy A,
Secondly, 1f there is n¢ loss in the first year, the contract
represents an asset of only $1,919k at the start of the second
year, compared with the $2,700k in the ELPA.

Changing the assumed annual probability of loss changes the
asset/(liability) values; for 2%, 3.226% and 5% they are :-

————— Value at start of year —---—-

Loss Prob 1 2 3 4 5
2% (1033) 1760 1613 7523 10494
3.226% (755) 1919 4681 7539 10490
5% (364) 2145 4782 7561 10485

5. Strategy ¢ - Cancel one vear after a loss

The rationale behind scenario B is that it is in the reinsured’s
interest to cancel as scon as the ELPA becomes negative after a
loss. [n practice the reinsured may not realise that the layer
has been hit until several months after the loss event. Coupled
with the three months' notice of cancellation, a more reasonable
strategy is to assume cancellation at the end of the year
following the year of loss.

Assuming cancellation at the end of fEive years anyway, there are
now l0 lose¢ scenarios : "l0%, "11*, *"010*, "Ol1", "0O0io"“, "001ll",
"00010", "00011", "000QLl™ and "COGOO".

Valuation is more complicated than scenario B; for example, the
values at che starts of year 2, 3, 4 and 5, given that the
contract has been renewed, depend on whether or not there was a
loss the previous year,.

Assuming 3.226% loss probability, and no prior losses, the
values, compared with the strategy B ones, are :-

----- Value at start of year =--=-
1 2 3 4 5

Strategy C (1044) 1709 4554 7492 10490
Strategy B (755) 1219 1683 7539 10450

If there has been a loss in year 1, the contract will definitely
be cancelled at the end of year 2. If there is also a loss in
year 2, the 2nd year cash flow will be 3000k: if no loss (3000k).



The value is thus .03226 x 3000 + .96774 x (3000) = $(2613)k.
The situation is very similar to the breakeven strategy A; in
that case there was a .96774 chance of getting the 2700 ELPA
returned in respect of the premium £or the year. In the current

case there is ne return if year 2 is loss free; the difference is
therefore .96774 x 2700 = 2613.

The values at the start of years 3 and 1, if there has been a
logs the previous year, are also $(2613)k.

The reserve at year $, given a loss in year 4, is more
complicated, A loss free vear 5 produces a $1200k return of ELPA
at the end of the year (as in scenaric 5 in strategy A). The
value at the start of the year is $(1452)k.

The important point is that, after a loss in the first year, the
reinsured has enjoyed a cash flow of 53000k. Since the contract
was not cancelled, a liability of $2613k must be heid on the
balance sheet. Even 5o, the contract has produced a real transfer
of risk to the benefit of the reinsured,

6. Strategy D - Cancelling after 5 years

The contract is run for a full five years, irrespective of the
loss experience. The total cash flows on the contract depend on
the number of losses: 0, 1, 2, 3, 4 or 5.

No of losses 0 1 2 3 4 5
Probability .3488 .1415% -0094 L0003 . 0000 .0000
Cash Elow Sk (1500) (1800) 9000 21000 33000 44000
Prob x c/fl (1273) {255) 85 6 0 0

Compared with zero on strategy A, the initial value of the
contract is therefore (1273) + (255) + 85 + & = $(1437)k.

7. Comparison of strategies

The intial values of the four strategies are :-

A B C D
0 (755) (1044) (1437)

Strategy B invelves running the contract longer than strategy A,
C leonger than B, and D longer than C. It therefore appears that
the longer the contract is run, the lower its value.

However, in reality, as the ELPA increases the contract
conditions will probably be changed, e.g. increasing the sum
insured.



8. <Changing Strategy

In strategy B - cancel immediately after a loss — the value at
the end of a loss free year 1 is $191%k, fac less than the ELPA
of $2700k.

It is now decided to cancel at the end of year 2, whether or not
there is a loss in the year. If there 1s no further loss, the
$5400k ELPA at the end of year 2 will be returned, making a
52400k total cash flow for tHe year: if there is a loss the cash
flow will be $9000k.

The value at the start of the year is therefore .03226 x 9000 +

.96774 x 2400 = $2613k, which is not far short of openning ELPA.

Therefore the reinsured can _improve his balance sheet by
2613 - 1919 = $694k, simply by arguing that he has changed
strategy.

In particular different values may be needed in different sets of
accounts; the $2613k is appropriate for break-up basis (DTI), the
$1919k for going concern (CA, Taxation etc).

9, Investment Income

The reinsurer keeps all investment income on the ELPA as it
builds up, representing a large loss to the reinsured.

For the most probable S year scenario - "00000" - the
undiscounted value is $(lS00)k, but discounting at 8%, and
allowing for guarterly premiums, the value is $(3141)k.

The difference, basically representing lost investment income, is
far larger than most of the other effects.

1f accounts are undiscounted, this is irrelevant. However it has
a major bearing on the contract's true profitability.

10. Allccation of results to contract year

Allocation of contract profits/(losses) to individual contract
years is complicated.

Even if no allocation is made until the contract terminates,
there are problems. For example, scenario “01" produces a total
profit of Sém over the 2 years. At the end of the first year the
value of the contract on strategy A was $1919k. The following $k
splits of the $6m are all reasonable

Year 1 Year 2
] 6000
1919 4081
(2700) 8700
(3000) 9000

1t allocations are made before the contract terminates, and once
made are never revised, the problems may reduce. In the above



example, the allocatiom of $1919%k to year !} at the end of the
year automatically forces the allocation of $408lk to year 2.

11. Summary

Non-traditicnal reinsurance contracts contain options.

The value of a contract depends on the strategy for
exercising the options..

For the contract considered, a strategy involving early
cancellation has a higher value to the reinsured than one
involving continuing renewal.

* For the contract considered, the value of investment income
lost by the reinsured is very high compared with other
effects.

Once a contract has been valued, there are very different

ways of allocating profits/losses to individual contract
years.

»

Peter Smith
13th March 1991



EXAMPLE — SPREAD LOSS

Before spread loss policy.

™
=

¥

Features

*

¥

Ultra short tail business - resulcs fairly certain by end of
each year.

Insurer’s annual premium £10m,
Expected/target loss ratio 90% (£9m).
Ignore Insurer's non-clalm expenses.
of gspread loss policy.
Committed To renew years 2 and 3, option to renew cheraafcer,

Policy pays up to EYm excess £8.5m on whole account results for
one year,

Claims paid soon after end of each year, based on results
estimated at end of each year, taking into account 0/S, IBNR,
UPR assessments, etc,

Y = £1.5m in year I, thereafter max (0.5m, 2.0m minus negative
balance in experience fund).

Premiums year 2 onwards £0.5m plus 1/5 (any negative balance in
experience fund).

Experience fund = (92% of premiums minus l00% of claims)
plus/minus interest (base - 1%/+ 2%)

Cancellation/non-renewal
experience fund balance

positive negative
Reinsurer’s decision 100% recurned 95% paid by
to reinsured reinsured
Reinsured's decision 95% returned 100% paid by
To reinsured reinsured

TD/MGW/j/6211/19



EXAMPLE - SPREAD LOSS (continued)

Purpose of spread loss policy

* To stabilise the loss ratio around the $0% level

Cashflow projections - assumptions.

b Interest - base rate 10%.
* Insurer’'s premiums £10m each year.
* Loss senarios.
A Year |l losses llm ¢laim £1. 5m
2 losses 9m claim £0.5m
3 losses 10m claim to be calculated
B Year 1 losses 8.5m 1o claim
2 losses 8.0m no ¢laim
3 losses 8.5m no claim

* Policy not renewed at 36 months - reinsured wants ouct.
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* Summary:

Scenario A

EXAMPLE SPREAD LOSS (continued)

Insurer’s results compared.

(a) before policy
(b) after policy, simple accounting
(c) after policy, all assets and liabilities allowed for.

(a) (b) (e}
hefore policy after policy afrer policy
simple accounting accounting for substance

£tm profirc fm profic fm profic
First year (1.0) 0.0 (1.1555)
Second year 1.0 0.8 0.9789
Third year 0.0 0.82 (0.0353)
Surprise after N/A {1.8051) 0.0
third year ~  -==--  =s-=——ae ——meeeee
Total 0.0 {0.1851) (0.2119)
Scenario B

fm profict fm profit £m profic
First year 1.5 1.0 1.30861
Second year 2.0 1.5 1.9714
Third year 1.5 1.0 1.4634
Surprise after N/A 1.5614 0.0
chird year
Total 5.0 50614 47409
Note: 1) The totals of column (¢) are not directly comparable with those

2)

of column (b) because (¢) allows for interest when accounting for
the substance of the policy.

As a consequence of 1), scenario (b),~which involves considerable
funds being lent to the reinsurer, shows the greater divergence
becween totals of columns (b) and (c).
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EXAMPLE - TIME & DISTANCGCE (! of 2)

[Undiscounted Reserves]

* Before T & D

- Liabilities (O3S, IBNR, etc) 100

- Agsets (cash) 100

* Buy T & D

- Pay 10 now

- Get 20 in seven years

- Surrander value 9.5 now.

* Effect of T & QP
- Liabilicies 100 - 20 = 80 net of T & D
- Asgers 100 - 10 = 90 cash remaining

Extra profic to distribuce 10



*

Slide

EXAMPLE - TIME & DISTANCE (2 of 2)

Economic substance changes when

- agssec worth 9.5 ig acquired at price of 10

- Profit is paid out

After distribution, real balance sheet is 10.35 weaker

Th £

T & D is an expensive way to discount liabilities implicicly for
time value of monsey
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EXAMPLE SPREATD LOSS

[Refer to handouafww

* Three year policy

L Year one commits subsequent years

* Scenario A - policy spreads losses forwards

* Scenario B - the same policy rolls funds forwards

* Accounting "properly” crystallises true costs at
outset. Any subsequent adjustmencs are second order
effects,

* Importance of compound interest tTo analyse contracts



