1992 General
Insurance Convention

The draft guidelines which accompany the correspondence
which followe are included in this booklet so that they
may be discussed at the General Insurance Convention.
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Your ref:
Our ref: MGW/hre/64668/28
Bxtn: 6377

3 September 1992

L]
TO MEMBERS OF THE LONDON MARFET ACTUARYES GROUP LLOYD S

LLOYD'S OF LONDON

Takphons 071623 740C. Factimile 071-620 2366, Tex 8850741 CLLOYD O Livnes Siraet, London ECIM 7Ha

Dear Colleague

LLOYD'S SYNDICATES ~ GUIDANCE FOR BESERVING

1 encluse a copy of a document which has just been releaged by Lloyd's. You
will note that the covering letter asks for reaApotises by 9 October,

Although the document is not written for insurers other than Lloyd's, it
should nevertheless be of some intarest to thoke working outside the Lioyd's
Market.

The topic iz gcheduled to be digcussed at the next London Market Actuaries
meeting {17 Ssptember) bur i? in the meantime you should wish to meke any
compents to me, either by phone or in writing, I should be very grateful.
Unfortunately, it hag taken some time to publish the document 50 we need to
gather ideas quickly.

Yours mincerely

Motk

Martin White
Ac cuarz.

Ene:
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Our raf: SED/BIN/Ale/93692.57
Extn: 5092

26 Augnst 1992

LLOYD'S

LLOYD'S OF LONDUN

Telephone 071623 7100, Facumie 071626 2399 Teax 8950741 CLLOYD Ora Line Street, Loncion ECIM 7HA

Daat
a's tas ~ Guidance for Reserving: Taskforce Recommandation 33

As part of thelr conelderation of managing old and open years of account, the
Taskforce exapined the standards of ressrving throughout the Lloyd*s market
and found that both the methods and standards used differ widely acroes the
market.

To assist in raleing the standarde of all syndlcates to the standards of the
beat, the Taskforce considered a gset of draft reserving guidelinea. These
have bean endorsed in principle by the Councll of Lloyd's who now wish to
offer them for consultation before putting them into effect.

The Rew draft guidelines reflect those areas covered in the existing guidance
contained in the explanatory notes to the Syndicate Accounting Byelaw (¥o. 11
of 1987}, but go somewhat further in spelling out a recommended approach to
calculating the premium for the reinsurance to close and in determining
appropriate reserves for open years and run-off yeara of account.

Two other Taskforve recomgendaticns will have a direct bearing on the
reserving quidelines: firstly the recommandation to endorse ths principle of a
risk premium as part of the RITC and, secondly, the proposal to perait
explicit discounting. Both of these recommaendations will require negotlation
with, and the agreement of, the Inland Hevenuse and the Departwmsnt of Trade and
Industry and, accordingly are subject to much longer timescales for
izplementation.

The Solvency and Reporting Committee will be recomsidering the gquidelines
later in the year and would welcome any comnents you say have.

244



Comments should be addressed to me, to arrive no later than g October 1992,

1 would like to take this opportunity of thanking you in advance for your
help.

Yours sincerely

Barbara Merry
Secretary

Solvency and Reporting Cosmittee

Enclosure
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(Doc ID: 6298s{46-53)

'€ SYNDI 6 _— GUIDANCE RESERVING

SBCTION 1: INTRODUCTION

1.1 This docusent is intended as a practical guide To the procedures and
documentary etandards toc be adopted in the caleulation of the
Reinaurence To Cloge (RITC) premium and also to examine resgerving in
the wider gonrtext, In partieular it should have force not only in the
context of RITC but alse Ior &ll solvency and for all unclosed years of
account,

1.2 The document should be considered in the context of the particular
circumatances of individual ayndicates and veare of account. In
particular, cthe opuz should he on the underwrirer and managing agent to
demonstrate that the guidance has been followed. Furthermore, che
underwriter should be able to display the manner in which he has
exercised his own profesaional judgement and reliied on internal advice,
or external professional advice, in determining reserve amounts,

.3 The document does net aet out any escandard methodologies which shouid
be utilised within the reserving exercige, rather it provides a
framework outlining the procedures to be adopted and the variocusz
aspects of the process to be considerad in deriving an appropriate
level of RITC.

1.4 Additional considerations may ariase in preparing documentatcicn te
pport the ¢ claimed au & deduction for tax purpomesa in respect
of the RITC, These are not congidered within chis document.

1.5 The remainder of this document ig scructured as followsz:-
PAGES
SECTION 2: BYELAW PROVISIONE RELATING TO THE RITC 2
SECTION 3: PACTORS BRELEVANT IN DETERMINING THE RITC -6
SECTION 4: DOCUMENRTATION 7-8
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SECTION 2: BYELAW PROVISIONS RELATING TO THE REINSURANCE TO CLOSE

2.1

in Schedule ! (Incerprecation) RITC ie defined in cerms of an agreement
betwean mesbers of a ayndicate for a year of account and members who
comprise chat or anocher ayndicate for a later year of account. Thia
definivion recognises thac while the RITC is norsally effected with a
subseguent yesr of account of the aame syndicate, cases do arise where
a year of account iz closed by reinsurance into a different syndicate
managed by the same agency or into an unrelated syndicace mansged by &
different agent.

Where the RITC ies placed outgide the syndicate with a syndicace wanaged
by an unrelaced agent, it can be regarded as a transaction on an
arms-iength basis sgreed between the underwriters of the particular
syndicates involved. The accepting underwricer will decermine the
amount of the premium he requitres in order to asgume the RITC of the
syndicate in question., The ceding underwricer will need to congider
whether thia premium rate iz at a level which represents a fair charge
to the members paying cthe premium. Where the RITC is effecced with a
subsequent year of account af the same syndicace the underwriter of the
syndicate is acting on behalf of two groups of members and is in the
position of having to address both of the considerations referred to
above,

Schedule 2 coptains additional provisions relating to accounting
records in support of the general requirements set out in paragraph 2
of the byelaw itself. Paragraph 1(d) of ZSchedule 2 provides that the
accounting records maintained in reapect of each managed gyndicacte must
contain, inter alia, “calculacions and other relevant information
telsting to each reinsurance to close", Bection & of this document
provides guidance as cto the nature of the rvecords te be maintained in
order to comply with thig provision,

Schedule 3 includea as a fuhdamental principle the requirement that the
treatment of irems affecting more than one year of account, such as
investment income and syndicace expenaes, shall be equitable between
wembers participating in each year of account. Paragraph 4 of Schedule
3 specificelly requires an equitable treatment in respect of the
premium for the RITC having regard to che nature aund amount of the
liabjlictieg reinsured.

Echedule 4 of the byelaw preacribes the format for the preparation of
the underwriting accounts for inclusion in the syndicace annual

report, This format requires the disclosure of che RITC premium and
chat the vnderwriting account for a closed year includes the charge for
the RITC for that year of account. These disclosure reguiremants
extend to the provision of information relacing to RITC premiums both
gross and net of whole account quota share adjusemencs.

In relation to & closed year of account, the overriding requirgment of
the byelaw is cthat the annual report should give a true and feir view
of the protit or losg, such profic or lozs having been decermined afrer
charging the RITC premium for the Year of account in qQuestion.
Determinaticn and disclosgure of the RITC premium iz therefore of
importance in ensuring that a true and fair view is given.
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SECTION 3: PFACTORS RELEWANT IN DETERMINIRG THE RITC

3.1

3.2

The objective in determining RITGC should cover the issuea outlined in
paragraph 2.2 above including specifically the need to derive a figure
which representa & fair price to both paying and accepting Names,

Whatever method is adopted by an underwriter in calculating che RITC
the premium arrived at will take acecount of the known outstanding
claima and the claime incurred but not yet reported [IBMR), together
with the costs and risks associared with them. This section highlights
some gensral factors relating to outstanding claims and IBNR but should
not be regarded ag » comprehengive list of such items. Separate
congideration ie not given to syndicates writing short rerm life
business becausze, although particular use is made of actuarial
techniques in quancifying the lLiabilities, the objectives of the
calculetion of the RITC remain the meme as for other syndicates.

Where st its normal date of closure a year of account ia left open the
underwriting account for =zuch a run-off sccount must neverthelessa
include an amount to mest known and unknown outstanding liabilities.
Such amount will be determined not only at the normal date of closure
but algo at subsequent year ends during che course of the run-off. In
carrying out such & calculation the same conaideraticne as apply to the
RITC will be relevant, with the exception of equity between Hames, in
apice of the Fact that che objective is not to determine the final
prefit or loas for thar year of account.

Qutstanding claims

3.4

3.5

Qutstanding claims will bhe based on the estimated cost of mettling
notified claims including direct expenses and legal costs.

The effects of inflaction will vary across different clasaes of business
with excesz of losxz buaineas being potentially the mocat senaitive.
Therefore che signiticance of inflation will depend on the type of
buginese writcen by the syndicate. Price inflation boch in the UK and
overgenss will affect the level of claime generally alchough currency
movements may mitigate thexe effectsg. In addicion an inflationary
effect may be observed because of changes in the social environment,
such 8 an increased recourse to the courts or higher damegez being
avarded by them.

Allowing for reinsurancs

3.6

In determining the amount of outscanding claime regard will generally
be given to the gross position and that arrived at after the deduction
of reinsurance recoveries, Thus an assessment should be wade of the
effect of policy limite and deductibles and, where relevant, of the
availability of reinatatements. Reinsurance exhaustion should he
allowed for, where appropriate. Particular care should be taken in
projecting data net of reinzurance when tha ageumption that sufficient
reiosurance is available may not be valid., Hegard should be had te the
relationship becween the net and gross poxzitions, comparing che implied
reingurance credic with that actually available, Specific account may
need to be taken of premiums payable either on reinstatement or on an
adjustcable basisz such as the burning cost.

In conwidering the effect of outwards reinsurances, these should ba
evaluated on the basiz of economic subatance. Heinsurance should be
valued consistently with the liebilities to which it relates, but only
to the extent that it fully indemnifies against these liabilities.
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i.a

.10

The cogt of financing future claimas until reinsurance recoveries are
met should be coneidered and quantified. This is especially important
if collecrions under reinsurance policies are net likely to be
requested for many years and when reserves are not discounted for the
tige value of money.

Another important matter for review is che security of che reinsurers
and their ability to meet claims on the reinsurance policy,
Reinsurance failure, including both bad debts and the cost of slow
payers, should be given full recognition. This should be costed
againat IBNR and outscandings separactely, and should include allowance
far potential problems with reinsurere not yet in difficultjes.

The underwriter should consider whether profit commisgion payable on
reingursance buginess accepted by the syndicate should be recogniszed in
the RITT calculacions. The treatment of profit commission should be
consiscent throughout the reserve projecciona.

IENR claima

3.1

3.14

The nature of the business written by the syndicate will be one of the
main factors affecting the size and reletive importance of the IBNR
element of the RITC., Therefore different classesz of buxiness will give
rise te different considerations and the underwriter will need to
specify the appropriate classss by which he intends to subdivide his
analysia.

1n determining the relévant classes for hia syndicate the underwriter
will have regard to a humber of factors which should include some or
all of the following:—

(&} the likely claiwms ssttlement pactern;

(b) rthe nature of buginess accepted, i.e. diracr/facultative ar by
reinsurance treaties;

(2} rthe mechod af accepting bdbusiness e.g. by binding authority, line
slipe, atce;

{d) the geographical location of risks;
{e) <the currency in which rizks are denominated; and

{f} wspecial losaes which do not develop in agcordance with the usual
tun—off staristics, e.p. sabestos and pollution elaims,

Having eetablished the nature of the aceount and the manner in which
records are majntained the underwriter will be in & position to
identify the considerations which apply to different classes,

The lose experisnce of the different classes of business can then be
reviewed by the underwriter bhoth ax to che current year of account and
the previoue years reinsured thersin. In carrying out euch a review
the underwriter may wish te consider the losa ratio of the current year
and previous years of account eigher on an incurred or on a paid besis,
both gross and net of reinsurance. The precise basig of the stacistics
used, whether paid or incurred, will depend on the circumstances and
would be determited after examinastion of the data avszilable.
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In the course of reviewing loss e¢xperience, che underwriter will
accuemulate run-off statistics over & number of years. Projections of
the underlying data consisting of paid and curstanding claims in order
to calculate the IBNR will provide a basis of comparigon with previous
years of account giving an indication of the experience of ihe account
to dave and its likely outconme,

Where the underwriter makes use of projections and other statistical
mechods these methods and any assumptions used should be ctested, =o far
a=z posgible, against the past. This does not necessarily mean that a
pechod which would have given poor results in cthe past should he
rejected, bur such a situation should be justified by reference to all
relevant facts. A variecy of methods should normally Le used and the
regults compared in the light of how well the methods suit the data,
before judgements are made of the suitable reserve levels.

The underwriter's knowledge and experience of the market generally and
the particular clasaes written by the syndicate will be particularly
important in the interprecation of the statistical dacta. The extent to
which the syndicate has underwritten riske for which losses are subject
ta significant delays in notificstion will be & major factor in
assessing the IBNR provision, Risks falling into this category are
generally associated with long tail business, elthough a similar effect
can occur in connection with business which is primariiy ahorc tail
particularly where the syndicate acts as reipnsurer.

The identification of the extent of these claims may itself be a
complex and lengthy exercise and may ipclude a review of primary
gerttlement patterns. Where losses on such risks are subgtantial there
ie generally an impact Throughout the primary and reinsurance markets.

The considerations discussed in paragraphs 3.6 to 3.9 will bs equally
relevant in arriving at the assumptions on which the caleulation of the
IBNR is based. In particular the effect of different reinsurance
programmes protecting different years of account may be a significant
aspect of the IBNR calculation, This wiil be the case particuleriy
Wwhere there have been changesz in the type and extent of reinsurance
protection taken cut from one year of account to another. In addition
for each account the interplay of policies protecting different layers
should algo be congidered., The gecurity of che reinsurers wich which
protection has been taken out will again be critical to the assessment
of the IBNR,

The undearwriter may have taken che question of currency into account in
determining the classes of business relevant to the syndicate. The
degree to which porenrial exchange rate movements are to be recognised
in the calculation will depend on the wolatility of races for those
currencies in which the syndicate does business and on whether assers
are held to match the currency lisbilivies in questien.

EXpenseg

3.21

A teserve should be established for the cost of future claims-related
sdministration expenses and che cost of adwinistering reinsurance
arvangements in respect of the years of account concerned.
Furthermore, consideratien should be given to the rare at which future
expenses are expected Co inflate.
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Future

3.22

3.23

3.24

Change

3.23%

invegtment income

The effect of future investmenc income, or the lack of it, should be
carefully considered. Fucture investment ihcome is, in some
circumstances, regarded as a cushion againstv future reserve
deterioration and future expenses. Whilst it is true that long tail
liabilities have most potential to deteriorate but alsc have high
investment recturng, it is not always safe to asgume that investment
income will provide sufficient mwargin. Investment income on
undigcounted reserves is also not pecessarily a good match for future
internal claims handling expenses, particularly where there is
significant credit takepn for reinsurance.

The effect of large reinsurance asseta in the balance shest on the
future investment income sheould be ¢onsidered. Particularly when
future investCment ihcome ia befng disregarded in order to provide a
margin against another factor, it should be remembered that a balance
sheat with investments at a low level by wirtue of large reinsurances
and correspondingly low net liebilities is weaker than a baliance sheet
with the same gross liabilities but higher nec liabilicies.

Paragraphs 3.22 and 3,23 above should not be caken ag requiring that
the value of future investment income be deducted in determining BRITC.

in factore affecting the aypdicate

Raving idencified factors such as those discussed in paragraphs 3.4 to
3.%4 the underwriter will determine their relative importance., In many
cases this will be agsemased by the extent to which theY represesnt a
deviation from previous practice or a new development, either in the
environment generally or as regards the business approach of the
syndicate. Special consideraction may need to be given to the
intexrpretation of statistical informarion where there have been chanpges
of underwricter during the period under review.
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SECTION 4: DODGCUMENTATION

4.1

Paragraph 2.3 above refers to the fact that calculations and other
information relating to the RITC form parc of the accounting records of
& syndicate, The purpese of this secrion is to explain how such
recoyds should be drawn up in order to comply with the general
reguirements set out in paragraph 2 of the byelaw.

Paragraph 2{b) of the byelaw requirea that the sccounting records
“shall be sufficient to show and explain the transactions encered into
on behalf of the members of the syndicace” and poes on co require chat
the records shall be such as to enable the managing agent to prepare
annual reporcs and other dotuments in compliance with the applicable
requirement of the Lloyd's syndicate accounting rules,

It iz ciear therefore that the RITC muwetr be supported by records
setting out the manner and bases upon which the final figure was
determined in sufficient decsil to “show and exptain" the nature of the
transaction. This information can be subdivided under the fellowing
headings.

Outcscanding claims informacion

4.4

The record of assers and liabilicties maintained under paragraph 1{c} of
Schedule 2 extends to recorda of outstanding c¢laims. These records
will form the bagiz from which analyses of outstanding claims can be
drawn up under relevant headings, ¢.g. by reference to the classes of
business adepted by the underwyriter as appropriate to the syndicate.

Dutgtanding claims data should be available on a gross basis as well as
net of potential reinsurance recoveries, Details of the reinsurance
proteccion taken into account in arriving at a figure for notified
outstanding claims should therefore be recorded along with the
sspessment made of the collectibility of the potential recoveries
recognised in the calculation - see paragraphe 3.8 and 3.9 above,

Statiastical date

4.6

The underwriter will compile statisztics relating te the settlement
patterns of previous yearz of account. These may take a number of
forms from hasic data in monecary units to losz ratio triangulations
and may alsc extend to computer based loss projection models. In
addition, statistics concerning expense overheads relating to the old
yeatrs should be maintained, However statistical data cap only form a
basis which the underwriter may uge to derive asaumptions in order to
compute the IBRR element of the RITC prewium. It is nevertheless
important that the statisctical information is consistent with the rest
of the accounting records of the syndicate.

FPaat Reserving

4.

?

The overall success of the past reserving should be reported for each
year of saccount including previously estimated ultinare loss ratios
where these have been reassessed. This information should be shown
excluding the effect of any special of uhusual reinsurances, such as
time and distance policies, and should ideally be #hown hoth net and
gross of ordinary syndicate reinsurance. This information is
particularly valuable if shown in graphical form for each year of
account and currency.
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Aasumptione and conclusione

4.8

Az part of the process of determining the IBHE the underwriter will
have considered many factors such as those highlipghted in Seccion 3
above. However, it iz impartant that this more judgemental aspect of
the RITC exercise is documented to che same stendard &% is adopted in
relarion to outecanding claims., The documentation supporcting the finsl
RITC premium should cover All aspects of the calculation and explain
fully the development of the final! figure in order to couwply with the
requirements referred to in paragraph 4.1 above.

pocusentation should therefore include a record of the overall factors
taken into account by the underwriter in deriving the RITC. Such
records should cover chose factore which the underwriter considers have
a significant impact on the year of account, In addition, the
conclusions drawn from the use of statistical! technigques and the
azgumptione haged on these conclusions which are to be applied in the
calculavion of the IBHR element of the RITC should be recorded by the
underwriter.

Analysis supporting the final figure

4.10

The fina) RITC figure should be supported by analyses linking the
warious copetituent elements. This figure should be presenced as
follows: -

Liabilicies ABsets
{1) Outsranding claims {2)] HEReinsurance on outstanding
claims

{3} Minus allowance for reinsurance
failure and delay on
outacanding claims

{47 IBHWR claims (5} Reinsurance on IBHR, net of
reinsutance exhauscion

(6) Minus alleowance for reinsurance
on IBNE claims
(7} Expenses (internal claims
handling)

(8) Margin for error (9) RITC

A summary of the final figure by appropriate clagses and currencies
should be given &s well as formal approval for the final figure by the
underwriter apd the managing agent. In addition, a8 formal policy
document for the reinsurapce to close should be prepared and signed,
emboased and dated at LPSO in accordance with the provisions of the
Reinsurance to Close Byelaw (No 6 of 1985).

Paragraphs 4.1 to 4.10 above set out the considerations applicable to
che preparation of records relating t£o the calculation of the RITC,
Matcers of gepneral application to all types of accounting record are
equelly relevant Lo the EITC documentation; such general matcers (e.g.
recention of records) are addressed in Section IIT of the explanatory
notee accompanying the byelaw, Guidance relsting to RITC documentation
is expressasd in general terms in this document because of the need for
the underwriter t£o have regard to the parcicular circumstances of his
syndicace, The syndicate auditors will review the documencacion
prepared by the underwriter as part of their audit of the RITC and may
require further informarion and expianacion.
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